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Solving Medicare’s Fiscal Crisis:
An Analysis of Three Policy Options

By Ashley Flint

Health care spending in the United States
has increased rapidly over the past sev-
eral decades. Medicare, the largest public
health insurance program in the US, is
a key component of these growing costs.
While Medicare financing is expected to be
stable over the next decade, the long-term
solvency will be difficult to sustain absent
congressional action. This paper analyzes
three policy options for Congress to con-
sider in addressing the problem of rapid
cost growth in the Medicare program.

Introduction

Problem

National health expenditures in
the United States have increased more
than tenfold over the past three decades,
increasing from $255.8 billion or 9.2 per-
cent of US Gross Domestic Product (GDP)
in 1980 (DHHS 2012a) to nearly $2.6 tril-
lion in 2010, or 17.9 percent of GDP ac-
cording to the Centers for Medicare and
Medicaid Services, Office of the Actuary,
National Health Statistics Group; and US
Department of Commerce, Bureau of Eco-
nomic Analysis and Bureau of the Census
(Martin et al. 2012). Over the next several
years, national health expenditures are
projected to continue growing rapidly,
reaching more than $4.6 trillion by 2020,
or about 19.8 percent of GDP according
to recent estimates (DHHS 2o011a). US
health spending as a percentage of GDP is
the highest of all other developed nations
around the world (OECD 2011). Despite

this spending, widely-accepted health
outcome measures such as life expectan-
cy and infant mortality rates suggest that
Americans are not any healthier for the
high cost (CEA 2009). Rapid health care
cost growth coupled with the recent eco-
nomic downtown have created significant
financial challenges for the federal govern-
ment (KaiserEDU.org 2012), with govern-
ment programs accounting for over a third
of all US health spending (DHHS 2012b).

One way that Americans receive
health insurance coverage, especially
those over the age of 65, is through Medi-
care, the second-largest public insurance
program in the US. Medicare provided
coverage to more than 47 million elderly
and disabled Americans in 2010, rep-
resenting about 15 percent of the entire
US population. Given its large size, the
Medicare program’s growing health care
costs have been and continue to be a key
driver of federal expenditures and pro-
jected budget deficits (Medicare Board of
Trustees 2011; Davis 2011). Total Medi-
care expenditures in 2010 amounted to
approximately $524.6 billion, accounting
for 20 percent of all health expenditures in
the US according to the Centers for Medi-
care and Medicaid Services, Office of the
Actuary, National Health Statistics Group
(Martin et al. 2012) and just over 15 per-
cent of total federal spending that year,
according to the Congressional Budget Of-
fice (Fuchs and Potetz 2011). This figure
has more than doubled in the past decade,
increasing from just $224 billion in 2000
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according to the Centers for Medicare and
Medicaid Services, Office of the Actuary,
National Health Statistics Group (Mar-
tin et al. 2012). Furthermore, Medicare
expenditures are projected to increase
to $864 billion by 2021, or 16 percent of
total federal spending in that year, ac-
cording to the Kaiser Family Foundation
(New York Times Editorial Board 2011).

The Affordable Care Act, signed
into law by President Barack Obama in
March 2010, includes several provisions
that will impact how Medicare pays for
health services, the types of benefits cov-
ered under the program, and how care
is delivered (Davis et al. 2011). Though
these provisions are projected to decrease
expenditures in the Medicare program
relative to previous baseline projections,
spending commitments in the program
are projected to outpace future economic
growth and will continue to consume an
ever-increasing portion of federal bud-
getary resources over time (Davis 2011).
If Congress does not take action, then
the financial viability of the Medicare
program will be difficult to sustain in the
long-term (Davis et al. 2011). Further-
more, the Medicare Board of Trustees
(2011) has stated that there is a signifi-
cant need for further steps to address fu-
ture financial challenges in the program.

Context

Medicare Part A, the Hospital
Insurance component of the program, is
financed by dedicated payroll taxes that
sustain the Hospital Insurance trust fund
(Davis et al. 2011). The projected financial
solvency of this fund has been significantly
improved by provisions in the Affordable
Care Act, including increased tax revenue
through an additional 0.9 percent payroll
tax on high-income workers beginning in
2013 (Medicare Board of Trustees 2011).
Despite these improvements, it is still ex-
pected that the Hospital Insurance trust
fund will become insolvent by 2024, a
full five years earlier than last reported by
the Medicare Board of Trustees in 2010

(2011). Furthermore, over the next 75
years, revenues from payroll taxes, which
sustain the Hospital Insurance trust fund,
are expected to fall short of expenditures
in this component of the program by ap-
proximately $3.3 trillion (Davis 2011).

Medicare Part B, which covers
physician and other outpatient services, is
financed under an account within the Sup-
plementary Medical Insurance trust fund
(Davis 2011). This fund relies on both pre-
miums paid by beneficiaries and general
revenues from the federal government for
financing (Davis et al. 2011). Beneficiary
premiums cover about 25 percent of costs
under Medicare Part B while general rev-
enues comprise the remaining 75 percent
(Vande Water 2011). According to the most
recent estimates from Medicare Board of
Trustees (2011), the Supplementary Medi-
cal Insurance trust fund is adequately fi-
nanced over the next decade, meaning
that expected program revenues will cover
projected costs in the program during this
time frame. However, because beneficiary
premiums do not keep pace with overall
expenditure growth in the program, the
Supplementary Medical Insurance trust
fund is projected to draw on a greater por-
tion of federal government general rev-
enues over time, increasing from 19.2 per-
cent in 2010 to 26.3 percent by 2080. This
figure has already increased substantially
over the last decade, up from just 5.4 per-
cent as recently as 2000, according to the
Medicare Board of Trustees (Davis 2011).

Additionally, actual future expen-
ditures in Medicare Part B are likely to
be even higher than currently projected
if scheduled cuts to physician reimburse-
ment rates under the Sustainable Growth
Rate formula continue to be postponed
by Congress (Medicare Board of Trustees
2011). Created by the Balanced Budget Act
of 1997, the purpose of the Sustainable
Growth Rate formula was to control the
rate of growth in Medicare spending for
physician services by establishing annual
spending targets based on GDP growth
(Hahn and Mulvey 2011). However, actual



expenditures in Part B began to exceed
allowed targets beginning in 2002, a dif-
ference that has continued to grow each
year. While Congress allowed a 4.8 per-
cent decrease in Medicare physician reim-
bursement rates in 2002, legislators have
regularly postponed subsequent sched-
uled cuts over the past decade (Hahn and
Mulvey 2011). Despite these delayed cuts,
when government entities such as the Con-
gressional Budget Office or the Medicare
Board of Trustees project future Medicare
expenditures, their estimates are based on
current law and therefore the expectation
that these scheduled reductions in physi-
cian reimbursement rates will be imple-
mented (Medicare Board of Trustees 2011).

While financing for the various
components of Medicare program is cur-
rently expected to be stable for the next
decade, in part due to changes under the
Affordable Care Act, several key factors
are currently driving the steep rate of cost
growth in the program and will continue
to do so in the future. First, there has
been a significant increase in the over-
all cost of providing health care services
in the US as new treatments and tech-
nologies are continually developed (Da-
vis et al. 2011; New York Times Editorial
Board 2011). Similarly, there has been an
increase in the intensity and volume of
medical services provided per Medicare
beneficiary compared to historical utiliza-
tion rates (Davis et al. 2011). This trend
is also expected to continue in future
years (Medicare Board of Trustees 2011).

One of the most significant driv-
ers of Medicare spending in coming years
will be the aging American population as
the baby boomer generation reaches age
65 and becomes eligible for benefits under
the program (Medicare Board of Trustees
2011). It has been estimated that an aver-
age of 10,000 baby boomers will turn 65
every day for the next 20 years (Mont-
gomery 2011), and Medicare enrollment is
expected to increase to nearly 80 million
individuals by 2030 (Pear 2011). Another
important demographic trend impacting

the Medicare population is continued im-
provements in life expectancy over time
(Medicare Board of Trustees 2011). Se-
niors, on average, are living much longer
once they reach retirement age and draw-
ing on Medicare benefits for more years
than previous generations of beneficiaries.
In 1965, when the Medicare program was
enacted, the average American life expec-
tancy at birth was approximately 70 years.
With beneficiaries becoming eligible for
the program at age 65, this meant that
Medicare provided health care in the av-
erage beneficiary’s last five years of life.
However, by 2010, the average American
life expectancy at birth rose to over 78
years. Thus, the Medicare program is now
covering, on average, the last 13 years of
a beneficiary’s life, a 158 percent increase
since the program was enacted (Roy 2011).

Finally, elderly and disabled Medi-
care beneficiaries generally tend tolive with
multiple chronic health conditions, which
greatly increase their utilization of health
care services. More than half of all current
beneficiaries live with five or more chronic
conditions, such as diabetes, hypertension,
and heart problems, according to the US
Department of Health and Human Servic-
es (DHHS 2011b). If this trend continues
with future generations of program benefi-
ciaries, it could create a complicated and
costly situation, especially under the often
fragmented and uncoordinated health care
delivery system in the US (Newman 2011).

Overview of the Analysis

The rising cost of providing health
care and the changing demographics in
the US population present key challenges
to the long-term financial sustainability of
the Medicare program. Several policy op-
tions to address this problem have been
proposed and discussed by federal policy-
makers within Congress and the adminis-
tration, especially in the context of long-
term federal deficit reduction. However,
consensus between the two political par-
ties on the best path forward for Medicare
has been elusive. Nevertheless, given the
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strain created by the Medicare program
on the budget, it is in the best financial
interest of the federal government to take
further action to control rapid spending
growth in the program. Medicare is admin-
istered and financed solely by the federal
government and thus it is a field in which
Congress is the only entity that is empow-
ered to take legislative action on this issue.

The following policy analysis
evaluates three proposed reforms to the
Medicare program that would require
congressional action: (1) incorporating
comparative effectiveness research into
the Medicare coverage and reimburse-
ment process by linking reimbursement
rates to the effectiveness of a particular
treatment, (2) expanding the Account-
able Care Organization demonstration
program that is currently being imple-
mented under the Affordable Care Act in
order to better coordinate care for Medi-
care beneficiaries and reduce the cost of
providing care, and (3) transforming the
traditional Medicare program into a pre-
mium support model in which beneficia-
ries would receive a subsidy to purchase
private health insurance coverage, based
on the proposal from House Budget Com-
mittee Chairman Paul Ryan (R-WI) in his
Fiscal Year (FY) 2012 Budget Resolution.
Each policy option will be described in
detail and evaluated based on four crite-
ria. These criteria include the efficacy,
overall cost, political feasibility, and po-
tential limitations of each policy option.

The four criteria utilized in this
analysis were selected to provide a com-
prehensive illustration of the expected im-
pact of each policy option. Given the con-
cern for the federal budget and projected
deficits, efficacy at reducing spending in
the Medicare program and the overall
cost to the federal government of achiev-
ing this goal are imperative to consider
in analyzing each proposal. The political
feasibility of each policy option is also es-
sential because the most efficacious or
least costly proposal is futile unless it can
navigate the legislative process and be en-

acted into law. Finally, it is important to
consider potential limitations to ensure
that there are no unintended consequenc-
es of pursuing a particular policy option.

Description of Criteria

The first criterion will evaluate
the efficacy of each policy option in ad-
dressing the problem. The first objective
is to reduce Medicare expenditure growth,
and this outcome will be measured based
on the dollar amount of savings expected
to result from a particular policy change.
The dollar amount of estimated savings
will be categorized as either significant or
insignificant. Significant savings will re-
duce expenditure growth in the Medicare
program by a minimum of 1 percent annu-
ally, or approximately $5 billion based on
current annual expenditures. Savings that
do not approach this threshold would have
such a minimal impact on overall spending
in the Medicare program that they will be
considered insignificant for the purposes
of this analysis. The reasoning behind this
threshold for significant savings is based
a framework for evaluating cost control
proposals, developed by Emanuel (2012).

The second objective is to reduce
Medicare costs without compromising the
quality of care provided to beneficiaries.
Assessing the impact of each policy option
on the quality of care delivered is not as
easily quantifiable as estimated dollar sav-
ings. Instead, outcomes on this measure
will be classified as having no impact on,
improving, or worsening the quality of
care and health outcomes, based on exist-
ing evidence or expected impact. The most
successful outcome on this measure will
improve the quality of care and health, and
the least successful outcome would worsen
the quality of care and health. An interme-
diate outcome on this measure would have
no impact on the quality of care or health.

The second criterion will evaluate
the monetary cost to the federal govern-
ment of implementing each policy option.
The overall cost of each policy change will
be based on estimates reported in the lit-



erature, and the most successful outcome
on this criterion will have the lowest net
cost, or only minimal costs, to implement.

The third criterion, political fea-
sibility, will assess the viability of each
policy proposal based on the political en-
vironment in Congress, interest group
involvement, and public receptivity to
the proposed change. The political envi-
ronment in Congress will be evaluated by
considering information such as current
policy priorities, partisan composition,
and demonstration of support for simi-
lar legislation in the past. Next, the most
powerful interest groups with a stake in
the proposed change to the Medicare pro-
gram will be identified, and their involve-
ment with similar legislation in the past
or current positions on the issues will be
examined, where information is avail-
able. Interest group involvement will be
classified as supportive or in opposition,
and by degree—whether low, moderate,
or strong. Finally, public receptivity will
be assessed by examining public opin-
ion regarding the policy proposals, or
similar proposals in the past, including
any polling that might be available. Pub-
lic receptivity will also be categorized as
supportive or in opposition, and by de-
gree—whether low, moderate, or strong.

Finally, the fourth criterion will
assess potential limitations of each pol-
icy by looking to recent research and lit-
erature that reports possible unintended
consequences of each proposal. These po-
tential limitations will also be evaluated
in terms of how they might impact the ex-
pected outcomes as assessed on the first
three criteria. In assessing the potential
limitations of each policy option, special
attention will be paid to whether the pro-
posal actually reduces the overall cost of
providing health care under the Medicare
program, as opposed to shifting the cost
of care onto other groups, such as benefi-
ciaries or health care providers. Potential
limitations for each option will be classi-
fied as minimal, moderate, or significant.

Option One: Incorporate
Comparative Effectiveness
Research into Medicare Coverage
and Reimbursement Decisions

The following section provides a
descriptionofthefirstpolicyoptionandthen
evaluates the proposal based on each of the
four criteria described in the introduction.

Description of Option One

One policy option is to transform
the way that health care providers are paid
for the services they deliver to Medicare
beneficiaries, based on a proposal put
forward by physicians Dr. Steven Pear-
son and Dr. Peter Bach. Dr. Pearson is
the founder and president of the Institute
for Clinical and Economic Review, and
Dr. Bach previously served as a senior
adviser to the administrator of the Cen-
ters for Medicare and Medicaid Services.

Under current law, Medicare cov-
erage and reimbursement decisions are
made in two distinct processes. First, the
Centers for Medicare and Medicaid Ser-
vices, the administrative agency for the
Medicare program, determine whether
or not to cover a new service or treatment
based on whether it is deemed “reasonable
and necessary,” a definition included in
the original statutory language when the
Medicare program was enacted in 1965
(Seiguer 2005). Reimbursement rates are
then calculated through separate payment
formulations based on the type of service
and the location where it is rendered, a
process which can lead to wide variation
in reimbursement rates for the same ser-
vice (Pearson and Bach 2010). These rates
reflect the underlying cost of the service,
and providers are compensated each time
a service is rendered. This emphasis on
volume thus creates a strong financial
incentive to use, and potentially overuse,
expensive treatments according to New-
house (as cited in Pearson and Bach 2010)
relative to less costly treatment options
that may have comparable effectiveness
in achieving the desired clinical outcome.

Rather than continuing to use the
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current Medicare fee-for-service payment
model that tends to incentivize overutiliza-
tion of medical services, Drs. Pearson and
Bach (2010) propose linking the determi-
nation of reimbursement rates to com-
parative effectiveness research. To make
this change in the current Medicare ad-
ministrative system, an audit of all treat-
ments and services currently covered by
the program would need to be performed,
and then reimbursement rates for any new
treatment options moving forward would
be set using this new process. Under this
proposed new system, the current evi-
dence threshold of “reasonable and nec-
essary” would still be utilized. However,
once the initial coverage decision is made,
a subsequent assessment would evaluate
the treatment’s comparative effectiveness
in relation to other similar treatment op-
tions. Based on existing evidence, ser-
vices would be assigned to one of three
categories: “superior comparative clinical
effectiveness,” “comparable comparative
clinical effectiveness,” or “insufficient evi-
dence to determine comparative clinical
effectiveness” (Pearson and Bach 2010).

According to Drs. Pearson and
Bach (2010), a treatment would be des-
ignated as having superior clinical ef-
fectiveness if there is enough evidence to
establish that the treatment is either more
effective or has less severe side effects than
other related treatments. For this type of
service, reimbursement rates would con-
tinue to be determined based on the cur-
rent Medicare formula, which compen-
sates providers based on the underlying
cost of providing the treatment. In the next
category, a service is designated as having
comparable clinical effectiveness if there is
adequate evidence to demonstrate that the
effectiveness of the treatment is similar to
other related treatment options. In this
instance, reimbursement rates would be
set at a level equal to that comparable op-
tion, a process known as reference pricing.

Finally, Drs. Pearson and Bach
(2010) propose that when the existing evi-
dence is not sufficient to determine wheth-

er a treatment is superior, comparable, or
inferior relative to other treatment op-
tions, the reimbursement rate would ini-
tially be set according to the current Medi-
care formula, but only for a probationary
period of three years. At the end of this
time period, new evidence would be evalu-
ated, and if the latest evidence demon-
strates the superior effectiveness of a ser-
vice, the existing reimbursement formula
would continue to be utilized. However, if
the evidence shows no comparative advan-
tage, or there is still insufficient evidence,
reimbursement rates would be reduced
to the reference price for the most com-
parable treatment option. Furthermore,
if evidence suggests that the treatment is
inferior relative to other service options,
the Centers for Medicare and Medicaid
Services would be required to reevaluate
whether or not the treatment still meets
the “reasonable and necessary” standard
for coverage. Additionally, treatments
that are designated as having superior or
comparable effectiveness will also be sub-
ject to review every three years in order to
ensure the current classification is appro-
priate based on any new clinical evidence.

This policy change would rely
heavily on the availability of sound clini-
cal comparative effectiveness research in
order to make appropriate coverage and
reimbursement decisions for the Medi-
care program. The Affordable Care Act es-
tablished the Patient-Centered Outcomes
Research Institute (the Institute), a non-
governmental organization to coordinate
and evaluate national comparative effec-
tiveness research (Copeland 2010). Begin-
ning in FY 2012, the Institute will contract
with and provide funding for eligible enti-
ties, including federal agencies, academic
institutions, and private research organi-
zations, to conduct clinical comparative
effectiveness research. All studies will con-
form to the peer-review process and ad-
here to methodological standards that will
be established by the Institute’s method-
ology committee, composed of 15 experts
in the field of comparative effectiveness



research. The Institute will then system-
atically review both existing evidence and
evidence from new studies, and dissemi-
nate its findings to patients and providers
(Copeland 2010). Based on current law,
the Centers for Medicare and Medicaid
Services, which is responsible for making
Medicare coverage and reimbursement
decisions, is not permitted to consider
comparative effectiveness research in
making such decisions except in very rare
circumstances (Pearson and Bach 2010).
Therefore, in order for this policy option
to be successfully implemented, Congress
would also need to provide broader au-
thority to the Centers for Medicare and
Medicaid Services to make these decisions
based on the findings of comparative ef-
fectiveness research, as facilitated by the
Institute and any other relevant entities.

Expected Outcomes of Option One

Efficacy

Many budget experts, including
the Congressional Budget Office, have
identified long-term Medicare expendi-
tures and their impact on federal deficits as
one of the main fiscal challenges currently
facing the US (Davis 2011). Drs. Pearson
and Bach (2010), the authors of this pro-
posed policy option, predict that restruc-
turing the system would produce signifi-
cant savings in the federal government’s
Medicare expenditures. The authors pro-
vide an example of the potential savings for
one type of treatment covered by Medicare
that is illustrative of the overall savings
that could result from this policy change.

Under existing Medicare payment
policies, there are two main services that
are reimbursed for the treatment of pros-
tate cancer. Reimbursement for a single
course of the newer treatment, intensity-
modulated radiation therapy, is set at
$42,000, compared to $10,000 for the
conventional treatment, three-dimension-
al therapy (Pearson and Bach 2010). In-
tensity-modulated radiation therapy has
been estimated to add approximately $1.5

billion annually to Medicare expenditures,
solely for the treatment of prostate cancer,
according to Profits and Konski et al. (as
cited in Pearson and Bach 2010). This ad-
ditional cost has been covered without any
evidence to demonstrate that this treat-
ment is more effective than other, less-
costly treatment options. Given the mul-
titude of services and treatments that are
covered and paid for by Medicare, more
than 7,000 distinct services according to
recent estimates (New York Times Edito-
rial Board 2011), the savings that could
be realized through this policy proposal
have the potential to be significant. Even
if only 5 to 10 percent of the total number
of services covered by Medicare achieves
a quarter of the savings realized in this
example, it would amount to between
approximately $131 billion and $262 bil-
lion in annual savings for the program.

The nature of this policy change,
which promotes the use of standard-
ized clinical comparative effectiveness
research to determine which treatments
lead to the most effective health out-
comes, also suggests the strong likelihood
of an improvement in the quality of pa-
tient care and improved health outcomes
for Medicare beneficiaries. This reform
emphasizes higher reimbursement rates
for treatments based on clinical effec-
tiveness, as opposed to the underlying
cost of the treatment. Thus, an incentive
would be created for physicians to utilize
those interventions that have actually
demonstrated superior health outcomes
for patients. Similarly, restructuring the
Medicare payment system in this man-
ner has the potential to shift the focus of
innovation in the medical field by incen-
tivizing effectiveness over profit (Pearson
and Bach 2010), which could also pos-
sibly lead to improved health outcomes.

Implementation Cost

The cost of implementing this new
payment model for the Medicare program
would likely only impose minimal costs
on the federal government. The adminis-
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trative structure that makes coverage and
reimbursement decisions, the Centers for
Medicare and Medicaid Services, already
exists and thus, the establishment a new
agency would not be necessary to imple-
ment the policy change (Pearson and Bach
2010). An audit of current coverage and
reimbursement practices with the new
payment model might require the real-
location of already appropriated funds
or, if needed, an additional request for
funds. In 2010, administrative expens-
es in the Medicare program amounted
to approximately $7 billion (Medicare
Board of Trustees 2011). Therefore, even
if administrative costs doubled to $14
billion in order to accommodate these
coverage and reimbursement reforms,
the additional costs would be minimal
compared to the potential savings that
could be realized under the policy change.

Political Feasibility

A significant change to the Medi-
care coverage and reimbursement system
is likely to be controversial. However,
given the challenging long-term financial
outlook for the Medicare program and the
almost singular focus on federal deficit re-
duction in the 112" Congress, the viability
of such a drastic policy change has im-
proved significantly in the past 15 months.
During that time frame, both political
parties have demonstrated a willingness
to come to the table and consider major
changes to the Medicare program that
would not have been possible previously.

Beyond Congress, there are likely
to be several key interest groups involved
if this policy change were to be pursued.
First, significant reforms to the Medicare
coverage and reimbursement system would
interest hospital and physician trade orga-
nizations that would be directly impacted
by these changes, such as the American
Medical Association and the American
Hospital Association. Medicare-partici-
pating physicians have dealt with signifi-
cant reimbursement challenges over the
past decade under the Sustainable Growth

Rate formula as Congress has repeatedly
approved short-term delays in scheduled
cuts to providers. This system has creat-
ed a great deal of uncertainty for provid-
ers, and they have consistently advocated
for a permanent fix and greater predict-
ability in the Medicare payment system.

Furthermore, the Affordable Care
Act includes several other payment and
reimbursement reforms that aim to create
financial incentives for providers to deliv-
er higher quality of care and achieve bet-
ter health outcomes, rather than simply
providing payment based on the number
of services delivered. Some of these other
reforms include value-based purchasing,
bundled payments, and reduced payments
to hospitals with high readmission rates.
Many providers and health systems are
already taking steps to adapt to these pay-
ment and reimbursement changes under
the Medicare program. Thus, incorporat-
ing comparative effectiveness research
into Medicare coverage and reimburse-
ment decisions would be consistent with
the general reform movement already be-
ing pursued under the Affordable Care Act.
Given this trend, and the importance of
stability for Medicare providers, it is pos-
sible that the hospital lobby and the physi-
cian lobby could be moderately supportive
of this policy proposal. Engaging providers
in the legislative process and ensuring buy-
in will be critical to gaining this support.

Given the indirect impact that cov-
erage and reimbursement reform would
have on Medicare beneficiaries in terms
of access to providers and treatments, the
senior citizens lobby, including the AARP,
is also likely to be involved if this policy
change were to be pursued by Congress.
Given that the political environment in
Congress is growing more receptive to sig-
nificant Medicare reforms, it is likely in the
best interest of current and future benefi-
ciaries to support efforts at payment and
delivery reform, rather than cutting pro-
gram benefits, increasing cost-sharing, or
arbitrarily cutting provider payments in a
way that threatens access for beneficiaries.



As with hospital and physician trade orga-
nization, engaging beneficiaries through
organizations such as the AARP and en-
suring adequate buy-in will be critical to
gaining support for this policy change.

Finally, in the debate surrounding
the passage of the Affordable Care Act in
late 2009 and early 2010, there was broad
public concern that the use of comparative
effectiveness research in coverage and re-
imbursement decisions would lead to the
rationing of health care. Such concerns are
likely to resurface if this particular Medi-
care reform proposal were to be seriously
considered before Congress. Though this
proposal would provide a broader congres-
sional mandate to the Centers for Medicare
and Medicaid Services to utilize compara-
tive effectiveness research in making cov-
erage and reimbursement decisions in the
Medicare program, there are several provi-
sions in the original Medicare statute that
prevent the use of such information to ra-
tion care. These provisions would remain
in effect and in some cases are strength-
ened under the Affordable Care Act, and
would also be reinforced in the statutory
language of this proposed policy option. A
widespread media campaign to dissemi-
nate information about these Medicare
payment reforms might help to allevi-
ate public concerns, but some pushback
would likely still occur. Overall, this pro-
posal is expected to be moderately viable.

Potential Limitations

Despite the great potential for
cost savings in the Medicare program
that could result from this policy change,
there are also several possible limitations.
First, this new process for Medicare cov-
erage and reimbursement decisions could
limit access to care for beneficiaries. Some
treatment option may no longer be avail-
able because providers will be reimbursed
at lower rates, and providers may simply
stop providing a treatment if the Medicare
program no longer covers it. This effect
would especially be seen in rural areas and
other areas that do not have direct access

to an academic medical facility (Pearson
and Bach 2010). Additionally, because
comparative effectiveness research aggre-
gates data to determine the most effective
therapies for a particular condition, it may
overlook the fact that some treatment op-
tions may be the most effective for a small
sub-population of patients (Pearson and
Bach 2010). It is not clear how this policy
option would address such a situation.

Another potential limitation of
this policy option is the three-year time
frame for generating additional evidence
to determine whether a treatment’s ef-
fectiveness is superior, comparable, or in-
ferior to other related treatment options.
While this time frame would likely provide
sufficient time for conducting compara-
tive effectiveness research studies, there
will also likely be some treatment options
that require additional time to thoroughly
analyze their effectiveness. However, the
three-year probationary period is favored
by Drs. Pearson and Bach (2010), the ar-
chitects of the policy change considered
here, because it would create a strong in-
centive for researchers and the Patient-
Centered Outcomes Research Institute to
conduct expedient research that meets the
needs of decision makers within the Cen-
ters for Medicare and Medicaid Services.

The terms used for defining supe-
rior and comparable treatments also pres-
ent another potential limitation of this pol-
icy change. These definitions are somewhat
vague, but similar to the current challenge
faced by Centers for Medicare and Medic-
aid Services in interpreting the meaning of
“reasonable and necessary” in making cur-
rent coverage determinations. Ensuring
that these decisions reflect individual pa-
tient preferences and responses to various
treatment options will likely require on-
going adjustments to how the definitions
are interpreted (Pearson and Bach 2010).

Finally, there is also the poten-
tial that the most costly treatment options
are found to be the most effective, which
would contradict the primary purpose of
this policy change to reduce costs in the
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Medicare program. Though this may be
the case for certain medical conditions or
therapies, there are thousands of services
covered by Medicare and thus it is likely
that there are significant cost savings to
be achieved in the program, even if some
costly treatments are found to be the most
effective. Overall, the potential limita-
tions associated with this policy change
are expected to be minimal to moderate.

Option Two: Expand the Use of
Accountable Care Organizations in
the Medicare Program

The following section provides
a description of the second policy option
and then evaluates the proposal based on
each of the four criteria described above.

Description of Option Two

Another policy option to address
rising costs in the Medicare program is
to transform the way that health care ser-
vices are delivered to Medicare beneficia-
ries by requiring the expanded use of Ac-
countable Care Organizations. Research
has suggested that integrated care delivery
models, such as Accountable Care Organi-
zations, can help reduce the cost of provid-
ing health care services while also improv-
ing the quality of care delivered (Newman
2011). Thus, the Affordable Care Act re-
quired the establishment of a voluntary
Accountable Care Organization demon-
stration program in Medicare by January
2012, called the Shared Savings Program
(DHHS 2011c; Newman 2011). Under this
program, Accountable Care Organizations
are voluntary networks of health care pro-
viders, including physicians, hospitals,
and other providers such as home health
workers and medical product suppliers.
This network shares responsibility for
providing care to a defined population of
patients by coordinating treatment across
various care settings, such as the doctor’s
office, hospitals, and home health care
(Gold 2011; DHHS 2011¢; Berwick 2011).

The Shared Savings Program re-
quires all participating providers to take

joint responsibility for the health of a
defined population of patients, a mini-
mum of 5,000 Medicare beneficiaries
per Accountable Care Organization, over
the course of at least three years. If Ac-
countable Care Organizations are suc-
cessful in reducing costs and improving
the quality of care provided to beneficia-
ries, beyond what would have otherwise
been expected, they are eligible to receive
shared savings bonuses from Medicare
(Newman 2011). This structure creates
incentives for providers to better coordi-
nate care for patients in order to improve
health and lower costs; for example, by
avoiding unnecessary or duplicative tests
and procedures and keeping chronic dis-
eases well-managed (Gold 2011; DHHS
2011c). Under the Shared Savings Pro-
gram, providers would still receive stan-
dard fee-for-service payments based on
the number of services provided to Medi-
care beneficiaries, but providers would
also receive shared savings bonus pay-
ments for meeting certain cost and quality
standards (Berwick 2011; Newman 2011).

Given that payment is based on
reduced cost and improved quality of
care, there is a certain amount of risk as-
sociated with establishing and operating
an Accountable Care Organization. If an
organization fails to save money or meet
quality standards, it would be responsible
for the initial costs associated with estab-
lishing an Accountable Care Organiza-
tion, and it may also be required to pay a
penalty to the Medicare program for not
achieving the intended outcomes of re-
ducing costs and improving quality. The
size of this penalty is the subject of future
rulemaking. The way this provision of
the law was written also gives regulators
at the Centers for Medicare and Medic-
aid Services the discretion to devise other
payment methods that could require Ac-
countable Care Organizations to bear even
more risk, such as receiving a flat fee per
patient for which it assumes care, accord-
ing to the Medicare Payment Advisory
Commission (as cited in Newman 2011),



similar to the way that capitation pay-
ments are made in health maintenance
organizations, instead of maintaining
the fee-for-service payment structure.

The Shared Savings Program
is designed to be different from previ-
ous managed care delivery models, such
as health maintenance organizations, in
order to avoid certain features of these
previous models that provoked backlash
from both providers and the public. First,
insurers or payers do not intervene in the
patient-provider relationship in an effort
to control costs in Accountable Care Or-
ganizations. Instead, the responsibility for
being cost-conscious rests with provid-
ers, as research has found that the clinical
decisions made by physicians account for
nearly 87 percent of all personal health
spending, whether directly or indirectly,
according to Burns and Muller (Newman
2011). Thus, physicians are in a prime
position to aid in the reduction of health
spending at the patient level. Further-
more, the Shared Savings Program main-
tains an open panel of providers, meaning
the Medicare beneficiaries can still seek
care from the physician of their choice,
even if that physician operates outside of
the beneficiaries’ assigned Accountable
Care Organization network (DHHS 2011c¢).

If the Shared Savings Program is
successful in achieving at least the mini-
mum projected savings for Medicare by
the end of the first three years of opera-
tion, the policy option described in this
section would mandate the expanded use
of Accountable Care Organizations for a
broader segment of Medicare beneficiaries
in order to realize even more significant
savings for the program. The Congressio-
nal Budget Office estimates that within
the first two years of implementing an
Accountable Care Organization-type pro-
gram within Medicare, nearly 20 percent
of traditional fee-for-service beneficiaries
will be assigned to physicians participating
in an Accountable Care Organization, and
participation is expected to grow to 40 per-
cent of the this population by 2019 (New-

man 2011). Instead, the goal of this second
policy option would be to double partici-
pation to at least 80 percent of tradition-
al fee-for-service beneficiaries by 2019.

Expected Outcomes of Option Two

Efficacy

According to estimates from the
Centers for Medicare and Medicaid Ser-
vices, the Medicare Shared Savings Pro-
gram could save the federal government
up to $960 million in the first three years
of operation (Newman 2011). The Con-
gressional Budget Office has also esti-
mated that the Shared Savings Program
could reduce Medicare expenditures by
$4.9 billion between 2013 and 2019 (New-
man 2011). These estimates are based on
the assumption that participation would
reach 40 percent of the traditional fee-
for-service Medicare population by 2019.
If participation were doubled to 80 per-
cent, the estimated savings could also
potentially increase, ranging from nearly
$8 billion to $10 billion in savings over
the same time frame, or about $1.1 bil-
lion to $1.4 billion in savings per year.

There is also a strong likelihood
that more widespread use of Accountable
Care Organizations in the Medicare pro-
gram would improve the quality of care
and health outcomes for participating
beneficiaries. As explained above, finan-
cial incentives for providers under an Ac-
countable Care Organization are directly
linked to satisfying certain quality targets
determined by the Centers for Medicare
and Medicaid Services (Newman 2011).
Therefore, providers would also be moti-
vated to improve the quality of care pro-
vided to their patients because, if they fail
to do so, they would not share in any sav-
ings they create for the Medicare program.

Implementation Cost

The administrative capacity for
implementing the Shared Savings Pro-
gram under the Affordable Care Act al-
ready exists within the Center for Medicare
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and Medicaid Innovation, a sub-agency of
the Centers for Medicare and Medicaid
Services that was also created as part of
the Affordable Care Act. This policy op-
tion would likely require additional bud-
getary resources in order to expand the
scope of the Shared Savings Program.
Given that the Center for Medicare and
Medicaid Innovation is already in place,
any additional costs are likely to only be
minimal and no more than the Medicare
program’s annual administrative ex-
penses of about $7 billion. However, po-
tential costs of implementing the policy
change should be considered against ex-
pected program savings, as costs should
not be greater than potential savings.

Political Feasibility

Accountable Care Organizations
have already gained congressional approv-
al as a Medicare demonstration program
under the Affordable Care Act. However,
since its passage, the health reform law
has been a point of disagreement between
the two political parties (Crosson 2011)
and it continues to face strong opposition
from Republican Members of Congress,
including efforts to dismantle the entire
law or individual provisions. Nevertheless,
the Shared Savings Program has not been
a target of these repeal efforts. Despite this
broad opposition to the Affordable Care
Act, if the Shared Savings Program proves
to be successful in reducing costs and im-
proving quality after the first several years
of operation, Congress could strongly con-
sider mandating the expanded use of Ac-
countable Care Organizations in Medicare.
This move would be even more likely if
Congress continues to be receptive to fur-
ther changes to Medicare that ensure the
program’s long-term financial stability.

There are several key interest
groups that would likely have concerns
about a mandated expansion of the Medi-
care Shared Savings Program. First, physi-
cian organizations have expressed concern
that hospitals will dominate the creation
of new Accountable Care Organizations

given their more ready access to capital. In
turn, physicians expect Accountable Care
Organizations to employ them and closely
monitor their relationship with patients.
While these concerns have some merit,
past experience with integrated care sys-
tems have demonstrated the essential role
of physician leadership and it would be
detrimental to the functionality of the Ac-
countable Care Organization if this lead-
ership was not utilized (Crosson 2011).

Hospitals also have concerns that
improved care management under Ac-
countable Care Organizations could lead
to vacant hospital beds and thus declin-
ing hospital revenues (Crosson 2011), a
potential outcome if the current Medicare
fee-for-service payment structure were
to remain in place and hospitals contin-
ued to be reimbursed on a per discharge
basis. However, there are several other
Medicare initiatives under the Affordable
Care Act, such as value-based purchasing
and bundled payments, which will begin
to move away from the fee-for-service
structure and instead pay for quality and
outcomes as opposed to the volume of
services provided. Between physician and
hospital concerns, Accountable Care Orga-
nizations present a prime opportunity for
all providers to rethink their working re-
lationships and promote a culture of mu-
tual cooperation. Furthermore, the regu-
lations for the Medicare Shared Savings
Program promote a strong partnership
between hospitals and physicians through
governance requirements for the Account-
able Care Organizations (Crosson 2011).

Finally, public receptivity to Ac-
countable Care Organizations will be
crucial to expanding the Shared Savings
Program, especially among Medicare
beneficiaries. The general public reacted
negatively to managed care in the 1990s
(Crosson 2011), rejecting limits on patient
choice in selecting providers and capita-
tion payments that often limited the care
providers were willing to offer (Mathews
2012). Given this skepticism, public re-
ceptivity will likely be dependent on the



outcomes of early experiences with Ac-
countable Care Organizations, and wheth-
er or not they are successful in improving
the quality of patient care while reducing
overall costs. The key challenge will be to
clearly educate the public about Account-
able Care Organizations and gain support
for expansion of the program. Previous
managed care models failed due to lack of
support and buy-in from relevant stake-
holders, including patients, physicians,
hospitals, and insurers (Crosson 2011).
If all stakeholders can be made to under-
stand that the success of Accountable Care
Organizations is in their common interest,
the political feasibility of this policy change
is expected to be low to moderately viable.

Potential Limitations

Despite the potential for reduced
costs and improved quality of care, many
experts in the field have identified several
possible limitations of the Accountable
Care Organization delivery model. One
such shortcoming is the limited experi-
ence with these care delivery models in the
US health care system. Only a small num-
ber of integrated health care providers ex-
ist, such as the Geisinger Health System
or Kaiser Permanente, and the start-up
phase can be a slow process as organiza-
tions must generate operating capital in
the range of $10 million to $30 million, ac-
cording to Scully and Goldsmith (Mathews
2012), in order to cover the costs of con-
tracting with providers and developing
integrated health information technology
systems (Newman 2011). These existing
integrated systems were purely voluntary
creations and it is unclear if mandating
this sort of change in the health care sys-
tem could accomplish similar results in re-
ducing costs and improving the quality of
care. Furthermore, quality improvements
do not always translate into reduced costs
(Newman 2011) and can sometimes lead to
even higher costs, as is often the case with
new technology or equipment used in the
delivery of care (Santerre and Neun 2010).

Another possible shortcoming

of this policy option is that as networks
of providers become more integrated,
these organizations have the potential
to consolidate local market power in ne-
gotiating prices with other private pay-
ers. This increased market power could
potentially lead to higher rates for health
care services, even if care is ultimately be-
ing provided in a more efficient manner,
according to Berenson, Ginsburg, and
Kemps (Newman 2011). This outcome
would effectively increase costs in the US
health care system as a whole, even if the
intended effect of slowing cost growth
in the Medicare program is realized.

Finally, the Medicare Shared Sav-
ings Program only addresses hospital and
physician services provided under Parts
A and B of the program, but not the pre-
scription drug benefit provided under Part
D (Newman 2011). Medicare Part D is
projected to grow annually at a faster rate
than Part B (Medicare Board of Trustees
2011), yet this policy option does not ad-
dress costs in this portion of the program.
Thus, any savings realized in Parts A and
B through this second policy option could
potentially be negated by uncontrolled cost
growth in Part D. Overall, the potential lim-
itations associated with this policy change
are expected to be minimal to moderate.

Option Three: Chairman Ryan’s
Premium Support Model for
Medicare

The following section provides ade-
scription of the third policy option and then
evaluates the proposal based on each of the
four criteria described in the introduction.

Description of Option Three

A final policy option is to funda-
mentally restructure the Medicare pro-
gram by transforming it into a premium
support model, based on the proposal
put forward by House Budget Commit-
tee Chairman Paul Ryan (R-WI) in his FY
2012 Budget Resolution, which passed the
House of Representatives in April 2011
(Fuchs and Potetz 2011). Under the exist-
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ing Medicare program, beneficiaries are
guaranteed a defined set of benefits, mean-
ing that the federal government covers the
cost of all benefits that are promised to
beneficiaries under law (Fuchs and Potetz
2011). However, under the Ryan premium
support model, beneficiaries would re-
ceive a defined amount of money from the
federal government in order to purchase
a private health insurance plan (Fuchs
and Potetz 2011; Van de Water 2011).

Under this plan, beginning in 2022,
newly-eligible Medicare beneficiaries
would receive a premium support sub-
sidy in order to purchase a private health
insurance plan with a benefits package
containing certain minimum coverage re-
quirements, and the subsidy would be paid
directly to the health plan from Medicare
(US House of Representatives 2011). The
size of premium support payments for each
beneficiary would vary based on the bene-
ficiary’s income and health status, and the
beneficiary would be required to pay the
difference for a health insurance plan that
exceeds the amount of the government’s
contribution (Fuchs and Potetz 2011). The
base subsidy amount for the typical 65 year-
old in 2022 would be $8,000, which would
be approximately the same amount as the
projected federal spending per beneficiary
in the traditional fee-for-service Medi-
care program that same year (CBO 2011).

Based on beneficiary income, those
who are wealthier would receive a smaller
subsidy than lower-income beneficiaries
(US House of Representatives 2011). Spe-
cifically, the top two percent of beneficia-
ries, based on the annual income distribu-
tion, would receive a subsidy that equals
30 percent of the base premium support
amount. The next six percent of beneficia-
ries, based on the annual income distri-
bution, would receive a subsidy equal to
50 percent of the base premium support
amount, and the remaining 92 percent of
beneficiaries would receive the full base
premium support amount (CBO 2011).
The size of the premium support sub-
sidy would also vary based on the health

status of the beneficiary (CBO 2011; Van
de Water 2011) such that those in poorer
health would receive a larger subsidy rela-
tive to those in better health. The pre-
mium support subsidy would increase
over time based on annual increases in
overall consumer prices (as tracked by
the Consumer Price Index for All Urban
Consumers, or CPI-U) and with the age
of the beneficiary (CBO 2011), as older
beneficiaries are likely to be in poorer
health and have higher health care costs.

In addition to a larger premium
support subsidy, low-income beneficia-
ries would also receive financial assistance
from the Medicare program in order to
cover their out-of-pocket health care costs
(US House of Representatives 2011), as
opposed to receiving cost-sharing assis-
tance through the Medicaid program, as
low-income individuals eligible for both
Medicare and Medicaid currently do (Van
de Water 2011). Instead, the government
would deposit additional funds into a
Medical Savings Account that low-income
beneficiaries would then use to cover cost-
sharing and other out-of-pocket costs in
their health plan, such as deductibles and
coinsurance (Fuchs and Potetz 2011). Like
the overall premium support subsidy, the
amount deposited into Medical Savings
Accounts would grow each year indexed
to the CPI-U. Under the Ryan plan, the
government’s contribution to each Medi-
cal Savings Account in 2022 would be ap-
proximately $7,800 for beneficiaries with
incomes below 100 percent of the Federal
Poverty Level (Fuchs and Potetz 2011).

In order to implement the Ryan
proposal, a tightly-regulated Medicare
exchange would be established in which
private insurers would compete to cov-
er program beneficiaries. This proposal
would require participating health plans
to offer coverage to all Medicare benefi-
ciaries in order to prevent insurers from
engaging in risk selection where they seek
out the healthiest and least-costly benefi-
ciaries for coverage (US House of Repre-
sentatives 2011). Private insurers offering



plans in the Medicare exchange would be
required to charge the same premiums
for all beneficiaries of the same age (CBO
2011). The Ryan proposal would also cre-
ate a risk adjustment mechanism within
the Medicare exchange such that the pro-
gram would gather fees from private plans
sold in the exchange that have healthier
and thus less-costly enrollees. Those col-
lected funds would then be distributed
to plans that have sicker and therefore
more-costly enrollees. This risk adjust-
ment mechanism is intended to compen-
sate health plans in the Medicare exchange
for the health risks associated with their
particular insured population (CBO 2011).

Finally, the Ryan proposal would
maintain the traditional fee-for-service
Medicare program for current benefi-
ciaries and for those individuals who be-
come eligible for the program before the
transition to a premium support model
in 2022. Beyond that, existing Medicare
beneficiaries would have the option to
transition from traditional Medicare into
the premium support system (US House
of Representatives 2011), but newly-el-
igible enrollees would not have the op-
tion of moving from premium support
back to the traditional Medicare program.

Expected Outcome of Option Three

Efficacy

Based on its design, the premium
support model proposed by Chairman
Ryan is expected to reduce federal expen-
ditures on Medicare, making the govern-
ment’s contribution to the program more
predictable and manageable over time
(Fuchs and Potetz 2011). Medicare costs
would become more predictable because
the government’s per capita contribu-
tion to the program would be known in
advance. Furthermore, the amount of
the subsidy could be adjusted in order
to meet specific budgetary goals, espe-
cially if the government’s contribution
is not linked to the underlying cost of
plan premiums, as in the case under the

Ryan proposal (Fuchs and Potetz 2011).

According to the Congressional
Budget Office’s preliminary analysis of the
Ryan plan, it is estimated that significant
federal savings will be achieved under this
proposal in the long run, even if the over-
all health care costs continue to rise (CBO,
2011; Fuchs and Potetz 2011). If the Medi-
care program continued to exist in 2022 in
its current form, it is estimated that the fed-
eral government would cover, on average,
approximately 60 percent of total health
spending per beneficiary. However, un-
der the Ryan proposal, it is estimated that
the federal government would only cover
about 40 percent of total health spending
per beneficiary, on average (Greenstein
2011). Based on this expected reduction
in the government’s contribution to Medi-
care spending under the Ryan proposal,
and also based on projected program ex-
penditures in 2022 from the Congressio-
nal Budget Office (2012), it is estimated
that this policy change could save the
federal government approximately $200
billion annually in the Medicare program.

The nature of the premium sup-
port model envisioned in the Ryan pro-
posal also suggests that the quality of care
provided to beneficiaries and their health
outcomes could potentially be worsened,
or at best, not impacted at all by the policy
change. At the present time, the tradition-
al Medicare program is undergoing several
payment and delivery reforms under the
Affordable Care Act that reward providers
for higher quality care and better health
outcomes, such as Hospital Value-Based
Purchasing and financial penalties for cer-
tain types of hospital readmissions (DHHS
2011d). However, under the Ryan proposal,
newly-eligible beneficiaries and some ex-
isting beneficiaries will receive their health
coverage through private plans, most of
which will continue to operate under a fee-
for-service payment structure, compensat-
ing physicians based on the quantity of ser-
vices provided. While fee-for-service does
not always translate into poor quality care
and health outcomes, this incentive struc-

Policy Perspectives ® 37



38 ® Solving Medicare’s Fiscal Crisis

ture has proven problematic and motivat-
ed the transition to systems that reward
quality and improved health outcomes.

Furthermore, the Ryan proposal
guarantees a defined subsidy amount for
newly-eligible Medicare beneficiaries to
aid in the purchase of private health cov-
erage. Thus, low-income beneficiaries who
do not have the financial means to pay
premiums beyond the subsidy amount
may have to settle for a cheaper health
plan offered in the Medicare exchange. A
cheaper plan would likely offer less com-
prehensive benefits or have a smaller
provider network, both of which might
jeopardize the beneficiaries’ quality of and
access to care (Van de Water 2011), poten-
tially leading to poorer health outcomes.

Implementation Cost

At the present time, there are no
official cost estimates for implementing
this policy change. However, examining
the current administrative structure for the
Medicare program and expected changes
under the policy proposal suggests that
implementation costs to the federal gov-
ernment would likely increase. The Cen-
ters for Medicare and Medicaid Services,
the administrative agency for Medicare,
already exists to administer the program in
its current form. However, it is likely that
additional appropriations would be nec-
essary in order to transition the program
to the premium support model, with the
federal government responsible for deter-
mining subsidies and managing risk man-
agement for the new program. Further-
more, the traditional Medicare program
would be maintained for existing benefi-
ciaries, even as newly-eligible beneficia-
ries participate in the premium support
program. Thus, the Centers for Medicare
and Medicaid Services would essentially
be responsible for administering two ver-
sions of the Medicare program, possibly
for a few decades, until there are no lon-
ger any beneficiaries participating under
the traditional program. It is also expected
that as the size of the traditional Medicare

population shrinks, the cost of administer-
ing the traditional program would likely
increase relative to payments for benefits
(Van de Water 2011). Given that adminis-
trative expenses for the Medicare program
were $7 billion in 2010 (Medicare Board
of Trustees 2011), a conservative cost es-
timate would see the costs of administer-
ing the Medicare program increase by 50
percent to 100 percent, or $3.5 billion
to $7 billion under this policy change.

Political Feasibility

If enacted, this policy proposal
would significantly change the nature of
the entitlement under the Medicare pro-
gram (CBO 2011; Fuchs and Potetz 2011),
the most sweeping change to the Medicare
program since its enactment in 1965. Fol-
lowing the release of Chairman Ryan’s
Medicare premium support plan in April
2011 as part of the House Republican
FY 2012 Budget Resolution, Democratic
members of Congress reacted strongly
against the proposal. Democratic Minor-
ity Leader Nancy Pelosi (D-CA) stated
that the plan would effectively end guar-
anteed health benefits for beneficiaries
under the Medicare program (as cited in
Montgomery and Rucker 2011). Since the
Ryan proposal was put forward, only one
Democrat, Senator Ron Wyden (D-OR),
has come forward and expressed support
for utilizing a premium support mod-
el in the Medicare program. Although,
Senator Wyden prefers to maintain tra-
ditional Medicare as an option for ben-
eficiaries, a structure that Chairman Ryan
utilized in his more recent FY 2013 Bud-
get Resolution released in March 2012.

Despite this small bipartisan dis-
play, Democrats in Congress have contin-
ued to express strong opposition to mak-
ing significant structural changes to the
Medicare program, especially heading
into the 2012 election. This lack of con-
sensus on the premium support model
makes it almost certain that the proposal
will not be acted on in the second session
of the 112" Congress, but may face fur-



ther consideration depending on the out-
comes of the November 2012 elections.

Beyond Congress, there has been
similar public outery in response to Chair-
man Ryan’s proposal, especially among
senior citizens and groups like the AARP.
Although Ryan’s proposal would not
change Medicare coverage for current
beneficiaries and those who are currently
55 or older, many seniors have expressed
concerns over the significantly increased
cost-sharing requirements they would face
under a premium support model. Further-
more, seniors have expressed concern that
any Medicare premium support model
considered by Congress may not maintain
the age cutoff for remaining in traditional
Medicare, rather shifting all beneficiaries
into the new program (Barry 2011). Polling
conducted shortly after the release of the
Ryan plan found that senior citizens prefer
to keep the Medicare program in its current
form by a two-to-one margin (KFF 2011).

Additional polling conducted in
April 2011 suggests that the general public
is not very familiar with the premium sup-
port concept for the Medicare program.
Fifty-eight percent of those polled had nev-
er heard of the term “premium support”
while another 28 percent had heard of the
term, but were uncertain what it meant
(KFF 2011). More generally, the public is
nearly evenly split on whether or not to
maintain the Medicare program in its ex-
isting form, with 50 percent of those polled
preferring to keep the program as is and 46
percent favoring some sort of the change
in the program. However, these opinions
appear rather malleable. When those pre-
ferring to keep the current Medicare pro-
gram were questioned further about mak-
ing changes to reduce the federal deficit
and protect the program for future genera-
tions, 54 percent then said they would be
open to changing Medicare. Alternatively,
those who initially favored changes to the
program were told more details about
changes to Medicare, including ending the
program in its current form and enroll-
ing beneficiaries in private plans, 68 per-

cent of those polled then said they would
prefer to keep Medicare as is (KFF 2011).

This polling suggests several things.
First, the public does not appear to have
a deep understanding of the nature of the
premium support model for Medicare that
is being considered, and the implications
of that policy change for existing and fu-
ture beneficiaries. Second, public opinion
in the poll was fluid when provided with
additional details about potential changes
to the Medicare program, and public opin-
ion especially hardened against making
changes when those polled learned more
about the nature of the proposed changes.
These shifts in opinion make it difficult
to gauge whether or not the public would
be supportive of such a significant change
to traditional Medicare. Considering the
opposition from congressional Demo-
crats, the opposition of senior citizens
to fundamental changes to the Medicare
program, and volatility of public opin-
ion on the issue, the political feasibil-
ity of this proposal is expected to be low.

Potential Limitations

One potential limitation of the
Ryan proposal relates to how premium
support payments increase over time. Un-
der this proposal, the size of the subsidy
is linked to general inflation for urban
consumers, or the CPI-U. However, based
on both historical inflation trends and
generally-accepted future projections, this
method for indexing the annual subsidy
growth will not keep pace with the rising
cost of health care in the US. From 1985 to
20009, the average annual growth in Medi-
care spending per capita was approximate-
ly 7 percent and average annual growth in
overall national health spending per capita
was about 6.3 percent (Fuchs and Potetz
2011). These average annual growth rates
significantly outpaced the CPI-U in the
same time frame, which grew at an aver-
age annual rate of 2.9 percent, accord-
ing to The Economic Report of the Presi-
dent from 2011 (Fuchs and Potetz 2011).

While it is clear that the Ryan
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proposal would greatly reduce federal
spending in the Medicare program, the
Congressional Budget Office found, in
conducting its preliminary analysis of
the plan, that these federal savings would
only be achieved by increasing the cost-
sharing burden for beneficiaries, not by
reducing the overall cost of providing
coverage through Medicare (Fuchs and
Potetz 2011). According to the Congressio-
nal Budget Office, the typical 65 year-old
Medicare beneficiary in 2022 would pay
more than twice as much under the Ryan
premium support plan than under tradi-
tional Medicare. In this year, the federal
government contribution for the typical
65 year-old beneficiary is expected to be
$8,000, and the beneficiary would then be
responsible for approximately $12,500 in
annual out-of-pocket health care costs, on
average, compared to $5,630 in expected
out-of-pocket costs per beneficiary under
the traditional Medicare program in that
same year, according to estimates from the
Kaiser Family Foundation (Fuchs and Po-
tetz 2011). These increased costs for ben-
eficiaries reflect the fact that government
subsidies would not keep pace with growth
in the cost of health care services, forcing
beneficiaries to either pay more out of
pocket in order to purchase coverage or set-
tle for a less expensive plan that may pro-
vide less comprehensive coverage or may
be of lower quality (Van de Water 2011).

Another potential limitation of
the Ryan proposal relates to transitioning
to the premium support model and phas-
ing out traditional Medicare. Beginning in
2022, newly-eligible beneficiaries would
be enrolled in premium support with no
new beneficiaries enrolling in the tradi-
tional Medicare program. Over time, the
traditional Medicare population will be-
come older, sicker, and fewer in number.
As a result, it will become increasingly ex-
pensive to provide health coverage to this
group of beneficiaries that remain in tra-
ditional Medicare. Furthermore, private
plans could accelerate this trend by attract-
ing healthier traditional Medicare benefi-

ciaries to premium support, as is permit-
ted under the Ryan plan. As the number
of beneficiaries participating in traditional
fee-for-service Medicare decreases over
time, the cost of administering traditional
Medicare will thus increase relative to the
cost of benefits being paid out. Tradition-
al Medicare generally has a high degree
of market power to negotiate lower pay-
ment rates with providers, due to its large
population of beneficiaries. However, this
power would be weakened with a decrease
in the number of traditional Medicare
beneficiaries, leaving providers with little
incentive to continue participating in the
traditional program. Therefore, it would
be difficult to keep traditional Medicare
operational alongside the premium sup-
port system without increasing provider
reimbursement rates and beneficiary pre-
miums in the traditional system. This out-
come will likely have a significant negative
impact on traditional Medicare beneficia-
ries beyond 2022, negating the claim that
the Ryan proposal would have no impact
on those beneficiaries currently enrolled in
traditional Medicare (Van de Water 2011).

Finally, changes to Medicare un-
der the Ryan proposal would also severe-
ly undermine the program’s prominent
role in the US health care system. Medi-
care is the largest purchaser and regula-
tor of health care in the US and it exerts
significant influence on private insurers
and other public systems (Van de Water
2011). Given this market power, Medicare
has often led the way on innovative cover-
age, reimbursement, and delivery policies
that aim to control health care spending.
If traditional Medicare were to ultimately
be eliminated under the Ryan proposal,
the government would also lose the op-
portunity to use the program to promote
cost reduction throughout the entire US
health care system because diffusing ex-
penditures across a large number of pri-
vate plans would diminish Medicare’s
market power and leverage in negotiat-
ing reimbursement rates with provid-
ers, according to work from Dowd et al.,



Mayes and Berenson, and Vladeck, Van
de Water, and Eichner (Van de Water
2011). The policy change would also put
in jeopardy significant Medicare reforms
under the Affordable Care Act that aim
to control costs by fundamentally chang-
ing the way that health care is delivered
and paid for in the US. Overall, the poten-
tial limitations associated with this pol-
icy change are expected to be significant.

Policy Recommendations and
Conclusion

Recommendations

Table 1 presents a decision ma-
trix with the projected outcomes for each
of the three policy options as evaluated on
the four criteria. Based on these projec-
tions, and considering tradeoffs between
each criterion, the most successful policy
option to address rising costs in the Medi-
care program is the first option: incorpo-

Table 1: Projected Outcomes.

rating comparative effectiveness research
into Medicare coverage and reimburse-
ment decisions. This policy option is ex-
pected to achieve the most significant sav-
ings for Medicare at $131 billion to $262
billion in savings annually, which would
have a significant impact on bending the
cost curve for the program. Addition-
ally, this first policy option would likely
improving the quality of care and health
outcomes for beneficiaries. Furthermore,
implementing the policy change is ex-
pected to impose only minimal costs on
the federal government at less than $7
billion annually, and the political feasi-
bility of the policy option is expected to
be moderately viable. Finally, the poten-
tial limitations associated with the policy
change are only expected to be minimal to
moderate, and would not greatly alter ex-
pected outcomes on the first three criteria.

Given Medicare’s significant fi-
nancial challenges, reducing program

Policy Options Efficacy Implemen- | Political Potential
Reducing Quality tation Cost | Feasibility | Limitations
Medicare and Health
Spending Outcomes

One: Incorpo- | Approximately Likely to Minimal, | Moderate | Minimal to

rate Compara- | $131 billion to $262 [ improve likely less | viability moderate

tive Effective- | billion annually than $7

ness Research | (Significant) billion an-

into Medicare nually

Coverage and

Reimbursement

Decisions

Two: Expanded | Approximately Likely to Minimal, | Lowto Minimal to

Use of Ac- $1.1billion to $1.4 [ improve likely less | moderate | moderate

countable Care | billion annually than $7 viability

Organizations | (Insignificant) billion an-

in Medicare nually

Three: Chair- Approximately Likely to Minimal, | Low Significant

man Ryan’s $200 billion annu- | worsen or |likely $3.5 [ viability

Premium Sup- | ally (Significant) have no billion to

port Model for impact $7 billion

Medicare annually
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expenditures is an imperative objec-
tive of any policy change that is pursued.
While the third policy option is also ex-
pected to achieve significant savings for
the Medicare program at approximately
$200 billion annually, this policy change
would likely have a negative impact on
the quality of care and health outcomes
for beneficiaries. Furthermore, there are
significant limitations associated with
this policy change that would significant-
ly impact outcomes on the other criteria,
especially as the monetary savings cre-
ated for the federal government would be
shifted onto Medicare beneficiaries in the
form of higher cost-sharing. While this
third policy option would greatly reduce
the federal government’s financial com-
mitment to Medicare, it also does not di-
rectly address factors that underlie the
cost of providing health care, such as the
mechanisms for making coverage and re-
imbursement decisions, the organization
and delivery of health care services, and
the financial incentives that are in place
for providers. Though the third policy op-
tion is expected to create significant Medi-
care savings and more predictable future
expenditures in the program, Congress
should not be short-sighted in pursu-
ing this policy change without giving full
consideration to the adverse impact that
this reform would likely have on the ben-
eficiaries that the program is intended to
serve. Based on the analysis presented
here, it is not recommended to pursue the
third policy option in its existing form.

Conclusion

Many budget experts and health
policy analysts have acknowledged that
the long-term fiscal outlook for the Medi-
care program will be difficult to sustain
in its current form. While the Affordable
Care Act included many reforms that en-
sure the short-term solvency of the pro-
gram, changing demographics in the US
population and the rising cost of provid-
ing health care will continue to strain
Medicare if no further changes are made

to the program. Given these challenges,
it is in the best financial interest of Con-
gress to pursue additional reforms to en-
sure the financial viability of the program.

Based on the analysis presented
in this paper, the first policy option, which
would incorporate the findings of compar-
ative effectiveness research into Medicare
coverage and reimbursement decisions,
would be the most successful in achiev-
ing Congress’s primary goals of reducing
Medicare expenditures and improving
quality of care and health outcomes for
beneficiaries. Furthermore, the first pol-
icy option would achieve these objectives
without significant limitations or unin-
tended consequences. However, the analy-
sis presented here should not be interpret-
ed to suggest that Medicare coverage and
reimbursement reform is the only possible
approach to achieving these desired out-
comes. All viable policy options that are
likely to achieve significant savings with
few unintended consequences should be
strongly considered by Congress and will
beimperative to address present and future
financial strains on the Medicare program.

While consensus on the best path
forward for Medicare has been difficult to
reach, recent developments hold prom-
ise. In the past 15 months, both political
parties have begun to recognize the dire
problems that face the Medicare program
and have demonstrated a willingness to at
least come to the table for further discus-
sion. However, the often political nature of
the current conversation about Medicare
spending, and health care spending in the
US more generally, demonstrates just how
difficult it is to have an open and thought-
ful discussion about this pressing issue. In
order to move forward with an honest con-
versation, members of both parties must
acknowledge the inherent resource con-
straints that exist in the US economy, and
also recognize that reigning in health care
spending in the US, especially in a large
public program like Medicare, will require
some difficult tradeoffs between compet-
ing interests. The time is now for elected
officials to make difficult but responsible



choices, develop creative policy solutions ise of the Medicare program for current
in order to accomplish more with less and future generations of beneficiaries.
(Neumann 2012), and preserve the prom-
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