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Mr. Chairman and Members of the Committee, I appreciate this opportunity to discuss with you current efforts
to strengthen the Medicare program so that it can better withstand the demographic and cost pressures that
loom ahead. During the past year, the media and interest groups have focused on policy disagreements and
the failure to move reform legislation. Nevertheless, an objective observer would conclude that a good deal of
progress was made last year in the effort to craft policies that assure future generations of elderly and
disabled access to high-quality, affordable medical care that does not burden taxpayers excessively.

In March 1999 the co-chairs of the National Bipartisan Commission on the Future of Medicare developed a
broad-brush proposal to restructure Medicare for the 21st century. Their plan fell one vote short of the super
majority needed to make it an official commission recommendation to Congress and the president.
Nevertheless, it provided a framework for subsequent legislative initiatives, the primary example being the
Medicare Preservation and Improvement Act (S. 1895) introduced by Senators Breaux and Frist in November
1999. The commission also spurred the Administration to accelerate its work on Medicare reform for the long
run. At the end of June, the president unveiled his Plan to Modernize and Strengthen Medicare for the 21st
Century. Since then, discussion has focused on differences between the president's proposal and the Medicare
Preservation and Improvement Act.

In this statement I would like to take the opposite tack, namely to: 
draw attention to several important areas where the two competing Medicare restructuring proposals are in
agreement,
propose ways to resolve some of the differences between the two approaches, and
suggest some steps that could be taken now to build on the progress of last year.

Areas of Agreement
The Medicare Preservation and Improvement Act and the President's Plan to Modernize and Strengthen
Medicare are similar along five important dimensions. First, both conclude that the future structure of
Medicare should involve competition among health plans—not just between Medicare+Choice (M+C) plans but
also between these capitated plans and traditional fee-for-service Medicare. Such competition can expand
consumer choice, improve quality, encourage efficiency, and slow the growth of government spending. Such
salutary outcomes are by no means inevitable in a competitive system, however. Therefore care must be paid
to the structure of the competitive system and safeguards must be provided to protect vulnerable
beneficiaries from unintended detrimental consequences of market forces.

Second, the two proposals agree that the existing statutory Medicare benefit package is inadequate. Relative
to the protection most workers and their dependents receive through their employer-sponsored policies,
Medicare's benefit package is fairly skimpy. The president's proposal would address this problem by adding a
prescription drug benefit while the Medicare Preservation and Improvement Act would create a high-option
package that includes both prescription drug coverage and stop-loss coverage to provide protection for
beneficiaries with catastrophic expenditures.

A third area of agreement between the two proposals is that supplemental benefits like prescription drug
coverage must be an optional, rather than a mandatory, benefit, and that this option must be subsidized
through general revenues. This outcome is dictated more by political than analytical considerations. A
significant number of beneficiaries have supplemental coverage that is partially or fully paid for by a former
employer or is provided by a M+C plan that charges no extra premium. Beneficiaries with such coverage would
object strenuously if they were required to participate and pay additional premiums for benefits they currently
receive for free or at a lower cost. That was the lesson learned in 1988 and 1989 when the Medicare
Catastrophic Coverage Act was passed and then repealed within 18 months.

Once the decision is made to structure the supplemental benefit package as a voluntary option, subsidies and
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participation restrictions are necessary to protect the program from adverse selection; that is, from attracting
disproportionate numbers of participants with high expenditures who will drive up costs and drive away those
who expect to have average or below-average expenditures. Subsidies are needed to make participation
attractive to those with more normal expenditures.

The Medicare Preservation and Improvement Act provides a 25 percent across-the-board subsidy for
prescription drug coverage but no subsidy for the catastrophic stop-loss protection component of the
high-option plan. For those with incomes at or below 135 percent of the poverty threshold, the subsidy would
equal the full premium charged by the least expensive high-option plan offered in each area. These deeper
subsidies would be phased out for those with incomes between 135 percent and 150 percent of the poverty
line. This subsidy structure would ensure that all poor and most low-income beneficiaries join the least
expensive high-option plan available in their area. For such plans, the near universal participation of those
with low-incomes might make the problem of adverse risk selection—attracting a high percentage of
high-cost participants—manageable. This might not be the case for the more expensive plans which would
draw largely from middle and upper income beneficiaries. Few such beneficiaries who expect to have low or
even average expenditures might find these plans attractive if the across-the-board subsidies were relatively
low.

The president's proposal provides low-income subsidies similar to those offered in S. 1895. However, it offers
much deeper across-the-board subsidies—equal to half of the costs of the prescription drug benefit. These
deeper subsidies and the requirement that only one plan be available in each geographic area make adverse
risk selection less of a problem in the president's plan.

The president's proposal and The Medicare Preservation and Improvement Act both restrict enrollment in
high-option plans to keep beneficiaries from signing up only when they expect to incur high prescription drug
expenditures. ** Beneficiaries would be allowed to enroll in the supplemental plan only when they first sign up
for Medicare or when they lose their preexisting private supplemental coverage.

A fourth area of agreement is that both the president's proposal and The Medicare Preservation and
Improvement Act reaffirm that traditional fee-for-service Medicare, administered by the government, should
remain available throughout the nation. Under the president's proposal, the current structure of traditional
fee-for-service Medicare would remain unchanged. In other words, it would be a national program available to
all eligible elderly and disabled who pay the Part B premiums. Under the provisions of S.1895, the traditional
fee-for-service Medicare option would be transformed into a national "HCFA-sponsored standard plan." The
premium charged by this plan would depend on the cost of this plan relative to the weighted national average
of the premiums charged by all plans. If, as is likely, the costs of the Medicare fee-for-service plan are higher
than the average costs of the M+C plans for reasons other than the poorer health status of its participants or
the higher costs of input in the areas where its participants live, the premium charged to beneficiaries in
fee-for-service Medicare would exceed the average premium paid by all participants. As long as a
preponderance of beneficiaries—about 83 percent today—remain in the HCFA-sponsored standard plan, the
premium charged for this plan will not be far from the national average. However, the fee-for-service
premium could rise significantly over time if more and more beneficiaries began to enroll in cheaper M+C
plans. S.1895 does, however, establish safeguards to ensure that those living in areas in which no M+C plan
offers services would pay no more than the national average beneficiary premium.

Finally, there appears to be general agreement that it will take more than restructuring Medicare along
competitive lines to put the program on a sound financial footing for the long run. Sooner or later, additional
resources will be needed. The president's proposal responds to this fact of fiscal life by channeling general
revenues into the Hospital Insurance (HI) trust fund. It would dedicate a portion of the projected on-budget
surpluses—$299 billion over the next decade—to the HI fund. By 2010, this transfer would improve the trust
fund's year-end balance by $356.2 billion.

While S.1895 does not speak to this issue, the report of the National Commission on the Future of Medicare
states frankly:

Even if the estimated reduction in the growth rate is achieved, Medicare will require additional
resources as the percent of population that is eligible for Medicare increases. As revenue is
needed, how much should be funded through the payroll tax, through general revenue, and
through beneficiary premiums? The answer to this question is difficult because it would require
knowing today the health care system of the future.*** 

Narrowing the Difference
While there are important broad areas of agreement between the president's proposal and the approaches
adopted by the National Commission on the Future of Medicare and The Medicare Preservation and
Improvement Act, differences remain on many significant dimensions. For example, S.1895 calls for profound
changes in the way Medicare is governed, merges Part A and Part B, and establishes a new standard for
program solvency. The president's proposal gives traditional fee-for-service Medicare the authority to use the
same purchasing and quality improvement tools that private-sector plans use, augments preventive benefits,
rationalizes cost sharing in the fee-for-service component, indexes Part B premiums, modifies the rules
governing access to Medigap coverage, and adds a new Medigap option.

The governance structure proposed by The Medicare Preservation and Improvement Act is sufficiently novel to
warrant some discussion. S.1895 creates an independent agency—the Medicare Board—to administer the
competitive premium system. It restructures the Health Care Financing Administration (HCFA), establishing a
Division of HCFA-Sponsored Plans to manage the fee-for-service Medicare plans within the new competitive



premium system. The division would be required to bear the full financial risk for operating the fee-for-service
Medicare plans, although exactly what this means in the context of a government program that is mandated
to continue is unclear. The act grants the director of the division, a presidential appointee, unprecedented
autonomy from executive branch rules and regulations. The recommendations contained in the annual
business plan the director submits to Congress each year must be accorded fast-track consideration by
Congress. After 2007 the director would not need legislative authority to implement the annual business plan.

This novel governance structure is intended to insulate Medicare from excessive micro-management by
Congress and the executive branch and to allow necessary, but politically difficult, program changes to occur
in a timely fashion. While Medicare's governance and administration leave much to be desired, the
institutional changes proposed in S.1895 are not likely to produce any marked improvement. This is the case
because the roots of Medicare's current governance problems lie more in the nature of the program and the
openness of the American political process than in bureaucratic ineptitude or the flawed structure of HCFA.
Congress and the president are unlikely to keep an arms length relationship with a key program that provides
essential benefits to a large, politically influential, and vulnerable population through providers who constitute
a powerful interest group. No Medicare Board or restructuring of HCFA will change this underlying reality.

Even within the areas of agreement, the two approaches differ on details, and these differences have sparked
considerable conflict. One point of controversy is the reference premium around which competition would take
place. Under the president's approach, this premium would be the national average cost of fee-for-service
Medicare. The premiums bid by M+C plans would be adjusted for geographic cost differences and then
compared to this reference premium. If a plan's adjusted bid was below 96 percent of national average
fee-for-service Medicare costs, the plan's enrollees would enjoy reduced Part B premiums. Those joining a
plan whose bid was no more than 80 percent of the reference premium would have their Part B premium
waived, an annual saving of about $700 in 2003 according to Administration estimates. For a participant with
prescription drug coverage, the savings could be close to $1,000. Those in a plan with costs above 96 percent
of those for fee-for-service Medicare would pay the Part B premium plus the difference between the plan's
cost and 96 percent of the national average fee-for-service Medicare costs.

The reference premium in The Medicare Preservation and Improvement Act is the enrollment weighted
average of the costs of traditional fee-for-service Medicare and the premiums bid by M+C plans for the
Medicare core benefit package. Those joining plans whose bid, after adjusting for input cost differences, is
equal to the reference premium would be required to pay 12 percent of that amount. Medicare would pay the
balance. Participant premiums would be lower for those enrolling in plans with below-average adjusted
premiums. Those joining plans with premiums at or below 85 percent of the national average would not have
to pay any premiums. Those enrolling in plans that are more expensive than average would pay premiums
equal to 12 percent of the national average premium plus the full amount by which their plan's premium
exceeded the national average.

S.1895 provides stronger incentives to enroll in plans charging relatively low premiums than the president's
proposal does. However, those who want to stay in traditional fee-for-service Medicare may find themselves
paying higher-than-average premiums. In contrast, under the president's approach participants who chose
traditional fee-for-service Medicare would be held harmless. They would forego premium rebates, but they
would never have to pay more than the Part B premium.

The president's approach is more prudent for the initial years when the new and untested competitive market
structure is being implemented. If history is any guide, there will be many missteps, problems, and hurdles to
be overcome before the Medicare health plan market begins to operate in an efficient and equitable manner.
New tools and procedures will have to be developed. For example, analysts will have to develop better
techniques to adjust plan payments for enrollees' differing health needs, sophisticated mechanisms to
compensate plans for geographic cost differences, accurate measures of plan quality, and effective methods
of informing participants of their choices and the consequences they entail. Progress is being made on all of
these fronts, but we are far from having satisfactory answers. Furthermore, no one knows how the dynamics
of a Medicare marketplace will really evolve. Will there be sufficient stability both in the plans available in each
market area and in their provider networks? Or will there be constant turmoil? Will plan premiums be
relatively predictable or will they jump around from year to year, forcing many beneficiaries to switch plans
and providers frequently? Considering these uncertainties, it would be best to proceed cautiously and ensure
that a familiar, affordable safe-haven—namely, traditional fee-for-service Medicare—is available to
beneficiaries under the current conditions during the shake down period.

Uncertainty should not become an excuse for not realizing the full potential of a competitive structure. If the
various institutions and tools needed for an efficient and equitable market system can be developed and if the
evidence indicates that the quality of care provided by M+C plans and fee-for-service Medicare is about the
same, the competitive premium structure proposed by the president should be replaced gradually over five to
ten years with that called for in The Medicare Preservation and Improvement Act. It is important to require
this transition in the original legislation because both M+C participants and those in the traditional
fee-for-service will resist this change later. If the market has not matured sufficiently to justify the shift to the
reference premium proposed in S.1895, Congress can always delay or repeal the transition.

Supplemental benefits are a second area where disagreements over details have obscured the broader
agreement between the two approaches. In this regard both proposals are too narrow. They do not provide
all of the supplemental benefits most Medicare participants seek. Judging from the additional coverage
beneficiaries obtain through employer-sponsored retiree policies, Medigap plans, and M+C supplements, it is
clear that the vast majority want protection against catastrophic expenses, lower cost sharing, and coverage
for prescription drugs and preventive care. The most economical and administratively efficient way to provide



for prescription drugs and preventive care. The most economical and administratively efficient way to provide
such broader coverage is to either expand Medicare's statutory core benefit package or to provide a optional
comprehensive package of supplemental benefits. Policy makers have been reluctant to consider such benefit
expansions because either government expenditures or participant premiums would rise substantially. Before
rejecting the possibility of imposing higher premiums, however, policy makers should weigh the fact that
most beneficiaries or their former employers currently pay between $1,000 and $2,000 for these additional
benefits. Therefore, they would not be worse off if their Medicare premiums were raised by similar amounts to
provide these benefits within the Medicare program.

The president's proposal limits supplemental benefits to coverage for non-catastrophic prescription drug
expenditures—drug expenditures above $5,000 per year would not be covered. The Medicare Preservation
and Improvement Act is more comprehensive because it provides both a drug benefit and a stop loss that
would limit cost-sharing on Medicare's core benefits to $2,000. The exact nature of the drug coverage,
however, is not specified. Plans are required only to provide a prescription drug benefit that has an actuarial
value of $800. **** Therefore, plans under S.1895 could also limit coverage to non-catastrophic expenditures.

The limited nature of the supplemental coverage offered by the president's plan and S.1895 means that many
beneficiaries will still seek additional coverage. Rather than being covered by two policies, they might then
have three—core Medicare, the president's optional drug policy or the high option offered by S.1895, and a
wrap-around policy offered by a former employer.***** Rather than creating a simpler and more efficient
system, these reforms could make for more confusion and complexity for both providers and beneficiaries.
Inequities and inefficiencies could also multiply. Employers learned long ago that the most economical and
administratively efficient way to provide health coverage is through a single health policy that provides a
comprehensive benefit package. This is a lesson that should be incorporated into any effort to restructure
Medicare for the long term.

Next Steps
The short legislative calendar, the press of other congressional business, the charged atmosphere created by
the November elections, and the unsettled environment facing health care providers and plans make it
unlikely that Congress and the president will agree this year on comprehensive legislation to restructure
Medicare for the long term. Nevertheless, steps can be taken to build on the progress of 1999. More
important, measures that would make it more difficult to enact true reform in the near future can be avoided.

First, we need to continue to build the analytical and institutional infrastructure needed for a competitive
system. Congress should devote more resources to developing such necessary building blocks as better
mechanisms for risk adjustment, measures of plan quality, systems for consumer education, and methods for
dividing geographic cost differences between those that are related to the quality of care and those that are
not. Even if Congress decides not to move forward with a competitive system, these building blocks will be
needed to improve the efficiency of the existing M+C component.

A second constructive step would be for Congress to reaffirm its interest in the Competitive Bidding
Demonstration Project.****** This project has the potential to provide policymakers with a great deal of
useful information that could help in the design and implementation of an effective and equitable competitive
system. If the demonstration is allowed to move forward expeditiously, some future mistakes might be
avoided. Unfortunately, legislation enacted last year delayed the demonstration by at least one year after the
committee and HCFA had begun to implement it in Phoenix and Kansas City.

The M+C program is a third area that might need more attention in the next year or two. This component has
experienced considerable turmoil in recent years. Some of the distress is self-inflicted, some has been caused
by policy changes, and some is attributable to larger market forces. Whatever the cause, disruptions and
instability in the M+C component have undermined support for restructuring Medicare along competitive lines.
Policy makers and HCFA administrators should, therefore, do what they can to stabilize the M+C component.

Finally, there is the question of whether to move forward with a prescription drug benefit absent more
fundamental Medicare reforms. While I believe that prescription drug coverage is essential if Medicare is to
provide seniors with adequate protection, I believe that consideration of fundamental restructuring will be
delayed if a stand-alone drug benefit is enacted,. As I have already stated, an optional drug benefit could
make the current system more complex and create new inequities. For these reasons, I believe that Congress
should consider expanding the Medicare benefit package only in the context of restructuring the program
along competitive lines.

Notes

* President, The Urban Institute and Chair, Steering Committee for the Restructuring Medicare for the Long
Term project of the National Academy of Social Insurance. The views expressed in this statement should not
be attributed to the Urban Institute, the National Academy of Social Insurance, their sponsors, staff, or
trustees.

** This requirement has been added since S.1895 was introduced. See the January 20, 2000 letter from
Senators John Breaux and Bill Frist to the director of the Congressional Budget Office, Dan Crippen.

*** National Commission on the Future of Medicare, Building a Better Medicare for Today and Tomorrow,
Final Version, March 16, 1999, Page 7. http://thomas.loc.gov/medicare/bbmtt31599.html.

**** The $800 drug benefit and $2,000 stop-loss values are for 2003. For future years, these values would
be indexed to reflect rising costs.
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be indexed to reflect rising costs.

***** S. 1895 would preclude those with high-option coverage from buying a Medigap policy.

****** I am a member of the Competitive Pricing Advisory Committee.
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