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increase was fully incorporated in the revisions made to the program at that time. Since 1983 if 
anything, the demographic developments have been positive--at least from the program's ' . 
perspective. Life expectancy assumptions have been lowered slightly, thereby reducing long-rim 
costs. The positive impact on long-run costs from changing demographic assumptions were ' 
roughly offset, however, by changing economic assumptions. In particular, the Trustees 
gradually lowered the assumed rate of real wage growth ,as it became clear that the trend in 
slower productivity growth was likely to continue. On balance, the economic and demographic 
changes have roughly offset one another (see Table 2). 

Three major factors caused long-term costs to increase. The first factor, which accounts 
for 25 percent of the problem, is the one discussed earlier. That is, as time passes,..the 75-year: . 
valuation period ends in a later year, so that more of the higher-cost out-years are included in the 
projections. Including more deficit years raises the 75-year deficit. ' 

Second, the disability caseload grew much faster than anticipated. This occurred prima~'ily 
as a result of court rulings that made it easier for individuals to qualifY for disability benefits; such 
rulings could not have been easily anticipated in 1983. Assuming a continuation of higher I 
disability rates this trend raised long-run costs. This factor accounts for about 30 percent of 
today's 75-year deficit. 

The third and biggest source ofthe post-1983 deficit-45 percent ofthe problem-­
involves changes in the methodology used to project the future. These changes are .one-shot 
occurrencl~s. For example, the large increase in the deficit from 1993 to 1994 \s due mainly to 
new data suggesting that workers have more years of covered employment than previously , 
thought and therefore are entitled to higher projected benefits. 

The question is if all these factors went wrong after the 1983 legislation, will the same 
thing happen again? The first factor--the fact that as time passes, years with large deficits rep]a:Ce 
years with surpluses--can and should be taken into account in any reform. With regard to the I 

second factor, it is impossible to say whether the actuaries will be forced to make any other major 
changes. One would' expect thaf as experience piles up and assumptions are tested and retested:, 
the need f()r major reassessment probably declines. Moreover, changes that do occur are as Iik~ly 
to improv(~ actuarial balance as worsen it. Finally, demographic and economic assumptions ma~' 
have to be revised, but the Technical Panel viewed these as very reasonable assumptions. Agail~l, 
they are as likely to be revised in ways that help rather than hurt. In fact, two likely revisions-­
better measurement ofchanges in the cost of living and more irnmigration--would improve the. 
actuarial balance. 

THE MONEY'S WORTH ISSUE 

. ' 

In :thinking about how to restore balance to the Social Security system, one other issue ftas 
emerged a:s very important--namely, the rate ofretum on contributions. Young workers now fa~lce 
the prospect ofmaking contributions throughout their working lives at a higher rate than was 
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required ofworkers in the past, and increasing attention is being focused on the declining 
benefit/cclntribution ratio. The decline in this ratio is the inevitable consequence of the maturation 
of a pay-:cLs-you-go system. Workers retiring early on in the program had only a few years of I 

wages subject to the Social Security payroll tax. Over time, retirees had more and more years lof 
wages subject to taxation, and the additional tax payments sharply reduced the rate of return. !The 
situation is actually somewhat more complicated in that benefit levels and tax rates were raised; 
several times over the period, but the essence of the story is the maturation of a pay-as-you-go: 
system. 

In the future, the rate of return for cohorts as a whole will be in the range of 1 or 2 
percent in real terms. In a mature pay-as-you-go system financed by a fixed tax on wages, the, 
amount by which workers as a group can increase their transfer to retirees depends on the rateiof . 
growth ofaggregate real wages ..With a constant or slow growing population, the rate ofgrov'tth

I . 

ofwages depends primarily on the rate ofgrowth ofproductivity. Productivity growth is'likely to . 
average bl~een r and 2 percent. . 

It is important to note, thilt the low returns paid to future retirees are not the result ofP90r 
investment decisions by the government. Contrasting the returns of the Social Security system 
with the returns that could be obtained under private savings schemes is inappropriate. Given ~he;: 
pay-as-you-go nature of the existing Social Security system, the higher returns are not really 
available since benefits have to be paid to current retirees. Nonetheless, these concerns about ' 
"moneY's worth" may have agreat deal of influence on what solutions are politically acceptabh~. 
Increases iin contribution rates without compensating increases in the value ofbenefits may be I 

seen as making further investments in a systems with unattractive returns. 

The problem of the decline in the aggregate return is complicated by the fact that Social, 
Security as a social insurance system has an important redistributive dimension. Social Securi~{ 
was intended, and has largely succeeded, in removing aged individuals from poverty. This 
redistributive role means that those at the bottom ofthe lifetime income distribution receive higher 
returns on their contributions than their higher paid counterparts. As the overall return decline~~:, 
paying higher returns to some will mean zero or even negative real returns for others. This will! be 
a particular problem for higher income single individuals and higher income married couples wiJ;h 
two earners. 

Th'e issue of returns on contributions--so-caI1ed "money's worth" -will play prominentlYj in 
future debates. Proposals for changes in Social Security financing need to address this issue as 
well as restore long-term balance to the sysiem. . 

THE QUADRENNIAL ADVISORY COUNCIL RECOMMENDATIONS 

Thi~ Quadrennial Advisory Council on Social Security was charged in 1994 with finding I 
ways to eliminate the current deficit in the Old-age, Survivors and Disability Insurance (OASDII) 
program. It released its report in December 1996 after 2 years of deliberations. Instead of ' 
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coming up with a single set ofrecomlnendations, this I3-person panel split and presented thre:e 
. very different visions for the future of the nation's Social Security system. 

All three are designed to restore 75-year balance, fix the problem of the trust fund 
exhaustion in the 76th year, and address the decline in the rate of return to Social Security. Tt:le 
report characterizes the alternatives as the "Maintain Benefits," "Individual Accounts," and 
"Personal Savitlgs Accounts" proposals. . 

I 

The Maintain Benefits Proposal 
. . . 

This plan is designed to eliminate the deficit without altering the.basic nature ofthe 
program. Roughly half the savings come from proposals that have been around for a long tim~I,. 
Extend coverage to new hires for full-time state and lo.cal employees (about 3.7 million workei:s) 
not now covered by Social Security. Make Social Security benefits taxable to the extent they! 
exceed worker contributions (comparable to other contributory defined benefit plans). Length~n' 
the averaB:ing period for the Social Security benefit calculation from 35 years to 38 years. Andl 
incorporate the BLS technical corrections in the CPI, which are estimated to reduce,infiation by 
0.2 percerlt.' . 

To close the rest of the financing gap requires some more controversial proposals. Onb is 
to redirect: the funds from taxing Social Security benefits from the III fund to the OASDI fund,: 
phased in :from 2010 to 2019. The second, which addresses not only the financing issue but also 
the rate of return problem, is to invest 40 percent of trust fund assets in stocks on a graduated; 
basis beginning in 2000. Finally, this plan finances the system more or less permanently by , 
increasing the payroll tax by 0.8 percentage point each on employers and employees starting ir:l 
2045, if such an increase is needed to maintain long-run balance. . 

The Individual Accounts Proposal 

This plan begins with the statec.local employee, tax, and CPI proposals from above and 
then raise~. the retirement age to 67 faster than under current law and indexes it to longevityl 
Benefits for middle and upper income recipients are then cut further (roughly 30 percent) to, 
bring the '75-year cost within the 12.4 percent current payroll tax rate. Finally, the plan . , 
increases Ihe employee's payroll tax by 1.6 percentage points for government-administered 
individual accounts, beginning in 1998. These accounts would work something like the . 
Federal Einployees Thrift Savings Plan, where individuals choose among four or five types pf 
investment accounts administered by the Federal Government. At retirement, the savings 
would be paid out as an annuity and added to the regular Social Security benefit. As a resul,t, 
total retirement benefits would depend on the returns achieved throu~h the savings accounts. 
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The Personal Savings Account Proposal 

The third proposal is an aggressive privatization scheme. It diverts 5 percentage wints 
of the 12.4 percent payroll tax into mandatory private individual savings accounts. Unlikelthe 
individual savings accounts described above, which would be held by the government and 
annuitized upon retirement, these accounts could be placed with private investment cOinpan~es; 
and individuals would have brooder choice over how the savings were paid out during ; 
retiremel1lt. The remainder of the payroll tax-7.4 percent--would pay for a flat retirement 
benefit amount--$410 a month ....indexed for future wage growth, and for reduced disability land, 
survivor benefits. The $410 amounts to about two-thirds of the poverty level. 

The plan also reduces o1,ltlays using many of the same features as the first and secon1d ' 
plans: adjustments to the CPI, expanding coverage for newly hired state and local governnient 
workers, increasing the taxation of benefits, and speeding up increase in retirement age andl 
indexing to longevity. 

Since Social Security has operated on a pay-as-you-go basis, moving to individual 
accounts 4:reates large transitional costs. Young workers would have to support those already 
retired or nearing retirement, as well as contribute to a savings account for the,mselves., Th~e 
transition;al costs are large. The plan spreads the costs over 72 years, but the costs still wou';ld 
equal 1.52 percent of payroll during this period. In addition, using a level tax rate to finan~:e 
the transilion means it is underfunded in the early years, and overfunded in the later years. ; 
This "smoothing" of the cost requires that the trust fund borrow roughly $1.2 trillion in 1995 
dollars from the Treasury between now and 2035, and repay the funds with interest using 
accumulated surpluses thereafter. 

Collective Action or Individual Initiative 
1 

Our current Social Security system represents a banding together to create a fonn of 
collective protection. People share responsibility not only for the their own and their familY's 
welfare, but also for the well being ofother members of society. At the beginning of life nil 

I 

one knows whether they will be financially successful or struggle to make ends meet, wheth:er 
they will die early or become disabled or live long into retirement. To protect against these, 
risks, evexyone contributes to a single system. For those who experience a lifetime of low 
earnings, the system provides redistributive benefits so they can survive adequately in 
retirement. This type of redistribution can be done only when everyone participates. Without 
mandatory participation, those who were confident that they would end up with high income\s 
would withdraw, raising costs ~n the rest of the population. 

The Personal Saving Account proposal represents a dramatic departure from this 
collective approach. The notion is that some protection in case of death or disability would ~be 
provided on a group basis and everyone would be provided a basic minimum benefit. Abovf 
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that minimum amount, workers would be-more or less--on their own in terms of saving fd:r 
retiremellt. The contributions would be mandatory but the outcome uncertain. I 

Defined Benefit versus Defi~ed Contribution 

The current Social SecUrity system is a defined benefit plan. Individuals contribute! 
over their working lives as they move from job to job. They then receive statutory benefi~\ 
based on a computation that reflects the growth in wages during their working years. Aftei: 
ret:j.rement, they receive an annu~ty with payments adjusted annually to keep up with inflati\)n. 

The Personal Saving Account proposal would shift the nation's basic retlrement system 
to a defirted contribution plan. Such a shift would offer no improvement in portability--oml~ of 
the main arguments in favor of defined contribution plans--since Social Security already 
follows workers as they move from employer to employer. The major result of the shift 
would be to increase the risk to the individual family. Payments under this system will dep1end 
on the investments selected and on the timing of retirement, disability, or death.· I 

. Investment behavior varies significantly among individuals. In the aggregate, the m:Lta 
suggest that people put roughly 40 percent of their holdings in equities. However, any 
individual can opt for all low yielding investments and end up with much less than anticipa~ed, 
or load up with high risk assets. and be forced to claim benefits at a market low. . 

In addition to market risk,three other problems are associated with defined 

contribution plans. First, the administrative costs of individual accounts would exceed the 


. current system, or even the current system with some trust fund assets invested in equities .. 

The Advisory Council estimates that managing the personal saving accounts will cost about 

100 basis points. Second, as individuals see their account balances accumulate over their 
working years, they are likely to pressure Congress to permit pre-retirement withdrawals fo:r 
education, medical expenses, down payments for homes, or other worthy purposes. To the: 
extent that Congress acquiesces, workers may end up with inadequate retirement income. . 
Third, th~: fact that participants are not required to annuitize their accumulated funds creates; 
another atea of risk. Some ·people will underestimate the amount of money they need for 
retire men It and use the funds for other purposes. Others will be too cautious. Private annu(ties 
will help, but typically they do not offer a fair return for the average person. . 

These problems are mitigated under the Individual Account proposal in that it has a 
much more modest defined contribution component. Critics argue, however, that the 
IndividuaJ Account proposal creates an unstable situation in which workers--particularly, 
higher income workers--will push for shifting more and more of their retirement funds out clf 
Social Sec:urity, where they earn low returns, and into separate accounts, where they earn high 
returns. They conclude that creating such a situation runs the risk of ending up with a define::d 
contribution plan as the nation's basic retirement system. 
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Impact ofthe Proposals on National Saving 

When thinking about the impact of the Social Security system on national saving. it is 
useful to divide the issue, into three time periods: the start-up, the current mature system, and t\~e 
future. 

The Start-up. Congress enacted the Social Security system in 1935. Payroll taxes we~e 
first colle(:ted in 1937, and the first monthly benefits were paid in 1940. In 1939, Congress maHe 
a series ofdecisions that slowed the build up of reserves, so the system operated pretty much ~n a 
pay-as-yoiu-go basis. 

Th~s meant that the first generation of retirees received benefits far in excess of their tax 
payments. According to the life-cycie model, whereby individuals or households plan to consu1me 

. I 

all their income and wealth over their expected lifetimes, an increment to lifetime income woul~l 
. increase consumption and reduce saving. That is, workers perceive that they have received a 

wage incmase in the form of a future annuity, and they would chose to consume part of that 
increase. To increase their current consumption, they would have to either reduce saving or 
increase hDrrowing. 

Lower personal saving, without any offsetting accumulation of reserves within the Soci(al 
Security system, would be expected to reduce national saving and leave future generations wit(l.a 
lower capital stock than they would otherwise have had. ' 

A l:horough review of the empirical literature shows no compelling evidence of a sharp 
decline in .saving in the wake ofthe introduction of Social Security. Several explanations are 
possible. The first is that Social Security may have changed retirement expectations as well as 
increased Irretime income. That is, whereas before Social Security workers may have expectedlto 
work until they die, after Social Security age 65 became the normal retirement age. To the extc~nt 
that Social Security encouraged people to retire earlier, they would have been forced to save oyer 
a shorter vvorking life for a longer period of retirement. This retirement effect would have served 
to increase: personal saving. Similarly, before Social Security, most elderly people lived with thkir 
children; after Social Security they were in a position to maintain their own households. The ' 
increased demand for independent living in old age would also have increased saving. Finally, 
many individuals save little or nothing at aU, so that the only way to increase current consumptipn 
would be through borrowing. But low- and moderate-income individuals may not be able to 
borrow enough to achieve their ideal distribution of consumption over time, so the introduction, of 
Social Security would have left their savings unaffected. 

In short, the life-cycle model suggests a decline in saving in the wake of the introduction 

of the Social Security system, and a lower capital stock as a result. Several factors, however, 

mitigate against this result. Empirical studies cannot document a significant decline in national 

saving from the introduction of the Social Security system. 
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The Mature Pay..as-you-go System.' Once the Social Security system has matured, the ract 
that it is financed on a pay-as-you- go, rather than a funded, basis has relatively little impact o~ 
the nation's saving rate. The simplest way to think about the saving effect is to consider an 
economy with no population or income growth. Under a funded system, individuals would 
accumulate saving over their working lives, but the elderly would draw down accumulated asS(!ts 
in retirement. The result would be zero aggregate net saving. With pay-as-you-go financing, ·:the 
buildup ofassets during the working years does not occur, but then neither does the drawing 
down of aissets in retirement. 

The result would be altered somewhat by introducing income growth into the analysis. ' 

But, so long as the effects ofthe introduction ofSocial Security on national wealth were small" 

the steady state differences between national saving with funded and pay-as-you-go Social 

Security systems would also be quite small. 


The Future. Theoretically, shifting from a pay-as-you-go to a funded system should 
increase the nation's saving rate' and the capital stock. For the most part, . the increase in the 
saving rat,e is temporary. Once the transition to a fully funded system is complete, the saving r~lte 

. should d«)p back to near its pre-funding level. . 

. A fundamental question may be: If we as a nation want to save more, is the Social 
Security system necessarily the mechanism through which to accomplish that goal? If Socia,l 
Security i:!) determined to be the appropriate mechanism, then, in theory, a desired saving 
objective leQuld be accomplished with any. of the approaches. The magnitude of the impact <:>f 
the three proposals on saving depends on how much is put aside for pre-funding, either in . 
separate accOunts or in the trust fund and the assumed rate of return on those contributions. : 

The Issue OfRaising the Retirement Age 

Two of.the three proposals raise the normal retirement age to 67 more quickly than 
scheduled under current law and then index for increases in longevity thereafter. The ration:ale 

. for increasing the normal retirement age is that as life expectancy increases, so should the : 
. length of the worklife. In 1935 when Social Security was enacted and the retirement age s~t 
at 65, life expectancy at 65 was about 12 years for men and 13 years for women. Today it i's 
15 years and 19 years, respectively. The projections for 2070 are 18 years and 22 years, .' 
respectively. The increase in the number of years over which people receive benefits, as 
discussed ·earlier, is a major reason for the increase in costs to date and will add to costs in tj1e 
future.' . 

Th·e sponsors of the Maintain Benefit proposal do not include any extenllion of the 
retirement age. They offer two main reasons. To date, the extension of longevity has not 
been accompanied by an increase in work; people are retiring earlier and earlier. Therefore, . 
before rah~ing the retirement age further, it would be better to see the impact of the increase ;to 
age 67 alr~~dy scheduled under current law. Second, extending the retirement age further 
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would hurt those who are forced--eithet because of poor health ot lack of employment 
opportunities--tO retire before 65. The law already provides an actuarial reduction of 20 . 
percent for those who retire at age 62, and this reduction will rise gradually to 30 percent "iith 
the schedillied increase in the normal retirement age to 67. Increasing the retirement age 
beyond 67 will eventually make the age-62 benefit an inadequate source of support. 

Two key issue emerge here. The first is how many people who retire at age 62 wou:ld 
fmd it a s'erious hardship to extend their work life. A preliminary analysis of the age-62 
retirees shows them falling into two groups. One consists of relatively prosperous individu~Ll.s 
with somt: wealth and an employer-provided pension. The other is made up of lower incortie, 

I 
less healthy individuals with irregular pre-retirement work histories. Raising the retirement I 
age for th,e first group creates few problems; raising it for the other group may well produc~: 
hardship. 

The second issue, therefore, is how to protect low-income individuals with no work 
possibiliti~~s. For those who cannot work because of some form of physical disability, some; 
have suggested that the disability insurance program might be modified to make it somewha:,t 
easier for older workers to collect benefits. For those who are physically sound, but who 
cannot fmd employment, the unemployment insurance system might be an option. 
Altemativ,ely, it might be possible to change the benefit formula and reduce the actuarial 
adjustment for lower income workers. , 
At this po:int, the precise option is unclear, but any proposal to increase the retirement age ",!il1 
have to address the plight of those who are unable to work and face severely reduced . 
retirement benefits. 

Investing the Trust Fund in Equities 

Prc)ponents of the Maintain Benefits proposal suggest serious consideration be given to 
investing a share of the trust fund in equities. They argue that such investments are necessary ti) 
increase the return: on the trust funds, which now must be invested only in Treasury securities 0'[ 

govemmerlt guaranteed securities. The actuaries 'estimate that Treasury securities will provide !m 
, average annual real return of 2.3 percent over the 75-year projection period, significantly below

1
the postwar historical return on equities of about 7 percent. Thus, they conclude that investing :40 
percent of the trust funds in equities could raise the ultimate projected return in trust fund asset:;; 
from 2.3 pl~rcent to 4.2 percent. It would also increase the riskiness ofthe Social Security 
portfolio, but the Federal government is in a good position to wait out fluctuations in market 
value, particularly as the size of the trust fund increases (see Box 1). 

Tht: higher return on Social Security assets will be matched, however, by lower returns 6n 
non-Social Security assets held by the public. The primary effect of the shift in Social Security I 

investment policy is a restructuring of portfolios so that the trust funds hold some higher-returni 
equities and the public ends up holding the lower-return government securities previously held C!y 
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the trust funds. The increased demand for equities would initially lower the returns on equities" 
while the need to attract private sector investors would require higher returns on Treasuries. I 

Thus, critics charge that the proposal would raise the Federal deficit by raising interest: 
payments. Some respond that these initial effects would be moderated as corporations 
restructured their finances to take advantage of cheaper equity financing and as international 
buyers im:reased their purchases ofhigher yielding Treasuries. In addition, the much larger tru.st 
fund balances under the Maintain Benefits proposal mean that trust fund holdings of Treasuries':,, 

are ultima.tely higher,not lower, than under current law. Nonetheless, the effect on the Federa,l 
deficit remains an important issue that would have to be explored in any assessment of the equity 
investmel1lt proposal. • I 

Another concern about Social Security investing in equities is that the government will : 
control the market and get in the business of picking winners and losers. Indeed, if40 percent ;of 
Social Se(:urity assets were invested in equities, the trust funds might end up owrung about 101':0, 
15 percent of the stock market in the long-run, a sizeable amount for one "player" (see Box 2).1 
Supporters of equity investments argue, however, that concerns about market disruptions and , 
public sector interference in private sector activity could be addressed by having the trust funds:, 
hold aportfolio indexed to the overall stock market (such as the Russell 3000 or the Wilshire 
5000). They suggest that, as in the case of the Federal Thrift Savings Plan for Federal employeies, 
an expert board could then select, through competitive bidding, one or more private sector 
managers. Clearly avoiding market disruptions would be a key requirement in considering equ~ty 
investments for Social Security. 

Arlother concern frequently cited pertains to corporate governance and potential 
disruption ofcorporate control. The question is whether the government would vote its shares .,or 
simply act as a passive investor. Advocates contend that so long as legislation provided that 
government shares were either not voted or voted in a pattern that reflected other common 
shareholdt:rs, government ownership should not disrupt corporate control in any way: 

One further issue is whether the timing of Social Security purchases could have furtheri 
market implications when baby boomers retire and the pace ofpurchases slows, eventually turning 
negative. Supporters assert that this problem could be alleviated by fixing the long-run financin1g 
problem 'a11d stabilizing the size of the trust funds. Nevertheless, the administrative aspects of I 

investing in equities would require solving some tough problems. 

Despite assurances from proponents, investing a portion of the Social Security trust funds 
in equities is a dramatic departure from current procedure. Such a departure would require 
careful sCflLltiny before being considered for adoption'. . 
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Structural Issues 

\Vhile the advisory Council focussed most of its attention on the fiscal plight ofthe So:cial 
Security :;ystem, the structure of the program raises some equity and efficiency issues. 

Hausehold Composition. Social Security provides benefits for spouses equal to the 
greater ofthe amount that they could receive on their own and 50 percent of the benefits ofthe 
primary earner. When the primary earner dies, the surviving spouse receives 100 percent of t~!e 
primary earner's benefit. Married couples with a single earner do very well under this system, 
compared to single earners or two-earner married couples. The spouse's benefit was introducM 
at a time when most wives stayed home and cared for children; today married couples in which 
both husband and wives work make up the majority offamilies. Of course, to the extent that two­
earner ho'Useholds become the norm, the spouse benefit will cease to be an important issue. In; the 
short term, however, some view this payment as an inequitable anachronism, suggesting that if 

I 

should be phased out. In order to avoid hardship for nonworking spouses, some have suggest~d 
that a non-working spouse be allowed to contribute as self employed individuals on the 
assumption that they earned 50 percent ofthe earnings of the primary earner. Such aprovisioil 

I 

also would recognize that work in the home is just as much work as work in the market place. 

Even if the spouse benefits were generally phased out, low-wage single earner couples would I 

continue to need some subsidy. '. 
I 

E.i.rect on Labor Supply.. Social Security is thought to have little effect on Jabor supply 'for 
two reasons. First, economists believe that labor supply is no.t very sensitive to changes inafte;r 
tax wages., Thus, to the extent that Social Security is viewed as a tax, the "substitution effect,':' by 
which the lower after-tax wage discourages work in favor of leisure, is roughly offset by the 
"income effect," whereby lower after-tax wages require individuals to work more to maintain their 

. consumption. Second, to a large extent, individuals view their social security taxes as a form 6f 
forced saving, and therefore social security has very little even ofthe modest incentive effects 
usually as:sociated with a tax. 

One Social Security provision that did provide a strong incentive to withdraw from thel 
labor force was the sharp decline in the present discounted value ofbenefits after age 65. While 
the benefits were fully actuarially reduced for retirement before age 65, until 1983 no provision

I 

was made for full actuarial adjustment for retirement after 65. The 1983 Amendments raised tl;le 
delayed re:tirement credit to a full actuarial adjustment of8 percent a year for each year benefiti, 
are postpcmed after age 65 and that credit will be phased in by 2008. This credit will remove ~ 
major disincentive for postponing retirement beyond 65. 

CONCLUSION 

Social security retirement and disability benefits now are equal to 4.8 percent ofGDP.~ 
To hear clitics talk:, one would think that this fraction would triple or quadruple by the year20?0. 
According to the intermediate assumptions in the 1996 Trustees Report, Social Security outlay,s 
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will amount to only 6.8 percent ofGDP in 2070. Social Security spending simply is not out o'f' 
control. 

Social Security is running a deficit over the 75-year projection period, but the deficit is 
manageable. Many options are available for restoring balance without changing the basic cont~)Urs 
of the prc~gram. Options are also available for raising the rate of return on contributions so thAt 
future policy makers will not constantly be subject to the refrain of"! can do better on my owil." 
The chalhmge is for people who care about the future ofthis very successful program to come: 
together imd make the required'decisions. 

MEDICARE 

Medicare presents a much greater challenge than Social Security, both in the magnifude 
of projected deficits and in the complexity of the issues. Unlike Social Security, the questi6n 
is not sim:ply selecting among a list of plausible options but rather figuring out how. to ,contiol 
long-run costs and ensure quality care in one component of a very complicated health care , 
system. 

Medicare is composed of two parts. Pan A covers inpatient hospital services, skilled : 
nursing facilities, and home health care; Part B covers primarily physician and outpatient hospl;tal 
services. Part A is financed by a 2.9 percent payron tax, shared equally by employers and 
employee!•. The projected 75-year deficit is 4.52 percent oftaxable payroll--more than twice the 
Social Se<:urity deficit in absolute terms, and many times relative to the size of the program. A~ a 
fraction of GDP, , Medicare expenditures are projected to triple, from 1.6 percent in 1996 to 
about 5 p~~rcent in 2070. 

Medicare Part A is also facing a pressing short-term problem. Ifno action were taken, 
the Part A trust fund is projected to be exhausted by the year 2001. and the gap between taxes 
and benefit payments widens very rapidly thereafter. Medicare reforms proposed by this 
Administration would extend the life of the Medicare Part A trust fund for several years. Whil~~ 
enacting these reform is an absolutely necessary stop-gap measure, none ofthe current proposa~s 
put forth by either party solves the long-run problem. 

M~~dicare Part B is financed primarily from general revenues and enrollee premiums. 
General revenues and premiums ea<;h contributed about 49 percent ofthe funds income in 1972;. 
By 1999, the general revenue share was 72 percent and premiums were adding 25 percent. 
Although :;pending in this fund has grown rapidly, insolvency is not an issue since general 
revenues are required to cover any shortfalls. Rather, the growth in Medicare Part B spending, 
increases federal expenditures and contributes directly to the deficit. ' 

Reforming Medicare raises two distinct but inter-related issues--who should bear the co'sts 
of health care and how health care should be provided. Since most health care expenditures foi; 
the elderly are paid by Medicare and private insurance, individuals have little incentive to seek dut 
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the most -cost-effective delivery. Moreover, under the fee-for-service system, which still 
dominate:) the Medicare market, providers have an incentive to supply costly services that may; 
have only modest medical benefits. This misalignment of incentives is reinforced by the fact th'at 
the relative effectiveness ofalternative treatments is often uncertain ~d consumers generally ri~ly 
on providers' recommendations ofdifferent treatment ~ptions. 

For the non-elderly, the tendency towards overuse of medical services is increasingly k~~pt 
in check by employers. The dramatic movement towards managed, care reflects efforts to ensu;re 
that health care is delivered in a cost-effective manner. Working individuals also have incentives 
to keep costs do~ because they face out-of-pocket payments and because receiving medical 
services involves a substantial time commitment. 

Both forces are attenuated forthe elderly. Retired individuals frequently have more free 
time and virtually complete insurance coverage for at least some services. Similarly, since alm~lst 
90 percent ofMedicare beneficiaries continue to receive care on a fee-for-service basis, their 
providers have less incentive to limit costs. Thus, meaningful reform wiU probably require 
altering the incentives facing both consumers and providers. In short, incentive issues are likel~' to 
be more important for Medicare than for Social Security. " 

Altering incentives is not a call to reduce benefits. Discussions on Medicare are often 
framed as if the program were excessively generous and the problem is one of cutting back. Iri 
fact. Medicare's coverage is less comprehensive than much private 'sector insurance. For 
example, Medicare does not cover prescription drugs and provides onJy very limited ,mental health 
benefits. Moreover, Medicare does not place an upper-bound on cost-sharing responsibilities,fc~)r 
hospital stays, skilled nursing facility care, or physician costs. As a result, people with long and 
complicat(l<i illnesses and no Medigap policies can end up owing tens ofthousands of dollars. ; 
Thus. the i;hallenge is not only to control the costs ofthe benefits currently provided by Medica:re. 
but also to- create some room for improvement in the benefit package. 

SOURCE OF FINANCING I'ROBLEMS 

Th,e easiest way to understand the nature of Medicare's financing problems is to 
compare Medicare with Social Security. Both programs provide a defined benefit--in one cai,e 
cash, in the other a package of medical services--to roughly the same population--the aged ~d 
disabled aild their families. Since 1983, Congress has not changed significantly either the 
population covered or the benefits provided under either program. Yet, Social Security is 
solvent fOl'the next 30 years and faces a modest 75-year deficit, while Medicare's trust fund lis 
projected 1.0 be exhausted in 2001 and deteriorate rapidly thereafter, if no action is taken. 

'This very different performance can be explained by two factors. First, while the co~t 
of Social Security is precisely defined by the benefit provided, the cost of Medicare's bundlei 
of health services depends on health care costs in the economy at large. Thus, even though the 
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bundle of services has remained substantially unchanged, outlays have soared since 1983 a~i per 
capita health care costs rose at twice the rate of inflation. ~econd, as a result of the 
accelerating costs, Medicare financing has been aimed at staving off short-term insolvencie.S 

I ' 
while Scx:ial Security was put in long-run actuarial balance in 1983. Thus, Social Security:tax 
rates werl~ set taking into account the upcoming retirement of the baby boom, while 

. Medicare's Part A tax rates were set only to cover Short-range outlays and no pre-financing 
occurs fOir Medicare Part B. The result is that the demographic shifts, which are scheduled Ito 
occur after the tum of the century when the baby boom retires, have a much more profounil 
impact on the long-run outlook' for Medicare than for Social Security.. I 

I 

For most ofMedicare's history, the increase in per capita outlays reflected the general rise 
in health care costs, rather than aparticular problem with Medicare. As shown in Figure 3, pei~ 
enrollee Medicare and private health insurance costs have tracked each other closely over time i 

, I 
since the late 1960s, despite considerable year -to-year fluctuations. The average annual growtp 
rate ofMt:wcare was actually lower than that ofprivate health insurance between 1969 and 19i~3 
(10.9 percentversus 12.9 percent). 

Recently, per capita spending in the private sector has slowed. This is partially due to 
rapidly increasing enrollments in managed care plans, but the slowing is not limited to these pl~ns. 
The growth of expenditures in private fee-for-service plans has also declined, as these provider;~ 
have responded to the greater competition from the managed-cared segment of the market. ' 
Medicare spending has not slowed commensurately, probably because only 10 percent of the 
elderly have shifted to managed care. Also, the Medicare services that have grown the most 
rapidly tYPically are not covered by private sector programs and, in some cases (e.g., some typ(:s 
of home h(~alth care) they are not really medical services at all. This break between Medicare ahd 

, I 

private sector health care spending trends is a new development that bears watching. 

, \ 

Tw'o final notes before turning to the short-run and long-run challenges facing the 
Medicare program. First, in addition to having a much larger financing hole than Social Security 
and facing much faster rising costs after the tum ofthe century than Social Security, Medicare, 
presents greater challenges because more players are involved. Social Security has two main . I 

stakeholders--the taxpayers and the beneficiaries. In addition to these two, Medicare has the . 
providers--doctors and bospitals--and, to some extent, the insurance industry. More players m~:an 
more decision makers and more sets ofincentives to consider. 

Second, adverse selection plays a far more important role in the Medicare program. 

Given any premium structure, insurers have a strong incentive to "cherry-pick" the healthiest, 

individuals. Although government can reduce adverse selection by developing "risk- I 


adjusters, It which peg the government payment to the health status of the individual, risk­

adjustment is currently and is likely to remain very imperfect. Proposals, therefore, must 

include provisions to limit the extent to which insurers can cherry-pick. 
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SHORT·TERM OpnONS . 

A..s.discussed above, Medicare's short-run problem is driven primarily by the high cost's of 
health care. The long-run problem, which will be discussed in the next section, is driven prim!:uily 
by the demographics and the increasing beneficiary-to-contributor ratio, as well as by continuing 
increases in medical costs. Short-run changes are required immediately to extend the solvendy of 
the HI trust fund. These changes, which focus mainly on reimbursement rates and who should 
pay for "Medicare, will also help to balance the federal budget. When the demographics kick ii.., a 
broader aLITay of options--including eligibility and benefit design--will probably need to be 
consider~:d. 

. In the short run, with the beneficiary population and the benefit relatively fixed, the fotir 
major ways to control costs or increase revenues are reducing payments to providers, expandiilg . 
the prospective payment system, improving managed care, or increasing the Medicare Part B ' 
premium. 

Controlling Provider Payments 

Medicare's major tool for controlling short-run costs is adjusting payments to providers. 
Indeed, this represents the primary source ofMedicare savings in the 1980s. The two import~lnt 
payment innovations during the 1980s were the prosp~ctive payment system for in-patient 
hospital care and the relative value scale for physician services. The prospective payrrlent sys1f!m . 
substantially altered the incentives of hospitals by providing a fixed payment for an entire episD'de 
of care. Since hospitals no longer received additional revenue for additional services, they hadla 
strong incentive to limit length ofstays and unnecessary procedures. The reform in physician 
payments based on relative value scales tied physician payments to a schedule. rather than to ac!tual 
charges. '. 

These innovations have helped control in-patient costs and physician prices, but they ha;Ve 
not succet!ded in curbing total Medicare spending because they have little effect on the volume :of 
services aJld because the types ofservices provided change rapidly. Moreover, spending on thie 
portions of the Medicare program not subject to reform--outpatient services, skilled nursing 
facilities, sll1d home health agencies-has risen at very rugh rates. A possible reason for this is (hat 
many of these services, particularly home health care, differ from traditional medical services ini 
ways that may make them more amenable to excess use and the demand for them more sensitiv~ 
to price. 

Most previous efforts to hold down price increases have been aimed at in-patient hospitill 
care and physician services. Partially as a result ofthese efforts, these are now the slowest and 
the second slowest components ofMedicare. Some additional savings are achievable in this ar~a. 
but squeezing down on prices has limits. Ifprices become too low, physicians and hospitals cot.'lld 
eventually become less willing to accept Medicare patients. Moreover, as noted above, it is har~ 
to curb expenditures by focusing on prices alone. For example, physician payments under 
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Medicare have been limited since the mid 1990s, yet-until last year or so--Part B spending still 
increased markedly because ofhigher volumes and new services. : 

The limit on how much Medicare can save by controlling provider payments is likely tq be 
determint!d, in part, bywhat happens in the private sector. Historically, Medicare payments h:ave 
been well below the amount allowed by most private insurers. However, as employers have 
turned to managed care in order to constram costs, this gap has narrowed considerably in rec~nt 
years. Between 1991 and 1994, the Medicare-private insUrer differential for hospitals fell from 
33 perCet1lt to 22 percent. The reduction in the gap between public and private sector payment:s 
makes providing care to Medicare beneficiaries relatively more attractive than in the past. On i~he 
other hand. as profit margins in the private sector are decreased, providers may become less ' 
willing to subsidize Medicare patients. Finally, even ifMedicare were able to hold down fees, 
total expe:nditures could rise if the volume of services provided increased. Specifically, if , 
Medicare remains the primary provider offee-for-service care, cost containment efforts in the' 
private sector could lead providers to supply extra services to Medicare enrollees in an attempt to 
maintain their incomes. 

Expanding Prospective payment-Getting the Providers to Control Costs 

Medicare has paid for inpatient hospital care on a prospective basis since 1984. Acute-. 
care hospitals receive a fixed fee for most inpatient episodes, regardless of how long the patient 
stays or hl)w many services are performed. The fixed payment encourages hospitals to control!the 
costs oftreatment and has been cre<iited with reducing Medicare inpatient costs. Despite 
concerns that prospective payment might lead to too little treatment, hospitals do not appear to' 
have com)romised quality in their efforts to reduce costs. However, the prospective payment 
system m2ly also encourage hospitals to transfer patients quickly out ofthe acute-care hospital 
and into a skilled nursing facility or long-term care hospital, which continue to be paid on a fee-~, 
for-servicl~ basis. This could end up increasing total costs. 

Some have suggested combating these perverse incentives and control costs is to bundlEr 
more serviices together. In general, the broader the set ofservices included in the bundle, the 
stronger the incentive to reduce costs. Some analysts advocate, for example, incorporating 
services for care following hospitalization into the fixed amount provided under the prospective 
payment system. Hospitals would be paid a fee for both the hospital stay and for all medical 
services f(JIlIowing a hospitalization (4 weeks for example). This might lower costs by preventirlg 
premature discharges that move patients from prospective-payment hospitals into fee-for-servic:e 
facilities. In recent years, many hospitals have gained experience in managing post-care servicei> 
and should be able to adapt to such an environment. 

In ,addition to bundling, prospective payment could be extended to those areas of 
Medicare where the costs are increasing most rapidly. Under the Administration proposals, 
hospitals with average stays ofmore than 25 days, which are currently paid on a fee-for-service 
basis, would become subject to the prospective system. Skilled nursing facilities would also be . 
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gradually moved to prospective payment. Similarly, a prospective payment system would be 
establishl~d for home health services, one of the fastest growing areas ofMedicare expendituri~s. 
Finally, a prospective payment system for hospital outpatient services is proposed, with ' 
implemeiltation beginning in 2002. • 

Improving Medicare Managed Care 

The dominant form ofMedicare managed care is Health Maintenance Organizations 
(HM:Os), which receive a fixed payment for each beneficiary they cover. The payment is 95 
percent ofper capita fee-for-service Medicare spending in the same county, adjusted for a limilted 
number of risk factors. However, only about 10 percent ofMedicare beneficiaries are enroUeJ:t in 
managed care plans, compared to 69 percent ofworkers in large companies. Moreover, evidJ,nce 
suggests that those Medicare beneficiaries who do switch to managed care probably cost, rath1er 
than save, the program money. This is partly due to flaws in the reimbursement formula, whidh 

I 

exacerbate the problem of adverse selection, and partly due to the inherent difficulty ofpreveI1:ting 
adverse selection. 

HMOs tend to enroll relatively healthy people with low risk of requiring expensive cari~ 
(see Figuire 4). The per capita reimbursement paid to HMOs for Medicare patients should refl!ect . 
the lower costs associated with serving this relatively healthy population. To the extent it doe's 
not, Medicare payments may be higher than ifthe patients were in fee-for-service plans. Previbus 

. . I 

health his~ory is a good indicator offuture health expenditures and one study indicates that the'; 
medical expenses of seniors shifting into HMOs were 25 to 30 percent lower than those of the, 
average Medicare enrollee in the year or so immediately prim: to their enrollment in the plan. 
Another alnalysis estimates that the introduction of managed care has increased Medicare costs: by 
7 percent perHMO beneficiary. 

The selection problem is exacerbated by three additional factors. First, if healthier 
individuals migrate into managed care, the resulting higher average costs in the fee-for-servicel 
sector will drive up the HMO per capita payment. Second, HMOs have an incentive to offer 
coverage in counties with high reimbursement rates and to avoid counties in which the per cap,ita 
payment is low .. The current reimbursement formula results in payments that are almost four' 
times larger in some counties than in others. By contrast, local input prices (labor and supplY, 
costs) vary by only a fact or two. Finally, individuals are allowed to switch between plan typ~s as 
often as ITl0nthly. Hence, they may have an incentive to move out of managed care if their hea,1th 
deteriorates. However, evidence on the significance of this factor is weak .. Only 12 percent o~ . 
those newly enrolled in HMOs in 1990 switched back within a year and the percentage of 
switches has been falling over time. 

Illv.rOs have limited incentives to cut costs, since it is difficult for them to earn higher 
profit margins on their Medicare enrollees than for their private sector enrollees. In cases where 

. the allowed per capita payment would generate too high a rate of profit, HMOs have the optioin 
of covering some or all of enrollees' Medicare Part B premiums or providing coverage not 
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normally included in Medicare (like prescription drugs). But unless HMOs are allowed to ke:ep 
some of the profit resulting from increased efficiency, they have little incentive to develop moi~e 
cost-effective methods ofproviding care.. I 

To address selection bias effects, the Administration has proposed reducing the size of: . 
. local variations in per capita payments and testing new risk-adjustment methodologies, which 'are 
aimed at linking reimbursements more closely to predicted expenses. The use ofmore UnifOrtil 
payment rates should decrease the tendency ofHMOs to locate mainly in high-cost areas. Bu~: the 
likelihood of identifYing risk,:"adjustment mechanisms accurate enough to eliminate the remainillg 
selection bias is poor. The best currently available risk-adjustment mechanisms account for abbut . 
one-eighth of the individual Variation in annual health care spending. I 

To provide better incentives for cost-reduction, the Administration has proposed some: 
experimentation with competitive price setting and with the creation ofpartial payments, wher:eby 
plans woiJld be paid on an fee-for-service basis but would also share in any cost savings achiev.ed 
below sOlne limit. The Administration has also proposed to increase the types ofmanaged car~ 
plans available to Medicare beneficiaries, including preferred provider organizations, point-of-' 
service plans, and provider service organizations, all ofwhich are increasingly popular in the 
private sector. The goal in offering these new plans is both to expand the choices available to 
beneficiaries and to encourage plans to compete on the basis ofquality of care rather than risk · 
selection. 

Increase Part B Premiums 

When Medicare was enacted, Medicare enrollees were required to pay a premium equal to 
50 percent ofthe costs ofPart B. The costs of physician services costs rose so quickly, howev:er, 
that 1972 legislation limited premium increases to inflation. .As Medicare costs soared, the . 
premium dropped rapidly to 25 percent. At 25 percent ofPart B, the premium represents abou1t 
10 percent of total Medicare costs. This is lower than typical private sector premium, but most 
Medicare beneficiaries also pay a premium for their supp[ement8.t "Medigap" policies. These . 
premiums plus co-payments and deductibles bring total out-of-pocket expenses to 20 percent of 
family inc()me for the elderly, compared to 8 percent for the non-elderly. 

Pr1oposals to increase Part B premiums have included both across-the-board increases ru:ld 
income-related options. Because an across-the-board increase would hurt low-income : 
beneficiaries, most proposals have been in the range ofmaintaining the contribution at 25 percent 
at Part B (:osts or increasing it to 30 percent. In the context ofbroad-based health reform, this I 
Administration proposed an income-related premium which would have added a new 75 percen:t 
premium for single persons with incomes over $105,000 and for couples with incomes over 
$130,000. This higher premium would reduce (but not eliminate) the subsidy currently provide~:l 
by working individuals of relatively modest means to those wealthy elderly who are most able t\) 
afford the increased expense. At the same time, it would protect senior citizens who· are less w~n 
and for whom the higher premiums would be more burdensome. 
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Shift in tJ.reFinancingojHome Health Care 

Home health care is currently financed under Medicare Part A. The rapidly increasing, 
expenditures for these services are therefore contributing to the deteriorating financial conditicln 
ofthe III trust fund, The Administration proposes to continue reimbursing the first 100 visits: 
following a hospital stay of three days or more under Part A, but shift the payment for all other 
home health care services to Part B. This change is consistent with the original allocation of ' 
financing responsibility for home health care between Paits A and B. It is also logical, given tJ:Iat 
Part A is dedicated to hospital-related services, while Part B covers expenditures for ambulato:f'y 
care. While this shift will not reduce total Medicare spending or address its structural problenls, 
it will extl~nd the life of the Hospital Insurance trust fund. ," ' 

Global Blldget Caps andMedical Savings Accounts 

Two options inc1udedin some Congressional Medicare proposals are global budget caps 
and medical savings accounts (MSAs). The proposed budget cap would have limited total I 
Medicare spending per enrollee at a congressionally mandated amount. Separate spending targets 
would alS() have been established for HMO andfee-for-service Medicare expenditures. Projeci:ed 
spending would then be calculated by using estimated service volumes and allowable prices. If 

I 

the total spending estimate exceeded the sector target, prices for all services in the sector woul:d 
be reduced proportionately to achieve the target level of spending. 

Medical savings accounts consist of a high-deductible insurance policy and a special taj:­
advantaged savings account. Under this plan, Medicare would pay the premium for the high . 

I 

deductiblE: insurance policy and would deposit any remaining funds into the beneficiary's savin!~s 
account. Withdrawals from the Savings account could,be made for qualified medical expenses:on 
a tax-free basis or for other types ofconsumption as taxable income. Since individualscovered,l by 
MSAs would be responsible for all medical expenses, up to the deductible, MSA proponents s~y 
they would have incentives to avoid high-co~t or low-benefit care. 

Global targets and medical savings accounts have some attraction but both also have 
potentially serious problems. In particular, unless ,risk adjustment methodologies become muc~ 
more soplristicated than they are presently, selection bias could create grave difficulties. If, 
relatively healthy persons disproportionately enroll in managed care plans, and the risk adjustm~nt 

, methods d.o not fully capture the differences in expected costs, per capita fee-for-service spendi"ng 
will rise r~:lative to that in the managed care sector. As,a result, the fee-for-service budget Car) 
will re'quire relatively large reductions in prices, which will encourage more beneficiaries to enroll 
in managed care. As the process continues, only the sickest individuals will remain in the 

, I 

traditional Medicare program and the allotted prices will be far too low to address their medica,l 
needs. The end result may be to limit choice effectively for most individuals and, ifprices are t~)O 
low, to prod~ce queuing for some types ofmedical care as some providers become less willing :to 
provide services to Medicare enrollees. ' 
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MSAs have a similar problem. Relatively healthy individuals may have a strong incenti~ve 
to opt for the MSA, since the payment into their savings account will exceed their expected . 
medical costs. However, ifthese individuals become sick, they may want to switch back into t'he 
traditional fee-for-service program. Thus, Medicare would be likely to pay higher costs for thJ 
healthy individuals who accept the MSA option than it would if they stayed in fee-:-for-se~ce, (>ut 

. the program will still have to pay the high expenses of sick individuals. As a result, the 
Congressional Budget Office projected that expenditures would increase by $5 billion over 7 
years ifNISAs were offered as part of the Medicare program. 

LONG-RUN OPTIONS 

Inc:remental changes in Medicare, such as those discussed above,can provide substantia] 
budget savings in the short teflTl, supply incentives for more efficient delivery ofhealth care, an'd 
extend the life ofthe III Trust Fund. Nonetheless, the combination ofcontinued cost pressures:, 
and demographic developments in the long run is likely to require a more significant restructuripg. 

The remainder ofthis section briefly reviews some of the approaches that have been 
proposed by those outside this Administration to improve the long-term financing ofMedicare. 
None ofthiem is a "magic bullet;" and all of them raise issues that will need to be examined andl. 
resolved through a bi-partisan process. Claims ofspectacular benefit from any single approach, 
should be 'viewed with skepticism. Most of the changes are complementary and some : 
combination of them likely will be needed to solve the long-run problem. 

Increase the Age of Eligibility 

. Some have suggested raising the age offirst eligibility for Medicare in order to reduce the 
number ofbeneficiaries and cut expenses. Retirees are now eligible for Medicare benefits at 65!; 
some have suggested that this age could be extended to 67 to reflect the scheduled increase in : 
Social Security's normal retirement age. The issue here, however, is even more troublesome t~an 
in the case of Social Security. Some people who retire early do so because they have good 
pensions and opt for leisure; others, however, have low incomes, poor job prospects, and/or pO'or 
health. Denying cash benefits or health care to the first group causes few problems because they 
have the option to keep working; denying benefits to the latter group could produce considera~le 
hardship. ' 

The: usual problems are, compounded in the case of health insurance, because some elde~'ly 
people may not have access to any protection. As a result, the number ofuninsured would 
probably increase and at least some of those losing coverage would be likely to have high medi~:al' 
costs. Thu:), to make an increase in the minimum age for Medicare eligibility workable, persons. 
retiring bejbre the age of 67 would have to be guaranteed some way of getting health insurance:. 
One possibility would be to extend the existing continuation-of-coverage provisions, whereby 
individuals who leave jobs are able to purchase group health insurance through their previous 
employer f-or a limited period of time. This would allow persons retiring at age 62 or later to 
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maintain continuous coverage until they become eligible for Medicare. Since individuals using 
this option would pay the full premium plus a small administrative charge, this method of ' 
providing coverage would have little impact on employer health insurance c,osts. 

Alternatively. Social Security beneficiaries between the ages of62 and 67 could be , 
provided the ability to buy Medicare coverage at unsubsidized rates. This would improve accfss 
to insuraJilce since currently Social Security beneficiaries under age 65 are not entitled to Medi;care 
benefits. Some provision would have to be made, however, to reduce the burden on low-income 
individuals. Another possibility is easing for older individuals the criteria for Disability Insura'nce 

, I 

and decreasing the period that Disability Insurance beneficiaries must wait before coming eligiple 
for Medicare. This would limit the burden on those individuals unable to continue working , 
through because ofpoor health. 

Increased Cost-Sharing 

, The Medicare deductible forphysician services is $100. which is relatively low by 
historical and private sector standards. The deductible for inpatient hospital care is $736, whi,:;h is 
relatively high, especially when combined with substantial co-payments for lengthy hospital st~LyS. 
Home health care has no deductibles or copayments ofany kind. That means that Medicare h~lS 
very high cost sharing on those services where inappropriate use is unlikely--namely, inpatient' 
hospital services--and very low cost shaJring where individuals have a lot ofdiscretion--namely., 
physician visits and home health care. Since the goal ofcost sharing is to give individuals the 
incentive to use services carefully, the current premium structure cries out for restructuring. 

The difficulty is that Medicare does not operate in isolation. Approximately three-qua.(ters 
ofseniors have some type ofMedigap coverage either provided by their employer or purchase~ , 
direCtly. Medigap insurance pays for some or a11 of the cost-sharing requirements ofMedicar~ 
and often covers serVices not included in Medicare, such as prescription drugs or preventive c~lfe. 
In addition, around 12 percent ofenrollees with low incomes have secondary coverage through ' 
Medicaid, Medicaid covers all, oftheir Medicare copayments and deductibles, as well as the e(ltire 

, premium. Those with slightly higher incomes can also have their Part B premiums paid throug1b 
Medicaid but are responsible for the other types of cost-sharing. ' 

Since so n'lany beneficiaries have secondary sources of insurance, changes in cost sharlng 
, I 

arrangements are likely to save little money unless accompanied by changes in the structure ofIthe 
supplemental coverage. ' 

Seconddr.Y Insurance Reform 

Because Medigap policies and Medicaid provide first dollar coverage for most services; 

they shield individuals from the incentive effects of cost sharing. When individual are not ! 
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responsible for any of the costs, they tend to use more health care and incur higher expenses. 
Thus, M(!digap policies and Medicaid coverage raise Medicare costs. 

S,everal methods have been suggested to avoid the problems associated with current , 
Medigap policies. One possibility would be to require any Medigap policy to cover Medicareis 
basic package as well as any supplemental coverage. The insurance company would receive a: 
payment .from Medicare equal to the expected costs of the basic package and would bear any . 
additional cost caused by incentives for overuse. This approach is quite similar to that curren~ly 
used in Medicare's managed care plans, which frequently combine Part A and Part B coverag~~ 
with additional insurance, and is fully consistent with efforts to increase the use of managed dre 
arrangements. 

Alternatively, some have argued that Medigap policies could continue to be used as a ' 
supplement to Medipare but with a payment assessed to compensate for the overuse caused by 
first-dollli:f coverage, or with restrictions to prevent the policies from covering the initial 
copaymellts or deductibles. 

Others have suggested that Medicare require at least some cost-sharing for Medicare 
beneficiaries who also receive Medicaid. They argue that even modest deductibles are associ(tted 
with significant reductions in health expenditures for individuals with average incomes. 
Deductibles and copayments Medicaid beneficiaries could be set at levels considerably below 
those facc~d by other Medicare enrollees. Even low levels ofcost-sharing may be sufficient to ' 
induce more careful use ofservices among those with limited incomes. 

Switch From a Defined Benefit to a Defined Contribution Plan 

Medicare currently offers a defined package ofservices to all enrollees. This places tM 
·govemme:nt at significant risk for any rise in the cost of these services; whether it is related to 
changes in technology, prices, or volumes. Some have suggested that the government could li~t 
future 'expenses by guaranteeing a specified contribution towards health insurance expenses fo~' 
the elderly, and leave the choice ofthe specific insurance plan to the individual. 

The key to the viability of such a proposal depends crucially on how the fixed amount ,~as 
determined. Ifthe amount were set in a base year and then simply indexed thereafter, it could I 

quickly bflcome inadequate. Such a system might put the elderly seriously at risk. 

On the other hand, if the amount were determined in reference to the cost ofprovidingIa 
given bundle ofhealth care services, it might spur competition and save money. For example, 
suppose insurance providers in a given geographical market were asked to bid on the cost of 
insuring a minimum package of services. The average ofthose bids could then be used to set t,he' 
dollar payment to each Medicare beneficiary in that market. Beneficiaries who wanted lower ' 
deductible:s or co-payments or more doctor or hospital options could use their own money to b\uy 
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more expensive policies, Beneficiaries who wanted to save money could join cheaper plans arid 
receive the difference between the amount ofthe fixed payment and their premium contributi~n, 

Proponents argue that moving to such a defined contribution system would·have seve~a1 
advantages; First, the government would be better able to determine the Medicare expenditures 
based on the level ofthe payment. Second, beneficiaries would be able to choose from a widel 
variety of types ofhealth insurance. In principle, they could select insurance coverage that clc~sely 
matched their preferences with regard to the type ofhealth care delivery and services insured.: 
Third, individualS would have strong incentives to use health care efficiently. since they would: 
bear the 1lU11 costs ofany copayments and premiums, above the amount set by the governmentj 

Despite these advantages,. switching to a defined contribution system has some potenti:a.lly . 
serious problems, the most serious ofwhich is selection bias. Unless sophisticated risk­
adjustment methods could be used to vary the government payment rate with the level of 
expected medical expenses. market forces would put those in poor health at particular risk. 
Healthy individuals would have incentives to take policies with low premiums and limited 
coverage, which would drive up costs in the more comprehensive plans favored by less health)' 
persons. Better risk adjustment mechanisms are going to have to be a part of any comprehens~ve 
solution for Medicare. Butpotential solutions should be constructed with an understanding t~at 
the degree ofpotential risk adjustment may be inherently limited. 

CONCLUSION 

; i The conclusion that emerges from this brief overview ofMedicare is that, while short-t:erm 
savings are achievable, long-run viability will require a bipartisan process and innovative reforrns. 
At this P()int, however, we really do not know what will work and what will not. Robert Solo!w, a 
Noble Prize winning economist, once said, "When you don't know what you're doing, do it 
slowly." That is good advice with respect to Medicare. The most constructive approach wou:,ld 
be-to establish a number of experiments that explore different approaches to reigning in costs afnd 
ensuring protection. The Administration's proposals to extend the life of the HI Trust Fund ar:ld 
to control Part B spending should buy enough time to evaluate carefully a range of altemative~. 
With some evidence under our belt, we will be able toproceed with more confidence. 

MEDICAID 

Medicaid began as a program for the destitute and continues to finance much of the 
medical c;are of low-income people. Medicaid also pays for nursing home care for persons wh.? 
have low incomes and few assets. Since nursing home residents are typically quite old, the 
program provides significant financial support to the sick elderly. In 1995, roughly one-third <if 

. total Medicaid expenditures went to those aged 65 and over (with the remaining two-thirds spl/it 
about equally between people with disabilities and the nonelderly, nondisabled poor). 
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Medicaid expenditures have been growing very rapidly over time. As with Medicare ' 
increases in overall progfam costs have resulted from a risein the number of beneficiaries 
combined with higher costs per enrollee. The nursing home component ofMedicaid has risen. 
even fastl~r than other program expenses over the last 25 years, with relatively more of the 
increase due to a rise in enrollments and relatively less due to increases in costs per beneficiary,. 

! , . 
The continued aging ofthe population is bound to lead to a significant increase in the ; 

number ofpeople needing long-term care assistance, particularly as the baby boom passes thrdugh 
retirement and into old age. Not only will the number of old people increase, but so will the ! 

. I 
average age of those over 65. People over 85 made up about 11 percent of the elderly popula1,:ion 
in·1995; according to the, Social Security Administration'S projections, by 2050,'they will make: up 
over 16 percent. Older people are much more likely to be in a nursing home: in 1993, 31 perc(~nt 
of those ~;5 and older sp~nt time in a nursing home, compared to just 7 percent ofthe general 
population over 65. Ifthis rate of nursing home utilization is maintained, population aging will 
bring sigt1Lificant increase~ in the nursing home population and in expenditures on long-term cak 

One way to hold down future Medicaid outlays is to shift the financing of nursing homer 
care to some form ofinsurance. Insurance is particularly desirable for events that are rare but I 

expensive:. The need for long-term nursing home care is such an event. A majority ofpersons' 
. reaching age 65 can expect never to receive care in a nursing home. Of the rest, most are liket;y to 
stay a rel~Ltively short time. Just 24 percent ofthose reaching age 65 can expect to spend morel: 
than a year in a nursing home and only 9 percent will spend more than 5 years (see Figure 5). 
With the cost ofskilled nursing home care averaging $36,000 per year and rising over time, a ! 

lengthy stay can be extrefuely expensive., 

Dt::spite the relatively rare and expensive nature of nursing home stays, the market for I 

private nuirsing home insurance is underdeveloped. Just 3 percent of nursing home expenditun;s 
were paid by private insurance in 1994. Several factors are likely to account for the limited 
importanc:e of private long-term care policies. 

. First, Medicaid p~ys the expenses ofpersonsVfho have no·financial assets or who spend 
. down their assets after entering a nursing home. To the extent that people think government ,,411 

pick up the tab, they have less incentive either to engage in precautionary saving or to purchask 
insurance for long-term care. 

Se:cond, premiums for private insurance are relatively high. One reason is that the vast' 
majority elf long-term car!! policies are individual rather than group polici~, and individual 
policies have higher administrative costs. Another is that those purchasing long-term care 
insurance, especially when they are older, may be less healthy than others their age, and this will 
be retlectE!d in premiums.: Finally. premiums will be higher to the extent that people with . 
insurance use nursing home care in situations when it is not appropriate. 
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, 
Third, many disabled elderly persons are currently cared for by family members. Elderly 

persons who consider n~rsing homes less desirable than living with family might not be intere~ted 
in purchasing insurance that reduces out-of-pocket nursing home.expenses if this makes their . 
families less willing to ca:re for them (as evidence suggests). 

I 

) A limited private :insurance market m~ans most people reaching age 65 remain vulneral,'le 
to catastl"ophic nursing h~me costs that could substantially erode their assets. It also means 
Medicaid outlays are larger than they would be if the private insurance market were more 
extensive. Medicaid outlays are also higher to the extent that seniors needing long-tenn care flave' 
an incent1ve to find ways, to transfer assets to family members rather than spend them down before 
becoming eligible for the; program. ' 

! 

., If the government wanted more people to purchase long-tenn care insurance, it could 
require uruversal coverage, either directly through Medicare or indirectly through the purchase of 
private insurance (ideally; at a young age and possibly through their employers). Alternatively,: 
governmc:nt could create greater incentives for people to buy insurance within the current 
voluntary system. To some degree, the recently enacted Kennedy-Kassebaum legislation doeslsO 
by offerilltg the same taxe.s advantages for some long-tenn care insurance expenses as were ' 
,previously provided to other medical costs or health insurance premiums. A second possibility 
would be to increase the ability of individuals to partially exempt their assets from the"spend-, 
down" requirements ofMedicaid if they purchased sufficient amounts of long-tenn care 
insurance. 

Public financing of nursing home care for individuals with a lifetime of low incomes 
provides a good exampleiof a'program that the private sector is unable or unwilling to supply. ' 
However. the safety net ~or poor persons may also reduce the incentives for those who are bet~er 
off to save for nursing home expenses Unless people can be encouraged to put aside more 
money for this purpose, the aging ofthe baby boom is likely to put an increasing burden on the: 
Medicaid system--and th'ts on the finances of the Federal Government and the states. And to ithe 
extent that more MedicaiH funds are needed to support the elderly, less will be available to 
provide health care for pqor children and the disabled. 

CONCLUSION 

Each of the government programs for the elderly represent different policy challengt;s. 
The costs of providing ~ture Social Security benefits is going to increase markedly as the . 
population ages. Although this has been taken into account to a large extent through 75-Ye3! 
budgeting, the system needs additional revenue or benefit changes to restore long-run balan~~e. 
The options are fairly well understood, we just need to decide what to do. 

I ' 

TIle problems facing Mediwe and Medicaid are more severe and the solutions to th~m 
more elusive. The m trust fund will be exhausted by 2001, and the program faces enormOl,ls 
and growing deficits thereafter. No provisions have been made for Part B spending increas~~. 
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nor for future Medicaid outlays. The problems in the health programs are big, complicated,. 
and difficult to solve. fu:perimentation is needed so that we can find innovative ways to ' 
provide qiuality health care and nursing facilities to an increasing number of elderly 
Americans.' , 

OIl a conceptual ~asis, we already know many of the key components of any solutiol1. 
We must improve th~ inqentives for individuals to reCeive and providers to supply quality clre 
ina cost-(~ffective manner. Improved risk-adjusters are needed to mitigate the effects of 
adverse S(~lection. And, where possible, market mechanisms should be relied upon to 

I " 

determine the size and fQ'rm of the third-party reimbursements. 
, I, 

I 

In combination, the various government programs supporting our elderly represent 
different 1.vays in which ~ch generation of taxpayers offer assistance to their parents. Thes\~ 
intergenei-ational transfers affect the resources available for other' worthwhile purposes.' 
Historically, Fede:i:al revenues have averaged around 18 to 20 percent of GDP. In 1970, 
Social Se<!urity and Medipare accounted for 4 percent of GDP; in 1995 they stood at 7 perc¢nt; 
they are projected to grow to 14 percent of GOP in 2030. Without substantial increases in ' 

I ' 

taxes, these programs, as' currently structUred, will crowd out virtually all other fonns of 
government spending. ' ' 

I 

Examining how society distributes its resources between for the aged and the rest of ,the 
POPUlatiOfl provides one lens by which to view the programs discussed in this chapter. ' 
Economics cannot answet how the allpcation should be made, but it does offer the fundamehtal 
lesson that society faces choices. The choices are often difficult because the tradeoffs are 
between rwo or more wohhyobjectives. Economics can help illuminate the nature of the 
choices and provide theo~etical arguments and empirical evidence about the impacts of 
alternativc~ policies. Having this inforination, we must then make hard decisions with full 
awareness of the difficult tradeoffs that they imply. The choices that are made say a great d,eal 
about the kind of society ;we are and the kind of society we aspire to become. 
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BOX l--How Much Equity Would the Social Security Trust Fund Hold? 

One important issue in evaluating the purchase of equities by the Social Security trust 
fund is the total share of the equity market that the fund would end up controlling. To es'timate 
this Bhare, one must :make tw9 calculations. First, what happens to the Social Security Tfust 
Fund under the "Maintain Benefits" proposal between now and 2070, and, second, what' 
happens to the capitalization ofUS. equity market over the same interval. 

Projections ofthe Maintain Benefits plan under the Social Security Administratioil's 
intermediate cost asSumptions show the trust fund rising to 4.4 year's annual outgo by th~ end 
ofthe projection in 2070. As a percent ofGDP, the trust fund is projected to be about 2? . 
percent. Since 40 percent of the fund would be invested in equities, equity holdings wouJd be 
about 11.5 percent 6fGDP. ., 

The second iSsue is what total stock market capitalization will be as a share ofG~P in 
2075:. The total valtte of the firms listed on the New York Stock Exchange, the Americ~l 
Stock Exchange, and NASDAQ is currently over 100 percent of GDP. But this ratio is IUl all 
time' high: it was only about half as large in the mid-1980s, and waS as low as 40 percent ,in the 
rnid-l~70s. Over the period from 1953 to 1995, the average ratio was 68 percent. Sincl~ the 
future level ofthis ratio is uncertain, three values are considered. First, if the ratio remaitls 

, . I 

about as it is today, ~hen the Social Security Trust Fund will hold less than 11 percent of 
market capitalizatio~ in 2070. If, however, market capitalization falls back to its average1level 
since 1953, the trust:fimd's share would. be about 17 percent of the market. Finally, ifmarket 
., . I 

capitalization rises further, the trust fund's share would be lower. For example, if market: 
capitalization rosetd 150 percent ofGDP, then the trust fund would own less than 8 perc,:ent of 
the market. i . . : 

While the current level ofmarket capitalization is very high by historical standards, an 
even higher level of capitalization in the future cannot be ruled out.· Such growth inight J)ccur 

, I ' 

if SClcial Security pu;rchases ofequities drove stock prices higher, inducing firms to shift 
financing from bonds to stocks. In addition, the estimated total value ofal! corporate equ\ity is 
about one-sixth larg~r than total market capitalization, reflecting the existence of unlisted! 
corporations. Thus, if financial market improvements lead some closely held corporations to 
go public, they couldsubstantially raise market capitalization. Finally, one would expect ::mme 
capit:a.l deepening ov~r time as the economy grows. 

These simpleiprojections of the trust fund's share of the market do not take account of . ~ 

the possible link between growth in market capitalization and growth in the trust fund. H:. 
market capitalization, rises ~apidly. this rise will likely reflect, in part, in higher stock mark:et 
returilS. These higher returns would boost the size of the fund relative to the baseline ' 
projection of4.4 times GDP, offsetting to some degree the effect of the higher market 
capitalization on the ~atio. On the other hand, if market capitalization declines, this may r,nean 
that stock market retUrns tum out low, cutting the size of the trust fund and reducing the 'share 
of eq'Llity it holds. Tiling account of these effects would reduce the range of the estimate1s of 

. • I 

the trust fund share 9fequity markets in 2070. 

'. 
. 
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BOX 2-The Implications ofUncertain Asset Returns for Social Security Projections 

All three options in the report of the Quadrennial Advisory Council on Social Sec:urity 
inv6lve equity holding, either by the Social Security Trust Fund or in individual accounts! The 
financial implications of the options are based primarily on the assumption that the return:s on 
equities and Treasury securities do not fluctuate from year to year. In fact, equity investr;nents 
regularly post large annual gains and losses. I. 

The implications offluctuations in returns can be addressed by calculating a large, 
nurrtber of projections each of which allows the returns on investments to fluctuate randdmly in 
a realistic way. These projections can then be interpreted by looking at the distribution ohhe 
out(:omes. We undertook such an ~alysis based on the future levels of income and outg~ 
undl~r current law, as calculated by the Social Security Administration and simple statistic:al 

I 

models of asset returns estimated using data on actual returns since 1950. In each case, 1.. 00 
projections were calculated. 

The average outcome of the projections depends a great deal on the share ofthe ~rust 
fund invested in equities. Ifall ofthe trust fund is assumed to be invested in Treasury I 

securities, then the average year the trust fund is exhausted is 2030-about the same as iii the 
non··stochastic projection in the 1996 Trustee's report. The variation in the year of exha1ustion 

. I 

across projections is fairly minor, with the standard deviation equal to just 4 years. All ofthe 
I 

projections show the fund being exhausted between 2023 and 2041. If, however, the sha;re of 
the trust fund invested in equities is increased smoothly to 40 percent between 2001 and iw15 

. I 

(as in the "Maintain Benefits" proposal in the Advisory Council report), then in a few oft,he 
proj<~ctions the system is still solvent in 2075. In those cases where the system fails, the: 
average year in which the fund is exhausted is 2039, about 9 years later than in the case "Yhere. 
the fund· is invested only in bonds. Although the variance ofthe exhaustion date is higher; when 
the fund includes equities, the earliest exhaustion date is 2025, two years later than in the, 
proji~ctions with no equity investment. Finally, if 100 percent of the trust fund is shifted t:o 
equities between 2001 and 2015, then in about three-quarters ofthe projections the syste,n is 
solv4~ntin 2075. The one quarter of the projections that end in failure prior to 2075 havelan 
aver.age year of trust fund exhaustion of2040, with a standard deviation oflO years. Thie 
earliest date of trust fund exhaustion in this case is 2026, three years later than the earliesl: 

. failure ~hen the trust fund is invested only in bonds. 
These are very simple projections, and some of the results might change ifdifferer}t 

methods were employed. In particular, the results depend importantly on the assumed 
stati~)tical model for asset returns. The future validity of the model is difficult to asses, 
especially because the Social Security fund have not invested in equities in the past. 
Nonetheless, these results suggest that the increased risk associated with investing trust nmd 

I . 

assets in equities may be more than compensated for by the higher returns that equities ari~ 
likely to earn. 
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Table 1 

Projections of the Deficit and Debt Held by the Public 


(as a percentage of GOP) 


Preliminary 
1995 2000 2005 2010 2015 2020 2025 2030 2050 

Discretionary Spending Grows with Inflation After 2006 

Without Economic Feedbacks 
N1PA deficit 
Debt held by the public 

2 
51 

3 
53 

3 
57 

4 
64 

6 
77 

8 
97 

10 
124 

12 
157 

19 
311 

Economic Feedbacks 
NIPA deficit 
Debt held by the public 

2 
51 

3 
53 

3 
57 

4 
63 

6 
78 

9 
104 

15 
148 

26 
229 

n.c. 
n.c. 

Discretionary Spending Grows with the Economy After 2006 

Without Economic Feedbacks 
NIPA deficit 
Debt held by the public 

2 
51 

3 
53 

3 
57 

5 
65 

7 
81 

9 
106 

12 
139 

15 
180 

24 
373 

With Economic Feedbacks 
NIPA deficit 
Debt held by the public 

2 
51 

3 
53 

3 
57 

5 
65 

7 
83 

11 
116 

19 
174 

37 
293 

n.c. 
n.c. 

Source: Congressional Budget Office 

Notes: Projections without economic feedbacks assume that deficits do not affect either interest rates or economic growth. Projections with 

feedbacks allow deficits to push up interest rates and lower the rate of economic growth. 



Table 2 

Impact on 75·Year Trust Fund Balance, 1983 to 1996 


(Percent of Taxable Payrolls) 

Balance in 1983 

Changes in: 
Assumptions 


Economic 

Demographic 


, Disability Projections 

Valuation Period 

Methodological Changes 

Legislation 

Other 


Balance in 1996 

0.02 

-0.83 
0.80 

-0.73 
-0.63 
-0.79 
0.13 

:.0.16. 

-2.19 
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Figure 3 
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DEPARTMENT OF THE TREASURY 

WASHINGTOI", D.C. 


January 30, 1997, 

ASSISTANT SECRETARY 

MEMORANO,UM FOR SECRETARY RUBIN 

DEPUTY SECRETARY SUMMERS 


FROM: Jo.shua Gotbaum ~tr' 

SUBJECT: Medicare and the FY98 Budget 

This memo begins by providing basic summary statistical information of changes in the Medicare!budget 
and a table of aggregate program savings by category. Next a short discussion of the impact on ~, 
beneficiaries i~. presented followed by a brief exposition of the savings achieved, from changes in ;the ( 
provider secticln of the program. . 

. Overall Medicare Savings And The Part A Trust Fund 

Medicare savings amount to approximately $100 billion over 5 years; $138 billion over 6 years. Tile 
HCFA Chief A.::tuary has certified our proposals will extend the life of the HI Trust Fund until earlYr in 
calendar year 2007. 

Medicare And ThE' FY98 Bu~get 
(Approximate FIvE' Year Totals) 

Impact on B,eneficiaries 

Current law w(:)Uld be extended so that Part Bpremium would remain at 25% of program costs. this 
policy achieves $10 billion in savings over five years. \Iote that the Part B premium would fall bel,ow 25 
percent after 1998 without this change and that the home health transfer is netted out from this 
calculation. 

The Administr;ation's Medicare program would also invest in preventive health care to improve se'niors' 
health status and reduce the incidence and costs of disease by covering colorectal screening, didlbetics 
management, and annual mammograms without co payments. The program also increases ! 
reimbursement rates for certain immunizations which would help protect seniors from pneumonia', 
influenza, and hepatitis. ' '. I 

Prepared by Glen Rosselli 

EXECUTIVE SECRETAR:IAT 



, Also. a new Alzheimer's respite benefit would be established starting in 1998 to assist families of 
Medicare beneficiaries with Alzheimer's diseases. 

Medigap protl~ctions such. as new open enrollment requirements and prohibitions against the use of pre­

existing condition exclusions would be put in place. This should increase the security of Medicari;:l 

beneficiaries who wish to opt for managed care but fe,3r they will be unable to access Medigap , 

protections if they decide to return to the fee-for-service plan. This provision is consistent with bipartisan 

legislation pending before Congress. ' 
 I 

Impact on Providers 

Hospitals Thmugh a series of traditional savings (reductions in hospital updates. capital paymenti;, etc.). 

achieves aboLit $33 billion in savings over.5 years. " " . I 


Establishes new provider service networks (PSNs). which will allow hospitals (and other 
providE!rs) to establish their own health care plans to compete with current Medicare HMO:s. 

Establi:shes a new pool of funding. about $11 billion over 5 years for direct payment to academic ' 
health i:::enters by carrying out medical education and disproportionate share (DSH) payme1mts 
from the currerit Medicare HMO reimbursement formula to ensure that academic health ~nters 
are cornpensated for teaching costs. ' 

Managed care Through a series of policy changes. the plan wiU address the flaws in Medicare w~ich 

will reduce reimbursement to managed care plans by ;approximately $34 billion over 5 years. : , 


Savings will come from three sources: 

(1) The elimination of the medical education and DSH payments from the HMO reimbursernent 

formula (these funds will be paid directly to academic health centers). 


(2) A phased-in reduction in HMO payment ratt=s from the current 95% of fee~for~service 


paymerlts to 90%. A number of recent studies have validated earlier evidence that Medica:re 

significantly overcompensated HMOs. The recluction does not start until 2000 and it accou;nts for , 

a relativ'ely modest $6 billion in savings over 5 years; and ' 


(3) Indirect savings attributable to cuts in the tr'3ditional fee-far-service side of the program ;-- to 

the exte'nt that HMO payments are based on a percentage of fee-for service payments. HflilO 


I 

payments are reduced as the traditional side of the program is cut. ' 



Home Care Saves about $15 billion over 5 years thrcugh the transition to and establishment ofa new 
prospective payment system and a number of program integrity (anti-fraud and abuse) initiatives} 

. Home health care has become one of the fastest growing components of the Medicare program. 
growing at double digit rates. Originally designed as an acute care service for beneficiari~s who 
had bE~en hospitalized. home health care has increasingly become a chronic care benefit inot 
linked to hospitalization. The President's proposal restores the original split of home health care 
paymEints between Part A and B of Medicare. The first 100 home health visits following al three 
day hospitalization - would be reimbursed by Part A. All other visits - including those no~ . 
following hospitalization would be reimbursed by Part B. 

Beneficiaries will not be affected by this restoration of the original policy; nor will it count toward 
. . 	 I . 

the $100 billion in savings in the President's plcm. The policy avoids the need for excess in .. 
reductions in payments to hospitals, p(1ysicians, and other health care providers while hel()ing to 
extend the solvency of the Part A Trust Fund. 

Physicians Saves about $7 billion over 5 years through a modification of physician updates. Not~3: This 
reduction is relatively small because Medicare has beEln relatively effective in constraining growth in ' 
reimbursement to physicians. ' 

Skilled Nursinq Facilities Saves about $7 billion over 5 years through the establishment ofa prosp,ective 
payment system. . 

Fraud and Abuse Saves about $9 billion over 5 years through a series of provisions to combat frajJd and 
abuse in areas, such as home health care, and by repealing the provisions Congress enacted last :year 
that weaken fraud and abuse enforcement. . 

Structural Reform Makes the following modifications in the Medicare program: 

1. Esti~blishes new private health plan options (such as PPOs and Provider Service Networks) , 
for the program; 

2. 	 Est'iblishes annual open enrollment for ali Medicare plans within independent third party 
consumer consulting. 

3. 	 EstElblishes market-oriented purchasing for Medicare including the new prospective pa~'ment 
sysfems for home health care, nursing home care, and outpatient hospital services, as 'well 
as competitive bidding authority and the USE~ of centers of excellence to improve qualityl and 
cut back on costs; , 

4. 	 Adds new Medigap protections to make it p::>ssible for beneficiaries to switch back from a 
managed care plan to traditional Medicare without being underwritten by insurers for pr(vate 
SUPF)lemental insurance coverage. This should encourage more beneficiaries to opt for: 
managed care because it addresses the fem that such a choice would lock them in fore,veL 

Rural Health Care The plan will have a very strong pa,:;kage of rural health care initiatives. including 
continuation and improvement of sole community and lVIedicare dependent hospital protections. th\~ 
expansion of the so-called RPCH facilities that allow for designation of and reimbursement to facilit,ies 
that are not full~·service hospitals, and the modification of managed care payments to ensure they E:lre 
adequate for rural settings. The rural hospital investml~nt alone is $1 billion over 5 years. 
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WASHIN 

June 23, 

MEMORANDUM FOR ERSKINE BOWLES 

FROM: GENE SPERLING 

SUBJECT: Medicare commission 

As you requested, I chaired an inter-agenc 
strategy about a Medicare commission. We spent 
the Ways &. Means, Commerce, and RothlMoyni 
attached chart). Several crucial points were raised , " 

1. Maintaining the President's flexibility to act 

HOUSE 

TON 

~ 997 

meeting today on the AdministratioQ's 
ost of the meeting discussing the specificsj of 
proposals for a Medicarecornmission (se~ 

n Social Security. A key concern is that we 
not allow a Medicare commission to limit the Pres dent's opportunities for advancing Social 
Security reform. We concluded that the Medicare roposals need not undermine-- and may 
strengthen -- the benefits of a presidentiaJly-appo' ted, separate commission on Social Security. 
Since many of the options are better understood, a ocial Security commission could even repc.rt 

1 

before the Jvtedicare commission. As discussed be ow, the Ways & Means and Commerce 
commissions would not report until May 1, 1999 - enough time to allow a Social Security 
commission to report first. 

2. Balancing the membership of the Medicate c As the chart shows, all. three 
proposals involve 15 members -- six chosen by th Jority Leader in consultation witlt 
the Senate minority leader, six chosen by the S8e<i~jn.,~ ultation with the House minority : 
leader, and the three ex officio members ofi e HI oards ofTrustees who are "Cabinet 
level officers." (The four ex officio members 0 oards are the Secretary" of Treasury, the 
Secretary of Labor, the Secretary ofHHS, and the mmissioner of Social Security. The three, " 
ex officio members who are Cabinet level officers therefore the three Secretaries.) The inte~r-
agency group was concerned about two issues: 

• Proposals don't give the President he sameflexibility as congressionalleader;'i. 
The proposals grant flexibility to th congressional leadership, but not to us, ove:r 
appointments. We should insist ei er on full discretion for the President's 
appointments. or at least on symme 'c treatment (e.g., insisting that the 
congressional appointments be the hairs and ranking minority members of the 
relevant congressional committees) Given the personalities involved and our 
desire for a more advisory-type co " mission, the full discretion option seems 
prelerable. 



• 	 Relation to membership. Thefoc of the conunission is related to its 
membership. A conunission ifIelu ing top Administration officials, SenjJtors, ~Lnd 
Representatives, would almos~ aut matically 'involve statements of policy'_ Bu~ a, 
'commission comprising outside sp ialists and academics may be more amenaible 

. I I 	 Ito an adVISOry ro e. I ' , 	 , 

• 	 ~ack of "b~e cJ~;;~g" or oth~~ ) one of the thre~, p,rOPO~iaJ~?t5.~;;aCk-~pe rule. 	 ~ /C 

Includes ~~~ for enSunng . passage of the comrrusslOn's: '~ ~ 
recommendations. The lack of suc a mechanism may ensure that, in practice,; , 0-{ ~ . 
this commission twns out to be an dvisory one especially ifthe membershiIt . 
does not include any Hill repr~sen tives.'· I . 

, 

4. InsistiDlg on a super-majority voting ruiJ. W should insist on super-majority (3/5 or 213:) 
voting for any of the commission's recomme~dati ns. Unfortunately, even super-majority I 

voting may not be able to prevent bad outcomes; iven the most likely makeup of the 
commission: a super-majority could likely beiachi ved even if only two of the congressionall~'~ 
appointed minority members vote with the majori . . 

e almost all previous commissions, none o~f5. Having the Preside~tappoint the chair.Unr 
I 

the congressional proposals allows the Presidentt appoint the Chair of the commission. We' 
should insist that the President appoint the Chair. 

, I 

6. Not relying on CBO scoring. Previous comm ssions have relied on cost estimates from thl:~ 
HCFA and SSA actuaries. But the Ways & Mean and Commerce commissions (but not the ' 
Roth-Moynihan commission) would rely on cost stimates by the CBO. Some participan~ inithe 
meeting were unsure that CBO had the technical pertise to ,undertake this assigrunent. TJ'te 
group preferred that HCF A and SSA actuarie~ be esponsible for the cost estimates. 

7. Evaluating the time line. The Ways & Mieans and Commerce proposals include a May 1, 
J999 deadline. The Roth-Moynihan proposa~ sets a deadline of one year after passage of the a;ct 
-- implying a likely deadline of August 1998.: Th re were concerns raised about both deadlin~s. 
The May I, 1999 deadline falls very close to the r porting date for the 1999 Trustees Report. 

. 	 '.. ) 



Since the Trustees will necessarily conclude that large financing gap remains in the Trust 
Funds, w(~ may not want the commission's "Soluti ns" to that challenge to be released at the 

. same time. The August 1998 deadline seems' too oon to permit the commission to conduct a 
thorough analysis of the problem. ,The timing iss e interacts with a possible Social Security 
commissi{)D (see first bullet above). 

I bope this update is helpfu1. 

.' 



., 

COMPARISON OF MEDICARE BABY BOOMER COMMISSION BILLS 

BILL Number of Distribution Selection of Start End Date Specific Considerations Scored Outdde EXperts 
Members of Members Leadership Date By 

Chair &. vice-<:hair of May 1,1999 - amount &. sources of funds Advisory Panel ofhC<llth 
6 Senate(not more than 4 different parties and - other nations' programs care experts, consumers, 

\'a~'s & Mellns appointed by,{j!ferent Feb: Provision to set up afrom one party) - age eligibility changes providers.. 
15 6 House (not more than 4 methods are s :Iected by 1998 permanent Indepen- . - trends in employee-related CEO 

from one party) the commissicn at the dent Commission on health care (MSAs, etc.) Studies by GAO and othel 
3 ex. officio members ftrst meeting. agencies as necessary. 

(cabinet level officials) 
Medicare. • 

Same as above l2lY! 
:Qmmerce Same as above Same as above15 Same CEO Same 

-.n~ of the'chronically ill 
M!y I, 199~_ 

Comptroller General 
The Speaker of the House, 

~othl in consultation with the One year after' Studies by other 
.fo~nihl\n Samc a:; above Senate Majority Leader, Same15 passage of IIct None given. None given. I executive and legislative 

chooses the chair. agencies 

Library of Congress 
infonnation 

T!1e English Amendment directs the Commission to study the feasibility and desirability ofestablishing an Independent Commission on Medicare that would make annual rec()mmen­
dations on how. to best match the structure of the Medicare program to available funding for the program (including a default mechanism enforcing spending targets ifCongress fails to 
approve such targets). The Commission will report back with its rec()mmendations for this permanent Independent Commission one year after passage of the Act. 
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MEMORANDUM FOR: 	 DEPUTYSE~RETARYS~RS 

SECRETARy;'RUBIN 
, -I, , ( ,/

>'-'FROM: 	 JONATHAN GRUBER 
Deputy Assist~t Secretary (Economic Policy) 

ALAN COHE~ ,q c-

Senior Adviso~ (Economics and Budget) 


SUBJECT: 	 Medicare andl:SS Commissions 

There was a meeting yesterday at 5:00, chair~d by Gene Sperling, to discuss the process going 
forward on Medicare and Social Security commissions. We attach a very close hold memo 
written by Peter Orszag at NEe which sumrdarizes the meeting. We have commented in sev~ral 
places (in italics). t 

I' 
II 
'Ii"I" 

I 
" 

, 

Ii 

I: 

~! 

.I' 



" 

Ii 
i 
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Alternative appro,aches to Social Security 
July 9, 1997 ' 

Alternative l. Include a commission in the ,budget legislation 
[' 

Under this alternative, we would push/or including a Social Security commission in th,e 
budget legislation. There are three principal 4rguments put forward for such a strategy: 

1. 	 We may have a short wind~w ofoppobnity to'engage in a bipartisan process, and that 
opportunity could be lost if we wait tojanalYze our options further. ' 

2. 	 Even if we fail in creating the cornmis1kion, the effort clearly signals oyr commitment t() 
Social Security reform. Since we wani to place our initial emphasis on Social Security 
refi::Jrm, sending such a signal makes s?nse both substantively and politically. 

I ~r . " h . :1: f' M' d' .. I . I .J.
, 

tlsslpates some Q t e momentum aWay mm a e lcare commlSS1QI1. n partlCU ar'11t . 
sustains Social Security reform by m4ing it less likely that the prominent players wou,ld 
be attracted to the "only long-term entitlement game in town." 

II' 
These arguments are weakened, however, by ~~veral factors. 

il 
I 

I, 	 We may be in a better bipartisan positi;on immediately after signing a budget deal, at 
which time we could create a commission by executh'e order if desired.

'II 	 . 
-- Further, we could probably always J~eate irresistible bipartisan pressure for Social 
Se<:urity reform by engaging the help ~fBab Dole, Warren Rudman, Pete Peterson, an~l 
other luminaries. 

il 

2. 	 There are other ways of signaling our commitment. F ()r example, we eQuId simply hav.e 
the President gi\'e an imponant speec~,high1ighting his commitment to Social Security 
reform, ~. 

3. 	 We may endanger our chances of shap,l,ng the Medicare commission the way we want i:,t 
by pushing for a Social Security com~ission, The ditferences in composition and 
reporting dates hetween the commissi~ps may be too glaring, and therefore to obtain a 
"rear' Social Security commission, w~!may be pressured to accept a "real" Mcdicare 
commission. 

i 

4. 	 Even if everyone agreed that a Social Security commission were desirable, squabbling 
OVt:r its details -- membership, reponiryg deadline, responsibilities, etc. -- would further, 
complicatcd our budget negotiations. 1 

). We don'l need tn worry about momen~hm behind MeJicare reiorm, We have enough 
" 
" 

i 
! 

I 



L 
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power to thwart any tmeatsto move Tedicare refonn in a direction we oppose 

. 	 I ' 

NOTE: Alun Cohen is opposed 10 this alterndlive. Hefeels thai we would unecessarily 
complicate the hudget process. and that we c~uld still accomplish our goals outside ofthe huc{get 

window. as detailed helow. , 	 :1: , . ' 

Alternative 2. Form a high-level Social Security commission following budget agreement 

Under this alternative, we would engJ~e in a relatively short public education eff~rt to, 
"prime the pump." Then we would appoint a,1high-Ievel Social Security commission -- including 
the key players from the HiII-- and perhaps set up some sort of fast-track process to ensure thilt 
the commission's recommendations could be)mplemented. 

, I 
I' 

The arl!uments in favor of this approach are: :: 
~ 	 I' 


I,
i 


It e:nsures bipartisan buy-in at an earl~ stage, since the relevant players would all be 
prt!sent. , " I , 

2. 	 It minimizes the problems of "commiksion overkill" by making it clear that the 
commission is an action, hot an advis~ry, one. . 

1'1 
I' 

3. 	 It may be the fastest route to imPlemehtation. 

The probl~:ms are: 	 ," 
i 
1 

I. 	 Raising the profile of the Social Secu~ity commission to this degree may prompt Hill 
leaders to raise the profile of the Medi;~arc commission also. ' 

Commissions are often unable to agret on recommendations.· Even the Greenspan 
"commission required back-door negotiations to reach closure on a package. 

3. 	 The strategy may not provide enough lime for the public to digest the problem and the . 
proposed solutions. A high-level policy-making commission is unlikely to be the best 
clmduit for public education efforts. Ii 

It may be necessary to fonn some sort, 'of CPI sub-commission to report to the pol icy­
making commission. given the large outstandfng questions surrounding the CPt If the CPI gr~)Up 
comprised technical exports. we need to deci~e whether it should include either BLS economis!ts 
or members of the Boskin commission. [fnot~ there aren't too many experts left. 

~, ' 

" 
Alternative 3. Develop policies outside hig~-Ievel policy making commission 

Under this approach.' we would deVelJ~ our own polici..:s internally. There are several 
, 	 , , 

iii 
I: 
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sub-alternatives of this alternative: 

• 	 In order to signal the President's intentions to .tackle Social Security reform, he could I 

deliver a prominent speech on the topic in the near future. 

• 	 While the internal process was working. we would engage in an intensive public 
I 

education effort. 	 . ./ 

• 	 Two types of advisory commissions could prove beneficial in this process: 

1. 	 One comprising prominent individuals -- such as Bob Dole, Bill Bradley, Pete! 
Peterson. George Mitchell, or Warren Rudman -- To educate the public on the: 
nature of the problem. This commission could hold public fora, publish issue ' 
briefs, and organize conferences. One possibility would be to have the Social' 
Security Trustees appoint the panel. 

-- To minimize the "commission overkill" problem following Gramlich 
commission. it may be preferable not to have the group issue any policy 
recommendations, and perhaps even to can it a "public education panel." 

NOTE.- Jon Gruber/eels that this is an important point. We have already had one high level' 
"advisory commission" (hat issued a report. We undercut this process ifwe then follow this ~with 
yet anothE!r commission that does basically the same thing. Ifwe are going to have a . 
commission here. if must d{{forentiale itself in some important way from what came hefore. 

-- Alternatively, the advisory commission could develop a set of policies that 
would then be handed off to some sort of policy implementation process. Onei 
problem with this approach is that it may be difficult to explain why we are ~ 
creating another commission so soon after the Gramlich one. 

2. 	 A technical advisory panel comprising academics and outside specialists to 
support the internal process. This panel would be similar to the panel that adviises 
CBO on its economic forecasts: it would bring together the most knowledgea~)le

, 	 I 

outside people, and allow us to draw upon their knowledge. The Social Secur~ty 
Trustees could appoint the panel. ' 

• 	 Under any of the scenarios, we would probably need some sort of "hand-off' strategy Ito 
fa,eilitate implementation. TIle hand-off could be as simple as a joint statement by the: 
President and Hill leaders. or it could involve more complicated processes. 

This approach has many different sub-options, and it is therefore difficult to list costs ,and 
benefits for the approach as a whole. But the fundamental feature would involve forgoing a ' 
high-level commission and instead developing our own set of policies. 
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MEMORANDUM FOR: 	 SECRETARr RUBIN 

DEPUTY SECRETARY SUMMERS 


FROM: 	 JONATHAJ:GRUBER QJj , 
Deputy Ass~nt SecretaHr (Economic Policy)' 

r; 
DON LUBld:K 't< L 

Assistant S~;reta;; (Tax Policy) 


f!" 
SUBJECT: 	 Medicare Medical Savings Accounts (MSAs)

I, , 
.. .' (i 

. 	 ~ 
Action Forcing Eyent:1 . 

, ~' 	 ,. , 

Yesterday the Ways and Means SUbcommiJtee on Health marked up a bill thatinc1uded a , 
provisioll1 to allow for 500,000 Medicare b~neficiaries to participate in Medicare Medical , 
Savings Accounts (Medicare MSAs). TheeWhite House has agreed in principle to "a" 
demonstration for Medicare MSAs, but not the one marked up by the subcommittee. Last: year 
during the final negotiation for MSAs for ~ segment of the under age 65 population, the: . 
Republi(:ans forced the Administration intd: a "demonstration" that was really tne introducd,on . 
of a broad based permanent MSA program;! We want to insure that the Medicare MSA ! 

proposal is limited toa demonstration proj&t, rather than a phase-in of a permanent program. 
'I 	 I 

~: I 	 i 

Proposall 	 i!! 
II: 

Under the proposal, Medicare beneficiarie~ would be allowed to opt into a Medicare MSA! 
plan that would combine private health insJrance (with a deductible) with an MSA. Medibare 
payments for each individual would be de~ographically adjusted. The difference betweerl the 
Medicare payment and the premium would:be deposited by Medicare into an MSA for an ! 

~ , 
individual. Deductibles could not exceed, $6,000 (indexed). Unlike the traditional Medic~lre 
plan in which there is a 20 percent co-pay~ent, once a deductible was reached, there woulid be 
no co-payments. Physicians and hospitals ~ould be allowed to balance bill, that is, bill m10re 
than the amount permitted in the traditionaJ Medicare plan. The program would run for ai: 

, least four years, although participants wou!d be able to keep their accounts after conclusioln of 
. ," 	 I 

the demonstration. t: 	 ' 
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• 	 MSAs are likely to cause problems o( adverse selection, with healthier individuals 
being most likely to opt into the MSA option. Mechanisms for risk-adjusting Medica:re 
payments are not very fine-tuned, with the result that these healthy individuals are 
Iikdy to receive Medicare payments that exceed their true expected costs. 

I 
I 

I 

, Under some proposals Medicare costs would rise, since an amount close to thi~ 
average cost for all Medicare beneficiaries would be paid for healthy MSA 
participants, even though their underlying program costs are much lower thani 
average. Previous discussion ~nvisioned Medicare payments for this option at: 
managed care levels, which have been proposed at 90% of average costs. 
Medicare annual incurred costs for the aged were $5,200 in 1996. Using othe::r 
data, half of all Medicare enrollees, including aged and others, had program 
payments of $500 or less in 19,94. (Program payments may slightly understate 
incurred costs.) ! 

Under draft language, risk-adju~tment methods would be worked out in the future. 
Economic research convincingly demonstrate,s that it is impossible to 

appropriately risk-adjust paymJnts of this variety. As a result, payments will be! 
I 

too high regardless of the risk-adjustment methodology adopted 
, , 
I 

• 	 MSAs would receive preferential tax treatment. Contributions would be tax-free, 
earilings on assets in the account would be tax-free, and withdrawals for medical 
expenses would be tax-free. Distributions used for nonmedical purposes would be 
taxilble, and to the extent that nonmedical withdrawals reduce assets in the account tOla 
levt:l below 60 percent of the health insurance deductible amount, these withdrawals 
would be subject to additional tax of 50 percent. 

i 
Under the proposal, healthy M~dicare MSA participants would be granted a 
source of tax-free savings that i~ not available to sicker Medicare beneficiaries, 8: 

perverse distributional outcome. 

Medicare MSAs would be difficult to administer. Current law MSAs (for the 
under age 65 population) are difficult to administer because taxation depends o;n 
whether withdrawals are spent ,on medical or other purposes. Medicare MSAs 
would expand these current pr<?blems to the Medicare population.Furthermor~, 
Medicare MSAs would be even more difficult to administer because the 50 
percent additional tax would d~pend upon the amount of assets in t~e account, as 

, well as, on the amount of the deductible. 
I 

• LaSlt year's MSA demonstration (for t4e under age 65 population) did not include a 
serious evaluation component. Given ;the potential problems with"Medicare MSAs, it is 
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:: 

critical to include a satisfactory evalu~tion into the agreement so that we can learn fr~)m 

.' 

this "demonstration". 


" 
~I 

Although a higher deductible than under the traditional Medicare plan would increas,e 
• I, 

cost consciousness with respect to coyered expenditures in the short-term for some 
individuals, other features of the prorlosal could cause longe~ run increases in total 
health care spending. 1, 

,I 

MSAs reduce the after-tax pri&,: of medical care not covered by the traditional 
Medicare plan, including longtterm care. As a result, beneficiaries may be 
encouraged to spend more on health care, including some long-term care items 

I \, I 

that may be difficult to distinguish from everyday needs. 

Some individuals would buy P9licies that paid physicians and hospital higher. 
payment rates than allowed un~er the traditional Medicare plan. Others might; 
used MSA funds to pay for mbre expensive care. Either way. health care , 
expenditure would be likely toj:grow as a result of this proposaL 

I; 

Unlike current MSAs for the under age 65 population, it is our understanding­
that the MSA proposal for Medicare would not require policies to have a 
minimum deductible. If insur~nce companies were successful at attracting 
healthy individuals, they might: be able to offer health insurance policies that 
have fairly low deductibles and pay for balance billing. In effect Medicare 
benetits could be expanded for:! heal thy individuals who need it least. 

, j. 
i 


Recommen.!h\tiQ.o ;' 


\' 

Continue to oppose the principle of Medicare~:MSAs in general. In addition, advocate Iimitiqg 
the demonstration program as much as possi~~e. The demonstration should not be designed i,n 
a way that limits the ability to have a serious iresearch component: Treasury ought to take ari 
active role in the final design, including, but ~ot limited to, tax issues. 

,I: 

Agree: Disagree Let's Discuss _ , 

. f 
cc: Scholz, Iwry, Judson, Weiler, Dworin, N,unns, Conly, Duggan, H:unter 

I' 
i: 
i: 

t 
", 

'!!
!: 
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MEMORANDUM FOR SECRETARY RUBIN 
f 

DEPUTY SECRETARY SUMMERS 
I 

ASSISTANT SE€RET ARY WILCOX 
, I('t,\ 

FROM: 	 Jonathan Grube~~7;~)' , 
Deputy Assistant S(¢retary (Economic Policy) 

SUBJECT: 	 Medicare Commission Update 

Summary 

The Medicare Commission's recent meetings indicate it will have a very difficult time, ' 
forging a consensus behind a set of reform pJoposals by its March 1999 deadline. This reflect:,; 
not only the objective difficulties of choosin~ among controversial alternatives, but also the 
differing priorities ofthe panel members andlthe lack of any agreed analytic framework for " , 
determiIring what the implications of different options are. Like the recent Advisory Council ~)D 
Social Security, though, this panel may still ~lay an important role in defining "the problem" a:nd 
generatihg a range of reform options (in this base, probably a very wide range). The Commiss,ion 
is now taking the first steps in the process, aJd as a result the Administration's internal efforts ;to 
provide analytic support to its Commission abpointees are picking up steam. (A list of all 17 • 
Commission members is attached.) 

Backgrolllnd on Latest Commission Meeting , 

The full Commission convened for tJ~ third time on June 1-2 to have apreliminary , 
discussion about the spectrum ofMedicare i~sues- benefits, eligibility age, costs and 
administration, ,and financing mechanisms -i and to hear from the sub-group that will be 
modeling the impact ofproposed reforms. Cfjrevious meetings were largely organizational or 
took testimony.) It was this sub-group's report on its baseline projections that generated articli~s 
about long-term Medicare costs exceeding thb Administration's estimates. 

, 	 , I' 
Projections. The modeling group had settled on two sets of baseline projections which 

I' 
they thought both spanned the likely range ofoutcomes and highlighted the uncertainty about 
future growth in health care costs. Ot)e is th~ intermediate projection from the trustees' report, 
which assumes that the growth rate ofMedicke spending per capita will slow down to the rate, of 
GDP grm:llth per capita by 2022. Their otherlbaseline uses the same assumptions for all other 
variables, but does not project a slowdown in'health care costs. Though the ultimate difference is 
only about 2% per year, the compounded eff~ct means that Medicare spending in 2030 would 

, amount to 6% ofGDP under the trustees intepnediate projections and 8% of GDP under the "No 
Slowdown" projection (compared to nearly 3% now). , 
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In the ensuing discussion, many pan~l members expressed skepticism that cost growtt:, 
would abate; some even cited the admissionijn the trustees report that, relative to the intermediate 
p~ojecti(ln, the odds of a more adverse outcdme might exceed the odds of a more favorable orle. 
It should also be noted, however, that the tni'stees report made this assumption for a reason 
namely that continuing the historical growtlhrend would eventually yield a Medicare prograril 
"so large as a percent ofGDP that it wo'uldbe implausible given other demands on those 
resources." This would suggest that cost cohstraints to keep Medicare spending down to abo~lt 
6% ofGDP which the trustees report assbmed, in effect - will ultimately be necessary. 
Having s.aid all that, many Commission merhbers indicated that their deliberations should notibe 
dictated by such highiy uncertain projection§ - former Medicare administrator Bruce Vladeck 
called thi::m exercises in "comparative fanta~y" and that they must consider the,adequacy o:f 
the Medicare benefits and the equity and effiCiency ofthe program as well as its financial status~ 
The modeling sub-group will also be conduJUng further analysis of how such things as future 
trends in retirement and prOdUCtiVitygrowth!",m affect these projections. 

'Benefits. A wide variety of views was expressed in this discussion, ranging from those 
whothought quality health care for seniors vVas a moral obligation that should be guaranteed 
despite its costs, to those who were much m6re concerned about the costs of these benefits. A 
number of members with differing perspecti*es showed an interest in adding coverage for ' ' 
prescription drugs and nursing home care to the benefit package, at least in some form. Some,of 
the Administrat~on a~pointees mentioped an tapproach (~hich is being reviewed internally) thait 
would try to ratIOnahze the structure of the c~rrent MedIcare benefit package and use some of the 
resulting savings to increase its scope. 

, , Costs and Administration. Panel members differed on whether managed care could - or 
should be expected to continue to control ~ates of cost growth, either in Medicare or in the ' 
private sector. Some. also noted the com~onlview that reductions in fraud and abuse.could sol:ve 
the progrmn's finanCIng problems, but pOInted out that control measures often met WIth ' ' 
substantial resistance from those who find it fuore difficult to get services as a result. At about 

I , 

2% oftot:i1 program costs, Medicare's administrative budget is much lower than a comparable 
private plan -,but may be so low that it is uriable to effectively monitor claims or educate 
beneficiaties about their increasingly comple* emollment options. ' 

Eligibility. Discussion centered on thl proposal passed in the Senate last year to raise the 
M~dicare eligibility ag: gradually from 65 to\67. The Administration's appoi.nte:s and others 
stressed the problem thIS would create for those who lacked access to alternatIve Insurance, anc~ 
mentioned the proposal to let those just beloJ. 65 buy into the program at cost. Chairman Breaux 
thought the phase-in 'period would provide enpugh time for adjustments. In the discussion, the 
key role offuture retIrement trends as labor becomes more scarce was also stressed. 

Fii1ancing. Panel members differed JarplY about whether the projected future costs of 
Medicare :noted above were manageable or ndt. The Administration's appointees generally 
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argued that economic growth would maket~is burden potentially bearable, both for the econo,my 
as a whole and individual taxpayers, while others expressed the view that the resulting tax rate:s 
would be prohibitive. There was some agreement that Medicare should not be the funding 
source f()r medical residency programs or u~~ompensated care for the poor, but many also hac,l 
concerns about finding an alternative and steady source of revenue for these endeavors. 

Attachment· 

I' .J 



J?1e National Bipartisan Commission 

on the 


Future of Medicare 


List of Commission Members 
ISenatolr John Breaux Congressman Bill Thomas Mr. Bobby Jindal 

Chainnan Administrative Chairman Executive Directi,)r 

Mr. Stllart H. Altman, Ph.D. 
Sol C. Chaikin Professor of National Health 
Policy, Brandeis University, Waltham, MA 
Appoint,ed by: President Bill Clinton 

Honorable Michael Bilirakis 
U.S. House of Representatives 
Appoinll~d by: Honorable Newt Gingrich 

Honorable John Breaux 
United States Senate . 
Appointed jointly by: President Bill Clinton, 
Honorable Trent Lott, Honorable Thomas 
Daschle, Honorable Newt Gingrich and 
Honorable Richard Gephardt 

Honorable John Dingell 
U.S. House of Representatives' 
Appointed by: Honorable Richard Gephardt 

Honorablle BiD Frist 
United StMes Senate 
Appointea' by: Honorable Trent Lon 

Honorable Greg Ganske 
··U.S. House of Representatives 
Appointed by: Honorable Newt Gingrich 

Ms.lJlene Gordon 

State Office Staffer, Honorable Trent Lott 

Appointed by: Honorable Trent Lett 

Honorable Phil Gramm 
United Staies Senate 
Appointed by: Honorable Trent Lou . 

Mr. Samuel H. Howard 

Chairman, Phoenix Healthcare Corporation •. 

Nashville. 1N . 

Appointed by: Honorable Newt Gingrich 

Honorable J. Robert Kerrey 

United States Senate 

Appointed by: Honorable Thomas Daschle 

Honorable James A. McDermott 
U.S. House of Representatives 
Appointed by: Honorable Richard Gephardt 

Honorable John D. Rockefeller, IV 

United States Senate 

Appointed by: Honorable Thomas Daschle 

Ms. Deborah Steelman 

Attorney, Washington, D.C. 

Appointed by: Honorable Trent Lou. 

Honorable Bill Thomas 
U.s. House of Representatives 
Appointed by: Honorable Newt Gingrich 

Ms. Laura D'Andrea Tyson, Ph.D. 

Professor of Economics, University of 

California at Berkeley 

Appointed by: President Bill Clinton 

Mr. Bruce Vladeck, Ph.D. 

Professor of Health Policy. Mt. Sinai Schoo] 

of Medicine, New York, N.Y . 


. Appointed by: President Bill Clinton 

Mr. Anthony L. Watson 

Chainnan and CEO. Health Insurance Plan. 

New York, N.Y. 

Appointed by: President Bill Clinton 

/ 



TREASURY CLEARANCE SHEET NO. --'----,-- ­
Date 6/g/98

-i. 
MEMORANDUM FOR: @ SECRETARY KI DEPUTY SECRETARY 0 EXECUTIVE SECRETARY 

o ACTION 0 BRIEFING 0 INFORMATION 0 LEGISLAT:ION 
o PRESS RELEASE 0 PUBLICATION 0 REGULATION 0 SPEECH 
oTESTIMONY 0 OTHER ___--.____ 

FROM: Jonathan Gruber 

THROUGH: ______________________________~~____________
~ 

SUBJECT: l"1edicare Commi SS) on Update 

REVIEW OFFIC:E~S (Check when office clearsl 
o Under Secretary for FiWUlce 

o Domestic Fillance 
o Enforbent 

OATF . 
o Policy Mll.IUIgemeDt 

o ScheduliDg 
o :E:cooomic Policy 
o Fiscal

tJ FMS 

o CUlltoma 
OFLETC 
o Secret SerYice 

o Public AlfairslLiai.<:II. o Tax Policy I 

o TrUIIIUU 
I:J Public Debt o GenenJ Cou.ue1 OE&P 

o UDider Secretary for llIternational Alfa.i.rs 
o [Dte.roatiollal Affairs 

o Iupector General 
o IRS o Lqislative Alfllin 
o MlIZUlgemellt 

OMJDt 
o Savillgs Bonds 

o Otber_____ 

OOCC 

!NAME (Please Typel INITIAL DATE OFFICE TEL. NO 
INITIATOR(S). 

~GruberJ 
6/9/98 Office of Economic Policy 622-05~,i3 

REVIEWERS 

, 

SPECIAL INSTRUCTIONS 


o Review Officer Date o Executive Secretary 



DEPARTMENT OF THE TREASURY 
WASHINGTON 
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MEMORANDUM FOR DEPUTY SECRETARY SUMMlERS 
) ASSISTANT SECRETARY WILCOX 

FROM: 	 Mark McClellanHf.M . 
Deputy Assistanf{:c~tary (Economic Policy) 

SUBJEC~r: 	 Medicare Commission and Medicare Reform - Memo Summary: 

The attached memo reviews major policy issues in the Medicare program, the range of 
reforms that might be adopted to address them, and the current status of the Medicare 
Commission. Here I summarize the background, major reform proposals, and Treasury options 
for influencing the Medicare Commission process. 

Backeround on Medicare Policy Issues 

• 	 More use ofmore costly medical technologies is the proximate cause of Medicare's rapId 
expenditure growth, averaging around 5% per year real. While some ofthe spending 
involves hospital and physician treatment for acute illnesses, much of the growth reflects 
increasing spending on supportive and long-term care. The value of much ofMedicare 
spending for health is unclear .. 

• 	 Thc)Ugh Medicare is financed in part by a payroll tax (Part A), an increasing share of 
Medicare expenditures are financed through general Federal re~venues (Part B). 

• 	 A variety of Medicare reforms have been adopted, with goals of controlling program 
costs, improving the value of Medicare-financed services, and limiting beneficiary out-o'f­
pocket payments. The,reforms include some features ofmanaged care and "managed 
competition" now used by many private employers. Expenditure growth has persisted. 

The problem ofbeneficiary heterogeneity and of adverse selection in health insurance 
plans is regarded as an important obstacle to the adoption ofother key features of 
employer;.provided insurance today. Average spending per beneficiary is high -- around 
$6000 in 1998. Most elderly beneficiaries are relatively healthy, withfar lower expected 
exp,~nditures. However~ Medicare also includes the long-term disabled and many elderl;, 
with serious and costly chronic illnesses. 

Range of Reform Proposals· 

Benefit Reforms: 

• 	 Reform defined-benefit Medicare. Proposals include: continue to increase "bundling" of 
provider, payments and reduce real payment levels; "rationalize" Medicare benefits by 



integrating coverage for long-tenn care, prescription drugs, and co payments and 
deductibles now covered by Medigap; improve quality review mechanisms; refonn the 
payments and contracting conditions for Medicare managed-care plans. 

• 	 Switch to a premium-support (defined contribution) program. Like many private 
employers and FEHBP, Medicare would make a contribution toward the premium of a ~;et 
of approved health plan choices. Because of substantial beneficiary variation in expecU:d 
health costs and ability to choose plans effectively, these proposals all include 

. mechanisms such as risk adjustment to address concerns about cost and availability of 
ad(:quate insurance coverage. 

Fittancing Reforms: 

• 	 Continue "pay as you go"financing. Options include: increasing the share of general-, 
revenue financing to avoid Trust Fund "insolvency" problems; and increasing benefici~'Y 
contributions (now at 25% ofPart B costs), possibly in an income-related way. 

• 	 Switch to a funded system: The issues are similar to those in Social Security refonn. 

Refonns have also been proposed in other components of Medicare (special funding for teachirig 
hospitals and hospitals treating "disproportionate shares" oflow-income patients), and in ' 
Medicare f:ligibility (entitlement age, availability of buy-ins). 

Treasury Options 

Options in(~lude: 

• 	 Continue current role of largely passive observation ofMedicare Commission activities. 
Commission may conclude with a littl.e-noticed final report. 

• 	 Encourage the development of a clearer framework of alternatives for Medicare refonn, 
.so that the Commission report win increase public and legislative understanding of the 
issues and options facing the Medicare Program. Gramlich Commission model. 

• 	 Encourage the development of a particular Administration policy direction for long-term; 
Medicare refonn. Even if the Commission report is itselfinefiective, its release would 
provide an opportunity to publicize Administration principles for Medicare refonn, 
complementing initiatives such as reforming Social Security, enhancing the well-being o:f 
the disabled, and improving the availability and cost ofhealth insurance .. 

Attachment 
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DEPARTMENT OF THE TREASURY 

• 
WASHINGTON. 

July 14, 1998 

MEMORANDUM FOR DEPUTY SECRETARY SUMM~RS 
ASSISTANT SECRETARY WILCOX 

FROM: Mark McCleJlan M1I1I1 
Deputy Assistant Sec~etJry (Economic Policy) 

SUBJECT: Medicare Commission and Medicare Reform 

Action-Forcing Nonevent 

The Bipartisan Commission on the Future ofMedicare, charged with developing a plan to . 
assure the long-term financial stability and quality of health insurance for the U.S. elderly a:nd 
disabled, is in the fifth month of its one-year charge. There is increasing concern that the 
Commission will not make clear recommendations for reforming the program, or even outline 
clear steps that would lead to recommendations in the future, let alone forge a bipartisan 
consensus on how the program should be reformed. So far, Treasury has been an observer in tl).is , 

. process. This memo reviews the'current status of the program, reform options, the status ofth~ 
Commission, and options for Treasury to influence the Commission and the Medicare refolm ' 
process. 

Memo Outline 

I. Backgr<>und for Medicare Reform 
II. Medicare Reform Possibilities 
ill.. Current Commission-Related Activities 
IV. Treasury Options 

I. Background 

With OASDI, Medicare forms the core of social insurance for the U.s. elderly and longi­
term disabled. Many experts argue that Medicare needs substantial reform, principally because, 
the program's expected expenditure growth is regarded as "unsustainable," and because its 
current structure is thought to lead to inefficient program spending. Similar issues motivate 
proposals for Social Security reform, but Medicare differs for the following reasons. 

More use of more costly medical technologies, not demographic change, is the 
principal source ofMedicare's rapid expenditure growth. Population aging, with the 
retirement ofBaby Boomers, is expected to lead to real growth in Medicare expenditures ofclose 
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to 2% per year beginning around 2010, just as for Social Security. But over the previous two 
decades, when demographic pressures have been relatively modest, Medicare real expenditure 
growth has averaged around 5% per year, with 'no recent slowdown like that experienced in 
private health insurance. 

AU payments for particular Medicare-covered services are strictly regulated, and 
generally have been reduced over time. Use of more quantities of services per beneficiary is thus 



the source of expenditure growth: beneficiaries are receiving more medical treatments, and m~re 
intensive medical treatment. Studies have documented that the vast majority of these increases 
in reported services represent real changes in the use of medical care, and' not changes in the 
reporting of services by providers,other "gaming" of the biHing system, or fraud. 

As a result, Medicare expenditure growtb is much more rapid tban Social Security 
expenditure growtb. Current-year expenditures, around $230 bi1lion or $6000 per beneficiary:, 
are only about 60% as high as Social Security expenditures. But Trusteeforecasts of Medicare: 
expenditures, which use assumptions about growth in expenditures per beneficiary in "out" years 
that are suhstantially lower than those experienced throughout the program's history, predict th~lt 
Medicare spending per beneficiary will surpass Social Security spending per beneficiary by 
2015, and that the program will account for over 6% of GOP by 2025. Projections that 
extrapolate past expenditure growth conclude, that the GOP share may be as high as 10%. (The 
attached table provides the two sets ofcost projections being used by the Commission; one 

. essentially uses all of the Trustees' intermediate assumptions, while the other - hibeled "No 
Slowdown" - assumes that Medicare expenditure growth wi1l continue at current rates. The 
Trustees' Tf!port assumed a slowdown because the alternative was a Medicare program too large 
as a share ofGOP.) 

Medicare also differs from Social Security in the extent to which growth in program 
outlays motivates policy action due to concerns about "Trust Fund insolvency." An increasing 
sbare of MI~dicare expenditures is being financed tbrougb gene raj Federal revenues. Only 
Part A ofMedicare is financed by the Medicare payroll tax (a total rate of2.9% on all earnings, 
with no cap). Most (75%) ofPart B is financed by general revenues, and the remainder is 
financed by monthly beneficiary premiums (now $43.80/month). Recent shifts of more benefits, 
to Part B has helped defer projected insolvency to 2008. 

In addition to more spending for intensive medical treatments, much Medicare 

expenditure- growth is the result of increased spending on supportive dre and long-term 

care. Most of Medicare's expenses are for hospital and physician trealment. . But much of 


'Medicare's spending growth involves non-acute services, including treatment by skil1ed nursing 
facilities, home health services, and hospices. In part, these services have substituted for 
intensive care in hospitals. But expenditures on non-acute services have grown far more rapidly 
than can be explained by substitution alone, and so also reflect Medicare's provision of-new 
treatments or treatments previously covered by Medicaid or private sources. Even with the rapid 

. growth in expenditures, Medicare still covers only a small portion of the total long-term care and 
supportive care than is provided by Medicaid, private spending, and in-kind assistance from 
family members. 

The effect of much Medicare spending on bealtb is unclear. Social Security benefits 
are direct dollar transfers, and so their value to beneficiaries is relatively easy to assess. The 
effect on benc:ficiary well-being ofthe health care financed by Medicare is much more difficult 
to quantify. Clearly, the health of the elderly has improved substantially during the 33 years of 
Medicare: life expectancy at 65 has increased by about one month per year, and many studies 
have conclude:d that quality oflife (as reflected in functional capabilities and time spent living 
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independently) has improved substantially. Although changes in medical treatment undoubted,'y 
have contributed to these health improvements, little is known about the contributions of most :of· 
the treatment changes. Many economists suspect that the average value of technological change? 
in Medicate is high. But considerable evidence also suggests that many changes in treatment a're 
worth less to beneficiaries than their ,true cost. 

Many Medicare reforms have already been adopted, yet concerns about expenditure 
growth and the efficiency of Medicare spending persist. The attempt discussed above to 
move some treatments to less acute settings has been one avenue of reform. Other reforms can 
be lumped into two categories, both within the largely fee-for-service structure of "traditional" 
Medicare insurance: 

• 	 Reductions in provider payments. Medicare sets the provider reimbursement amount f~r 
each service it covers, so that reducing the amount paid for specific services can reduce 
program spending and growth. For example, the Balanced Budget Act achieved the bul:k 
of its projected Medicare savings by modest reductions in payments and in the growth 
rate of payments (e.g., updating by CPI-l % percent rather than by CPI). These price 
reductions do not regulate the quantity of services provided; this is why increases in . 
quantities of services comprise the principal source of expenditure growth. 

Greater bundling o/payments. Payment reforms are increasingly bundling payments for 
sets of services together. For example, Medicare adopted the Prospective Payment 
Sys:tem for acute-care hospitals in 1984, in which hospitals receive an essentially fixed 
payment per admission based on a patient's diagnosis and treatment received. AnalogOl,ls 
refClrms for outpatient hospital visits and for nonacute hospital admissions were recently 
adopted. Because providers no longer receive greater reimbursement for perfonning 
more services (lab tests, days in the hospital, etc.) within these bundled "sets," the 
reforms reduce incentives to provide more services within each bundle. However, they 
have weaker effects on incentives to provide more costly bundles or compinations of 
bundles -- for example, treating a heart attack patient with a surgical procedure rather 
than with less costly drugs, or transferring a stroke patient to a nonacute hospital for 
rehabilitation after a shorter admission to an acute hospital. 

Medicare has not adopted many of the managed-care and plan choice reforms thatl 
chaflicteri~e other health insurance plans' today. Most Americans insured privately and by 
Medicaid now enroll in managed care plans. Instead of relying on demand~side financial 
incentives (co-payments and deductibles), these plans limit use of medical services despite 
providing near-"first dollar" coverage by discouraging use through other means. For example, 
they require primary-care doctors and not patients initiate referrals to specialists, they limit the 
availability of doctors in the plan, they provide even more "high-powered" financial incentives t,o 
physicians ,and hospitals than are used by Medicare (such as capitation payments per plan ' 
member per mOhth for all services provided), and they conduct "utilization review" to discourage 
providers ftom using costly services. Traditional Medicare does not rely on such managed-care! 
methods other than some utilization review, and much Medicare utilization review is focused on 
increasing the use of appropriate services, and the other reforms in its traditional insurance 
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· program. 

Medicare does allow beneficiaries to enroll in approved managed-care plans. But 
the beneficiary incentives to join these plans are very different from those in the private 
sector. As a result, increased managed.care growth in Medicare's current system is' 
unlikely to slow expenditure growth. The available alternatives are now being expanded by 
the Medicare+Choice'provisions of the Balanced Budget Act. But enrollment in a managed ca~'e 
plan is not required, and the financial incentives for beneficiaries to select a lower-cost ) 
alternative to "traditional" Medicare are much weaker than in the private sector or FEHBP. In 
particular, when a beneficiary chooses a Medicare managed-care plan, Medicare pays the plan ~.k 

fixed amollnt per month based on the average cost of beneficiaries in traditional Medicare 
residing in the same county. Plans are allowed to charge beneficiaries a monthly premium 
beyond this payment, but most do not do so. Instead, they may try to attract beneficiaries by 
offering additional benefits - particularly benefits like preventive care services that are valued ~y 
relatively healthy, low-cost beneficiaries. Thus. because plans have only limited opportunities ito 
attract ben(~ficiaries by cutting prices and because relatively healthy beneficiaries havejoined. . 
managed care has probably increased costs in Medicare. 

Wlily not extend an FEHBP-like program to Medicare? Undoubtedly there are 
important political reasons for the failure of such reforms to be adopted so far in Medicare. But 
there are important policy reasons as well. Medicare includes a much more heterogeneous 
populatio[1 than that covered through employment-related insurance or the FEHBP. 
Beneficiaries range from 75 year-olds who are perfectly healthy to those who are cognitively 
impaired, incapable of activities ofdaily living, and afflicted with illnesses that require frequent, 
costly treatment. Among the beneficiaries entitled to Medicare through disability, beneficiaries 
range from those with illnesses that lead to relatively low medical expenditures (e.g., chronic 
back pain or mental illness) to those that are dependent on intensive medical treatments for 
survival (e.g., patients with end-stage renal disease who require dialysis). These features of the 
Medicare program suggest that many beneficiaries might not be able to choose plans effectively" 
or may need more assistance in making informed plan choices than employees require. . 

Tht~ problem of adverse selection may create serious obstacles to an FEHBP-like 
program for Medicare. Large private employers and FEHBP make relatively fixed 
contributions toward a range of alternative plan choices that meet certain benefit requirements. 
Employees are largely responsible for paying the differential cost of more expensive plans. and 
are able to keep any savings from choosing less costly plans. Such financial incentives in plan 
choice have: reduced expenditure growth in private health plans, as many employees have opted· 
for less costly coverage with more managed-care restrictions on use ofmedical services. But 
several investigators have documented adverse effects of this "managed competition" system of 
plan choice on the price and availability of relatively generous plans that would be preferred by' 
employees with greater demands for health services. 

The "death spiral" observed for generous plans in managed competition settings is an 
illustration of the adverse selection problem. Relatively healthy employees, who place relatively 
low value on the benefits in the more generous plans, opt for less generous, less costly coverage 
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when they are responsible for the additional cost. As a result, the average cost ofthe relatively 
sick emplclyees who opt for the generous plan increases, driving up the premium and the 
additional payments by the employees remaining in the generous plan. In tum, this causes the 
healthiest ()fthe remaining employees to opt for a less costly choice, further increasing the 
premium in the generous plan, and so on. As a result, the generous coverage that many 
individuals would desire may become unavailable, or available only at a very high price. 

Because Medicare has a relatively large share ofbeneficiaries with serious chronic 
illnesses aild low incomes, the adverse selection problems of managed competition are likely tQ 
be greater than those experienced by FEHBP or private employers. There is considerable debalie 
about how much greater any resulting problems ofhigher costs of or less "access" to generous 
insurance would be. In addition, even if such a modified FEHBP-like program could be 
implemented, it is not clear that this step alone would limit MediCare' 5 long-term spending 
growth. Many studies have demonstrated that managed care can achieve important one-time, 
savings, for example through reducing payment rates to providers and eliminating some seryice:s, 
thought to be duplicative or wasteful. But it is unclear whether these one-time savings could' 
have long-term effects on the changes in medical care that account for spending growth. Currel~t 
Administrtltive and Congressional initiatives aimed at limiting these cost-reducing practices by 
managed care plans suggest that managed care may be reaching the limits of its abilities to 
constrain health care use. The recent resumption ofexpenditure growth in employer plans and 
FEHBP supports this view. 

II. Range of Possible Reform Proposals 

Th~: Commission has discussed a broad array of reform proposals but has not moved 
toward adopting any of them. Given the Commission's diversity of beliefs about reform and the 
need for II out of 17 members to approve any recommendation, it seems unlikely that it ever 
will. The following review summarizes the range ofpossible Medicare reforms, and the current 
work ofth(l. Commission's three major task forces. 

1) Benefit Reforms 

a) Reform "Traditional" Defined-Benefit (DB) Medicare 

Supporters of this view advocate continuing the basic defined-benefit structure of 
Medicare; that is, enrollees would retain the option of choosing "traditional" fee-for-service 
Medicare it'lsurance at no additional out-of-pocket cost. But an enormous range of reform 
proposals exist within this general option. including the following: 

• Co1Uinue redUcing/bundling Medicare providerpayments: Some proposals advocate 
continuation ofcurrent policies of reducing prices or price growth for particular services 
(e.g., by extending the price reductions in the Balanced Budget Act), and "bundling" 
more prices. 

• "Rationalize" Medicare benefits: Most beneficiaries currently have supplemental 
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insurance policies (Medigap or Medicaid) that cover the substantial co-pays and 
deductibles in Medicare, and sometimes provide prescription drug coverage. This 
proposal envisions revising Medicare benefits so that such policies would be incorporatl~ 
into Medicare (and Medigap might be prohibited); at the same time, the demand-side : 
incentives and payments could be rationalized, and Medicare benefits might be expandeq 
(e.g., to include some drug coverage). Unfortunately, most of these proposals appear to 
be eost-increasing .. 

• 	 ImJ.,rove quality assurance: These proposals would expand "utilization review" 
programs, reporting requirements, and other Medicare activities relating to encouraging 

. high-quality care for beneficiaries. The proposals focus on managed-care plans in' 
Medicare, but similar reforms would be adopted for "traditional" Medicare. Many of 
these changes can be adopted within current legislation; the President's recent (6/22) 
announcement of a set of initiatives on quality of care in Medicare illustrates this. Thesl:~ 

reforms are likely to increase program costs. 

• 	 . Reform the "+Choice"components ojMedicare+Choice: Many proposals would affecl; 
the managed-care and other plan choices that will soon be available in Medicare as a 

. restllt of the Balanced Budget Act. Various proposals advocate more regulation of 
managed care plans (e.g., requiring disclosure of information on provider payment 
contracts, requirements for coverage of certain benefits), further reductions in payment, . 
and better risk adjustment of payments to managed-care plans. The key difference 
between these proposals and the defined-contribution reforms described below is that 
they do not provide strong beneficiary incentives to leave traditional Medicare. ForI 

exa;mple, ifmanaged-care plan payments are reduced, plans will probably respond by 
reducing benefit generosity. Beneficiaries will respond by staying in traditional 
Medicare; In contrast, ifheneficiaries had to pay the difference in "premiums" between 
the managed-care plans and traditional Medicare. they may select the managed-care plan'.

I 

anyway, especially if they placed low value on freedom ofprovider choice, few managed-
care utilization restric~ions. etc. 

Supporters of these relatively incremental reforms emphasize the popUlarity ofthe current 
program, and the likely difficulty in choosing plans and obtaining health care services that frail, 
low-income, chronically ill, or otherwise disadvantaged beneficiaries would face if more 
fundamental reforms were adopted. 

b) Switch to a "Premium Support" (Defined Contribution) Program 

These more fundamental reforms all involve the adoption of something like the FEHBP . 
system. This system has many of the key features advocated by the architects of health insuranCe 
reforms in large private companies: 

• 	 "Managed" health plan choices: Government benefit experts would manage key' 
features of the plan choice process for Medicare beneficiaries, to improve competition 
among plans and to assure that beneficiaries received certain benefits. Management 
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would include specifications of"minimwn" benefit packages, and restrictions on the 
diversity ofbenefits that would be allowed. Restrictions on the exact structure ofbene(its 
beyond the minimum package are intended to make it easier for beneficiaries to select 
plans effectively, since plans can potentially vary in a bewildering nwnber of relatively 
unimportant ways. Benefit experts might also impose additional requirements on plans:, 
suc.h as standards for releasing information on quality. "Traditional" Medicare and a 
medical savings account plan might be;among the plan choice options. 

~ ! 
• 	 Defined Medicare contribution toward:beneficiary plan choice: The Medicare program 

would make a "fixed" contribution to~ard the premium of any of the approved plans. 
The "fixed" contribution could vary ba~ed on beneficiary characteristics that are not 
easily changed in response to the paym:ent incentives (e.g., age, sex, and other "risk 
adjustments") The level of the contribution could be pegged to the least expensive plan, . 
the average plan, or ,another rule. The key feature is that the "marginal" payment for the 
cost differences between plans is borne by the beneficiary and not Medicare. To 
implement this system fully, benefic;iaries who enroll in a plan with a lower premiwn 
than the contributed amount would need to keep the difference. 

The defined-contribution (DC) idea in Medicare is similar to DC ideas proposed 
elsewhere (e.g., funded individual accounts fo~Social Security, vouchers for school choice, and.l . 
bidding by financial institutions to finance guaranteed student loans). The key difference is th~t , 
health insurance for Medicare beneficiaries is ~ much more heterogeneous product. Beneficiaries 
differ enormously in their expected health c.arelutilization, with predicted annual expenditures 
ranging frc,m <$2000 for healthy young benefi~iaries to over $80,000 for beneficiaries with 
kidney failure and other high-use chronic illne~ses. Plans thus have enormous opportunities to 
attract proJ1table beneficiaries not by providing more efficient care but rather by designing plan:s 

, to select the favorable risks. Medicare also includes many low-income beneficiaries, who would 
be particularly likely to select less generous. pl~s under this choice system. 

Several methods, all imperfect, have been proposed to address this problem. 

• 	 "Risk adjust" Medicare contributions Qased on beneficiary characteristics: Medicare's 
,contribution to a beneficiary's plan t;hoice mighrbe adjusted based on the age, sex, and 
hea.lth characteristics of the beneficiary;. Those expected to have greater demands for 
medical care would be given larger eon,~ributions toward their plan choice. UnfortunatelY, 
it is not feasible to capture many impoqant aspects of djsease severity that might be . 
expected to lead to differences in expe~~ed medical co~ts. 

II, 

• 	
I" 

Relate Medicare contributions to past expenditures: Medicare contributions toward plap 
choice might be adjusted in proportion (0 a beneficiary's previous expenditures, or plan~i 
might be given additional payments foi~their highest-cost members. But such 
adjustments are like fee-for-service insurance: they weaken the incentives of plans and 
beneficiaries to limit costs. 

• 	 Restrict plan choices to protect "high-cost" benefiCiaries: For example, health plans 
might be required to offer more and less generous plans with a more or less extensive set 
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of required benefits, and the allowable hifference in premiums between the plans could ,be 
capped. Such reforms would create indentives to skirt the required benefits (a plan migl,lt 
meet a requirement of offering specialited care for oncology by hiring a single oncologi,st 
for its entire membership, thereby limiting access to her and skirting the intent ofthe 
requirement). 

Most supporters of DC Medicare favor one or more ofthese reforms, and argue that the "DC" 
label would consequently be both misleading ahd bad politics. "Premium support" is one 
example of a label that attempts to convey mor

l
yeffectively how DC Medicare would work. 

All of these proposals for mitigatil1g lle adverse selection problem in '~DC 
Medicare" could amount to enormous expli~it redistributions of Federal funds. For 
example, deciding whether or not "heart failurJ~' or "presence of2+ functional impairments" 
should be included as a risk-adjuster may sound like an esoteric health policy question. But in 
defined-contribution Medicare, it would amourit to additional Federal transfers of $3,000­
$10,000 or much more per year to individuals ~ith these conditions, for the purchase of health 
insurance or potentially other uses. In contrast!; if a risk adjuster for a particular type of Medicate 
beneficiary is not included, then the switch frofu DB to DC Medicare might result in their 
bearing substantially higher health care costs. : ' 

Other proposals would take steps to reduce the opportunities for selection to occur. One 
su.ch proposal is to use a longer lock-in periodsl;for plan choices. For exampl.e, beneficiaries 
mIght only have "open enrollment" penods every two years. Currently, semIannual plan 
switching is allowed. Because it is harder to p+dict medical spending for longer time periods, 
the problem of risk selection would be diminished. But beneficiaries would also have less 

I' 
opportunity to leave a plan they did not like. NOne of these proposed methods for protecting 
high-cost beneficiaries have yet been tested in ~ popUlation like Medicare's. 

. Ii : 
All these reforms might be implemen~ed on a limited, "demonstration" basis. HHS: 

views existing legislation as giving it the authohty to evaluate DC-like reforms on a 
I. 

demonstration basis. Last year, for example, HHS sought to implement a system of Medicare 
choice in Denver in which choices would bf: "~anaged," but the other key defined-contribution 
feature -- beneficiary responsibility for differen~es in plan payments -- was to be adopted in only 
a limited way. I The Denver demonstration was':ultimately suspended, due to opposition both 
from beneficiary groups and from health plans t:- apparently because of concerns about 
burdensome reporting requirements, possibly because ofconcerns about increased competition 
resulting from standardization of benefits. 'VhJ~her current legislation would permit a true 

IPlans submitted bids to provide at least:a minimum package of health insurance benefits 
specified by HCFAlHHS. HCFA would then us~ a weighted average of the middle bids to set 
premiums for all Denver plans. Plans could the~ walk away or offer to contract with all willing 
beneficiarie:s at this price (there was limited risk: adjustment). These features are much like 
"managed c:ompetition" in private health insura8ce. However, beneficiaries could continue in 
"traditional" Medicare at no additional cost. t .. 
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defined·contribution "demonstration" is unclear. 

2) Financing and Eligibility Reforms Ii 
:: 

a) Continue "Pay As You Go" Financing' 

With the Medicare Part A Trust Fund J,i-ojected to become insolvent in 2008, Medicare: 
might seem to be facing a financing crisis thati!prevents this option from being a long-term 
solution. But a key difference from Social Se~~ty is that Medicare is not financed exclusively 
by a dedicated payroll tax. Thus it is more str~ightforward politically to ease the pressure on . 
funding from the dedicated payroll tax throug~ incremental reforms that increase program 

funding from tho two other principal sources: j' .. . 
• 	 Increase general-revenue funding: Because Part B fundmg IS from general revenues, 

«. 
increasing the share of Medicare benefi,ts reduces Medicare Trust Fund expenditures bU,t 
hai; no effect on the unified Federal buaget. In 1997, the Balanced Budget Act transferred 

,I',) 	 j 

home health spending from Part A to Part B, thereby delaying the projected insolvencylof 
the Medicare Trust Fund for about 8 y~ars. Total projected Federal outlays were .' 
unaffected, so no offsetS were requiredl: Other Part A benefits, such as hospice care, 
rehabilitation care, or even some acute:'bospital care, could also be switched to general-
revenue financing. . I: 

., 
• 	 Increase beneficiary contributions: P~pposals include an across-the-board increase in 

"premium" payments by current beneficiaries (for example, by increasing the Part B 
monthly premium to cover a larger shte of Part B costs), or the adoption ofincome-. 
related premiums. Income-related prefuiums have been motivated by the fact that 
w(:althier Medicare beneficiaries tend t~ use more pro!iam benefits. 

b) Switch to "Funded" Medicare: IndiVid!al Health Accounts 

The pre-funding idea for Medicare £equivalent to the individual·account idea fOl" 
Social Security: required contributions as a ~~rcentage ofearnings during an individual's 
working life would be'invested in equities or bonds. When the individual reaches Medicare 
eligibility age, the account could be used for a'pproved medical expenditures. The same issues 
arise as in the Social Security case (uncertaintY in returns, transition problems, progressivity a~ld 
redistributional issues, etc.), plus additional i~sues. Most pre-funding proposals, for example t'hat 
by Senator Gramm, envision its use in purcha~ing fiom among a set ofalternative plans in a 
"defined contribution" framework -- that is, tHe beneficiary bears the incremental cost differen'ces 
across plan premiums. The individual acco~t might be used as a medical savings account. ' 
Either way, supplemental government contribrtions based oil beneficiary characteristics (e.g., 
presence ofa nonfatal but costly chronic illne~s) or actual expenses (e.g., exhaustion of the 
individual account) would probably be necess~ry, because even lifetime expenditures are 

I. 

predictably skewed. Thus, issues with individual accounts are similar to those discussed 
previously for DC Medicare. I. 
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If substantial government redistribution' of individual account income is required, 
government rather than individual equity investment of Medicare funds might be a more 
effective mechanism. The proceeds of such investments would be used to finance "premium 
support" irl DC Medicare. Government investwent of Trust F'unds could also be used to finance 
benefits in DB Medicare. ,. 

, H 
c) Reforrri Other Components of Medicare,;i 

A substantial part ofMedicare hospital ,expenditures, over $15B per year, involves 
supplemental Disproportionate Share (DSH) payments to hospitals with large shares of low.:. 
income and public patients, and supplemental Indirect Medical Education (lME) payments to 
teaching hospitals. These expenditures are witQ,~n Medicare Part A because they are paid largely 
as a propor;tional add-on to reimbursement for ~ospital discharges. Both programs have been 
reformed mcentiy, and some proposals advocate either eliminating them entirely, or rem.oving 
them from Medicare and replacing them with Federal programs designed to accomplish the same 
policy aim:;, outside ofMedicare's hospital reiWbursement. ::' " 

d) Change Program Eligibility 

1'[ 

Some proposals advocate increasing the: age of Medicare entitlement, for example to 
match the impending increases in Social Security. Such increases would obviously reduce 
expected pl"ogram expenditures. The Commiss:;on is also considering the Administration's, 
proposal earlier this year to allow Medicare "buy-in" at younger ages, with buy-in' premiums 
designed to cover the expected cost of the expansion. 

III. Current Status of Commission-Related Activities 

. ,This section thus discusses briefly the cWrent status ofCommission deliberations and its. 
interactions with the Administration, to providlsome political and procedural context for 
Treasury's options. 

, 

The Commission. While the Commissi6n and its task forces are now meeting 
regularly, many observers are concerned that its work to date seems to lack a clear sense o:r 
direction. Some have blamed the makeup of the Commission for this alleged problem: the 
viewpoints are exceedingly diverse, many have':very ~trong priors, and few seem to be investing! 
in "building bridges." (A list ofthe 17 member's is attached.) Others blame the Commission 
staff. They argue that the director has little priof Medicare or Federal experience, and more 
generally the Commission's limited staff has no~ been able to help members frame an effective 
approach for considering reform proposals. The two problems may be related: the members 
have emphasized that they do not want to be driven by staff in addressing the difficult analytic 
and political issues ofMedic are reform. The C~mmission hasrtot laid out a meaningful 
timetable for completing analyses and developiI)g reform proposals in order to meet its March 
1999 deadline. The Commission's work is proceeding through three major task forces: Reform 
(for "incremental" program reforms), Restructutjng (for "major" program reforms), and 
Modeling (for evaluating the likely consequences , of program reforms). Separate subgroups may 
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also be established to handle distinct issues lik~ funding for graduate medical education. 

1 . 
The Administration's Appointees. The Administration's appointees are Laura Tyson, 

Bruce Vladeck (former HCFA Administrator),(Stuart Altman (an academic health economist), 
and Tony Watson (CEO ofa large HMO in Ne.w York). They are viewed within the 
Administration as a relatively strong group ;of appOintees tbat can have a disproportionat~ 
effect on tbe course of the Commission's deliberations. At the same time, they have their oWn 
views on n~form and are not bound to Administration goals. Thus, while there have been a series 
of inter-agency discussions with them to try to~coordinate efforts, their approach so far has been 
largely to ask the Administration for background analyses and papers but not to seek policy 
'guidance. To date, they have been more suppdrtive of reforms within the structure of tradition~l 
Medicare, ,and they seem willing to accept that!long-term revenue increases may be required. Pt,.5 
the prospe(:t.tha~ the Commission is.h~ade~ fo~,obscurity ~s increasing, ~owever, t~eir interest ill 
more extenSIve Input from the AdmInIstratIOn on developIng reform optIOns may Increase. In . 
part to explore such issues, a "mini-retreat" in~olving the Administration appointees may occur 
later this month, before the next full Commission meeting in August. 

I ' . 
I..' . 	 .Internal Administration Work. The Administration's role so far bas primarily been t,o 

provide background papers and actuarial a~alyses requested by the Commission,its staff;.
I 	 . 

or our appointees. Most ofthese are being done by HCF A; some background papers have also 
been prepared by HHS. Only one limited inde~endent study process is proceeding, addressing 
options for adding benefits that Medicare does hot now provide (prescription drugs and nursing 

I 

home care). Senior staff at HHS, who largely favor incremental refonns in traditional Medicare:, 
are also nOl: optimistic about the Commission's!prospects for reaching a meaningful conclusion.1 
DPC and NEC efforts have primarily been fOC4sed on other health policy issues, and so have had 
only peripheral involvement with the CommissJon or its Administration appointees. White 
House health policy leaders have, however, expressed interest in exploring a more active 
Administration role. 	 r 

,.
I; 

IV. 	Treasury Options I, 
i 

With little political or legislative conserlsus in sight. and only limited political and public 
awareness of the most salient issues for MedicJ.e reform, a distinct possibility is that the 
Commission win issue a report that has little irripact on the challenging political process toward 
long-term Medicare refonn. Treasury options ~or influencing this process include: 

. f ; 
Continue current role oflargely passive observation. This "wait and see" approach, in 

which we may comment or playa more active ~ole on particular issues, is most consistent with 
Treasury's role in the process to date. The most likely outcome will be a little-noticed final , 
report. 	 i: 

I : 
. Ellcourage the development ofa better'legislative andpublic understanding of

I, 
Medicare issues, and the development ofa clearer framework ofoptiolls for Medicare reform. 
A model for the desired result of this initiative i~ the Gramlich Commission. That commission 
struggled with an issue about which there was little political will or consensus for reform, and 

~ 	 , 

I 
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laid out a set of three clear alternatives for the future of Social Security_ These alternatives hav.e 
provided the foundation for serious and specific public debate about Social Security reform. In 
this option, Treasury would seek to playa catalytic role in moving the Medicare Commission ii,l 
the same direction. We would begin by outlining the major alternatives possible for the future Of 
Medicare, through discussions with the other administration agencies and Commission staff am~ 
members. The eventual goal would be to identify. several clear reform options,. to guide future 
debate or possibly to serve as templates for HCF A demonstration projects. 

Thme are several important contrasts between the Medicare Commission and the 
Gramlich Commission that illustrate the difficulties of this approach. In contrast to the largely 
academic Gramlich Commission, a majority ofMedicare Commission are political leaders withia 
diverse range of views on Medicare and private citizens who are also less facile with Medicare 
policy issUl~s. In addition, the Commission staff is probably less technically capable of . 
translating Commission policy concepts into specific, workable refornl options. These may be 
reasons for the slow pace of Comm.ission activity to date, and suggest that developing a 
consensus even on a set ofoptions may be difficult. Weaknesses in the Commission staff could 
provide the Administration with an opportunity to exert greater influence by supporting serious 
analysis of alternative reforms, but this could also create tensions with the Commission and 

. particularly its co-chairs. 

Encourage the development ofa particular administration policy direction for long­
term Medicare reform. The absence of any clear direction in the Commission's activities, and 
the relative strength of the Administration's appointees, suggests that any particular direction of . 
reform supported by· the Administration would have a relatively open field. In this option, 
Treasury w(lUld assist other administration agencies and Commission rriembers in the 
development of key principles for Medicare reform. Even if these principles are not translated 
into a specific reform proposal, publicizing them through the Commission could still have a . 
substantial impact on long-term public debate of Medicare reform. In addition, elucidation of 

, these principles through the public platform ofthe Medicare Commission might provide 
opportunities for supporting other administration goals involving health care and the elderly, e.g. 
Social Security reform and expansions ofhealth insurance for low-income Americans. 

The obstacles to this approach include the fact that the Administr~tionhas not yet 
identified ckar principles for Medicare reform. The Administration's appointees mostly support 
reforms within the "traditional" Medicare defined-benefit framework, but it is unclear whether' 
there is any consensus beyond that. In addition, current public underst,mding and consensus 

. about the future ofMedicare is limited, and even general principles might divert public attention 
from other pressing administration initiatives. 

Attachments 
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Summary Table 1. 	 DRAFT 01..Jun 
Two Baseline Scenarios for Medicare Spending 
(by selected calendar year)· 

1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020 2025 2030 

Medicare Spending as a Percent of GDP 

.No Slowdown In Growth of Medicare Spending 2 2 2 3 3 4 ... 6 7 B 
Trustees. !ntermedims· 2 2 2 3 3 4 4 5 6 6 

.Medicare Spending as a Percent of Payroll \1 

No Slowdown in Growth of Medicare Spending 1 2 3 4 4 5 6 6 8 9 11 14 17 
Trustees Intermediate 1 2 3 4 4 5 6 6 8 9 10 12 13 

Medicare Spending 8S a Percent of the Federal Budget (Discretionary Spending Balances the Budget) \2 

No Slowdown in Growth of Medicare Spending 3 4 6 7 8 11 13 16 19 23 28 33 37 
Trustees Intermediate 3 4 6 7 8 11 13 16 19 22 25 28 30 

Medicare Spending as a Percent of the Federal Budget (Revenues Balance the Budget) \3 

No Slowdown in Growth of Medicare Spending 3 4 6 7 8 11 13 16 19 22 26 30 33 
Trustees Intermediate 3 4 6 7 8 11 13 16 19 22 24 26 28 

Medicare Spending In Trillions of Dollars 

No Slowdown in Growth of Medicare Spending 0.007 0.015 0.036 0.070 0.108 0.180 0.247 0.363 0.537 0.817 1.258 1.949. 2.972 
Trustees Intermediate 0.007 0.015 0.036 0.070 0.108 0.180 0.247 0.363 0.536 0.801 1.148 1.611 2.212 

Average Annual Growth In Spending from Previous Year Shown 

No Slowdown in Growth of Medicare Spending 16.7 18.1 14.5 9.0 10.8 6.5 8.0 8.2 8.7 9.0 9.2 8.8 
Trustees Intermediate 16.7 18.1 14.5 9.0 10.8 6.5 8.0 8.1 . 8.4 7.5 7.0 6.6 

Average Annual Growth In Spending Above the Impact of Demographics (from Previous Year Shown) 

No Slowdown in Growth of Medicare Spending 8.2 14.7 11.8 6.8 8.5 4.8 6.4 6.4 6.4 6.4 6.4 6.4 
Trustees Intermediate 8.2 14.7 11.8 6.8 8.5 4.8 6.4 6.3 6.0 4.9 4.3 4.2 

Source: Medicare Commission Staff. 

Notes: Trustees Intermediate scenario based on Congressional Budget Office (January 1998), using Trustees'lntermediate (1997) assumptions. 

No Slowdown scenario created as an illustration by Commission staft. It assumes a constant rate of growth in Medicare 


spending above the impact of demographics. That rate of growth Is roughly consistent with Medicare's spending performance over the last decade. 


1. Total Medicare spending as a percent of wage and salary disbursements. Under current law, Part A of Medicare is funded by a 2.9 percent payroll tax. 

By 2003, when the transfer of much of Medicare's spending for home-:health services from Part A to Part B Is complete, Part A will account for roughly half 

of Medicare spending. 


2. Assumes a roughly balanced federal budget. 	Discretioriary_~m~Jlt1lngJ(02en•.2009=2030.!1!'lder-No.S!cwdown·sccnario;­
discretionar~rspendiiig grows-by 1 pereent a year less than Inflatlon alter 2008 under Trustees Intermediate scenario. 

3. Assumes a roughly balanced federal budget. Revenue increase of 1 percent of GOP in 2010 and an additional 2 percent in 2025 under No Siowdowr'! scenario; 
revenue increase of 1 percent of GDP In 2010 under Trustees Intermediate scenario. 
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DEPARTMENT OF THE TREASURY 

• 
WASHINGTON 

January 8. 1999 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 

FROM: Mark McClellan /NfY 

Deputy Assistant Secretary 


for Economic Policy 


SUBJECT: Options for Dedicating Part ofthe Surplus to Medicare ­

The attached memo reviews two options for dedicating part ofthe surplus to Medicare in our 
Social Security refonn proposal. We endorse the basic proposal, but including Medicare in~he 
Social Security debate raises some complex policy and political issues that have not been m~lch 
discussed. For this reason we prefer Option 2, which seeks to put some bounds on the Medi9are 
debate from the time we raise it. We have reviewed our concerns with Chris Jennings, who ~oes 
not necessarily agree with all ofour conclusions but does agree the issues merit a Principals' 
review. 

Recommendation 

That we send the attached memo to Gene Sperling. either fonnally or infonnally, and that yciu. 
encourage some Principals-level discussion of the "Medicare strategy" in Social Security refbnn. 

Agree- _..,--__ Disagree Let's Discuss 

_Attachrrlent 
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Dedicating Part of the Budget Surplus to Medicare 

This memo describes two options for presenting the Medicare piece of the Social Se~ty r¢form 
packagc~: the current version of the proposal, which signals Administration commitment to 
Medicare reform but not to any particular reforms (Option 1); and an alternative version, th(it 
seeks to focus the Medicare debate in this session ofCongress on relatively uncontroversial, 
shQrt-te:rm reforms (Option 2). 

As you know, recent Social Security reform proposals would dedicate a portion of the expe~ted 
unified surpluses through 2020 to the Medicare Part A Trust Fund (which mainly finances . 
hospital benefits in Medicare). Based on the most recent OMB budget forecasts, allocating: 18%. 
of the surplus will extend Part A Trust Fund solvency from 2008 to. around 2020. 

Pros: Unexpected and significant initiative to protect Medicare, and to preserve a substanti:al 
part of the surplus from tax cuts. 

Cons: (1) Open to criticism of"double-counting." (2) Could also be criticized as a relatively 
small step toward solving the enormous long-term Medicare financing problem. Because t\1e rest 
of the unified surplus would be allocated to other purposes, it might even make it more diff,jcult 
to implement reforms in the future to make the program solvent through the Baby Boom. (3) 
Claims ofsolvency through 2020 may be difficult to sustain, because the budget forecasts 
assume that the Medicare spending growth rate will slow·toward the GDP growth rate beginning 
around 2013. 

The cons do not outweigh the benefits of the proposal, but they are likely to create pressure: to 
add details on Medicare reform to the proposal after it is introduced. The two options diff~r in 
how they try to limit and direct this pressure. 

Options 

Option 1: Propose to reserve a portion of the SWIllS, as a step toward achieving long-term, 

Medicilfe reform.-·· . ..-.------. --.--.-.---------­

This approach may pave the way for much Congressional attention to long-term Medicate reform 

this year. It is likely that the Commission's report will recommend the adoption of a "prer(tium 

support" structure with a range of"pro competitive" reforms modeled on developments in flrivate 

insuratice. Senator Breaux, Co-Chair ofthe Medicare Commission, has already signaled his 

intent to introduce legislation based on the Commission's report. It is unlikely that the 

Administration and many Democrats would support this proposal, at least until many diffi(:ult 

issues are addressed. Republican leaders, including Thomas and Archer, are on record as 

opposing the commitment of any additional revenues to Medicare, at least until major refol;ms to 

increaSe efficiency and control costs in the program are adopted. Opposing such proposals for 

long-te:rm reforms would require debating their weaknesses and developing alternatives. -Fo the 


. I 

extent that this legislative debate remains linked to Social Security, it could complicate and bog 
down 1he Social Security reform process. 
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.. 
Option 2: Propose to reserve a portion of the swlus and to adopt reforms now to shore up the 
Medicare program for the next decade.:;' , 

. ;: 
. 	 I 

In addition to dedicating part of the surplus,::the Administration could propose over the next 
month a, credible set ofshort·term reforms to "modernize'~ Medicare •• as a way to see the : 
prograrrl through the next 5 to 10 years and las a positive step toward effective long-tenn re£:>rm. 

, 	 I 

These r(~fonns (such as selective contracting based on cost and quality, and preferred provid,er 
arrangelnents) would consist mostly ofinitiatives included in recent Administration budget, 
proposals, would have minimal budgetary cbst, and would provide HCFA with the authority to 
emulate some of the more successful reeent!innovations in private health insurance. Theya!re 
also rehltively uncontroversial within the Administration,though not completely uncontrovJrrsial. 
Providers have opposed some of them, and ;HCFA has only received legislative authority to; 
adopt many refonns on a local demonstration basis. ' Medicare Commission proposals that could 
be easiLy appended to the current Medicare ~ystem, such as a limited prescription drug bene:fit, 
might be added. Such reforms do not repre~ent a long-term Medicare solution. But they d~ 
provide a credible path toward the very difflcult problem oflong-term Medicare refonn, the'reby 
shifting the Medicare refonn debate in this <;ongress to relatively simpler issues. The 
Administration would not be dragged into debates on major long-term issues such as "preIl1:ium 
support'" Medicare, except to argue that extensive further deliberation and study will be nee!dedto 
assure that such reforms protect beneficiari~s'·from high medical costs or poor access to car€':. In 
the long run, it would be possible to include modernized traditional Medicare as one optionlin a 
premiwn support system. But that issue could be deferred until after 2000, and after Social, 
Security has been fixed. " ,,'., .. 

One risk ofOption 2 is that it might alienat~ Medicare Commissioners, as it suggests a dire!:::tion 
for Medicare refonn on the eve of the Cormpission's report. This concern could beaddress:ed by 
avoiding specificity now (e.g., State ofUnian would urge only that this Congress not delay 

, ,action (In short-tenn refonnswith broad support) and perhaps by meeting with key Commi~sion 
',.__",__	!!!.emb.srs. QptioIl_2.I!1~L~'?~lillylea<iJo ~i!Iorefavorab!f?..C2mmis~~on~.Q!:!: M~y_~I.1th~._._ .".__ , __ 

Commission would favor modernizing and rationalizing the traditional Medicare program i'n the 
short tenn, while aiming! for adoption ofpr~ium support in another decade, giving enoug~l time 
to work: out the major kinks. However, sonie Commission Republicans and staffmembers 
apparently are trying to downplay the fonnhlation of a credible proposal to modernize tradi,tional 
Medicate, beCause premium support would!look better next to the current "antiquated" Me~licare 
prograra. This Administration proposal would likely be supported by Democratic member~ and 
Administration appointees to the Commission, and would give a needed boost to the inclusion of 
a serious proposal to modernize the currentj,program in the report. 


