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Medicare Now and in the Future

ISSUE

Medicare is a valuable source of health insurance for nearly 45 million Americans — mainly seniors ages 65 and
older, but also 7 million younger adults with permanent disabilities. Before Medicare was signed into law in
1965, about half of all seniors lacked hospital insurance. Today, virtually all people ages 65 and over are covered
by Medicare. Medicare is a popular program, but faces a number of issues and challenges in the years to come.
A critical challenge is how to finance care for future generations without unduly burdening beneficiaries, tax-
payers, or the general economy. Another pressing issue relates to the role of private plans in Medicare, in light
of rapid enrollment growth in recent years, and concerns about the current payment system for private plans.
A third issue is the relatively new Medicare prescription drug benefit and how to address concerns about its
current structure and further limit the burden of prescription drug spending. Lastly, there is the challenge of
how to make health and long-term care more affordable for beneficiaries in light of rising health costs.

Medicare plays a central role in broader discussions about the future of entitlement programs. Together,
Medicare, Medicaid and Social Security account for more than 40 percent of the federal budget. Given
ongoing concerns about the state of the economy, the candidates’ positions on these popular but fiscally
challenged programs are of profound importance to the retirement security of current and future retirees.

BACKGROUND

Characteristics of Medicare’s 45 Million Beneficiaries
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Who is covered by Medicare?

Medicare covers a population with diverse needs and circumstances.” While many beneficiaries enjoy good
health, a quarter or more have serious health problems and live with multiple chronic conditions, including
cognitive impairments and functional limitations. Although the majority of the Medicare population is over
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age 65, 16 percent are under age 65 and permanently disabled, and while most beneficiaries live at home,
5 percent live in a long-term care setting. Many Medicare beneficiaries live on modest incomes and most
depend on Social Security as their primary source of income.

What benefits does Medicare cover?

Medicare provides coverage of basic health services including care in hospitals and other settings, physician
services, diagnostic tests, preventive services and, as of 2006, also includes an outpatient prescription
drug benefit offered through private plans. However, gaps in coverage and potentially high out-of-pocket
costs are a growing concern. Medicare generally does not pay for costs associated with long-term care,
which can be prohibitively expensive, nor for dental care, vision, or hearing. The traditional fee-for-service
Medicare program does not have an annual cap on out-of-pocket spending and the drug benefit has a
significant gap in coverage before catastrophic coverage begins.

How are Medicare benefits provided?

Medicare beneficiaries have the option to get their benefits through the traditional fee-for-service

(FFS) program — sometimes called Original Medicare — or through private health plans, such as health
maintenance organizations (HMOs) and preferred provider organizations (PPOs) — currently called
Medicare Advantage. Under traditional FFS Medicare, beneficiaries can choose to be treated by virtually
any hospital or doctor, while enrolling in a Medicare Advantage plan typically requires treatment from
providers in a network, or paying a higher fee to receive care from an out-of-network provider. Medicare
Advantage plans generally provide all benefits covered under traditional Medicare, but many plans offer
additional benefits. Today, most Medicare beneficiaries are covered under FFS Medicare, although the
number of enrollees in private Medicare Advantage plans has risen dramatically in recent years, now
totaling more than 10 million of Medicare’s 45 million beneficiaries. In addition, as of 2006, Medicare
beneficiaries have access to subsidized prescription drug coverage offered through private plans, either
stand-alone prescription drug plans, or Medicare Advantage plans.

POLICY CHALLENGES FACING MEDICARE QUICK FACTS: Medicare Financing Challenges

Financing Care for Future Generations

e Medicare is 14% of the federal budget

Financing care for future generations is e Between 2010 and 2030, the number of people on
perhaps the greatest challenge facing Medicare is projected to rise from 46 million to 78 million
Medicare, due to sustained increases in e The Medicare Part A Hospital Insurance Fund will have
health care costs, the aging of the U.S. insufficient funds to pay for full benefits beginning in 2019

population, and the declining ratio of

workers to beneficiaries. Annual increases in health care costs are placing upward pressure on Medicare
spending, as for other payers. Government experts warn that by 2019, there will be insufficient funds

in the Medicare Part A (Hospital Insurance) Trust Fund to pay for benefits?, and most experts agree that
current benefit levels cannot be sustained without additional revenue coming in to the program.

Annual growth in Medicare spending is largely influenced by the same factors that affect health spending

in general: increasing prices of health care services, increasing volume and utilization of services, and new
technologies. In the past, provider payment reforms, such as the hospital prospective payment system,
have helped to limit the growth in Medicare spending. Moving forward, system-wide efforts to curtail
overall health care costs would help to improve Medicare’s financial outlook. There is general agreement
among policymakers and experts that changes are needed to ensure the long-term viability of the Medicare
program, but little consensus on how best to do so.
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Assessing the Role of Private Plans and Providing Adequate Payments

Since the 1970s, many Medicare beneficiaries have had the option to receive their Medicare benefits
through private health plans, mainly Medicare HMOs, as an alternative to original fee-for-service Medicare.
Over the past decade, Congress has made several policy changes to encourage private plan participation
in Medicare and enrollment growth. A relatively generous payment system for Medicare Advantage has
encouraged greater plan participation in

recent years, significantly expanding the QUICK FACTS: Medicare Advantage
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While some have supported the expanded role of Medicare Advantage plans as a means to improve
benefits and lower costs under Medicare, the role of private plans in Medicare has been called into
question in part due to the fact that the government actually pays these plans more per enrollee than if
they were in traditional FFS Medicare, according to analysis by government entities.* This payment system
increases Medicare expenditures, reduces the solvency of the Part A trust fund, and increases Part B
premiums paid by all beneficiaries, according to Medicare actuaries.®

In light of Medicare’s overall fiscal challenges, many policymakers have expressed concern about the
current payment system. Another concern relates to the fairness of using Medicare Advantage to provide
extra benefits to enrollees, in that the majority of beneficiaries are not enrolled in Medicare Advantage
plans and therefore do not receive extra benefits these plans might offer. Achieving a reasonable balance
among multiple goals for the Medicare program—including keeping Medicare fiscally strong, setting
adequate payments to private plans, and meeting beneficiaries’ health care needs—wiill be critical issues
for policymakers in the near future.

Improving the Medicare Prescription Drug Benefit
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either a private plan that offers the Medicare e 3.4 million beneficiaries enrolled in a Part D plan had
drug benefit only or a Medicare Advantage drug spending high enough to reach the coverage gap
plan that offers prescription drug coverage or“doughnut hole”in their plan in 2007”

along with Medicare’s other benefits. The

law explicitly prohibits the federal government from negotiating drug prices directly with manufacturers,
pharmacies, or plans; instead, the program relies on market-based competition between private insurance
plans to drive down drug costs. Since 2006, annual costs for the program have been lower than initially
projected and the development of the private drug plan market has been robust, with dozens of plans
available in each state. Currently nearly 26 million people on Medicare are enrolled in a Part D drug plan.®
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The experiences of Medicare beneficiaries with Part D have not been free of challenges or confusion as
they confront decisions about whether to enroll in a plan and which plan to choose and learn how the
benefit works. A unique feature of the benefit that is of particular concern is known as the coverage gap,
or“doughnut hole’, where beneficiaries whose total drug spending exceeds a certain amount each

year pay 100 percent of the costs of their drugs until they reach the level that qualifies for catastrophic
coverage. The coverage gap could be a major concern for beneficiaries with multiple health conditions
who may not be able to afford their medications once they reach the gap.’

In response to ongoing concerns about certain features of the Part D program, many policymakers have
called for reforms that would improve coverage or access to medications. Some would reduce or eliminate
the coverage gap or “doughnut hole’, although doing so would likely result in an increase in Medicare
spending which may be controversial given the fiscal challenges facing the program. Some favor changing
the law to allow the federal government to use its buying power to negotiate with drug companies to try
to get lower prices for prescription drugs for people on Medicare. However, proponents of the status quo
are concerned that government negotiations will result in price controls that would ultimately drive U.S.
drug companies to do less research and development. Another more significant change would involve the
government creating its own Medicare drug plan option in which beneficiaries could choose to enroll in
lieu of enrolling in a private plan.

Another issue related to Part D that continues to draw attention relates to whether people in the United
States should be permitted to import lower-cost prescription drugs from other countries. Both Senator
John McCain and Senator Barack Obama would allow importation of prescription drugs from other
developed countries, provided the drugs are safe.

Keeping Medicare Benefits Adequate and Affordable

Despite significant protections offered by
Medicare, the program is less generous than
a typical large-employer plan.® Medicare has e Medicare covers less than half of beneficiaries’ total
a relatively high deductible for inpatient care medical and long-term care expenses

(61,024 in 2008) and does not have a cap on e Out-of-pocket spending on health care as a share of

out-of-pocket spending, potentially expos- income for Medicare beneficiaries increased from 11.9%
ing people with serious medical problems in 1997 to 15.5% in 2003°

to extremely high expenses. Medicare offers

prescription drug coverage, but the standard

benefit has a coverage gap which grows larger each year. Also Medicare does not cover long-term care
expenses, which can be prohibitively expensive, nor does it pay for eyeglasses or hearing aids. As costs
have risen over time, beneficiaries are spending a larger share of income on health care and premiums.®

QUICK FACTS: Medicare Benefits and Affordability

To help fill in Medicare’s benefit gaps and make care more affordable, many people on Medicare have
some form of supplemental coverage.’® Employer-sponsored retiree health plans are the primary source
of supplemental coverage for people on Medicare, although these benefits have been eroding over time
as employers grapple with rising health costs. Beneficiaries with very low incomes rely on Medicaid to
supplement Medicare and Medicaid has become a critically important source of coverage for nursing
home care, but beneficiaries typically have to spend down virtually all of their life savings in order to
qualify for Medicaid assistance.

In the current fiscally constrained environment, there is little discussion about expanding Medicare to
cover long-term care or in substantially reducing cost sharing for people covered by the program. In fact,
some lawmakers have proposed changes that would reduce the growth in program spending by shifting
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additional costs onto beneficiaries. Examples of such policies include proposals to “means-test” benefits
(that is, limit benefits only to those with low incomes), raise the age of eligibility, and increase premiums,
deductibles, and cost sharing. Congress took a small step in this direction by charging higher Part B premiums
for Medicare beneficiaries with higher incomes (over $82,000/single; $164,000/couple in 2008). A similar
proposal would subject more beneficiaries to higher premiums for their Medicare Part D coverage.

ASSESSING CANDIDATE POSITIONS

Medicare has not emerged as a central issue in 2008 and neither of the presidential campaigns or major
political parties has released a detailed set of Medicare policy proposals or specific measures to achieve
long-term fiscal balance. Discussion of Medicare policy to date has focused generally on the role of private
plans in Medicare, ways to lower the cost of prescription drugs, and system-wide changes to reduce health care
costs overall, such as adopting electronic medical records, increasing preventive care, and improving chronic
care delivery. However, the direction and pace of reform will be significantly affected by the election outcome.
The future direction of the program appears to be governed by differences in ideology, particularly the role of
government versus the role of the private sector. The broad visions of how Medicare should be designed in the
future and how Medicare benefits should be provided will inform the policy choices made by Congress and
the administration over the next four years. Therefore it is important to carefully consider the policy
recommendations of the candidates to understand their vision for the future of Medicare.

The following questions are intended to help discern the candidates’ approaches to Medicare reform.

* What specific strategies would you recommend to keep Medicare financially secure for future generations?
* Would you support means-testing Medicare, limiting benefits only to those with low incomes?

* Do you think higher-income people on Medicare should be asked to pay more than others for their Medicare
benefits? How would you define “higher income”? Would you support charging higher premiums to those
with higher incomes for the Medicare drug benefit, as for Part B (physician services)?

* What is the appropriate role of private health plans in Medicare? Do you support the current payment system
for Medicare Advantage plans?

* How would you propose to improve the Medicare drug benefit? Do you support eliminating the coverage gap,
allowing the government to negotiate drug prices, or allowing beneficiaries to import drugs from abroad?
How would you pay to eliminate the coverage gap?

* How would you propose to help people on Medicare and their families with the rising cost of medical care and
the high cost of long-term care?
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