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EXECUTI VE SUMVARY

Before contemplating reforms in Medicare, it is crucia to understand the needs of vulnerable groups
the program serves so that the important achievement of providing mainstream coverage to these
populations is not undermined. While a considerable amount of a given year's health care expensesis
unpredictable—the result of accidents or illnesses that strike without warning—many Medicare
beneficiaries have health conditions that make substantial expenditures predictable. Elderly and
disabled people have a disproportionate share of chronic and acute conditions. It is to be expected
that members of these groups will make decisions about insurance and health care spending that
reflect their knowledge of the expenses such conditions are likely to incur. Consequently, these
populations are the least attractive customers for the private insurance sector and the ones at whom
Medicare reforms and protections should be targeted.

Basi ¢ Characteristics of Vul nerable G oups

This report examines two categories of vulnerable Medicare beneficiaries—people with cognitive
problems and those with physical ailments. The categories are derived from the Medicare Current
Beneficiary Survey (MCBS). In 1966, 33 percent of Medicare beneficiaries suffered from either a
cognitive or physica difficulty; and amost 13 percent had both cognitive and physical problems
(Table ES-1).

Many of the impairments appear in predictable demographic groups. More than 13 percent of
beneficiaries with incomes below the poverty line have both cognitive and physical difficulties; just
over 5 percent of those with incomes of more than 400 percent of poverty have both problems. It is
unclear whether the health problems are the result of low incomes or vice versa. However, those
with higher incomes are more likely to be working and in better health. Age is also associated with a
higher incidence of health problems. Nearly 37 percent of beneficiaries older than age 85 have
physical and cognitive problems; fewer than 4 percent of beneficiaries between the ages of 65 and 69
have comparable limitations.



Table ES-1. Vulnerability Status by Health Spending and Beneficiary Characteristics, 1997

Nei t her Bot h
Cogni tive nor Cogni tive and Cogni tive
Physi cal Physi cal Oly Physical Only

Al Beneficiaries 67.6% 12.7% 10.3% 9.3%
Poverty

Below poverty 56.1% 13.2% 18.9% 11.8%

100%-200% 66.7% 9.6% 12.1% 11.6%

200%—400% 77.5% 5.8% 8.4% 8.4%

Greater than 400% 83.2% 5.2% 5.6% 6.1%
Age

Disabled 29.3% 22.2% 31.9% 16.6%

65-69 83.9% 3.6% 5.1% 7.5%

70-74 80.8% 5.7% 5.8% 7.7%

75-79 74.9% 8.8% 7.8% 8.5%

80-84 64.1% 17.1% 8.7% 10.1%

85 and older 40.9% 36.7% 13.2% 9.2%
HVD Enr ol | nent

M+C beneficiary 77.9% 6.6% 7.6% 7.8%

FFS beneficiary 65.8% 13.8% 10.8% 9.6%
Mean Expenditures

All health spending $5,037 $20,332 $6,597 $14,573

Medicare spending $2,920 $13,205 $3,933 $10,073

Out-of-pocket spending $2,141 $3,989 $2,069 $2,744

Note: Expenditures exclude HMO and institutionalized beneficiaries.
Source: 1997 Medicare Current Beneficiary Survey.

In general, health maintenance organizations (HMOs) that serve the Medicare population
attract healthier individuals than does traditional Medicare. Fourteen percent of the total traditiona
Medicare population had both cognitive and physical difficulties in 1996; fewer than 7 percent of
Medicare HMO enrollees reported such problems. Managed care plans have strong incentives to limit
enrollment of those with cognitive and/or physical conditions because it costs more to serve these
beneficiaries, and the size of the Medicare premium is not sufficient to make them attractive
enrollees. Further, beneficiaries with these conditions may be unwilling to risk joining a plan that
restricts choice of physician and other health care providers. Indeed, this is why many health care
analysts worry about selection issues in Medicare. Not just insurers, but beneficiaries themselves can
affect enrollment and contribute to selection problems, particularly when they know they need extra

care.

Even the 65-t0-69-year-olds, an obvious enrollment target of Medicare HMO plans, choose
traditional Medicare when they have health problems. In 1993, 4.8 percent of the Medicare HMO
population in this age group had both cognitive and physical impairments.

Vi



In 1996, the percentage was down to 1.5 percent, while the proportion of vulnerable people in the
age 65-t0-69 non-HM O population rose from 4.2 percent to 4.6 percent.

Heal th Care Spendi ng on the Vul nerable

Besides the obvious physical and psychological effect that health limitations have on beneficiaries and
their families, there are aso significant financial repercussions, particularly for those enrolled in
traditional Medicare. In 1996, average overall health spending—which includes health spending by all
sources—for an individual with a cognitive or physica condition was $5,037.* The figure was
$20,332 for a beneficiary with both cognitive and physical difficulties (Table ES-1). Total spending
on an individual with cognitive difficulties alone was $6,597, and spending on those with physical
problems alone was $14,573. The total out-of-pocket spending for cognitively and physically disabled
beneficiaries was $3,989; beneficiaries with neither condition spent $2,744.? Both the total spending
and out-of-pocket spending figures reflect both acute and long-term care spending. Medicare
reimbursement for those with both conditions was more than four times as high as it was for
beneficiaries with neither problem. Furthermore, beneficiaries with either health condition account for
more than 60 percent of Medicare spending even though they comprise only 32 percent of the
Medicare population (Figure ES-1).

Figure ES-1. Beneficlaries with Health Conditions
as a Percentage of Beneficiary Population and
Total Medicare Expenditures, 1997

100% - O Neither
39.8% o .
67.6% 0O Cognitive
50% - 8.8% @ Physical
10.3% m Both
0%

Medicare Population Medicare Spending

Maote: All figures exclude ESRD beneficianes and the Medicare expenditures alse exclude
HMO beneficiaries,

Source: Maribm Maoon and Matthew Storeygard, One-Third at Risk: The Special
Circumstances of Madicare Bonaficiaries with Health Problams, The Commonwaalth
Fund, September 2001

! These figures exclude those in institutions, where expenditure information is less comprehensive.

% Note that out-of-pocket spending includes the amount people pay directly plus the premiums they pay for additional protection and for
Medicare. Because this is a different concept than either all Medicare spending or total spending, out-of-pocket cannot be added to Medicare to
get the total.
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Another key issue is whether the date of onset of a physical problem makes a difference in
spending levels and whether there is persistence in spending through time for those with physical
problems. If, for example, a broken hip leads to several limitations in activities of daily living, does
Medicare spending remain high over time or decline after an initia treatment period?

Both cross-sectional and regression analyses of spending for individuals on the MCBS, for
whom we have three years of data, find that year of onset does matter. The highest average spending
in 1996 is for those whose problem began in 1996. Thisis closely followed by spending for those
who report problems in 1996 and in at least one of the prior years. The discrepancies are
considerably greater when Medicare spending alone is examined, suggesting that the problem’ s date
of onset particularly affects acute-care spending.

Policy Inplications

Due to their age and/or disability status, Medicare beneficiaries are more likely than the rest of the
population to have physical problems. Those that do are more likely to spend considerably more on
care than other Medicare beneficiaries. These findings raise a number of policy issues. First, if
reliance on private-sector initiatives increases, it will be crucia to implement risk-selection adjustment
mechanisms to assure that private plans are reasonably compensated for enrolling people with health
problems (and are not overpaid for those who are healthy). These findings also mean that fee-for-
service options to serve those with multiple problems are likely to be needed indefinitely. Improved
benefits—e.g., coverage of prescription drugs and reduction in cost sharing charges—could help
reduce out-of-pocket costs for traditional Medicare enrollees.

Finaly, Medicare reform efforts sometimes try to hold down Medicare spending with higher
cost-sharing in areas such as home health care. Such changes would place an inordinate burden on
those who already face very high out-of-pocket costs. Reform options that would drive up the
premiums that individuals must pay for traditional Medicare by promoting lower-cost private plans
are also likely to be detrimenta to the beneficiaries described here.
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ONE- THI RD AT RI SK:
THE SPECI AL Cl RCUMSTANCES OF MEDI CARE BENEFI Cl ARI ES
W TH HEALTH PROBLEMS

| nt roducti on

Before the Medicare program began in 1966, many elderly people were unable to buy health insurance
because of its high cost or because it was unavailable at any price to those with health problems. One
of Medicare' s important accomplishments is that it gives the very old and the very sick the same
access to basic benefits as it does to younger, healthier beneficiaries. While there is certainly room
for improvement in the benefit package, one's Medicare coverage is never rescinded because of poor
health. In fact, the program redoubled its commitment to insuring those who are most in need when
it expanded coverage in 1972 to those with disabilities. It is important to understand the needs of
these vulnerable populations Medicare serves, particularly when contemplating reforms to the
program. The considerable achievement of providing mainstream coverage to these populations
should not be undermined.

The diversity of the Medicare population’s age, income, race, geographic location, and
education is well documented.® Such differences are associated with some of the variation in health
care spending. Another key, direct source of variation in spending arises from differences in health
status. A considerable amount of any given year’s health care expenses are unpredictable—the result
of accidents or illnesses that strike without warning—but many Medicare beneficiaries have health
conditions that require predictably costly treatment. These are long-standing problems—some may
arise from accidents or the sudden onset of illness, but others are chronic conditions that result in
high rates of spending even if their onset was gradual. As a consequence, it isto be expected that
those affected by such problems will make decisions about insurance and other matters that reflect
the expectation of higher spending. Indeed, this is why many health care analysts worry about risk
selection issues in Medicare’ s managed care program and in the supplemental insurance market. Not
just insurers, but beneficiaries themselves can affect enrollment and contribute to risk selection. For
example, when choosing private plans with different levels of benefits, Medicare beneficiaries with
health problems might concentrate in certain plans. If so, and if appropriate risk-adjustment
mechanisms are not in place, these people may lose the advantages of the pooling of risk across all
types of beneficiaries.

® See, for example, Health Care Financing Administration, St at i sti cal Suppl enent 1999. washington, D.C.:
U.S. Government Printing Office, 1999; and Barbara Gage, Marilyn Moon and Sang Chi, “State Level Variation in Medicare Spending,”
Heal th Care Fi nanci ng Revi ew21 (Winter 1999): 85-98.
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This paper examines Medicare and overall health care spending for those who have self-
reported physical or cognitive health problems. We concentrate on those who report physical
problems because these conditions are more likely to lead to higher Medicare spending.*

We use the Medicare Current Beneficiary Survey (MCBS) to identify vulnerable beneficiaries
and to create two beneficiary categories—those with cognitive difficulties and those with physical
limitations. One is classified as having cognitive difficulty if he reports problems using the telephone
or paying bills, or has ever been told he has Alzheimer’s disease or certain other mental conditions.® A
beneficiary is assumed to have physical difficultiesif she lived in a nursing home for any part of the
year, has difficulty performing three or more activities of daily living (ADLS), or reports being in
“poor” health. A person is also classified as having a physical condition if he or she reports three or
more diagnoses, including rheumatoid arthritis, diabetes, Parkinson’s disease, and emphysema.
Beneficiaries who meet these screens are quite impaired.®

Soci oeconom ¢ Characteristics

A significant percentage of the beneficiary population falls into one of these categories. Almost one-
third of all Medicare beneficiaries suffered from either a cognitive or physical difficulty in 1997;
amost 13 percent had both problems (Table 1). Medicare beneficiaries are considerably more at risk
of having such conditions than younger persons, which makes this issue particularly important for
the program. The National Health Interview Survey indicates that people aged 65 and older are nearly
three times more likely than the population as awhole to report “fair” or “poor” health or an activity
limitation.”

* Another contributor to vulnerability is level of income. That is indirectly addressed here since a disproportionate number of older
people with health problems aso have low incomes.

® Our definitions of cognitive and physical conditions are given in more detail in the Appendix.

® Certai nly, some individuals will meet several of the conditions, but since all are severe, we chose not to attempt to differentiate within
the category of physica problems.

" National Center for Health Statistics, Heal t h, United St ates, 2000 (Washington, D.C.: U.S. Government
Printing Office, 2000).
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Table 1. Vulnerability Status by Socio-Demographic Characteristics*

Nei t her
Cogni tive Both Cognitive
nor Physi cal and Physi cal Cogni tive Physical Only
(% (% Only (% (%

Al 67.6 12.7 10.3 9.3
Beneficiaries ' ' ' '
Sex

Female 67.5 13.7 8.9 9.9

Male 67.7 11.5 121 8.6
Marital Status

Married 75.9 7.6 7.6 8.9

Unmarried 58.5 18.4 13.4 9.8
Age

64 and younger 29.3 22.2 31.9 16.6

65-69 83.9 3.6 5.1 7.5

70-74 80.8 5.7 5.8 7.7

75-79 74.9 8.8 7.8 8.5

80-84 64.1 17.1 8.7 10.1

85 and older 40.9 36.7 13.2 9.2
Race

Hispanic 63.2 13.1 10.9 12.8

White 68.8 12.5 9.9 8.8

Black 59.3 13.6 14.6 12.4

Other 68.4 15.2 8.8 7.6
Age 80 and O der 53.2 26.3 10.8 9.7
Marital Status

Married 62.1 18.2 10.3 9.4

Unmarried 49.1 30.1 111 9.8
Sex

Female 50.8 28.9 9.8 10.5

Male 58.0 21.1 13.0 8.0

* Note: This figure and all following figures and data exclude End-Stage Renal Disease (ESRD) beneficiaries.
Source: 1997 Medicare Current Beneficiary Survey.

Although the vulnerable Medicare population is not limited to particular demographic groups,
the distribution of cognitive and physical impairments is certainly not random. To the contrary, many
of the impairments appear in predictable demographic groups. For instance, beneficiaries with
cognitive or physical limitations are disproportionately poor. More than 13 percent of beneficiaries
who live in the community and who have incomes below the poverty line have both cognitive and
physical difficulties; only 5 percent of those with incomes over 400 percent of poverty have both
problems’ (Figure 1). The results are similar when expressed in terms of income

® People who live in nursing homes are omitted from the data on income and poverty because of the poor quality of the data on their
incomes.
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alone—almost 12 percent of those with annual family incomes of less than $15,000 have both
cognitive and physical impairments while only 5 percent of those who make more than $50,000
report these conditions (Table 2). Low income or actual poverty may be aresult of high health care
expenses over time and/or a limited ability to work. Those with higher incomes are more likely to be
working and in better health. The exact cause is unknown, but poor health and low income is a
particularly burdensome combination.

Figure 1. Percentage of Beneficiaries with
Health Conditions, by Type of Condition
and Poverty Level, 1997

m Both Cognitive and Physical

0 Cognitive Only

o Physical Only

Source: 1997 Medicare Current Beneficiary Survey

Miote: All figures exclude beneficiaries residing in nursing homes,
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Table 2. Vulnerability Status by Poverty and Income

Nei t her Bot h Cognitive
Cogni tive nor and Physi cal Cogni tive Physical Only
Physi cal (% (% Oy (% (%
Al Beneficiaries 71.4 8.2 10.9 9.5
Poverty
Below poverty 56.1 13.2 18.9 11.8
100%-200% 66.7 9.6 12.1 11.6
200%—-400% 77.5 5.8 8.4 8.4
Greater than 400% 83.2 5.2 5.6 6.1
| ncone
Less than $15,000 60.5 11.8 16.1 11.6
$15,000-$20,000 72.9 8.1 8.3 10.8
$20,000-$25,000 75.1 6.3 8.8 9.8
$25,000-$50,000 79.2 5.2 7.8 7.8
Greater than $50,000 84.6 4.9 5.2 5.3

Note: All figures exclude ESRD beneficiaries, as well as beneficiaries residing in nursing homes.
Source: 1997 Medicare Current Beneficiary Survey.



Almost 42 percent of unmarried beneficiaries have physical or cognitive difficulties, while
only 24 percent of their married counterparts report having these conditions. This may be more a
factor of age than of marital status. Only 22 percent of beneficiaries older than 85 are married; but 68
percent of beneficiaries between the ages of 65 and 69 are married. Nearly 37 percent of beneficiaries
older than age 85 have both limitations while fewer than 4 percent of beneficiaries aged between 65
and 69 face such limitations (Figure 2). The situation for those aged 80 and older aso illustrates this
issue—both marital status and gender are of less consequence after controlling for age (Table 1).

Figure 2. Percentage of Beneficlaries with Health Conditions,
by Type of Condition and Age, 1997
® Both Cognitive and Physical 0 Cognitive Only @ Physical Only
40% -
36.T%
31.9%

30%

22.2%
20% - l16.6% 174%

13.2%
] 10.4%
10% 7.5% 775 O8% 5 g, B5% i i
5.1% 5.7% 5.8%
0% - T T

64 and Younger 65-69 T0-T4 75-T9 80-84 85 and Qlder

Source: 1997 Meadicare Current Beneficiary Survey,

Even though cognitive and physical impairments are not evenly experienced throughout the
Medicare population, their relative demographic distributions remain fairly constant. An analysis of
the 1994, 1995, 1996, and 1997 MCBS found that the characteristics of people with these conditions
change little over time.

Tradi tional Medicare vs. HMO Enrol | nent

An examination of our beneficiary groups by insurance status shows that on average, health
maintenance organizations (HMOs) that contract with the Medicare program have attracted
individuals who are healthier than those who remain in traditional (fee-for-service) Medicare.’
Fourteen percent of the traditional Medicare population had both



cognitive and physical difficulties in 1996; fewer than 7 percent of HMO enrollees were similarly
afflicted (Figure 3). In addition, more than 65 percent of the traditional Medicare population had
neither cognitive nor physical difficulties, compared to 78 percent of the Medicare HMO population.
Since the treatment of beneficiaries with cognitive, physical, or both conditions is more costly than
caring for their healthier counterparts, managed care plans have incentives to limit these groups’
enrollment, particularly since plans are not compensated specifically for taking on such patients.
Moreover, beneficiaries with these conditions may be unwilling to take a chance on joining a plan that
restricts their choice and use of physician and other health care providers. Hence, even absent
insurers’ efforts to discourage enrollment, beneficiaries with such problems are likely to be skeptical
about HMOs.

Figure 3. Percentage of Beneficlaries with Health
Conditions, by Type of Condition and HMO Status, 1997
B HMQ Member O Traditional Medicare Enrollee
40% -
34.3%
30% ~
24.6%
— 234% 994y
20% -
14.2% 13.8%
10% 1 6.6%
0% - g T 1
Cognitive Problem Physical Problem  Either Problem Both Problems
Source: 1997 Medicare Current Beneficiary Survey.

Even though the Medicare managed-care population grew by 62 percent (from 2.34 million
to 3.79 million) between 1993 and 1996, its share of enrollees with cognitive or physical problems
remained essentially the same. In 1993, for example, 21 percent of Medicare HMO beneficiaries had
either a cognitive or physicd difficulty. This increased only dightly—to 22 percent—in 1997 (Table
3). Six percent of the Medicare HMO population had both cognitive and physical ailmentsin 1993;
and this figure too remained fairly constant through 1996.

° The data for this analysis predates the Medicare+Choice program, which now allows HMOs and other types of plans to participate in
Medicare's private plan option. But HMOs remain the dominant type of insurance.
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Table 3. Beneficiaries with Cognitive or Physical Conditions
by HMO Status, 1993-97

Al Beneficiaries Benefi ci ari es Ages 65-69
Year HMO (% Non- HMO (%) HVO (% Non- HVD (%
1993 20.8% 33.7% 16.2% 17.3%
1994 23.8 34.8 15.0 18.2
1995 23.6 34.7 11.3 17.4
1996 23.2 34.6 9.1 17.8
1997 22.1 34.3 11.0 17.4

Source: 1993-97 Medicare Current Beneficiary Surveys.

Conventional wisdom states that the prevalence of health problems among managed care
enrollees should increase when plan enrollment increases significantly. However, not only does the
percentage of enrollees with either limitation remain relatively constant overall, but the percentage of
Medicare HMO enrollees aged 65 to 69 with limitations drops over the period. In 1993, 16.2 percent
of 65-t0-69-year-olds in Medicare HMOs had at least one of the conditions; in 1997, only 11 percent
did. Meanwhile, the percentage of the 65-t0-69-year-old population with either type of condition in
traditional Medicare stayed relatively constant, starting at 17.3 percent in 1993 and rising to 17.4
percent in 1997. The 65-t0-69-year-olds are a natural enrollment target of Medicare HMOs because
they are more familiar with managed care, are new to Medicare, and are healthier on average than
older beneficiaries. However, these data indicate that new Medicare enrollees who have health
problems choose the traditional Medicare program in disproportionate numbers.

In contrast, there is a modest increase in the share of people with cognitive or physical
limitations over the same period among older HM O beneficiaries, perhaps indicating an “aging in” of
the population. That is, beneficiaries may be younger and healthier when they enroll, but retain their
HMO coverage when health care problems develop.

Heal th Care Spendi ng on the Vul nerable

Besides the obvious physical and psychological effect that health limitations have on beneficiaries and
their families, there are significant financial repercussions, particularly for those in traditional
Medicare.” The correlation between cognitive and physical difficulties and spending is striking. In
1997, average total health spending for those with neither condition was $5,037; spending for
beneficiaries with both cognitive and physical

% 1n an earlier paper, however, we find that people with health problems who are enrolled in HMOs also have substantially higher out-of-
pocket costs. See Jessica Kasten, Marilyn Moon and Misha Segal, What Do Medi care HMO Enrol | ees Spend
Cut - of - Pocket ? The Commonwealth Fund, August 2000.

7



difficulties was $20,332"* (Table 4). Spending for individuals with cognitive difficulties alone totaled
$6,597; for those with physical problems alone spending was $14,573. Out-of-pocket spending for
cognitively and physically burdened beneficiaries was $3,989; beneficiaries with neither condition
spent $2,141. Medicare program spending for those with both conditions was more than 4 times as
high as it was for beneficiaries with neither problem. In aggregate terms, the cost of treatment for
beneficiaries with either a cognitive or physical limitation accounts for 60.2 percent of total traditional
Medicare spending, yet these groups make up just 34.3 percent of the traditional Medicare population.

Table 4. Health Spending per Beneficiary, by Type of Condition and Type of
Spending, 1997

Total Health Medi car e Qut - of - Pocket
Type of Condition Spendi ng Spendi ng Spendi ng
Neither Cognitive nor Physical $5,037 $2,920 $2,141
Both Cogpnitive and Physical $20,332 $13,205 $3,989
Cognitive Only $6,597 $3,933 $2,069
Physical Only $14,573 $10,073 $2,744

Note: All figures exclude HMO and ESRD beneficiaries, as well as beneficiaries residing in nursing homes.
Source: 1997 Medicare Current Beneficiary Survey.

Another way to look at the higher costs for beneficiaries with health problemsis to examine
those who fall into the top 10 percent of Medicare spending (Figure 4). Of those beneficiaries, 42.3
percent have a cognitive difficulty, and 55.2 percent report serious physical problems. Further, nearly
two-thirds of these beneficiaries have either a cognitive or physical ailment, and more than one-third
have both types of conditions. By contrast, the prevalence of these conditions in the overall traditiona
Medicare population is ailmost half as high. Thus, beneficiaries with physical and/or cognitive
conditions strongly correlate with higher spending both on average and at the highest level.

" The differences would be even greater if we included people who live in nursing homes. However, the MCBS does not collect all
health expenditure data for this group, so it is omitted here.
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Figure 4. Traditional Medicare Beneficliaries with
Health Conditions: Percentage in the Top 10 Percent
of Spending, 1997

B Traditional Beneficiaries [ Beneficiaries in the Top Spending Decile

T0% - 64.2%
60% - 55.2%

50% 1 42.3%
40% - 34.3% 33.3%
30% -4 24.68% 23.4%

13.8%

Cognitive Problem Physical Problem  Either Problem Both Problems

Mote: Al figures exclude HMO and ESRD beneficiaries,
Source: 1997 Medicare Current Beneficiary Survey.

Spendi ng on Those with Physical Problens

The rest of this paper focuses on beneficiaries with physical problems because of the way these
conditions affect Medicare spending. The treatment of those with cognitive difficulties creates lower
Medicare spending levels largely because cognitive illnesses are less likely to be precipitated by a
costly, acute event. Further, family members often furnish care for the cognitively impaired
beneficiaries so the cost does not show up in formal spending numbers. Finally, Medicare covers less
treatment for cognitive ailments than for physical ones. Long-term mental health benefits, as well as
payment for the supportive needs of Alzheimer's or other dementia patients, are outside the acute and
post-acute scope of Medicare. Table 5 shows that the percentage of traditional Medicare beneficiaries
who had physical problems (and resided in the community) in 1997 was 18.6 percent. Total spending
on these beneficiaries averaged $17,285. Spending for Medicare beneficiaries with no physical
problems totaled $5,257 in 1997. Out-of-pocket spending was aso high for the physically limited
group. At $3,330, it was more than 50 percent higher than that for those without physical
difficulties.*” Finally, spending for prescription drugs, both total and out-of-pocket, was substantially
higher among physically impaired beneficiaries.

*2 Even with missing data, including those in nursing homes would result in a substantially higher out-of-pocket number.
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Table 5. Health Spending per Beneficiary, by Presence or Absence of Physical Conditions,

1997
wth I?hy_5| cal Wt hout Physical Conditions
Condi tions
Percentage of Traditional Medicare Population 18.6% 81.4%
Total Health Spending $17,285 $5,257
M edicare Spending $11,547 $3,063
Out-of-Pocket Spending $3,330 $2,131
Total Prescription Drug Spending $1,305 $731
Out-of-Pocket Prescription Drug Spending $558 $351

Note: All figures exclude HMO and ESRD beneficiaries, as well as beneficiaries residing in nursing homes.
Source: 1997 Medicare Current Beneficiary Survey.

Does this phenomenon persist over time or do the high costs occur mainly at the onset of a
physical problem? If, for example, a broken hip leads to several limitations in ADLSs, does Medicare
spending remain high or decline after the initial episode of illness? To answer that question, we
examine a subset of individuals on the MCBS for whom we have three years of data (1994-96).
Characteristics of the longitudinal group tend to be quite similar to those for the full 1996 sample.
(See the Appendix for a comparison of 1996 data and the three-year subsample.)

The year of onset of an illness does seem to make a difference in spending levels®® (Table 6).
The highest total health care spending in 1996 ($16,652) was for treatment of those whose health
problem began in that year. Thisis followed by total spending for those who report problems in 1996
and in at least one of the prior years. Even greater spending discrepancies ($12,957 and $9,273,
respectively) exist between these groups when Medicare spending alone is examined. In contrast,
out-of -pocket burdens are highest for those with problems both in 1996 and earlier years. Drug
expenses for the first two groups are similar; they are substantially lower for those who do not meet
the physical or cognitive screens (Table 6).

3 The specific dollar amounts vary somewhat from Table 4 because we are using a different population sample, but the trends are very
similar for those with no physical difficulties.
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Table 6. Health Spending per Beneficiary, by Year of Onset of Physical Condition, 1994-96

Physi cal Physi cal
Difficulty in Difficulty in
Physi cal 1996, and in 1994 or 1995,
Dfficulty 1994 and/ or but No Physi cal
Onset in 1996 1995 Not in 1996 Dfficulty
Percentage of Longitudinal Population 3.1% 17.3% 4.3% 75.4%
Total Health Spending $16,652 $13,071 $8,560 $4,815
Medicare Spending $12,957 $9,273 $6,148 $2,911
Out-of-Pocket Spending $2,484 $2,652 $2,005 $1,987
Total Prescription Drug Spending $1,169 $1,230 $994 $595
Out-of-Pocket Prescription
Drug Spending P $482 $494 $476 $289

Note: All figures exclude HMO and ESRD beneficiaries, as well as beneficiaries residing in nursing homes.
Source: 1994-96 Medicare Current Beneficiary Surveys.

The simple reporting of these differences in average total spending does not indicate whether
the variations would remain if other factors that affect health care spending were taken into account.
Do these differences hold up after controlling for beneficiaries’ age, income, and insurance status?
Using aregression analysis to control for other factors, we found that physical problems are
overwhelmingly significant in explaining Medicare spending.** Further, recent date of onset does
matter. The largest marginal increase in Medicare spending occurred for those with physical
problems who triggered the screen only in 1996. Their spending is 14.6 times higher than spending
for persons who did not qualify as having physical problemsin any of the three years. And spending
is nearly three times greater for those with a 1996 onset than for those with problems in 1996 that
began earlier. Further, spending for all of those who had physical problems during some period over
the three years was substantially higher than it was for those without any of these problems. Thus,
there seems to be an important effect at time of onset as well as persistence in higher spending for
those with serious physical conditions. These findings are not surprising—by definition, individuals
with health problems are likely to use the acute health care system. It is the order of magnitude of
that higher spending that is particularly interesting.

Concl usi ons

Medicare beneficiaries are more likely than the rest of the population to have physical problems.
Those that do are likely to spend considerably more than that spent by other Medicare beneficiaries.
Because more than one-third of Medicare beneficiaries have physical problems, spending on
vulnerable populations is a major issue for the program.

 Details of this regression analysis are contained in the Appendix.
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Further, these findings raise a number of policy issues that should be included in the debate over
various reform options.

First, if Medicare's reliance on managed care plans or other private sector initiatives
increases, mechanisms that adequately adjust for risk selection will be necessary. Both beneficiaries
and plans will know who expects to have much higher than average spending. Without such
protections, private plans will not welcome those in poor health. Beneficiaries who know they have
specia needs will be skeptical of joining such plans unless they can be assured that government
payments will be enough to assure access to care.

These findings also mean that the fee-for-service approach is likely to be needed for some
time in order to serve people with multiple problems. Until private plans serve such patients well and
can convince vulnerable beneficiaries of that, those with physical and cognitive problems are likely to
remain in fee-for-service in disproportionate numbers. Arguments for alevel playing field for
Medicare must take into account the higher costs that traditional Medicare will face regardless of its
efficiency since it will continue to serve a sicker population.

Efforts to slow the growth in Medicare spending through higher cost sharing would place an
inordinate burden on those who already face very high health care spending. Further, since many of
these physically vulnerable beneficiaries also have low incomes, out-of-pocket cost issues are even
more important. It might be necessary to extend protections for low-income people further up the
income scale than the levels in the Medicare savings programs, which cover people up to 175 percent
of the poverty level.** Additiona efforts to change such protections to raise participation would also
be crucial to meeting the needs of vulnerable Medicare beneficiaries.

Finally, the higher-than-average levels of prescription drug costs for those with physica
problems suggest that the addition of a prescription drug benefit to Medicare could be especialy
helpful for this group. Such an expansion would not be enough to resolve problems of burdensome
out-of-pocket costs, but it would be an important first step in that direction.

> These are the Qualified Medicare Beneficiary, Specified Low-Income Medicare Beneficiary, and Qualified Individual programs.
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APPENDI X

Definition of Vul nerable Beneficiaries

We define vulnerable beneficiaries as members of either or both of two categories—persons with
cognitive problems and those with physical ailments—that we created using the Medicare Current
Beneficiary Survey. The person was classified as having a cognitive difficulty if he reported having
problems using the telephone or paying bills, or had ever been told he had Alzheimer’s disease, mental
retardation, or various other mental disorders. A beneficiary had physical problemsif she had
difficulty performing three or more activities of daily living (ADLs) which include bathing, dressing,
eating, getting in and out of chairs, and using the toilet. A physical problem was also coded if the
beneficiary was in a nursing home or similar facility for any part of the year or reported being in
“poor” health. Finally, a beneficiary was classified as having a physical difficulty if he or she had
three or more conditions including but not limited to a heart condition, stroke, diabetes, rheumatoid
arthritis, Parkinson’s disease, emphysema, and osteoporosis.

There is often a significant overlap between the two groups; in 1996, 56 percent of
beneficiaries with physical impairments aso had cognitive problems. Upon analyzing our regression
results, we determined that physical difficulties are a better predictor of health spending levels, and
therefore chose to limit most of our analysis to these disabilities.

The 1994-1996 Longitudinal File

The longitudinal file was derived from merging the 1994, 1995, and 1996 Medicare Current
Beneficiary Cost and Use files using the unique person identifier. There are several factors to consider
when comparing the longitudinal files to the 1996 MCBS data (Table A-1). First, since there are three
years of data for every beneficiary, we know that members of the longitudinal database were
generally healthier because they were healthy enough to be surveyed every year. On arelated note,
we were forced to remove “ghosts’ from each year, because there were overlapping identifier
values.*® In 1996, ghosts accounted for 6.3 percent of the MCBS sample, and had at least 2.5 times
the level of total, Medicare, and out-of-pocket spending as their non-ghost counterparts. Therefore,
we are missing a high-cost segment of the MCBS population.
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Table A-1. Socio-Demographic Characteristics by Study Population

1996 MCBS Popul ation Longi t udi nal Popul ati on
Wth Physi cal Wthout Wth Physi cal W hout
o : Physi cal o . Physi cal
Dfficulties e . Difficulties e .
(% Dfficulties (% Dfficulties
(% (%
Al Beneficiaries 23.0 77.0 26.7 73.4
Sex
Female 60.4 55.4 60.9 56.5
Male 39.6 44.6 39.1 43.5
Poverty
Below poverty 44.4 16.2 31.6 16.8
100%—200% 28.0 30.3 36.6 32.7
200%—400% 20.4 34.0 23.7 34.3
Greater than 400% 7.2 19.5 8.2 16.2
I ncone
Less than $5,000 29.1 4.3 7.1 4.2
$5,000-$15,000 37.0 34.0 54.5 35.8
$15,000-$20,000 8.3 11.9 10.0 13.6
$20,000-$25,000 7.7 10.9 10.6 10.9
$25,000-$50,000 13.7 27.2 13.7 25.5
Greater than $50,000 4.2 11.8 4.2 10.0
Marital Status
Married 38.1 56.3 37.4 52.3
Unmarried 61.9 43.7 62.7 47.7
Age
64 and younger 21.0 8.5 16.8 7.3
65-69 12.2 28.2 7.8 9.8
70-74 15.2 24.7 19.7 35.4
75-79 14.5 19.0 16.0 23.7
80-84 15.6 11.9 16.8 13.0
85 and older 21.6 7.8 23.0 10.8
Race
Hispanic 7.4 5.3 6.7 5.4
White 80.2 84.2 79.7 84.1
Black 10.1 8.2 11.7 8.7
Other 2.4 2.3 1.9 1.8
Recei ve Medicaid
Yes 13.4 4.0 12.7 3.7
No 86.6 96.1 87.3 96.3

Source: 1994-96 Medicare Current Beneficiary Surveys.

There was aso a difference in the ingtitutionalized population. When we conducted
demographic runs including and excluding institutionalized beneficiaries, there was a much bigger
difference in the static 1996 MCBS population with respect to poverty and income. We believe that
the sickest ingtitutionalized beneficiaries (and consequently the poorest) from the 1994 MCBS
probably died before 1996, and therefore were not included in the longitudinal data set.

15 A “ghost” is a beneficiary who is part of a supplemental sample that began the survey late. Since the ghost identifier values are reset
each year, we could not link them longitudinally.
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When running regressions on the longitudinal data set, we excluded Medicaret+ Choice
beneficiaries because they do not have claims data, and beneficiaries with current employer insurance
because Medicare is not the first payer. Additionally, we excluded beneficiaries with end-stage rena
disease, because they are certainly not typical of an average Medicare beneficiary, and therefore
should not be considered in a predictive model.

Regr essi on Anal ysi s

We ran regressions on the longitudinal population sample in order to determine the effects of physical
disabilities on Medicare expenditures. This technique allowed us to control for a number of potentially
important factors at the same time. And by using the log of the dependent variable, the coefficients
from the regression can be viewed as percentage changes from the norm. Our dependent variable
was the logarithm of Medicare reimbursements in 1996, and we looked at people who had physical
disabilities with different years of onset. We divided them into three categories—those who had a
physical problem beginning in 1996, those who had a physical problem in 1996 as well asin 1994
and/or 1995, and those who had a disability in 1994 and/or 1995 but not 1996. The comparison
group was composed of beneficiaries who did not have a physical problem in any of the three years.
We controlled for severa other independent variables, including dummies for being white, male,
residing in a nursing home, receiving Medicaid, having employer-sponsored insurance, and having
individually purchased insurance (the comparison group was composed of those with no
supplemental insurance). Additionally, there were continuous variables for income and age.

The results confirmed our suspicions that the date of onset of the condition in question made
an enormous difference in spending levels. Controlling for all of the aforementioned demographic
characteristics, a beneficiary who had a physical disability that began in 1996 had Medicare
reimbursements 14.6 times higher than beneficiaries with no physical difficulties did.*” Onset in 1996
was also important; those with earlier onset or those who had recovered had Medicare costs 5.0 and
2.2 times higher than healthy beneficiaries respectively, indicating that while there were key
differences, 1996 onset was a more important factor. All three groups were significant. Also
significant were age, employer-sponsored insurance, and individually purchased Medigap insurance
(Table A-2).

Y This value was obtained from exponentiation of the coefficients in our logarithmic model. We did this because the percentage
approximation breaks down at coefficient values as high as the ones that we obtained.
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Table A-2. Coefficients for Variables Explaining Medicare Spending*

Expl anatory Vari abl e Coef fi ci ent

. g . 781%*
Physical difficulty in 1994 or 1995, but not 1996 (.373)°
1.60***

Physical difficulty in 1996 and 1994 and/or 1995 (171)
. - . 2.68***
Physical difficulty only in 1996 (.292)
. .026***
Agein 1996 (.005)
-.205

Male (.136)

. .182
White (.200)

s . A .252
Resided in a nursing facility in 1996 (.215)

. -.00000143

Income in 1996 (.000)

o .308

On Medicaid in 1996 (.244)
. . A466**

Had employer-sponsored supplemental insurance in 1996 (.185)
486 **

Had individually purchased supplemental insurance in 1996 (.187)

* Dependent variable is the log of Medicare spending in 1996.

** Significant coefficient at the 5 percent level of significance.

*** Significant coefficient at the 1 percent level of significance.

* Standard errors are in parentheses.

Source: Urban Ingtitute analysis using 1994-96 Medicare Current Beneficiary Surveys.
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