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Benefit
Redesign

OPTIONS REVIEWED

This section discusses two policy options for
redesigning Medicare’s benefit package:

» Restructure Medicare’s traditional benefit
design with a unified deductible, modified cost
sharing, and a limit on out-of-pocket spending,
possibly in conjunction with policies to

discourage or restrict supplemental coverage

» Provide a new government-administered plan
with a comprehensive benefit package, as
an alternative to traditional Medicare and

Medicare Advantage

Medicare’s benefits were designed by
Congress through a series of statutes

beginning with the original 1965 law. Under
current law, traditional Medicare covers ser-
vices under three separate parts: Part A (hos-
pital and other inpatient services), Part B
(physician, preventive, and other outpatient
services), and Part D (prescription drug cov-
erage provided by private plans).* Traditional
Medicare has separate cost-sharing require-
ments that vary by the type of service, and
there is no limit on annual or lifetime out-of-
pocket spending (Exhibit 4.1).> The traditional
Medicare program provides less generous cov-
erage on average than typical large employer
health plans—including the most common
plan offered under the Federal Employees
Health Benefits Program (FEHBP)—largely due
to Medicare’s relatively high Part A deduct-
ible, the lack of a spending limit for Part A and
Part B services, and less generous drug cover-
age (Kaiser Family Foundation 2012a).

Most people with Medicare also have some type of sup-
plemental insurance to help cover Medicare’s cost-shar-
ing requirements. In 2009, nearly a quarter of beneficia-
ries (24%) purchased a Medigap policy to supplement
traditional Medicare and more than one-third (35%) had
an employer-sponsored supplemental plan (these num-
bers include the 5 percent of beneficiaries who have
both).? Currently, insurers can offer 10 types of Medigap
policies, the most common of which (Plans C and F)
cover most of Medicare’s cost-sharing obligations. The
typical employer-sponsored supplemental plan requires
enrollees to pay some degree of deductible and cost
sharing. Additionally, some low-income beneficiaries
are enrolled in Medicaid and receive help paying Medi-
care’s premiums and/or cost-sharing requirements.
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EXHIBIT 4.1

Medicare Benefits and Cost-Sharing Requirements, 2013

PART A
Premium None for most beneficiaries (up to $441 for some)
Deductible $1,184 per benefit period

Days 1-60: no coinsurance; days 61-90: $296/day;

Lijertifel s | days 91-150: $592/day; days after 150: no coverage

Days 1—20: no coinsurance; days 21—100: $148/day;

Skilled nursing facility days after 100: no coverage

Home health No coinsurance

Hospice No coinsurance

Inpatient psychiatric hospital Same as inpatient hospital stay (up to 190 days in a lifetime)
Out-of-pocket spending limit None

PART B

Premium $104.90/month (higher for those with higher incomes)
Deductible $147

Physician and other medical services (such as

. . 20% coinsurance
ambulatory surgical services)

Clinical laboratory services No coinsurance
Home health care No coinsurance
Outpatient mental health services 35% coinsurance (phasing down to 20% in 2014)

One-time "Welcome to Medicare" physical exam

. No coinsurance
and annual “Wellness” visit

No coinsurance for most services (although 20% coinsurance
Preventive services for some); some limitations based on frequency, type of service,
and patient’s age and medical history

Out-of-pocket spending limit None

PART D

Information below applies to the standard Part D benefit; premiums, benefits, and cost-sharing requirements typically vary
across plans; beneficiaries receiving low-income subsidies pay reduced cost-sharing amounts

$31.17 base beneficiary premium; higher-income enrollees

e required to pay a monthly surcharge
Deductible $325
Initial coverage (up to $2,970 in total drug costs) 25% coinsurance

47.5% coinsurance for brand-name drugs, 79% coinsurance for
generic drugs (phasing down to 25% for both brand and generic
drugs by 2020)

Coverage gap (between $2,970 and $6,955 in total
drug costs)

Catastrophic coverage (above $4,750 in out-of-

.. . ) o)
pocket spending) Minimum of $2.65/generic, $6.60/brand; or 5% coinsurance

NOTE: This table does not include all Medicare-covered benefits or preventive services; for a complete listing, see www.medicare.gov.
SOURCE: CMS, www.medicare.gov, Medicare & You 2013, Your Guide to Medicare’s Preventive Services.
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Medicare’s traditional benefit design could be restruc-
tured in ways that could achieve savings, modernize
and simplify the benefit design, and provide a new limit
on beneficiaries’ out-of-pocket spending. Proposals to
restructure Medicare’s benefit design would simplify the
program’s cost-sharing requirements, provide greater
protection against very high out-of-pocket spending, and
reduce the need for supplemental insurance. For exam-
ple, one proposal would combine the Part A and Part B
deductibles, establish a uniform coinsurance rate for
most Medicare-covered services, and create an out-of-
pocket spending limit. Some, but not all, of the propos-
als to restructure Medicare’s benefit design also seek
to reduce Federal spending. Achieving savings without
increasing cost sharing for the average beneficiary may
be difficult without incorporating other reforms.

Policy Options

Restructure Medicare’s benefit design with a
unified deductible, modified cost sharing, and
a limit on out-of-pocket spending, possibly

in conjunction with policies to discourage or
restrict supplemental coverage

There are many ways in which Medicare’s cost shar-
ing could be modified; this section discusses three
approaches:

» Option 4.1a: Establish a combined deductible, uni-
form coinsurance rate, and a limit on out-of-pocket
spending.

» Option 4.1b: Establish a combined deductible, uni-
form coinsurance rate, and a limit on out-of-pocket
spending, along with Medigap reforms.

» Option 4.1c: Establish a combined deductible,
varying copayments, and a limit on out-of-pocket
spending in a way that will not change aggregate
beneficiary liabilities, along with a surcharge on
supplemental plans.

These options would produce Federal savings directly
by shifting costs to beneficiaries and third-party payers

and indirectly by creating financial incentives to reduce
utilization of services. Although not discussed here,

THE HENRY J. KAISER FAMILY FOUNDATION

benefit-restructuring proposals could be modified (e.g.,
with lower combined deductibles or reduced coinsurance
requirements for certain services) to minimize costs for
beneficiaries. Doing so would likely mean lower Federal
savings. Similarly, some or all of the savings could be
used to provide additional premium and cost-sharing
assistance to low-income or otherwise vulnerable ben-
eficiaries. The new benefit design could also include an
income-related out-of-pocket spending limit, with greater
protections for lower-income beneficiaries, although
implementing this option (e.g., identifying beneficiaries’
incomes) could be administratively complex.

Arestructured benefit design also could be implemented
in conjunction with other reforms that are intended to
modernize the benefits provided by the program (see
Section Five, Coverage Policy). For instance, such a
policy might include preferred provider networks with
tiered cost sharing to encourage beneficiaries to seek
higher-value providers, requirements that beneficiaries
pay more for certain services with less-costly but func-
tionally-equivalent alternatives, or other reforms. To the
extent that these reforms produce efficiencies, savings
could be increased or beneficiary cost-sharing obliga-
tions could be reduced.

OPTION 4.1a

Establish a combined deductible, uniform
coinsurance rate, and a limit on out-of-pocket
spending

In a 2011 report, the Congressional Budget Office (CBO)
evaluated a restructured benefit design that would include
the following:

1. A S550 combined deductible for Part A and Part B
services. This is higher than the current Part B
deductible ($147 in 2013) but lower than the cur-
rent Part A deductible ($1,184 per benefit period
in 2013).

2. A uniform 20 percent coinsurance rate. Beneficia-
ries are required to pay a 20 percent coinsurance
for most Part B services. This option would replace
copayments for inpatient and skilled nursing facil-
ity (SNF) stays, and introduce new cost sharing
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for clinical lab services, home health services,
the first 60 days of a hospital stay, and the first
20 days of a SNF stay.*

3. A new annual out-of-pocket spending limit of
$5,500, after which Medicare would cover all of a
beneficiary’s annual medical expenses.

The National Commission on Fiscal Responsibility and
Reform (the Simpson-Bowles commission) recom-
mended a similar approach. None of the proposals put
forward to date have included Part D in the restructured

benefit design.

BUDGET EFFECTS

CBO estimated that if this option were implemented in
2013, savings would be $32 billion over 10 years (2012-
2021) (CBO 2011).

DISCUSSION

This option would achieve Federal savings and increase
aggregate spending for beneficiaries and third-party
payers. Some beneficiaries would have lower costs
(e.g., beneficiaries with very high costs who would ben-
efit from the limit on out-of-pocket spending), but most
people with Medicare would pay more (Exhibit 4.2). Out-

of-pocket costs would increase for those beneficiaries
who use fewer services, primarily because of the higher
deductible for those who only use Part B services.

The impact of these benefit design changes also would
be affected by beneficiaries’ supplemental coverage
(Medigap, retiree coverage, Medicaid, or none). Benefi-
ciaries with supplemental coverage could be insulated
from higher cost-sharing requirements if their plans
covered all or some of the new costs, but would likely
face higher premiums if Medigap insurers and employ-
ers raised premiums in response to higher costs covered
by their plans. Beneficiaries without supplemental cov-
erage—roughly 4.1 million beneficiaries in 2013—would
be exposed to large changes in out-of-pocket spending,
with about two-fifths (42 percent) spending at least $250

more in 2013 (Kaiser Family Foundation 2011c).

This option likely would reduce the demand for care by
making some beneficiaries responsible for a greater
share of their health expenses. However, studies have
shown that people forgo both unnecessary and neces-
sary care in response to higher cost sharing. Beneficiaries
who forgo needed care may require new services—such
as hospitalizations—over the long term (Swartz 2010).

EXHIBIT 4.2

Distribution of Traditional Medicare Beneficiaries, by Change in Expected Out-of-Pocket
Spending Under an Alternative Medicare Benefit Design, 2013

Alternative benefit design = $550 deductible, 20% coinsurance for all services, $5,500 cost-sharing limit

Spending
reduction

Spending
increase
71%

Total Traditional Medicare Beneficiaries, 2013 = 40.8 million

NOTES: Out-of-pocket costs includes premiums and cost-sharing requirements. No/nominal change group includes beneficiaries with

changes in spending no more than +$25.

SOURCE: Actuarial Research Corporation analysis for the Kaiser Family Foundation, 2011.
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129.4500:) § WK

Distribution of Traditional Medicare Beneficiaries, by Change in Expected Out-of-Pocket Spending
Under an Alternative Medicare Benefit Design with Medigap Coverage Restrictions, 2013

Alternative benefit design, with additional Medigap restrictions:
Plans cannot cover first $550 in Medicare A/B costs, and cannot cover more than 50% of cost sharing up to new limit

Spending
reduction
24%

Spending
increase
50%

Total Traditional Medicare Beneficiaries, 2013 = 40.8 million

NOTES: Out-of-pocket costs includes premiums and cost-sharing requirements. No/nominal change group includes beneficiaries

with changes in spending no more than +$25.

SOURCE: Actuarial Research Corporation analysis for the Kaiser Family Foundation, 2011.

OPTION 4.1b

Establish a combined deductible, uniform
coinsurance rate, and a limit on out-of-pocket
spending, along with Medigap reforms

Some have proposed combining a restructured benefit
design with policies to restrict or place a surcharge on
supplemental coverage in order to achieve greater Medi-
care savings. CBO has evaluated a policy that combines
(1) a new benefit design with a $550 combined deduct-
ible, a uniform 20 percent coinsurance, and a $5,500
spending limit (as in Option 4.1a above) with (2) Medigap
coverage restrictions that eliminate Medigap coverage of
the first $550 and limit coverage to 50 percent of the next
$4,950 (see Section One, Beneficiary Cost Sharing). The
Simpson-Bowles commission included a similar com-
bination of changes in its recommendations (National
Commission on Fiscal Responsibility and Reform 2010).°

BUDGET EFFECTS

CBO estimated that combining the restructured benefit
design with restrictions on first-dollar Medigap cover-
age as described would save $93 billion over 10 years
(2012-2021), if implemented in 2013 (CBO 2011).
Greater savings are expected under this option relative

to Option 4.1a as a result of expected reductions in uti-
lization when beneficiaries with Medigap are faced with
higher out-of-pocket cost sharing.

DISCUSSION

As discussed under Option 4.1a, a restructured benefit
design by itself would likely reduce out-of-pocket spend-
ing for a group of beneficiaries who otherwise would
incur relatively high out-of-pocket costs in the absence
of a limit on out-of-pocket spending, while increasing
spendingforalargernumberofbeneficiarieswho use rel-
atively few services. Adding restrictions on Medigap pol-
icies likely would decrease Medigap premiums (because
plans would cover fewer expenses) and Part B premiums
(due to the expectation that beneficiaries would use less
care when facing cost-sharing requirements directly). As
aresult, about half of all beneficiaries would be expected
to pay more under this combined option, compared with
71 percent paying more under Option 4.1a (Kaiser Family
Foundation 2011¢) (Exhibit 4.3).

However, restricting Medigap coverage also would
require enrollees to pay a greater share of their medi-
cal expenses on their own. For some enrollees with high
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levels of utilization, including a relatively large share
of those with one or more hospitalizations, the higher
cost-sharing obligations would more than offset any
reductions in premiums. The prohibition of first-dollar
Medigap coverage also would expose enrollees to more
uncertainty about their future medical expenses, which
could be a drawback for all policyholders, even those

who would save money in the short-term.

There is some debate about supplemental plans’ impact
on beneficiaries’ use of care and, in turn, on Medicare
expenses (MedPAC 2012). If having Medigap coverage
has a smaller impact on utilization than some assume,
savings to Medicare from Medigap restrictions could be
smaller than projected.

OPTION 4.1c

Establish a combined deductible, varying
copayments, and a limit on out-of-pocket
spending in a way that will not change aggregate
beneficiary liabilities, along with a surcharge on
supplemental plans

The Medicare Payment Advisory Commission (MedPAC)
has recommended that Congress develop a new Medi-
care benefit design with an annual limit on out-of-pocket
spending that differs in several ways from the options
described above (MedPAC 2012). MedPAC suggested
that the new benefit design should not affect aggregate
beneficiary cost-sharing liability, whereas Options 4.1a
and 4.1b do not have this restriction. MedPAC also rec-
ommended establishing copayments that vary by the
type of service or provider, rather than a uniform coin-
surance rate, noting that copayments are easier for ben-
eficiaries to understand. Instead of restricting Medigap
coverage, MedPAC recommended placing a surcharge on
all supplemental plans, including employer-sponsored
retiree plans. Finally, MedPAC was open to either a com-
bined or separate Part A and Part B deductible.

As an example, MedPAC evaluated a benefit design that
would include: a $5,000 out-of-pocket spending limit, a
$500 combined Part A and Part B deductible, and copay-
ments for inpatient hospital stays ($750 per admission),
skilled nursing facility stays ($80 per day), home health

care ($150 perepisode), primary care ($20 pervisit), spe-
cialty care ($40 pervisit), and other cost-sharing require-
ments varying by service type. The illustrative design
also included a 20 percent surcharge on supplemental
plan premiums, which would apply to both Medigap and
retiree health plan premiums.

BUDGET EFFECTS

MedPAC estimated that this illustrative benefit design
would have reduced 2009 Medicare spending by
0.5 percent (approximately $2.5 billion, based on 2009
total outlays) if supplemental plan enrollees maintained
their coverage despite the 20 percent surcharge (Med-
PAC 2012).° MedPAC estimated greater Medicare savings
if some or all supplemental plan enrollees dropped their

coverage in response to the surcharge.

DISCUSSION

According to MedPAC, more beneficiaries would see
their out-of-pocket spending increase by at least $250
than would see their spending decrease by that amount
under the new benefit design (separate from the supple-
mental surcharge), although most beneficiaries would
see changes in spending of less than $250. Beneficiaries
who use few Part B services, who are not hospitalized
during the year, and who have supplemental coverage
would be more likely than others to see annual out-of-
pocket spending increases of $250 or more. People with
Medicare who have higher than average health care
expenses and do not have supplemental coverage would
be more likely than others to see annual out-of-pocket
savings of at least $250.

The impact of adding a supplemental plan premium sur-
charge would depend on the number of people who drop
their supplemental coverage in response to the new sur-
charge. If all beneficiaries with employer/Medigap cover-
age elected to pay the surcharge and maintain their cover-
age, Medicare would achieve savings from the surcharge
while enrollees incurred higher costs. If everyone dropped

their coverage, enrollees would be required to pay more

POLICY OPTIONS TO SUSTAIN MEDICARE FOR THE FUTURE



cost sharing out of their own pockets but would also no
longer need to pay plan premiums. Taken together, this
would tend to reduce spending for supplemental plan
enrollees who have low levels of utilization in a given year
(because reductions in premiums would more than offset
anyincrease in cost sharing), but could increase spending
for supplemental plan enrollees who use many services
(because new out-of-pocket costs could outweigh the
premium reductions). Under both scenarios, net Part B
expenses would likely decline (either due to income from
the surcharge or expected reductions in care if beneficia-
ries drop supplemental coverage and pay cost sharing on
their own), and Part B premiums would decrease for all
beneficiaries as a result.

There is some debate as to whether the supplemental
plan surcharge should apply to employer-sponsored
plans. Some support doing so in order for the surcharge
toapplytoall supplemental policies ratherthan Medigap
policies only. Also, employer coverage tends to be more
common among beneficiaries with comparatively higher
incomes who more likely could afford the surcharge. Oth-
ers argue that retiree plans should be excluded, given
that employees may have sacrificed additional earn-
ings during their working years in exchange for retiree
benefits, and because the typical retiree plan does not
have first-dollar coverage. Some might prefer to restrict
the surcharge on Medigap policies to Plans C and F, but
exempt other policy types that do not offer first-dollar
coverage (see Section One, Beneficiary Cost Sharing).

Provide a new government-administered plan
with a comprehensive benefit package, as an
alternative to traditional Medicare and Medicare
Advantage

In 2005, several experts proposed a new, alternative
Medicare option that would include a more comprehen-
sive benefit package as a way of improving the benefit
design for beneficiaries and potentially achieving pro-
gram savings (Davis et al. 2005). It would merge Part A
and Part B coverage into a single benefit package along

THE HENRY J. KAISER FAMILY FOUNDATION

with Part D drug coverage. This approach would pro-
vide coverage on top of the standard package, which
could mitigate the need for supplemental insurance.
For instance, the comprehensive package might have
lower deductibles and cost sharing and could include
an annual limit on beneficiary out-of-pocket liabilities
for covered inpatient and outpatient services. Enroll-
ees would cover the cost of any new benefits through
an additional monthly premium, although lower-income
enrollees could receive government assistance for cover-

age under this option.

A more recent version of this approach also would incor-
porate incentives for beneficiaries to seek care from
“high-value” providers and care systems, in addition
to the reforms discussed above (Commonwealth Fund
2013). For example, the more recent plan would lower
cost-sharing requirements for enrollees who register
with a primary care practice or medical home, and (even-
tually) for enrollees who obtain care from accountable
care networks (such as accountable care organizations,
or ACOs). Alternatively, the plan could encourage ben-
eficiaries to seek higher-value providers by establishing
a preferred provider network with tiered cost-sharing
requirements. The plan also could incorporate coverage
and payment innovations intended to improve the value
of care, such as by adopting “least costly alternative”
approaches or relying on new value-based payment sys-
tems, among other changes (see Section Four, Delivery
System Reform and Section Five, Coverage Policy). As
proposed by The Commonwealth Fund, new Medicare
beneficiaries automatically would be enrolled in the new
plan, unless they opt for traditional Medicare or Medi-
care Advantage. As in the earlier version of this option,
beneficiaries who enrollin this new plan would pay a pre-
mium set at a level that would offset any changes in Fed-
eral spending associated with the new plan. Finally, the
more recent version of this option also includes Medigap
restrictions, by which Medigap policies are prohibited
from covering the first $250 of beneficiary cost-sharing
requirements and are required to maintain copayments

for physician ($20) and emergency room ($50) visits.”
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BUDGET EFFECTS

No cost estimate is available for this option. This option
is designed to be budget neutral for the Federal gov-
ernment by requiring enrollees to cover any new costs
through the premium.

DISCUSSION

This option would offer comprehensive coverage through
a single Medicare plan, which could be simpler for ben-
eficiaries than receiving care through some combination
of traditional Medicare (Part A and Part B), Part D, and
a supplemental plan. Combining multiple programs into
one could also make it easier for Medicare to implement
care coordination innovations and would reduce the
cost of coordinating between coverage types. Such an
approach might be a less expensive choice for benefi-
ciaries than Medigap for obtaining supplemental cover-
age, since the government-administered plan would be
expected to have lower administrative expenses and
could include reforms intended to encourage higher-
value care. Beneficiaries also could see savings on pre-
scription drugs if Medicare were able to leverage lower
prescription drug prices than are currently obtained by
private Part D plans.

By allowing beneficiaries to purchase a comprehensive
and expanded benefit package, this approach could
enable traditional Medicare to better compete with pri-
vate Medicare Advantage plans, given that Medicare
Advantage plans today typically provide benefits cov-
ered under Parts A, B, and D in a single plan, have a limit
on out-of-pocket spending, and often provide extra ben-
efits and care management. This approach also would
allow Medicare to introduce coverage, payment, and
cost-sharing reforms in a more limited way before apply-
ing them to all of traditional Medicare (if at all).

The appeal of this type of government-administered plan
to beneficiaries would depend in part on the cost of the
expanded coverage compared with the cost and gener-

osity of existing coverage options. This new plan could
reduce demand for supplemental coverage; however,
it also could attract a disproportionate share of sicker
and more expensive enrollees. If so, premiums would be
expected to rise and enrollment to decline, which could
diminish the prospect of Medicare savings and threaten
the plan’s stability over the longer term. This plan also
could have difficulty building enrollment if beneficiaries
with other forms of supplemental coverage were unwill-
ing to reconsider their plan choices. Automatic enroll-
ment of new beneficiaries (with the ability to opt-out)
could, to some extent, address these concerns about
enrollment and selection, as could new restrictions on
Medigap coverage. Other policy changes also might be
needed to ensure the viability of the new program.?

One concern about a new government-administered plan
is that adding another coverage option to the existing
set of Medicare options could be a source of confusion
for beneficiaries.” Another concern is that, while this
option could allow traditional Medicare to better com-
pete with Medicare Advantage plans by offering lower
cost-sharing requirements or by including care man-
agement, it could also be the case that Medicare would
have an “unfair” competitive advantage. For example, a
government-administered plan could set lower provider
payment rates than many private insurers, could have
lower administrative expenses, and could have a mar-
keting advantage. While some might view these factors
as explicit benefits of the new plan option, others might
view them as tilting the marketplace towards the govern-
ment-administered plan and away from Medicare Advan-
tage plans. Finally, determining the premium could be
an administrative challenge, given that Medigap and
Medicare Advantage plan premiums vary geographically
and Medigap premiums are often age-rated, while pre-
miums for the traditional Medicare program (both stan-
dard and income-related Part B premiums) are uniform

nationwide.
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Endnotes

* Medicare Part C, also known as Medicare Advantage, is a voluntary
program through which Medicare contracts with private health plans
to deliver all Part A and B benefits; some MA plans also provide
Part D benefits.

% In contrast to traditional Medicare, all Medicare Advantage plans are
required to provide an out-of-pocket spending limit on Medicare-
covered services. The 2013 spending limit is not to exceed $6,700.
Part D also provides a catastrophic spending limit, after which
enrollees generally pay only 5 percent of drug costs.

3 Estimates from Kaiser Family Foundation analysis of the Centers for
Medicare & Medicaid Services Medicare Current Beneficiary Survey
2009 Cost and Use file.

“This discussion assumes that preventive and hospice services
would continue to be exempt from cost sharing.

*> Unlike the option modeled by CBO, the Simpson-Bowles commis-
sion included a 5 percent coinsurance after $5,500 in out-of-pocket
spending, up to a spending limit of $7,500.

¢ The dollar savings estimate is derived by applying 0.5 percent to
total Medicare outlays in 2009 of $499 billion (CBO 2010).

7 This option also would putin place requirements for shared decision
making, with financial penalties for specialists who fail to engage
beneficiaries in discussions about available treatment options.

® For instance, requiring Medigap policies to charge the same pre-
mium regardless of age (also known as “community-rating”) would
make it more difficult for Medigap plans to draw younger beneficia-
ries away from this option. A risk adjustment procedure would have
a similar result by shifting resources away from plans serving rela-
tively low-risk populations to those insuring high-risk populations.
This type of plan could also charge a late enrollment penalty in order
to encourage beneficiaries to enroll when they are first eligible.

° Currently, beneficiaries can choose from among traditional Medi-
care, Medicare Advantage plans (with an average of 20 plans per
market in 2013), and Part D plans (with an average of 31 plans per
region in 2013) (Kaiser Family Foundation 2012b; Kaiser Family
Foundation 2012c).
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Premium
Support

OPTIONS REVIEWED

This section reviews key policy decisions
related to premium support proposals and dis-
cusses three options for setting Federal contri-

butions:

» Set Federal contributions per beneficiary at

Y

%

<

<

the lesser of the second lowest private plan
bid in a given area or average spending per

capita under traditional Medicare in the area

Set Federal contributions per beneficiary at
the average plan bid in a given area (including
traditional Medicare as a plan), weighted by

enrollment

Set Federal base year payments equal to
average traditional Medicare per capita
costs and limit the growth per person to an
economic index, such as the consumer price
index (CPI)

ne approach to Medicare reform that has
O garnered a fairamount of attention would
transform Medicare from a program that offers
a defined set of benefits to one that offers
a defined Federal government contribution
toward the purchase of health insurance. First
proposed for Medicare in the early 1980s, this
approach has been proposed in a variety of
forms with various labels, including “defined

”» [

contribution,” “premium support,” “defined
support” and “vouchers.” Typically, propos-
als of this nature provide a fixed Federal pay-
ment per enrollee and give beneficiaries the
opportunity to choose among plans based on
their own preferences for premiums, benefits,
and other plan attributes. Proponents say this
approach would promote greater competition
among insurance plans and produce stron-
ger incentives to reduce Medicare spending.
Critics argue it would shift costs to Medicare
beneficiaries and erode their entitlement to a

defined set of guaranteed benefits.

Background

Under the current Medicare program, beneficiaries
legally are entitled to a defined set of benefits and can
choose to receive those benefits under traditional Medi-
care or through a private Medicare Advantage plan. In
2012, 27 percent of Medicare beneficiaries enrolled in a
Medicare Advantage plan, with the remaining 73 percent
of beneficiaries enrolled in the traditional Medicare pro-
gram. Traditional Medicare pays providers directly using
a variety of payment methods. In contrast, Medicare
Advantage plans receive a capitated, per beneficiary
amount for providing Part A and Part B benefits, based
on benchmark amounts varying by county. The plans
in turn pay providers and are not obligated to use tra-
ditional Medicare payment methods or levels. If Medi-
care benchmarks exceed the bids submitted by plans
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to provide Medicare benefits, plans receive a portion of
the difference, which they are required to use to provide
additional benefits to enrollees. (For a more complete
discussion, see Section Two, Medicare Advantage.)

In recent years, the idea of transforming Medicare into
some form of premium support system has received
greater attention as part of broader efforts to slow the
growth in Medicare spending and reduce the Federal
deficit. For example, in 1999, some members of the
National Bipartisan Commission on the Future of Medi-
care advanced a premium support proposal. Ultimately,
the Commission was unable to agree on a plan but some
members—Senators John Breaux (D-LA) and Bill Frist
(R-TN) and Rep. Bill Thomas (R-CA)—introduced a pre-
mium support bill in Congress.

More recently, premium support proposals have been
put forward by Rep. Paul Ryan (R-WI), Chairman of the
House Budget Committee. The Bipartisan Policy Cen-
ter Debt Reduction Task Force—co-chaired by former
Senator Pete Domenici (R-NM) and former U.S. bud-
get director Alice Rivlin—proposed a different model.
The National Commission on Fiscal Responsibility and
Reform (Simpson-Bowles commission) recommended a
target for total Federal health spending, and mentioned
premium support as an option to consider if costs grew
faster than the target.

Under premium support, rather than being entitled
to a defined set of benefits, all beneficiaries would be
entitled to a defined contribution that would be used
to cover the cost of either a private plan or traditional
Medicare. Proponents say that under this system, mar-
ket competition would constrain Medicare spending by
giving plans incentives to restrain costs and giving ben-
eficiaries incentives to choose lower cost plans. Critics
say a premium support system would erode current
law protections, shifting cost and risk from the Federal
government to elderly and disabled beneficiaries. They
also question whether a premium support system would
achieve savings unless it is paired with strict limits on
Federal spending. There also is debate over the extent
to which the government can or should regulate private

plans in a premium support system, whether competi-
tion would result in lower cost plans, and the role of tra-
ditional Medicare under a premium support system.

A shift from the current program to a system of premium
support would entail a number of policy choices, each of
which could have significant implications for the cover-
age provided to beneficiaries, and for program spending.

Key Policy Issues for Premium
Support Proposals

Among the policy issues are:

» Benefits. Premium support proposals vary in the
extent to which they specify the required benefits.
Some would give broad discretion to plans within
fiscal constraints, subject to approval by govern-
ment. Others would require plans to provide ben-
efits that are at least actuarially equivalent—but not
necessarily identical—to benefits currently covered
under Parts A and B of Medicare. A third approach
would build on the Medicare Advantage model,
requiring plans to cover Part A and Part B benefits,
with cost-sharing that is actuarially equivalent (with
some constraints for specific services). If plans are
permitted to provide benefits that are actuarially
equivalent to the defined Medicare benefit pack-
age, without constraints, there is some concern that
plans might impose higher cost sharing or not cover
services used mainly by sicker, higher-risk individu-
als, which could discourage enrollment and raise
costs for beneficiaries who use these services.

%

¥

Role of traditional Medicare. Some premium sup-
port proposals would phase out the traditional
Medicare program while others would maintain the
traditional program in some manner as one of the
plans beneficiaries could consider. The traditional
Medicare program could be included in premium
support in different ways. For instance, it could be
retained itin its current form with a uniform national
premium, or it could be administered as a set of
local plans throughout the country that would bid
to compete with private plans in each area. A tradi-
tional Medicare plan could also have independent
management to give it greater flexibility to com-
pete with private plans in local markets (Antos et
al 2012). In all cases, a key distinction from current
policy is that if traditional Medicare is retained as
a bidding plan and if the traditional Medicare bid
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is higher than the bids of private plans, beneficia-
ries would pay a higher premium to remain in tradi-
tional Medicare. Restructuring traditional Medicare
into a set of local plans on par with private plans
could make it more difficult for traditional Medicare
to leverage lower prices and could raise concerns
about the explicit lack of uniformity and consis-
tency in the program.

Caps on the growth in Medicare spending per ben-
eficiary. Some premium support proposals include
a strict limit on the growth in payments per benefi-
ciary to ensure constraints on Medicare spending.
The extent to which a cap achieves savings will
depend on whether it is applied to the growth in
aggregate Medicare spending or Medicare spend-
ing per beneficiary, the index used to constrain
spending growth (e.g., the Consumer Price Index
(CPI), gross domestic product (GDP) plus 1%),
and the relationship between the target growth
rate and the expected growth in Medicare spend-
ing. Another question is how a cap on Medicare
spending growth would be enforced and the extent
to which beneficiary premiums and/or additional
assistance for low-income beneficiaries would be
affected if the cap were breached. Some have pro-
posed a “softer” cap on spending that would trig-
ger action by Congress or other officials, although
itis not clear how such a cap would be enforced or
if it would produce scoreable savings. (For a more
complete discussion of options to cap Medicare
spending, see Section Five, Spending Caps.)

Subsidies for low-income beneficiaries. Premium
support proposals often include additional subsi-
dies for low-income beneficiaries. Key questions
include who would be eligible for such assistance;
the nature of the assistance they would receive
(premiums and/or cost sharing subsidies); the
interaction with the Medicaid program for people
who are dually eligible for Medicare and Medicaid;
and the choice of health plans for low-income ben-
eficiaries. One approach would establish medical
savings accounts for low-income beneficiaries,
with the government contributing a set amount
into a beneficiary’s account that could be used to
cover out-of-pocket health expenses, including
plan cost-sharing requirements. Another would be
to have Medicare or Medicaid cover all premiums
or cost sharing for certain services. Strategies for
providing additional support to low-income ben-
eficiaries have important implications for Federal
spending (Medicare and Medicaid), State expen-
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ditures (Medicaid), and low-income beneficiaries’
out-of-pocket spending, plan choices, and access
to providers.

Risk adjustment. Most premium support propos-
als would “risk adjust” payments to account for
beneficiaries’ predicted spending based on their
relative health risk, including age, race, diagnoses
based on the prior year of medical claims, as well
as disabilities, institutional status, and Medicaid
status. With perfect risk adjustment, plans would
not be penalized for enrolling sicker than average
beneficiaries, or financially rewarded for enrolling
healthier than average enrollees. While risk adjust-
ment methods are improving, they are not perfect;
recent studies demonstrate that Medicare Advan-
tage plans continue to receive favorable selec-
tion despite the long-term use of a risk adjuster
(Brown et al. 2011; MedPAC 2012). In the absence
of a sufficiently robust risk adjustment system,
plans, including traditional Medicare, that attract
sicker, high-cost beneficiaries could experience
an increase in premiums due to adverse selection,
and could ultimately become unsustainable.

Marketplace regulation. The extent to which the
marketplace is regulated would have important
implications for beneficiaries (for a discussion of
options to establish an oversight structure, see Sec-
tion Five, Governance and Management). Premium
support proposals vary in the extent and means by
which the marketplace would be regulated. Most
premium support proposals would require plans to
accept any beneficiary who applied without regard
to age or health status, prevent plans from charging
higher premiums to sicker beneficiaries, and limit
the extent to which premiums could vary by age (if
at all). Some envision a more structured oversight
authority—like the Centers for Medicare & Medicaid
Services (CMS) or the Office of Personnel Manage-
ment (OPM)—to set requirements for benefits, mar-
keting practices and other consumer protections,
while others prefer allowing plans greater flexibility
in benefit design, marketing, and other activities.

Special Medicare payment supports. Medicare’s
support for indirect medical education (IME) and
graduate medical education (GME), as well as dis-
proportionate share hospitals (DSH) and special
adjusters for providers in rural communities is
another important consideration for premium sup-
port proposals. Under current law, Medicare plays
a key role in funding IME, GME and DSH as well as
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rural provider support and it is not clear how such
costs would be financed if Medicare is converted
to a premium support system. If these costs are
included in the calculation of traditional Medicare
spending (as a plan bid), then traditional Medicare
would be incurring costs that are not covered by pri-
vate plans, putting traditional Medicare at a finan-
cial disadvantage. If the costs of IME, GME, DSH,
and rural supplements are excluded from the costs
of traditional Medicare, then it raises the questions
of how these costs would be covered and by whom.

Policymakers have also debated the timing of imple-
mentation of a premium support proposal. Some have
suggested establishing a premium support system that
would take effect a decade from now in order to protect
people who are currently in the program or will be eli-
gible within that 10-year window. However, if not imple-
mented prior to 2023, this approach would do little to
address deficit concerns within the traditional 10-year
budget window. An alternative approach is to proceed in
the short term with a demonstration project that would
have private Medicare Advantage plans competitively
bid against each other (traditional Medicare would not
submit a bid) to test and improve the model before
applying it to the entire Medicare population.

Policy Options

Setting Federal Contributions to Plans
Under Premium Support

The methodology for determining the amount paid by
the Federal government per Medicare beneficiary is a
critical variable for understanding the expected effects
on outlays, beneficiaries’ out-of-pocket spending, tradi-
tional Medicare, and private health plans. Following are
three methodologies that have been discussed in recent
policy proposals.

Set Federal contributions per beneficiary at the

lesser of the second lowest private plan bid in a
given area or average spending per capita under
traditional Medicare in the area

Under this approach, plans would bid to compete in
local areas, such as counties, as is the case today with
Medicare Advantage. Each year, the Federal government
would pay plans an amount (known as “the benchmark”)
that would be no higher than the second lowest private
plan bid in a given area, or average traditional Medicare
costs in that area. Beneficiaries who chose a plan with
a bid above the Federal contribution would pay a higher
premium, and those who chose a plan with a bid below
the benchmark would pay less.

BUDGET EFFECTS

No cost estimate is available for this option. Medicare
savings would vary based on some of the decisions cited
above. A model advanced by Rep. Ryan, for example,
would place a limit on Medicare spending equal to the rise
ofthe gross domestic product plus 0.5 percent (GDP+0.5%)
beginning after 2023. The Congressional Budget Office
(CBO) estimated Rep. Ryan’s proposal would reduce pro-
jected growth in Medicare spending from 7 percent of
GDP to 4.75 percent of GDP in 2050 and reduce Medicare
spending for the average 66-year-old in 2030 from $9,600
ayearto $7,400 (in 2011 dollars) (CBO 2012).

DISCUSSION

The effects of this approach would vary widely across
the country, depending on the relationship between tra-
ditional Medicare costs and plan bids. In areas where
traditional Medicare costs are high relative to plan bids,
beneficiaries would pay more for traditional Medicare
than they would pay under the current system. In areas
where traditional Medicare costs currently are lower
than private plan bids, beneficiaries in traditional Medi-
care would likely not pay higher premiums, but those in
private plans would be expected to pay more unless they
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switched to traditional Medicare. According to a 2012
analysis by the Kaiser Family Foundation, about half of
all beneficiaries enrolled in the traditional Medicare pro-
gram would pay higher Medicare premiums under a fully
implemented system, unless they switched to a low-cost
plan in their area (Kaiser Family Foundation 2012). If this
approach to premium support were to be enacted in con-
junction with a cap on Medicare per capita spending,
Federal savings could increase as would premiums and/
or other out-of-pocket costs.

OPTION 4.4

Set Federal contributions per beneficiary at
the average plan bid in a given area (including
traditional Medicare as a plan), weighted by
enrollment

Under the Federal Employees Health Benefits Program
(FEHBP), the Federal government contributes the lesser
of 72 percent of the weighted average plan premium, or
75 percent of a plan’s premium. If employees choose a
plan that bids below the weighted average bid, they pay
a lower premium; if they choose a plan with higher costs,
they pay more. Medicare could take a similar approach
and have each plan, including traditional Medicare, sub-
mit a bid and the Federal contribution would be equal to
the average bid in each area, weighted by plan enroll-
ment, with enrollees paying the difference between the
plan bid and the contribution.

BUDGET EFFECTS

In 2008, CBO estimated that a premium support system
with the Federal contribution set at 100 percent of the
average plan bid would reduce Medicare spending by
an estimated $161 billion over 2010-2019 (had it been
implemented in 2012) (CBO 2008).> Some have pro-
posed setting the payment at 88 percent (rather than
100 percent) of the average bid in a given area, weighted
by enrollment (Heritage 2011). Such an approach would
further reduce spending.

THE HENRY J. KAISER FAMILY FOUNDATION

DISCUSSION

If Medicare payments per beneficiary are set to equal the
weighted average bid, then Federal contributions would
be more sensitive to the underlying cost of care and to
beneficiary plan preferences than they would if the contri-
bution was based on the lesser of the second lowest cost
plan or traditional Medicare (as outlined in Option 4.3).
For example, if the majority of beneficiaries in an area
chose to enroll in a higher-cost plan, Medicare spend-
ing per beneficiary would be higher than they would be
if payments were tied to the lowest cost plan in the area.

Set Federal base year payments equal to average
traditional Medicare per capita costs and limit
the growth per person to an economic index

Under this approach, Medicare would calculate a pay-
ment per beneficiary in a base year and index these
payments over time by a measure of inflation (e.g., the
Consumer Price Index for Urban areas (CPI-U) or GDP),
without regard to the growth in health care spending
per beneficiary or geographic variations in the growth
of health care spending. The payment would be applied
toward the cost of a private plan, and beneficiaries
would be responsible for any costs above the govern-
ment contribution.?

BUDGET EFFECTS

No cost estimate is available for this option. The savings
from this approach would depend on the index used to
increase the Medicare contribution over time. Although
CBO did not provide a cost estimate of Rep. Ryan’s Fiscal
Year (FY) 2012 proposal, it is estimated that, within nine
years of implementation, the Federal contribution for a
typical 65-year-old would be about 22 percent lower than
under CBO’s “alternative fiscal scenario” (CBO 2011).*
This would occur because the Federal contribution would
rise slower than the costs of private plans, which would
shift costs onto beneficiaries.
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DISCUSSION

This option would provide the greatest predictability for the
Federal budget because payments would not be affected
by variations in health care spending, plan bidding strat-
egies, or beneficiaries’ plan choices. However, this option
would shift financial risk onto beneficiaries, and could
result in significant additional costs for people with Medi-
care. CBO estimated that if Rep. Ryan’s FY 2012 proposal
were implemented in 2022, out-of-pocket spending would
increase by $6,240 for a typical 65-year-old in that year
(largely because the expected costs of providing benefits
would be greater under private plans than under traditional
Medicare) (CBO 2011).

Endnotes

* One study conducted by researchers Roger Feldman, Robert Coulam
and Bryan Dowd suggests this approach could achieve $339 billion
in savings over 10 years, based on an analysis that used the 25th
percentile of plan bids to approximate the second lowest plan bids
in an area (AEl 2012). Another study estimated savings of more than
$700 billion over 10 years if the Federal contribution were instead
tied to the lowest cost plan in an area (this also assumes repeal of
the Affordable Care Act) (The Heritage Foundation 2011).

These estimates were produced prior to the enactment of the Afford-
able Care Act, which reduced payments to Medicare Advantage
plans. Additionally, the ACA reduced payments to providers under
traditional Medicare, in addition to other changes, which would
result in a lower “bid” for traditional Medicare under current law.

® This approach was reflected in Representative Ryan’s FY 2012 bud-
get proposal that did not include traditional Medicare as an option
(unlike Rep. Ryan’s FY 2013 budget proposal), and would have
indexed Medicare payments per beneficiary to CPI-U. Under the
proposal, the payment made on behalf of Medicare beneficiaries to
private plans would be based on projected average per capita Medi-
care spending in 2022 that would be adjusted for health status,
age, and income. The government contribution would then increase
annually based on the CPI-U.

>

CBO’s alternative fiscal scenario incorporated several changes to
current law that are “widely expected to occur or that would modify
some provisions of law that might be difficult to sustain for a long
period”, including the assumption that Medicare spending would
be higher under the alternative fiscal scenario than under the
extended-baseline scenario in 2022 because 1) payment rates for
physicians’ services were projected to grow at the same rate as the
Medicare economic index rather than at the lower rates of the sus-
tainable growth rate mechanism, and 2) several policies that would
restrain spending were assumed not to be in effect after 2020.
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