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FOREWORD 

Projections of outlays and income for the medicare program make 
it plain that medicare is facing a major financial crisis and that before 
long the Con ess must act to preserve it. As a society, we now take T for granted t e importance and necessity of the protection against 
health costs that medicare provides for the elderly and seriously dis- 
abled. I t  is unthinkable that Americans will let the medicare program 
be seriously compromised. But i t  is estimated that, perhaps by the 
end of this decade, the medicare hospital insurance trust fund will be 
exhausted and the pro am will not be able to meet its obligations. 

The Committee on # ays and Means recognizes the need to begin 
now the search for solutions to this financing crisis. The Committee 
was therefore pleased this past November to s onsor, in conjunction 
with the Congressional Budget Ofice and t R e Congressional Re- 
search Service of the Library of Congress, a Conference on the Fu- 
ture of Medicare. As I believe the papers and the extensive discus- 
sions reproduced in these Conference Proceedings illustrate, the 
medicare financing problem is severe but we are not without innova- 
tive and challenging ideas to serve as a basis for working out an ac- 
ce table solution. P want to take this opportunity to thank all who worked ki th  the 
Committee on Ways and Means and its staff to make this conference a 
success. Paul Ginsburg and Marilyn Moon of the Congressional 
Budget Office not only wrote one of the conference apers, but also 
played a major role in the planning and preparation o ! the conference, 
as did Janet Nine of the Congressional Research Service. Thanks are 
also due to a number of other Congressional Research Service staff 
members, including Ms. Ruth Allison and Ms. Carol Hardy, whose 
efforts resulted in a smoothly run conference. 

I want to extend the thanks of the Committee to the paper authors 
commentators and panelists for their willingness to participate and 
the time and effort they devoted to making the conference the suc- 
cess that I believe it was. The conference was a fitting beginning to 
what will be a difficult and important process of identifying and build- 
ing consensus for the actions needed to preserve and strengthen the 
medicare program. 

DAN ROSTENKOWSKI, 
Chaimrurn, Committee on Wags and Means 
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PREFACE 
This volume contains the commissioned papers, the written re- 

marks of the lead commentators, and the full transcript of the Con- 
ference on the Future of Medicare. The conference was organized 
by the staff of the Committee on Ways and Means in conjunction 
with the Congressional Budget Office (CBO) and the Congressional 
Research Service (CRS). 

In February 1983, the organizers published a call for papers. The 
potential authors were urged to be bold in developing options, and 
to advocate a course of action, rather than present a balanced anal- 
ysis. They were also requested to concentrate on one area of 
reform, rather than develop a comprehensive plan. The sponsors 
selected among the approximately forty p r o p a l s  received on the 
basis of their quality and a desire to get a broad range of options, 
each of which had the potential to make a major contribution to 
the solution of medicare's financing problems. 

With one exception, the views expressed in the papers are the 
sole responsibility of the authors. While some editorial suggestions 
were made to the authors, these focused on reducing redundancy 
among the papers and inadvertent errors of fact. The exception is 
the paper by Paul Ginsburg and Marilyn Moon, which is a state- 
ment of the CBO. 

The volume is organized into two parts. The first contains edited 
versions of the papers prepared for the conference, and written ver- 
sions of the remarks made by the lead commentators a t  the confer- 
ence. The second contains an edited transcript of the conference. 
This includes summaries of the papers by the lead commentators, 
rebuttals by the authors, and extensive discussions by four panels 
of invited experts. 





CONTENTS 

................................................................................................................ Foreword 
Preface ................................................................................................................. 

An Introduction to the Medicaro Finanaing Problem 
Paper b Paul B . Ginabu and Marilyn Moon ................... ... .................... 

Medicare'e &ancia1 status-%ow Did We Get There? ......................................................................................... Paper: Irwin Wolkstein 
Rsstructurin Medicare Benefita 

Pauer: &lliam C . Hsiao and Nancy t . Kellv ......................................... 
...................................................... Reiponw: Eli Gineberg ......................... ,...... i 

A Medicare Voucher System: Whet Can It Offer? 
Payer: Bernard fi~edrnan. Stephen A . LaTour. and Edward F.X. Hughes .. . ......................*........................................................ Res onrre: Harold S Luft...... 

~ o 8 p i t a f ~ a  ment Under Medicare 
Paper: f udith R . Lave ................... ... .................................................................. 
%sponse; Bruce C . Vladeck .................... .. ....................................................... 

Ph iclan Reimbursement Under Medicare: An Overview and a Proposal for 
& a m  de Physicran Incent~vea 

Paper: Peter D . Fox ...................................................................................... 
Response: Jack H a d l e ~  ......................................................................................... 

Uein Coverage Polic to ntain Medicare Caete 
Apen H . David gsnta. Gloria Ruby. and Anne Kssslman B u m  ............... 
Response: Richard Rettig ...................................................................................... ' Medicare Financing Reform: A New Medicare Premium 
Paper: Karen Davis and Diane Rowland ................... .. ................................... 
Response: Jack A . Meyer ....................................................................................... 

Alternative Medicare Flnancing Sources 
Paper: Stephen H . Long and Timothy M . Smeeding ......................................... 
Response: Henry Aaron .......................................................................................... 

Introduction ...................... ... ..... .... ...................................................................... 
Benefits ................................................................................................................... 
Reimbureement ..................................................................................................... 
Technology ............................................................................................................. 
Financing ....................... .. ................................................................................... 
Conference Summary ................... .. .................................................................... 





Proceedings of the Conference on the Future of 
Medicare 

PART I-COMMISSIONED PAPERS AND PREPARED 
CRITIQUES 

AN INTRODUCTION TO THE MEDICARE FINANCING 
PROBLEM 

(By PAUL B. GTNSP~URG and MARILYN MOON, Human Resources and 
Community Development Division, C o ~ i o n a l  Budget Office)' 

Medicare serves elderly and disabled individuals through two 
separate programs-hospital insurance [HI], which pays for inpa- 
tient hwpital care, stays in skilled nursing facilities, and home 
health services, and eupplementary medical insurance [SMI], which 
pays for all other sewices covered by medicare, principal1 physi- d cian and hospital outpatient services, The programs are lnanced 
through separate trust funds, with distinct sources of revenues. 

Revenues for HI come for the most part from a portion of the 
mial security payroll tax. Employers and employees covered by 
the program each contribute 1.3 percent of earnings up to a maxi- 
mum (in 1984, the first $37,800 of earnings), .with the rate sched- 
uled to increase to 1.36 percent in, 1985 and 1.45 percent in 1986.' 
Under current law, general revenues cannot be used to make up 
any shortfall between outlays required to pay benetits and the bal- 
ance in the trust fund. 

In contrast, SMI revenues are obtained from premiuma and en- 
era1 revenues. The remium amount (in 1984, $14.60 per month in- R 7 
creases by law eac year, with a contribution from general rev- 
enues making up the difference between premium income and out- 
lays. In fiscal ear 1983, general revenues required to meet this dif- d' ference totale about $14 billion, or 77 percent of SMI funding. 

The medicare program faces serious financing problems for the 
foreseeable future. Under current policies, the HI trust fund will 
be depleted around the end of the decade, while required contribu- 
tions from general revenues to support physician benefit8 will con- 
tinue to grow a t  a rate that far exceeds the growth in general rev- 
enues. The basic problem is that spending on medical care is grow- 
ing more rapidly then national income, with demographic trends 
explaining only a small part of the difference. 

Ths nPthon would likr to thenL Hhda ChdLtad of CBO'e Budget Analgels Divbion 
for the proj@ona and Nancy M. Cordon for ueble oommente. 

'The mnxlmum aub t to payroll taxes incream each year in accordance wlth the inmame 
in avorye etuninga. &lining revenurn for tho HI trud fund come from ruiaun intagam- 
mental tranefere and interest on trust fund imeatmenta. 

(1) 



This introductory paper will assess the magnitude of the medi- 
care financing problem and discuss its sources. A broad range of 
options for dealing with the problem will then be considered. The 
seven papers that follow will explore the potential of specific o p  
tions in more detail. 

THE PROBLEM 
Projections over periods as long as 10 or 15 yearn are very impre- 

cise. Nevertheless, the differences between growth in outlays and 
growth in revenues for both parts of medicare are so large that 
errors in forecasting are relevant only to dates and amounts-not 
to the conclueion that the program will face severe financing prob- 
lems under current policies. 

The root of the financing problems in both trust funds is the 
wide gap between the projected rates of growth of payments to 
medical care providers and revenues from payroll taxes and premi- 
ums. The projected growth in outlays is attributable primarily to 
rising medical care costa, and to a lesser extent to the aging of the 
population. A large part of the increase in costa is attributable to 
expansion in the volume of services provided. Volume of services as 
used here refers both to intensity of care--that is, changes over 
time in treatment practices for specific medical problems-and to 
the number of courses of treatment provided to patients. For exam- 
ple, victims of heart attacks now receive a more complex range of 
services than in the past, including additional tesB and monitoring 
activities, which increase the costs of treatment. Moreover, some 
procedures, such as hip replacement operations, have increased in 
frequency as their safety and effectiveness have improved. Since 
medicare is committed to financing mainstream medical care for 
its beneficiaries, changes in medical care practice automatically 
are reflected in medicare outlays. 
The HI problem 

nepletion of the HI t r u ~ t  fund is projected around the end of the 
decade, most likely in 1990, under present policies (see table 1). The 

I earend balances are projected to decline after 1987, as annual out- 
ays exceed annual income by increasing amounts. By 1995, the 

annual deficit would be over $60 billion, or more than one-third of 
the projected outlays for that year, and the negative trust fund bal- 
ance would total more than $250 billion. These projections all 
assume continuation of present policies, and hence may be used as 
a baseline from which to measure the effects of alternative policies. 

Two items cause an unusual degree of uncertainty in these p r e  
jections. One is interfund borrowing. The old age and survivors in- 
surance trust fund [OASI] has borrowed $12.4 billion from HI. The 
projections here asaume no further interfund borrowing and repay- 
ment of this Ioan by 1987. If the loan were not repaid by 1989, de- 
pletion of HI would occur in that year instead of in 1990. 



TABLE 1.-BASELINE PROJECTIONS OF HOSPITAL INSURANCE TRUST FUND OUTLAYS, 
INCOME, AND BALANCES 

[By calendar year, in billions of ddlars] 

Annual 

Year MM ~ m m e  (:&%!&E z:::, 
any negative 

interest) 

Income to the trust funds is budget authority. I t  Includes payroll tax receipts, interest on balances and 
certain general fund transfers. In years when balances are negative, income includes negative interest, whkh is 
the amount that would be ld b the  st .fund on hypothetical borrawin required to continue benefit 
yyments. lnco!ne III 1982 re/kts b2.1 blll~on In phdund iranslers from the b trust fund to the OASI b u d  
unp Income in 1984, 1985, 1986, and 1987 ~nclu,&s repayments of this. loan accord~n lo a schedu!e 

pro ected by the Saial Security Adminlstratlon. The estimates assume that the interfund transb r i l l  be repaid 
In /LIII by 1967. 

Note.-Minus signs denote deficits. 
Source: CEO estimates based on February 1983 bud et and economic assumptians, but updated to reflect the 

Social Security Amendments of 1983 (Public l aw 98-28]. 

The second cause of uncertainty is the extensive discretion given 
to the Secretary of Health and Human Services (HHS) to set pay- 
ment rates to hospitals after 1985. At that point, hospital reim- 
bursements are vrojected to be 9 percent lower than they would 
have been under the previous cost-reimbursement s y ~ t e m . ~  The 
projections here assume that the Secretary will maintain the 9-per- 
cent reduction but not make further cuts.3 If the Secretary decided 
to cut reimbursements further-for example, if payments per ad- 
mission were increased by only 1 percentage point,more than the 
rate of increase of hospital input prices, the projected depletion 
date would be 1992 (see table 2). The projected deficits would still 
grow larger each year, even under this further restricted growth in 

*This la In reaponw to the reimburwment pmvbions of the Tax Equity and Fiecal Reaponei- 
bility Act of 1982 end the language in the Social Security Amendments of 1988 that limits o u t  
lays for h q i t a l  services to the level that would have been experienced under previous law. 

This level of stringency implies a rate of growth in peymenta per adrnisaion of approximale- 
ly 3.5 percentage points more than the rate of increase of harpital input prices. 



outlays. By 1995, the annual deficit would be about $80 billion and 
the negative balance over $90 b i l l i ~ n . ~  

TABLE 2.-PROJECTIONS OF HOSPITAL INSURANCE TRUST FUND OUTLAYS, INCOME, AND 
BALANCES UNDER ASSUMPTION OF MORE STRINGENT DRG RATES AFTER 1985 

[By calendar year, in billions of dollars] 

Year 

Annual 

outlays o m  g E : z d  
anv neaatlve 

Assumes diagnostic related grwp (DRG) rates are increased 1 percenlage point per year faster than the 
increase in the hospital market basket. 

2 Income to the trust funds is budget authority. I t  includes .payrpll tax !emipts, interest on balances, and 
cerlaln general fund Iranslers. In years when balances are negative, Income Includes negative ~nterest, whlch IS 
the amount that would be id b the trust lund on hypothetical borrowin required to continue benelit 
p n t s .  I m y e  in 1982 r e k t s  h2.4 billion in !nterlund transfers from the 811 trust fund to the OASl trust 
und. Income ~n 1984, 1985, 1986, and 1987 includes repayments 01 lhis loan accordln to a schedule 

proiected by the Social k u r i l y  Mminitlnlion. The estimates assume that the interfund transb will IE repaid 
~n ull by 1987. 

Note.-Minus signs &note defcits. 
Source: CBO eslimates !~sed on February 1983 assumptions, but updated to reflect the Saeial Security 

Amendments of 1983 (PuMr Law 98-21). 

Projections for the subperiod beginning in 1985, a t  which point 
most of the recent legislative changes will have been implemented, 
indicate in more detail the nature of the problem. Over the 1985-95 
period, outlays are projected to grow a t  a 12.4-percent annual rate, 
while revenues from taxes are projected to increase a t  a 7.9-percent 
rate.s 

This 12.4 percent annual growth in medicare outlays reflects the 
influences of general inflation, growth in the eligible population 
and its aging, and changes in the nature of hospital care. General 
inflation accounts for a significant portion of the increase in hospi- 
tal costs, but does not itself contribute to the financing problem 
since it it also reflected in growth in revenues. Over the 1985-95 

4 The Ion r the projection~riod, the more important ia the m u m  tion concerning the rates 
set by the ~ H S  Secretary. e mom stringent assumption describefin the text impliee a 27 
percent reduction from the m t  reimbursement baseline in 1995. Many would dispute the cab- 
gorimtion of such a reduction an a continuation of current policien. 

If not for the inmesse in the tax rate wheduled for 1986, the revenue growth over the period 
would be 7.1 percent per year. 



period, the GNP deflator is projected to increase a t  a 3.8-percent 
annual rate. The "market basket," which is an index of prices paid 
by hospitals for labor, supplies, and capital goods, is projected to in- 
crease aomewhat faster, a t  an annual rate of 5.7 p e ~ c e n t . ~  

Changes in the age composition of the population are projected to 
account for 2.2 percentage points of the growth in HI outlays. Of 
this, 1.9 percentage points capture growth in the number of enroll- 
ees, while 0.25 percentage points reflect outlay implications of the 
expected a@ng of that population. While HI claims increase with 
age, the agmg of the medicare population is not rapid enough to be 
a major contributor to outlay growth during this period. 

The remaining cauee of growth of outlays-changes in the nature 
of medical care that affect the elderly-is the most difficult to 
project, partly becauee it, in itself, is influenced by reimbursement 
policies. Extrapolating from medicare's experience under cost reim- 
bursement, and removing the effects of the aging of the medicare 
population that were discussed above, real outlays per enrollee are 
projected to grow at about 4 percent per year after 1985. This includes 
both the impact of a hi her admissions rate per medicare enrollee 
and more resources app!ed per hospital stay. 

The projection of the growth rate of revenum from covered earn- 
i n g ~  reflects a forecast of the near-term performance of the econo- 
my and assum tions of moderate growth therafter. The estimates 
for 1983 and 1 8 84 were developed using the CBO economic forecast 
published in February 1983-updated to reflect the economy's per- 
formance to date-which reflects the current cyclical upswing; 
those for later years assume moderate noncyclical growth with 
gradually declining inflation. Whether the projected growth path is 
attainable with tax and spending policies now in place is uncertain, 
however. If the economy's performance is worse than projected, HI 
balances will decline more quickly. 
The SMIproblem 

Problems raised by the rapid growth expected in SMI are closely 
related to concern over the size of the Federal budget deficit. Since, 
by law appropriations from general revenues to SMI must be suffi- 
cient to guarantee solvency of the trust fund, SMI does not face a 
financing crisis per se. Rather, concern arises over this part of 
medicare because the projected growth of SMI is so much higher 
than the growth of general revenues-that is, Federal tax revenues 
not earmarked for specific purposes-from which it draws & u p  
port.' 

Like HI, outlays under SMI are pro'ected to increase rapidly, by 
almost 16 percent per year throu h 1 88, To finance this increase, 
genera2 revenue contributions wi f 1 have to rise even faster-aver- 
aging about 17 percent per year.8 Consequently, the share of gener- 

a A difference between prim inrrcesea b r  In tr, and enera1 innation Le not unlque to hwpi- 
tab. Sinee wage ratm tend to Lnmcsee in ml !&M, m o ~ t  firms face more rapidly rieing prim 
for input8 than h r  their oufpt, Oenerrrllg, the diffeersape a ree~lped by 

?General revenuea lnclu e pemnnnl and cormrd.e Income tnrea an~~t"?%!?&~ and 
exclude payroll taxes such ae those used to support eocial ~ltcurity and unemployment innur- 
Bnw. 

'The diffwence axrum becauw SMI premiums are scheduled to grow at a dower r u b  aher 
1986 when, under current law, their growth will egaln be limited by the rate of growth in h e  
mi81 ~ecudty coetof-Living inoreaae. , 



a1 revenues necessary to finance the SMI trust fund will rise from 
3.7 percent to 6.7 percent between 1982 and 1988. If the share of 
general revenues contributed to the SMI trust fund were not al- 
lowed to rise, outlays would have to be reduced or premiums in- 
creased by almost $27 billion over the 1984-88 period, an  amount 
representing about 19 percent of all SMI expenditures for the 
period. 

Projections of SMI growth beyond 1988 are difficult, but two p 
sible scenarios are outlined to indicate the demands that SMI could 
place on Federal revenues. If both revenues and SMI outlays were 
to continue growing a t  the same annual rates now projected 
through 1988, SMI would require a transfer of almost 12 percent of 
general revenues not earmarked for other use in 1995. Alternntive- 
ly, even if the growth of SMI outlays decelerated to an annual rate 
of 12 percent and general revenues rose by 8 percent annually, the 
share of such revenues neceseary to fund SMI would still rise to 
over 7 percent in 1995. 

Projections of the expected growth in SMI expenditures are 
based on past experience that indicates growth to be a product of 
an increase in the number of persons covered by medicare, higher 
prices for services rendered, and rising uee of services per benefici- 
ary-both in number of services used and in their cornpoaition. For 
example, between 1978 and 1982, total SMI benefits grew a t  an 
annual average rate of 21 percent. About one-tenth of this growth 
was attributable to expansion in the enrolled population, and the 
remainder to a combination of increaees in prices and in the uee of 
services. 

Although it is difficult to separate the price and volume factors, 
changes in the latter are particularly important in SMI, accounting 
for almost half of total per capita growth in outlays. For example, 
total per capita physicians' services-which constitute over 72 per- 
cent of SMI benefits-grew a t  an annual rate of 18 percent.@ Over 
the 1978-82 period, the physician services component of the Con- 
sumer Price Index grew a t  an average annual rate of just over 10 
percent. This figure is likely to be an overstatement of increases in 
prices paid by medicare, however, with the rate more likely to have 
been about 9 percent on average.1° The residual-representing just 
over an 8 percent annual growth rate-could be attributed to in- 
creases in the number of services and to a changing mix of serv- 
ices, which includes faster growth in services provided by special- 
ists. ' ' 

Outpatient and othsr eervicea under SMI grew at an even fmer per capita annual rate of 20 
percent over the perlad, but since nce and volume cannot be eanrly draaggregatbd for euch eerv- 
~cee they will not be discuessd iurtRer. 

"JSorne shere of the phyeician component of the CPI alao is likely to refleet changes in tha 
nature of ph ician servicen over time, reflecting internit an well as pure price inmaees. In 
addition, rnzan, uaee an economic index that ie intendedrta reetrict the growth of the prerail- 
jng che e ta the same rate ae i n c r e w  in operating expenaea of phyeicisna and in general 
eerningXwe~a. 

I '  Betwean 1876 and 1980 reimbureements to general practitionanr w at lees than hall the 
rate f o ~  all phy~iciann, whde t h e z w t h  rate for physician8 e.wial& In ~rdiovaemlar dis 
ease, ophthamology, radiology, a pathology wns higher than that for phya~ciene ae a whole. 



OPTIONS FOR SOLVING THE PROBLEM 
Given the magnitude of the problem facing medicare in the next 

decade, incremental approaches are unlikely to provide ~olutione. 
Moreover, simultaneous pursuit of incremental options might 
create inconsistencies and conflicts that would ultimately limit any 
reduction in medicare outlaye. Consequently, the papers for this 
conference attempt to examine broad options for reducing costs or 
providing additional financing. 

This introductory paper will not describe options in detail or 
evaluate them, but rather will provide an overview of the range of 
general approaches, an indication of. how they are supposed to 
work, and a discussion of their potential interrelationships. Since a 
likely strategy would be to combine several options rather than to 
focus on just one, it is important to consider which approaches are 
complementary and how they might be structured to be most effec- 
tive. 

As described above, the problems facing medicare are essentially 
twofold: the volume of services per beneficiary ie rising, and the 
unit coats of those services to the Federal Government are increw 
ing rapidly. Unless options for change address these underlying 
problems, medicare likely will continue to face financial  pressure^. 

Poesible options for attacking medicare'e financial problems can 
generally be classified into three broad categories: pay for fewer 
services; pay less for each service; and shift responeibility to 
beneficiaries or taxpayers. 

Pay for fewer services 
One of the criticisms often leveled a t  medicare has been its limiti 

ed control over what medical care services are delivered. Payment 
schemes that reimburse on a feeforservice basis provide few incen- 
tives to prodders or beneficiaries either to limit the number of 
medical services or to use a lower-cost mix of services. 

Some control over volume exists through medicare cosbsharing, 
and, more recently, through the introduction of a hospital prospec- 
tive payment system based on diagnostic related groups (DRG's). 
Medicare does assess some cost-sharing on 'beneficiaries-particu- 
larly through SMI-which may cause them to limit use of services. 
The new DRG hospital payment system also gives hospitals the in- 
centive to be more efficient in the treatment of each case, and 
might result in limiting the number of services associated with 
each hospital stay. On the other hand, it might also encourage ad- 
ditional admiesions, and it does not improve incentives to provide 
only the most efficacious forms of care. For example, the DRG 
system provides no economic incentive to diecourage choice of a 
more expensive surgical course of treatment rather than an alter- 
native regimen with lower costs classified into a different DRG. 
Thus, even this major change in hospital reimbursement does not 
fully addreas the problem of volume of services. 

Reducing the volume of services would require careful considera- 
tion of the efficacy and value of individual medical procedures. 
While some services might be readily discarded under cloaer scruti- 
ny, significant reductions in volume would probably require forgo- 



ing some services that are efficacious but whose medical benefits 
are judged to be small in comparison with their cost.I2 

Reductions in volume could be accomplished through incentives 
for providers or patients, or by direct controls by medicare or its 
designated agents. 

The essence of an approach emphasizing incentives for providers 
would involve chan 'ng the unit of service that is reimbursed. An 8 example is the DR hospital payment system, which encourages 
economizing on the use of aervices within the hospital by bming 
payment on the diagnosis. At the direction of the Congress, the ad- 
ministration is studying a parallel approach for physician services. 

Further broadening the unit of payment to encompass all medi- 
cal services required by a patient over a year could greatly reduce 
volume. Under such a aystem, providere would economize on the 
number of hospital admissions as well as on the services ordered 
during each admission and on outpatient services. The health 
maintenance organization (HMO) is the best known provider orga- 
nization that contracts to provide medical care on a per-person 
(capitation) basis, and it has demonstrated substantial reductions 
in volume compared with fee-for-service medicine. The Tax Equity 
and Fiscal Responsibility Act of 1982 (TEFRA) authorizes medicare 
to pay HMO's on a per-enrollee basis. A medicare voucher system 
has the potential of expanding the use of capitation to control 
volume by giving beneficiaries access to o+.-t :,?r organizations willing 
to provide care under capitation payment. i5timulating the develop 
ment of alternative delivery systems that serve non-medicare pa- 
tients would, in turn, make medicare voucher options more attrac- 
tive. 

In contrast to incentives for providers, coat sharing would reduce 
the volume of services by emphasizing incentives to the patient. Al- 
though little research exists on the effects of coat sharing on medi- 
care beneficiaries, work available on the under45 population indi- 
cates that use of servicea falls as cost sharing rises. The effect is 
especially pronounced for outpatient physician services. Since ex- 
tensive private supplemental coverage is in place, however, in- 
creaeed cost sharing would largely shift costa to beneficiaries and 
others aying the premiums for supplemental coverage, rather 
than r d uce the volume of services. 

Direct controls on providers by medicare or its agenb offer an- 
other alternative to reduce the volume of services. One example is 
utilization reviews by peer review organizations (PRO), which at- 
tempt to reduce volume by identifying uses of services that depart 
from the norms of medical practice. Another is limiting payment 
for difficult procedures to designated centera, where quality might 
be higher and prescribing of procedures might be more prudent. A 
third direct control option would end medicare coverage of very ex- 
pensive procedures with questionable or small medical value. 

Pay less for each service 
Although reducing reimbursements for each unit of service pro- 

vided can produce considerable shortirun Federal savings, such a p  

William IB. Sahwarh. "The Competitive 8tmtegy: Will it Meet allty of Cere," in Jack 
Meyer, editor. Rferket Reforme in Health Clr. (Arnericnn E n t v p r i r ~ a l i l u t a .  19881. pp.16-2-21. 



proaches do not directly a d d m  the underlying problems leading 
to higher medicare costs. Indeed, lower reimbursements might ag- 
gravate problems with volume of services thereby offsetting some 
Federal savings. Cuta in physician reimbursement appear to have 
increased billings, l3 and some have speculated that reducing hospi- 
tal DRG rates too much could result inmore attempts by providera 
to exploit the loopholes in the system than would otherwise be the 
caee. 

Restricted accese to mainstream services for medicare benefici- 
aries is another concern if the level of reimbursements is severely 
restricted. When providers are required to accept medicare reim- 
bursementer ae payment in full, as in hoapital care, some providers 
may find the rates too low to continue to serve the medicare popu- 
lation, or providers continuing to serve medicare beneficiaries may 
be forced40 offer a very different style of care. When assignment is 
voluntary, as in physician services-that is, when providers may 
seek amounts above medicare's rates from beneficiaries-the pro- 
viders may pass on part of a reduction in Federal reimbursements 
to beneficiaries, or they may refuse to treat those patients who 
could not afford additional cost sharing. 

Coordinating reductions in reimbursements with other payem 
could alleviate some of these problems, however. Providers would 
be more prone to increase efficiency and reduce the growth in 
input prices (especially wages) when opportunities for coat shifting 
are mmoved. Indeed, providers' greater atrides at coat reduction 
might open sibilities for additional reimbursement reduction in 
the future, 8" n the other. hand, "all-payer options" tend to be more 
administratively cumbersome because it is important that rates 
that govern a hospital's entire revenue be "reasonable." Some feel 
that such regulation of payment reduces the potential for increased 
use of competition to control the volume of medical services deliv- 
ered. 

Ship rwsponaibility to beneficiaries or tarpayers 
Unless medical care costa can be readily brought into line by 

changes in reimbursement practices, it is likely that additional 
costs must be borne by beneficiariee, taxpayers, or both. Medicare 
beneficiaries could pay a greater share through across-the-board in- 
creases in premiums, premium incremes restricted to higher 
income beneficiaries, or greater sharing of costa by the users of 
such care. Revenues for medicare could be increased from the pay- 
roll and genexal tax eourcee that now are used to finance the 
system or by moving to a different revenue scheme. 

Beneficiary cost sharing.-The tradeoffs amon the m 'or options r B for shifting costa to beneficiaries are relative y straig tforward: 
across-the-board increases would spread the burden among the 
greatest number of individuals, while tying m t  sharing to use of 
services would have a somewhat greater impact on beneficiaries' 
incentives for use of care. The same reductions in outlaye could be 
obtained from either approach. 

laThomaa Rice and Nedr Mecell ''Changee in Medican, Reiibumment in Colorado: Impact 
on Physicians' Economic Behavior," Health Cnre Financing M e w ,  y01. 3 (JUIIO 1982), pp. 67- 
86. 



Usin higher premiums for SMI or introducing an HI premium 
would %e similar to tax increases-raising revenues to fund medi- 
care outlays, without necessarily changing the structure or nature 
of the program-although the burden would fall on a different 
group of persons. If equal premium increases were deemed too 
harsh for low- or moderate-income elderly and disabled individuals, 
the could be differentiated according to income. 

sharing tied to the use of services would both shift costs 
onto beneficiaries and affect the use of services by aome--thereby 
reducing the volume of services. The existence of private supple- 
mental insurance for medicare means, however, that some benefici- 
aries are able to insulate themselves from the incentive effects of 
any additional cost sharing. These individuals would still pay a 
higher share of total costs-through higher insurance remiums- 
but would not be encouraged to use fewer services, & oreover, if 
some protection against catastrophic expenses is desirable for 
beneficiaries, there are a number of practical constraints on the 
implementation of additional cost sharing, especially since SMI al- 
ready has a high degree of it. 

Medicare vouchers might be viewed as an alternative to major 
increases in cost sharing. Vouchers-like .cost sharing-could shift 
the burden onto beneficiaries, but also expand the range of choices 
available to beneficiaries. That is, the beneficiaries would be al- 
lowed to choose among a variety of benefit packages offering differ- 
ent combinations of cost sharing and coverage for different premi- - - 

urns. 
Revenue increa8es.-The deficit could also be reduced through in- 

creased revenues. Increased revenues could be obtained by raising 
the payroll tax rate, levying a new tax and dedicating the revenues 
to the trust fund, or transferring general revenues to the trust 
fund. A number of considerations would be relevant to this choice. 
One is who should pay the additional taxes. Should it be the work- 
ing population, the beneficiary population, or the broader popula- 
tion of all consumers? Another issue is the im rtance of maintain- P ing the trust fund approach. Some would pre er the trust fund a p  
proach because it focuses attention on serious problems, although 
the fund could be brought into balance even if spending remained 
a t  the level projected under current policies. Finally, the overall 
budget outlook is relevant. With such large deficits projected for 
the foreseeable future, approaches depending heavily on transfers 
of general revenues would probably have to consider specific pro- 
posals for increasing general revenues. 

Interactions among approaches 
As has already been suggested, some of the options for changing 

medicare would resolve the financing problem through a t  least two 
of the three broad mechanisms. Cost sharing, for example, would 
both affect use of services and shift costa onto beneficiaries. More- 
over, some of the specific approaches might be combined to reduce 
disadvantages that would occur if only one were adopted. 

In general, if two options seek to change the same behavior, they 
cannot be expected to achieve combined savings equal to the sum 
of savings from each alone. For example, hospital coinsurance di- 
rected a t  shortening lengthy stays probably would not generate 



savings as great as before the introduction of the DRG system, 
which is itself likely to discourage such behavior. On the other 
hand, since the DRG system may encourage additional atays in hos- 
pitals, new cost sharing might be implemented through higher or 
multiple deductible amounts to reduce incentives for hospital ad- 
misions. In this second case, the two options would serve as comple- 
ments rather than substitutes. 

Another area where careful coordination is needed is in design- 
ing ways to cut reimbursements to providers, while improving in- 
centives for limiting use of care. For example, paying physicians 
less For each service performed would create incentives for increas- 
ing the volume of sewices provided. Consequently, simple reim- 
bureement restrictions might need to be combined with constraints 
on use. 

Since it might be necessary to employ a number of changes to 
achieve a sufficient reduction in coate and/or increase in revenues, 
another goal of coordinating options might be to insure that the 
burden of various changes is spread across many individuals, 
rather than being concentrated only on one group such as provid- 
ers or beneficiaries. For example, if cost sharing were to be in- 
creased, any increase in tax revenues might be restricted to payroll 
taxes so ae not to affect beneficiaries further.'On the other hand, 
current beneficiaries, who paid little in taxes for HI, will draw out 
large amounts of benefite and it might be reasonable to ask greater 
sacrifices from this beneficiary group. 

The medicare financing problem is a manifestation of a broader 
societal problem-the vastly different growth rates between health 
care spending and incomes available to pay for it. While the 
present HI "crisis" exists because outlays in the program are cur- 
rently supported only by payroll taxes, the projected high growth 
rates in medicare outlays would be of concern even if other means 
of financing were used. Changing technology continually yields o p  
portunities for additional medical services that have prospects of 
improving medical outcomes. Many are very costly, however, and 
current financing arrangements give only limited encouragement 
for weighing benefits of services against their costs. Changes in fi- 
nancing that would bring incentives to bear on decisions concern- 
ing the uee of services are likely to be an important part of solvjng 
the medicare financing problem in particular and society's problem 
in general. Solutions to medicare's problems are not, however, 
likely to result from a single change, but rather will require a com- 
bination of approaches, making it particularly important to keep in 
mind issues of coordination and interaction among the option8 to 
be considered at this conference. 



MEDICARE'S FINANCIAL STATUS-HOW DID WE GET 
THERE? 

(By IRWIN WOLKBTEIN, 'Prirxp61, Health Policy Alternatives, Inc., 
Waahingtm, D.C., and Former Deputy Director for Poli , Bu- 
reau of Health insurance, Social Security ~ d n z i ~ s t m t i o n ?  
Last April, Alice Rivlin, then Director of the Congressional 

Budget Office, summarized the financial status of the medicare r e  
gram. (Rivlin, 1983.) She pointed out that "the projected growt I! in 
outlays threatens the solvenc of the hoapital insurance (HI) trust 
fund. ' She also pointed out t i: a t  "there were equally serious prob 
lems in the other part of medicare-supplementary medical insur- 
ance (SMI) * * * . " She said, further, that "although SMI does not 
face insolvency in its trust fund, because transfers from general 
revenues are required by law, its increased outlays * * are adding 
significantly to the Federal deficit." 

These statements describe, in a nutshell, where medicare financ- 
ing stands. This paper will start with a brief description of medi- 
care's history and then discuss the circumstances which resulted in 
our present financial difficulties with the program. The paper will 
do ao from three approaches. First, it will examine the cost estimat- 
ing process and its relationehip to the problem. Second, the paper 
will review some of the ate s taken to respond to the problem. Fi- 
nally, the paper will consi x e r  the implications of the current poli- 
cies underlying medicare benefits and their financing. 

To the degree possible and feasible, this paper relies for evidence 
upon written records of medicare history. In some cases, it was nec- 
essary to call upon the memory of the author who was a partici- 
pant in and close observer of the actions, but his memory was 
checked against the recollections of some of the other participants 
and observers of the action on medicare over the 18 years of its 
life. 

AN OUTLINE OF MEDICARE H I ~ R Y  
The beginning 
Medicare was enacted during the closing days of an  era when 

Federal policy was aimed at making the benefits of health care 
more widely available. This policy was implemented not only by 
easing access to services through medicare and medicaid's financ- 
ing of patient services, but also by financing the creation of physi- 
cal resources and the training of health manpower. The era was a 
time when more was clearly considered better, and some of its ac- 
tions induced both additional services and additional costs that are 
continuing to this time and beyond. 

The time of medicare's enactment was also a period of opt,imism 
in thinking about the future of the Nation's economy. Continuing 
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high r a h  of economic growth were generally expected, and the 
wealth of the country was believed to be sufficient to permit a 
share to be made available to protect the aged from insecurity aris- 
ing from the costs of health ~ervices. Medicare's primary goal was 
to prevent major illness from spelling financial disaster for the 
older people of the country. The point has been made that the aged 
cannot be protected from dependency without health insurance 
that responds to the costs of i l lnas as they occur, and only a social 
insurance program seemed capable of meeting the need. (Wolk- 
stein, 1970.) 

The era of 1965- M 
The policy during the period 1966-71 was primarily aimed a t  

medicare's initial goal. One of the most important of i k  initial poli- 
cies was to require the desegregation of participating facilities, p p  
viding equal access regardleas of race. Another of the initial poli- 
ties was to maintain peaceful, cooperative relations between the 
program and providers of health services. As  a consequence, there 
was an initial willingness by medicare to meet providers a t  least 
halfway to assure the adequacy of medicare payments. Medicare 
provided an array of policies aimed in this direction, including pay- 
ment of 2 percent more than accounted-for costs, payment of accel- 
erated depreciation, and very prompt ayment of services. Further- 
more, physicians' charges were consi ! ered reasonable a t  virtually 
whatever level they charged to medicare. 

Despite the liberal medicare payment policy, hospitals have 
claimed, both when medicare started and ever since, that they 
were not being reimbursed full cost, meaning, a t  least sometimes, 
full charge payment or advance payment of part of capital costs 
and a contribution toward charity care. Medicare has always paid 
the losses on unpaid medicare copayments, and medicaid relieved 
hospitals of much of their baddebt problem preexisting the enact- 
ment of the two programs, but hospitals have considered these con- 
tributions to be insufficient because they found it necessary to 
charge other payers more. 

While very shortly after the medicare program went into effect 
the hospital insurance program was found to be underfinanced, the 
reaction during that period was not to tighten up on cost control, 
but rather to enact, in 1967, an increase in the contribution rates 
and the earnings base to which the contribution rate is applied, 
and to increase the earnings base again in 1971. 
This is not to say that the high rate of increase in health costs in 

general and medicare costs in particular went unnoticed. As early 
as 1967, a National Conference on Medical Costs was convened to 
consider this problem. However, the conference conclusions were, 
perhaps, conspicuous by their failure to suggest restraint on the 
rates of medicare payment as a possibility for action. (US. Depart- 
ment of Health, Education, and Welfare, 1967.) Rather, the point 
was made over and over that what was required was a better orga- 
nized health care gystem-a suggestion that is more easily made 
than implemented. 

Some of the specific coet-related problems that might be solved 
by medicare policy or legislative modifications were analyzed in a 
Senate Finance Committee report in 1970 (staff to the Committee 



on Finance, U.S. Senate, 1970.) This report included recommenda- 
tions for some of the steps that were later taken either through 
regulation or other administrative action-dealing with accelerated 
depreciation and teaching physician reimbursement, for example- 
or legislation that was enacted in 1972. 

A brief but interesting interlude in medicare history occurred 
under the Nixon economic stabilization program when increases in 

aymenta for hospital and physicians' services were restrained. 
kowever, when the general price control program ended in 1914, 
the controls on medicare payments also stopped. 

The em of 1972-81 
While the 1972 medicare legislation may mark the end of the era 

during which primary importance was placed on satisfying provid- 
ers, the major step taken in 1972 consisted of the enactment of the 
extension of medicare coverage to the disabled and to persons suf- 
fering from end-stage renal disease, with a consequent large in- 
crease in medicare costa, and a provision that limited annual in- 
creases in the SMI premium to no more than the general increase 
in cash benefits, a change that has resulted in a large increase in 
the general revenue contribution to the program. While coverage of 

rescription drugs under medicare was quite widely supported 
!e fore 1972 and since, this provision has never won sufficient s u p  
port for adoption nor has any other major addition to benefits. The 
cost of the existing program undoubted1 increased congressional 
and administration reluctance to expand i' enefits. 

The 1972 legislation marks the end of an era because of the 
many provisions that were adopted which were aimed, a t  least in 
part, at cost issues. These include: 

1. Authorization to establish limits on coats recognized as 
reasonable; 

2. Index limits on increases in prevailing charges for physi- 
cian and other medical services; 

3, Limitation on Federal participation in capital expendi- 
tures made contrary to State plans; 

4. Restrictions on payment for the services of physicians in 
teaching settings; 

5. Increase in the supplementary insurance deductible from 
$50 to $60; 

6. PSRO provisions; 
7. HMO enrollment option; and 
8. Limit on institutional payments, generally, to the lesser of 

coat or charges. 
However, in retrospect a t  least, we can conclude that these steps, 

while making medicare a greater force in directing the health care 
systems, were ineffectual as cost controllers. 

The 1982-83 period 
During the period 1972-81, there was a gradual, but not very 

stringent, administrative tightening of medicare rules that tended 
to hold down costa somewhat. However, estimates of the cost of the 
program showed continuing increases in the insufficiency of 
income to pay hospital insurance costa and large increases in gen- 
eral revenue support for SMI. Much more rigorous control of all 



hospital costa was sought by the Carter administration as part of 
the cost control bill it supported, but which Congress did not agree 
to. However, a new mood to act on medicare costs emerged in the 
course of the Reagan admjnigtration's efforts to reduce budget ex- 
penditures for non-Defense programs. The acceptance of medicare 
and medicaid cutbacks seems part of a new recognition of the limit- 
ed capacity of the Nation to support desirable programs and a will- 
ingness to use strong cost-control measures. From this recognition 
came the legislation of 1982 and, finally, 1983, when a prospective 
rate s stem was adopted for payment for medicare's hospital serv- 
ices. 6 owever, the program remains in the difficulty described by 
Alice Rivlin. Currently under consideration are further restrictions 
on physician payments, increases in the beneficiary share of SMI 
premiums, and increases in the SMI deductible. Passage of these 
proposals remains uncertain and, in any event, would do nothing to 
improve the hospital insurance financing. 

A later section of this paper will discuss further some of the ac- 
tions taken to deal with the medicare cost problem. 

C o s ~  E ~ I M A ~ N  FOR MEDICARE 
Predicting the problem 

The dire statements currently being made about the financial 
status of the medicare program might leave one with the impres- 
sion that current forecasts that the Federal Hospital Insurance 
Trust Fund (FHITF) will be depleted in 1990 or 1991 (Board of 
Trustees, FHITF) under intermediate average cost estimates, or 
even 1988 under pessimistic assumptions, are something of a sur- 
prise. (These depletion forecash, and all other statements mbde in 
this paper about hospital insurance financing, refer to intermediate 
costs, or costa estimated using intermediate assumptions.) While 
long-range projections of health costs and of balances in medicare's 
hospital insurance trust fund are difficult to make with precision, 
the fact is that all reports of the board of trustees of the fund since 
1976 have reached similar conclusions to those being made today. 
The 1975 report concluded that the fund would be exhausted a t  the 
end of the period (1975-99) then being estimated (Board of Trust- 
ees, FHITF) and the subsequent annual reorts all predicted exhaus- 
tion by about 1990 (Board of Trustees, FHITF.) In other words, 
today's financial problem cannot be attributed to failure by the ac- 
tuaries to provide notice. Even the current heightened awareness 
of the problem does not assure quick action to solve it. I t  will be 
recalled that the timing of action with respect to similar problems 
with old-age and survivors insurance financing was delayed until 
that fund was on the brink of inability to pay benefits (Board of 
Trustees, Federal Old-Age and Survivors Insurance and Disability 
Insurance Trust Funds, 1982); and the 1972 crisis in hospital insur- 
ance financing was not resolved until the last possible moment. 

Fomwting and contribution mtes 
While, in effect, the inadequacy of hospital insurance funding 

sources (almost all from payroll taxes) to finance benefits after the 
end of this decade has been forecast since 1976, it ma be of some r interest to examine the record in more detail (see tab e 1). It dem- 



onstrates a continuing string of increases in estimates of long- 
range costa and continuing indications of need to shore up in great- 
er and greater amounts the financing of the program. The cost esti- 
mates for medicare were controversial even before the enactment 
of the program and questions about the adequacy of financing were 
part of the argument ag~ins t  medicare's enactment. (Myers, 1970.) 
Even though the difference in the estimated cost of the program, as 
between the administration's actuaries and those of the insurance 
industry, had narrowed a great deal as enactment neared, and, 
even though the Congress adopted more conservative cost asaump 
tions than those originally recommended by the administration, 
the insurance industry still estimated that costs would be about 26 
percent higher than the 1.23 percent of payroll cost then being esti- 
mated by the administration actuaries. 

TABLE 1.-AVERAGE COST AND ACTUARIAL BALANCE OF HOSPITAL INSURANCE AS A 
PERCENT OF TAXABLE PAYROLL 

Year of trustees' repart 
Avera e cast 

interrnJiate cwt  Actuarial batance 
basis I 

In periods befo!e 1981, intermediate c a t  is as referred to In t l y  relevant reports of the board of l r w t y s  
(assuming Ihe eanngs base would be kept uptodate m the period before the law prov~ded far autornal~c 
adjuslments); and, alter 1987, it is an average of Alternatives Il-A and 11-0. In periods before 1972 the cost 
lncludesonly benefits and administrative expenses; but after 1971,.il also includes an allowance for bullding and 
malnta~nlng the trust fund level equal to 1 year's ex nd~tures unt~l 1980 and '/z year thereafter. The averages 
are calc~~lated over a 25year period beginning w i l l  & period in quesliom. 

Source: Annual reporls of the Board of Trustees of Ihe Federal Hwpital Insurance Trust Fund. 

By 1967, the Board of Trustees estimated, based on the first 
record of experience under the program, that costs were some 0.28 
percent of payroll higher than the official estimates in 1965; and, it 
was estimated that the trust fund would be depleted in 1971 if re- 
medial action was not taken. To remedy the financial imbalance, in 
1967 the combined employer-employee contribution rate for each 
year, beginning in 1968, was increased by 0.2 percent of payroll; 
and, the annual earnings base to which the taxes were applied was 
increased from $6,600 to $7,800. According to the estimates of that 



time, the action put the system back into balance. By 1970, the 
level cost was being estimated one-third higher than in 1967, even 
after assuming that the earnings base would be kept uptodate in 
the future with rises in earnings (automatic indexing was not part 
of the original law). In 1972, the level cost was estimated higher by 
one-fifth than in 1970; and, it was forecast that the trust fund 
would be exhausted in 1973 without an improvement in financing 
provisions. 

The 1972 response to impending bankruptcy was to provide for a 
very substantial increase in the contribution rate, not only to in- 
crease the maximum annual earnings to which the rate applied, 
but to make future increases in the maximum automatic, in line 
with an index of earnings. (Board of Trustees, FHITF.) The adop- 
tion of automatic adjustments in the earnings base was not enacted 
specifically with hospital insurance in mind, but was part of the 
plan that was designed to provide for automatic adjustments in 
cash benefit levels. The automatic system was intended to avoid 
the need for frequent legislative action, as had occurred regularly 
since 1950, to keep the social security system up to date. 

However, the difficulties with forecasting medicare coats and the 
need to increase the contribution rate did not discourage the legis- 
lators from expanding the program in 1972. Possibly, they assumed 
that, by then, there was sufficient experience that in the future 
cost estimates would be more reliable. The legislation adopted in 
1972 provided the only major expansion in medicare that was 
adopted during its history to date. In 1972, coverage of the disabled 

rsons with end-stage renal disease was added to the pro- 
gram. and O f k r  s a consequence, level costs under the expanded program 
were estimated a t  0.4 percent of payroll higher than the 1972 esti- 
mates for the original program. Furthermore, the new coverages 
expanded areas where there was little actuarial experience and 
raised the likelihood of serious errors of estimate. In the 1972 legis- 
lation, the average contribution rate was increased by 1.03 to 2.62 
percent of payroll, with the excess of the estimated increase in rev- 
enues over the increase in expenditures flowing from the coverage 
liberalizations forecasted to result in close actuarial balance. 

By 1976, however, the estimated average cost had increased to 
2.85 percent of payroll, a smaller increase than had occurred in the 
1965-72 period, but trouble with financing was once again being 
forecast. Despite increased estimates of cost since 1972, the contri- 
bution rates have not been increased generally since 1972. In fact, 
in 1973 and 1977, as part of a reconsideration of the relative Anan- 
cia1 needs of the various trust funds, the rates were decreased 
slightly for the period 1974-84 (see table 2). I t  has proved easier to 
propose increases some years in the future than to collect them im- 
mediately. When the contribution rate was reduced, the rate de- 
crease was estimated to be offset by an increase in the earnings 
base that was enacted a t  that time. The rate reduction was made 
even though the result was to leave the trust fund with an estimat- 
ed negative balance of 1.12 percent of payroll on an average cost 
basis. No changes, up or down, were made in the general contribu- 
tion rate schedule since 1977, although, this year (1983) the rate for 
the self-employed was raised to make it equal to the combined em- 
ployee-employer rate applied to wages. This and other steps that 



were taken in 1982 and 1983 reduced both the hoqital ingurance 
deficit and the general fund obligation for SMI. These moves, made 
some years before disaster was expected to strike medicare, were 
made more with an eye to the Federal budget than to medicare's 
financial status. 

The steps taken in 1982 and 1983 account for a drop in the esti- 
mated average cost of the hospitaI insurance program of 0.5-0.7 
percent of payroll and a comparable drop in the deficit in financing 
the program. However, the deficit is still estimated a t  between 1.10 
and 1.24 percent of payroll on an average cost basis. The deficit is 
still that large despite an estimated 1.32 percent of payroll which 
was, in effect, added to the balance princlpall by cwt reductions 
provided under the 1982-83 legislation. In e f' fect, the long-range 
percent of payroll cost estimates doubled from 1972 to 1983. More- 
over, increases in the estimates of the average cost of the program 
as a percent of payroll just since 1980 more than offset the entire 
reduction in outlays in hospital insurance by actions taken under 
the 1982 and 1983 le 'slation. A substantial rise in the estimate of 
average cost occurre f in the course of making estimates for 1981- 
83 after remaining essentially constant during the period 1977-80, 
so that the data suggest that serious difficulties with making long- 
range forecasts continue, although underestimating was a t  a lesser 
rate in the 1972-83 period than in the 1965-72 period. 

While there have been large changes in the 25-year estimates, 
forecasts of the duration of time during which there would be a 
positive balance in the fund (until about 1990) have been reason- 
ably consietent for the last 7 years. The difference in precision of 
forecasting results seem to show how much more difficult it has 
been found to provide consistent forecasts of medicare costs 25 
years into the future as compared with making 10-year forecasts. 

The assumptions and rules for estimating 
Politicians' slowness to act to correct the trust fund imbalance 

since the early 1970's probably reflects their political commitment 
to the elderly and need to poetpone, as long ae possible, any bad 
news for this constituency. However, it may also reflect distrust of 
unfavorable actuarial projections and hope they will prove wrong. 
In fact, long-term projections have been difficult, and remain so 
today, but for different reasons than most people aeeume. 

The problem in projection is not as strongly associated with fluc- 
tuations in inflation rates or utilization rates ~ E I  some believe. This 
is because medicare includes automatic adjustments of both the 
taxable earnings base and total revenuee, used to support the pro- 
gram offsetting general inflation, and adjustment of the beneficia- 
ry's share of program costs (copayments) that reflect inflation of 
hospital costs. 

A serious problem in the projection ie that health care costs and 
prices have been rising more-rapidly than the taxable earnings 
base. eeaeciallv in the last several vears of recession. whea hiah in- 
flation has combined with the 1ow"increases in wag& and high un- 
employment associated with a flat economy. This has created an 
urgent trust fund roblem. How urgent comes down to how long R and how fast healt care costs can continue to rise and how long 
and how flat the rest of the economy will be. 



The factors that account for rapid increases in health care costs 
can be identified. The ultimate question is, How much of the GNP 
will we want to spend for increased services, not only for Federal 
programs, but for the whole population? The tax rate must reflect 
this judgment, and it is not a judgment that the most skilled use of 
actuarial procedures can predict with any certainty. In fact, be- 
cause of their doubts about the ability to make accurate longer 
range forecasts, the 1971 Advisory Council on Social Security, a p  
pointed according to provisions of the Social Security Act, recorn- 
mended that the valuation riod for wtimating the hospital insur- 

rnrrf.) & 8" ance ro am costs be re uced to 10 years. (Board of Trustees, 
is view allows politicians to justify delay by hoping the 

numbers will prove wrong. 
While extending the range of forecasting introduces difficulties 

into the rocess, shorter, fmed-period forecasts have their own 
problem. $or one thing, the estimated adequacy of financing be- 
comes an important function of the particular period considered; 
and, as the period shifts, the relationship of income to outgo 
changes so that the estimate. of adequacy changea. As long ae the 
relationship between income and outgo is less favorable a t  the end 
of the estimating period than a t  the beginning, we must under- 
stand that as estimates for later periods are made, the will inevi- 
tably indicate higher costs as a percent of payroll an il' the differ- 
ence may be substantial over a period of years. This is not a fault 
of the actuary and his projections, but of the legi~~lative ground 
rules for the forecasts. 

As waa previously discussed to a considerable degree, the fore 
casting process is made less difficult because inflation that results 
in expenditure increases also tends to produce hi her earninga in 
the general economy. However, unduly favora f le assumptions 
about rises in earnings and resultant revenues for medicare will 
produce misleadingly optimistic predictions, as  the medicare actu- 
aries had the courage to point out some years ago (King, 1980). One 
of the potential problems with the economic assumptions is that, 
for political reasons, every administration tends to view optimisti- 
cally the prospects for future economic growth (high) and inflation 
(low), no matter how dismal the past records may have been. We 
would expect a t  least some tendency to reflect administration views 
in HCFA e actuarial projections. 

Another automatic adjustment in the system that eases the long- 
range prediction problem is provided by the so-called "dynamic de- 
ductible" in hospital insurance. The deductible and coinsurance 
levels in hospital insurance are automatically increased as hospital 
costs per day increase. This factor, too, eases tmmewhat not only 
the estimating but the financial problem because it shifts some of 
the rising hcepital costa to the beneficiaries to pa out-of-pocket or 
through supplementary coverages. An idea for re d ucing the risk of 
inadequate medicare financing that was considered and was includ- 
ed in an amendment sponsored by thensenator Ribicoff in 1974, 
would have applied a variable deductible to each day of hospitaliza- 
tion, with the deductible set to keep covered hospital cats  constant 
relative to the earning base. This idea, if accepted, would have es- 
sentially eliminated the issue of the ade uacy of holspital insurance 
financing. However, it did not gain wi 1 e support because of the 



burden it  would have put on beneficiaries, and because some, in- 
cluding Ways and Means Committee Chairman Wilbur Mills, as 
the author recalls, opined that such a shift of burden, even if legis- 
lated, would only be theoretical since it was unlikely that Congress 
would permit i t  to happen. 

Despite the automatic adjustments that were adopted, forecast- 
ing medicare's hospital insurance financial status has been a diffi- 
cult task. The bottom line to the forecast is the ratio of expendi- 
tures (benefits, administrative costs, and funds required to main- 
tain an  adequate fund balance) to income (contributions plus inter- 
est on the balance in the fund). Actual dollar levels come into the 
picture because they affect the value of the trust fund and its inter- 
est yield in relationship to expenditi~res. 

As was previously mentioned, even the annual shifting of the 2 5  
year period over which the costs are  estimated importantly affects 
the estimated balance. The 1-year shift between 1982 and 1983 ad- 
versely affected the estimated balance by 0.18 ercent of payroll P (Office of Financial and Actuarial Analysis, HC A,) Compounding 
a difference of 0.1 percent over a 10-year period would produce a 
difference in balance of over 1 percent of payroll so that what we 
expect will happen beyond the quarter century of current estimates 
has a very important bearing on what will happend to future pre- 
dictions of funding adequacy unless end-of-period financing is as 
adequate ae at the beginning. 

The chief trick in the estimating process is to forecast medicare's 
increase in hospital benefit payments in relation to wages. These 
benefits increase as the rate of payment, per unit of service (the 
price) increases and as use increases. Use rises as the number of 
beneficiaries rise, as the beneficiaries age, and as hospital services 
use rises for a given age group. Hospital prices rise as the price of 
goods purchased by hospitals and salaries they pay to employees go 
up and as more services are included within a unit of services, 
after any offsets for productivity increases. Hospital prices have 
played, and are expected in the future to play, a far more signifi- 
cant role in medicare cost increases than have increases in use. 

Hospital wages, on the average, have been rising more than 
wages in general; but, i t  is not clear to what degree the difference 
is the result of higher wages for similar work as opposed to paying 
the cost of growing complexity of hospital work that occurs with 
the introduction of new, advanced technology. The economics of the 
market would suggest that reasonably equivalent wages for similar 
work should, over the long term a t  least, be paid by hospitals to 
those paid in other fields so that, aside from different rates of input 
of technology, the impact on the cost of hospital wage rates should 
be about the same as that in the general economy. However, as a 
personal service industr , hospitals may not be able to incorporate 

facturing concerns do. 
P productivity gains to of set labor cost increases as much as manu- 

Past medicare expenditure increases have significantly outpaced 
revenue increases. Ever since medicare was enacted and before, 
there has been a question about the duration and degree to which 
the rate of rising hospital costs can continue to outpace earnings in 
the general econom . This issue is not merely an issue for medi- 
care or the Federal 2: udget but for the entire economy. There is o b  



viously a limit to the degree to which the Nation's income will be 
spent on health care. Straight line projections of the past into the 
indefinite future yield nonsense results-amounh beyond what the 
economy could support. (Myers, 1970.) 

While there is a limit to hospital cost increases relative to GNP 
based on affordability, i t  is difficult to determine where the limit 
lies in the period 25 or more years into the future. The real Iimit, 
in fact, is not fixed by physical laws but depends on the public per- 
ception of the relative value of health care and public preference 
for health care over other potential urchases. A higher limit will R be accepted as the relative value of t e service appears to grow and 
as income rises. Expenditures vary around the country in a way 
that seeme strongly influenced by geographic variations in income 
levels (Levit, 1982) relatively more seems allocated to health care 
in States where income is high-and the same is true internation- 
ally. As a percent of GNP, health expenditures in 1976 in nine in- 
dustrial countries varied from 5.8 percent in the United Kingdom 
to 9.7 percent in the Federal Republic of Germany and 8.7 percent 
in this country, with rises continuin Finland seems to have ac- 
cepted 15 percent of GNP a reasona t le maximum for health ex- 
penditures (Freeland and Schlender, 1988) so that large future in- 
creases in American health expenditures relative to GNP are quite 
conceivable. However, precise prediction of such public ljcy based 
on results does not seem possible no matter how well t e actuaries 
may do their work. 

R" 
Medical insurance and the budget 

There has been much less emphasis and concern exprewed in 
public utterance8 with regard to the budget im act of increasing 
coats under either the hospital ineurance or supp f' ementary medical 
insurance partEl of medicare than about the ability of the program 
to pay hospital insurance benefits in the future. For this reason, 
while costs for the medical insurance part (part B) of medicare 
have been rising essentially in parallel with those for hospital in- 
surance, there has not been the same public call to aolve this prob- 
lem. The trustees' reports (Board of Trustees, Federal Supplemen- 
tary Medical Insurance Trust Fund) merely report on the regular 
recalculation (required by the law) of the annual premium rates 
that provide funds adequate to finance part B, and there are no ac- 
turarial indications of fiscal difficulty for the medical insurance 
program. 
One of the factors in increases in art B coats is the fact that the 

medical insurance has not had the ? inancial advantage of a dynam- 
ic deductible. However, the annual deductible ($50 ori 'nally) was 
increased to $60 effective in 1973, and, in 1982, to $ 7 r  These in- 
creases were much less than medical costa have risen since the ini- 
tiation of the program, so that beneficiaries have had a large por- 
tion of their medical costa covered as the relative value of the dc+ 
ductible has declined. This factor has been reflected in the rising 
premiums. 

While the rhetoric on the medicare financing crisis has empha- 
sized the actuarial deficiency in hospital insurance, the coetcutting 
legislation that w m  enacted recently was proposed in connection 
with budget legislation and was aimed largely a t  ehort-range ef- 



fects. There are no signals that interest in solving medicare prob- 
lems .some ears in the future has yet increased. I t  is not clear 
what the e 7 fect was of including the income and expenditures of 
the social security program, including medicare in a unified Feder- 
al budget in the sixties. This action had the initial political advan- 
tage of reducing the reported deficits in the general fund because, 
a t  that time, the trust funds were earning surpluses. In more 
recent periods, pressure on the unified budget has resulted in 
greater attention to the possibility of cuts in social security to 
offset the increased defense spending and the decline in revenues 
from large tax cuts. However, the real problem is not the ublica- 
tion of Government fund balances on a unified basis, gut the 
impact of Government deficits and need to borrow on the economy. 
Unification or separation of the budget does not affect this impact, 
and it will be calculated and taken into account in either case. 
Mdicare costs versw total costs 

At the same time that the Federal Government has become more 
concerned about medicare costs, the States and private purchasers 
have found the financial burden of State medicaid programs and 
health insurance for em loyees and others increasingly difficult to 
handle. A growing num f8, er of States have taken a variety of ac- 
tions to try to limit the rise in health costs general1 , and in medic- 
aid specifically. A movement to form coalitions o ?' private groups 
organized to take action to limit further health cost increases was 
started as the cost burden was felt more acutely. This is not to say 
that all the pressures are in the direction of lower costs. At the 
same time that action to hold down costs is going on, support is 
growing for payment for liver transplants as normal, not experi- 
mental, care-and the.same support exists for any care widely per- 
ceived to improve health or save lives. Health cost limits seem uni- 
versally approved only when achievable by the elimination of 
waste, and when no one is hurt by the cuts. 

The oint, nevertheless, is that the burden of health costs has es- 
sential P y the same significance whether borne as part of the Feder- 
al budget or State budgets, or privately. Private and public sources 
are subject to the same pressures and policies for constraining and 
expanding costs. One of the principal differences is that, when 
health costs are borne through Government budgets, the burden is 
likely to be distributed in a fashion that is easier to bear than 
when similar costs are borne privately. 

As is clear in table 3, both total national health coats and medi- 
care costs have been rising sharply over the period of medicare's 
history more or less consistently with the way the practice of 
health care has changed. In 1981, medicare's hospital insurance 
costs were almost six times the 1970 level and medical insurance 
costs were more than six times the previous level. Over the same 
period, nonmedicare hos ital costs (total costs less expenditures 
under medicare's hospita f' insurance) almost quadrupled and non- 
medicare physicians' services multiplied by almost 3% times. It 
should be understood that much of the difference in the rates of 
increase in total costa is due to the growth and the aging of the 
medicare population, and another part derives from the increase in 
costs because the disabled and persons with end-stage renal disease 



were covered under the 1972 legislation, rather than to higher 
medicare increases in use rates and prices. 

Acmo~s To CONTROL Corn 
1972 legislation 

While the financial problem facing medicare remains very eeri- 
ous, a number of actions have been taken b the Federal Govern- 
ment aimed a t  holding down cost increases. & e measuree have in- 
cluded actions aimed both a t  volume of service and unit costs of 
services. Action aimed at adding control over the use of services 
was taken through the enactment of the PSRO pxograrn in 1972. At 
the same time, provisions limitin mcreases in physician's fees al- 
lowed by medicare were adopted. !&. cremes in physician's fees were 
controlled by an index. Furthermore, in the aame legislation, coat 
limits were authorized to be applied in determining the hospital 
costs that were to be reimbursable. Despite the legislative control 
on physician fee increases, medical insurance costs have continued 
to riae rapidly because of volume increases and h u w  of leakage 
through the controls. The physician fee limitation was applied 
without developing a Federal definition of the various services for 
which fees were controlled. As a result, an unknown amount of 
leakage from control occurred by virtue of new services and 
changea in the content of services, including m l l e d  depackag- 

ing-ae% 
rate charges for parts of a service formerly charged for as 

a unit. et  another source of leakage in the use of the index was 
that the index was based in part on the "costs" of practice in a 
period when costs increasingly included fringe benefits that phy~li- 
ciana allowed to themselves. 

One of the problems that accompanies mow stringent controls 
for physician's fees is that if the physician bills the patient rather 
than billing medicare, the hysician is free to cha e an amount 
without limit, in effect shi f ting more of the costa o 7 m ed' icare-cov- 
ered services to the patient. This shift has tended to reduce gradu- 
ally the portion of beneficiary coats covered by medicare. This prob 
lem has inhibited more vigorous medicare action on physician fees. 
While the issue of whether assignment should be made mandatory 
has arisen periodically-even before the enactment of the original 
medicare law, and is currently under consideration again--concern 
about the effect on physician participation and the opposition of or- 
ganized medicine have thus far aborted action on this matter. This 
is true even though the billings to patients of the difference be- 
tween the physicians' total charges and those found reasonable by 
medicare have been the subject of the greatest number of com- 
plaints by medicare beneficiaries. 

At the eame time that physician fee pa ents were made subject 
to a fee limit, increasing the degree to w c h  patients would likely 
be required to ay a sum in addition to medicare's payment, a limit 
was establish e l  on the rate of increase in medical insurance prerni- 
urn rates paid by beneficiaries. The limit was intended to prevent 
rises in part B subscriber premiums from outpacing cash benefit in- 
creams and excessively burdening the beneficiaries, As a result of 
this limit, beneficiary premium8 fell from 50 percent of the total 
cost of part B to 26 percent. A step waa taken in 1982 to prevent, a t  



least temporarily, a further decline in the percentage of premiums 
paid by benefici~ries. The recent budget problems seem to have cre- 
ated an important countervailing pressure to concern about the 
health cost impact on beneficiaries. However, this action to shift 
part of the burden to beneficiaries waa very controversial and sug- 
gests that further, similar shifts will not be easily accepted. 

An interesting development related to cost control occurred with 
regard to implementation of the end-stage renal disease legislation. 
The discretion left to the Secretary on this matter was used to ad- 
ministratively install relatively strict limits on payments er dialy- 
sis, to pay physicians treating patients on dialysis eit R er on a 
monthly baais or through dialyeis facilities, to establish virtually 
mandatory assignment for these patients, and to control the 
growth of renal facilities. Legislation providing for respective pay- F ment for dialysis was enacted in 1981, 2 years be ore prospective 
rates were enacted for hospitaIs. While expenditures for treatment 
of end-stage renal disease have grown rapidly, the comparatively 
high growth rate is due chiefly to the increase in the number of 
patients treated, primarily because treatment resulted in an in- 
creasing number of survivors who suffer the illness. (Rettig, 1980.) 
The cost control efforte applied to renal disease appear to have 
been relatively successful in holding down unit costs. 

In addition to the medicare changes, planning legislation was 
adopted that was also aimed a t  health costs. One of the goals of 
planning was to limit the growth of hospital plant to the necessary 
amount saving the costs associated with excessive plant. (Wolk- 
stein, 1977.) 
Carter cost containment proposal 

The strongest pro r1 made thus far for Federal hospital cost 
control was includ In the Carter cost containment lan, which 
was aimed not merely a t  limiting Federal coats but a t  a!? I the hospi- 
tal costs of the country, res nding to the idea that health policy 

This plan had two parts. 
Y for medicare should paralle that for other population segments. 

The first ar t  limited hospital revenue increases each year. It  
was model ec!' on the economic stabilization program of the Nixon 
era. The Carter hospital revenue control measure was accompanied 
by a plan to place a limit on capital expenditures for hospitals on 
the theory that limiting the growth of hospitaI capacity would pro- 
vide a long-term limit on costs end force choices on where both cap- 
ital and service growth should be directed. Part of the theory was 
that capital expenditures limitations provided less of a threat to 
the financial status of hospitals than cost or revenue limitations. 
Capital limitations deal with future actions that are within hospi- 
tal control and may be planned for in advance, while costs and rev- 
enues largely flow from decisions made over prior decades and 
limiting revenues sometimes impmes an immediate need to cut 
cervices, reduce staffing, and make other difficult or even impossi- 
ble changes to keep costs within revenues. 

Little enthuaiaem developed in support of either of these Carter- 
supported measure8 in the Congress. However, the capital control 
ideas have apparently continued to intrigue persons concerned 
with health issues and are involved in current considerations in 



New York, Michigan, and Massachusetts. All-payer controls on horc- 
pit& costa are incorporated in State programs in New York, New 
Jersey, Maryland, Massachusetts, and Maine. 

Actions in 1882 and 1988 
The 1972 medicare cost control actions comprised virtually the 

entirety of Federal legislative activities to reduce costa until the 
Tax Equity and Fiscal Responsibilit Act of 1982 ('lX3FR.A) and the 
Social Security Amendments of 198 $ were enacted. 'IXFRA includ- 
ed a whole miscellany of small cutbacks, including the medical in- 
surance premium action previously r e f e d  to. However, the 1983 
legislation included the substitution of a hospital prospective pay- 
ment system for the former reasonable cost basis of reimbursement 
and represents, by far, the biggest change in the medicare payment 
system in its history. Significantly, the cost control aspect of the 
plan is aimed at hospitals, not beneficiaries. This plan applies only 
to medicare, not to all payers, so that despite tight limits on medi- 
care payments under this law, hospitals would have the opportuni- 
ty to earn additional revenues from other payers, and this room for 
cost shifting provides something of a relief valve to the hospitals. 
However, the proponents of controls on all hospital costa arranged 
to include in the law a provision under which States could obtain 
waivers from the basic medicare prospective payment plan if they 
instituted one that applies to all payers. While the plan is quite 
stringent, considerable attention was paid to the resentations of 
hospital spokesmen concerning provisions require f to maintain a 
vigorous hos ital industry, and the legislation meeta some of the 
concerns o f t  6 e industry. 

Development of prospective rate systems 
The prospective payment plan is not an unexpected development. 

Even before medicare was enacted in 1965, various hospital reim- 
bursement approaches were considered. (Wolkstein, 1968.) Howev- 
er, no prospective payment s stem had been developed to a degree 
that suggested that one coul d" be confident that results would prove 
as acceptable as would a cost-based plan. 

As early as 1977, however, legislation was adopted that permit- 
ted medicare to experiment with systems of incentive reimburse- 
ment to see whether research grants might be used to support de- 
velopment of a better reimbursement plan. The experiments that 
were conducted initially were entirely voluntary. As a result, i t  
seemed unlikely that an effective cost control plan would be tested 
in the course of these experiments. Effectivenese in cost control 
would almost certainly produce at  least some losers, and no one 
could be expected to volunteer to be a loser. 

Legislation was proposed in the late 1960's that would have al- 
lowed compulsory participation in medicare experiments, but this 
legislation did not gain support. In 1972, however, provision was 
made both for State medicaid pa ent to hospitals to be on bases P other than reasonable cost, as we I as authority for the Secretary of 
Health, Education, and Welfare to analyze the alternate State pay- 
ment systema that were applied arid to develop prospective rate 
systems. These provisions triggered the State moves to test all- 
payer cost control systems and allowed the development of the in- 



formation that has since become available on prospective rate sye- 
tems, The States became arenaa for testing prospective rate meth- 
ods on a compulsory basis with Federal support. 

In the course of this State and Federal effort, considerable rog- 
ress was made on solving a problem that has for years inhi g ited 
the move to prospective rates. One of the principal concerns about 
the application of prospective rates was that the state of the ar t  did 
not permit determination of whether a variation in cost between 
institutions resulted from differences in efficiency or differences in 
services provided, patients served, or quality of service. A prospec- 
tive rate system that is cost neutral or cost saving requires a trans- 
fer of payments from some providers to others. To be acceptable, 
there must be considerable confidence that the penalized and re- 
warded institutions are reasonably selected. As a consequence of 
lack of such confidence, the 1972 legislation did not provide for pro- 
spective rates but provided instead for a costbased system a pl ing 
cost limits that penalized some hospitals but gave no rewar&. 6ur- 
thermore, because credible case mix meaaures were not available, 
the limits were applied only to routine services because the use of 
routine services is not as powerfully affected by patient mix, which 
could not be measured well, as is that of ancillary services. 

With the acceptance of a new patient mix measure came ado 
tion this year of a medicare prospective rate system applied to a I; 1 
services. The new prospective rate system is not a panacea, howev- 
er. For one thing, some roviders will, undoubted1 find ways to 
take advantage of loopho P es on the system. Also, tg system is a. 
open- to increases in cost because of increaw in admissions, as  oc- 
curred under previous law. However, because the new system is a p  
pIied on a stay basis, it normally provides the same payment re- 
gardless of the duration of the admission or volume of services pro- 
vided within the stay so that some volume increases are inhibited. 
Furthermore, technolo 'cal changes, one of the factors that hae P made cost forecasting or medicare difficult, appears to have been 
put much more under control. Major technological improvements, 
which change treatment proceases will continue to have to be re- 
flected ultimate1 in the prospective rate, but not immediately, so 
that expensive c I; anges in technology are also inhibited somewhat, 
although changes in the mix of admissione will continue the move 
toward more complex DRG'e with higher payment rates. Overall, 
the rate of future increases would seem to have been made more 
predictable in relation to general inflation under the new plan. 

will remain essentially as 
of the reward and penalty 
tested out in practice. Even 
further adjustments to im- 

be surprising, especial1 
if, as a consequence of penalties, access of patients to care is consid- 
ered undeeirably hampered in some localities, 

Furthermore, the law provides considerable leeway for adminis- 
trative dbcretion on the level of allowances to be made in future 
years for increasing payment rates to reflect cast increases resultr 
mg from service improvement. Actuarial forecmts require predic- 
tion of how this leeway will be used over the years as administra- 
tors in power change. In other words, public policy remains a pri- 



mary factor establishing future coats. Forecasting in this area 
seems to fall more nearly into the realm of politics or social science 
or, perhaps, the reading of tea leaves than it does into actuarial sci- 
ence. 

FINANCING IMPLICATIONS OF MEDICARE POLICY 

The policy (or a t  least intentions) behind medicare legislation 
and administrative action has played and will continue to consti- 
tute the most important factor determining the financial status 
and impact of the medicare program. The use and cost of health 
services are not based on some scientifically determinable physical 
or natural law, but derive from the policy path the country decides, 
explicity or implicitly, to take. Despite the new prospective pay- 
ment legislation, the largely implicit policies that we follow in 
health care explain to a considerable degree our present health fi- 
nancing predicament and suggest that our problem with financing 
medicare will not be easily solved in the future. These unstated 
policies include: 

Genoral health policy 
1. Taking a very short-term and pragmatic view to health cost 

goals-not seeking to establish any policy or course of implementa- 
tion as to the intented portion of national income to be spent for 
health for the United States or the portion of the Federal budget to 
be spent on health care, except on a year-to-year basis. 

2. Placing relatively high priority on health expenditures, com- 
pared with those for other purposes and providing support for 
making available the full available technology to preserve life and 
normal function, almost without regard to cost (witness recent 
public reaction to liver transplanb). Public perception of health 
service~l seems different from its attitude toward other services. 

3. Supporting adequate hospital financing for essentially all hos- 
pitals, despite their costs, to assure the people access to the services 
they may require. 

Mediccan? policy 
1. Providing medicare beneficiaries with health insurance cover- 

age as good ae is generally provided to the employed populations, 
thereby providing medicare beneficiaries with reasonably equal 
access to mainstream medical care. 

2. Avoiding making significant shifts of costs from taxpayers to 
beneficiaries. 

3. Deferring tax increases or other unpleasant actions to balance 
outgo and income of the hospital insurance trust fund until the last 
possible date, possibly implying a lack of confidence in the reliabil- 
ity of the forecasts. 

As long as these policies hold, the Nation must be prepared to 
meet the rising financial demands that flow from its essentially 
generous health policy. The pragmatic and shortrterm expenditures 
policy will, in all likelihood, require periodic adjustment to financ- 
ing provisions to match them to costs. Because it will remain im- 
possible to predict long-term costs with accuracy, it seems equally 
imposeible to legislate a definitive long-term financing plan. In 



other words, relatively frequent rea 'uetmenta of the financing pr+ I' visions of the medicare system will ikely continue to be a regular 
feature of the program well into the future. Only a very unexpect- 
ed, to me a t  least, change in public policy toward support for 
health care can change this scenario. 

TABLE 2.-EMPLOYEE CONTRIBUTION RATE SCHEDULES 
[In percent1 

1965 act 1967 act 1972 act Curmt law 

1966 ....................................................... 0.35 .......................................................... 
1967 ...................................................... .50 .................................... .... .................. 
1968-72 ........................... .. .................. .50 0.60 ............................ .... 
1973 ....................................................... .55 .65 1.00 .................. 
1974-75 .................................................... .55 .65 1.00 0.90 
1976-77 ............................................... .60 .70 1.00 .90 
1978 ......................................................... .60 .70 1.25 1.05 
1979 ......................................................... .60 .70 1.25 1.05 
1980 ......................................................... .70 .80 1.25 1.05 
1981-84 .............................................. .70 .80 1.35 1.30 
1985, ....................................................... .70 .80 1.35 1.35 
1986 .......................................................... .70 .80 1.45 1.45 
1987 and after ....................................... .80 .90 1.45 1.45 

TABLE 3.-NATIONAL HEALTH EXPENDITURES AND MEDICARE EXPENDITURES 
[Dollars in billions] 

Percent- Total NP* F! Total a e of Hospital 2;; dica,e 
!NP 1115. 

FOT periods ending June 30. 
Sauree: Waldo and Gibson, 1982, and Board of Tnrstees Federal Hospital and Supplementary Medal 

Insurance Trust Funds. 

Board of Truateee, Federal Hoe ital fnmrance Trwt Fund. Annual Re rt of the 
Baard of T m s k s  of the ~ d m l  Hoepita1 insurance lhut Fund. 1918101983. 

Board of Trustees, Federal Supplementary Medical Ineurance Trust Fund. Annual 
Report of the Board of Trustem of the Federal Supplementary Medical Ineur- - - 

ance Trust Fund, 1970-1983. 
Board of Trustees, Federal Old-Age and Survivors Insurance and Disability Ineur- 

ance Trust Funds. 1982 Annual Rewrt of the Board of Trustem of the Federal 
Old-Age and S u d v o r s  Insurance atid Diaablity Insurance Trust Fund, 1982. 
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RESTRU-G MEDICARE BENEFITS 

(By WILLIAM C. HSIAO, Hawad Ufiiversitg, and 
NANCY L. KELLY, Policg Analysis Inc.) 

Close behind the crisis over the financing of the social security 
system has arisen a similar concern about the fiscal solvency of the 
medicare program. The paet several years particularly have wit- 
nessed a serious erosion of the medicare trust funds, brought about 
by sustained high rates of increase in benefit payments that have 
not been matched by increases in revenues paid into the medicare 
s stem. The increased benefit payments have resulted mostly from 
t g e rapid rise in medical costa, rather than the expansion of p r e  
gram benefits. The outcome of these trends, according to the Con- 
gressional Budget Office,' will be a deficit in the Hospital Insur- 
ance 'I'ru~t Fund, one of the two that finances medicare. CBO pro- 
jects that the deficit could occur as early as 1987 and that the 
annual deficit in year 1990 could be $17 billion, increasing to $61 
billion in 1995. 

This projected deficit has already prompted the Congrese and the 
American ~ e o ~ l e  to focus their attention on the medicare momam. 
Three genera[ approaches to solving medicare's financial proi;lems 
are likely to be considered: Stricter controls on pa.yment to provid- 
ers of service (the supply-side approach); moreastringent financial 
requirements for medicare beneficiaries (the demand-side a p  
proach); and an increase in revenues through higher taxes, in- 
creased premium payments, or increased allocation of general reve 
nue funds to medicare. With the projected annual Federal deficit of 
$200 billion, the amount of additional Federal resources that could 
be allocated to medicare would be severely limited. The eventual 
solution, therefore, would likely involve a combination of all these 
approaches. The debate about the various options presents an ex- 
cellent opportunity to reexamine medicare's structure and to con- 
sider some fundamental reforms. 

Medicare was legislated almost 20 years ago. Rapid changes have 
taken place in health care during the intervening years. There 
have been dramatic changes in the health care delivery system. 
Numbers of physicians per capita have increased greatly, and 
access to health services has improved considerably. Developrnenta 
in medical technology have accelerated. HMO's have spread, and 
for-profit firms are playing a greater role. Consequently, the antici- 
pated crisis in medicare financing can be viewed as a stimulus to 

Paul B. Ginsburg and Marilyn Moon, "An Introduction to the Medicare Flnancin Problem," 
in Sub6ommittee on Health of the Committee on Waya and M- U.3. H o w  of bp-nta- 
tives, Conference on the Future of Mndicare 98th Congrese, 1st aesslon (Nov. 29, 1983) pp. 6-7. 
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restructure the program, in light of our increased knowledge, for a 
changed environment. 

While other papers focus on the supply-side solutions and new fi- 
nancing methods for medicare, this paper focuses on the demand- 
side approaches. It addresses the options for restructuring benefici- 
aries' financial participation in the program. Such a restructuring 
should serve two purposes: to improve the efficiency of the health 
care system, and to reduce the anticipated deficit. We view changes 
in the cost sharing provisions of the medicare program to be an im- 
portant component of any overall policy changes that are made to 
solve the program's fiscal problems, but we believe that such 
changes should only be part of a multifaceted strategy. 

THE CURRENT PROGRAM BENEFIT STRUCTURE AND COSTSHARING 
PROVISIONS 

The medicare program is designed to finance acute medical care, 
mainly for elderly Americans. The program is divided into two 
parts: hospital insurance [HI] and supplementary medical insur- 
ance [SMI]. The HI component covers shortcterm hospitalization, 
skilled nursing care, and home health services, while the SMI por- 
tion covers physicians' services, outpatient hospital care and labo- 
ratory fees, as well as home health care. The program does not 
cover long-term nursing home care, dental care, or outpatient 
drugs. 

Cost sharing is now imposed on medicare beneficiaries who use 
medical services. Under HI, a deductible amount approximately 
equal to the cost of the day in a hospital ($356 in 1984) must be 
paid by beneficiaries who are hospitalized. Apart from this deduct- 
ible, the HI program pays in full the cost of the first 60 days of 
hospitalization for an episode of illness. From the 61st through the 
90th days, a copayment of $89 per day (again, as of 1984) is r e  
quired. Beyond the 90th day, each beneficiary has a lifetime re- 
serve of 60 additional days but is assessed $178 for each day that is 
used. 

HI also covers up to 100 posthospital days in a skilled nursing 
facility [SNF]. After 20 days, the beneficiary is required to pay an 
amount per day that is equal to 12.5 percent of the inpatient hospi- 
tal deductible ($44.50 in 1984). 

Under SMI, beneficiaries are responsible for an annual deduct- 
ible of $75, beyond which medicare pays 80 percent of the reason- 
able charges for covered services. If the provider's charges are rea- 
sonable according to medicare standards, then the patient's share 
will be 20 percent of the total. If they exceed such standards, how- 
ever, the beneficiary is liable for the excess amount in addition to 
his or her 20-percent share, except when the physician accepts as- 
signmen t. 

State medicaid programs frequently serve to complement medi- 
care for the poorest elderly. Medicaid may finance cost-sharing 
amounts, as well as other noncovered services, for eligible medicare 
beneficiaries who are too poor to pay these bills. 



AR~UMENTS FOR COST SHARING 
Patient cost sharing, the direct payment by consumers of some 

portion of the costa for medical care a t  the time of use, has been a 
topic of controversy throughout the long debate on insuring medi- 
cal services. As the inflation in medical. costs continues, observers 
have become increasingly pessimistic about the likely success of 
regulatory efforts. Attention has turned to the demand side, and to 
the potential benefits of cost sharing. &st sharing promises econo- 
my; numerous empirical studies have found that cost sharing en- 
courages reductions in the excessive use of medical services and 
makes the medical system easier to p ~ l i c e . ~  

Several sound arguments justified the design of medicare's cost- 
sharing provisions. First, cost sharing reduces the cost of the pro- 
gram to the Government. Because the program must be financed 
through taxes or other revenues, one that is without coat-sharing 
provisions would require greater amounts of taxes or a reduction in 
funds available for other Federal programs. The use of cost sharing 
thus permits medicare to cover a broader range of services than 
would otherwise be possible. 

Second, cost sharing makes the consumer cost conscious, discour- 
aging the unnecessary use of services, Deductibles and coinsurance 
provide patients and phyeicians with an incentive to choose the 
most cost-effective forms of care. Without cost shexing, the burden 
of monitoring the appropriateness of care must be borne entirely 
by regulatory agencies. Ae discussed in the next section, consider- 
able evidence has accumulated that the presence of cost sharing 
has a substantial effect on patients' overall demand for services as 
well as the mixture of services obtained. Cost sharing is increasing- 
ly recognized m an effective means of reducing inflation and pro- 
viding incentives for the effective use of resources. 

Discussions about the effect of cost sharing on demand for health 
services assume that patients initiate demand or that physicians 
act as their perfect agents. In fact, we do not know how well the 
agency relationship operates. As described later in this section, it 
has been argued that physicians are affected only indirectly by the 
cost-sharing requirements of their patients and, consequently, that 
cost sharing may not affect demand. However, it can also be 
rtr ed that these indirect effecb are sufficient to alter physicians' 
be k avior as well as that of their patients. Ph sicians are generally 
aware of the financial implications of their c f  ecisions for their pa- 
tients and may take that information into account in developing 
treatment protocols. The empirical studies of the effects of cost 
sharing on demand, reviewed in the next section, measured the 
total effects of cost sharing, without regard to whether that 
demand was patient or physician initiated. 

Related to this is the potential effect of cost sharing on the medi- 
cal care market. Cost sharing should induce patients to shop for 
the least expensive providers who can deliver eervices of acceptable 
quality at minimum cost. When patients shop for the least costly 
providers, competitive market pressures are generated among 

*Dou laa Conrad and Theodore R. Marmor. "Patient Coot Sharing," in Judith Feder et al. 
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them, The lower cost, presumably more efficient providers would 
attract more patients, while the higher coet, less efficient providers 
would loee patients, Market pressures would therefore force the 
high-cost providers to improve the efficiency with which they deliv- 
er medical services. 

Finally, the high deductible incorporated in the HI program is 
intended to encourage patients to seek outpatient treatment in- 
stead of inpatient hospital care. It is also intended to deter unneces- 
sary use of skilled nursing facilities. Because elderly people are 
more likely to suffer from chronic illness, there may be a tendency 
to admit elderly patients into skilled nursing facilities (SNF's) for 
custodial care. To reduce the inappropriate use of SNF, a Sday hos- 
pitalization is required before a beneficiary becomes eligible for 
SNF benefits. 

ARGUMENTS AGAINST COST SHARING 
In response to these arguments in favor of coet sharing, critics 

have pointed out that coet sharing may well deter utilization, but 
in doing so, discourage patienta from obtaining necessary services. 
The deterrent effects on utilization could adversely affect patients' 
health and reduce the quality of care they received. As a result of 
cost sharing, patients may delay treatment until an illneas becomes 
so severe that the total cost of treatment is higher than it would 
have been if prompt treatment had been sought. Similarly, physi- 
cians may withhold necessary tests which would have correctly di- 
agnosed the disease in time to treat i t  effectively. 

Some argue that patients have ineufficient knowledge to make 
rational calculations of the benefits and costa of their treatment 
choices. Moreover, patients seldom know in advance what treat- 
ment they will need and thus cannot determine its coat, Physi- 
cians, who presumbly possess more information, are only indirectly 
affected by the price facing their patients. As a result, it is argued, 
cost sharing would not generate sufficient competitive pressur'e in 
the marketplace to promote efficiency. 

Another major criticism of cost sharing relates to equity. A uni- 
form deductible or coinsurance rate would place a greater burden 
on the poor than on high-income families. On the other hand, if the 
cost sharing is related to family income levels, program administra- 
tion would become moxe complicated and costly. 

Finally, the critics argue that in the presence of cost sharing, in- 
dividuals will purchase supplementary insurance to reduce their 
out-of-pocket medical expenses. This could mitigate any effectg on 
the demand for services that cost sharing may bring about. For 
medicare beneficiaries, private insurere have offered medigap poli- 
cies. They are designed to cover the gaps in medicare coverage, 
such as the deductible and coinsurance amounts, and uncovered 
hospital days. Medigap policies have been purchased by a sizable 
proportion of medicare eligibles. This demonstrates that benefici- 
aries are riek-averse toward catastrophic expenditures and/or 
desire firat dollar comprehensive insurance coverage. 



The availability of health insurance through medicare would be 
expected to increase beneficiaries' demand for medical services. Be- 
cause medicare provides broad coverage of hospital care and physi- 
cians' services, participants in the program are made to feel better 
off for having this insurance policy. This results in two effects: So- 
called moral hazard, and a price effect. Moral hazard relates to spe- 
cific behavioral responses to the incentive created by insurance 
coverage. Because of the availability of insurance, people may alter 
aspects of their lifestyles that will adversely affect their health, in 
the knowledge that  they would be cared for if they become ill. For 
example, they may decide not to stop smoking or to lose weight, 
which they might have done if they or their families had been di- 
rectly responsible for the financial consequences of associated ill- 
nesses. 

Related to this, medicare causes medical care prices to seem 
lower than the actual value of the resources employed. This so- 
called price effect will also provide a motivation for medicare 
beneficiaries to obtain more services than they would if they had to 
pay the full cost. The price effect would not be very important if 
the consumption of medical services were determined only by medi- 
cal need. The influence of economic factors, such as insurance cov- 
erage, on utilization levels has been well documented, however. 

A number of empirical studies have attempted to evaluate the 
quantitative effect of cost sharing on the utilization of health serv- 
ices. Doing so is normally difficult, due to the usual absence of a 
suitable control population. Among the researchers who have been 
able to identify an  appropriate control group are Scitovsky and 
Snyder, .I Phelps and Newhouse, Enterline e t  Beck, Roemer 
et . al.,e .. Scitovsky and McCall, @ and most recently, Newhouse, et 
al. 

The evidence strongly indicates that coinsurance significantly af- 
fects consumers' use of health services. The general conclusion has 
been that  the more consumers must pay out of their own pockets, 
the fewer services-particularly outpatient ph sicians' services- 
they will demand. For example, Scitovsky an d Snyder examined 
the utilization patterns of the subscribers to a medical plan before 
and after a 25-percent coinsurance provision was instituted. They 
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determined that physician services per subscriber fell by 24 percent 
after the coinsurance provisions took effect. Phelps and Newhouse 
analyzed the same data and concluded that the decline in physi- 
cian visita amounted to 1.37 per pereon per year after other s u b  
scriber characteristic8 had been taken into account. In a folJowup 
study, Scitovsky and McCall determined that the lower use rates 
registered soon after the coinsurance took effect were maintained 
during subsequent years, indicating that the earlier changes had 
not been a shorbterm phenomenon. 

Several other studies have assessed the effects of changes in the 
cost sharing provisions of Government medical care programs. Two 
of these studies are Canadian. Enterline et  al. studied the effects of 
providing free medical care in the Province of Quebec, which was 
begun in 1970. They found that per capita hysician visits re- P mained constant, but that the distribution o persons receiving 
services shifted markedly to .lower income groups. Accompanying 
these shifts was an increase in the percentage of selected condi- 
tions for which people consulted a doctor, a near doubling of the 
waiting time for a doctor's appointment, and an increase in waiting 
time in the doctor's office. Beck evaluated the introduction of co- 
ayment in Saskatchewan in 1968, as it affected poor families. He 

found that the copayrnents of $1.50 for physician office visits and 
$2 for home, emergency, and hospital outpatient visits reduced the 
use of physicians' s e r v i c ~  by the poor by 18 percent. This was s u b  
stantially greater than the estimated 6-7-percent reduction by the 
general population, although the author could not determine for 
either group how much of the reductions was attributable to de- 
clines in unnecessary care. Finally, Roemer, e t  al. examined the ef- 
fects of a copayment experiment involving medicaid beneficiaries 
in California. They found that, a t  first, utilization of ambulatory 

R hysician visits declined when copayments were introduced. Later, 
owever, hos italimtion rates rose, which they interpreted as evi- 

dence of neg f' ect of early medical care resulting from the institu- 
tion of copayments. 

The most recent, and moet generalizable, research on the subject 
of copayments is that reported by Newhouse et  al. from the Rand 
study. Data for this aaaewment were drawn from a randomized 
controlled trial of alternative health insurance coverages. The cov- 
erages varied widely in their coinsurance provisions, which ranged 
from no coinsurance-that is, free care-to 96percent coinsurance. 
The latter ty e of coverage resembled a catastrophic health insur- 
ance policy. 8 oinsurance provisions were coupled with limits on the 
total expenditures for which a family would be liable. The Iimits 
were generally related to family income. 

A number of important findings grew out of the Newhouse e t  al, 
atudy. Overall, the authors found that per capita expenditures for 
inpatient and ambulatory services rose steadil as coinsurance de- 
creased. Persons receiving free care incurr J expenditures that 
were about 60 percent higher than those fox people with cata- 
strophic coverage. Newhouse et  al. found no evldence to support 
the Roerner e t  al. conclusion that high-deductible plans are ulti- 
mately more costly because they encourage neglect of illnesses and 
consequently result in higher hospitalization rates. In fact, they 
found that the probability of hospitalization was highest for per- 



sons receiving free care. Finally, they concluded that the poor were 
not disproportionately affected by cost sharing, though they would 
have been had the cost sharing not been related to family income. 

In a recent article, Brook et al.I1 reported the impacts of cost 
sharing on adults health observed in the Rand study. Adults age 
14-61 who were free of disability that precluded work who had 
been randomly assigned to pay a share of their medical expenses 
used approximately one-third less physician and hospital services 
than those who received free care. For persons with poor vision 
and for low-income persons with high blood pressure, free care 
brought on improvement in health status. For the average partici- 
pant in the Rand study, no significant effects were detected on 
eight measures of health status. These observations may have lim- 
ited applicability to the medicare population because they were 
made on relatively healthy adults under the age of 65. Also the o b  
servations were based on a limited number of measures for health. 
The empirical literature, as we have noted, supports a definitive 

conclusion that the more medical care is covered by insurance, the 
more services will be used and, convereely, the greater the propor- 
tion of costs patients muet assume, the fewer services they will 
seek. These patterns appear to apply to ambulatory care--and es- 
pecially to physician visits-more than hospitalization, though the 
two are related. What is still not clear is the interpretation of the 
patterns observed. Consequently, the longstanding question thus 
still remains unanswered: Is there too much use with full coverage, 
or too little with high coinsurance rates? The evidence that is 
available suggests that both may be true to some extent. 

PROBLEMS WITH THE CURRENT MEDICARE SHARING PROVISIONS 
As we have noted, there are a number of strong arguments for 

incorporating cost-sharing provisions into insurance programs. 
Medicare's experience, however, has demonstrated that the behav- 
ioral responses of both beneficiaries and providers can largely 
offset the intended benefib of cost sharing. Such responees can now 
be seen as a result of the faulty design of the medicare benefit 
structure and of the market imperfections that were not well un- 
derstood in the mid-1960Js, when medicare was enacted. 

A major flaw of medicare's benefit structure is that it violates 
the primary purpose of insurance: To protect the beneficia i?' financial ruin. The costrsharing provisions of HI and SM leave 
beneficiaries to face unlimited liabilities in the event of catastroph- 
ic illness. Under HI, patienta are required to pay the full hospital 
cost after 150 days of hospitalization, after the have already paid 
high cost sharing amounts beginning on the 9 !' st  day. In addition, 
SMI requires patients to pay 20 percent of reasonable charges for 
physician visits and other outpatient services. For expensive sur- 
gery, the 20 percent cost sharing requirement could represent a sig- 
nificant drain on a patient's financial resources. Consequently, the 
risk of substantial financial loss, however small it might be, would 

1' This articl Brook st el. "Dm Free Care Im rove Adulla' Health? Rwults fmm a Random- 
ieed ~ontrolled%ial" New England Journal of dedicine. vol. 309:1426-1494 (Dee. 8, 1983). wan 
publinhed aftar the Conference on the Future of Medicine. We included it bcauee of its rel- 
evance to our paper. 



encourage beneficiaries to buy supplementaiy insurance coverage. 
This flaw in medicare's benefit structure helped to create the 
demand for medigap insurance. 

Medigap, as mentioned earlier, is the supplementary insurance 
sold by private insurers to finance the cost sharing under HI and 
SMI. Twethirds of medicare beneficiaries have voluntarily pur- 
chased this coverage.lZ Medigap premium rates are high. For ex- 
ample, the 1983 premium rate in Massachusette is $412.13 B as- 
suming financial responsibility for cost sharing amounts, rn J igap 
works to offset the cost-consciousness that medicare's cost sharing 
provisions were intended to encourage. Medicare benefib, there- 
fore, must be restructured before the cost-sharing provisions will 
function in the manner intended. 

A second major flaw in the medicare cost-sharing provisions is 
that they were designed under the assumption that beneficiaries 
will have adequate information about the relative c& of services 
rendered by different providers as well as the alternative modes of 
care that would be available in treating an illness. The reality, 
however, is that patients lack adequate information about the fees 
charged by phyeicians and prices charged by hospitals. Such infor- 
mation is not readily available. More importantly, it is usually the 
physician who makes the decisions about what tests should be 
done, what procedures should be performed, and where the patient 
ehould be hospitalized. While the patient normally makes the ini- 
tial selection of a physician and decides when to consult him, s u b  
sequent decisions are mostly made by the physician acting as the 
patient's agent. Both patienta and physicians lack comparative in- 
formation about the cost of tests, medical procedures and hospital 
care as well as their effectiveness. As a result, even when cost-shar- 
ing is paid directly by the patient (that is, unsupplemented by pri- 
vate insurance), neither the patient nor the physician may be able 
to invest the resources required to obtain:the data necessary to 
make well-informed choices, 

Within the same market area, there is substantial variation in 
the rices charged by hoepitale and phyeicians for what appear to 
be t t' e same services. There are many reasons for these charge dif- 
ferencea. Some result from real product differences that may lead 
to different health outcomes. Others result from differences in 
amenities or other factors that affect the cost of the service but 
ma not influence the outcome. 

&me differences in charges ariae becauae of the differeneer, in 
technical competence among providers. For example, a cardiovascu- 
lar surgeon with a high success rate in performing coronary artery 
bypass surgery is likely to charge more than another surgeon who 
has a lower success rate. The more successful surgeon can charge 
higher prices because more patients are attracted to him or her by 
his reputation and by physician referrals. He or she can raise his 
prices and still maintain a satisfactory patient demand. In con- 

lo &- of tho Unlted B t a ~ .  v l o n a l  m c e .  "Changing the Structure of 
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traat, a less succeesful surgeon may not be able to maintain a satis- 
factory patient demand if he raises his prices. Higher fees, howev- 
er, are not necessarily associated with better medical care. Many 
less successful physicians are able to charge high fees because pa- 
tients lack sufficient knowledge to evaluate doctors' technical capa- 
bilities. Moreover, patients and physicians alike find i t  difficult to 
obtain accurate information on physicians' charges. Often, the cost 
of obtaining information will be very high because the patient has 
to sample the services of a physician before he can obtain sufficient 
information about both his charges and his competence. Conse- 
quently, patienta often base their selection of doctors on factors 
other than price. 

Other charge difference0 are due to the different amenities of- 
fered by providers, such as air-conditioned buildings, carpeted 
floore, and gourmet cooking. Some physicians may have higher 
costa because they have more attractive waiting rooms, more cour- 
teous secretaries, designer dressing gowns, well-located offices, and 
so forth. Theee differences will not necessarily affect the health 
conditions of patienta, yet they will increase the satisfaction of pa- 
tienta when they get care. 

Lastly, both hospitals and physicians have different production 
costs because of the variation in their managerial capabilities and 
in the scope of their activities. Management of health care inetitu- 
tions has not received close attention until recently. Some institu- 
tions are well-managed while others are operated very inefficiently, 
and these differences can produce wide variation in the cost of 
services provided. Other cost differences arise because of differ- 
ences in the scope of activities performed. An important example 
concerns teaching and nonteaching hospitals. Apart from quality of 
care differences, costs may vary between the two groups because 
teaching hospitals are involved in education and research activities 
that are not performed in nonteaching facilities. Many of these a0 
tivities benefit society a t  large, although they are financed primar- 
ily by patients (or by insurance plans on their behalo. 

Examples of inter-provider price variation are shown on tables I 
and 2. Table 1 illustrates the allowed charges for selected diagne 
sis-related groups (DRG's) by hospitals within a single county in 
New Jersey. Comparisons of these data indicate that, for a given 
DRG, allowed rate8 could vary by approximately 100 percent. For 
example, the allowed charge for angina (medical) in the lowest cost 
hospital was $1,960, and the highest cost hospital, $8,646. Wide 
variation in hospital reimbursement rates are found for most p r e  
cedures. 



TABLE 1.--COMPARISON OF REIMBURSEMENT RATES FOR SELECTED DRG'S IN ESSM 
COUNTY, N.J., 1981 

[Amounts in dallars] 

Range of reimbursement 
DRG category 

Law Amage Hish 

Vaginal delivery, without complica!ions .......................... 1,114 1,411 2,004 
Cesarean sect~on, without cornpl~cat~ons or comorbi- 

dity ........................................................... .. .............. 1,799 2,339 3,609 
Angina, medical .............................................................. 1,960 2,641 3,646 
Lens, surgical ........... .. .............................................. 1,201 1,504 2,180 
Back disorder. medical .................................................. 1.807 2.141 3.063 
~astrointestinal disorder, age 69 or less, with comor- 

........................................................................ bidity 709 967 1,521 

Souree: Aulhan' tabulation of data provided by the New Jersey Department of Health. The DRG rates a!e 
parlly based on each hospital's actual cost and parlly on the State's average cost. Therefore, Ihe dtfferences In 
actual cosl among hosp~tals are greater than Ihe rates shown. 

Still greater variation exists among physicians who practice in 
the same geographic area. Table 2 illustrates the differences in 
physicians' charges for three frequently performed procedures. 
These data reveal that charges can vary by more than 100 percent 
in the same geographical area for surgical services and by as much 
as 200 percent for medical services. 

TABLE 2.-COMPARISON OF PHYSICIAN FEES FOR SELECTED PROCEDURES IN SEVERAL 
COMMUNITIES IN CALIFORNIA 

[Amounts in dollars] 

Procedures and communities Low High 

1. Normal delivery: 
Alarneda County, Calif. .................................................... 500 950 
Los Angeles, Dlstrict No. 1 ................................................ 500 1,150 
Los Angeles, District No. 10 .......................................... 500 950 

.......................................... San Francisco, Area No. 3 575 1,050 
2. Hemorrhoideclorny, corn lete: 

................................................ Alarneda County, ~ a l i l  550 900 
Los Angeles, D~strict No. 1 .......................... .. .................... 450 1,050 
Los Angeles, District No. 10 ................. .. .................... 500 900 
San Francisco, Area No. 3 ............................................. 500 950 

3. Initial office visit-corn lete physical and history: 
Alarneda County, ~ali! ................................................. 50 150 
Los Angeles, D~strict No. 1 ................................................ 50 130 
Los Angeles, District No. 10 ...................... .. ............... 50 140 ......................................... San Francisco, Area No. 3 50 150 

Source: Wtlliam C. Hsii ,  "Patterns of icians' Changes: Implications for Policy." Pmceedings of P"s Conference on Re ulatin Health Care M s .  .S. Health Care Financing Administration. Washington, D.C. 
September 1978. f i e  198 fees are d a t e d  to 1982 prices 



The presence of such price variation and of so many reasone for 
cost differences raises an important public policy question: What 
charges are  appropriate for a compulsory social insurance program, 
such a s  medicare, to pay? In our view, patients and physicians 
should continue to make choices about how best to obtain medical 
services. However, they should do so in light of vastly increased in- 
formation and with enhanced incentives to make appropriate 
choices. Currently, as'we have noted, there is little information and 
there are few incentives. In fact, given the flat deductible and coin- 
surance amounts required for hospital care, the current system en- 
courages patients to use the most expensive hospitals. The chal- 
lenge facing the designers of a benefit structure is to provide en- 
hanced incentives for the appropriate use of services while at the 
same time maintaining the patient's financial access to care. As 
part of this process, i t  is imperative that  medicare provide its 
beneficiaries with adequate information on which to base their 
choices, so that  self-rationing results in outcomes that  benefit con- 
sumers and the program aiike. 

Medicare's financial problems are complex. There are a number 
of underlying causes, including the flawed benefit structure, the 
open checkbooks provided to hospitals and physicians who can fill 
in any amount they want, and the legal and professional independ- 
ence given to physicians in making medical decisions. As we con- 
tinue to emphasize, no one solution can solve all of these problems. 
Stricter regulation of providers is one partial remedy. Raising taxes 
is another. Restructuring medicare benefits is yet another. Each of 
these remedies can address some part of medicare's financial diffi- 
culties, and can contribute to reducing the overall inflation in 
medical costs. No single remedy, of course, will be a panacea. 

With respect to benefit restructuring, we believe that such a re- 
structuring should take place to achieve several rimary ob'ectives. B I First, the altered benefit structure should provi e financia protec- 
tion to beneficiaries and access to the medical services they need 
but cannot afford. Second, the structure should be designed to en- 
courage the efficient production of medical services and to reduce 
unnecessary medical care. Third, the benefits should be provided 
on an equitable basis. If patients have to share in the cost of medi- 
cal care, they should do so according to their ability to pay. Fourth, 
benefits should be restructured to achieve savings in program out- 
lays. Finally, the structure of medicare benefits should be designed 
to minimize the benficiaries' need to supplement those benefits 
with private insurance. 

The primary purpose of any insurance plan is to protect the in- 
sured from financial catastrophe. The current benefit structure, as 
we have noted, fails to serve this purpose when it leaves benefici- 
aries with unlimited liabilities. This flaw can be remedied by limit- 
ing the patient's share of medical costs. Equity considerations, how- 
ever, necessitate that the limit be linked to beneficiaries' family 
income. In order to achieve Federal savings from an  increase in 
cost sharing as well aa a n  equitable distribution of the cost-sharing 
burden, we have developed a set of proposed revisions. The concep 



tual framework for those modifications ie presented below. Specific 
rates and amounts are provided mainly for illustrative purposes. 

Health imurnnce 
Uniform deductibles and coinsurance would be replaced by 

amounta that would vary according to provider cost category, as d e  
scribed below. The lday deductible for hospital care would be r e  
tained, but i t  would be bmed directly on each hospital's actual 
charges. From days 2 through 60, coinsurance rates of zero, 10, or 
20 percent of chargee would be assessed, depending on the hoepi- 
tal's cost category. Similarly, for skilled nursing facilities, a 25-per- 
cent copayment would be required after 20 days of care, which 
again would be bmed upon the actual charges of each SNF. 
Supphmntary medical insurance 

An annual deductible of $100 per beneficiary would become effec- 
tive Janualy 1, 1984. The deductible amount would thereafter be 
indexed annually, according to the physician price index. Coinsur- 
ance rates would again be tied to the provider fee category. The co- 
insurance rate would be 10, 25, or 40 percent of charges exceeding 
the deductible, depending on the fee category of physician from 
whom the care was received. 

Maximum limit on cost sharing 
An income-related limit would be placed on each beneficiary's 

overall liability for the cost of covered services 0.31 and SMI com- 
bined). For those with family hcomes below $10,000 per year, the 
limit would be $1,000. For thwe in the $10,000 to $20,000 income 
range, the limit would be $2,000. For all others, the limit would 
rise to $4,000. l4  

Prior to implementing these provisions, the Federal Government 
would classify hospitals and physicians into three broad categories. 
In each region (such aa a health service area), hospitals would be 
grouped into high-, intermediate-, and low-coat facilities, based on 
the prior year's average cost for selected DRG's. The information 
needed to construct these categories is already being colIected by 
hospitals and by the Government as part of the recently imple- 
mented DRG-baaed reimbursement system for hospitals. Patienta 
would then pay a different coinsurance rate depending on the cost 
category of the hoapital in which their care was received. These 
price comparisons of area hospitals should be widely disseminated 
to consumers and physicians 

Some patiente may have to be hospitalized in higher coet facili- 
tiea for sound medical reasone. Under our system, these patiente 
would have to pay a higher coinfiurance rate, but their liabilities 
would be limited by a ceiling. Other patients may choose to go to 
higher coet facilities for convenience, better amenities, or becauiie a 
particular physician uses that facility. If they made that choice, 
however, they would have to pay more. 

"In order to mmove the "notch problem" tor Uloee with family incotnee between $10,000 and 
$12,000 and $20,000 to 624,000, the maximum limit would riae above the $1,000 and $2,000 
lmla, respectively, by one dollar for eve two dollsr inrrsaee In famiJy incame. Alm, t h m  
dollars Bhould be ~ndexed to the ~onaumer%ce Index. 



Our proposed system would provide consumers with an incentive 
to weigh the costs and benefits of selecting the higher versus lower 
cost hospitals. In  the long run, the  informed choices may be pa- 
tients directly or through their physicians could exert significant 
market pressures on hospitals to economize. Prestige and sophisti- 
cation would not be the sole criteria for patients and physicians in 
selecting a hospital, a s  they frequently are now. Cost and efficiency 
will also be considered. These decentralized market pressures could 
yield large dividends to the Nation in reducing waste, duplication 
and unnecessary services. 
Our proposed plan would also require the Federal Government to 

classify physicians into three broad price categories: high, interme- 
diate, and low. The amount of cost sharing would then vary accord- 
ing to  the price category of physician from whom care is received. 
The criteria for the classification would be based on the few 
charged for selected commonly performed procedures, The classifi- 
cation of physicians would again be done by service area, and the 
category to which each physician belongs would be widely dissemi- 
nated to all consumers. 

Our pxoposed modifications to the medicare benefit structure 
were designed to apply to patients and providers participating in 
the traditional fee-for-service sygtem, as the vast majority do. We 
propose that  different provisions apply to participants in altexna- 
tive financing and delivery systems that  aim to provide health care 
services in a more efficient and cost-effective manner, such as 
health maintenance organizations [HMO's]. Qualified providers 
would be exempted from the Government's categorization scheme, 
and beneficiaries who choose to enroll in such systems would be 
exempted from costrsharing requirements. Such preferential treat- 
ment, we believe, is consistent with the overall objectives of pro- 
gram reform. 

The proposed plan would insure medicare beneficiaries against fi- 
nancial ruin by limiting their liability. As we have discussed earli- 
er, equity considerations require that  cost-sharing provisions be re- 
lated to the beneficiaries' ability to pay. Our plan proposes to es- 
tablish income-related limits on each beneficiary's maximum liabil- 
ity, so that  his out-of-pocket payments will never exceed a fixed 
amount. For example, a beneficiary whose family income is below 
$10,000 would be required to pay up to, but no more than, $1,000 in 
1984. Current law places no ceiling on the amount he is required to 
pay. Under our scheme, the maximum limit would increase with 
family income, reaching a $4,000 ceiling for those beneficiaries 
whose family income exceeds $24,000. For those elderly people who 
are  eligible for medicaid, required cost-sharing amounts will contin- 
ue to be paid by medicaid. 

Placing a ceiling on beneficiaries' liability would reduce the need 
for beneficiaries to purchase supplementary insurance. Medicare 
enrollees can budget for and set aside the amount of total liability 
in the event a serjous illness occurs. By restoring patients' finan- 
cial participation in the program, the reduction in the purchase of 



supplementary insurance coverage would increase the cost con- 
sciousnees of both patients and their physician agents. 

The proposed income-related ceiling is consistent with the basic 
princi les of a eocial insurance program, Beneficiaries will contin- 
ue to k eligible for coverage under a universal rule. Covered medi- 
cal services will remain uniform for every eligible person. Neither 
eligibility nor covered services would be income tested. While the 
expected value of benefits would vary according to family income 
under our scheme, that is wholly consistent with social insurance 
principles as well. Social insurance differs from private insurance 
because of its redistributive effects. Private inaurance emphasizes 
individual equity while .social insurance stresses social equity. 
Under the largest social insurance program, the social security 
cash benefit program, there is a considerable redistribution of 
income from high-income to low-income individuals. This is because 
the formula for determining the cash benefits weighs lower wages 
more heavily than higher wages. 

Under the current HI program, all employed persons pa the 
same tax rate on their wages (up to a specified ceiling). &st+ 
quently, persons with high lifetime average wages have paid much 
more in taxes than those with low wages, yet all medicare benefici- 
aries are eligible to receive the same benefits. As a result, there is 
already a redistributive effect embedded in the current HI financ- 
ing and benefit structure. Our proposed plan would increase the re- 
distributive effects, but without altering the basic nature of a social 
insurance program. 

When cost sharing is related to income and to the pricw charged 
by providers, some administrative mechanism must be devised to 
obtain income data and to  identify program versus beneficiary lia- 
bility by classifying providers. These administative procedures will, 
admittedly, complicate the administration of the medicare p r e  
gram. In this era of computerization, however; it is feasible to 
design a cost-effective system to administer our proposed plan. For 
example, income determination could be based on a simplified 
income statement which would include data on earned income, 
social security benefits, pensions, and unearned incomes. But these 
income statements would not have to be filed unless the benefici- 
ary has exceeded (or expecb to exceed) the ceiling for cost sharing. 
According to data from the Congressional Budget Office l5 less 
than 10 percent of all beneficiaries would exceed that ceiling. 

Critics of our roposal may argue that medicare current 
burses hospitals %ased on standardized, regional DRG-s ci ic rates 
that define the liabilities of the program. The DRG r? ased ;Y reim- reim- 
bursement system is also likely to promote efficiency in hospitals. 
As a result, they may argue, there is no need for establishing vari- 
able coinsurance rates for hospital services. We see the situation 
different1 however. 

The D~G-based reimbursement system, which partiall elms 

K I' the open checkbook previously rovided to hospitals, etil allows 
hospitals to directly pass throug their capital expenses, teaching 
and research costs into medicare reimbursement ratas. As shown 

' * C a m  of the United States. Con onai Bud OfVica, "Chan@ng the Gtructurs d 
Medicare Benofile: ~esuea and ~ptiono" (XZ 1983) p. 5 F  



earlier in table 1, the DRG reimbursement rates in New Jersey can 
vary by 100 percent, mostly because of these direct passthroughs. 
Moreover, the DRGbased reimbursement system, a national p r e  
gram, is broad in scope. It tries to provide incentives for the aver- 
age hospitals, but such a system cannot deal effectively with local 
variations. Variable coinsurance rates would supplement the DRG 
regulator strategy by reducing the patients's demand for care in 
higher cost hospitals. They would, therefore, provide greater incen- 
tives to economize. In addition, any reduced demand on the high- 
cost teaching hospitals would lessen the pressure on  hospital^ to 
become teaching facilities in order to achieve higher reimburse 
ment rates and greater prestige. Of course, any shift in demand 
away from higher cost hospitals would also yield Federal ~avings. 

The determination of the price categories into which each provid- 
er  belongs would also be relatively straightforward, given that 
price data are already being collected from providers by the Feder- 
al Government. Providers would be notified in advance into which 
cost category they had been classified. Their billing systems will 
thus be able to  determine easily which part of the bill will be reim- 
bursed by medicare and which part must be paid by the patient. 
Patients would be supplied with the price category to which a p r e  
vider belongs and would thua know in advance the financial conse- 
quences of their choices (i.e., the percentage of charges for which 
they will be liable). When a beneficiary's direct paymenb have ex- 
ceeded his maximum liability ceiling, the Government can issue a 
card to the patient indicating that, thereafter, the provider can bill 
medicare directly for all subsequent allowed charges. 

As a coneequence of providing full insurance for catastrophic ill- 
neesee, the medical resources spent on them may increase. It  is 
likely that more patients would be hospitalized and given treat. 
ments that have queationable marginal benefits. These serious p 
tential side effects of fully insuring catastrophic illnesses will have 
to be addressed through regulations and peer review. But since a p  
proximately 80 percent of the medicare beneficiaries have supple- 
mentary coverage now through medigap or medicaid (most of 
which provide comprehensive coverage), our pxoposed plan is un- 
likely to increase significantly the amount of remurces curently de- 
voted to catastrophic illness. 

Our proposed plan would directly affect medicare beneficiaries as 
well as the Federal and State governments, and it will indirectly 
affect hospitals, skilled nursing facilities, physicians, and taxpay- 
ers. The changes in the benefit structure would shift the cost 
burden among beneficiaries, and between taxpayem and benefici- 
aries. Also, the restructuring of benefits would influence the 
demand for services among providers and the rate of inflation in 
medical care costs. 

The proposed plan would result in a reduction in Federal outlays 
for medicare. Preliminary estimates of the Federal saving are pre- 
wnted below: 



TABLE 3.-PRELIMINARY ESTIMATES OF REDUCTIONS IN FEDERAL OUTLAYS FROM THE 
PROPOSED PLAN 

[In bl1)ion.s d dollars] 

...................................... Hospital coinsurance change.., 2.3 2.6 2.8 .................................................. $MI deductible increase .5 .8 1.1 
$MI co~nsurance chan e ................................................. 1.3 1.6 1.9 R .  ....................................... Ceiling on total cost s armg -2.1 -2.4 -2.7 

Total ...................................... .. .............. 2.0 2,6 3.1 

Source: T h  estimates are based on the figures published the Congress of the Unlled States. ? Congressional Budget Office, '%@nging the Struclure of !+dieare Bene its: Issues and t i i . "  (March 1983). 
Authors sxmpw ih CBO enwnaies to the kne11i pnulsans 13uM In ar prJplm. 

It is important to note that these estimates assume no behavioral 
changes by the beneficiaries in demanding medical aervices nor 
changes by providers to operate more efficiently. These figures only 
represent the shift in medical costs between the Federal Govern- 
ment and other payors. In other words, these estimates understate 
the potential Federal savings and overstate the additional costa to 
beneficiaries, because the efficient gains that may result from the 
restructuring of benefits are exclu a ed from those estimates. 

In the long run, we would expect behavioral changes by benefici- 
aries in demanding medical services, and we would expect some 
providere to respond to competition by controlling their production 
costs or acce ting a lower income. The savings resulting from these 
behavioral c R anges will take time to achieve and their magnitude 
is uncertain. We therefore do not wish to provide unreliable esti- 
mates of these potential savings. Nevertheless, we think it is plau- 
sible that the longrun savings in outlays for medical care because 
of the restructuring of medicare benefits could largely offset the in- 
creases in cost sharing that beneficiaries would have to pay in the 
near term. 

The reductions in annual Federal outlays (shown in table 3) will 
in large part be assumed by medicare beneficiaries. States will pay 
a small part through the medicaid program. The increases for 
beneficiariee, on aver el will amount to approximately $80 per 
person in fiscal year a 1 85, $100 in 1986, and $120 in 1987. These 
financial burdens, however, will not be shared equally by all 
beneficiaries. Those with large medical. expenditures would actual- 
ly pay less than these average figures, also some beneficiaries 
would pay less than under present law. Those with small medical 
ex nditures would pay more. 

gneficiaries with high expenditures will pay leas under our plan 
because it provides protection against catastrophic medical ex- 

!? nses. The estimated cost of this coverage is also shown in table 3. 
he coat of this income-related catastrophic protection plan will 

offset a large portion of the Federal savings produced by raising co- 
insurance on hospitalization and physician services. The 7 to 10 
percent of beneficiaries whose medical expenditures exceed the 
ceiling will benefit from this coverage, ae their out-of-pocket medi- 



cal payments will decreaee significantly. Meanwhile, those benefici- 
aries who have short stays in hospitals may pay more because of 
the imposition of coinsurance. But those beneficiaries who obtain 
services from low-cost hospitals would pay zero coinsurance. Those 
patients who use physician services will pay slightly more because 
their deductible would be raised from $76 to $100, and the coinsur- 
ance rate associated with usin high-price physicians would be in- 8 creased beyond the current 2 percent. Some of these increaeed 
outlays, however, may be offset by reductions in expenditures for 
medigap policies. 

Medicare eligibles who obtain services from lowcoat physicians 
or hospitals would gain because their coineurance rates would be 
less than those under the present law. When beneficiaries use low- 
cost hospitals, there is no coinsurance for all hospital days. When 
beneficiaries use low-price physicians, their coinsurance rate is r e  
duced from 20 percent a s  under the present law to 10 percent. 

Another redistributive effect would occur in addition to the 
income tranafer between beneficiaries who incur large medical ex- 
penses and those who incur small amounts. Our proposed income 
related ceiling on patients' liability would benefit low-income 
beneficiaries much more than those with high income. Table 4 pre- 
sent8 the distribution of the aged population according to family 
income. Currently, those with incomes $5,000 or less are likely to 
be covered by medicaid as well as medicare. They would continue 
to have dual coverage under our proposed plan and would thus not 
be affected. Those with incomes between $5,000 and $10,000 would 
have a ceiling on direct payments of $1,000, which would increase 
to $4,000 for those with family incomes of $24,000 or more. 
Beneficiaries with incomes greater than $24,000 are unlikely to 
benefit from the ceiling, since, according to Congressional Budget 
Office estimates, less than 3 percent of the aged population will 
have out-of-pocket expenses that exceed $4,000. 

TABLE 4.-DISTRIBUTION OF FAMILY INCOME AMONG NONINSTITUTIONALIZED ELDERLY 
[In 1984 donarsl 

Percentage d 
beasficiaries 

Family income category: 
.................................................................................. $5,000 or less 12.6 

....................................................................... $5,001 to $10,000 22.0 
$10,001 to $15,000 ...................... ... .............................................. 19.4 

......................................... ........................ $15,001 to $20,000 .. 11.9 
$20,001 to $30,000 ......................................................................... 14.7 .................. $30,001 and above ......................................................... 19.4 

Source: Congress of .lhe United Stales Congressional Budget Oflice, "Changing the Sbuefure of Medicare 
Benefils: Issues and Opt~ons" (March 1983), p. 22. 

All medicare beneficiaries, however, will be protected from medi- 
cal expenses that  are catastrophic in relation to their ability to pay 
them. Even those beneficiaries who do not incur large medical ex- 



penma would have peace of mind and the assurance that if they 
were to develop a serious illness, they would not face mrious finan- 
cial hardship. 

The gains and losees among medical providere will also be 
uneven. In the long run, the hoapitaIs with high costs are likely to 
lose patients, and those with low costa are likely to gain patients. 
The same shift in demand is likely to occur among physicians: 
Those with high chargee, on average, are likely to lose some pa- 
tients, whiie thoee physicians who charge less than the average 
price in a given service area would gain patients. These shifts in 
demand would result from the variable coinsurance rates incorpo- 
rated in our proposed plan. 

CONCLUSION 
Coat   ha ring represents a mechaniem to serve two purposes: To 

deter excessive utilization of medical services by providing incen- 
tives for patients and physicians to use resources more appropriate- 
ly, and to reduce an insurance program's outlays. These justifica- 
tions were among several that underlay the current medicare cost- 
sharing provisions ae well as our proposed plan. Current medicare 
law impose6 uniform flat-rate deductibles and coinsurance for both 
inpatient and outpatient services. 

We believe that the existing provisions are seriously flawed. As 
medicare is currently structured, there is little incentive, or baais, 
for most patients and physicians to shop around for lower cost pro- 
viders or to evaluate the need for proposed treatment procedures. 
Yet, in the event of serious illness, beneficiaries have no protection 
against financial ruin, because there is no limit on what patients 
may have to pay directly. 

We have developed a set of proposed modifications of medicare's 
benefit structure. As in the current system, we would retain deduc- 
t ib le~  for hospital care and outpatient services, to deter unneces- 
sary hospitalization and to reduce administrative costs. We would 
also retain coinsurance, but would restructure both the rates and 
the timing. Coinsurance rates would be linked directly to actual 
provider charges with higher rates associated with higher cost pro- 
viders. Coinsurance would be required for all services used, includ- 
ing hospital care. However, the total amount of cost sharing paid 
by each beneficiary would be limited to a maximum account that is 
related to family income, This represents a significant departure 
from the current system. finally, a key component of our proposed 
plan involves the dissemination of comparative provider charge 
(price) information that is not currently available to either pa- 
tients, or physicians. 

Our proposed modifications of the medicare benefit structure ad- 
dress what we consider to be the mqjor daign flaws of the current 
system. At the same time, we believe they should be considered as 
one approach to reducing the anticipated deficit in the medicare 
truet funds. As we noted at the outaet, however, this benefit re- 
structuring should be viewed as one component of a multifaceted 
solution to medicare's financial problems. We have estimated that 
our proposed plan for benefit restructuring will result in savings of 
$3.1 billion in 1987; while substantial, these savings by themselves 



will not offset program deficits in the long term. Moreover, we 
would not advocate, as a matter of principle, that beneficiaries 
should assume sole responsibility for restoring medicare's financial 
health. That responsibility is one that should be shared by benefici- 
aries, providers, and taxpayers-future beneficiaries-alike. 



THE REFORM OF MEDICARE: A PLEA FOR CAUTION 

(By ELI GINZBERG, Colzcmbia Uniw8i2y) 

A BACKWARD GLANCE 
As with every issue which is on its agenda, Congrem can consider 

the reform of medicare from a narrow or a.broad perspective and 
can respond through modest or far-reaching action. 

In addition to the obvious fact that medicare will face a financial 
crisis in the years ahead, it has other serious shortcoming: I t  does 
not provide. insurance for catmtrophic illness; long-term care, a 
mqjor need of the frail and .sick elderly, is not covered; the propor- 
tion of the health care coste of the elderly that medicare covers has 
declined since the beginning of the program to a point where it ac- 
counts for less than half of their total outlays for medical care. 
About twethirds of all medicare beneficiaries buy medigap insur- 
ance to protect themselves against the high deductible items and 
other forms of coat-sharing mandated by medicare. Medigap, which 
has a high-loading cost, probably contributes to the overuse of 
scarce resources by discouraging patients and their phymcians from 
pursuing less costly but efficacious forms of treatment. And until 
the recent introductions of TEFRA and DRG, medicare's reim- 
bureement policies surely contributed to steep acceleration of hos- 
pital costs. 

In light of the foregoing catena of shortcomings, the approaching 
financial crisis might be viewed by Congress as an opportunity to 
undertake a radical restructuring not only of medicare but of our 
total health care system. I am convinced that euch an effort would 
be misguided and would surely fail. 

Let me briefly explain why I have reached this conclusion and 
why I believe that Congress would be well advieed to focus largely, 
perhaps exclusively, on the one problem that it must address, the 
prospective large deficit in the medicare truet fund, a t  the same 
time that it seeks to reduce general fund eugport for SMI. The fol- 
lowing brief review ia a reminder of earlier efforts to improve and 
reform medicare. 

Since 1972, there have been repeated Federal legislative and ad- 
ministrative actions aimed a t  slowing the rise in hospital costs, the 
key element in medicare expenditures, accounting for about 70 per- 
cent of its total outlays. There is only one way to read this record, 
We have had little success in containing the rise in costs. The most 
that can be.eaid for more than a decade's efforts is that, without 
them, the increases would have been still greater. We are just 
etarting on a new, much more radical, effort, the DRG approach. 
The better part of wisdom would be to give this initiative a chance 

(49) 



to show what i t  can do. DRG may not work and i t  surely won't 
work without adjustments down the road a s  the full import and 
impact of prospective care reimbursement are  revealed. But if Con- 
gress, in responding to the looming financial crisis facing medicare, 
were to introduce additional changes, i t  would almost certainly 
doom the DRG system before i t  has a chance to demonstrate its po- 
tential for reducing the rate of hospital cost increases. 

I t  is a decade since Congress decided to make Federal funding 
available to accelerate the growth of HMO's in the hope and expec- 
tation that they would be able to contain health care costs. Howev- 
e r  the  rules and regulations were drawn so tight that  growth was 
inhibited; even after the regulations were relaxed, HMO's have 
grown relatively slowly and with regard to enrolling medicare 
beneficiaries on a prepayment basis, the record of the HMO's to 
date is close to nil. HMO's are simply not able or willing to risk 
adverse selection. 

During the  last decade, there haa been a proliferation of alterna- 
tive health care delivery systems and the years ahead will see 
many more but it would be an  error to exaggerate the speed with 
which the extant system of fee-for-service medicine, private sector 
Blue Cross-Blue Shield and commercial insurance, the increasing 
technological sophistication of nonprofit acute hospitals, and the 
academic health centers are  changing or will change. 

More than 6 ears ago Alain Enthoven first recommended to the 

l I Secretar of H W that the basic structure of the U.S. medical care 
system e altered through greater reliance on the "competitive 
market." His was the most far-reaching proposal advanced to 
change the  existing incentives which determine the behavior of 
both consumers and providers. He hoped to accomplish the follow- 
ing: To improve efficiency through more appropriate treatment mo- 
dalities, to assure broad access to health care for the poor, to 
reduce Federal outlays, to provide insurance for catastrophic ill- 
ness and much more. All of these benefits, he maintained, would be 
obtained a t  a considerabl reduced total cost. His cogently written 
proposal had one major Jaw: He did not explain how or why the 
key interest groups-physicians, academic health centers, trade 
union members, and the elderly-should embrace competition if 
their losses were certain, their gains problematic. 

The foregoing abbreviated account suggests that  i t  is much easier 
for analysts to outline on paper the design of a much improved 
health care system than for Congress to legislate the reforms to 
affect it. I t  is just possible that the  extant medicare system, while 
far from perfect, has been performing reasonably well, which is all 
that  one can expect in this imperfect world. It has brought the el- 
derly into the mainstream of American medicine. Their access to 
health care has been much expanded. They are reasonably protectr 
ed against high bills for acute hospitalization. They are  being treatr 
ed by physicians who, because of advances in knowledge and tech- 
nology, can do more for them by adding to both the quality of their 
lives and their longevity. 

Since the  expenditures of the medicare program have risen much 
more rapid1 than anticipated and the total costs for health care 
are now a t  f' 0.5 percent of GNP and continuing to rise, the Federal 
Government must shore up the medicare trust fund. This is the 



principal challenge that Congress confronte. The public is not 
asking Congress to alter in any radical fashion the medicare 
system as it  has evolved; i t  is even leas interested in it8 restructur- 
ing the entire health care system. Although many are concerned 
about the steeply rising health care costs, there is no political con- 
sensus for major medicare or total health care reform. 

THE HSAIO-KELLY PROPOSAL 
In  light of my reading of our experience with medicare, I will 

now comment briefly on Prof. William Hsaio's and Ms. Nancy L. 
Kelly's paper "Restructuring Medicare Benefits." I will also add 
some recommendations for Congress to consider in its forthcoming 
review of and response to medicare's approaching financial crisis. 
The Hsaio-Kelly paper is a t  once too ambitious and not ambitious 
enough. It deals with possible ways of helping to close the financial 
gap that looms ahead but its recommendations go only a small dis- 
tance in this direction-a $3 billion contribution toward closing the 
gap by 1987. At the same time the authors recommend the intro- 
duction of a major new benefit-catastrophic coverage. Further, 
they contend that their detailed proposal, if implemented, would 
lead to desirable changes in the actions of both beneficiaries and 
providers which would contribute to the more efficient use of 
health care resources which in turn would be reflected in lower 
costs. 

It seems to me to be counter-indicated to recommend any new 
costly benefit such as catastrophic coverage at a time when the 

E respective trust fund deficit may approach or exceed $300 billion 
y 1995. The issue of catastrophic insurance has been on and off 

the congressional agenda for many ears but even when the finan- 
cial situation of medicare and the 8 ederal Government was much 
more favorable than a t  present, the key committees declined to 
mark up a bill. If they had reasons to hesitate in the late 1970'9, 
they have much better reasons to delay in the mid-1980's. I agree 
with the authors that in theory any broad insurance plan agree 
should include catastrophic coverage. For better or worse, however, 
the American public has defined medical insurance as a system of 
protection not against financial ruin but rather freedom from 
having to pay out-of-pocket for large medical bills. Since the public 
has repeatedly demonstrated that it is not willing to copay more, to 
add coverage for catastrophic illness appears a t  this time to be ill 
advised. 

Moreover, I question the emphasis which the authors place upon 
those facets of their proposal aimed a t  changing the behavior of 
both consumers and providers. If one starts with the premise that 
most Americans have an ongoing relationship with a physician 
whom they trust and whose advice they generally follow and fur- 
ther that they have coverage that protects them against large bills, 
there is little room for incentives based on price to come into play. 
Similar while long-term changes in the number of physicians can 
affect t k i r  fee schedules and how they practice, the established 
members of the profession have considerable scope a t  present and 
in the near and middle term to continue more or less in their ac- 
customed ways. Over time the new entrants into the profession will 



have to adjust to a more crowded market and will be under pres- 
sure to join an  alternative delivery system or accept salaried posi- 
tions. But one must not assume that if these shifts occur total costs 
will be constrained. I doubt it. 

With regard to hospital care, patients follow their physicians' 
advice both as to admission and treatment. The DRG system looks 
to price competition to slow costs but whether it will succeed re- 
mains to be seen. Finally, alternative delivery systems, focused on 
price will have effect on the present system but it will be slow. I 
would give relatively little weight to the authors' anticipation of 
major efficiency gains; prices alone cannot alter fundamentally a 
market in which consumers pay outrof-pocket only about 30 per- 
cent of all charges and in the caae of hospital care, less than 10 
percent. Since most consumers have broad insurance coverage and 
since ph sicians are wedded to fee-foraervice, price competition 
will not r, ring about significant efficiency gains. Only a radicaI re- 
structuring of the entire syetem, such as Enthoven envisaged, 
which neither a Democratic nor Republican administration was 
willing to try, could provide the market tsst which the authors 
favor. 

I do not believe that Congress should attempt to modify the 
medicare system by placing a sizable copayment on most patients 
who use hospitals between the 2d and the 60th day. That would be 
a major take-back from the elderly, half of whom have very modest 
incomes, no more than twice the poverty level. 

My primary objections to the authors' proposal therefore are 
fourfold: 

It  provides too little relief for the financial situation facing 
medicare; 

It  offers a new and costly benefit, that for catastrophic ill- 
ness; 

It suggests, mistakenly in my opinion, that there will be 
large efficient gains that will moderate the rise in costs; K It  ignores t e violation of the social contract by reducing 
substantially the benefita that medicare has provided benefici- 
aries up to the present. 

I have a series of secondarder objections which I will briefly 
note. I see no way of establishing and operating a threefold classifi- 
cation system of providers, physicians, and hospitals, based on their 
relative charges, and gearing copayrnents accordingly. The admin- 
istrative and legal complications of shifting classifications in a r a p  
idly changing marketplace would be horrendous and the realign- 
menb in patienLphysician and physician-hospital relatione would 
either not occur or if they did the eneuing costa would be ver 
large. I consider it bad public policy to encourage patienb to see $ 
medical care according to unit price; the much more relevant con- 
siderations should be safety and long-term efficacy. 

Further the authors slip when they provide a figure of $120 as 
the average additional cost per beneficiar . Only one in five of the 
elderly is hospitalized in any one year an d there is a high probabil- 
ity that those admitted will have a second hospitalization during 
the folIowing year. Accordingly the potential costs should be calcu- 
lated not in terms of all beneficiaries but for those who require 



hospitalization. The costa to the latter would be many timee the 
average figure for all beneficiaries. 

Finally the authors assume that the preference for medigap poli- 
cies would be reduced by the expansion of medicare coverage under 
their proposal to include protection against catastrophic costs. 
From what we have said earlier, I doubt that many beneficiaries 
would forgo this protection. Xn that event, the m l l e d  behavioral 
changes aimed a t  cost containment on the part of the providers 
would be problematic. 

I believe that the mqjor contribution Hsaia-Kelly proposal is to 
alert the Congress to move with great circumspection before i t  de- 
cides to legislate any broad-based reforms for medicare. 

A Fkw MODE~T S U G G ~ O N S  
Congress should focus it9 attention on finding new sources of 

income for the trust fund; ,my own preferences are for increasing 
the tax rate on HI, introducing a premium geared to income for 
beneficiary payments for SMI, and the increasing revenues 
through higher excise taxes on cigarettes and liquor and known 
carcinogenic substances. In addition, Congress should explore 
whether the following might over time make a lesser or greater 
contribution to slowing the rate of increase of health care costs 
without depriving beneficiaries of eignificant current benefits. 
HMO's should be encouraged to accept medicare enrollees on a 

prepayment basie by enabling them to protect themselves against 
adverse selection factors through higher premiums based on the 
health status of potential enrollees. There is no need in my opinion 
to corn licate this issue by tying it  to a voluntary, and surely not to 
a man ! atory, voucher system. 

Since there is widespread agreement among knowledgeable pex- 
eons that the rapid and continuing introduction of new technolo 
has been a m@or contributor to a steady and steep rise in healt "X 
care costs, an advisory commiaeion under professional leadership 
might help to slow the acceptance of new costly procedures until 
they have demonstrated significant therapeutic value. 

An early effort should be made to provide an alternative to the 
present passthrough of capital costs under the DRG system aimed 
a t  containing, and reducing, the Nation's acute bed capacity. 
Too little is known about the 1 percent of all patients who ac- 

wunt  for 30 percent of all medical expenditures, up from 17 per- 
cent in the period just before the passage of medicare and medic- 
aid. The presumption is that if we understood the reasons behind 
these very large expenditures, some alternative, less costly thera- 
peutic approaches might be used. 
One concluding comment: I do not believe that all of the forege 

ing, even if aggressively pursued, will prevent health care costa 
from continuing to increase as a percentage of GNP. But to inter- 
dict such a rise is not the challenge that Congress faces nor is it 
one that Congres~ has the capacity to resolve. The Federal Govern- 
ment accounts for over onequarter of all health care expenditures, 
a significant proportion but not enough to leverage the system. At 
some point down the road the other major participants may 
become so unnerved by the continuing nee in total health care ex- 



penditures that they may seek new Federal legislation aimed at re- 
structuring the system. At that point Congress will be better posi- 
tioned to act. Until that time, it should find a solution for the diffi- 
cult but much less complex issue of keeping medicare financially 
viable. 



A MEDICARE VOUCHER SYSTEM: WHAT CAN IT OFFER? 

(By BERNARD FRIEDMAN, Ph.D., STEPHEN A. LATOUR, Ph.D., and 
EDWARD F. X. HUGHES M.D., M.P.H., Center for Health Sewices 
and Policy Research, Northwestern University)* 

I. INTRODUCTION AND OVERVIEW OF ISSUES 

The Congressional Budget Office has produced a vivid and ines- 
capable analysis of the prospects for the medicare hospital insur- 
ance trust fund. The fundamental causes of future shortfalls are 
logically discussed, as well as the necessary size of some alternative 
corrective measures such as increased consumer cost sharing, de- 
creased payment levels to hospitals, and increased taxes. That 
analysis, together with other CBO reports and the published arti- 
cles by Paul Ginsburg and Maril n Moon, are a most aus icious be- 

gradual solutions. 
i f ginning for informed policy de ate while there is stil time for 

We leave to other authors the possiblility of higher taxes. For 
methods not dependent on tax increases, the general economic 
problem is to control and reduce projected Federal outlays with the 
least decline in the expected welfare of beneficiaries. This leads to 
a consideration of inefficiencies under the present system involving 
(a) consumption of health care, (b) the supplementation of medicare 
with private insurance (65 precent of eligibles have supplementary 
coverage), and (c) medicaid. 

There is general agreement that two leading devices for discour- 
aging inefficient use of resources, and hence total cost shared by 
the Government and beneficiaries, are a higher consumer coinsur- 
ance for low- to moderate-sized charges and contracting with a 
group of providers who are a t  risk for the total cost of care deliv- 
ered. 

These two a proaches to more efficient consumption can be en- 
couraged side-gi-side in a voucher system, allowing people to opt 
for alternative ealth plans (AHP's) and to share in any savings of 
total cost. There are also other advantages of a voucher system 
that should be emphasized. The purpose of this paper is to discuss 
systematically and, where possible, quantify the likely effects of a 
voucher system depending on its particular design elements. 

In this introductory section we specify a prototype replacement 
(mandator ) voucher s stem that is a logical beginning for survey- 
ing critica [ issues and hkely consequences. The issues become more 
complex in a voluntary system that preserves the option of current 
medicare entitlements. The second section of the paper analyzes in 
some detail the possible net gain from eliminating the medigap 

'We are grateful to Paul Ginsbug of the Congressional Budget Office for advice on thia effort. 
The research on medicare beneficiary preferences was sup rted by HCFA grant No. 18-P- 
97266. We also wish to thank Chris Hogan and Ajay Manrai assistance. 
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market by means of a voucher system, even if this does not in- 
crease enrollment in cost-conscious AHP's. Such gains are more 
confidently expected in a mandatory system, but not altogether 
foregone in a voluntar system. We also develop the argument that 
some important bene ? its or options (e.g, long-term care) that are 
rarely supplied a t  present would become more practical to supply 
in a voucher system. Finally, we discuss implications of medicare 
vouchers for medicaid expense, and we suggest opportunities for ef- 
ficient reforms in medicaid for the elderly. 

The third section deals with expected consumer choices of plans 
in a voucher system, with special attention to (a) new evidence on 
the market appeal (to the elderly) of HMO-type plans, and (b) the 
extent of selection bias, especially the possible adverse selection, in 
a voluntary system, for the option of current entitlements. The con- 
cluding sections address issues of implementation of a voucher 
system, and summarize our reasons for favoring a substantial role 
for vouchers in the control of the Government's budget for medi- 
care. 

A. Prototype mandatory voucher system 
There are several reasons to begin discussion of voucher with 

s ecification of a full replacement system of health insurances for 
t 1 e elderly. In this discussion, we presume that  beneficiaries of the 
end stage renal disease program and beneficiaries who are institu- 
tionalized when they become eligible will be served by a continu- 
ation of current programs. Each medicare eligible, with the above 
exceptions would receive a voucher for a fixed sum of money to be 
applied to the purchase of an approved health insurance plan. This 
system assures that  the cost of medicare to the Federal Govern- 
ment is predictable and controllable. Voucher values can be per- 
mitted to grow over time at some rate such as the rate of growth of 
trust fund income, or some price index. 

The mandatory system, in contrast to current medicare or volun- 
tary vouchers would no longer implicitly subsidize the purchase of 
medigap supplementary policies. The importance of this point was 
first noted by Ginsburg (1982), namely that with voluntary vouch- 
ers some people will find it attractive to retain current medicare 
entitlements with supplementary coverage that  is implicitly subsi- 
dized (to a degree that  we quantify later in the paper). The manda- 
tory system assures that  the people who select a plan with very 
low deductibles and coinsurance have paid the full marginal premi- 
um cost of these benefits compared to a lower benefit plan. This 
would tend to reduce the observed demand for such benefit levels, 
which themselves induce higher total utilization and current medi- 
care expenses. Evidence on this point has been obtained in our own 
research below. 

In addition to the above problem, current medigap policies, 
except for those covering people who continue to have employment- 
related group eligibility, tend to have high loading costs of selling, 
screening and administration built into their premiums. I t  is likely 
that  the voucher system would reduce these costs b offering access I to large groups of eligibles on a periodic open enrol ment basis. The 
mandatory system, by eliminating medigap policies, would be more 
effective than voluntary vouchers in reducing loading costs. 



Also, since the mandatory system eliminates the default option 
of current entitlements, it eliminates the possibility that people 
overestimate the value of current medicare coverage, particularly 
in the areas of long-term care and physician services. Recent Gov- 
ernment brochures suggest that home health care is completely 
covered, and they give little information about how well the medi- 
care part B definitions of reasonable charges will approximate the 
market prices of physicians. Indeed, our research involving exten- 
sive interviews with medicare beneficiaries reveals that many are 
likely to overestimate medicare coverage for custodial care. We sus- 
pect, based on this research that because many people are more 
willing to trust the Federal Government than a private insurer, 
they therefore pay less attention to exclusions or limits in current 
medicare. 

Other major elements of a voucher system include the determi- 
nation of voucher values, the offering of cash rebates for less ex- 
pensive plans, and minimum benefit requirements. A voucher 
system might determine voucher values on the basis of regional, 
national or mixed averages of past medicare expenses. The current 
program of entitlements supports widely varying average dollar 
benefits due to regional price and utilization  difference^.^ While 
some regional variation could be justified on the grounds that 
wages (and therefore, contributions to the trust funds) vary in some 
correlation with medical care prices, the result can only be a crude 
approximation of equity in Federal benefit distribution. Under a 
mandator voucher system, more precise targets of equity could be 
attempte 2 (that is, vouchers need not fully incorporate variations 
in the intensity or style of medical care). By contrast, a voluntary 
voucher system must price vouchers regionally or else it will en- 
courage AHP enrollment where prices are low and discourage 
them where prices are high-a quite perverse result! 

The issue of whether to permit cash rebates for choice of plans 
with premiums below the voucher value arises in any voucher 
system. This is directly related to the issue of minimum benefits, 
since low benefits would generally be necessary to produce cash re- 
bates. The availability of cash rebates in the prototype plan would 
seem to promote low-benefit plans especially for people with rela- 
tively low-cash income. Yet these are the same individuals who 
would quickly become entitled to medicaid if they had significant 
medical expenses. It might therefore be tempting to legislate mini- 
mum levels of coverage. However, this might unduly restrict the 
design of innovative plans. An alternative approach would simply 
be to require a catastrophic coverage provision (that is, a stop-loss 
at  $2,500, indexed to medical prices). One could still design a plan 
under this circumstance, however, that would have many exclu- 
sions and limitations on what expenditures would be eligible to 
apply to the out-of-pocket expense limit (e.g., hospital room and 
board expenses above a $300 daily limit). We would therefore rec- 
ommend that all AHP's be severely limited in what expenses could 

' We refer to amphleta issued from 1981 to date by the Health Care Financin Adminiatra- 
tion, COE nsorJ  with the National Aesociation of Insurance Commissioners, entified "Guide to 
Health Eurance for Peo le with Medicare." 

a Karen Davis and ~ a t R y  Schoen, "Health and the War on Poverty," (Brookings Institution, 
1978). 
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be excluded for calculation of catastrophic loas. An exception for 
HMO's seems proper, to exclude all covered services purchased 
from out-of-plan providers. This approach to minimum benefits 
should provide substantial flexibility for AHP's yet protect against 
problems of extreme misinterpretation or misrepresentation of poli- 
cies, and partially address problems of low-income people purchas- 
ing minimal plans (more on the latter issue below). This approach 
should also permit a lesser investment in information by eligibles 
than would otherwise be prudent, and should reduce suspicion 
about plans offered a t  lower prices. 

B. Precedents for the voucher approach 
The designers of our current medicare program attempted to 

secure for retirees the same type of health insurance prevalent in 
the market for large employment-related groups. This approach is 
defensible for several reasons. The Government was proposing to 
tax people in their working years in order to supply them with a 
group policy in retirement that could not be purchased on such fa- 
vorable terms by an individual retiree. Therefore, the revealed 
preference of large nonelderly groups was a useful approximation 
to consumer desires. Moreover, to depart from established patterns 
in third-party reimbursement could distort the relative supply of 
services to the elderly and nonelderly. The elderly were not to be 
trsated as second-class patients. 

A remarkable fact is that in' 1960, 5 years before passage of medi- 
care, the Federal Government had already initiated a voucher-type 
system of health insurance for Federal employees. This plan covers 
a group nearly half as large as the number of retired medicare 
beneficiaries. Why the FEHBP was not considered as a candidate 
model for medicare is something of a mystery. Since then, experi- 
ence with individual choice within employment groups has grown 
to include roughly one-third of the population under 65, while 
being promoted by Federal legislation on HMO offerings. I t  would 
not now be correct to say that a voucher system would subject the 
elderly to being the "guinea pigs" of social policy. 

Enthoven briefly describes the relative simplicity of the Federal 
role in FEHBP compared to medicare. The FEHBP has a periodic 
open enrollment season allowing people to switch between plans. I t  
does not permit health screening and differential prices based on 
age and risk classification. Nor does it permit temporary exclusions 
of coverage for preexisting conditions. Neither of these types of d e  
vices, which are observed in the market for individual health insur- 
ance, have been necessary to the survival of high-benefit plans 
which are reported to retain 80 percent of total enrollment in the 
FEHBP.4 Hsaio compared the costs of administration for the 
FEHBP and medicare in 1971 and 1972. The cost per claim proc- 
essed was estimated to be more than 25 percent higher for medi- 
care than for the FEHBP. The medicare program was especially 

Alain C. Enthoven, "Health Plan" (Addison-Weele , 1980). 
Jack Meyer, "Health Care Competition: Are Tax Tncentives Enough?", in M. Olson, ed., "A 

Ew,$pproach to the Economics of Health Care," (American Enterprise Institute, 19811, pp. 
488-441. 

William Hsaio, "Public Versus Private Administration of Health Insurance: A Study in Rel- 
ative Economic Efficiency," Inquiry, 16 (December 1978), p. 379. 



higher in the functional areas of claims review and auditing, which 
Hsaio attributes to higher Government wages and complexity of 
medicare cost containment regulations. 

In the private health insurance market today, there are impor- 
tant new types of contracts and self-insured employer plans. In ad- 
dition to the group practice HMO's, there are newer plans which 
restrict choice of referrals to specialists and hospitals more than 
they restrict choice of primary care phy~ician, or they may share 
the risk of profit and loss with primary care physicians who serve 
as gatekeepers, or they may apply indemnity limits to the coverage 
of some high-priced hospitals or physicians, and so forth. These are 
approaches that  have plausible costcontainment incentives and 
appear, to be easier for private firme to undertake than for the Fed- 
eral Government which may be more vulnerable to complaints 
from well-organized providers about due process, discrimination, 
and interfering in the practice of medicine. 

In areas such as higher education and housing, the Federal Gov- 
ernment has found advantages in voucher-type systems rather 
than direct service supply or vendor pa ments. The housing allow- B ance experiments.(l970 HUD Act, title , section 504) provide some 
recent experience relevant to a medicare lvoucher program. The 
basic experiment provided a cash payment . tom eligible families, 
living in units of minimum standard quality, equal to the reason- 
able market price of housing in excess of 25 percent of the family'e 
income. Note that such a formula, taking into account family size 
and income, is analogous to an individually risk-rated voucher for 
health insurance. 
One of the interesting results of the experiments reviewed by 

Aaron is that the incurred resource cost per $100 of market value 
of additional housing consumed was only about $110 in the voucher 
program compared to $200 for lowqent public housing projects. I t  
is believed that  this difference is.prirnariIy due to the Davis-Bacon 
Act requirements for paying union scale rates of pay in federally 
supported construction projects. This is an. example of the kind of 
constraint that can make a public enterprise more costly than com- 
petitive private suppliers. No precise analogy to medicare is intend- 
ed, only reinforcement of the general point argued by Milton Fried- 
man7 that  the organized political representation of vendors is 
likely to be stronger than consumers or taxpayers, affecting the 
design of programs and rates of pay. 

,The housing allowances were vouchers with a cash rebate fea- 
ture. In varianb of the experiment where payment was not tied to 
minimum quality standards, twwthirds of recipients stayed in sub- 
standard housing and spent the money in other ways. Overall, 
Aaron reports that only from 9 percent to !27 percent of allowances 
went for spending on housing that would not have occurred other- 
wise. Moreover, the higher that quality standards were set, the 
lower the participation rate by the loweet income families. These 
findings bear on analogous concerns for medicare: One, a cash 

e i e n r y ~ T ~ e r o n  "Policy Implications: A Pr ese Ileport" in K. Bredbury and A. Downs, 
eds., "Do Housing ~ilowanoee Work?" (Btoolringa?stitution. 1981), p. 67-69. 

Milton Friedman, "Capitalism and Freedom," (Univemity of &icego Press, 1962), chak 6 
and 9. 



rebate feature in medicare vouchers could be an undesirably strong 
influence on lower income persons to buy the lowest priced option 
and become candidates for other subsidized care in the event of 
large medical needs, and two, that as AHP benefit standards (and 
hence premiums) in a voluntary voucher system are set higher, the 
eligibles with lower income would become more likely to remain 
with the current coverage. The answer to these concerns, in addi- 
tion to minimum catastrophic coverage requirements, appears to be 
some sort of income-related premium subsidy which could replace 
some of existing medicare expenses for the elderly. 

The housing voucher program also sheds some light on the likely 
administrative costs of a medicare voucher program. Overall, 23 
percent of program cost went for administration. While this seems 
fairly high, when compared to the 10-percent figure believed to 
apply to income transfer programs in general, i t  is important to re- 
alize that  it includes major recruitment efforts, consumer advisory 
programs for finding and upgrading housing, and periodic reinspec- 
tion and recertification of housing units. If the consumer recruit- 
ment and assistance program8 are  retained in the costs but the 
reinspection and recertification costs are eliminated (thereby better 
approximating costs of a health insurance voucher program), the 
administrative costs were only 12 percent of total program cost, 
using data reported by Zaise8 This is more comparable to other 
income transfer programs, and to the total administrative costs of 
FEHBP. 
C. Loss of the medicare monopsony power 

Since medicare pa s for about one-third of all admissions to r short-stay hospitals, ew hospitals can refuse to accept medicare's 
definition of the allowable cost (or DRG price) it will pay for cov- 
ered pereons. In addition, a hospital cannot make any additional 
charge to the beneficiary for covered services. The extent to which 
medicare has exploited potential monopsony power to data ia debat- 
able, but this is becoming more of a reality with DRG's. 

Actuarial consultants to DHHS have estimate that commerical 
insurers pay charges 25 percent higher than medicare, correspond- 
ing to a medicare discount of 20 percent, similar to Ginsburg's esti- 
mate0 In some States, Blue Cross plans have contracts with pay- 
ment rates comparable to medicare, particularly in the Northeast 
and North Central States where the 'Blue Crosa market share is 
large. An interesting question is why commercial insurers can still 
compete with Blue Cross pIans despite the discounts won by the 
latter. Medicare is on1 beginning to attack large differences in al- 
lowable cost between i ospitals and growth from year to year that 
is substantially in excess of general price inflation. This is a very 
reatrained mono sony. Also, medicare and Blue Cross can make 
credible claims t \ a t  part of their discount simply recognizes sav- 
ings to the hos ital in administrative cost, working capital coats, 
and bad debts. o f  course, some other insurers with smaller market 

" J. Zais. "AdminisLering Housing Allawanm," in R. Struyk and M. Bendick, a&.. "Housing 
Vouchers for the Poor: Legeons from a National Experiment'' (Urban Instituh, 1981), pp. 200- 
220, 

0 Paul B. Ginebu MarketOrienred Optione in Medicam and Medicaid," in J. Meyer, ed., 
"Mnrkst Relorma i a i n l t h  Cora,'' (American Enterprise Inatitut.8. LIR1), pp. 103-118. 



shares would like to have an opportuntiy to argue their case on the 
same criteria. 

In a voucher system, unless elderly consumera are concentrated 
in a small number of plans, their insurers could probably not get 
as low a price from hospitals a c r m  the board. This dieadvantage 
may be offset for those consumers choosing preferred provider 
plane. However, a cautionary note is that our evidence to be given 
in section 111 suggests that consumers are generally unwilling to 
have their choice of hospital very narrowly restricted despite 
meaningful assumed savings in premiums. Instead, many elderly 
buyers are interested in saving money with plans restricting choice 
of physician. If such plans reduce utilization of hospital care as 
much as the literature suggests, the purely financial net conse- 
quences of vouchers for many elderly may be positive. We should 
not expect choice of traditional plans with higher cost sharing to 
reduce demand for care so much that consumer payments go down. 

One possible approach to retaining monopsony power for the el- 
derly is to restrict the number of AHP's. This, however, is not con- 
genial to the virtues of freedom of entry for AHP's offering new 
benefits (specific examples will follow in section IT). An alternative 
is for the Government to require that participating insurers be 
charged by hospitals at  the lowest price charged any private carri- 
er. This would not attempt to preserve special treatment for the el- 
derly, but would at least preserve for them the bargaining power of 
the largest purchaser. Such a regulation involves a value judgment 
about appropriate cross-subsidy among hospital users, and whether 
any monopsony advantages are ever fair, 

Looking to the near future, one scenario is that the Federal Gov- 
ernment might decide to reduce its real expenses by more severely 
reducing payment levels within the DRG framework. While this 
would leave elderly beneficiaries financially unaffected, service re- 
ductions should be anticipated. Why should a hospital continue to 
drive away its most profitable patients with higher prices or cut 
services to all patients because one payer class is lowering the 
price it will accept? And-there ie no way to prevent cuts in service 
to the elderly from going past the point that many would be get- 
ting less care than they would be willing to buy with extra direct 
payment. Currently physicians can collect these extra sums, as 
they are allowed .to charge above the medicare limits. We are not 
arguing against the wisdom of provoking such a substitution of am- 
bulatory for inpatient senrices, but it seems to us that this a p  
proach allows insufficient safety vaIves for high cost hospitals or 
high cost treatments that are valued by consumers. 

D. Selection bias within a nandatory system 

We cannot yet anticipate very accurately what types of plans 
would be offered in a voucher system or what kind of equilibrium 
could be established. There is a theoretical possibility that high- 
benefit plans could not survive despite the willingness of many 
people to pay the actuarial cost to insure themselves with such a 
plan. This conceivable problem, demonstrated by Rothachild & Stig- 



litz,lo resulte from low-risk people being attracted away to low- 
benefit plans, raising the premium for high benefit plans until 
even the high-risk people are not willing to pay the price of the 
high-benefit plan. But when the high-risk people have moved down 
to the low-benefit plan, everyone ie worse off. 

How serious a problem is the consequence of self-~lelection likely 
to be? This is a priority research issue, as emphasized in the major 
literature review of Pauly and Langwell." There are grounds for 
doubting that the practical problem is very large. High-benefit 
plans persist in the individual health insurance market and as o p  
tions within employmentirelated groups.1e The problem is also not 
pronounced in our research with medicare beneficiaries--see 
below. 

Some degree of differential pricing at the individual level for 
known health problems may be neceseary to assure the viability of 
traditional high-benefit plans. It is noteworthy that for individual 
health insurance, State regulators allow people to be charged dif- 
ferential premiums by age and by other risk classification devices. 
The pricing differentials might be negotiated between the Govexn- 
ment and the final candidate suppliers of insurance. Alternatively, 
the threat that traditional high-benefit plans would be infeasible 
might be welcomed by many observers as favoring AHP's with 
better incentives for physicians to control total cost. 

Luft l 3  warns that if adverse self-selection is feared by HMO's- 
for example, in the absence of differential risk pricing--even they 
ma engage in several plausible strategies for attracting people h wit lower expected cost while discouraging others. He therefore 
recommends some uniform minimum standards on the scope of, 
and ready availability of, covered services in AHP's. 

Within the FEHBP, the Blue Cross highdption plan still has a 
large plurality of enrolleee. However, the cost has been dramatical- 
1 diverging from the cost of prepaid HMO's within the FEHBP. Eb nsider the spread between the cost of family coverage for Blue 
Cross and Kaiser of Southern California (a community-related 
plan). In 1970, the monthly s read was -$6.03 (Kaiser was higher). 
B 1978, the spread was +f4.92, growing to $12.5'7 in 1982, and 
1l1.42 in 1983." Also consider HIP in New York which is experi- 
enced-raM to Federal employees. In 1978, this plan was $14 per 
month less than Blue Cross for family coverage, growing to $28.60 
less in 1982 and $39.63 in 1983. The growth of the exceps cost of 
BCBS between 1978 and 1983, deflated by the CPI medical care 
component was 24 percent per year in the case of Kaiser, and 13 
percent in the case of HIP. It may be the case that lower risk 

' 0  Micheel Rothachild and Jweph Stiglitx, "Equilibrium in Competitive Insurance Markets: 
An E m  on the Economics of Imoerfect Information," Quarterlv Journal of Economics. 90 (N* 
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people are deserting the Blue Cross plan; but, in many parts of the 
.:country, these individuals would not have to resort to inferior fi- 

nancial protection as  in the theoretical discussions of this problem. 
If some people want to preserve free choice of provider with full 
coverage of expense, and if this preference makes a plan such as 
the Blue Cross high option extremely expensive, the result can be 
viewed as an inescapable tradeoff (' production frontier") between 
premium, coinsurance and restrictions on how different providers 
are covered-either significant coinsurance or restricted provider 
plans allow premiums to be .kept near the fair value. This tradeoff 
seems to be one that is appropriately made by the individual con- 
sumer using a subjective calculus. 

E Special issues for a voluntary voucher system 
Preserving the option of current service entitlements in a volun- 

tary voucher program essentially guaran- that well-informed 
medicare eligibles suffer no decline in welfare as a result of a 
voucher system, This may be jmportant for geographic areas where 
a relatively small elderly population would not permit meaningful 
diversity of options in a mandatory system. Also, a voluntary 
voucher syetem can be gradually implemented as more and more 
AHPs are admitted to the market. This process in fact is already 
underway. In ,March 1982, over 630,000 medicare eligibles were en- 
rolled in prepaid-plans, although, fiveaixths of these were enrolled 
in plmslpaid .by:-HCFA on the basis of cost reporb. 

Drawbacks of the voluntary approach have already been noted 
above, such as the failure to eliminate the implicit subsidy of tradi- 
tional medigap plans,. and the high degree of regional indexing. 
Most fundamental, however, is the problem that the Government's 
total cost become directly sensitive to errors in the pricing of 
vouchers. If there is a favorable selection for an AHP and if Gov- 
ernment voucher formulae overeetimate how much benefits would 
have otherwise .beempaid on behalf of those who opt for the AHP, 
then the total cost-to. the Government will rise. This could be a 
chronic problem because people who expect higher than average 
expenses will find it.advlantageoua to stay with current medicare 
coverage and a subsidized medigap policy. 

Empirical evidence concerning the possible extent of this prob- 
lem is given in two major studies by HCFA researchers.16 They 
analyze selection biasfor four medicare demonstrations of AHP en- 
rollment. In three of the four cases, enrollees in the AHP previous- 
ly had substantially-lower medicare benefit payments than those of 
comparable medicare eligibles in the same geographic areas. The 
Government's pricing formula, based on county, age, sex, institu- 
tional, and welfare sbatus, was ap arently 20 to 40 percent higher 
than justified by.past experience o f' the enrollee group. 

By contrast with Eggers & Prihoda, cost reports for these three 
AHP's suggest that each one was.losing money on its at-risk medi- 
care enrollment in 1980 and 1981, to the uniform extent of about 

. Is Paul %em, "Risk Differential Betwwn Medicare Beneficiaries Enrolled and Not Enrolled 
b a n  HMO, Health Care Financing Review. I (winter 1980). Paul @gem and R. P~ihoda, ''Pi-& 
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15 percent of revenue.16 The reasons for this conflict are not filly 
understood. The premiums necessary to cover unreimbursed cost 
may have been underestimated or purposely underpriced. However, 
i t  is surprising that the Kaiser plan with long experience with el- 
derly enrollees--on a cost basis-would have suffered similar 
losses. One problem with the Eggere & Prihoda study is that they 
begin with a sample of people known to be alive in 1980 and pro- 
ceed to look backward-hence the people who recently had died 
after using a great deal of service are omitted. 

There is a t  least one conceivable strategy to preaeme the option 
of existing service entitlements, while obtaining more of the effi- 
ciencies of a mandatory system. As an AHP succeeds in enrolling 
medicare eligibles, the total revenue it receive8 (from the Govern- 
ment and the enrollee) is valuable information. If this total price, 
less the amount that the beneficiary would have paid out of pocket 
in the current. program, is below what medicare would pay current- 
ly, then the Government can raise premiums or cost sharing for 
the default option. The argument is that if an AHP proves its rela- 
tive efficiency, the Government can share in the savings indirectly 
by this method until nearly all eligibles are induced to join more 
efficient plans. The burden is on eligibles to pay the revealed 
higher cost of open entitlements if they remain with the default 
option. 

11. WELFARE GAINS IN THE F + R O ~ P E  SYSTEM 

The prototype voucher sy~ltem amures the Federal Government's 
budget objectives. The savings and improved predictability/control 
of the budget are not necessarily matched by a decline in the wel- 
f ~ r e  of medicare eligibles if vouchers serve to eliminate sizable in- 
efficiencies in health insurance coverage. This section considem 
two types of inefficiency that would be attacked by vouchers even' 
if people do not select HMO's shown to have lower total cost associ- 
ated with changed provider incentives. Then we discuss how vouch- 
ers might be used to improve upon the current means-teskd medic 
aid coverage for the elderly. 

A. Elimination of the subsidy of medigap policies 
Knowlege of the inaurance coverage and expenm by source for 

the elderly has been enhanced by the National Medical Care Utili- 
zation and Expenditure Survey [NMCUES) of 1980. Tables from 
this source prepared by HCFA indicate that in 1980, some 65 per- 
cent of elderly, noninstitutionaljzed medicare beneficiaries held 
medigap policies with average annual benefit payments of $395. 
Medicare paid $988 per eligible person with medigap coverage, 
while paying only $729 per person for the 21 percent of eligibles 
with only medicare coverage. Total expense wm $1,088 per person 
in the medicare-only group, compared to $1,818 for those with 
medigap policies. 

If we suppose that the only difference between these two groups 
was the medigap coverage, then medicare was subsidizing the pur- 

'0 Howard A. Kahn, and .R h,&htbn,  summery of Obwwationa, Medieare/HMO Demonstra- 
tione' " U.S. Health Care Rnanc~ng Admmmtrntion report W m h  1983). 



chase of such coverage with $259 of extra benefits. Let B be the 
medigap benefit, r be the premium and S be the extra medicare pay- 
ment. Then r l B  is the unsubsidized price of insurance-that 2, the 
consumer price per dollar of expected benefit-while r/(B+S) is 
the sub~lidized price. The rate of subsidy of medigap premiums can 
be seen to be S/(B + S) which is a whopping 39 percent, Even if the 
loading of individual medigap premiums for administrative and 
sales coat is 60 percent, as indicated by the 1979 data presented by 
Carroll and Arnett,17 the net price of $1 of benefits is now only 92 
cents. 

The initial calculations are possibly extreme, due to selection ef- 
fects, even though medigap issuers are free to use medical screens 
and other restrictions. One indication of this extremity is that the 
67-percent difference in total expense between the groups, a ~ l s ~ ~ i a t r  
ed with a $&percent difference in net consumer cost-share, implies 
a price elasticity of demand for care of about 2.0 which seema too 
high. A more plausible price elasticity of about 1.25 can be estimat 
ed from the utilization differences reported by Link, Long and 
Settle, who controlled for many demographic and other determi- 
nants of the utilization of care.l8 Using the lower demand elastic- 
ity, and interpolating both the B and S extreme values, we calcu- 
late a premium subsidy rate of 31 percent and a price n=(1.03) 
(B+S) which represents a very low, albeit positive, load factor for a 
medicare eligible with typical prospective needs for health care. 

Under the prototy voucher system, each individual faces the F" full cost of the bene 1t-a paid by the plan selected. The loading of 
premium6 would be less than the 50 percent of current medigap 
plans, but greater than the &percent subsidized rate calculated 
above. This should reduce the demand for policies that primarily 
extend current medicare by eliminating deductible8 and coinsur- 
ance. The 31-percent rate of subsidy ie not much less than the esti- 
mated rate of tax subsidy of employer contributions of health in- 
surance. Phelps l B  and Feldatein and Friedman 20 have addresaed 
the quantitative effects of that tax subsidy. The aggregate simula- 
tion by the latter authors (assuming price elasticity of demand for 
care near the levels found in the health insurance experiment) sug- 
ests that insurance benefih demanded are about 60 percent 

aigher with the subsidy Ohan without. Phelp'a work suggests a 
somewhat higher conclusion. While the past research was for non- 
elderly po ulations, it helps to clarify the approximate size of the R effeds o f t  e implicit subsidy of medigap policies. 

Suppose, however, that the voucher system had no effect on the 
current combined coverage held by the 65 percent of eligibles with 

Ma ria Smith Carroll and Rom H. Arnett IlT, "Privke Health Insurance in 1978 and 
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medigap. They might still be better off financially by reduction of 
the loading costa they are paying in their medigap premiums. Let 
V be the voucher value determined by current average medicare 
payment per enrollee. This was $1,005 in 1980 for the elderly in the 
NMCUES data. This is in fact higher than the $988 average pay- 
ment for those with medigap, due to the much higher Government 
cost for people eligible for medicaid. The lower figure is used here 
to understate results. Then the financial impact on medigap hold- 
ers is favorable or adverse depending on whether 

Where m is the new load rate for all benefits, and t is the cur- 
rent loading rate for the purely insurance functions of medicare 
which we may assume to be rebated to consumers with the vouch- 
ers. The value of t for 1980, averaging over all medicare benefits is 
approximately 4.1 percent. Then the net effect is favorable, pro- 
vided that rn is less than 17 percent. This may be attainable in 
view of the fact that the load factor on average for insurers in the 
Federal Employee Health Benefits program is a bit less than 10 
percent. 

B. New coverage and options 
Access to a large group of elderly persons able to afford AHP's 

may permit the supply of plans that are not feasible in the medi- 
gap market, We will develop this argument with respect to cover- 
age of long term care [LTC] and then with regard to newer IPA 
models for physician and hospital coverage. 

In the rnedigap market we observe contracts to fill-in the medi- 
care part A copayment for care in participating skilled nursing 
facilities lasting up to 100 days. An extension of the period of 366 
day ,  restricted again to skilled nursing care, is also available in 
many geographic areas. For more details based on our survey of 
LTC policy offerings, a report is available from the authors. The 
narrow approach of medicare and medigap policies to LTC is a re- 
cuperative philoeophy of defining LTC benefits i n  terms of skilled 
nursing procedures a t  home or in approved facilities. Yet, our re- 
search, to be reporbd in section 111 below, and the reports of others 
indicate unsatisfied demand for the custodial components of LTC, 
especially a t  home, and willingness to pay substantial amounts for 
such coverage. 

One reason that the supply of insurance for the large custodial 
component of LTC is virtually nonexistent may be that the cost of 
claims administration-determining when a person qualified and 
the least cost regimen of care-may be high and have a large fixed 
component independent of the number of policies sold. Moreover, 
the potential adverse selection may dictab high costs of personal 
selling and screening under present arrangements. Also, the re 
stricted potential dollar volume per enrollee in the medigap 
market may not offer much incentive for consumer research and 
experimentation with new policy designs. The voucher system, by 
providing access to a large pool of persons a t  age 65 (which is still 
young in regard to the use of LTC) would permit insurers to realize 



major economies of scale in spreading out the types of costa inher- 
ent in expanded LTC definitions. 

A somewhat similar scale argument applies to offering of new 
types of cost-conscious plans. An insurer might undertake to enlist 
only those physicians who will accept stringent utilization review 
which is, iteelf, costly to set up. Or an insurer might develop an 
acceptable risk-sharing arrangement with primary care physicians 
for the costs of specialist referrals and hospitalizations. Such 
models are indeed emerging in private group health insurance. I t  is 
hard to imagine how such models could be offered in a medigap 
product. But some AHP's have been newly created within the past 
year in response to an invitation by HCFA for demonstration sites 
to enroll medicare eligibles. In short order, two dozen sponsors of 
AHP'e, mast of which .are not group practice HMO's, were a p  
proved to enroll beneficiaries usihg a fixed formula of actuarially 
determined prices,with unregulated profit or loss. This observation 
is encouraging about the prospects for more efficient plans that 
could be offered in a voucher system a t  attractive prices because of 
economies of scale. 

C. Coordination and restructuring of medicaid 
In 1982, about 7.5 percent of the elderly qualified for cash a a L b  

Eance on the baais of State and Federal income criteria and were 
.automatically eligible for medicaid coverage that nearly corn letely R eliminates their out-of-pocket cost for covered services. Anot er 5.5 
percent of the elderly were eligible for medicaid because of large 
expenses after spending-down their income and assets. For 80 per- 
cent plus of these eligiblee, State governments spent $12.20 per 
person-month to pay the medicare part B premium. This can be a 
bargain for States. wishing to provide generously for health care of 
the elderly; States save the Federal share of the expected cost of 
the covered part B services. Moreover, the elimination of coneumer 
cost undoubtedly contributes to the NMCUES finding that medi- 
care in 1980 spent $1,800 per person on noninstitutionalized elderly 
covered by medicaid, compared to $1,005 per elderly person overall. 
Ekyond those expenaes, in fiscal 1982 medicaid programs spent 
$10.9 billion in vendor payments for 3.2 million elderly recipients 
of services. These are large commitments that would plausibly 
affect the behavior of the elderly with regard to the use of vouch- 
em, 

I t  is important to bear in mind the profile of elderly recipients 
and expenses by eligibility status. Table 1 below indicates that 58 
percent of the recipients were those receiving caah assistance be- 
cause of low-income levels; but because their expenses are relative- 
ly smaller, they account for only 25 percent of expenses. The 
second group is categorically eligible but not receiving cash assist- 
ance, typically because they are residing in a long-term care ineti- 
tution. The third group contains those whose :expenses have been 
so large relative to their incomes that they qualify for assistance in 
those States that choose to include them. Over time, total recipi- 
ents have been declining in the cash recipient group but rising in 
the other groups. 



TABLE 1,-AGED RECIPIENTS OF MEDICAID, DETAILED BREAKDOWN BY BASIS OF 
ELIGIBILITY, FISCAL YEAR 1982 

Reeipienls in Payments (in Payment per 
Ihus.n&\ milrins) recipient 

................................................. Cash recipient 1,867 $2,741 $1,469 
............... .................... Eligible, no grant ... 627 3,530 5,630 .................................................. Medically needy 747 4,582 6,134 

Total .................................................. 3,241 10,853 3,350 

Table 2 shows that the pattern of expense by sexvice category dif- 
fers for the three eligibility groups. Expenaes for the cash assist- 
ance group are relatively concentrated (19 percent-on hospital 
care as well as long term care--42 percent), while for the other 
groups, expenses are much more heavily concentrated on long-term 
care (87 percent and 78 percent). If the Federal share (about 55 per- 
cent) of all this medicaid expense were distributed across all elder- 
ly people, i t  would amount to $256 per person, of which $184 per 
person represents the expense on long term care. 

TABLE 2.-PROPORTION OF TOTAL PAYMENTS FOR THE AGED SPENT ON SELECTED 
SERVICES, BY BASIS OF ELIGIBILITY 

Cash recipients No grant Medically needy Sew 
1975 1982 1975 1982 1975 1982 

Hospital inpatient ....................................... 0.10 0.19 0.04 0.02 0.03 0.10 
Long-term care facilities ................................. -56 ,42 .84 .87 .84 ,78 
Physicians ............................................... -07 .06 ,02 .O1 -01 .01 
Hospitaloutpatient .................................... .O1 -02 0 0 0 0 
Drugs ............................................................. .14 .12 0 .05 .03 .03 

Group total ...................................... .89 .81 .94 .95 .91 -92 

Soum HCFA forms 2082, O l f i i  of Research. 

Given the availability of this extensive assistance, (a) it is ration- 
al for the elderly who know they are eligible for assistance to keep 
to a minimum their expense on options within a medicare voucher 
system, (b) such persons will tend to pick plans with unrestricted 
choice of provider so long a medicaid has that feature, (c) people 
without sizable assets to protect can rationally plan to rely on med- 
icaid for long term care. Another way of stating the laet point 
about incentives is that the premium to increase coverage of long 
term care in a private contract may be greatly in excess of the 
value of being able to buy somewhat more or better care than med- 
icaid will provide for free. A similar argument has been made re- 
garding the effects of medicaid on inefficiently low demand for 



catastrophic insurance clauses by people without a great amount of 
assets to 

Based on those considerations. a corrective strategy in a voucher 
eystem is to cancel all automatic eligibility for medicaid for the el- 
derly. Caeh transfers can be increased permitting low-income elder- 
ly to afford plane with relatively cornprehenaive coverage. Then, 
any residual medicaid coverage would begin only after a much 
greater dollar loss oubof-pocket. Perhaps long term care coverage 
should be especially encouraged-that is, reinsurance guarantees- 
in the voucher system to increase the purchase of coverage and 
cancel the effect of medicaid entitlements. 

111. CONSUMER PREPERENCXB IN A VOUCHER SYSTEM 
Studies of and market experience with consumer decisionmaking 

about health plans can provide important information about sever- 
al isaues pertaining to the development and outcomes of a medi- 
care voucher program. They can provide information about (a) the 
extent of beneficiary knowledge about health insurance and hence 
the extent of difficulty that beneficiaries may have in making deci- 
eions about alternative plans, (b) the effects of plan features on 
beneficiary preference, thus assisting plan designers to develop 
plans that are maximally satisfying to medicare beneficiaries, (c) 
the types of plans that medicare beneficiaries are likely to choose 
given that plan sponsors are well-informed about their preferences 
and that a variety of plans conforming to those preferences are in 
fact offered to beneficiaries, (d) the percentage of medicare benefici- 
aries likely to choose AHPs with costgavin financial incentives, 
(e) the degree of favorable self-selection for A 5 P's that must be an- 
ticipated in the pricing of voluntary vouchers, and (0 the degree to 
which selection bias, especially in a mandatory system, necessitates 
individually risk-rated vouchers. Previous studies of the choice of 
insurance plan, experience in the medigap market, the HCFA dem- 
onstrations and our recent research and medicare beneficiaries p r e  
vide relevant evidence. 

Formal studies of consumer decisionmaking about HMO's venue 
traditional insurance plans among the nonelderly population pro- 
vide information about the effects of plan features on choice and 
the relationship between consumer characteristics and selection of 
plans. As discussed below, however, the retrospective nature of 
these studies and the limited number of plans examined in a given 
study create such serioua problems of inference that findings per  
taining to the effecta of plan attributes in those studies are serious- 
ly auspect. Luft's review of HMO studies 22  provides interesting in- 
formation, however, about the relationship between consumer char- 
acteristics and choice of HMO's. He notes that a common finding of 
these studies is that "people having good ongoing relationships 
with physicians are unlikely to sever thoae ties for moderate sav- 
ings.' This might. imply that those joining HMO's would be individ- 

Bernard Friedman, "Rntionales for Government Initistire in Catudrophic Hedth 1 ~ -  
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uals using fewer medical services since euch individuals presum- 
ably have little need for ongoing relationships with hysiciane. 
This is alao coneistent with Luft's tentative conclusion f' rom a few 
studies that  people joining prepaid group practice HMO's were pre- 
viously lower than average utilizers of hospital care under conven- 
tional coverage. However, he notes contrary evidence for people 
choosing the indivudal practice association HMO model. 

Some aspects of the HCFA demonstrations of HMO enrollment 
have already been noted, but useful experience ia only beginning to 
accumulate with the  recent addition of two dozen new AHP's 
under the HCFA competition demonstrations. The experience a t  
the established HCFA demonstration sites suggests that significant 
numbers of medicare beneficiaries are willing to enroll in AHP's. 
At the present time 14 percent of medicare beneficiaries have en- 
rolled in various types of HMO's in the MinneapolisISt. Paul area, 
although only 7 percent of medicare beneficiaries have enrolled a t  
the other three established sitea (this may be due to the greater va- 
riety of plans in the Minneapolis/St. Paul area, thus making it pos- 
sible for more medicare beneficiaries to find a desirable alternative 
plan). The HCFA demonstrations a180 provide evidence concerning 
selection issues. As noted previously, three of four existing "at 
risk" group practice HMO's may have obtained a somewhat favora- 
ble selection. 

Finally, there is some suggestion from the study of enrollment 
practices in these demonstrations that medicare beneficiaries aolic- 
ited and enrolled by mail for the Kaiser plan in Portland may not 
have understood the provider restrictions present in that plan. 

Our own recent work is discussed in some detail below because it 
is close1 targeted to answer the questions for medicare, and it K avoids t e limitations of the retrospective studies of consumer 
choice previously conducted. A thorough report of results and a dis- 
cussion of the external validity of the methodology used in our re- 
search is a ~ a i l a b l e , ~ ~  

A. Conceptual approach to stucly of beneficiary choices 
We start  with the assumption common to economic and psycho- 

logical models of choice that  a consumer attempta to select a com- 
bination of health plan attributes which has maximum utility for 
that  individual. In those etudies of HMO choice that have included 
plan attributes as determinants of choice, the treatment of attri- 
bute preferences has typically been superficial. For example, most 
studies simply list the percentages of persons expressing a particu- 
lar concern about a lan or reason for choosing a plan based on 
some attribute. See, ? or example, Scitovsky, McCall and Benham 24 

for a n  example of a study in which it was found that a variety of 
attributes mattered to consumers but no attempt was made to de- 
termine relative importance. 

Even more serious limitations of previous research methodologies 
are  (1) the likely distortion in estimates of the determinants of con- 

'$Stephen A. LaTour. Bernard Friedman and Edward F. X. Hughen, 'The Vouchering of 
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sumer preferences due to use of a retrwpective methodology, and 
(2) the small number of plans available in any one study for esti- 
mation of attribute-effects. Asking respondents to explain their be- 
havior after the fact has long been viewed as inappropriate by psy- 
chologisB ,study decisionmaking. Memory error is heightened with 
the passage of time and there is also the serious problem of ex post 
ra t iona l iza t i~n .~~ The small number of plans in previous studies 
means that there is a serious confounding of attributes. For exam- 
ple, a closed panel HMO may differ from a traditional plan on nu- 
merous dimensions: Price, deductible amount, copayment amount, 
restrictions on physicians, restrictions on hospitals, e t  cetera. 
Making an inference as to which attributes influence choice is im- 
possible when the number of attributes far outnumber the number 
of plans. 

A procedure that eliminates the problems of recall inaccuracy, 
retrospective distortion, and confounding of plan attributes in- 
volves presenting individuals with a set of hypothetical health care 
plans structured according to experimental design criteria. The r e  
spondent then rates the plans on an appropriate scale, such as 
preference or purchase intention. Evidence for the validity of ro- 
spective approaches has been provided by several authora.26 &ey 
show that such methods can predict actual choices of roducts and 
even complex services in the marketplace with a re atively high 
de ee of accuracy. 

P 
8 n e  final point should be made with respect to purchase inten- 

tion models. In general, concomitant variables (consumer charac- 
teristics) can be assumed to alter an individual's preference for var- 
ious attributes. For example, i t  is supposed by many that higher 
income leads to reduced demand for low deductibles. The analyis of 
covariaqce procedures used in our research allow this type of hy- 
pothesis is tested by including interactions between consumer char- 
acteristics and plan attributes. Subs and Lave 27  took a similar a p  
proach in which they explicitly h pothesized how individual char- 
acteri~tics such as education rnig$t modify the value attached to 
various plan attributes. They proceeded to test for the size of the 
net effects on choice of a particular plan. Such a method is inaight 
ful, but it cannot provide direct information about preferences for 
packages of attributes beyond the two plans observed in their 
study. 

B. Likelihood of purchase of AHP's in a voucher program 
In order to understand the decisionmaking of medicare benefici- 

aries, we have undertaken a two-phase empirical study. The first 
phase involved focus group interview~l (a standard marketing re- 

Miller, N. and R S. Baron, "On Meaeurin Countera ing" Journal for the Theory of 
Social Behavior, 9 (1973, pp. IOIyL18. R. A. 0aterffgu8e, and TC. $rock, "Distraction incream 
Yielding to Pro p n d n  by lnhib~ting Counterargu~ng," Journal of Personality and Social Pay- 
chology. 15 ( 1 9 7 e  p. 344-368. 

?"A. J. Silk ang  Glen L. Urban, "Prttesl Market Evaluation of New Packaged Goods: A 
Model and Moesurement Methodology," Journal of Marketing Remarch, 16 (1978), pp. 171-191. 
D. G .  Morrison, "Purchm Intentione and Purchase Behavior Journal of Marketing. 49 (a nng 
,979, p . 65-74. P W a h t  and M. A. Krieyall. "Slate of dind ElTecU on the decura 6"ith 
Which 8tillt.y Functions Project Market Cho~ce," JournaI.of Marketing Reseavch, 17 ( ,go) ,  pp. 
277-293. 

2' D. A, Juba, Judith Lave and J. Shaddy. "An Analysis of the Choice af Health Benefit 
Plans." inquiry, 17 (spring, l9$0), pp. 62-71. 



search technique) with beneficiaries to gain insight into their un- 
derstanding of health insurance, their receptivity to a voucher 
system, and preliminary insight into their preferences for the fea- 
tures of health plans that might be available under a voucher 
system. This study then served as input to a quantitative phase in 
which a large number of plans were structured so that their attri- 
butes varied systematically according to experimental design crite- 
ria. 

Focus group research.-Six group interviews each with six to nine 
randomly selected participants were conducted. Participants were 
selected from urban, suburban, and rural areas of Cook and Lake 
Counties in Illinois. The majority of the participants had supple- 
mental medigap coverage. Many of these individuals were unable 
to specify what was covered by their medigap policies and for those 
who did specify coverage there tended to be an overestimation of 
benefits. It was apparent from their commenh that medicare 
beneficiaries, including well educated ones, have difficulty in un- 
derstanding both current medicare coverage and their supplemen- 
tary policies. 

Interest in a voucher system seemed to be higher among those 
groups with higher educational and income levels. They liked the 
idea that they would have more choices than under the current 
medicare program. Those with lower educational levels found the 
voucher concept harder to understand and were concerned that pri- 
vate insurance companies might take advantage of them and that 
they would have difficulty making choices among alternatives. In- 
terest in plan features under a voucher program was probed, espe- 
cially regarding HMO's, acceptable levels of deductible8 for tradi- 
tional insurance, and long-term care coverage. 

Participants who had joined an HMO or had heard about the ex- 
periences of close friends or relatives were quite enthusiastic about 
them. However, many participants expressed concerns about some 
aspects of HMO's. Some were concerned that HMO's involved clin- 
ics in which one could not regularly see a competent physician. An- 
other related concern of some was the fear that they would not be 
able to use their present physician. Many were also concerned 
about hospital restrictions. A significant number were sufficiently 
concerned, however, about their current physician retiring or dying 
that they expressed some interest in an HMO. There was also a 
surprising amount of mistrust and negative affect toward their 
physicians, suggesting that some individuals would be willing to 
switch anyway. 

The overall impression obtained from these discusaions of HMO's 
is that most medicare beneficiaries are unfamiliar with them but 
that the availability or extended coverage at  a reasonable price and 
freedom from the task of claim filing is very appealing. Many have 
sufficient concerns, however, about lack of freedom of choice 
among providers, a clinic approach to care, possible incompetence 
of providers, and the possibility of financial insolvency that they 
would be reticent about joining an HMO were that offered under a 
voucher program. I t  is apparent that special promotional efforts 
would have to be undertaken by HMO's in order to provide infor- 
mation that would eliminate these concerns. 



Interest in and concern about Ion term care coverage was high. f Participanb were generally aware t a t  nursing homes are very ex- 
pensive and were concerned that they would be unable to afford 
nursing home care should that be needed. Most of the participants 
thought that nursing homes were institutions they wanted to 
avoid-their disparaging comments about nursing homes were 
quite graphic. If a t  all powible, they wanted to stay a t  home. Many 
participants expregsed willingness to pay for coverage that would 
optionally provide home health or nursing home care, as appropri- 
ate, a t  a cost of $20 to $25 per month and a few were willing to pay 
$40 to $45 a month in premiume. 
Survey research.-The second phwe of the study involved a na- 

tionwide survey of 2,016 noninstitutionalized persons over age 65, 
using the Consumer Mail Panel of Market Facts, Inc. The sample 
was drawn to match census data on income, education, and popula- 
tion density of residence area. The survey does not include current- 
ly institutionalized peo le (perhaps 5 ,percent of the medicare popu- 

of a voucher aystem. 
P lation) a group that wi 1 require special treatment in the initiation 

Res ndents were asked to indicate their likelihood of purcha~le 
of eig R" t health care plane (or remaining with current medicare), 
usirif a 10-point scale ranging from "not at all interested in choos- 
ing, to "extremely likely to choose.'' Three sets of ratings were 
given, under three separate conditions: Current medicare still 
available, current medicare unavailable, and current medicare un- 
available with waiting periods invoked whenever people switch 
among plans. 

Four major attributes (physician restrictions, hospital restric- 
tions, long-term care coverage, and availability of current medicare 
as an option) were varied withinsubject. This means that each re- 
spondent judges all possible combinations of these attributes. Hos- 
pital partleipation was either unrestricted, or limited to "a single 
major hospital in your area." Physician participation was either 
unrestricted, limited to a single grou practice, or limited to a "list 
of physicians and group ractices." e single group practice was P # 
only offered with hospita restriction (correspondin to most group f practice HMO models), while the plan with a list o physicians was 
offered only without hospital restriction (correspondin 
IPA models). For purposes of analysis, the two 
restriction were combined, creating a realistic 2x2 
cian of hospital and physician restrictions. In keeping with the ma- 
jority of HMO plans, all physician restricted plans had a zero de- 
ductible and zero coinsurance. All unrestricted physician plans had 
20- ercent coinsurance and a cataEltrophic sto loss a t  $2,600. 

Bther plan attributes were menlpula tecr between-subjects in 
order to reduce the number of plans that the respondents must 
judge. This means that each respondent is exposed to only one level 
of each of such variables. These attributes lncluded price (aee de- 
tails below), extent of mental health benefits, sponsor, order of 
presentation, deductible level (physician unrestricted plans), and 
reputations of physicians (restricted physician plans). 

Price was manipulated by taking the estimated fair price for 
each plan (a function of benefit levels and provider reatrictione) 
and pricing the plan $15 per month above or below that value. This 



allows an examination of price unaffected by its collinearity with 
plan benefit levels and provider restrictions. The base price for 
each plan started with the current 512.20 per month subscriber 
cost for medicare part B. Further adjustments in plan costs were 
based on the following: Premiums actually charged for current 
medjgap policies; actuarial analyses submitted to DHHS by Coo- 
pers & Lybrand, Inc., and by Richard Mellman of Prudential Insur- 
ance &.; written advice provided by the actuarial department of 
Blue Cross; estimates distributed by specialists in long-term care; 
experience with mental health coverage in the FEHBP; and analy- 
ses of out-of-pocket expenses of medicare beneficiaries from HCFA. 

Effects of plan attributes on purchme intention-The survey 
data were analyzed using analysis of variance and analysis of co- 
variance. The factorial design employed in this study allows for es- 
timation of the main effects of plan features, as well as their inter- 
active effects with other When an interaction is found, 
this indicates that the effect of a variation in a given plan feature 
depends upon the level of some other feature. The sygtematic teat. 
ing for interactions is .a particularly valuable feature of our meth- 
odology. 

Under a voluntary program, the default medicare option is 
strongly preferred on average relative to the alternative plans. 
This finding does not mean that some specific plans are not highly 
rated by the respondents or by specific groups of respondents. 
Indeed, a market share analysis (see below) reveal8 that if benefici- 
aries had available to them and were fully informed about all eight 
plans created by the variations in hospital restriction, physician re- 
striction, and long-term care benefits, medicare would only retain 
about 50 percent of the market for health plans. 

For the alternative plans, all of the variables manipulated within 
subjects have main effects upon purchase intention. Of the three, 
hospital restriction has the largest effect. The average medicare 
beneficiary surveyed does not wish to purchase plans restricted to 
a single hoepital if this carries with i t  only a $7 per month reduc- 
tion in plan cost. We may have underestimated the achievable sav- 
ings with a restriction of hospital choice, but the $7 in marginaI 

:.savings is not trivial in relation to other price variations. Respond- 
enta are much more positive about physician rmtrictions, however, 
with a elight preference for this feature. The difference is of the 
same order of magnitude as the difference in preference due to a 
.$ 30...between-subjects manipulation of price, and is associated with 
an assumed savings of $22 per month reduction in plan cost due to 
restricted physician choices. 

As suggested by the focus group research, the inclusion of ex- 
tended long term care benefita (custodial care benefits in an insti- 
tutional or home setting) also results in a statistically significant 
increase in likelihood of plan purchase. This preference exists de- 
spite the fact that a plan with extended long term care benefits 
costs $15 more per month than a plan without such benefits. 

*a Ms(iw wpecta of the methodology are based on Skphen A. LeTour, and P. Miniad, "Con- 
siderations in the A n d  in or Repeated-Meanurea Designs." Journal of Marketing Reeearch, 20 
(February 1983), p. 84-9r 



It is important to point out that each of these variables is in- 
volved in significant interactions with some other variables. The 
long term care benefits variables, in particular, seems to plan a piv- 
otal role in interacting with other variables to influence purchase 
intention. This interaction pattern for example, reveals that pur- 
chase intention is enhanced in a multiplicative rather than an  ad- 
ditive fashion when both unrestricted hospitals and long-termcare 
benefits are present in a plan. 

The size of the deductible does not seem to matter very much, 
given our premium pricing rules, except under a mandatory vouch- 
er system where it  matters for national1 sponsored plans-a na- 
tionally sponsored lan with a $300 de uctible is preferred to a ! zero deductible or $ 00 deductible. 

d' 
C. Evidence of adverse selection and implications 
Two. analyses of covariance were performed to determine wheth- 

er purchase likelihoods for plans are related to either past utiliza- 
tion history or history of serious health problems. For the first 
analysis there were three covariates: Number of doctor visitr, in the 
past year, bina coded variable representing whether or not the 
respondent had ? een admitted to a hospital in the past year, and a 
binary coded variable representing whether or not the respondent 
had been in a nursing home in the past year. For the second analy- 
sis there waa one covariate, total number of health problems 
checked on the questionnaire, ranging from 0 to 11. All within-sub 
jects and between-subjects factors previously discussed were includ- 
ed in the analyses. The only difference was that the comparison to 
determine possible selection bias for medicare under a voluiltary 
voucher program involved a comparison between the respondent s 
medicare rating and the alternative plan that the respondent rated 
most highly. 

There are three fmdin concerning selection effects for the utili- 
zation measures, none o 7 which affected the medicare comparison. 
The first involves an interactive effect of past physician utilization 
and ph sician restrictions. The interaction is such that the likeli- i! hood o purchase of restricted physician plans relative to unre- 
stricted plans is somewhat greater for those with a lower number 
of visits to a physician in the past year. Another effect involving 
utilization involves hospital utilization interacting with plan spon- 
sor (Blue Cross/Blue Shield versus national commercial insurer) 
and physician restriction. The pattern of the interaction reveals 
that those beneficiaries who have been hospitalized prefer a nation- 
ally known commercial insurance company and this is particularly 
true for unrestricted physician plans. 

The number of health problems interacts with long term care 
benefits and type of voucher program. Those with more health 

roblems checked are more likely to purchase plans with expanded 
/kg-term-care benefits and this is somewhat more likely under an 
optional voucher system. 

The selection effects reported above should eventually be i n m  
poratsd into the relative pricing of plans for an analysis of system 
equilibrium. We have not yet done this, but our view is that the 
effects do not seem large in comparison with the $30 betweenaub- 
jects variation included in the prices. 



Our study fails to find evidence for overalI favorable self-selec- 
tion for AHP's in a voluntary system. Our likely reason for this - contrast with earlier studies is the greatest range of options made 
available in our study, beyond simply prepaid group HMO's. In ad- 
dition, the  offering of expanded coverage for long term care may be 
especially important in attracting away high-utilizer subgroups to 
AHP's. I t  is important to realize, however, that  the extent of favor- 
able self-selection for AHP's may be altered by the actual plans 
available in any given market area. 

Given the relatively mild resulta regarding selection bias at the 
quoted prices, we have roceeded to estimate market share percent- E ages (for the set of wit in-subject variations under fixed levels of 
the between-subject variations). The procedure that  we have em- 
ployed is adapted from existing literature in marketing research.2e 

For a voluntary voucher program, just slightly fewer than 50 
percent of medicare beneficiaries would opt out of the current 
medicare program, a t  the prices quoted for the alternative plans. 
Of those who would opt for an AHP, a majority is estimated to 
enroll in HMO-type plans with physician restrictions. These are  
certainly higher levels of switching to AHP'a than have been found 
in the medicare HMO demonstrations, but in this study many more 
options of possible interest to medicare beneficiaries are  available. 
Under a mandatory voucher system, the aggregate market share of 
plane without hospital or physician restrictions is estimated to be 
slightly more than a third. HMO-type plans with physicians re- 
strictions are estimated to attract roughly 50 percent of all eligi- 
bles. 

Actual market share estimates in a given area will depend upon 
the characteristics of the offered plans, and the level of informa- 
tion that each beneficiary has about the  offered plans. These re- 
aulta are based upon complete information about the attributes 
varied in this study, something which is unlikely to occur in the 
marketplace. In the next section we make suggestions for imple- 
mentation of vouchers, taking into account information problems. 

IV. IMPLEMENTATION SUGGESTIONS 
Implementation of a voucher program warrants great care. Our 

suggestions pertaining to fundamental issues of phased implemen- 
tation, regulation of plan benefits and information management 
are a s  follows: 

Implementation of a mandatory voucher system should be a 
:gradual procees of including new retirees, given the desire of many 
current beneficiaries to stay with the current program. The process 
should not be so gradual, however, as to make the total number of 
available beneficiaries too small in the early years to attract a vari- 
ety of plan sponsors, particularly in areas where the elderly popu- 
lation is relatively sparse. We would suggest announcing to all 
those individuals who will ~each:retirement age in the next 3 years 
that  the voucher program will include them as of a date 3 ears in 
the future. Thus a t  the start  of the program those aged d 5 to 67 

**Glen L Urban and John R. Hauear, "Design and Marketing of New Product.," (PrenWce 
Hall, 19RO). 



would be required to participate. Participation could be available 
on a voluntary baeis to all other medicare eligibles. 

The inability of man medicare eligibles to undemtand insurance V terminology and the e fecta of plan features means that education- 
al efforts must be undertaken with them prior to implementation. 
This is another reason for phased implementation-to provide 
younger retirees with information about alternative health plans 
prior to the point a t  which they mugt make decisione. In addition, 
with the passage of time, these younger beneficiariee are increas- 
ingly likely to have had experience in making choices among alter- 
natives in employer-sponsored group health plans. Older individ- 
uals eligible to participate on a voluntary basis would presumably 
not do so if they had serious concerns about their inability to un- 
derstand major plan features, 

In order to assure high levels of information about specific alter- 
native plans once a voucher system is implemented, i t  would be de- 
sirable to have a Governmentisponsored brochure that compared 
available plans along relevant dimensions ae in the FEHBP. We 
would not limit, as has been proposed in some legislation, the pro- 
vision of additional information by plan sponsors who wiah to send 
supplemental brochures or spend money on other forms of advertis- 
ing. In fact, if one policy goal is to promote participation in more 
cost-efficient lans, advertising freedom would be necessary in 
order for HM 8 's  to provide necessary information on their qualifi- 
cations, financial health, and practice patterns to address consumer 
concerns about these matters. 

Minimum benefit definitions 'with some catastrophic stoploas 
limita are advisable, especially if cash rebates are allowed. These 
definitions can be approached with the goal of thwarting extreme 
misinterpretation or misrepresentation of plans. One example 
would be to require that, for all plans other than "gatekeeper 
models" which require all referral specialty care to be prior a p  
proved, expenses on any sewices covered a t  all (with medical justi- 
fication) must be included in calculations for the catastrophic cap. 

V. CONCLUBIONS 
The following points summarize and conclude our discussion of 

the analytic issues for a medicare voucher system. 
One, a phased, mandatory replacement voucher system L argu- 

ably superior to a voluntary system in many respects: In rendering 
the Federal Government expense more controllable in the aggre- 
gate as well aa in geographic distribution, in removing the ineffi- 
ciency of the subsidized rnedigap market, in promoting new a p  
proaches to private health insurance, including HMO's, other types 
of restricted provider plans, and coverage of long-term care with as- 
sociated medicaid savings. 

Two, loss of the medicare hospital discount may be costly to some 
consumers who strongly prefer to have free choice of hospital (no 
change in copayment in relation to hospital prices). The loss would 
be large1 mitigakd for other consumers simply by selecting plans 
that leadlto; First, reduced use of higher priced hospitals, second, 
pressures to compete on price, and/or third, incentives for ph si- 
cians to reduce hospital use. The Government might require t h a t  



AHP's be allowed the same discounts given by hospitals to any 
other third-party carrier; such a regulation would involve a value 
judgment about appropriate cross-subsidization among classes of 
hospital payers. 
. Under current arrangements, it is not reasonable to expect that 

,medicare could heavily exploit its monopsony position without re- 
ducing the supply and/or quality of services to beneficiaries. Even 
voluntary vouchers, appropriately priced to avoid losses to the Gov- 
ernment, would provide an opportunity for people wishing to buy 
more and better care (medigap plans would not suffice because hos- 
pitals cannot bill the patient for costs above the medicare limit 
even though that care may be valued by beneficiaries). I t  would 
also be beneficial to people wishing to buy into other forms of cost- 
conscious AHP such as a simple high coinsurance plan. 

Three, self-selection bias within a mandatory system might 
threaten the viability of high-benefit plans that have free choice of 
providers, unless individual risk rating of vouchers is developed- 
for example, age might be used for differential voucher pricing. 
Our arguments and evidence on this problem are less pessimistic 
than other authors, even in a voluntary system. With a system of 
open enrollment, a problem of people planning to switch into a 
high-benefit when they get older or foresee high expenses can be 
addressed with an appropriate delayed entry fee (perhaps an age- 
rated surcharge), or more simply a waiting period on full coverage 
of preexisting major health problems. 

Four, the potential market share for plans restricting choice of 
physician in order to achieve cost savings appears from our re- 
search to be higher than would be expected from past retrospective 
studies of HMO choice, particularly if a variety of plans is offered. 
The offering of expanded long term care benefits would be particu- 
larly appealing to consumers. 

Five, a restructing of medicaid for the elderly by channeling 
much of current spending into premiums for medicare options (and 
especially for long term care) would promote more efficient choices. 
Our approach to catastrophic coverage and medicaid changes 
would limit the sensitivity of the program to problems associated 
with low-income individuals choosing low-benefit plans. 



A MEDICARE VOUCHER SYSTEM: ISSUES AND CONCERNS 

(By HAROLD S. Lum, Ph.D1 Universitp of Cali fmiu,  
San Fmncisco) 

The paper by Friedman, LaTour, and Hughes provides a clear de 
ecription of how a voucher system might be ueed to address some of 
the problems faced by the medicare system.a It  offers a method of 
capping the Government's cost for medicare and promises further 
costcontainment gains through the expansion of competitive proc- 
esses. The author is making the case for the use of mandatory 
vouchers and identify several of the implementation strategies to 
enhance the likelihood that such a system would work. In this 
paper I will discuss the authors assumptions, raise Borne additional 
implementation issues that must be addressed, and offer some 
more general policy concerns. 

These comments are intended to help policymakers think about 
the desirability of a voucher system and the modifications neces- 
sary to make such a syetem work well. As has.Alain Enthoven, 
1980,9 the authors make a strong case in favor of vouchers, and I 
agree that such proposals have many merits. However, there are 
also apecific weaknesses that should be considered by advocates in 
order to strengthen the proposals. The first part of the discussion 
focuees on whether a voucher system will work as well as its advo- 
catea suggest. The second part a s h  whether such a system would 
be desirable even if it worked as advertised. 

There are several imues that bring into question the fewibility of 
a voucher system a ~ l  one attempts fa move from the economist's 
drawing board to the reality of the market place. These implemen- 
tation issues include, (1) adverse selection, (2) attractiveness of al- 
ternative health plans, (3) administrative problems in a multiple 
option system, (4) regulation, and (5) implementation costs. 
Adverse selection 

The authors recognize that advem selection is a priorit re 
search iseue, yet they argue that "there are ground8 for dou g ting 
that the practical problem is very large." Curiously, they reference 

I am grntehl to Rbomh W. h i o k  end S w n  C. MasrW for helplirl comments on nn mrll- 
er drsR - 
'Bernard Friedman 8te hen A. LnTour, nnd E d w d  F. X. Hughte, "A Medicare Voucher 

Bystam: What Can It her!' Pmwmted to the Conferpnce on the Future of Medicare, apo-red 
by the F m m e  on W-aye- +ud M m ,  the Cangreeelonal Budget Oilice, nnd the Congre8aional 
Reeearch Service, Nw. 29-30, 1963. 
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cal Care." (Rending MA. Add~son-Wesley, 1 9 8 8  



some of the existing research indicating that selection bias is a s u b  
stantial problem in the federal employees' health benefits program 
and in several medicare demonstration projectsU4 Numerous pri- 
vate employers are finding selection bias to be an increasingly im- 
portant p r ~ b l e m . ~  Moreover, in most empl~yment~related situa- 
tions there is a crucial difference with the proposed voucher 
system. If adverse selection occurs, the employer may cross-subsi- 
dize through the contribution or premium so that the extra costa of 
the plan with higher risk employees are borne at  least partly by 
either the employer or the other options. (These internal adjustr 
ments often occur when high and low options are offered. The pre- 
miums quoted usually reflect the actuarial value of the plan, not 
the actual experience.) Cross-subsidization dampens the adverse se- 
lection problem. The proposed voucher system, however, does not 
include such transfers among plans, and crwubsidization would 
be difficult to implement with any cover system using different car- 
riers. 

In principle, establi~lhing premiums and vouchers according to 
risk classifications is an attractive mlution to the adverse selection 
problem, but in practice it may run into difficulties. Age and sex 
categories are rather crude measures, and evidence from the rnedi- 
care capitation demonstration projecb indicates that even a fairly 
complex classification system accounts for only a small fraction of 
the variation in utilization. To the extent that the risk adjustment 
is incomplete, carriers have incentives to selectively attract poten- 
tial enrollees whose expected ,utilization is substantially less than 
that indicated by their actuarial category. As I have indicated else- 
where, there are numerous devices that might be used by carriel3 
and most of these techniques do not rely upon obvious schemes 
such as health  examination^.^ 

There are also important policy questions concerning the design 
of risk-adjusted vouchers. People in high risk categories may have 
premiums that might be ten or more times higher than the premi- 
ums of low risk people. If the voucher does not cover the full cost of 
the premium, should the enrollee's share be a fixed dollar amount, 
irrespective of risk,. or should it be a fixed proportion of the premi- 
um? Either choice raises issues of fairness (which will be discussed 
in more detail below) as well as issues of legality. Even simple age- 
rating may be contrary to agediscrimination statutes, and other 
risk categories may be similarly challenged on the grounds that 
they merely represent differences in average values and bear little 
relation to what will be experienced by any one individual. Such 

'See, for example, Friednlnan. LaTour, and Hughen in the work cited- Paul h e r s  "Ftiek 
DifTerentlal Between Benelicalrwa Enrolled and Not Enrolled in an HMO,'' Health care hnanc- 
ing Review, vol. I ,  No. 3 (winter 19ROf, p . 91 99. and Paul Eggem and Ronald Rihoda "Pre 
Enrollrnant Relmburaemenl Pattcrna of R m i i i a ~  Beneficiaries Enrolled in 'AbRisk' H ~ o ' R , "  
Health Care Financin Review, vol. 4, No. 1 (Sepwmber 1982), pp. 66-78. 
&See, for example, hamld S. Luft, Joan 0. Trauner, and Suaan C. Maerki. "Rising Premiume 

In Multiple Option Health Ineurance Plane: Cauaes and Potential Solutions!' Presented at  the 
Americen Public Health A m a t i o n  Annual Meeting, Dallee Texas Nov. 16, 1983. See abo 
Marilyn Jackson-Beeck and John H. Kleinmnn, "Evidence /or ~elfkelection Among Heelth 
Malnlenance Or animtlon Enrollees." Journal of the American Medical aaeociation .-vol. 250. 
No. 20 (Nov. 25, y9~9), pp. 2826-2828. 

'Sea Harold S. LuR Health Mnintenance anisetione and the Rationing of Medical Care," 
Milhank Memorial ~ u h d  qunrtcrlylHealth an%iely, vol. 60, No. 2 (spring 19821, pp. 268-306. 



arguments are analogoue to those raised concerning sex-specific life 
insurance premiums. 

The authors recognize that adverse selection may be a major 
roblem in a voluntar lan because the basic medicare plan is 

&kely to be left with a1 7 t R e high-coet enrollees as low-risk benefici- 
aries will be attracted into low-option plans. A mandatory voucher 
system does not eliminate the problem of selection, it merely trans- 
fers the risk from the Federal Government to the private sector. If 
the private carriers are not convinced that the risk adjustments 
are adequate, they will probably refuse to join the sptem. The au- 
thors report that quite a few new plans signed up for capitation ex- 
periments under a voluntary system. This may be an encouraging 
example of public spiritedness. Alternatively, i t  may be evidence 
that the vouchers were set so high that entre reneurs expected to 
make a killing. The crucial point is that i f w  ! stantial adverse se- 
lection occurs and cannot be controlled, a voucher system will 
quickly fall apart. Without strong evidence that adverse selection 
can be controlled or offset, are we willing to undertake a voucher 
strategy a t  this time? 
A ttractivelzess of alternative health plans 
There is reasonably good evidence that well-managed prepaid 

group practicee deliver compreheneive medical care of good quality 
at a lower coat than the conventional system. The evidence con- 
cerning the performance of individual practice association HMO's, 
preferred provider plans, and other alternative health plans is 
either extraordinarily thin or none~istent .~ It is possible that much 
of the purported savinge are due to favorable selection, While the 
savinm in the newer plans may be real, this is still largely conjec- 
ture. Yet, prepaid group practices have relatively limited appeal 
for the elderly who are not already members. 

Extrapolating from their survey results, Friedman, LaTour, and 
Hughes assert that alternative health plans would capture about 
50 percent of the market. Acknowledging that the greatest o b  
served market share is 14 percent in Minneapolis-St. Paul, they 
argue that their figure is higher because more options would be 
available. Unfortunately, their methods used to estimate market 
share are not discussed fully. Even though such techniques may be 
common tools in marketing analysis, they have not been validated 
in an arena as complex or as important as the choice of health in- 
surance plans. 

Two exam les of the limitations in the analysis of lan choices P R will suffice. t is curious that respondents seemed muc more will- 
ing to accept severe limitations on their choice of physician than 
limitations on the choice of hospital, It appears that most respond- 
ents are not aware that physicians practice in a limited number of 
hospitals, so that limited choice of physicians effectively implies 
limited choice of hospitals. Furthermore, while a broader range of 
plan options increases the likelihood that any consumer will find a 
good match with his or her preferences, more plans imply small en- 
rollee bases over which administrative costs can be spread, loss of 

7 Harold S. LuR "Health Mainbnanm Organhtlona: Dimemions of Performance." (New 
York Wiley-Intemlence, 1981.) 



bargaining power by carriers, and greater opportunities for risk se- 
lection. 

Administrative issues 
A thorough analysis of administrative problems in a mandatory 

voucher system shou!.d be based upon the careful evaluation of 
demonstration projects. However, some of the issues that have 
arisen in multiple option health benefit plans and the Arizona 
Health Care Cost Containment System are worthy of discussion. 
One of the most important issues is how ,one should deal with per- 
sons who do not enroll in any plan. (Contrary to economic rational- 
ity, this failure to enroll even occurs when there are no out-of- 
pocket premium costa.) There should be a default option other than 
medicaid and public hospitals, yet who is to choose which plan gets 
these automatic enrollees? Locating potential enrollees is not a 
trivial matter either. The monthly social security check mailings, 
even if made available for informational inserts or private advertis- 
ing, will not help inform those people who have checks deposited 
directly in their banks. 

Friedman, LaTour, and Hughes propose a clever implementation 
scheme that would avoid disruption to current enrollees yet offer a 
substantial enrollment base when vouchers are initiated. If legisla- 
tion were passed today, the voucher plan would become effective 3 
years from now, in 1987. Everyone becoming eligible for medicare 
between now and 1987 would be in the mandatory voucher plan as 
of 1987. All other current beneficiaries would be offered voluntary 
vouchers. Of course, such a strategy also reduces the short-run 
impact on medicare program costs. Moreover, making voluntary 
vouchers available to current beneficiaries increases the potential 
for adverse selection. 

Advocates of vouchers generally underestimate the amount of 
consumer education about health plan options necessary to provide 
both reasonable choice and consumer protection. A simple listing of 
copayments and exclusions is far from adequate. Enrollees need to 
understand fully the benefit coverage and financial incentives in 
each plan. Even with the same listed coverage, insurers may vary 
in their determination of medical necessity and in the level of 
usual and customary fees, which are the basis for benefit payment. 
As one moves from conventional insurance plans to preferred pro- 
vider organizations, HMO's, and other alternative systems, the 
structure and performance of the delivery system becomes more 
complex and correspondingly more difficult to explain. (The au- 
thors note that the Kaiser mailings to medicare beneficiaries seem 
not to have been completely understood.) With an increasing 
number of options the problems of providing the relevant informa- 
tion to local beneficiaries becomes even more difficult. 

Regulation 
Proponents of voucher plans often underestimate the regulatory 

issues involved. Conventional insurers are regulated by the States, 
with varying degrees of effectiveness. The regulatory oversight of 

:HMO's and other alternative delivery systems is split between Fed- 
eral and State authorities, and in some States certain types of 



plans can avoid r eg~ la t i on .~  Yet regulation is neceesary to assume 
minimum benefit provisions-and thus protect the medicaid pro- 
gram from low-option plans seeking to attract low-income benefici- 
aries with cash rebates. Regulation is also neceesary to avoid the 
types of fraud and abuse that occurred in the early 1970s under 
California's Prepaid Health Plan program for medicaid benefici- 
aries. While consumer sovereignty argues against regulation, con- 
sumer ignorance and the political liability of a scandal argue for 
regulation. Monitoring plans appropriately is an extraordinarily 
complex task requiring substantial skill, but there is little incen- 
tive and fewer resources for the Government to try to do it  well. 
Private employers typically avoid the regulation issue by dealing 
with a small number of carriers with proven track records. Em- 
ployers cannot be sued for excluding plans they do not like as long 
as the are  in compliance with the HMO Act. The ability of HCFA r to exc ude plans from a voucher market will be substantially more 
limited because of the ublic nature of the program. 

The question of regu 7 ation is also linked to the adverse selection 
problem. It is probably impossible to design an automatically self- 
correctin risk adjustment system. Instead, HCFA actuaries must 
continual 'I y monitor enrollment atterns to see if plans have fig- P ured out subtle ways of selecting owcost enrollees and then d d g n  
ways to offset those strategies. This monitoring will be even more 
difficult in the future when one can no longer use as a benchmark 
the costs of individuals while in a uniform medicare plan. If this 
actuarial adjustment is not done, the more clever, not the more ef- 
ficient, firms will eventually drive out the others. One might sus- 
pect that the potential for short-term profits could even lead to 
fraudulent behavior that might result in a litical reaction 
against the voucher system, such ae occurred in t e California Pre- 
paid Health Plan scandals of the early 1970's. 

R" 
Implementation costs 

Finally, the authors recognize that a voucher plan would elimi- 
nate the Government'e monopsony power and its ability to com- 
mand below-market prices. While ~t is true that this power cannot 
be exercised without limit, a voucher system would probably entail 
a 10-20 percent increase in hospital charges for medicare benefici- 
aries. To this must be added the startup costs of the system and the 
regulatory structure. This implies that not only will the potential 
savings be realized several years after implementation but the cost 
to medicare may increase substantially in the interim. 

murw Issues 
The previous diecussion outlined several reasons why a voucher 

plan may not work as well as one might hope. However, even if all 
the neceswary corrections could be made, there are some important 
equity issues that must be considered in order to decide whether 
such, a plan is socially desirable. E uity queetions are usually 
framed in terms of the benefits to dif 9 erent income groups, but in 

&c Joan B. h u n e r  "Rsterrad Provider mhatiwu: Tim California Triment ."  (San 
Rovi6m. lnUtuUl for hulth Policy StudlesP[fniremity of CaIITornia. &n r a n c h .  Mono- 
graph Senea, Auguet 1983). 



this case the issues are somewhat broader. They will be discussed 
under four major areas: (1) blaming the victim, (2) regional inequi- 
ties, (3) educational inequities, and (4) Government commitment 
over time. 

Blaming the victim 
One underlying concept of insurance is the notion of risk pooling, 

which is associated with the often-held belief that because all mem- 
bers of the community are a t  risk of medical adversity, all should 
share in paying for insurance against such events. The shift from 
community to experience rating is a movement away from such 
sharing of responsibility. Risk rated premiums and vouchers-if 

.the enrollee's cost is tied to the risk category-is an additional 
major step away from the community concept. This experience 
rating may be explicit, for instance, by establishing a risk class for 
persons with a history of cancer. Of more concern, however, is the 
implicit sorting out of risk associated with selection. Suppose that a 
local fee-for-service plan is the only plan to cover hospitalization a t  
a renowed cancer center, such as Sloan-Kettering. This plan will 
attract a disproportionate share of cancer patients, and its premi- 
ums will increase. There may be a tendency for HCFA not to risk 
adjust the vouchers in this case and merely blame the higher pre- 
miums on inefficiency. Of course, not adjusting the vouchers to re- 
flect this risk differential merely adds a financial burden to those 
who are already suffering because of poorer health. 

Regional inequities 
Friedman, LaTour, and Hughes point out that one of the prob- 

lems with a voluntary voucher program is that a national rate will 
be too generous in some areas and too low to avoid adverse selec- 
tion in other areas. While a mandatory voucher eliminates the cost 
of adverse selection to the Government, it does not alter regional 
cost patterns. In currently high cost areas the voucher either will 
require substantial additional enrollee payments or will force 
people into low option or restricted choice plans. Both of these ef- 
fects will tend to increase adverse selection problems. 

The impact of regional differences is likely to be greater in the 
voucher program than under DRG's because of the adverse selec- 
tion potential. Furthermore, the regional inequity problem shares 
two aspects of the risk-rating problem-the burden of an inefficient 
local system is borne by local residents, rather than by providers, 
and the voucher scheme provides an incentive to ignore differences 
in resource costa will attributing all premium variations to ineffi- 
ciency. 

Educational inequities 
As has been discussed above, the evaluation of various health 

plan options is an extraordinarily complex task. Most large em- 
ployers do not have the expertise to evaluate adequately the plans 
they offer. A voucher system, even with substantial regulation of 
advertising, is likely to be comprehensible only to the well educat- 
ed. The less well educated may be easily misled. The problems with 
medigap plans are likely to be repeated, but with more serious con- 



sequences because victims will And themeelves with unusable cov- 
erage rather than juet inflated costs for supplemental policies. 

Government commitment over time 
A final concern has to do with the determination of voucher 

levels over time. The Government is clearly interested in reducing 
its expenditures for health care. Under the existing medicare 
system, the Government, as the largest purchaser of medical care, 
can use its monopsony power to demand price reductions, as under 
DRG prospective payment, or to introduce other changes, such as 
altering relative fee levels or constraining coverage of certain tech- 
nologies. Because under a voucher system the Government's contri- 
bution will be divided among many insurers, this power will be lost 
and the only control available will be a constraint on the rate of 
growth in the amount of the voucher. With continuing budget defi- 
cits, there will be a strong incentive to reduce that rate of growth 
and, thereby, to shift more of the premium cost on to the benefici- 
aries. 

In the past, providers such as physicians and hapitale have had 
the political power to avoid major threats to their incomes and, as 
a by-product, to protect medicare beneficiaries. The paseage of p r e  
spective payment suggests a shift in the political balance of power, 
and vouchers will further fragment providers. Furthermore, the 
voucher program itself will no longer have a means of determining 
costs because of selection problems, so allegations that the voucher 
should be owing more rapidly may be passed off to efforts to sub- 
sidize inef p icient providers. The question, then, is whether a vouch- 
er scheme will eliminate too many checks and balances in the po- 
litical proceas. 

Despite some appealing aspecta of a voucher program for medi- 
care, there are important uncertainties about ita feasibility and de- 
sirability. The adverse selection roblem is perhaps the largest f single question mark. Unfortunate y, theoretica1,discussions cannot 
tell us how important a problem adverse selection will be. To get 
an answer, major demonstration and evaluation projects would 
have to be undertaken. Such demonstrations also might help to de- 
termine whether or not alternative health plans can attract enroll- 
ees and whether the administration and regulation of a voucher 
plan is feasible in the real marketplace. Trying out the system also 
would provide an estimate of the costs associated with implementa- 
tion and the loss of monopsony power. I t  is important to recognize 
that voluntary vouchera are not a suitable test case. Just as some 
States have been allowed to experiment with all-payor systems, 
perhaps others could be induced to experiment with vouchers on a 
statewide basis. It is surely better to experiment a t  the State level 
than to risk the entire medicare syatem in an experiment. 

Even if adverse selection is not too great a problem and the im- 
plementation of a voucher system is not too difficult, we need to 
ask whether such a system is desirable. It  has the potential for cap 
ping Federal expenditures, but there is no assurance that this will 
be done by promoting efficiency rather than by shifting the cost 



burden to the beneficiaries, especially those who are lemt able to 
afford such costs. Whether an efficient and equitable voucher 
system can and will be designed ie a question that requires political 
as well as technical judgment. 



HOSPITAL PAYMENT UNDFJt MEDICARE 

(By JUDITH R. LAVE, University of Pittsburgh) 

INTRODUCTION 

In April 1983, Congrem pmed and the Prmident signed Public 
Law 98-21, the 1983 Social Security Amendments, which estab- 
lished a national medicare hospital prospective payment system, a 
fundamental change in the method uaed by medicare to reimburse 
hospitals for services rendered to beneficiaries. This law followed 
shortly after the Tax Equity and Fiscal Reeponsibility Act of 1982 
(TEFRA), which had made radical changes in medicare reimbum- 
ment policy. Even with these changes, which are estimated to save 
$6.8 billion between 1983 and 1986 over the prior law, the Medicare 
Hospital Insurance Trust Fund is expected to go broke by 1990.l 
Consequently, the Congressional 'Budget OFfxce and the Congres- 
sional Research Service were asked by the Committee on Ways and 
Means to convene this conference to provide guidance on possible 
future changes in the medicare program, It is my charge to focus 
on payment options for hospitals. 
The discussion of options for change in the way the Federal Gov- 

ernment directly reimburses hospitals should be more limited than 
that for the other areas that will be addresged a t  this conference. 
The reason for this judgment is simple: a mqjor structural change 
(reform?) has just been implemented and it seems prudent to see 
how .the health care system will adapt to it. Piling on another 
maor change at this time would be dysfunctional and it would 
probably negate the benefits of both changes. This limitation does 
not mean that the States should be discouraged from establishing 
alternative reimbursement systems in which the Federal Govern- 
ment participates. 
This paper, like Gaul, is divided into three parts. First, there is a 

brief summary of medicare hospital reimbursement policy. Second, 
certain features of the current system are examined and option8 
for minor changes in current law-some designed to save money 
and others to increase the equity of the system-are proposed. In 
addition, the major incentives embodid in the prospective pay- 
ment system are discussed. Third, some of the inherent problema in 
managing a restrictive hospital inpatient reimbursement program 
in essentially a fee for service aystem in an era of structural 
changes are addressed. These, in conjunction with trends in the 
private sector, lead to some recommendations for changes in the 
adminietration of the program (in the short run) and for major 

1 "Rospecta for Medicado Hoepita1 Insurance hret Fund" prepared by the Congnasiod 
Budget Mce for the apecial Committee on Aging. U.B. Senate, 98th Con-, 1st aemlon (1988). 
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changes in the structure of the medicare program in the longer 
run. 

In 1965, Congress enacted the medicare program, the goal of 
which was to provide Federal health insurance for the elderly in 
order to improve their access to mainstream medical care. 

The law establishing medicare mandated that institutional pro- 
viders should be reimbursed for the reasonable costs of providing 
services to beneficiaries. In 1965 this reimbursement principle, 
which had been endorsed by the American Hospital Association as 
early as 1953, was the basis of hospital payment for most Blue 
Cross plans, the largest private third party payer. Thus, in incorpo- 
rating cost based reimbursement, medicare was following the then 
predominant p ra~ t i ce .~  Between 1966 and 1982, this reimbursement 
principle was followed although there was considerable tightening 
of the definition of reasonable costs both through legislation and 
through reg~la t ion .~  

Between 1966 and 1982 the costs of the medicare program ex- 
ploded. Hospital reimbursements, which represent about 99 percent 
of part A expenditures and 71 percent of total medicare expendi- 
tures, increased at an annual rate of about 20 percent. Some of the 
increase in expenditures was attributed to an increase in the bene- 
ficiary population (due to the expansion of entitlement to the dis- 
abled and to people with end stage renal disease and the growth of 
the over-65 population), and some to an increase in utilization. But 
most of the increase was attributable to increases in the unit cost 
of care-the cost of a hospital day. Retrospective cost based third 
party reimbursement, in a world with little patient cost sharing 
and an open ended entitlement, was considered to be the major 
factor contributing to the explosion in hospital costs.4 The increase 
in costs, accompanied by the associated increase in hospital rev- 
enues, facilitated the expansion of the hospital sector. It encour- 
aged an upgrading of hospital facilities and services (in 1965 some 
were quite bad) and improved the access to the hospital system by 
the elderly in general and the disadvantaged elderly in pa r t i c~ la r ,~  
this increased access was a goal of the program. However, if in 
1965 when medicare was passed improving access to the health 
care system was the major concern of public policymakers, by the 
mid-1970's cost containment was the overriding concern. 

In 1982, the Congress passed TEFRA which changed hospital re- 
imbursement methods. First, the basis of reimbursement was shift- 

=The  factors leading to the original reimbursement pliciea are discussed in H. M. Somera 
and A. R. Somers "Medicare and the Hwpitals" (Broolungs, 1967) and R. J. Myem "Medicare" 
(Irwin, 1970). 

3 Some important changes are: The removal of the %percent factor and introduction of the 
nursing differential (1969), the introduction of limits under sec. 223 of the 19'72 amendments and 
their continuous tightenin the revised rules for allocating cmt of malpractice insurance premi- 
ums and the reduction of t f e  nursing differential (1981). 

4 These same conditions predominated in the private eector as well as the public sector. Un- 
derpinning the retrospective cost based system was a hidden stimulus in the form of tax exempt 
bonds which facilitated facility and equipment purchases. 

See for example M. Ruther and A. Dobson 'Equal Treatment and Unequal Benefits: A reex- 
amination of the Use of Medicare Services by Race, 1967-1976" Health Care Financing Revlew, 
Winter 1981 and C. Link, S. Long, and R. Settler "Equit and the Utilization of Health Care 
Services by the Medicare Elderly" the Journal of Human &sources, Spring 1982. 



ed from an implicit per diem system to a per case system; second, 
case-mix wai3 incorporated explicitly into the payment system; and 
third, a limit was placed on the rate of increase in medicare costs 
per case that would be reimbursed. Although the language of the 
statute continued to use the term "reasonable costs," the concept 
was radically changed. Costs per case higher than 120 percent of 
the average costs of comparable hospitals (wage and case-mix ad- 
justed) or which increased more than the target rate over the base 
year were no longer considered rea~onable.~ TEFRA also required 
that the Secretary develop a prospective payment system. The Sec- 
retary reported to the Congress in December 1982, and by April 
1983 prospective payment was embedded in law. 

The basic features of the medicare prospective payment system 
are the following: (1) all patients will be classified into one of 468 
diagnostic related groups (DRG's); (2) with the exception of a limit- 
ed number of "outlier" patients, the hospital will receive a fixed 
payment per DRG to cover operating costs (initially capital costs 
and direct education costs will be passed through); and (3) the pay- 
ment received by a hospital will vary with the area wages, whether 
it is in an urban or rural location and the number of full-time in- 
terns and residents it has on its staff. There is a &year phase-in 
period during which the payment rates shift from being essentially 
based on the hospital's own "reasonable" costs, to being set on a 
national basis (with the exceptions of the adjustments noted above). 
Thus, with limited excepti6ns, by 1987 payments to an individual 
hospital for care provided to medicare beneficiaries will not be 
based on its own costs. 
I The law contains a number of provisions requiring studies and 
Seports that will help guide the evolution of the system. For exam- 
ple, a commission is to be established to conduct studies and to 
advise the Secretary on changes in "DRG" definition and payment 
fates; the Secretary is to monitor the progress of prospective pay- 
ment and to report on such factors as the feasibility of adjusting 
DRG's for severity, and whether preadmission certification should 
be required. 

With this background, we now turn to the body of the paper. 

The medicare prospective payment system [PPS] represents a 
fundamental change in the way hospitals are to be paid. In order 

, for hospitals to survive under the system, administrators must 
make basic changes in the way they collect and use information 
and how they interact with the medical staff. The professional as- 
sociations and consulting organizations through conferences, work- 
shops, and journals are providing hospitals with advice on how to 
prepare for PPS. While these structural changes are taking place, 
it does not seem wise to propose "another" approach to hospital re- 
imbursement. In this section, therefore, certain features of the pro- 
posed system are examined and options proposed either to save 

This is obviously a very simplified description of TEFRA. The ideas incorporated in TEFRA 
were incubating for some time. HCFA had been working on casemix limit system for posaible 
implementation under sec. 223 authority and had contemplated incorporating a rate of increase 
limit. 



money or to improve the "equity" of the system. Two features, pay- 
ment rates and adjustments for teaching, are discussed in consider- 
able detail because I believe they need to be changed 
immediately. " 
1. The payment rate 

Under current law, the payment level for each DRG is to be es- 
tablished on a national basis by-1987 but will vary by hospital loca- 
tion (urban, rural), by area wage levels and by teaching levels. The 
concept of a national rate and the speed with which it is to fully 
implemented should be reevaluated. 

Hospital care like all services is a locally produced and consumed 
good. Controling for wage differences, teaching and location 
(urbanlrural), there are significant differences in the cost per case 
by region. Some of this regional difference is due to regional pat- 
terns in length of stay, some is due to differences in the prices 
which hospitals have to pay for factors of production such as food 
and electricity and the rest to other unmeasured factors. Factor 
price information is consistently available at the local level only 
for wages, However, other prices also vary. For example, the 
"household" cost of food and electricity in Dallas are respectively 
95 percent and 86 percent of the national average whereas in 
Philadelphia they are each 112 percent of the national a ~ e r a g e . ~  

These large regional differences are apparent both from data 
published by HCFA and from an early analysis of the regional ef- 
fects of PPS. For example, after controlling for wages, case-mix, 
and teaching, the medicare cost per case of urban hospitals is ap- 
proximately 20 percent higher in the east north central region 
than it is in the east south central region.* Additionally, under a 
system with national rates, 62 percent of the hospitals in the Em 
region would receive an average 13-percent reducti~n in their pay- 
m e n t ~ . ~  These large reductions in some regions would be occurring 
a t  the same time hospitals would be experiencing considerable 
pressure because of the overall limit imposed on how much the 
rates on average can increase.1° 

If these reductions were being experienced by a small percentage 
of hospitals within a market area, there would be no particular 
reason for concern. However, given the magnitude of the necessary 
ad'ustments suggested by these numbers and the number of hospi- I ta s affected, there is, I believe, significant reason for concern. 
There is evidence from the State rate setting programs and from 
studies of the effects of section 223 limits, that the relative high 

One h u e  that is not addressed is that of capital. Capital must be included in the DRG ay 
ment rate and the most feasible way of doing thia is to add a fixed percentage to each ~ R G  
payment. Some andfatherin will be necessary, and or o tion to put a small percentage of the 
p a p e n t  into a &te p l ,  if t t e  State a wishes tpnsiderd 

From data reported in "Statistical Ahtract of the United Statee," U.S. Department of Com- 
merce, 1982, pp. 466 and 469. Data on these items are only available for a l~mited number of 
SMSA'B. 

Calculated from data in the Federal Register, Sept. 1, 1983. If medicare cost per caee for 
hcepitala in the Northeast is set equal to 1, the relative values for the other re 'on8 are mid- 
Atlantic, 0.92; south Atlantic, 0.93; east north central, 1.01; east south central, 0%; west north 
central, 0.97; west south central, 0.91; Mountain, 0.91; Pacific, 0.98. 

O Personal communication, Congressional Budget Oftice. 
l o  To some extent the problem faced by some "regions" are mirrored by the hospital8 in cen- 

tral cities. The wage adjustment used by HCFA is the SMSA wage, however, wages of central 
city haspitals are higher than those In the "ring." 



a t  hospitals have not reduced their costa. Thue we have no evi- 
dence that hospitals can adjuat to this kind of reduction in pay- 
ment levele.ll Since the majority of the savings from prospective 
payment come from the limit on the rate of increase in rates, and 
not from the reallocation of payments among hospitals, i t  may be 
wise to consider a slow down in the phaae-in of national rates. Such 
a slow down is necessary to sustain the system, (It is also question- 
able whether such a reallocation of medicare reimbursements to 
certain area8 of the country is warranted when there is no evi- 
dence that the quality of care is lower there.) 

Thus, I propose that the phaae-in schedule be slowed down and 
that HCFA work with both the Bureau of Labor Statistics and the 
Bureau of Economic Analysis to collect better price data a t  the 
local level. This is likely to be a byear effort. If the phase-in is not 
slowed down, then better data should still be collected but in the 
interim. the wage adjustment factor should be applied to 100 per- 
cent of costs.12 (Better data, however, aleo need to be collected on 
wages as preliminary analysis by the Maryland Cost Commission of 
the HCFA Wage Index with more complete wage data, suggests the 
HCFA data are unreliable.) 

2. The teaching acljuatment 
Under current law, the DRG paymenb to individual hospitals in- 

crease with the number of full time interns and residents per bed 
(IRB). The increment was determined by a statistical analysis of 
the relationship between the medicare cost per case and IRB (con- 
troling for other factors) which indicated that costa rose 5.79 per- 
cent for every percentage point increase in the number of interns 
and residents per bed. The law mandates that this factor be dou- 
bled in setting the DRG rate for hospitals; in other words, teaching 
factor is to be doubled. 

The doubling of the teaching factor means that the teaching in- 
stitutions are at a strong advantage relative to other hospitals, and 
that the advantage increases with the  size of the teaching p r e  
grams. Thus, one option that would both save money and would 
treat all hospitals more comparably would be to reduce the size of 
the teaching factor. It should perhaps be noted that the "teaching 
factor" was originally doubled because the estimating equation con- 
tained variables (SMSA size and bed size) that are not considered 
in the setting of the payment rates but are positively correlated 
with IRB. If this coefficient alone were used to adjust for the indi- 
rect cost of teaching then the teaching institutions, particularly 
those in large urban areas, would be relatively adversely affected. 
Thue, HCFA should be directed to reestimate the teaching factor, 
using as control variables only those variables that are actually 
taken into account in establishing the payment rates. Preliminary 
evidence suggeets that the teaching coefficient would increase from 

"0. Andarson and J. Lave "State Rata Setting Pmgrams, Do They Increaas Efficiency in 
Hq~tcs lq"  Medical Cam, forthmnin 

Thte eolu!!on would be ~ n d l ~ ~ b y ~ a t a c b t ~ o a l  rpnrlla npaM In J. PeUh I1 and J. V e r  
t- "Relhbllity and Validity rn Harp~tal CaeeMm Meaaurernent," Health &re Financing 
Review, December 19R2. 



5.79 to about 9.13 Reducing the indirect teaching adjustment from 
11.58 to 9 would save $3 billion between 1985 to 1988, 

For a given DRG, a teaching institution receives a higher reim- 
bursement than a community hospital. This higher reimbursement 
compensates the institution both for the indirect costs associated 
with teaching and for the increased severity and complexity of pa- 
tienb seen. The teaching adjustment also helps to moderate the 
effect of the slight underpricing of the more complex DRG's result- 
ing from the way that the payment rates are calculated.14 Howev- 
er, many cases treated in the teaching institutions are routine, un- 
complicated cases. One option that could be considered would be to 
eliminate the teaching adjustment for a subset of DRG1s that 
would be identified as routine cases by a panel of experts such a~ 
the Prospective Payment Commission. 

The teaching adjustment is not deeigned to compensate these in- 
stitutions for the relatively higher proportion of uncompensated 
care they provide. However, large teaching hospitals on average 
treat a sizable proportion of patienta (20.3 percent) who are unin- 
sured. This compares with 8-2 and 9.8 percent of admissions for 
nonteaching and small teaching hospitals respectively. l S  Thus as 
medicare and other payors tighten their payments, the financial 
situation of these institutions will worsen. DRG payments could be 
increased so that medicare would share in the cost of providing 
care to people without the financial resouxces to pay for it. (Some 
of the money saved by reducing the teaching adjustment could be 
used to pay for uncompensated care.) 

Thus it ie recommended that HCFA be redirected to reestimate 
the teaching coefficient and that adjustment for indirect teaching 
costa be reduced. In addition, it is recommended that the medicare 
policy of not sharing in the cost of uncompensated care be ended 
and that the DRG payment (to all institutions not only the teach- 
ing institutions) be increased to reflect some sharing in that cost. 

9. Outlkm 
Under current law, hospitalized patients who have long lengths 

of stay or who incur charges significantly higher than the average 
patient in a given DRG are classified as outliers and the payment 
to the hospitaI is adjusted upward. There is, however, no provision 
in the law to characterize patients who stay a very short time, rela- 
tive to the average, as an "outlier1' and to adjust the payment for 
them accordingly. Thus, for some DRG's, there may be incentives 
to admit someone as an inpatient who could be treated on an out- 
patient basis because it is profitable for a hmpital to do so. (This 
outlier problem is one of a class of admission problems to be dis- 
cussed in more detail below.) To Limit this incentive, Congress 
~lhould mandate that outlier criteria be deveIoped for those dis- 
charges that stay a significantly shorter time than the average. 

lJPemnel communlcatlon f o m  Oerard Anderaon, Johne Hopklna Unlvereity, formerly at the 
Oftlee of the Secretary, DHHS. 

1' Wlca of Techno1 Atmmment, ''Mapcab I b M  Grw and the Medimre h.ogram: 
ImpUcation for ~edk8%echnology," W M m g a *  1883, p p  31-g 

' 6  From e ial tabulatione prepared by G ,  ndereon from a 1981 survey of hoepitale conduck 
ed by the & e of Civll Rluhte. 



(The incentive to admit short atay patients could also be reduced by 
establishing strong preadmi~ion review criteria.) 

4. Technology 
Under current law, the Prospective. Payment Commission is to 

advise the Secretary with respect to the general increase in rates 
to allow for technological changes as well aa revisions in the defini- 
tion of the DRGs and the prices paid for them. This continuous ad- 
aptation of the system is critical. The DRG system will stimulate 
the development of and introduction of general or DRG specific 
costrreducing technologies, It is easy to predict, however, that there 
will be strong preesures on the Commimion to expand the number 
of DRG's to adjust for different ways of treating similar patients, 
and to increase the relative .price of each DRG as new but more 
expensive diagnostic and treatment procedures become available. 

The revised payment eystem offers an opportunity to moderate 
the flow of new technology into the health care sector. Good jnfor- 
mation should be required before either payment rates or DRG's 
are revised.I6 The Congress might consider providing some guide- 
lines to the Commission and the Secreta to use in revising 
DRG's; for example, implicit standards coulrbe developed on the 
need for expensive technologies to meet certain standards of effec- 
tiveness-where effectiveness would be measured both in terms of 
the effect on life span and life quality. 
5. Rate of increase limits 

The current law gives explicit direction, on how payment rates 
should be increased at bast  in the near future. Ementially pay- 
ment rates on average are to increase by "market baeket plus 
one." The market basket is a meaaure of the rate of increase in the 
prices that hospitals have to pay for their inputs, and the addition- 
al 1 percentage point is to provide some room for "technolo 'cal" 
change. As the market basket price index has consistent P y in- 
creased more than the price index of goods and services in general, 
this increase rule almost guarantees that medicare and average re- 
imbursements per case hoapital coste will continue to increase at a 
faster rate than the price of goods and services in general. 

Thus, to reduce.the escalation in the costs of the medicare!' pro- 
gram, either of these factors mud  be reduced. The current con- 
strainta are very tight relative to hietorical experience, and it 
seems 'worthwhile to see if they can be effective before suggesting 
tightening them further. (Tightening them further is a l ~ o  unrealis- 
tic unless the policy of quickly moving to national rates is re- 
versed.) In addition, the amount that medicare pays is constkained 
by what is happening in the private sector. If the private sector 
does not follow medicare by implementing policies that cornple- 
ment its cost containing efforts, then the gap between the public 
and private payment rates would become quite wide. In that case, 

1aThere is coneiderable q w r n e n t  that new techno1 ie a mdw betor increaeing coats and 
new procedun*, ere olten widely difYused before their extiveneea hae been eelablished. See for 
example S. AJiman and R. Blendon ad. "Medical Technology: The Culprit Behind Health Cam 
Coats. ' DHEW Publication N. ~ ~ ~ 5 1 9 - 9 2 1 6 .  

' 7  One wa to change thh market bwket index would be to eubetitutb the incrsase of general 
area wagen &r the irlcr- hosp~tul worken wag-. 



i t  is unlikely that medicare could tighten ite payment rates further 
unless a general cost control program is implemented. 

6. State rateaetting 
The current law gives some encouragement to States to imple- 

ment "all payer" hospital State rate setting programs. I t  seems 
likely that the new medicare law will stimulate interest in such 
programs for a number of reasons. Some private insurers, for ex- 
ample, are concerned that the effect of the new medicare law will 
be to shift coats to them and they, therefore, would like to con- 
strain the hospitals' ability to do so.18 In addition, hwpitala, par- 
ticularly those in the most negatively affected regions, may believe 
that they will have more control over their individual. fates under a 
State ratesetting system than under a medicare D W  system. A 
State ratesetting system, with its builtcin appeals process is likely 
to be more responsive to the needs of individual hospitals and the 
distribution of winners and losers is likely to be much different 
under the two systems. In addition, given that hospitals are impor- 
tant parts of the fabric of a community, many communities may 
want control over the structure of the hospital sector. Finally, as 
State rabsettjng eystems are all payer systems, they provide a 
socia1 mechanism for dealing with the problem of uncompensated 
care and can moderate a tendency toward a "two class medical 
system for medicare patients." l o  Many policy analysts argue that 
State ratesetting programs should be discouraged because they will 
stifle innovation and limit c ~ m p e t i t i o n . ~ ~  They believe that the dis- 
advantages of ratesetting outweighs their advantage~ and that poli- 
cymakers should seek other mechanisms for dealing with rising 
costs and bad debts. However, I do not believe that innovation a t  
the State level should be dbcouraged; rather as mandated by 
Public Law 98-21, the Federal Government should support State 
ratesetting activity if it meete the Federal guidelines. 

7. Cost containment 
Can the medicare prospective system be effective, if it is the only 

payor that is limiting its reimbursements? Will the final result be 
a twoclaas syetem, in which public and private patients are sepa- 
rated either by facility or by treatment? Should the Federal Gov- 
ernment once again try to implement general hospital coat contain- 
ment legislation? Althou h there is no doubt that i t  is much more 
efficient to manage a D fi G ~ y ~ t e m  in the context of an d l  payor 
system, m recommendation is to once again, take a wait and see 
strategy. h b l i c  expenditures represent approximately 56 percent 

laJamea Morefield "View Rom Inmrerd' per repared for "Health Care Inatitutione in 
Flux: Chon n ~e~mbursement  Patterne in tc 1988h' conference eponsomd by the Institute 
ror Health $o&y A d  Adminintratian, DB rtrnsnt of Health Service8 Adminhtmtton, George 
Waahington Univereity, W a s h i n p n ,  D.C., gpternber 1983. 

I P  In Rome regions the potentla1 Tor Zelaaa ayakm under State rateaettlng mi& if  the totd 
medicare "allocatione" to a State ia directly related to what it would be under a DRC eyatem 
with national ram;  articul?rl in the short run. F Sloan, "The Xcadernlo 6isrpomt" pay&iepemd fa "Health &re InelituUona in Flux: 
Chan n Hoimbureement Patterm in the 98 8" conference aponaored by the Jnntitute for 
~ e a l 8  h i  nnd pdminiatration. Da artmeol d Health Services Adrn~nirrtraiion, .Ch e 
~Rshington%niverelt Washington ~ . 8 .  September 1983. See aleo J. A. Meyer, Paao~ng XO 
Hoolth Care Buck. d o  Pays the hiddeh k t , "  Arnerienn Enterpries Institute, Waahington, 
1983. 



of overall revenues. The private sector too is trying to control its 
expenditures on health care services and .so i t  is highly unlikely 
that i t  will idly sit by and let the hospitals "cost shift." Thus, they 
too, are searching for innovative methods of controling costs, and 
although one option is clearly to follow the Federal lead and base 
payments to the extent possible on DRG's other outcomes are possi- 
ble. Although there may be some institutions that will not accept 
public payors, and some cases where treatment patterns will vary 
by patient payment source, this is unlikely to be widespread. How- 
ever, if the rate of increase. in hospital costs is not moderated or if 
a distinct two class system emerges, then it will be necessary to im- 
plement a general hospital cost containment program. 

Pros tive payment represents a fundamental change in the 
metho cl'= of paying for hospital care; a method with which we have 
limited e ~ p e r i e n c e . ~ ~  As noted above, for a hospital administrator 
to be able to respond effectively to the s stem, changes will have to 
be made in the hospital's accounting an $ reporting systems and the 
relationship between administration, trustees, and staff. The per 
case system should promote efficiency in the production of health 
care services and in the development and adoption of cost reducing 
technologies. I t  will have many other effects, possibly resulting in a 
decrease in inpatient hospital costs while increasing total health 
system costs or it may even lead to increased hospital use. These 
effects will have the consequence of offsetting some of the expected 
savings from prospective payment. 

The most significant of these responses are listed below: 
1. There will be incentives to decrease the services provided 

to patients; it is easy to predict bitter disagreements about 
whether these reductions are a "rational" response to newly 
imposed constraints or represent a deterioration in the quality 
of care provided.22 In addition, some hospitals will eliminate 
some services entirely and will stop treating certain conditions 
that require the curtailed services or are simply more costly 
than payments. 

2. Lengths of stay for particular diagnoses should decrease, 
but use of home health agencies, nursing home beds, and reha- 
bilitation centers will increase. I t  is possible that patients seen 
in these other settings will be "sicker" (and thus more costly) 
on average than those treated before the implementation of 
PPS. - - -. 

3. The number of admissions and readmiaeions will likely in- 
crease. Some patients who could be treated as outpatients may 
be treated as inpatients. In addition, there will be some incen- 
tives to space treatments or operation8 (if possible) rather then 

'1 DRG's are the Mi of payment in New Jersey. However, the rate for a given DRG variee 
a e m  hoepitale end are more cloeely related to the ~ndividual hoepitale coeta and many more 
patienta are identified an outliera 

2 0  Some of the reduced e e ~ c e s  will be truly unneoessary while others will re r w n t  mrvioes 
that have a poeitive but small probabilit of decting health outmmea See for example W. 
Schwartz "The Competitive S t r a w  w ~ E  it Affect the Qualit of.&ret" in J. Meyem, ed.. 
Market Reform ~n Health Care, Amer~cnn Enterpr- Institute, dshlngton, D.C., 1983. 



to do them during the same hospital episode. This incentive 
will be even Btronger for those hospitals experiencing de- 
creased occupancy rates-induced in part by shorter lengths of 
stay encouraged by PPS. 

4. Preadmission testing ahould increase, as it will occaaional- 
ly be possible to charge for preadmission testing under part B 
and collect the full DRG rate under part A. (This ie a form of 
"unbundling." The law makes i t  illegal to "unbundle" services 
while the patient ie hoepitalized-all services received must be 
covered by the DRG payment regardless of where that service 
was purchased; that is, a hospital could use an outside labora- 
tor .) 

Some legitimate recoding of disposes ma 
example: if 'frequency of urination ' is note dy as take the primary For 
diagnosis rather than "hypertrophy of the prostate" for a pa- 
tient who hm a transurethral resection of the prostate land, 
the patient will be classified in DRG 306 rather than DR 8 336. 
The pa ment for DRG 306 is about $290 higher than that for 
336.a3 addition, if the payment to marginal coat relationship 
varies across the alternative treatment modalities, the treatr 
ment selected ma be influenced by payment levels. 

6. Since every 6 RG represents a collection of different diag- 
noses and conditions with their associated treatments, it is pos- 
sible that some providers may attempt to establish policies to 
"skim" patients within a given DRG; that is they may try to 
select onIy the relatively inexpensive patients wlthin a given 
DRG and transfer the sicker patients elsewhere (the extent to 
which such policies can be developed and phyiciane encour- 
aged to follow them, is problematical). 

7. Services that have been cross subsidized by other services 
are likely to be phased out. Some of these services such as 
social services, nutritional counseling, health promotion or pre- 
vention activities may be services that contribute to a decrease 
in the cost of post hospital care, but to an increase in inpatient 
costs. 

8. The new financial arrangements will further stimulate the 
restucturing of the hospital sector. This restructuring of the 
hospital sector consists of the corporate restructuring of given 
hospitals, horizontal integration into hospital chains and verti- 
cal integration as the corporate structure links ambulatory 
care centers, hospitals, nursing homes, etc. 

Some of these possibilities are a general response to the end of 
open ended financing, some a response to constraints being im- 
posed on only one part of the system-the inpatient hospital  lector. 
Other chan es will be a response to the unit of payment (that is, 
the case an % not the patient day) and still others a response to the 
definition of the reimbursement unit (the DRG with its imperfect 
patient classification and pricing system-however, no case-mjx 
system will be perfect).24 

Examale WM suirmted bv Jack Wennbem. The numbera were. calculated from data in the . .. . 
Federal R&i&r. 

- 
P4 Some, although not all, of the pricing problem? for the DRO'a ehould be eliminated when 

the rates are updated in 1986. At that ink the m r ibilitiee of increasing the reimbure~ 
ment by sslccting the moel profitable ID% rats will% eKinated, 



The impact of these potential effects on the coets of the medicare 
program and the quality of care provided are difficult to anticipate. 
They may be so small that there is no need to develop countervail- 
ing regulations, or they may be sufficiently extensive to overwhelm 
the system. (The various incentives to increase admissions have 
been a major cause for concern. Yet the evaluation of the state 
rate-setting programs have indicated that the utilization effects 
were small.)au Many of these probleme however, were identified by 
Congress which mandated that the Secretary do a series of studies 
and to make recommendations to modify the s stem, It also man- k dated that the Peer Review Organizations (P 0's) focus on both 
quality of care and appropriations of admis~ ions .~~  

IV. LONGRUN SOLUTIONS 
If the perverse incentives that are embedded in the prospective 

payment system prove to be large, then I do not believe that they 
will be solvable within the current structure of the medicare 
system. 

Medicare, along with moat private insurance plans, makes cover- 
age and reimbursement policies that vary according to the location 
of the service and the characteristics of the individual or group 
providing that service. As the number of alternative providers and 
sites increase, there is great pressure to extend medicare reim- 
bursement to them. It is a feefor-service system where decisions 
must be made about what prices are ta be paid for which eervices 
in what location.27 It  is essentially an open-ended system, in which 
there are few limits placed on the number of units of service that 
will be paid for. 

The current structure of the medicare program does not lead to 
the most efficient mix of services (inpatient, phyeician, outpatient, 
etc.) or to the "ideal" number of services. The current financing 
mechanisms become more problematical as the number of services 
and providers, which are both complements and subatitutee for 
each other, increase. The problems multiply when there is consid- 
erable discretion as to whether to or how to diagnose and treat par- 
ticular conditions, Under this system, the direction of regulation is 
clear: increased preadmission review, increased governmental regu- 
lation over how and where care is delivered, and increased control 
over the prices of the individual services. Most of the problems 
these regulations are designed to correct will exist regardless of the 
particular structure of a hospital prospective payment system. 

' 8  An a n a M  of the eft& of State ratmetting on  a d m i m b  a n d  Ibng+ of stay, found no 
effect on sdmure~ona. b n g t h  of atay In mme Statee, I.%., New York, wh~ch p a ~ d  tor the barns of a 
per diem rate decreeaed relatively leee over the etudied time period than the aver e decreaee 
ocroas all stab. See N. Worthinglon and P. Piro,."The Effecta of Hospital Rate X t t i n g  Pro- 
p a m e  on Volumes oTServicee," Health Care Finanmng Review, December 1982. 

*bThem hna been eome quealion about whether the payment rate ahould be duced if the 
hospital experiences increased admieaione particulerly of the ma nal coet of an edmiesion ia 
lower than the average payment rate. 1 would argue againat thh% two rerreona: (1) Medicere 
sdmleeiona ere  only a fraction of total admissions, and they can r im when total admineions fall; 
(2) reaearch indicates lhaL if the increase in edmieeiona ie exwcted to be uennanent then mar- 
. 'nnl cost ia close to averege mat. See B. Friedman and M. Piul "A New 'Ap roach to Hoepitsl kt Functions and Some laeuee in Revenue Regulation," dealth Care finnncing Review, 
Winter 1983. 

Y 7  See for example, D. Y o u n ~  "What Should the .Government Pay for, and Where" in S. 
Allmen et d, Ambulatory a r e ,  (Laxington, Borta, Lex~ngtan, 1983). 



There are two long run alternatives to increased regulation: in- 
creased coet sharing or increased use of competin capitated sys- 
tems or managed health care delivery aystems. f he first option 
does not seem viable if past history is any guide. Many medicare 
beneficiaries would purchase supplemental medical insurance; for 
others, welfare assistance programs would bear the cost. Thus the 
incentive effecb of increased cost sharing would not be realized,28 

The second option would in effect turn the medicare rogram 
from an open-ended system to s closed system by enrolying the 
medicare beneficiaries in managed health delivery systems. Al- 
though HMO'e are the classic managed s stem, a number of other 
forms are emerging. This option would refieve the Federal Govern- 
ment from setting individual prices, would encourage the efficient 
mix of services and providers, would reduce the incentive to in- 
crease the volume of services, and would stimulate effective health 
education and promotion activities. I t  also would allow for regional 
variations in the practice of medicine. The drawbacks of capitated 
aystems are equally well known. There is a need to adjust for 
health status of enrollees in order to reduce the disincentive of 'en- 
rolling people with deteriorated health status and who will be 
heavy users of services. There is also an incentive to underproduce 
services. In addition, i t  is unlikely that these systems would have 
the same ability to eet prices as the Federal Government which is 
exerting mare and more of its monopsonistic power. Another paper 
a t  this conference is devoted to vouchers-and these issues are dis- 
cuwed in more depth thereSz9 

While medicare policy is undergoing change there are also some 
changes taking place in the private sector. Private payera (employ- 
ers) are becoming more actively involved in health care policy and 
in seeking mechaniems to control their health care liabilities. One 
result is the increased growth of HMO's and of other alternative 
delivery systems including preferred provider arrangements. While 
preferred provider arrangements are still evolving, they seem to 
have some basic charackriatics, the most important of which are 
strong utilization review and controlled use of providers. (The en- 
rollee choice of providers can be restricted to a subset of providers, 
or they can um other providens by paying an additional fee.) 

One way, however, for alternative delivery systems to reduce 
costs is to control directly where patients receive care. Thus, it i s  
likely that they will promote the uae of lower cost alternatives. 
One policy would be to limit use of tertiary care institutions to 
those patienta needing tertiar level care. This control over the eite 
of patient hospitalization is li 3: ely to take lace even in ratesetting 
States m long as there are significant di k' erences among hospitals 
in the cost per payment unit (day, case, or DRG). Thus, it seems 
likely that the long .run effects of prospective payment systems, 

"M. Gomlck hao propaeed a eyetern of i n c d  ooet aharing with e cataetmphic cap. IT the 
m h t ~ p h i c  mp warn net at a "reaaonnbls" level. it ia paaible that the elder1 would not pur- 
chase supplemental inauranee. However, thin ay~tem d m  not reslly ellrninat~ txe need far new- 
rate constraintn on hoa ihl conk. 

In Ihe short run, if would make eanw to m e w  the two pert8 of medicare sdminIatratively. 
The dietinction between inpatient and outpatient care are becoming bluny. In addition, ta the 
extent that the HCFA contractors move rrom bolng primarily claims processore. to more active 
monitom of the une olaenrices, they need ta lonow about the overall U8e of aervicm not juet one 
piece. 



controlled patient choices, and the growth of alternative delivery 
systems will put significant pressure on our premier health care in- 
stitutions. Patient revenues will thus become a much less reliable 
source of funding for training and research. It is likely that these 
other issues will have to be explicitly addreesed as options for 
change in the medicare program are considered. 

V. SUMMARY AND CONCLUSIONS 
With the implementation of the prospective payment system by 

medicare, the Nation has embarked on a national experiment in 
hospital reimbursement. In order for hospitals to survive, mqjor 
changes will have to be made in the internal administrative sys- 
tems, in the way decisions are made and in the relationships be- 
tween truetees, administratom, and physicians. 

Since the system is new it is important to let it evolve. However, 
certain features of PPS should be modified in the short run in 
order to sustain it in the long run. The phase-in period should be 
lengthened; better factor price information a t  the local level should 
be collected; the current adjustment for indirect teaching costs 
should be reduced, but an ad-ustment for the level of uncovered 
care provided by a hospital ad d ed. Research on refining the basis of 
payment (the DRG) and the method for determining the payment 
rates should be encouraged and funded. 
The health care system in general and the hospital industry in 

particular will respond to the PPS. As lengths of stay decrease and 
hospital occupancy rates fall, some hospitals will close wings and 
others may close complete1 It is easy to predict that there will be 
great outcries that the quality of care has diminished and that the 
practice of medicine is being intedered with. It is, therefore, impor- 
tant that the PRO'S monitor the quality of care. It is, however, es- 
sential to recognize that the system is designed to reduce inputs 
and to alter current practices that have developed in response to 
open-ended systems. Thus outcome measures of quality, unrelawd 
to treatment patterns, will have to be defined. Members of Con- 
gress will be under tremendous pressure to ameliorate the situa- 
tion-a pressure which should be by and large resisted, 
Although I have argued that the DRG system should be allowed 

to evolve, it is possible that it will collapse.2e In that case two al- 
ternatives ~lhould be considered: (1) a simple payment rate per case, 
initially based on the hospital's own base costs and increased by 
the market basket with a gross caae-rnix adjustment a t  final settle- 
ment could be set, or (2) preferred provider arrangements with cer- 
tain hospitals to provide services to medicare beneficiaries could be 
developed-a policy that would require modifying the freedom of 
choice provisions in the medicare law. 

As noted earlier, PPS is a pricing policy: it controls the price of 
only one input (acute hospital care) that goes into patient treat- 
ment. Given the increase in the cost in medicare, pricing policies 
will no doubt be developed for all other services. Utilization review 

a' At a meeting of the Ofice of Technology Amsament's Advimry panel on medical technol- 
and the coeta of the medicare program, one prominent panel member made a bet with an- 

X e r  member that the DRG eyetern would collapse. The first panel member was willing to give 
better than even odde to back up his certainty. 



activities ~ 9 1  have to be strengthened in order to control the quan- 
tity of services used and their mix. However, as the number of al- 
ternative aites and providers multiply (as they seem to be doing), 
the decisions that HCFA has to make will increase exponentially. 

This dynamic leads me to conclude that the delivery of medical 
services to the medicare beneficiaries will have to be managed. 
Federal regulations are one method of management, but they are 
likely to be rigid and not sensitive to regional or local concerns. 
They also promote the development of institutions that are respon- 
sive to reimbursement policies as opposed to real costs, In addition, 
prior experience suggests that regulations have not been effective. 
Thus it is important to'promote the development of alternatjve sys- 
tems of care in which organizations at risk are responsible for pro- 
viding services for medicare beneficiaries. With the exception of 
the price of acute hospital care, which may still have to be con- 
trolled, pficing policies with respect to other providers can be left 
to the prlvate sector. The HMO strategy is one such strategy, pre- 
ferred provider arrangements is another, the gatekeeper is a third 
and putting areas up for bid for management by the contractor is 
yet another. The growth of managed systems, however, is the topic 
of another paper and more HCFA demonstrations. 

These are two implications of the recent changes that are taking 
place in the health care sector that will have to be addressed by 
the legislators. The first is the effect of the tightening of hospital 
payment levels on the hospitals ability to finance uncompensated 
care. The second ie the likely effect of growth of alternative deliv- 
ery systems and competition on the ability of teaching hospitals to 
continue to support the training of interns and residents and re- 
search out of patient revenues. As the future of hospital payment 
policy under medicare is being debated, so too must the Federal 
role in funding uncompensated care and reaearch and training be 
discussed. 



COMMENTS ON "HOSPITAL PAYMENT UNDER MEDICARE" 

(By BRUCE C. VLADECK, The United Hospital Fund, Nau York, hr. Y.) 
Medicare has just embarked on the most far-reaching changes 

since its inception, in the implementation of the new DRGbased 
prospective payment EI stem, and the principal point in Dr. Lave's P excellent and thought ul paper on "Hospital Payment Under Medi- 
care" is that i t  would robably be prudent to wait a little while to 
see what happens be !' ore contemplating m 'or changes in that 
system. I heartily agree. .Moreover, as Dr. 1 ave notes, the new 
system, already in place, is projected to save the hospital insurance 
trust fund $6.8 billion dollars over the next 3 ears. While that 
ma only postpone the insolvency of the trust und by one year, 
(6 . i  b 

T 
illion ia still a substantial piece of change, and one wonders 

how much more savings can reasonably be expected from changes 
in payment methods for one class of providem. 

Nonetheless, as Dr. Lave poinb out, there are some relative1 
short-term concerns about the new system which need to be ad: 
dressed sooner rather than later. Further, there are some more 
basic underlying conceptual and economic iswes that can appropri- 
ately be addreseed at this point, These comments will touch on a 
number of these imues, beginning first with those that are moat 
immediate and most technical, moving through what might be 
called an intermediate level, and concluding with some broader 
conceptual discussion. 

National rate 
The plan to e-blish uniform national D m ' s  by 1986 s t r i k ~  me 

as a triumph of conceptual neatness over sound poli , Dr. Lave's 
technical objections to uniform national rates are a 7 1 compelling 
and on point, but she slights an a t  leaat equally telling criticiem: 
Movement to uniform national ratea produces no net savings to the 
trust fund whatsoever. For every hospital or group of hospitals that 
is severely and unfairly penalized by the inherent arbitrariness of 
a single national standard, there is a s metrical hospital or group 
of hospitals that receivee an unmerizwindfell .  A uniform nation- 
al standard of efficient and effective production of care is certainly 
needed in the determination of medicare payment rates, but to 
make that standard the sole basis for the rates, in light of the enor- 
mous variations in cost patterns from one part of the country to 
another, reflecta a preference for abstract principle over simple 
e uity or even common sense. 
!Dr. Lave recommends that the movement toward uniform na- 

tional rates be delayed until substantially better data is available 
(101) 



on actual input cost variations from one region to another. I would 
o a step further. Since no system of price-setting can ever be per- 

fect, the prudent and equitable thing to do is to always continue to 
base a t  least a reasonable portion of any hospital's payment rates 
on its historic cost patterns. In New Jersey, a relatively complex 
formula has produced a pattern in which each hospitals rate for 
any given DRG is based roughly 50 percent on a uniform standard, 
and roughly 50 percent on the hospital's own historical cost experi- 
ence, and that seems to be a reasonable approach. 

Volume variability 
Dr. Lave legitimate1 raises a number of questions about the in- 

centivea in DRGbase d' payment systems to encourage marginally 
necessary or unnecessary admissions and readmissions. In  addition 
to raising questions about the integrity of the system, those incen- 
tives also threaten the expected savings. Rather than establishing 
low length-of+tay outliers as  a partial solution to this problem, or  
devolving all of the responsibility to PRO'S, i t  would make much 
more sense, I think, to devleop a n  explicit volume variability ad- 
justment in the medicare propsective payment system. 

All forms of hospital payment suffer from the significant discrep 
ancy between average and marginal cost in hospital services, but 
the greater the level of aggregation in the payment unit, the more 
pronounced that  effect becomes. Paying by the case can create sub- 
stantial windfalls to institutions with marginal increases in the 
volume of admissions, while similarly creating excessive revenue 
losses for those with relatively small admissions declines. The ap- 
plication of appropriate volume adjustments in prospective pay- 
ment svstems is technicallv straightforward and relativelv s im~le .  
suppo&d by sound recedknt frgm state rate setting sys6ms, ind  
rooted directly in t e economics of the problem to which it re- 
sponds. 

R 
Technology 

The rate of adoption of new technologies in hospital services is 
obviously a central concern, but there is very little empirical evi- 
dence on which to base any substantial faith in either formal tech- 

assessment procedures or the ability of organizations like 
the nolo% P 0's to adequately address this concern. One only partial so- 
lution, but a very effective one is to include the portion of hospital 
capital, costa related to moveable equipment (which automatically 
encompasses most new diagnostic technologies as well as many new 
therapeutic technologies) into per-case DRG rates. As has been the 
experience on New Jersey, hospitals under such a system have an  
automatic incentive to adopt those new technologies which increase 
productivity, in the sense of reducing total costs for caring for pa- 
tients within a specific DRG. The problem of technologies which 
produce a qualitatively superior outcome while increasing the costa 
of care remains, but that  is a smaller problem than trying to ad- 
dress all new technologies. 

In passing, while on the subject of ca ital, I need to register per- P sonal alarm at the notion of any sort o formula add-on for capital, 
even if only plant capital. Dr. Lave's suggestions that states be per- 
mitted to pool such funds, and that  costs incurred prior to the de- 



velopment of new capital reimbursement mechanisms be grand- 
fathered, do not completely allay those concerns. A full considera- 
tion of this issue is outside the scope of this discussion, but the flat 
add-on strikes me as a simple solution to a very complicated proh 
lem, and thus probably an madequate 0ne.l 

PRO'S 
Dr. Lave is absolutely correct in emphasizing the criticall im- 

portant role of PRO'S in quality assurance under a DRG-base d pro- 
spective payment system. While the incentives to underprovide 
services are much stronger in a DRGbased system than in cost- 
based reimbursement, however, the uality of services being ren- 
dered to medicare beneficiaries has a 1 ways been a legitimate con- 
cern of the program. DRG's, in other words, do not create the prob- 
lem of a need for quality assurance. They only put i t  in somewhat 
different forms. 

In thirs regard, the track record of a professional peer review is 
less than entirely encouraging. On the other hand, it was the ex- 
plicit objective of many of those who were involved in the early de- 
velo ment of DRC-based reimbursement systems to develop a 
met 1 odology and a "common language" which would permit more 
sophisticated and effective focusing of quality assurance activities 
on important issues. There are a number of ways in which DRG's 
are inherent1 useful for quality aseurance purpo~ea-in some i" sense, after a1 , that's what they were created for. 

Rate of increase 
The greatest policy breakthrough, i t  seems to me, in the last 

years' evolution of medicare prospective qayment is not 80 much 
the adoption of DRG's but the notion of 'budget neutrality." For 
the first time, there exisb the statutory authority, as well as the 
necessary technical tools, for the Secretary of Health and Human 
Services to establish, a t  the beginning of the year, within reason- 
able bounds of estimation (especially if a volume variability adjust- 
ment is added to the syetem), the total medicare liability for inpa- 
tient hospital services for the coming year. In order to do so, she 
need only determine one number-the allowable inflation rate for 
the medicare average cost per case. 

Dr. Lave quite correctly points out that the real savings from 
prospective payment systems arise not from the reallocation of rev- 
enues among hospitals, but from reductions in rate of growth of 
overall hospital inflation. She is also correct in noting that an in- 
flation rate of input pr im plus one is substantial1 more stringent 
than anything within memory the hospital in d ustry has been 
forced to encounter. I t  is, as she also notes, subatantially less infla- 
tion than even the most optimistic private payers might hope to 
achieve. 

A t  the same time, however, the pattern Dr. Lave notes in which 
the medical basket has increaeed faster than general inflation sug- 
gests that the absence of price constraints has obviated, in the hos- 
pital industry, the incentives other induatries have long had to 

I CP. Gerard Anderaon and Paul B. Oinabug, "Prcemve Capital Payment lo Haepitals," 2 
Health Afl'ain (fall. 19831 pp. 62-63. 



change their input factor mix in reeponse to differential price in- 
creases across typea of inputs. More importantly, there is a t  least 
some precedent for the legislative enactment of a lower rate of in- 
crease. The Massachusetts ra-etting law is predicated on a 
growth rate over a 3-year period of input prices less 1.6 percent per 
year. The notion there, which is clearly defensible conceptually, is 
that we should be able to expect productivity improvements in the 
hospital industry. 

It is also important to note that the CBO estimates that a rate of 
increase in hospital prices of input price minus 1.6 percent per 
year would keep the trust fund solvent indefinitely, without any 
further changes in the p r o g ~ a m . ~  We undoubtedly should wait and 
see what happens over the first 9 yeam of medicare DRG's in terms 
of the effects of input prices plus one, but there is no need to be 
wedded to that target forever. 

INTERMEDIATE ISSUES 
State systems 

Dr. Lave takes two position8 that are logically consistent but not, 
I believe, practically compatible. She contends that the Federal 
Government should remain neutral toward alternative State sys- 
tems, and should not encourage the development of all-payer sys- 
tems, but she expresses concern about the problem of uncornpensat- 
ed care, euggesting that perhaps medicare should begin to recog- 
nize an explicit subsidy for part of the burden incurred by hospitals 
treating uninsured and indigent patients. As a practical matter, 
however, the only proven existing method that appears to be politi- 
cally and practically feaeible in the near future to adequately ad- 
dress the problems of uncompensated care and the needs of the 
hospitals that serve substantial numbers of indigents ia the imple- 
mentation of all-payer State rate-setting systems with explicit un- 
compensated care subsidies. Such subsidies are obviously imperfect, 
applying as they do only to hospital-based services. Broader insur- 
ance entitIements would be preferable from the standpoint both of 
economic theory and sound policy. But it is very unlikely that we 
will have either such expanded entitlements or explicit medicare 
subsidies for uncompensated care in the near future. 

State-run all-payer systems have demonstrated the ability to 
solve at least a piece of the uncompensated care problem while 
saving medicare as much money as its prospective payment system 
will. The problems of financially distressed institutions, especially 
in our inner cities, cannot wait for long-term solutions, and thus it 
seems to me the State option needs to be much more aggressively 
promoted. 

Teaching costs 

Indirect and hidden subsidies are never popular among econe 
mists or policy theorists, but they may not be such a bad way to do 
business. One can certainly make a practical, if not theoretical case 

*U.8. Senate, Special Committee on Aglng. "Proupects for Medlcare'm Hoepltal Insurnnce 
Truat hnd:' S. Pnnt 98-17, March 1983, p. 8. 



for the maintenance of some level of subidization for graduate 
medical education in medicare payment rates. 

I agree with Dr. Lave that the subsidy now contained in the 
medicare prospective payment system is almost certainly too large, 
but I fear the suggestion that it be reduced by eliminating the indi- 
rect teaching cost adjustment from routine c w s  would be counter- 
productive. 

There is a rather subtle technical issue involved here. While 
teaching hospitals seem .particularly concerned about the problem 
of inteneity within DRGJs, on the notion that within any given 
DRG they probably treat the sicker cases, in my own view that pre- 
sents much leas of a fiscal threat to teaching hospitals than what 
might be called the rate compression problem. Essentially, the rate 
compression problem is that, because of the way costs, especially 
nursing and overhead costs in ancillary departments, are allocated 
in all existing payment systems, there is a systematic overpricing 
of routine cases and underpricing of complex ones. To put the same 
proposition another way, the range of relative case-mix rates con- 
tained, in the medicare DRG system ia too narrow because of a 
series of accounting artifacts. As a result, simple cases subsidize 
complex ones. To remove the indirect teaching adjustment from 
simple cases would be to remove that subsidy, and thus leave the 
adjustment only for underpriced complex cases. That would be 
likely to have a particularly baleful effect on major teaching insti- 
tutions, 

Consolidation of parts A and B 
There appears to be a. groeng  coneenaus that ,merging parts A 

and B of medicare, certainly on the benefit side if not immediately 
on the financing eide, makes both administrative and policy sense. 
Among other things, such a merger (preferably in conjunction with 
some benefit design) would remove existing incentives for the un- 
bundling of what are now hosptiaf-based services. We need to go 
one step further, however. As long as we are merging parts A and 
B, we should address the fact that, contrary to the undoubtedly sin- 
cere public statements of its administrators, medicare already is 
very much a long term care program. It.pays substantial costs for 
long term care for patients in acute hospitals awaiting nursing 
home placement, admitted to hospitals from nursing homes, or re- 
ceiving physician or other services in the long-term care setting, as 
well as the explicitly-recognized long-term care coeb in skilled 
nursing facilities and home health agencies. Conversely, medicaid 
has become the de facto catwtrophic insurance arm of medicare, a t  
least for long-term care clients. 
Dr. Lave is undoubtedly correct in predicting that DRGbased 

medicare reimbursement will increase pressures to discharge rela- 
tively sicker patients from the acute setting to long-term care set- 
tings. What needs to be recognized, however, is that such patients, 
and in the long term the medicare system financially as well as 
programmatically, are much better sewed by a further integration 
of the acute and long-term care sectors than by the maintenance of 
rigid, arbitrary boundaries between them. The details, again, are 



necemarily outside the Bcope of this discussion, but the issue 
cannot be wished awayT3 

SOME CONCEPTUAL CONCERNS 
When all is said and done, however much the medicare prospec- 

tive payment syetem meets its objectives, or can be improved to 
meet them, i t  is unlikely by itself to save enough money to pre- 
serve the solvency of the trust fund. As Dr. Lave quite correctly 
notes, i t  is concerned only with the setting of prices, while the 
volume and mix of services remain relatively uncontrolled. Total 
outlays, of course, are the product of price times volume, and even 
if the technical correction of a volume variability factor is added to 
medicare prospective payment, the problem of getting an appropri- 
ate handle on the volume of services rendered to medicare benefici- 
ariw remains. 

Dr. Lave contends that there are essentially two possible a p  
proaches to the volume iesue. One is increased costisharing. The 
~lecond is development or more capitated or managed care systems. 
I believe she is correct in contending that increased cost-sharing is 
not politically feasible, although it must be recognized that i t  is not 
politically femible precisely because it is punitive toward those who 
are sickest and most in need. 

Converse1 , there is no one who opposes in principle the greater r' extension o capitation-based or managed systems in medicare. I t  is 
hard to be against them. But I would also suggest that there are 
only limited grounds for optimism about their ability ever to meet 
the needs of a significant proportion of medicare beneficiaries. 

Effective prepaid capitated systems, such as  the best groupmodel 
HMO's, address both qualitative and financial concerns, where 
they exist, when they work, and when you can get people to enroll 
in them. But i t  is awfully hard to effectively develop and operate a 
well-managed medical care system. Lar Brown has eloquently ?' and exhaustively documented the effect o those difficulties on the 
impact of the Federal HMO Act.4 Moreover, i t  appears to be sur- 
prisingly difficult to get people who have decent insurance for fee- 
for-service care to enroll in prepaid ~ystems. The on1 way to 7 insure that a large proportion of beneficiaries will enro 1 in such 
systems is to requ%re them to do so, but the recent experience with 
medicaid recipients in Maaaachusetts and New York suggests that 
may not be very feasible politically either.Vf Governmenb in New 
York and Massachusetts are unwilling to accept mandatory enroll- 
ment for the welfare poor, just think how much harder i t  will be to 
achieve an analogous political decision for the empowered dderly. 

We cannot, in short, put all our chips on prepaid systems as the 
approach to the problem of getting an adequate handle on the 
volume of services. It will be necessary to try many additional a p  
proaches as well. Let me suggest just a few among many. 

8 Cf, Bruce C. Vladeck, "Two Step Forward, One Back: The Changin m n d a  of Lo Term 
Reform." 2 PRIDE Inslituls Journal of Long Term Home Health &re (summer 1% pp. 

l ' i .  
4 Lawrence D. Brown "Politice and Health Care Organization: HMO'e an Federal Policy," 

(Washinmn: Brooki ~notitution), 1988. 
0 John I Ishart, "%icaid in Tran~ition," 809 New England Journal of  Medicine [OeL 6, 

19&9), pp. &R-872 



Since we are going to need to find a way to make PRO'S work in 
terms of quality assurance, we might as well, in the process, see 
what they can do in terms of utilization review. From a narrow 
technical level, the technology ie already well in hand. In the past, 
what hae been lacking is the political and administrative will, but 
the balance of forces has certainly been changing, and here I would 
find some grounds for optimism, 

There is also a need to play with more directly financial a p  
proachea other than capitation. There are promising experiments 
in regional or state-wide budget caps for inpatient services, and 
these need to be further developed and explored. 

There ia also increasing reason to believe that  changes in the rel- 
ative prices paid physicians for different aorta of servicee might 
have a beneficial effect on utilization pattern8 even in the absence 
of adequate administrative controls. Finally, the broader issue of 
the way in which physicians are paid, even in the absence of 
formal management systems, would seem to hold eorne significant 
promiee relative to these utilization issues. 

Again, this is not to say that  we should not encourage ae much 
enrollment in sound and well-managed capitated plans as is obtain- 
able. I t  k only to caution that  there may not be that much that ie 
in fact obtainable, and that the utilization issue weill need to be 
addreseed on many fronts simultaneously. 

CONCLUSION 
To make a statement that is a t  once both obvious and somewhat 

presumptuous, prospective payment of hwpitals is the only policy 
tool currently available for addreming the medicare financing prob 
lern with a demonstrated track record of success within the Ameri- 
can health care system. That is undoubtedly why it is the only one 
that  has so far been formally adopted aa part of medicare legisla- 
tion. As a means of controlling expenditures, prospective payment 
can work. Just how well i t  works tends to depend on a number of 
relatively specific and often technically complex factore, which 
have been the primary focus of this discussion. 

But even if prospective payment, in any of a number of forms, 
can achieve significant savings, the ultimate issue must always be 
not the economic side of the equation but the implications for what 
actually happens to actual medicare beneficiaries in need of medi- 
cal services. Here, it is important to remember the aspirations, if 
not yet the demonstrated performance, that  lie a t  the root of the 
development of DRG-based payment. As opposed to any other cur- 
rently available methods for prospective price setting for hospitals, 
DRG s focus, a t  one and the same time, both on the specific issue of 
hospital productivity for clinically defined products, and on the 
identification and scrutiny of the patterns of care being rendered to 
individual institutions. In other words, what DRG's are all about is 
finding a mix of services that, in the inevitable statutory phraseole 
gy, are both efficient and effective. That is a n  aepiration that ex- 
tends far beyond fiscal solvency. If it succeeds, then i t  will succeed 
a t  addressing some of the broadest and most basic concerns of 
medicare, not just i t s  potentially transient fiscal problems. 



PHYSICIAN REIMBURSEMENT UNDER MEDICARE; AN 
OVERVIEW AND A PROPOSAL FOR AREA-WIDE PHYSI- 
CIAN INCENTIVES 

(By PETER D. FOX, Lewin and Associates, Inc.) 

Discu~ione regarding ways of controlling medicare costs have f+ 
cused most heavily on hospital services, despite the fact that ex- 
penditures for physician sewices have, for several reasons, risen a t  
a faster rate (see table 1). First, hospital services represent the 
largest expense item. Second, the impression ie widespread that 
they, rather than physician services, have increased the most rap- 
idly. Third, the data base is better, and it is easier to define an epi- 
sode of inpatient care than one of outpatient care, Finally, there is 
greater potential for hurting beneficiaries if ill-considered physi- 
cian reimbursement changes are made. Few hospitals could survive 
financially without medicare, whereas many doctors could. Also, 
unlike physicians, hospitals are precluded from billing patients 
over the amount that medicare recognizes as reasonable. 

TABLE 1-MEDICARE BENEFIT PAYMENTS, 1977-81 

[Dollars in millions] 

Annualb 
1977 compounded 

'981 growth rale 
l~ercenll 

Part A: 
....................................... Inpatient hospital $14,150 $26,421 16.9 

Home health ............. ... ...................... 255 666 27.1 ............................. Skilled nursing facility 315 383 5.0 
........................................ Total, part A 14,720 --. "-- 16.9 2 L 4 7 0 ~ -  - __- - -- 

Part B: 
Physicians .......................................... 4,751 8,948 17.1 

................................... Outpatient hos ital I 767 1,703 22.1 
Independent la oratory .............................. 68 154 22.7 
Home health ..................................... 105 148 9.0 
All others ........................... .. ................ 490 1,168 24.3 
Serv~ce category unknown ........................ 10 65 59.7 -- 

Tolal, part B ........................................ 6,191 12,186 18.4 

Source: "HCFA Program Statistic," Heallh Care Financing Review, N, Na 4 (Summef 1983), pp. 115, 117. 
'The author haa benefited from the eornrnents of George Bchleber. Director, Oflice of Policy 

Analysis, Heelth Care F i a n o ~ n g  Admln~strat~on, and Jack Hadley, a e ~ ~ i o r  reneurch u m i a t e ,  
Urban Inetitute. 
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Yet, there are strong reasons for focusing on physicians from a 
cost perspective. Expenditures for physician services are expensive 
in their own right and are growing rapidly, mostly due to changes 
in utilization and practice patterns rather than because of in- 
creases in medicare payment levels for individual items of service. 
The increase in per capita expenditures, adjusted for the physician 
component of the CPI and the impact of fee screens; amounted to 
between 3 percent and 4 percent annually between 1975 and 1979 
and averaged 7.3 percent annually in 1980 and 19Wa These per- 
centages reflect principally increased utilization and intensity. 
Second, physicians play a substantial role in determining the utili- 
zation of 'both the services they provide and those provided by 
others, such as hospitals, home health agencies, skilled nursing 
facilities (SNF's), and outpatient laboratories. Thus, no coat con- 
tainment strategy is complete, or even terribly effective, if it ig- 
nores physician behavior. 

Federal legislation enacted in the.last 2 gears included provisions 
that affect physician behavior, but not in a comprehensive manner. 
Most notably, the Tax Equity and Fiscal Responsibility Act of 1982 
(TEFRA) and the Social Security Amendments of 1983 authorized 
the setting of payment levels to hospitals on a per admission, or 
per case, basis. The greatest opportunity for hospitals to reduce per 
case costa under the new prospective payment ayetem is to assure 
that the attending physicians are prudent in their prescribing of 
ancillary services and in the lengths of stay they generate. Thus, 
the new prospective payment system creates pressures for hospitals 
to influence doctors' behavior. 

On the other hand, the new system also creates pressures that 
can result in these savinm being partially offset. Although hospi- 
tala have always had incentives to increase admissions, theme are 
enhanced by the additional net revenues that each admission gen- 
erates, particularly in the case of patients within a diagnosis relat- 
ed group (DRG) who are not severely ill. For example, shifting from 
ambulatory to inpatient surgery can be highly remunerative. The 
new system also generates incentives for hospitals to order services 
that facilitate early discharge (e.g., high technology in the home, 
SNF's, and home health) but that do not necessarily reduce total 

' "1983 Annual Report of the Board of Trustees of the Fderkl8upplementey Medical Inaur- 
ance Ruat Fund." (Communication from the Board of TrusLeech Federal Supplementary Medical 
Inaunmce ' h a t  Fund. June 1983.) 



costa. Thus, the prospective payment system by itself is an incom- 
plete strategy. 

Another significant TEFRA provision allows the Health Care Fi- 
nancing Administration (HCFA) to enter into new forms of risk 
contracts with health maintenance organizations (HMO's) and 
other so-called competitive medical lans. In effect, the act created P a voucher system by paying the p ans on behalf of beneficiaries 
who join an amount equal to 95 percent of average ad'usted per 
capita costs, which is an estimate of what costs would h ave been 
had the beneficiary remained in the fee-for-iservice system. Howev- 
er, since enrollment is voluntary and payment is tied to a free- 
floating fee-for-service system, the approach is, again, incomplete.3 

These and most other changes being seriously debated do not 
comprehensively address ways of' bringing about changes in physi- 
cian behavior within the context of the fee-for-service system, 
which is likely to be the predominant delivery mode for the fore- 
seeable future. Thus, other reforms warrant consideration. The 
next section of this paper summarizes problems with physician re- 
imbursement under medicare and discusses some of the solutions 
that have been suggested. The section after that presents a propos- 
al for area-wide physician incentives, which are designed to alter 
the practice patterns of fee-for-service physicians. 

THE CURRENT MEDICARE REIMBURSEMENT SYSTEM: PROBLEMS AND 

PREVIOUSLY SUGGESTED SOLUTIONS 
The medicare program reimburses ph sicians on the basis of the b customary, prevailing, and reasonable c arge method. This method 

is essentially identical to what is referred to as usual, customary, 
and reasonable (UCR) reimbursement for private coverage. Under 
this a proach, physicians are paid what medicare 'udges to be rea- P sonab e charges, which is defined by statute as t k e lesser of: the 
individual physician's actual billed charge; the amount that he or 
she customarily cha es for that procedure, defined as the median 
of actual charges; an the revailing charge in the community, de- 

locality. 
f fined as the 76th percenti e of customary charges within a given 

An important characteristic of the charge screens is that they 
are updated each July for the following 12 months based on data 
from the prior calendar year. The failure to update more frequentr 
ly creates lags in recognizing increases in physician fees in private 
markets. However, until a few years ago medicare payment levels 
were probably not substantially below private markets. Sloan et al. 
reported in 1977 that, each of seven procedures anal zed, medicare 
fees averaged a t  least 92 percent of the best Blue i" hield plans in 
their res ctive areas, and medicare and Blue Shield fees combined 
average 8" 75 to 80 percent of what physicians report as their usual 
~ h a r g e . ~  

%Some pro nents of procompetitive approaches believe that, an these prepaid plans altract 
enrollment, t E  residual fee-forervice s atem will be induced to dlecipline ilaelf aa a mmpeti- 
Live reaction. However, this theory ia at Lnt  untested. A mandabry voucher approach might be 
more likely to achieve this mault. However, it raises other problems and is beyond the scope of 

t h : p g ~ ~ ,  J. Cromwell, and J. Mitthell, "A Study of Adminiatratiy Cata in Phyniciana' Of- 
ficer~" (Abt h i a t e n ,  1977), quoted in Ira Burney and Jon Cabel, Raimbursement Patterna 

Continued 



Increases in medicare payment levels were restrained further in 
1972 when the social security amendments limited the rates of in- 
crease in the prevailing screens to an index that reflectg inflation, 
referred to as the economic index, using fiscal year 1973 as the 
base year. The economic index is a weighted average of the cost of 
office practice and wage rates in the economy as a whole. Since 
physician fees have historically increased more rapidly than the 
economic index, an  important and insufficiently ap  reciated conse- 
quence is that the .reimbursement system is gra f ually changing 
from one that reflects the distribution of charges in the community 
to a fee schedule. Importantly, the emerging fee schedule rigidly 
maintains the ratioe among fees (e.g., among specific procedures, 
specialities, and geographic areas) that were in effect in 1972. Thus, 
the program has no mechanism to make adjustments as procedures 
become relatively more or less costly in relation to one another. 

The current system has a number of problems. The more services 
the physician provides, the greater resulting income. Thus, i t  en- 
courages the provision of services that may be marginally neces- 
sary or completely unnecessary. It is also highly inflationary. Al- 
though the economic index was intended to provide a measure of 
restraint, i t  only limits what medicare will pay for individual items 
of service and leaves utilization unrestrained. Indeed, one of the 
problems of fees restraints alone is that they can induce increased 
utilization, although there is debate regarding the extent of this 
effecL6 Finally, i t  tends to reward high technology and procedural 
medicine over handsqn care (particularly primary care) and pays 
at  higher levels in urban than rural area than are justified by cost 
of living or other differentials that should be reflected. 

To be sure, these problems are not unique to medicare. In partic- 
ular, the incentives to incream volume are inherent in UCR 
method of reimbursement of private insurance, and the inflation- 
ary impads are due to the combined effects of public and private 
payment mechanisms, not to medicare alone. 

Two other problems also characterize the medicare physician 

par ent system. First, i t  is confusing to beneficiaries and providers 
ali e, since, commonly, neither knows the payment level in ad- 
vance of the bill being submitted for reimbursement. Second, the 
billing mechanism has been problematic. Physicians decide on a 
claim-b claim basis whether to bill the medicare carrier or the pa- 
tient. I 7 they bill the carrier, they agree to accept the medicare-de- 
termined reasonable charge level as payment in full. This is known 
as accepting assignment. Alternatively, physicians can bill benefici- 
aries directly for any amount, and the beneficiary is financially 
liable to the physician for the difference between billed charges 
and medicare-determined reasonable charges. This liability is in ad- 
dition to the regular medicare cost aharing. One consequence of the 
physician's right to bill the patient for unassigned claims is that a 
high proportion of the budgetary savings that result from the ec* 
nomic index are achieved a t  the expense of the beneficiary rather 

under Medlcare and Mdlcaid." In Jon Gabel. et 14, @., Phynlclans and Financial IncenWvea 
(Department and Human Servicse, RmIth Gate Finan AdministrnUan, 19SO.) 
", for example, Jac! Hadkey, John liplahen, a%illiarn Scanlon "Can P e s f o M c e  

Reirnburaernent Coexiet Wlth Demand Creahon?" Inquiry, vol. 16 (fa11 1974). pp. 247-2158. 



than from fee increases being restrained. This is demonstrated in 
table 2, which shows the rate of charge disallowances due to the fee 
screens increasing from 12.2 percent in 1973 to 23.7 percent in 
1982, a significant increase in beneficiary cost sharing. (Table 2 
also displays the net ascignment rate, which has remained surpris- 
ingly stable.) 

TABLE 2.-NET ASSIGNMENT AND CHARGE REDUCTION RATES 1973-82 

Net assignment Nel charge 
rate reduction rate 

Calendar ear: 
19!3 ................................................................... 52.7 12.2 
1974 ......................................................................... 51.9 14.4 
1975 ....................................................................... 51.8 17.4 
1976 ...................................................................... 50.5 19.5 
1977 ..................................................................... 50.5 19.0 
1978 ..................................................................... 50.6 19.3 
1979 ......................................................................... 51.3 20.8 
1980 ......................................................................... 51.5 22.4 
1981 ....................................................................... 52.3 23.5 

.................... ................................................. 1982 ... , 53.0 23.7 

I Net of certain hospital-based physician billings. 
Source: HCFA/Bureau of Data Management and Stralegy. 

Reflecting these problems, a variety of physician reimbursement 
reforms have been debated, albeit less extensively than potential 
hospital reimbursement changes. The explicit creation of a fee 
schedule has been advocated for a number of reasons. I t  would be 
more understandable to both beneficiaries and physicians. In addi- 
tion, proponents hope that  it would reduce existing biases that  
favor inpatient over outpatient care and procedural medicine over 
hands-on care. Whether it would in fact do so would depend on the 
process and politics whereby the fee schedule was set initially and 
periodically revised over time. One interesting and encouraging 
note is that  two separate organizations of physicians that each 
formed preferred provider organizations in Denver needed to devel- 
op fee schedules; in both instances, a conscious decision was 
reached to favor primar care  physician^.^ Proponents also ho 
that  fee schedules wou r d also narrow urban-rural differentiar 
However, payment levels that are out-of-line with community 
norms raise problems, since only about 41 percent of medicare bills 
not involving medicaid are assignede7 Payment levels that exceed 
- 

a Peter D. Fox and Ei1,een J. Tell, "Private Sector Health Care Initiatives: A Caee Study of the 
Denver Area" (Waehinglon D.C., Lewin and Aesocialaa, 1983.) 

Derived from internal ~ B O  memo, which in turn is based on summeries of patient bills eub- 
mitted in 19AO. CBO, using HCFA data, re rta that 51.0 rcent of bille am anaigned, of which 
10.5 prmnt  are for oint medicar+mdicai~elyblee and E 5  perant e n  for Lhm only eligible 
Tor medicare. Tho 4 /  percent is derived by divi Ing 36.6 percent by 89.5 percent, thereby remov- 
ing joint eli bles from both the numerator end the denominator. This percent baa, presumably 
dropped aligftltly 8ince 1980. 



community normis can r e s u l t h  higher incomes to physicians with 
only marginal effect on behavior, and low ones leave the patient 
holding the financial bag. 

Another approach is a physician-DRG aystem that would reim- 
burse physicians a t  a reset rate for each patient in a given diagne 
sis-related category. 8 uch an approach-which is .real1 an aggre- 
gated fee schedule--would probably be realistic only ? or hospital- 
ized patients, since detemiining the end-point of a spell of illness 
for a nonhospitalized patient is difficult. 

Independent of changes in the setting of payment leveh, the ap 
proach to assignment could be changed. One proposal would man- 
date mignment, thereby precluding ph sicians from billing over 
the medicare-recognized level. Manda J amignrnent would result 
in eome ph sicians limiting their medicare practices, although I I suspect far ess than would be indicated by the 59 percent of claims 
not involving medicaid that are unassigned. Another approach 
would be to offer ph sicians the opportunity to sign participation 
agreements, but wit i: out mandating assignment. Those who did 
would agree to accept aesignment for all patiente; the remainder 
would not be allowed to accept aseignment, except for joint medi- 
care-rnedicaid eligibles, and thus would consistently bill the pa- 
tient. Mitchell and Cromwell, based on a survey, report that twe 
thirds of phyeicians, faced with an all-or-nothing decision, say that 
they would not accept assignment, representing a decrease in the 
percent of assigned visits of 11 percent for general practitioners 
and 12-25 percent for general surgeons, internists and obststri- 
cians/gynec~logista.~ Other approaches that have been suggested 
include mandatory assignment on large bills, inpatient phyeician 
bills, and/or bills for services, such as aelecbd ophthalmic proce- 
dures, that are performed principally on the elderly. 

Finally, measure have been proposed to help beneficiaries better 
undemtand medicare reimbursement and promote access to price 
information. For example, posting of physician feea could be man- 
dated, and physician assignment rates publicized. 

AREA-WIDE INQENTlVEB 

All of .these chariges warrant serious diecutmion. However, none 
addresa the underlying probIem of the blank check mentality ~SNP 
ciated with the incentives embodied in the fee-forservice sygtem as 
it now operates, particularly those to increase the volume of sew- 
ices. Thus, a new approach is ropoeed that entails a ~lystem of 
area-wide physician incentives. 4 his approach is not mutually ex- 
clueive with either the cost containment provisions now in title 
XVIII or with most proposals that are being serioualy considered. 
Examples of such proposals include expanding the voluntary 

a Janet B. Mitchell and Jerry Cromwbll 'Im of an Allor-Nathi Amignrnent 
menr under Medicnn," H d t h  Care. Pinan;bu g e w .  nl 1 iwmmn %MI, pp. 69-78.%!:$ 
er phyeicane would, in fact, behave in thii manner cs coryeatural. Furthermore, eome who adv* 
cete all+~nothing asalgnment a $ e  that it would reduce beneficin7 eonrueion. 

In 1979, in my capacity M rectdr of the HCFA Omce of Pahcy Analpis. I 
appro8ch to then-Adminiatrator Leonard D. SchwlYor. Subaequonlly. HCPA s O&=% 
and Bmonatration staff performed nnnlyeea on the topic and prepared a Requeat for PFopac.1 
RFP) for demonetrationa. In 1981, for whatever reamn, a decleion wns mnde not lo iasue the k FP. In preparing thia paper 1 heve benefited from reviewing aome of tho HCFA documentn 

from that time. 



voucher system now in law or limiting the amount of employer 
contributions to health benefits that  are exempt from the personal 
income tax. Indeed, the proposal is premised on the belief that a 
multifaceted strategy that  relies on a combination of consumer in- 
centives, provider incentives, and Government appropriately using 
its purchasing power will have greater impact than any un~dimen- 
sional approach. 

The proposal reflect three assumptione. First, fee-for-service will 
continue to be the primary mode of delivery for the foreseeable 
future. Second, in order to moderate significantly the large medi- 
care trust fund deficits that are anticipated without reducing bene- 
fits or increasing revenues,I0 it is essential to address physician 
practice patterns. Third, long-established patterns of physician atti- 
tude and behavior can best be altered through changes in underly- 
ing incentives. Less than efficient medicine is not the result of 
fraud, abuse, or bad intentions, Rather, it  is the consequence of the 
third party payment mechanisms, both public and private, that 
have evolved over time. 

Area-wide incentives would begin to alter these incentives. The 
key steps in structuring them are  conceptually straightforward: 

Reasonable market areae would be designated. 
Targets for total medicare expenditures (parts A and B) 

within each market area would be established prospectively. 
After the end of the time period in question (assumed herein 

to be a year), actual expenditures would be determined, and 
the variance-that is, the difference between targeted and 
actual expenditures-would be calculated. 

Physicians would be rewarded or penalized depending on 
whether there was a postive variance (actual expenditures less 
than target) or a negative variance (actual expenditurea more 
than target).]' 

The major advantage of this approach is that it would entail a 
fundamental change in incentives within the fee-for-service struc- 
ture that would be comprehensive in scope, .that is, i t  would encom- 
pass all medicare-covered services rather than just a single service, 
such as  hospital or physician. Importantly, although one would an- 
ticipate that changes in physician organization would occur, these 
would evolve as a consequence of the change in incentives rather 
than being mandated, as the Federal Government now does 
through the professional review organization (PRO) program, 
which is being implemented as a successor to the PSRO program. 
In the long run, physicians will be encouraged to promote commu- 
nity efforts to reduce excess hospital capacity and to be less aggres- 
sive in promoting capital expenditures that increase costs. Finally, 
as described below, the targets can be adjusted to reduce the enor- 
mous disparities across geographic areas in expenditures per bene 
ficiary that now exist and that raise severe equity issues. 

A fundamental difference between area-wide incentives and 
health maintenance organizations or other voucher systems should 

l o b n ~ i o n a l  Budget OITice, “Changing the Strucuture or Medicare Renefik lssuea and 
Options' (March 1983). 

' 1  A roe? verlance can be viewed an a eavinge relative lo the target. end a negative vari- 
ance a 0s 



be noted. HMO's entail the provision of eervices to a voluntarily 
enrolled population, and no physician ia required to work for the 
HMO. In contra&, the basic unit of the area-wide incentive system 
would be a geographically defined population. Importantly, the 
only way physicians could exclude an abusing or inefficient col- 
league is by influencing their practice patterns, having them re- 
moved from the program, or otherwise disciplining them. Thus, the 
approach is not a procompetitive one as the term is generally wed, 
but neither is it fundamentally regulatory in nature. 

In designing the area-wide incentive program, a variety of hues 
will have to be confronted, including: 

The target level; 
The reward and penalty structure; 
The formula for distributing bonuses and penalties to indi- 

vidual physicians; 
The availability of data; 
The designation of geographic boundaries within which the 

target8 are set; 
'I'he problem of patient outrocarea coverage; and 
The locus of adminigtration within each area, 

The target &vet 
The setting of the target will be all-important to the phyeicians 

affected, because ite level determines the amount of the reward or 
penalty. A reasonable initial approach is to use historical rates of 
increase in expenditures, adjusted for changes in overall rates of 
inflation and in the number and age composition of beneficiariee 
within the area. Thus, the target would intentionally not be diffi- 
cult to meet, and both the program and physicians can anticipate 
benefiting from the changes in practice patterns that the incen- 
tives are intended to generate. Historically, even after aqusting for 
the aging of the population, the rate of increase in medicare ex- 
penditure~ had been several percentage points higher than the in- 
creases in the cost of living, the gross national product, or other 
aggregate measure of the economy. Over time, if the area-wide in- 
centives are succes~ful, the differential will narrow, and this nar- 
rowing will be reflected in projections that are made in future 
years. 

In the long run, the target need not reflect historical increases. 
It could, for example, be allowed to increase a t  a rate that reflects 
cost of living and demographic changes aa well as a factor to reflect 
desired increases in intensity of eervicee. Importantly, the year-te 
year incremes in the target can be used to narrow the wide geo- 
graphic expenditure differentials, with lowexpenditure communi- 
ties being allowed a greater rate of increase than high-expenditure- 
communities. Walter McClure, president of the Center for Policy 
Studies in Minneapolis, analyzed per beneficiary medicare expendi- 
tures in 26 representative SMSA 8." He found that in 1978 these 
expenditures-adjusted for age, sex, and area wages-ranged from 
less than. $700 in the Peoria, Tacoma, and Seattle SMSA's to $1,574 

11 Unpublished data; privab aommunication hwn W a l k  bfdllul*. 



in Miami. These broad ranges raise pressing issues of both efficien- 
cy and equity that area-wide incentives can begin to address.13 

The reward/penalty structure 
The most obvious reward and penalty structure would have the 

physicians within an area share a predetermined percent of the 
variance, whether positive or negative, possibly up to a maximum. 
Alternatively, the program could have a reward structure only, 
that  is, physicians would receive bonuses if there was a positive 
variance but would not be penalized in the event of a negative vari- 
ance. However, the long-term intent of the proposal is to discipline 
the fee-for-service system, and both rewards and penalties would 
seem appropriate. These need not be symmetric. For example, phy- 
sicians might receive 20 percent of a positive variance (savings) but 
be penalized for 10 percent of a negative variance (potentially up to 
some predetermined maximum). In addition, some mechanism 
would be necessary to collect payment from physicians should a 
negative variance occur. Independent Practice Association (IPA) 
HMO's typically withhold a portion of the fees and pay it out a t  
the end of the year if budget targets are met. 

One problem with a nonsymmetric structure is the potential for 
an adverse budget impact due to random fluctuations. HCFA staff 
estimate that, currently, between 10 and 20 percent of all PSRO 
areas witness either a year-to-year decrease or increase in hospital 
utilization of 5 percent or more. In the extreme, if physicians who 
face a nonsymmetric incentive structure ignore the incentives alto- 
gether and do no change their practice patterns, program costs will 
increase as a result of random fluctuations that result in bonuses 
exceeding penalties. 

Formula for distributing bonuses or penalties to individual physi- 
cians 

One possible formula would distribute bonuses in proportion to 
services rendered, the approach adopted by most IPA's. Although 
this formula may reasonably reflect relative effort, i t  h a s  the disad- 
vantage of encouraging excess services. Thus, the financial incen- 
tives on the IPA are collective, or group, incentives that  are not 
internalized at the level of the individual practitioner. As a result, 
IPA's generally find that they must achieve their cost savings pri- 
marily through administrative controls and educational efforts 
rather than through financial incentives for individual practition- 
ers. Physicians in an area might also be encouraged to propose 
their own distribution formula. 

Obtaining the data to measure variances 
A generic problem in implementing new policies is the availabil- 

ity of data to support them. Although I have not analyzed the issue 
i n  detail, I suspect that the data problems are probably less than 
those required to implement: First, the new hospital prospective 
payment system, which requires that  each hospital accurately code 
diagnosis, or second, the new competitive medical plan, or HMO, 

Another, narrower, approach would be to vary the hospital prospective payment amounts 
to reflect admission rates in the community. 



provisions, which require that beneficiary health status be accu- 
rately reflected in the amounts paid to participating plans. It 
should also be realized that an  estimate of prior year performance 
can be made quite accurately prior to all bills or claims being sub- 
mitted. An internal HCFA document describes some of data availa- 
ble thusly: 

Inpatient hospital days of care per 1,000 medicare beneficiaries adjusted to reflect 
the population-at-risk (are available). This kind of data is generated on an ongoing 
basis for PSRO areas and can be generated for Health Service Areas (HSAs) and for 
counties. Furthermore, this kind of data is capable of being generated rapidly, so 
that the respondent can receive timely feedback regarding trends in hospital utiliza- 
tion. 

Medicare Part A data on charges and oosts can be generated. Part A costs are 
subject to a time lag of approximately 7 months due to the time required to calcu- 
late the reasonable costs from the submitted chhrges. In order to provide short-term 
trend information, data on Part A charges may be useful and can be generated 
fairly rapidly. This data is available through the HCFA Central Office. 

Medicare Part B charges can be abstracted from payment records. Payment 
records can be retrieved through the HCFA Central Ofice, although they are gener- 
ated on an ongoing basis by the carrier. They are subject to certain limitations. The 
payment record does not identify the practice site of the physician, nor does it iden- 
tify all procedures. However, the payment records can be sorted based on county of 
residence of the beneficiary. Where areas are defined with low levels of migration, 
the Part B payment record can be used as a gauge of utilization and cost of ancil- 
lary services. While there is a significant time lag in obtaining 100 percent of Part 
B costs through payment records, three months after the close of an accounting 
year about 90 percent of payment records can be retrieved. Further, one can project 
a precise estimate of Part B costs, taking into account previous years' experience in 
the area in timeliness of submission of Part B claims. 

Designation ofgeographic areas 
Market areas can be difficult to define, particularly in large me& 

ropolitan areas. Not only do analytic issues arise, but also the proc- 
ess inevitably becomes politicized to some degree, as evidenced by 
the experiences of HHS in drawing boundaries for both health sys- 
tems agencies under the health planning legislation and for the 
PSRO's. However, some large IPA's have assigned their physicians 
to regions in order to create management units and incentive pools 
that are more localized than the plan as a whole. The results have 
apparently been successful, even with an imperfect boundary desig- 
nation process. However, even the largest IPA has fewer physicians 
as members than would most geographic areas under this proposal. 
Furthermore, the drawing of boundaries is likely to be particularly 
thorny if the area-wide incentives are to be adjusted to narrow 
some of the existing regional expenditure disparaties because phy- 
sicians will prefer to be in the area that is allowed the higher rate 
of increase. 

Cross boundary flow 
Inevitably, some beneficiaries will receive services outside of 

their areas of residence. The severity of the problem would need to 
be analyzed; we presume that the proportion of services received 
outside of the area of residence to be small, although it could be 
large in some communities, such as those having a high number of 
elderly who reside temporarily during certain seasons of the year. 



Locus of administration 
The question of who should implement the program in each area 

will need to be addressed. The most logical organization is the 
PRO. Alternatively, physicians could work with the medicare fiscal 
intermediaries, who might also share in the risk or could form 
their own organization independent of the PRO or the interme- 
diary. The incentives will be in effect regardless of whether physi- 
cians cooperate, and physicians will have good reasons to work 
with an existing organizational structure, or form one anew, with- 
out prodding from the Federal Government. 

CONCLUSION 

Area-wide incentives raise two principal sets of issues relating to: 
One, the likelihood that the incentives will, in fact, work and two, 
problems of implementation and administration. Several concerns 
regarding the incentives can be noted. First, they are group, or col-8 
lective, incentives-that is, they apply to all physicians in the area 
rather than reflecting the practice pattern of individual physi- 
cians-and there is no easy or obvious way ofereating incentives 
for individuals. Second, medicare patients constitute a minority of 
patients of the typical physician, albeit a large minority, and there 
is always some question regarding whether physicians will change 
their behavior unless the incentives are changed for their practice 
as a whole. Specifically, medicare payments for physician services 
amounted to 17.5 percent of all payments nationally in 1981, al- 
though the number of medicare beneficiaries accounts for almost 
twice that percent. This percentage could be increased if the ap- 
proach encompassed medicaid or even private funding. Third, phy- 
sicians cannot be excluded from the program other than through 
existing medicare procedures that make ineligible those physicians 
who engage i'n fraudulent or abusive practices. 

IPA's face the first two concerns and, again, their experience is 
instructive. With regard to the first concern, most IPA's do achieve 
savings, despite the collective nature of the incentives to individual 
physicians. As illustration, the 1980 National HMO Census reports 
that the average hospital utilization rate is 491 days of care per . 

1,000 enrollees for IPA's, compared with 725 for Blue Cross/Blue 
Shield. IPA's face the same problem of individualizing incentives. 
However, the area-wide approach would create a collective incen- 
tive on a broader scale. 

With regard to the second concern, the proportion of the patients 
of IPA physicians who are prepaid is typically far below the pro- 
portion that are medicare-eligible, yet most IPA's are successful. 

The third concern does not have a parallel in the IPA, which can 
remove physicians from the program. In reality, few physicians are  
ever removed, although the threat is always present. Thus, area- 
wide incentives depend heavily on peer pressure. 

I4 Grou model HMO's had an average of 402, and staff model HMO's, 418 days of care per 
1,000 enr3lees. Thus, IPA's do not, achieve the same level of efficient as oup or staff model 
HMO's. See U.S. Department of Health and Human Services, Offrce o h e a r h  Maintenance Or- 
anizations, "National HMO Census of Prepaid Plans" (Washington, D.C.: U.S. Government A .  int~ng Office, 1980). 



Administrative issues, some of which have already been cited, in- 
clude that of boundary designation, the need to generate mecha- 
nisms for physicians to work together where such mechanisms do 
not already exist, the need for improved data systems, and the me- 
chanics as well as the formula for distributing bonuses or collecting 
penalty payments. One important element of administrative sim- 
plicity will, however, be introduced-the Federal Government will 
no longer need to issue detailed regulations and instructions gov- 
erning how PRO's should function. Instead, they will, for the first 
time, have the incentive to perform effectively. 

Finally, the potential for adverse impact on the beneficiary must 
be considered. In theory, the beneficiary might not even know that 
physicians face a new set of incentives. One concern is that physi- 
cians who do not accept assignment will extra bill patients in an- 
ticipation of facing penalties. This concern, however real, must be 
addressed in relative rather than absolute terms, that is, whether 
beneficiaries would be hurt more through the proposed approach 
than through other measures. If current practice patterns of physi- 
cians are.allowed to persist, the changes in the program are likely 
to be much more harmful to beneficiaries. 

The approach might best be tested initially through a series of 
large-scale demonstrations, which would generate information on 
the impact and allow administrative and technical problems to be 
worked out. The target could be the estimated total expenditures 
for the subsequent year, perhaps with retrospectively calculated 
correction factors for certain unforeseen events, for example, infla- 
tion in the general economy being significantly higher or lower 
than projected. A logical place to start might be in a handful of 
areas with successful PRO's. The PRO'S have been established spe- 
cifically to assess the appropriateness of care provided medicare 
and medicaid beneficiaries. As such, they offer both a data base on 
utilization and a formal organization of physicians who are accus- 
tomed to collaborating, albeit not a t  the level of intensity that this 
proposal envisages. 

The demonstrations could be conducted under current law if 
there were only positive incentives, that is, there were no penalties 
in the event the target was exceeded. For example, they might re- 
ceive 20 percent of any positive variance. Restricting the demon- 
strations to positive incentives will induce greater physician coop 
eration. Alternatively, legislation could be enacted that had a 
phase-in period that included demonstrations. 



CRITIQUE OF PE2ER FOX'S "PHYSICIAN REIMBURSEMENT 
UNDER MEDICARE: AN OVERVIEW AND A PROPOSAL FOR 
AREA-WIDE PHYSICIAN INCENTIVES') " 

(By JACK HADLEY, The Urban Institute) 

The system of areawide incentives outlined by Dr. Fox would be 
a dramatic departure from medicare's current methods of paying 
not only physicians but also all other providers. I t  is just shy of a 
fully budgeted medicare program because the targets which would 
be set are not binding. Actual expenditures will still be determined 
primarily by the interaction between prices and use rates for indi- 
vidual services. If the national aggregate target is exceeded, medi- 
care may be able to take back some money it aid physicians; if 
not, then it would give physicians a bonua an tf' thus spend more 
than it would have otherwise. By using financial penalties and re- 
wards as incentives, this approach tries to get ph sicians to be the 
collective managers, not just the prescribers, of a1 services used by 
medicare beneficiaries. 

7 
My comments cover the design, implementation, and administra- 

tion aspects of Dr. Fox's proposal. The first question I address is 
whether the system's inherent incentives are lrkely to push or lead 
physicians toward greater efficient . Second, assuming that the in- 

tion and administration? 
i centives do make sense, how feasib e are the system's implementa- 

Dr. Fox argues that the combination of areawide targets, r e  
wards, and penalties will induce physicians to make the medical 
care system more emcient, thereby saving medicare money, but 
without reducing benefits, either in terms of quantity or quality. 
Furthermore, the Federal Government would not impose, require, 
or mandate any particular type of organization to force physicians 
to change their behavior. ]Rather, the best approaches would evolve 
as a consequence of the incentives inherent in the targets, rewards, 
and penalties. 

As Dr. Fox points out, the key to making his approach work is 
translating the collective incentive to reduce spending into an indi- 
vidual incentive to which individual physicians will respond. He be- 
lieves that the fear of penalty and the prospect of reward will 
induce physicians to band together, to act cooperatively to limit re- 
source use, and to monitor and police each other so that all con- 
form. 

I believe that this is Iikely to occur only if the potential reward 
or penalty is large enough to offset whatever gains the physician 
might attain by going i t  alone. For the individual, gain would in- 

' Preparation of this paper wae nupported by a wan1 from the Ford Foundation to The Urban 
1nstit.ule. 1 would like td thank my collengues nt  the Urban Tnatituta for their helpful diecue- 
siom and comments. However, I am fully rea neible for the opinion8 expreeaed and they do not 
necesearily represent the viewe of the Urban Ktitute or it8 eponeors. 
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clude not only financial benefit but also the freedom to practice 
medicine without interference from an outside group. Although 
areawide incentives give the appearance of setting a limit and 
using financial incentives to change behavior, 1 fear that the basic 
structure is inconsistent with the theory and evidence of the behav- 
ior of individuals in groups.* As long as rewards and penalties are 
distributed among all physicians without regard to their individual 
behavior, the individual physician will do better by ignoring the 
collective incentive. Furthermore, the larger the group, the weaker 
the collective incentives become. 

Let me give some examples. Suppoee all physicians ignore the 
collective incentive and as a result exceed the target. For simplic- 
ity, assume that  they all provide about the same number of serv- 
ices to medicare and that  the penalty is distributed equally among 
physicians. Does i t  make sense for any individual physician or 
subset or  physicians to reduce their services to medicare, either by 
cutting back on their own billings or by admitting fewer patients to 
the hospital? If some physicians do, their actions will reduce the 
size of the penalty, but by an amount far less than their own fore- 
gone income, eince the aggregate reduction in the penalty is shared 
by all physicians. Can a subset of private physicians force other 
physicians to change their behavior? As I understand current anti- 
trust laws, the answer is no. 

b t ' s  take the opposite case and suppose that actual expenditures 
turn out to be lower than the target. If physicians had in fact not 
changed their behavior a t  all, then this would mean that the target 
had been set too high and that physicians received a windfall 
bonus. 

But 1et'~l assume that  in fact some physicians are very civic 
minded and consciously try to limit the services used by their 
medicare patients, but without affecting quality or outcome. For 
example, imagine that  the physicians on 18th and 19th streets in 
the District of Columbia have a strong north-south orientation and 
believe in preserving the Union. They form the Numbered Streets 
Independent Practice Association [NSIPA] to manage their behav- 
ior and in fact succeed in cutting medicare expenditures by 10 per- 
cent, say by admitting their patients to the hospital less often. 

The physicians on K Street, L Street, and the other alphabet 
streeta are  east-west confrontationists who will have nothing to do 
with Government targets and collective behavior. They treat their 
patients just as they always have, but purely by coincidence, 
happen to increase their medicare patients' s e r v i c ~  by just the 
target rate. 

Location theory being what it is, there are equal numbers of phy- 
sicians in NSIF'A and the alphabet streets. As a result, the D.C. 
Reasonable Market Area's total medicare spending was 5 percent 
below the  target. Medicare saved money, so it's time to hand out 
the  bonuses. Dr. Fox suggested that physicians get 20 percent of 
the savings. If this formula were adopted, medicare would keep 4 

* P. Held and U. Relnhardt, eda. "Analyaia of Economic Performance in Medical Qroup Ptac- 
Report 79-05 fhinceton. N.J.: Mathernatica Policy Research. July 1979). F. Sloan 

'&it?,"/%cantivm on Phyaiclan Performance," in J. RnFlerty, ed., "Health ~ e n b w e r  end 
Productivity" (Lexington. MA: Lexington Boob, 1974). 



out of the 5 percent and the remaining 1 percent would be divided 
among the physicians. 

If an equal distribution rule is followed, the  NSIPA physicians 
would collectively get one-half of 1 percent and the alphabet street 
physicians would get onshalf of 1 percent. For the latter, of course, 
this is pure windfall, since they didn't do anything different. For 
the NSIPA physicians, the bonus is indeed a reward for civic be- 
havior. But to get this reward, these physicians reduced their own 
billings, of which, on average 40 percent represents costs and 60 
percent is net income. So if  the 10-percent reduction in services 
used by their medicare patients included a l-percent reduction in 
their peraonal billings, then on net, they come out slightly behind. 
Their net  incomes fall by 0.6 percent because of their reduced bill- 
ings, against a bonus of 0.5 percent. This does not count any of the 
costa or time required to set up and manage NSIPA. Based on thjs 
scenario, I would predict that many physicians would move from 
19th Street to K Street. 

Humor aside, I think the basic flaw in the desi of the areawide 
incentive approach is that i t  lacks a mechanism ?' or forcing individ- 
ual physicians to follow the group incentives. In the absence of 
compulsion and as long aa rewards and penalties are shared, then 
the individual physician will always do better by pursuing his/her 
personal gain. To the extent that  this contributes to a deficit, then 
that physician's individual contribution to that deficit is spread 
among other phyeicians. Conversely, if others voluntarily curb 
spending, then they wind up sharing the reward with others, so 
that they don't reap the full benefit of their cost-conscious behav- 
ior. 

Reeearch has shown that monitoring, policing, and managing are 
key elements of any group's organi~at ion.~ If the group is small, 
say 10 of fewer physicians, then these functions can be carried out 
informally through peer pressure. But as  group size increases much 
beyond this relatively small number, it is important to establish 
formal mechanisms for not only managing resources but also tying 
individual rewards and penalties to individual behavior. 

Large groups can be managed. Kaiser and other large HMO's 
and IPA's have demonstrated this. In fairness to Dr. Fox, he recog- 
nizes the problem of imposing group incentives on individual6 and 
citee some IPAJs succees as evidence that  it can be done. But one of 
the alleged advantages of the areawide incentive plan outlined by 
Dr. Fox is precisely its weakness-the lack of any required organi- 
zational structure which would impose targets, rewards, and penal- 
ties on individual providers. No one has to join an  IPA and the 
areawide incentives aren't strong enough to get them to join. 

Turning to implementation and administration issues, Dr. Fox 
mentioned several. Two warrant some emphasis, however. First, 
people travel to obtain medical care. In fact, i t  may be that the 
sicker they are  and the more complicated their cases, the more and 
the farther they are likely to travel in seeking advanced medical 
help. This reality makes me very skeptical about the possibility of 
defining "reasonable market areas" for medicare services, 

J Held and Reinhmrd~; Sloan. 



Dr. Fox recognizes the crossboundary flow problem, but surmises 
it to be small. On the contrary, evidence on people's travel patterns 
for ambulatory care suggests that between 10 and 50 percent of 
visits occur in counties other than the county of residence, depend- 
ing on the size of the county of residenceV4 For most institutional- 
ized care, the proportion crossing county lines is likely to be even 
higher, especially for complex care given by teaching hospitals, 
which tend to be concentrated in large cities. In general, and very 
importantly, the reasonable market area's size increases as the 
nature of the service becomes more complex. 

Against whose target would cross-area expenditures be charged? 
Whether done by area of residence or area of service, cross-bound- 
ary flow will make some medicare patients more desirable than 
others by virtue of where they live. For example, depending on the 
choice made, it could create strong incentives for physicians in sub- 
urban Maryland and Virginia to see their medicare patients in 
D.C., or, conversely, induce District physicians to set up medicare 
offices in Rosslyn, Crystal City, and Chevy Chase. 

One obvious way to deal with cross-boundary flow is to make the 
market areas large, say an entire SMSA or large portions of States, 
perhaps coinciding with medicare's fiscal intermediaries' bound- 
aries. But as the area gets larger, then so does the number of phy- 
sicians. The greater the number of physicians, the weaker and 
more diffuse the collective incentive to reduce spending, and the 
greater the costs and difficulties of organizing physicians into man- 
aged groups. To give some numbers, the Washington, D.C., SMSA 
has 7,665 patient care physicians: D.C. has 1,795, Montgomery 
County 2,245, and Fairfax County 913. The New York SMSA has 
over 30,000 physicians. The very largest IPA may have about 1,000 
physicians, and most are  much smaller. 

Finally, who would, or could administer this sytem? Dr. Fox sug- 
geds the professional review organization or the medicare fiscal in- 
termediary. These suggestions seem to be based on the belief that 
it is a few outlier physicians who are overserving or overproviding 
care, that their excessiveness can be identified through billing pat- 
terns, and that disciplining those few physicians will solve much of 
the medicare expenditure problem without hurting or affecting 
very many beneficiaries. Recall, however, that the expenditure 
target for an area includes all medicare services, part A and part 
B. Thus, whoever administers the system will have to develop some 
way of collecting claims, payment, and use information for all pro- 
viders, not just ph siciane. Furthermore, if a physician organiza- r' tion is responsible or administration, how is it going to change the 
behavior of other providers? Physicians do indeed admit patients, 
order tests, and write prescriptions. But they don't pay hospitals, 
or home health agencies, or nursing homes. Nor do they manage 
these organizations. They don't negoitate labor contracts, or make 
purchasing agreements. Thus, other than simply limiting use, it's 
not all clear how physicians could get other providers to be more 
efficient. 

* J. 1Ueinma.n and D. Macuk, "Travel and Ambulatory Care," "Medical Care" (May 1988), p. 
545. 



Dr. Fox's goal in proposing the areawide incentives system was 
to reduce the increase in medicare spending without reducing 
either access or quality. The harsh truth which Congress will have 
to face up to is that it probably can't be done. As the current ad- 
ministration Iearned in trying to balance the budget, raise defense 
spending, and cut taxes, you can do any two, but not all three. 

In shaping the laws which will govern the medicare program, it 
would be prudent to remember one of the key laws of economics: 
You get what you pay for, and its corollary: If you pay less, you get 
less. The areawide incentive system might possibly save medicare 
money, as  long m the targets were not set too high. However, - 
sicians would simply view the penalties as fee reductions anXhL 
all likelihood, they would cut back on quality and/or the number of 
medicare patients they would be willing to see, either by limiting 
the number of new medicare patient. or by paesing the penalty on 
to patients in the form of higher charges, which would scale back 
the amount of care they would seek. 

Given that choices must be made, the first and probably hardest 
question Cangress should deal with is how much medical care is it 
willing to pay for on behalf of the elderly. If there were no return 
on the public investment in medical care, then the question would 
be much easier to answer. I t  would be clear that too much is being 
spent. But my own and other research suggest that on average a 
10-percent increase in the use of medical care brings with it a 1- to 
1.5-percent decrease in mortality rates.6 Mortality rates for the el- 
derly have been declining dramatically since medicare was enacted, 

int where life expectancy a t  age 65 has increased much 
faster to ""P" or Americans than for 65year-olds in Canada and several 
west European co~n t r i e s .~  

I certainly do not know what the answer is to the question of 
how much to epend. But I do know that it's an answer which is 
likely to change over tjme, as the Nation's wealth changes, as pe+ 
ple's attitudes change, as knowledge and technical capabilities 
change. 

I would also assert that debating the issue in terms of how many 
billions of dollars medicare spends, the medical care sector's share 
of GNP, or HCFA's share of the Federal budget is not terribly illu- 
minating. There is nothing that is intrinsically right about health 
care making up 8 or 9 percent of GNP, nor is there anything in- 
trinsically wrong about 10 or 11 percent of GNP. 

Returning to the topic of this paper, if fiscal pressures dictate 
that medicare spend less, as it appears they do, then how should 
medicare pay physicians in order to get the most for its money in 
terms of quantity and quality and to promote acceptable levels of 
access for medicare beneficiaries? Note that there are two goals 
here, efficiency, that is, getting the most for your money, and 
equity, insuring that everyone geta served on acceptable terms. 

T h ~ s  brings up another law of economics--one which wae good 
enough to win a Nobel prize for its developer, and this obviously is 

6 & J.  Hedlerr. "More Medical Cars. Better Health?" (Wsshinr&n, D.C.: The Urban Institute 
Pram, 1982) for asurnma of thb reaearch. 

* D. Rojjey, "'!'ha Pd?dent8a Statsment," 'The Robert Wood Johnson FoundaUon Annual 
Report 19 2 IPnnceton. N.J.: The Robert Wood Johneon Faundatlon. 19BR). p. 12 



a simplification: If you have two policy objectives you need two 
.policy tools. In .other words a physician payment method alone 
cannot both promote efficiency and assure equity. 

In terms-of.promoting efficiency, our economic system has devel- 
oped,l.an as yet unparalleled, highly decentralized method-the 
price system. 

But isn't this juet fee for service? 
Absolutely. 
But what about the blank-check mentality which Dr. Fox asserts 

is the hallmark of feefor-aervice payment? 
The problem with fee for service in medicine is not that phyei- 

cians are paid for each and every service provided, but that insur- 
ers, both private and public, have imposed no discipline on fees. 
People confuse the method of payment with the method of deter- 
mining fee levels. As many physicians who treat medicaid patients 
will attest, fee for service can be very stingy. 
CPR and UCR, however, are indeed blank checks-because they 

are purely mechanistic methods of determining fee levels. Until r e  
cently, no insurer was willing to say, "The price is too high for this 
service, or this service isn't worth what's being charged." Rather, 
attempts to limit fees, like medicare's economic index, have been as 
mechanietic and unconscious as the fee demonstrating process 
itself. 

If medicare is going to have to make tough decisons about how to 
cut spending, then it should start evaluating the specific eervice~t 
that physicians provide by corn aring what it pays to what i t  
thinks the service is worth. Is $3 &' for a S-minute hospitaI visit too 
high? Then pay only $15 or $10. Do you want to encourage people 
to see doctors early? Then keep the fee for an initial office visit 
where i t  is. Are too many lab tests being done, perhaps because 
fees are way out of line with the costa of doing tests? Then pay less 
for lab tests, Are there other procedures and operations which 
were difficult, complex, and expensive 10 years ago, but are now 
routine and much less expensive? Then pay less for those proce- 
dures as well. 

There are two key points. First, fees should reflect not only the 
cost of provision but also the benefit or worth to the patient. 
Second, costs and benefits change and need to be continually evalu- 
ated. Individuals probably can't make these evaluations very well, 
nor do they have very much incentive to do so under the current 
system. Insurers, especially one as large as medicare, should and 
need to make these decisions. Formulas like CItP cannot do it  

Ideally, feea should be, in Mark Pauly's terms, fiscally neutralB7 
This means that in deciding among alternative treatments for a pa- 
tient, we want the physician's personal financial return to be the 
same, regardless of which treatment is chosen. We do not want 
there to be a conflict between physicians' financial interests and 
patients' medical and financial outcomes. We want the fee ~ystem 
to reinforce the physician's ethical imperative to do what is best 
for the patient. 

M. Pauly, "Doctom and Their Workshop" (Chicago: Univeralty of Chlcego R'eeq 1980). pp. 
61-63. 



Can euch an ideal free 8ystem be calculated or computed with ex- 
i ~ t i n g  data? Is this a simple technical problem which we can solve 
with our computers? 

Obviously, no. Just  as the process of price determination in tea1 
markets is iterative and continuous, establishing how much medi- 
care is willing to pay will be an iterative, continuous process that 
will require monitoring, updating, and adjustment. 

But one of the virtues of the fee-for-service system is that  it pro- 
vides much of the information needed to make these adjustments. 
How many eervices are being provided a t  each price? How doe8 
volume change as relative prices change? What services seem to 
have a big effect on people's ability to function; which seem to have 
little impact? As technology changes, as input prices fluctuate, as 
other factors change, the answers to these questions will change. 
But only by asking and trying to answer these questions can medi- 
care, and indeed private insurers, impose the discipline on fees in 
the same way that informed consumers influence prices in conven- 
tional markets. 

How would this information be transmitted, both to providers 
and atients? A mandatory fee schedule for physicians services 
woul X be one way. But I believe that  an indemnity schedule which 
is an exact reflection of a fee schedule might be better. Indemnity 
insurance, which pays the insured or the beneficiary a fixed 
amount for each and every service but does not limit physicians' 
fees, is by no means new. Nor is its recommendation as an alterna- 
tive to CPRIUCR methods of fee determination new.8 

Why ia i t  better than a fee schedule? There are three primary 
reasons. First, it rewards medicare patients for seeking care from 
lower price physicians. Second, i t  does not eliminate price competi- 
tion among physicians in trying to attract medicare patients. In 
practice, the indemnity levels may be set so low that  few physi- 
cians will charge fees below them. But a t  least the indemnity a p  
proach leaves this option open. Third, i t  leaves physicians free to 
charge fees consistent with changes in their practice costs, in 
market conditions, and in technology. A fourth factor, outside the 
realm of economics, is that it would create less political conflict 
with physicians than would a fee schedule. 

An indemnity schedule is like a fee schedule in that the indemni- 
ty amounts would represent how much medicare is willing to pay 
for each and every service. Relative indemnit values, for say a fol- r' lowup hospital visit relative to a n  initial of ice visit, would repre- 
sent medicare's assessment of the relative cosb and benefits of the 
two kinds of services. Like a fee schedule, i t  would eliminate confu- 
sion over how much medicare will pa . Like a fee echedule, indem- 
nity amounts could be varied to re  f?' ect variations in the cost-of- 
livlng, so that the real value of the indemnity would be the same 
across regions and community sizea. If access and quality fall to un- 
acceptable levels, then the indemnity payments will have to in- 
crease. Conversely, no increase will be called for as long as access 
and quality remain acceptable, 

8 F. Cianfmneaaco, "A Proprmal for Impmving the Efficiency or Medical Inauranee." Journal 
of Health Donomiw 2 (1983, pp. 176-184. M. Pauly, "Indemnity Ineurance for Health Care Em- 
ciency," Economic and Bueineas Bulletin (fall lIYI1). pp. 63-60. 



Leaving physicians' charges free to fluctuate is critical to moni- 
toring the access and quality levels that the indemnity schedule 
buys. The difference between the  indemnity payments and physi- 
cians' average charges will be the barometer of how much access 
and qualit beneficiaries are receiving for the medicare payments. 
As the dif r erences between charges and the indemnity rates grow, 
medicare beneficiaries will have increasing difficulty in finding 
physicians willing to treat them, will have longer waits for appoint- 
ments and in the waiting room, and will become more concentrated 
in practices which are of lower uality or offer fewer amenities. P No system avoids the inevitab e tradeoffs which must be made in 
choosing among expenditure levels, access, and quality. But indem- 
nity payments inbedded in the fesfor-service system offer the best 
chance of making these choices rationally and intelligently. 

An indemnity system would be easy to administer. For one thing, 
intermediaries would no longer have to compute customary, p r e  
vailing, and reasonable charges every year for every physician, 
every service, and every claim. Physicians could be required or re- 
quested to make full disclosures to their patients of the indemnity 
amounts for the specific services they are planning to prescribe. 
Billing arrangements could be left up to the physician, as they are 
with most private insurance. Ph sicians who wish to attract pa- 
tients will offer to bill medicare d irectly. If the bill exceeds the in- 
demnity amount, then the physician would be paid the indemnity 
less the mandated cost-sharing amount. He or she would then bill 
the patient for the difference. If the bilI were less than the indem- 
nity, then the patient would receive the difference, less an I sharing. Other physicians may choose to bill the patient and e t  the 
patient collect the indemnity-less the cost sharing-from medi- 
care. But these physicians may face higher collection uncertainty. 

This brings me to the issue of assignment. Some people believe 
that  mandating aesignment will save beneficiaries money. That i t  
will, but a t  the cost of lowering quality and access for those who 
are  willing to pay for it. Mandating aesignment may protect 
beneficiaries from increased charges, but i t  would not protect them 
from c u b  in access or quality. It is also likely to lead to a trend 
toward medicaid-like practices which specialize in medicare 
beneficiaries. 

As I noted earlier, the fee-for-service system alone cannot both 
promote efficiency and assure equity of access. Another policy tool 
is needed. If the purpose of the assignment option is to improve 
accecls for lower-income beneficiaries who are not eligible for med- 
icaid, then another policy keyed to beneficiaries' income would be 
better. The most obvious choice would be either income-related cost 
sharing or an income-related cap on outaf-pocket expenses. 

Others a t  this conference are much more expert than I on the 
best way to atructure cost-sharing schemes. Thanks to the consider- 
able amount of ve good research on cost sharing, we should be in 
a good position to 7 esign and implement a workable income-related 
cost-sharing system that addresses the goal of equality of access 
much better than would mandatory assignment. 

Subsidizing some people's cost sharing will obviously cost money, 
as the actuaries will no doubt attest. Just  as obviously, raising the 
money will be a politically sensitive process. From a purely theo- 



retical perspective, Federal general revenues would be the least 
distorting, most progressive revenue source. Another option to con- 
sider, which might contribute to  better system-wide performance 
precisely because i t  would distort choices, is a tax on excessively 
generous private insurance plans, including possibly medicare s u p  
plementary policies, To the extent that  such a tax pushes people 
toward being more fiscally prudent in purchasing insurance, then 
medicare beneficiaries will generally benefit from the reduced pres- 
sure on physicians' charges and hospitals' costs that  less generous 
private insurance would entail. Such a tax would probably be less 
progressive, however, than the Federal income tax. 
The pending medicare trust fund crisis requires difficult deci- 

sions to be made. But crisis also brings opportunity-the opportuni- 
ty to make eubstantial and hopefully beneficial changes in the  
etructure of medicare program. Whatever changes are made in the  
next year or two will probably be with us for many years to follow. 
I hope that the pressure for a short-run fiscal fix will not over- 
whelm this opportunity. 



USING COVERAGE POLICY TO CONTAIN MEDICARE COSTS 
(By H. DAVID BANTA, M.D., GLORIA RUBY. and ANNE KESSELMAN 

BURNS, OSfice of Technology Assessment 

Medicare costs may be contained through a wide range of a p  
proaches. This paper describes the possibility of using the explicit 
approach of technology-specific coverage policy for cost contain- 
ment. The method is inherently limited, because of the vast 
number of medical technologies. Nonetheless, the narrowness of 
current coverage policy and the inadequacies of the coverage proc- 
ess suggest that changes in policy and process can reduce medicare 
expenditures by promoting the appropriate adoption and use of 
technology. 

Medical technology has now been widely recognized as a key con- 
tributor to health care costs, with estimates roughly up to 40 per- 
cent as technology's contribution to hospital cost increases (Free- 
land and Schendler, 1983; Waldman, 1972; Worthington, 1975; Feld- 
stein and Taylor, 1977; Altman and Wallach, 1979). These estimates 
assume a broad definition of medical technology. OTA has defined 
medical technology as the drugs, devices, and medical and surgical 
procedures used in medical care, and the organizational and s u p  
portive systems in which they are provided. In this paper, we will 
concentrate on the clinical technologies. 

Few would doubt that most medical technologies are beneficial. 
During the past few decades, medicine has been transformed by an 
influx of exciting new technologies. People who would have died in 
previous generations now live with a reasonable ability to function 
normally. For example, before renal dialysis was introduced begin- 
ning about 1960, those with end-stage renal disease died. Cardiac 
pacemakers have essentially made deaths from irregularities of 
heart rhythm unnecessary. Transplantation of organs such as the 
kidney and the heart have extended life for thousands. And new 
technologies such as hip joint replacements have made pain-free 
functioning possible for thousands of elderly people. Thus, while 
technology is unquestionably expensive, it ia not a matter merely 
of removing the inefficacious from the system. 

At the same time, there is considerable waste in the present 
system that is attributable to the inappropriate use of technology. 
Many surgical procedures seem to be overused in this country com- 
pared to other countries. Laboratory examinations and other diag- 
nostic tests are used a t  high rates and, a t  times, when not indicatr 
ed by the suspected conditions (Schroeder et. al., 1973; Dixon and 
Laszlo, 1974; Fineberg, 1977). Lengths of stay in hospitals are 
higher in many cases than can be justified by medical evidence of 
benefit (OTA, LOS, 1983). In brief, the system has encouraged the 
use of technology when any benefit, no matter how small, could be 
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hoped for. The challenge for the future is to devise a system that 
encourages the cost-effective use of technology. 

These comments have focused on the relationships between medi- 
cal technology and the health care system. As a significant compo- 
nent of the general system, the medicare program warrants specific 
attention. First, medicare costs have risen faster than those of the 
system as a whole. Between 1980 and 1981, for example, medicare 
program expenditures rose 17.9 percent, while national health care 
expenditures rose 15.1 percent (Health USA, 1982, Tables 71 and 
82). Second, since the hospital is the focal point for many technol- 
ogies and medicare is a relatively generous payor of hospital costs 
and less so for out-of-hospital costs, medicare would be expected to 
be very involved in medical technology. Finally, elderly people tend 
to have chronic medical conditions and they are heavy users of 
medical technology such as intensive care units and coronary 
bypass surgery. In 1980, for example, about 18 percent of medicare 
hospital stays involved intensive or coronary care units (OTA, 
ICU's, 1983). 

While relatively little is known in specific terms about medical 
technology in the medicare program, it is known that 28 percent of 
all medicare costs go toward the last year of life of the beneficiaries 
(Lubitz, HCFA, 1983). This seems to indicate that terminal illness 
is a major expense for the program, and that life-supporting tech- 
nology is an important contributor to costs. 

Medical technology develops in a myriad of ways in many differ- 
ent sites with a variety of sources of funding. The Government 
funds moat baeic biomedical research in this country, but private 
industry funds a substantial portion of applied research and tech- 
nology development. Processes of development of technology have 
been little studied. However, since much modern technology is 
made up of combinations of medical devices, drugs, and human 
skills, their development ie very complex. Control of development 
has roven to be difficult.  ken the technology has been developed, it must come into use. 
The process of spread into use is called diffusion. Because of the 
difficulties of identifying new technology before it is introduced 
into widespread use, policy mechanisms have tended to focus on 
early diffusion, or adoption, of new technology. Thus, the Food and 
Drug Administration regulates all new drugs and medical devices 
for safety and efficacy. The health planning program requires cer- 
tificate-of-need approval for institutions to make capital invesb 
ments. 

Factors leading to the widespread use of technology are many. 
However, little research has been done on manipulable factors, but 
has tended to concentrate on such factors as hospital size, which is 
difficult to influence. Only recently have researchers recognized 
the importance of reimbursement in the spread of new technology. 
Recent evidence shows that the method of payment is an important 
factor. And since it can be altered relatively easily, it has come to 
be seen as the policy mechanism of most promise for controlling 
medical technology. At the same time, the payment system is seen 



as an effective way to control conk The point ie that controlling 
costs means controlling technology, and the reverse is also likely 
true. 

MEDICAL TECHNOLOGY IN WE MEDICARE PROGRAM 
The benefits in the medicare program are wually broad, general 

categories, rather than specific technologies. Part A covers hospi- 
talization, psychiatric hospitalization, home health care, and post- 
hospital extended care services. Part B covers medically necessary 
physician services, outpatient hospital ~ervices, home health care, 
outpatient physical therapy and speech pathoIogy services, inde 

pendent laboratory services, some ambulance transportation, most 
prosthetic devices, drugs that must b6 Fo5ljsionally administered, 
blood, and some medical supplies. 

Because benefits are in such broad categories, specific technol- 
ogiee have required individual coverage decisions. Coverage policy 
governs the eligibility of technologies for payment. In the past few 
years, rapid technological change has led to increasing needs for 
technologyspecific decisions. At the same time, evaluating the 
health benefits and risks of specific technologies has become a 
formal part of the process of a r r iv in~  a t  coverage decisions. 

Coverage is generally defined as the guarantee againat specific 
losses provided under the terms of an insurance policy" (Discumive 
Dictionary, 1976). The term is frequently used interchangeably 
with benefits or protection. In the medicare program, coverage is 
distinguished from payment or reimbursement: Coverage refers to 
the types of benefits available to eligible beneficiaries, and pay- 
ment refers to the amount and methods of payment for covered 
eervices (Young, p.c., 1983). 

The basie of coverage policy for particular technologies not man- 
dated by medicare is section 1862 of title XVlII of the Social Secu- 
rity Act, which excludes payment for items and sewices that are 
"not reasonable and necessary" for diagnosis, treatment or im- 
proved services. That section has traditionally been implemented 
with attention to the medicare goals of not interfering with the 
practice of medicine and of assuring beneficiaries the choice of pro- 
viders., 

Covera e'decimons-are made at the national level by the central 
Health 8 are Financing Administration (HCFA) office. They are 
also made by medicare contractors, called intermediaries (part A) 
and carriers ( art B), who perform the medicare program's claims 
processing an 1 payment function under HCFA's 

Because of the general language of section 18 pidance. 2 and the absence 
of regulations or specific guidelines to implement that section, 
HCFA officials and medicare contractors have considerable latitude 
in determining which technologies are to be covered. Coverage deci- 
sions are developed and implemented in a decentralized manner. 
Moreover, there is considerable variation among contractors in sev- 
eral areas: (1) the decisions they make concerning the coverage of 
specific technologies; and (2) their implementation of coverage deci- 
sions (OTA, 1980; Bunker et  a]., 1982; Demlo et al., 1983). Much of 
the variation is due to absence of a precise definition of the term 
"reasonable and necessary." The criteria used by HCFA to deter- 



mine is a technology meeta this teat are: (1) effica and safety gen- r erally accepted, (2) not experimental, (3) medica ly necessary for 
the individual case, (4) provided according to accepted standards of 
medical practice in an appropriate setting. I t  is worth noting that 
cost is neither a criterion nor an explicit issue in these criteria. 

There is a basic contradiction in medicare's goal of not interfer- 
ing with the practice of medicine and its coverage policy that 
judges technologies used in medical practice. The decentralized a p  
proach ameliorates,the,contradiction in its de facto acception of the 
premise that medical practice- varies from one geographic area to 
another. 

In addition to not ueing costs as a criteria, medicare has re- 
frained from limiting technologies to restricted circumstances, such 
as certain institutions meeting certain criteria or physicians with 
specific ski1ls.l On the other hand, medicare does limit coverage of 
some technologies to appropriate medical conditions. For example, 
in 1981, HCFA announced the coverage of specific types of thera- 
peutic apheresis for three conditions, but denied coverage for other 
indications. Three additional disease indications were added in 
1983 (OTA, Apheresis, 1983). 

The recently passed DRG program can be expected to change the 
coverage process to an extent, but perhaps not dramatically. 
Indeed, the interactions between medicare coverage policy and 
DRG payment are limited to inpatient services provided in almost 
all short-term acute care general hospitals. Inpatient services in 
psychiatric, rehabilitative, pediatric, and long-term hospitals; out, 
patient services; and physician services-provided in or out of the 
hospital-are not included in the DRG payment system. Instead, 
they are paid for as before the law's enactment. 

Most coverage questions arise with physician services. Thie is 
understandable, because technologies are generally provided by 
physicians. Furthermore, the physician services component of 
medicare is the fastest growing, although not the largest, in terms 
of costs. Since the DRG program changes the incentive for hospi- 
tals dramatically, future changes in medicare are expected to focus 
more on physicians services and outpatient services. For these rea- 
sons, the suggestions for change8 made in this paper will address 
physician services. (See later section on DRG's.) 

How COVERAGE ~ ~ X S I O N S  ARE MADE 
The coverage decision process is conceptually simple (see figure). 

Although the epecifics vary, the process is the same at the national 
level and a t  the contractor level. First, new technologies and new 
uses of covered technologies are identified. Then, the decision is 
made aa to whether or not to cover the identified technology. Gen- 
erally, the decisionmakers receive advice that usually involves an 
evaluation of the technology focusing on efficacy and safety. The 
final step is implementation of the coverage decision. 

1 However, in January 1988. HCFA releaeed coverage inatruclione to medicare contractom 
that for the firat time limited payment for a taohnology-therapeutic aphereaia-ta ite use in a 
#pacific netting and by specified providers (Commerce Clearance House Ro@lstione. Jan. 31, 
1989). At pnmnt, only therapeutic apheresis nnd closed loop blood glucose conlrol devicee fall 
into the category. 
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Identification.-Technologies can be identified by HCFA, by the 
HCFA regional offices, or b contractors. They are identified by dif- 
ferent methods, including: fl eviewing claims, auditing cost reports, 
informal interacting with providers, and receiving inquiries from 
such sources as  manufacturers. In the past few years, HCFA has 
relied more on contractors knowledge and experience, assuming 
that  contractors are more familiar with medical and hospital prac- 
tice. 

However, although contractors do identif many uncovered tech- 
nologies, this process has serious flaws. 4' ospital claim forms in 
particular are not designed to identify new technologies. They use 
broad headings, such a s  radiology and pathology, that provide little 
information about specific technologies (Schaeffer, 1982). Interme- 
diaries are  required to examine only a 20 percent sample of inpa- 
tient claim forms (HCFA memo, 1981). The claim form for physi- 
cians required information about the use of specific surgical and 
medical technologies, but carriers ma still overlook new technol- i ogies and new uses of covered techno ogies because of administra- 
tive inefficiences and a high number of coding errors (Bunker, 
1982). It is also easy for physicians and hospital administrators to 
re  uest payment for an uncovered technology under an  established 
co 1 e. For example, chemonucleolysis (injection of chymopapain into 
a ruptured intervertebral disc) is not a covered benefit of Blue 
Shield of California, but discography is covered. The claim for the 
services of the physician may list the procedure number for "dis- 
cography injections," when claiming reimbursement for chemonu- 
cleolysis (Bunker, 1982). 

Based on advice provided by their medical advisors, medicare 
contractors make their own coverage decisions about the majority 
of new services they identify. When they feel unable to decide on 
coverage, the quesiton is supposed to be submitted to a HCFA re- 
gional office. For the most part, regional offices refer coverage 
questions requiring medical decisions to the HCFA central office. 
Only the Boston regional office has a medical consultant. 

Prior to 1979, the majority of coverage questions received at the 
central HCFA office were submitted by the regional offices. Howev- 
er, since 1979 others, particularly manufacturers, have increased 
their participation in the coverage process. During 1981, 25 percent 
of coverage questions, submitted to the central HCFA office were 
from producers of medical technologies. (OTA, draft, 1983). Manu- 
facturers are very concerned to know as early as  possible whether 
their new products will be covered. In the past year, the national 
association that represents manufacturers of medical devices, the 
Health Industry Manufacturers Association [HIMA], advised i t s  
members to request coverage for their products from medicare con- 
tractors and not the HCFA central office for more timely and fa- 
vorable decisions (HIMA, p.c., 1983). This change in HIMA's strat- 
egy was prompted by its perception that not only had the time re- 
quired for reaching and releasing coverage decisions made a t  the 
national level increased, but the number of products being denied 
coverage also increased. 
Coverage Decisions.-Coverage decisions are made by medicare 

contractors and by HCFA. The contractors act upon most questions 
raised in their areas, following the advice of medical consultants. 



Contractors show variation in their decisions about specific technol- 
ogies (Demlo et al., 1983). As a result, the specific package of cov- 
ered benefits varies somewhat across the country and even within 
regions. There is no regional or national standard for covered serv- 
ices. 

HCFA expects contractors to refer general coverage issues of na- 
tional interest to the central office (HCFA memo, 1981). However, 
referral is not required by statute or regulation. Furthermore, 
there is no accounting of contractors' adherence to this suggestion. 

The locus for coverage decisions within HCFA is the Office of 
Coverage Policy. If the coverage decision concerns drugs or some 
medical devices, prior evaluations by the Food and Drug Admiriis- 
tration provide some indications of safety and efficacy. There is, 
however, no comparable mechansim for medical and surgical proce- 
dures. FDA evaluations are not definitive either, since the standard 
for efficacy is that the drug or device have the effects claimed by 
the manufacturer. HCFA judges efficacy as the ability to improve 
health. 

If medical advice is required for a coverage decision, the question 
is presented to the physicians panel within HCFA. The panel may 
request an evaluation from the Office of Health Technology Assess- 
ment [OHTA], the successor to the National Center for Health 
Care Technology, disbanded in 1981. After conducting an assess- 
ment on the safety, efficacy, and clinical effectiveness of a technol- 
ogy, OHTA may recommend that a technology not be covered by 
medicare, or that it be covered with or without restrictions. The 
actual coverage decision is made by HCFA, which notifies HCFA 
contractors and State medicaid agencies. 

Coverage decisions about technologies of national interest are es- 
pecially based on criteria of "general acceptance" and "stage of de- 
velopment." These call for judgments that are  difficult to base on 
good information. The terms are  not defined, and do not fit well 
with the complexity of any technology's development. 

Implementation of Coverage Decisions.-For the most part, 
HCFAJs implementation of national coverage decisions consists of 
disseminating the decision through various sources, including 
HCFA's regional offices, instruction manuals, and transmittal let- 
ters, to contractors and providers. Monitoring the implementation 
is largely decentralized and done by claims review; direct Govern- 
ment involvement is largely confined to cases of fraud and abuse. 

The limitations of claims review in identifying new technologies 
also apply to claims review as a means of evaluating the implemen- 
tation of coverage decisions. The capability of monitoring a cover- 
age decision varies among contractors. It varies in part because of 
the complexity of lhedicare coverage rules and deficiencies in the 
transmittal of information between HCFA's central office and re- 
gional offices and between regional offices and medicare contrac- 
tors (Demlo, et. al., 1983). 

COVERAGE POLICY UNDER DRG HOSPITAL PAYMENT 
While no changes have yet been announced in coverage polic 

under the DRG program, there will clearly be an interaction. Bot I 
DRG payment and coverage policy an affect the rate and direction 



of technological change, and together they have great implications 
for medical technology in the medicare program. 

Because specific technologies used in hospital settings are  not 
easily evident from the DRG classification, HCFA will not be able 
to discern the use of some technologies that are unsafe, not effica- 
cious or experimental. This will be similar to the situation under 
the previous cost-based mode of hospital payment. However, some 
DRG's are based on specific technologies, in particular a number 
that are specific surgical procedures. Those DRG's will allow for 
improved identification. 

Perhaps more important are the different incentives under the 
DRG payment system. One can expect that the use of procedures 
that lower the cost per case to increase, and those that raise the 
cost to diminish. Those that  raise the cost may lead to appeals from 
hospitals as  outlier cases, many of which will be highcost outliers 
precisely because of costly technology. 

Finally, new technologies will be recognized during the process of 
adjusting DRG rates. Indeed, updating DRG prices appears to offer 
the most significant opportunity of identifying such technologies 
for coverage purposes. 

For the DRG payment system, changes in DRG relative weights 
or prices will be made, in part, to reflect technological change. Be- 
cause this proceas must include identification of new technologies, 
it is reasonable that some of the techniques, including technology 
assessments, used to adjust DRG rates will be similar to those used 
to support coverage decisions. For example, the Prospective Pay- 
ment Asaeasment Commission [ProPAC] has been given broad au- 
thority to assess medical technology and the appropriateness of 
medical practice patterns in developing its recommendations for 
DRG rates. The Commission's role, however, is only advisory; 
HCFA makes the decision concerning the appropriate payment 
rate for hospital services. 

Thus, both the coverage process and the proceas of adjusting 
DRG rates share a similar ' approval for payment" function. The 
most important difference is that the DRG rate adjustment process 
includes issues of cost as an integral issue. 

Another issue arises because medicare pays hospitals one way 
and other providers another, and becau~le coverage cannot be limit- 
ed to payment for specific technologies to their use in certain set- 
tings and by certain providers. Since costs are a consideration to 
providing inpatient hospital services under the medicare DRG pay- 
ment system and not a large consideration in providing other serv- 
ices in other settings, the incentive to shift highcost technologies 
from an  inpatient to an ambulatory setting is a large one. 

As described above, the prime factor8 used by HCFA in evaluat- 
ing coverage include efficacy and safety. However, even this level 
of evaluation is not simple. Data on efficacy and safety is often not 
available in general, but is even more difficult to obtain for new 
technologies. Despite increasing attention to coverage issues, no 
mechanism has been developed to assure that studies are done in 



such a way a s  to produce data when i t  is needed for decisionmak- 
ing. 

Theoretically, a t  least, subetitutability is an  important issue for 
the medicare program. Often one technology addressed to a specific 
disear~e problem is much cheaper than another. The extent to 
which two technologies are equivalent is the issue. The program 
could save quite a lot of money, if more about equivalence were 
known. However, data on equivalence is even more scarce than 
data on efficacy. Clinical trials are usually not organized in such a 
way to address this issue. Aleo, the present statute may not give 
the program authority to exclude a technology on the basis that al- 
ternatives are available. This depends, of course, on the definition 
of "reasonable and necessary." 

A related issue is that of cosb. The program has seldom explicit- 
ly considered costs. Although the issue of including cost criteria 
into coverage decisions has been examined by the eneral counsel's 
office, i t  has never been resolved-Streimer, P. I. ,  1983. At this 
time, there is no restriction on using cost criteria in coverage deci- 
~tions, but HCFA chooses not to do so. Nonetheless, there has been 
a great deal of discussion in recent years about including costs a s  a 
criterion. If this were done, either by statute or regulation, the 
issue would, in effect, become cost effectiveness. There is a family 
of techniques for assessing cost effectiveness that  have gained 
prominence in recent ears and that  could be helpful. However, - these techniques also l a v e  significant weaknemes. Some of these 
weaknesses can be ameliorated with time, such a s  the lack of effi- 
cacy data on which to base cost-effectivene~s calculations. Others 
cannot, however. For example, cost effectiveness analysis focuses 
on factors that can be quantitated, such as  death and financial 
cost, while tendin to ignore nonquantitative factors, such as  ethics f and equity. In ef ect, this weakness means that  cod-effectiveness 
analysis cannot in moat cases be the dominant factor in a decision. 
However, it can be very helpful in assisting the policymaker in 
structuring a problem and understanding its ramifications. 

Running through the issue of coverage decisions is the problem 
of data. Coverage decisions must be made rationally to be respected 
by the outside world. Providing technologies inappropriately can 
cause quite a lot of harm, as can withholding efficacious technol- 
ogies. Yet there is a scarcity of data on which to perform assess- 
ments or to base such decisions. In addition, it is widely recognized 
that  HCFA does not have the resources necessary to understand 
the role of new technology in its program. While recent years have 
seen active policy debates concerning technology and technology as- 
sessment, investments in data collection have fallen. Without more 
data, coverage decisions probably cannot be improved or tightened. 

In the past, coverage policy in the medicare program has had im- 
portant potential, but limited opportunity for attempting to assure 
cost-effective health care. Coverage policy ha8 been a n  important 
tool in protecting beneficiaries from unsafe and inefficacious medi- 
cal technolo . But, i t  has been restricted in influencing the diffu- 
sion of cost-e 9 fective technology due to the exclusion of cost criteria 



in the amessment of technologies for coverage decisions and b in- 
adequacies in the coverage process. Despite the enactment o ?' the 
DRG payment method for inpatient hospital services, the impor- 
tance of coverage policy is only marginally diminished. Coverage 
decisions deal primarily with physician services, and physician pay- 
ment has  not been changed-not yet. In addition, the DRG pro- 
gram requires coverage decisions in effect, especially in establish- 
ing new DRG's-such as those for new surgical procedurtrs. 

An obvious change to consider js to broaden the legal basis for 
coverage. As mentioned above, "reasonable and necessary" has not 
been formally defined, I t  may be that costs and broader social 
issues could be included in the definition if it were made by regula- 
tion. It not, or if the administration is not interested in pursuing 
such a change, the law could be amended to specify such factors as  
worthy of concern. Indeed, it seems rather absurd that the medi- 
care program cannot consider financial cost, but must apparently 
pay for any technology found to be efficacious and safe, regardless 
of how much i t  costs. 

Another change to consider is to allow limitations in coverage to 
certain types of providers, certain types of sites, or even specific 
sitesn2 Such limitations could both help control costs and improve 
quality. For example, many surgical procedures are  done in low 
volume in hospitals in this country, and the results-such as death 
rates-have been repeatedly been shown to be inferior in such aet- 
tings-Bombardier C., and others, 1977. It may also be that  exces- 
sive or unnecessary procedures are done in institutions with low 
volumes. This change could possibl also be made in re  
but may require statutory change, d uch a change seems c P a t i o n ,  early to 
be advantageous to both patients and the program itself, although 
not to some physicians and hospitals. 

A combination of policies that includes limiting diffusion of tech- 
nology to certain providers, limiting utilization to certain indica- 
tions, and limiting payment in other ways, could undoubtly reduce 
the rates of use of certain technologies. This is indicated by the 
large variations in use of technologies. 

At present the medicare program cannot demand data from pro- 
viders. A change in the law could allow coverage only on the basis 
that  such data would be furnished. The DRG amendments do give 
HCFA the authority for the first time to fund clinical research, in- 
cluding clinical trials. This further change would give medicare 
some powerful tools to develop data for providing cost-effective 
care. 

Finally, the interface between coverage polic and DRG payment f' needs to be explored more thoroughly. The 0 fice of Health Tech- 
nology Asseesment [OHTA] is presently limited to responding to re- 
quests from HCFA for technology assessments. In part because of 
questions about its eventual role, it has not developed a compre- 
hensive program for medical technology assessment and transfer. 
The Commission described previously will play an active role in 

*An noted prevloualy, In 1W HCFA lseued coverap lnetructlona that for the n n t  tlme Hmlt 
ed the coverage of a technology (therapeutic apheresm in Janua 1988 and cloeed loo blood 
control devices in July 1989) Lo its uae in a specific setting sndTy awific providers. ?f such 
limited typm of coverage becomes eahblished policy, the wues to be discussed becqmea aca- 
demic. However, indications are that these decis~ona do not reprwent a mqjor change In policy. 



this arena. The relationship between OHTA and the Commission is 
a critical one for coverage purposes. 

Drscwss~o~ 
Attempts to control technology and thereby control costa have 

until now been rather ineffective. In large part, it =ems to us, this 
is because the forces of the health care system run in the opposite 
direction. Investments in developing new technology are large, and 
industry has many toole for convincing providers that new technol- 
ogiea are essential for good patient care. New technology is often 
exciting, and does indeed often offer incremental improvements in 
health status for sick people. Technological procedures are associat- 
ed with higher fees for physicians, and new technological proce- 
dures have even higher fees. Hospitals also are paid more for tech- 
nological services than for cognitive ones. The prevailing fee-for- 
service system of physician payment and costrreimbursement pay- 
ment to hospitals are inherently inflationary, with strong incen- 
tives to buy and provide more. The new DRG system is a first step 
to change this laet factor. However, it is not surprising that ab 
tempts so far have foundered, when so many forces have pointed in 
the other direction. 

An important issue for the future is the extent to which changes 
in the medicare program can change the entire system. If medicare 
does not provde a technology but i t  is a highly visible one, strong 
poIitical pressures mount for coverage. The congressional hearings 
held on transplantation-primarily liver-in the spring of 1983 
provide a good example. In those situations, it is not surprising 
that HCFA officials have been rather conservative about denying 
co~erage .~  

To be most effective, the coverage process needs to be capable of 
identifying all the new technologies introduced into the system and 
paid for by the medicare program, as well as those covered technol- 
ogies which are unproven as safe and effective. Coverage would be 
even more effective if HCFA became aware of new technologies 
and new uses for established technologies before questions of cover- 
age were raised. For example, HCFA could monitor FDA's process- 
es to anticipate new medical devices. The National Center for 
Health Care Technology had this task as part of its charge. Similar 
efforts in the private sector could be scrutinized. After identifica- 
tion, all technologies of national interest could be carefully evaluat- 
ed in a process using objective criteria performed without undue 
delay. The current process is far from thie model, 

Tightening this system would undoubtedly save money for the 
program, and might also improve uality of care. However, it 
would not be politically popular. In a 3 dition, many would have res- 
ervations about centralizing decisions concerning health and dis- 
ease and having them made by HCFA bureaucrats. Such a change 
would require the following actions: 

One, restructuring the coverage process to encourage the identifi- 
cation of all new or emerging technologies. 

'In +nt ymm, HCFA hae tlghtend its coveryle poticy for moat hhnologiee. However, the 
highly vls~ble onen remaln an exceptions. 



Two, referring all coverage issues of national interest to the 
HCFA central office. 

Three, uniformly implementing all national coverage decisions. 
Four, more explicitly considering costs in coverage decisions. 
Five, limiting coverage of certain techologies to specific providers 

and specific sites of care. 
As cost containment becomes an increasingly important objective 

of the medicare program, the notion of linking coverage policy and 
technology assessmentrr to change economic incentives in the pro- 
gram has gained momentum. A real possiblility would be to deny 
covera e until good data were available. This method is being used 
formal 7 y in the unique case of heart transplants, where the deci- 
sion will not be made until after completion of a large study being 
carried out by the Batelle Institute. Includin costs and other fac- 

ing out a procedure, would assist in this goal. 
f tors , such as limiting coverage to the most e fective site for carry- 

Coverage policy is also related to utilization review. One of the 
purposes of utilization review is to assure that services given are 
covered. According to the Social Security Amendments of 1983, the 
new peer review organizations [PRO'S] will review the validity of 
diagnostic information provided by hospitals-DRG verification- 
completeness, adequacy, and quality of care provided to inpatients; 
and appropriateness of admissions and discharge. Since the incen- 
tives in the DRG system are generally to provide fewer services, 
PRO'S will need to be concerned with underprovision of services. 
Thus, utilization review and coverage policy support each other. 

In the realm of physician services, chan es in payment methods 
seem inevitable. One change that woul f not require sweeping 
change in the program is to build a fee schedule on a technology- 
by-technology basis. If the fee schedule were to pay for groups of 
services or on a per case basis as the DRG s stem does, individual 
technologies would not be apparent of HC $ A and the coverage 
process would not be pertinent. New and ex ensive technologies 
would be assessed, however, when fees were a $ justed. Specific fees 
for technological services, however, would allow more scope for the 
coverage process and would also make cost evaluations very impor- 
tant. A coordinated effort for assessing technologies for coverage 
and for adjusting rates would need to be established. 

What is the potential for coverage policy to help contain costs in 
the medicare program? There is little doubt that large savings 
could be made, assuming that political and technical, problems pre- 
venting a strong coverage policy could be overcome. A combination 
of policies suggested in this paper offer a possible approach. Cau- 
tion is necessary, however, with respect to olicies concerning cen- P tralizing the coverage process. A national y determined coverage 
process may not take into account the unique needs of all patients 
and may prove unduly costly. Furthermore, the decision to reduce 
variation in coverage polic and increase the explicitness and uni- 
formit of medicare bene lts re uires careful judgment and bal- 
ance. & e doubt that  the centra 7 ization that would be necessary 
could in fad be carried out. 

The closing thought for this paper concerns technology assess- 
ment. The tool of coverage policy is a tool aimed largely a t  technol- 
ogy. It requires good data and information to work well. In the 



DRG amendmente, this fact was explicity recognized by the Con- 
gress, which was concerned about the updating of DRG rates to 
allow incorporation of new technology (and perhaps to assure that 
obsolete technology was discarded by lowering rates). The tool de- 
vised was the Prospective.Payment Assessment Commiesion which 
will assess DRG payment rates in association with the technologies 
that might be incorporated into those DRG's. This is the first ex- 
plicit merging of costs and effectiveness in the medicare program. 
It offers an interesting precedent for the future. 
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THE MEDICARE COVERAGE DECISION PROCESS AND 
MEDICAL TECHNOLOGY 

(By RICHARD RET~IG, Illinoia Institute of Technology) 
The OTA paper, "Using Coverage Policy to Contain Medicare 

Costs," by Banta, Ruby, and Burns, requires careful reading to be 
fully understood. It  is written a t  a general level without extensive 
detail, uses the conditional "if * * * , then * * *" form repeatedly 
and relies frequently upon the passive voice, yet intersperses nu- 
merous declaratory statements throughout. This commentator ini- 
tially read the paper as advocating various changes in medicare 
coverage policy. But, as the senior author declared in the discus- 
sion, "We do not believe that the coverage process is necessarily 
the most desirable way to approach the control of costs or control 
of technology. * * We are personally skeptical--of this." 

In these remarks, I indicate why the c o v e r ~ e c i s i o n  process 
constitutes one of those institutional arrangements which is neces- 
sary, performs poorly, and remains difficult to improve. Then, I dis- 
cuss the two major policy choices confronting medicare with re- 
spect to what to do about coverage policy and procedure. Final1 , I 
suggest how the Congress might proceed if it wishes to further c ar- 
ify the choices it confronts. 

i 

A medical coverage-decision process is a necessary and existing 
feature of all medical insurance systems, public or private. It is 
necessary because all systems, whether medicare or private insur- 
ance, specify the existing benefit package of covered procedures 
and stipulate a procedure for determining how new procedures 
shall be added to that benefit package. Because the coveragedeci- 
sion process stands at the portal of entry to the set of currently 
covered procedures, large stakes ride on coverage decisions about 
new procedures. These stakes include: medical benefits to patients; 
reputation, cost, and quality of service to provider institutions; 
income, professional reputation, and camer advancement to physi- 
cians; profits and market share to suppliers and manufacturers; 
and, normally, increased costs to insurers. 

The medicare coverage decision process, the subject of the Banta, 
Ruby, and Burns paper, constitutes a necessary, real-world, action- 
forcing process of some consequence. Interestingly enough, very 
little empirical research has focused directly on the medicare proc- 
ess. So the descriptive basis for considering policy changes is quite 
inadequate. Most observers tend to think that the coverage process 
works poorly but is very difficult to improve. 

Several reasons exist for its poor performance. First, the medi- 
care coverage decision process relies upon broad general criteria 
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pertaining to safety and efficacy, but excludes cost of a new proce- 
dure as a decision criterion. 

Second, the process effectively cedes authority for decieion- 
making to those experts in medicine who simultaneously represent 
the strongest, most articulate advocates for approval of a new pro- 
cedure. Third, numerous opportunities exist for physicians and pro- 
vider institutions to obtain reimbusement for a new procedure by 
billing for i t  under a category used for a currently covered proce- 
dure. Rnally, numeroua possibilities also exist in the medicare re  
imbursement system for simple error in failing to note the submis- 
sion of a claim for a new procedure. 

The reasons why the coverage process is djfficult to improve are 
technical, administrative, economic, and political. Technical iwues 
include the limited amount and quality of data available for deci- 
sionmaking, and analytical limits on assessing safety, efficacy, and 
cost-effectiveness of medical procedures. Administrative problems 
include the limited number and competence of trained analysts en- 
gaged in the coverage process, and the lack of higher level support 
for increasing the number or improving the quality of personnel. 
Economic or resource limits flow from the general scarcity that 
constrains medicare administration and the reluctance of officals to 
invest in data or people. Political reasons that  hold back irnprove- 
ment derive from the substantial stakes that the numerous stake- 
holders have in maintaining the existing arrangements. 

Several broad policy choices confront policy officials regarding 
the question of what, if anything, t~ do about the medicare cover- 
age decision procees with xespect to the purpose of constraining the 
costs of medicare. The choices before both legislative and executive 
branch policy officials are basically two: 

Rely primarily upon the newly established prospective payment 
system to contain costs, or upon this DRG-based system in combi- 
nation with other policy interventions, but leave the present cover- 
age decision process unchanged. 

Augment the cost containment effects by the DRGbased reim- 
bursement system by tightening the coverage decision process. 

RELY ON THE DRG SYBTEM 
The DRG-based payment system is too recent for anyone to know 

what its actual effects upon medical technology will be. A recent 
OTA Technical Memorandum, "Diagnosis Related Grou s (DRG's) 
and the Medicare Program: Implicatlone for Medical Tec !I nology," 
on which the current authors draw, discussed the likely effects of 
DRG's upon the use of presently available medical technologies and 
upon technological change in medicine-"the adoption of new tech- 
nologies and discarding of old ones." That discussion arrived a t  sev- 
eral general conclusiona which are briefly summarized below. 

DRG1s create incentives to reduce the cost per case of hospital 
care and to increase hospital admissions. Cost reduction incentives 
are expected to lead to shortened lengths-of-stay, a reduced number 
or mix of services provided during each stay, and lower prices paid 

1 Omce qC T ~ h n o l ~ A e s a u a m e n t ,  Diagnoeie Related Groups (DRCk) and the W i c o r e  P m  
om: Impl~cations tor sdical Technolom, A Technical Memorandum, Waahinglon. D.C., July 
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for inputs used in producing services. The magnitude and direction 
of effects will be a function of: The proportion of a hospital's cases 
covered by DRG payment; the paesthrough of some costs; the 
means of DRG rate construction; the means of updating DRG rates; 
and the level of risk and reward of the payment system. Technol- 
ogy-specific effects of DRG's are anticipated for the number and in- 
tensity of ancillary services, the settings in which technologies are 
used, the specialization of services, and the "technology product 
mix," 

Technological change effects of DRG's, according to OTA, are 
likely to encourage cost-saving technology and, conversely, discour- 
age cost-increasing technology. The particular effects will vary ac- 
cording to the type of innovation and whether it affects capital 
costs, operating costs, or both. Table 4 from the OTA Technical 
Memorandum, reproduced below, summarizes these cost effects 
(positive or negative). 

TABLE 4.-IMPACT OF TECHNOLOGICAL INNOVATION ON PER-CASE COSTS 

Type of innovation 

DirecW of eflect on- Incentives for 
ado~lion 

Capltal Operaling Total 
wr pr yz cadtal in cauial in case case rale rale 

I. Cost-raising quality-enhancing new 
........................................ technology + + + 4 5- 

11. Operating cost-saving innovations: 
A ..................................................... + - + 
B ....................................................... + - - 

Ill. Capital cost-saving innovations: 
- 

t t 
A. .................... .. ........................... + + 
0, .................................................. .... + - 

Iv. Service/procedure disadoption ............... - - - i i 
Source: OMce ol Technology Assessment. 

Several comments about this OTA schema deserve to be made. 
First, the technical memorandum does not differentiate between 
the human and ph sical aspects of operating costs, Capital costa in 
the above table re f' er to physical capital-scientific and technologi- 
cal knowledge pertinent' to the diagnostic or therapeutic aspects of 
medicine which is embodied in physical equipment and procured 
through an institution's capital acquisition process. Operating 
coats, however, refer both to the costs of equipment procured by 
purchase order (usually small items), consumables, disposables, and 
other supplies-the physical component of operating costs, as well 
as to the costa of professional pemonnel-salaried physicians, 
nurses, technicians, social workers, and the like-in whom scientif- 
ic and technological knowledge has been embodied through educa- 
tion, training, and experience. This distinction between the compe 
nents of operating costs is important because the DRG systbm will 




























































































































































































































































































































































































































































