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MAGNITUDE OF THE FINANCIAL CRISIS
IN MEDICARE

WEDNESDAY, FEBRUARY 12, 1997

U.S. SENATE,
SUBCOMMITTEE ON HEALTH CARE,
COMMITTEE ON FINANCE,
Wasnington, DC.

The hearing was convened, pursuant to notice, at 2:10 p.m,, in
room SD-215, Dirksen Senate Office Building, Hon. Phil (gvramm,
(chairman of the subcommittee) presiding.

Also present: Senators Chafee, Grassle s, Rockefeller, and Kerrey.

OPENING STATEMENT OF HON. PHIL GRAMM, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SUBCOMMITTEE ON HEALTH CARE

Senator GRAMM. Let me go ahead and begin the hearing. Let me
apologize in advance for my voice, since I have a cold or flu, or
something.

I wanted to begin with an opening statement. When Senator
Rockefeller comes, I will recognize him to make his opening state-
ment. To the degree that other members are here, we will give
them an opportunity to make an opening statement.

We will then go to our witnesses. We will go through three pan-
els today. Basically, we will take them in order and give them an
opportunity to make their opening statements with regard to the
long-term financial health of Medicare.

But let me go ahead with my opening statement, then we will
turn to our first witness, if no one else arrives.

I believe that we have a very severe financial problem in Medi-
care. I think the problem is of much greater magnitude than is
commonly recognized. You can center the problem on two distinct
sources. No. 1, we have had an explosion in the per capita cost of
Medicare. The cost of Medicare for the last 15 years has grown at
over twice the rate of general medical inflation. It is the fastest-
growing program of the Federal Government.

While taxes have increased very rapidly since the beginning of
Medicare, Medicare spending has now outpaced the tax increases
and premiums. We find ourselves in a position where Medicare is
in the red, where the Medicare trust fund will be exhausted in 4
years, and where the cumulative debt in the Medicare trust fund
will be approximately $600 billion within a decade.

This is not a problem which is going to come to fruition in the
sweet by and by or at some far-off point in time. This is something
that is happening right now.

(1)
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Our first mission, it seems to me, in the subcommittee, the Fi-
nance Committee, and Congress, is to gain control of per capita
costs. There is no hope for a long-term solution unless per capita
costs can be brought under control.

To have any hope of preserving Medicare as we now know it, we
have got to come up with a program that will bring incentives into
Medicare that will induce the provider of Medicare to be cost-con-
scious, that will induce the consumer of Medicare to be efficient
and cost-conscious. Today we do not have a program that promotes
either one of those objectives.

I think we can be encouraged by the fact that the medical price
index, for the first time since 1965, appears to be coming back in
line with the general consumer price index. I think that should
suggest to us that, when you allow competition to occur, competi-
tion tends to bring costs under control. I think that is the lesson
?if wclllat is happening in the general medical market in the last

ecade.

The paradox, it seems to me, is that we are facing a financial cri-
sis even while the number of people who are retiring annually and
the number of people who will retire relative to the number of peo-
ple in the labor market is stiil small when compared to what it is
going to be in the future.

An analogy that I like to use is the Biblical story about Joseph.
You may remember that Joseph, Jacob’s son, the chosen child,
technicolor coat, in modern rock opera fame, was kidnapped by his
brothers and sold into slavery.

While in slavery in Egypt, Pharaoh had a dream. The dream was
about seven fat cows and about seven skinny cows, and the seven
skinny cows ate the seven fat cows. There was general inability in
Egypt to interpret the Pharaoh’s dream. Finally, Joseph read the
dream to mean that there was going to be 7 years of plenty, fol-
lowed by 7 years of drought.

Those who remember the Biblical story remember that the Phar-
aoh, under the control of Joseph, stored grain in the period of plen-
ty to satisfy the needs of Egypt and its neighbors during the com-
ing drought.

The incredible paradox is, we are on the verge of bankruptcy
while we are still in the fat years. Only 200,000 people are going
to retire this year and qualify for Medicare. Within 14 years, we
will have 1.6 million people a year who will become eligible for
Medicare. That number will remain roughly at that level for 20
years thereafter. We have a bankrupt system, and we have yet to
get to the coming famine.

Medicare was started the year that the first baby boomer came
into the labor market. In that year, 1965, we were looking at a
massive growth in the number of labor force participants. The
number of new people coming into the labor market was substan-
tially higher than it had been in the modern era, and there were
20 years of people coming behind them,

It looked, at that point, as if we could fund Medicare as a trans-
fer payment, where current workers would pay for benefits for cur-
rent retirees, and then the next generation of workers would pay
benefits to them.



The problem now is that this baby boom explosion is working its
way through the system and we are reaching a point where the
number of people who are going to be retiring is getting larger and
larger, and no provision has been made to satisfy that need.

We are going from 4.4 workers per retiree in 1970 to about 3.9
workers per retiree today. We are, headed to 2.2 workers per re-
tiree in the last year when the baby boomer generation will retire.
Such a system is absolutely unsustainable.

In looking at numbers that have been provided from various esti-
mating entities, from CBO to estimates that have been made by
the trustees, we are looking, 5 years from today, we will have a
roughly $121 billion debt in Medicare. Ten years from today it will
stand at $603 billion, 20 from today, $2.8 trillion, and 30 years
from today, $8.7 trillion.

The problem is, I only have one constituent who knows what a
billion dollars is. His name is Ross Perot, and he is not here. No-
body knows what a trillion dollars is. But the point is, these are
tremendous costs, they are not going to go away, and our charge
is to do something about it.

Let me conclude with the following point then recognize Senator
Rockefeller. Within 4 years, Medicare, under the current system, is
going to be insolvent. Within 10 years, it is going to be very sub-
stantially in debt, without a change in current policy, $600 billion
in the red.

Within 8 years, we are going to have a single year’s shortfall of
roughly $105 billion. Someone is going to have to explain, if they
have served on this subcommittee, if they are in the Congress,
where they were when the roof fell in on Medicare.

What I hope to do in these hearings is talk about the magnitude
of the problem, to be absolutely sure that anyone who is concerned
about this problem is aware of the magnitude of the problem we
are dealing with.

I think, when we sit down as we ultimately must on a bipartisan
basis, the only way we can hope to deal with this problem is for
members of both parties to understand the cost of not acting. I do
not want to, 8 years from now when we are running an annual def-
icit of $100 billion in Medicare, have to explain why I did not take
any action.

There are a lot of things I am going to have to do in my life that
I do not want to do, but calling my 83-year-old mother to tell her,
Mom, Medicare went broke today because I did not have enough
courage to do something about it, or because I could not work with
Bill Clinton, is not something that I intend to do.

So I want to say to our representative of the administration here
and to my two colleagues who have come, and I am grateful they
are here, my goal is to try, this year, to do something about the
Medicare problem, to do something that is worthy of being remem-
bered as we deal with this major financial crisis in the making. I
think we are going to have to work together to make this happen.
I intend to do everything in my power to try to do that, and I want
to thank iny colleagues for coming.

I want to recognize the ranking member of this subcommittee,
Senator Rockefeller.
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OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER 1V,
A U.S. SENATOR FROM WEST VIRGINIA

Senator ROCKEFELLER. Thank you, Senator Gramm. I like the
way you ended that up. I will not have a chance to tell my mother
that, because she has already gone. But I understand exactly what
you are saying, and I do not think anybody wants to be in that po-
sition. I think dyou are doing a very wise thing.

First, I need to congratulate you on being where you are, chair
of the new, consolidated Committee on Health, which is something
I had hoped was going to happen for a long time, but, because of
various problems, did not happen.

So now we have Medicare, Medicaid, long-term health insurance,
the whole thin§, everything under one committee. That is the way
it ought to be. I like the idea of your taking on the big picture first,
looking at the long-term solution, first, the short-term solution, sec-
ond, but basically knowing what we are talking about, the mag-
nitude of it. I think that is a wise decision.

I also want to say that I want to work together with you on this
subcommittee. We do not necessarily have the same voting records,
but we are confronted here with a very major problem, which is not
very much blandished effectively by words, but it is by actions and
by the principles behind those actions, and so the moral perspective
with wgich one begins to take those actions. But, anyway, we will
end up with actions, or else the problem does not get solved.

So I pledge my best to you, Chairman Gramm, to be open-mind-
ed, to be non-ideological, to be, in fact, unpartisan, which I am, in
fact, ve?' capable of being. I will say that I approach this with a
coxlllp%)e of principles, and I will just give you three or four and that
will be it.

I guess the first principal would be that you are presumed inno-
cent until proven guilty in this country under our legal system, but
I think that it is also probably fair to say that, unless we can prove
otherwise, we need to make Medicare be viewed as sustainable into
the next century, unless there is some reason by which we just can-
not do that.

It has been an amazing program. It covers 97 percent of our el-
derly. We all know what the situation was prior to Medicare. It
was not happy. Half of our people had no health care, virtually, at
all, except what they could get.

Now, people are worried today about, what are they going to do
when their parents get old, and how are they going to pay for long-
term care, the cost of nursing homes. That is one side of the equa-
tion. What we are looking at today is the acute care side, and that
is also terribly important. Families are worried just as much about
that, because if Medicare goes broke, as you indicate, then they are
going to be in the same pickle that they were before 1965.

My second principle has to do with what our country can or can-
not afford. We are a great country. Here is kind of a moral prin-
ciple that I think is interesting to put forward, that we have a sys-
tem of national defense which keeps our people free, and that is
free to be all kinds of things, to do what one wants to, to get edu-
cated, to be healthy, to grow old in peace. :

In a sense, Medicare is a form of national security, too. It is
called health care security, but it is involved with a very, sort of,
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basic American principle and people just did not get it because they
grew old, they did it because they worked har(f they paid taxes,
and they pulled the cart. They earned their way. It is not some-
thing which is around to pick up a vegetable garden.

I think it is important to say, too, that not all Medicare patients
are rich. In West Virginia, the average senior citizen, average Med-
icare patient, has"an average annual income of $10,700 a year. I
think the average annual 65-plus income in this country is closer
to $18,000 or $19,000.

So, in Appalachia, as in parts of, I would guess, East Texas, you
are dealing with income levels that are very, very difficult. Even
as it is, whether seniors are rich or poor, they are spending, on av-
erage, about 21 percent of their income on health care costs which
are not covered by Medicare at all, hence, into the Medigap mar-
ket, and all the rest of that.

My third principle, is I think that the public needs to know about
this. This is really a big issue. This is a B-52, or however we would
craft it. Medicare may be the most popular government program
ever passed by this Congress, and probably is.

It has a most unusual quality, and that is that it is administered
with enormous efficiency, so much so that when you say that the
administrative over-cost is about 2 percent, people do not believe
you,

Then you explain to them the best you can. It does not make a
difference, they still do not believe you. They do not believe any-
thing could be administered at 2 percent that belongs to Washing-
ton, but that fact remains. That is quite extraordinary.

Medicare is so popular, in fact, that a lot of people do not even
think it is a government program. They think this is just some-
thing that comes along with them and they start talking about tak-
ing their program away. But that is not because they are not alert,
it is simply because it is so integral to their lives.

So let me close my principles on that. Let me just say that I take
this as a serious work. It is a work which I am sure scares and
throws some fear into all of us, but substantive fear, fear based
upon not only going into the unknown and doing things which we
have not done before, but also the fear to get it right.

We have people we need to protect and worry about who are here
for good reason, who have grown older for good reason. We are liv-
ing longer now for good reason, part of which is the work that Med-
icare does.

So my great-grandfather lived to be 98 years old, Senator
Gramm, and I hope to do that, too. He did not depend on Medicare,
they did not have it then. But Medicare, I hope, is going to live to
be a ripe, old age for all three of us here who have bothered to
show up.

Senator GRAMM. Let me thank my colleague. I think we have it
within our power to ensure that Medicare does live to a ripe, old
age. I look forward to working with you.

Let me recognize our colleague, Bob Kerrey. In recognizing him,
let me say something I have not said before. That is, Bob Kerrey,
probably more than anybody else, is responsible for the Entitle-
ment Commission, which did not change any policy.



But I think one of the things it did do, is it started the long, dif-
ficult process of awakening the country to the threat that we face
in programs like Social Security and Medicare that will require us
to take action. For your leaders{dp, Bob, on that, we are very fortu-
nate to have you on this subcommittee.

OPENING STATEMENT OF HON. BOB KERREY, A U.S. SENATOR
FROM NEBRASKA

Senator KERREY. Well, thank you very much, Mr. Chairman. I
will try to get to the witness here in a hurry, but I would say a
couple of things. One is that we are dealing with a Federal law
which says that if you are over the age of 65, you are eligible to
have hospital and physician bills paid f%r under very specific condi-
tions. It was a law, enacted in 1965, which has worked to dramati-
cally reduce the number of uninsured people over the age of 65
from about 50 percent to nearly zero, which is a pretty significant
success story.

The problem is that it reimbursed providers at usual and cus-
tomary rates until 1983, when the prospective payment went into
play. The problem is, the costs of health care have continued to go
up. I appreciate very much the administration's proposal; they pro-
pose $100 billion of additional savings out of the system and push
the insolvency date back, I guess, 5 years or so. But it pushes it
back just to 2007. The big problem for us, as you look out in the
future and consider your mother, or anybody’s mother out there, is
77 million baby boomers. I appreciate it when the President says,
well, let us have a commission on this thing. I can %ive you all of
the options, but none of the options are pretty. All the options are
difficult when it comes to trying to figure out how to pay for 77 mil-
lion baby boomers.

I would argue that the sooner we make those changes, the better,
if for no other reason than it would put people on notice that the
changes are going to be there for that generation. The longer we
wait, the bigger the surprise will be. We are going to have to plan
an alternative way to do this.

There is no question that managed care is going to be a big help,
but the 77 million person baby boom generation—that starts, I
guess, in 2008, 2009, somewhere in that range—threatens to
swamp everything that we are doing in Washington.

The President’s budget shows a growth in mandated programs,
plus interest, from 64 percent of the budget to 70 percent of the
budget, and it continues out to about 2013, or so, where it is 100
percent of the budget. It does not stop there, and it continues to
grow,

So I hope that we can get a Republican and Democratic proposal
that deals with this thing, and hope we can reduce some of the
more inflammatory rhetoric, because we have a very serious prob-
lem that needs to be solved, not for us politically, but, as you said,
Mr. Chairman, for the people out in the future who are going to
rely on this program.

Senator GRAMM. Senator Grassley’s is V%oing to withhold from
making an opening statement. So Bruce Vladeck, let me welcome
you before the committee. Bruce is the administrator of HCFA. I
promised him today that we will not probe too deeply into the de-
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tails of the President’s proposal. He wants to let the Secretary do
that in the next couple of days.

So what I have asked Bruce to do, is to focus on this long-term
problem in trying to define what the problem is and what they are
doing that he would like us to know about.

STATEMENT OF HON. BRUCE VLADECK, ADMINI(STRATOR,
{‘)I‘IEALTH CARE FINANCING ADMINISTRATION, WASHINGTON,

Mr. VLADECK. Thank you very much, Mr. Chairman. I very much
appreciate the opportunity to be here today to talk with you about
these issues. I must add that I very much appreciate your indul-
gence relative to the issues of scheduling for today’s session, and
the consequent late arrival of my testimony. I hope we will be
under a little bit less pressure about these sorts of things in the
future and in our subsequent conversations.

Ies eciallfr want to take note of the spirit that I have felt all
over this Hill in the last several weeks, the desire to really work
together this year and to put some of the past conflicts aside to
work together. Across party lines and across the historically more
difficult divide between the Congress and the executive branch, we
are trying to work together to address some common problems.

I very much appreciate the way in which this hearing fits into
that effort and look forward to the opportunity to work on all of
these issues this year, _

As several of you have suggested, we need to move forward, to
address simultaneously the shorter-term problems of the Medicare
g{_?’lgléa;l aéld the longer-term problems of the Hospital Insurance

st Fund.

The President has submitted a budget that extends the solvency
of the trust fund for 10 years. We do not believe we need all 10
years to address the long-term problems. However, we do believe
that getting some of the shorter-term problems off the table will
give us the opportunity to look more systematically and more care-
ully at the long-term issues.

Now, let me make a very few comments in my role as Secretary
to the Board of Trustees of the Medicare Trust Fund and a few
more general observations.

In their last three reports, the Medicare trustees have been pret-
ty consistent in their recommendations. In fact, over the last 15
years the trustees have projected the date of HI trust fund insol-
vency to be from 5 to 17 years in the future. The Congress and the
executive branch have been able to meet short-term challenges to
ensure continued Medicare protection for beneficiaries. But, as sev-
eral of you noted, the fundamental demographic changes that we
are expecting relatively early in the next century suggest that al-
though our past practice of fixing things as we go is necessary in
the short-run, it will not take us all the way through the baby
boom period.

As you know, the fundamental problems of the HI trust fund
come from two sources. The Chairman identified them both in his
opening statement—exploding Medicare per capita cost and Medi-
care expenditures that are exceeding the growth of Medicare reve-
nue. The Medicare trustees, in their report based on the work of
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our actuaries, have made very explicit projections about the two
parts of this program.

Since the inception of Medicare, except for a few years, medical
2xpenditures have risen faster than the growth of the economy as
a whole. And medical expenditures paid by the Hospital Insurance
Trust Fund, have risen more quickly than Medicare revenue.

I do want to note for the record that, from the beginning of Medi-
care in 1965 through about 1993, the cost per enrollee in the Medi-
care program consistently grew more slowly than costs per enrollee
in private health insurance plans. Over that period of time, on av-
erage, Medicare per capita costs grew at a compound rate of about
1 percent below the per capita cost in the private sector.

Since 1992 or 1993, as you know, there has been a very consider-
able slowing of the rate of growth of costs in the private sector. At
the same time without any significant legislative change in the
Medicare program, we have continued since the late 1980’s on a
kind of auto-pilot of expenditure growth. For the first time, we are
looking at the third consecutive year in which Medicare costs will
grow faster than private sector costs.

The President’s budget for the period of 1998 through 2002 will
actually bring per capita growth in the Medicare program up to the
range of just over 5 percent per year. This is very close to current
CBO, Department of Labor, and other projections of per capita
gfx:owth for the private health insurance sector in the same period
of time.

There has also been scme attention given to the differences be-
tween the benefit package that Medicare covers and what most pri-
vate health insurance plans cover. If you compare Medicare cov-
erage to Federal employee (FEHBP) coverage, you can see that we
have had a problem in the Medicare program since its inception.

It has been part of the problem of the rise of health care costs
relative to the rest of the economy. Historically, Medicare has gen-
erally outperformed the private sector somewhat. We believe the
President’s budget proposals, for the short-run, will bring us back
in line with the rate of growth in the private sector.

But in the period prior to the year 2010, the major problems of
financing the HI trust fund are driven by the fact that our health
care costs are still projected to grow more quickly than the econ-
omy as a whole.

In their 75-year projections, our actuaries project no differential
in growth rate between health care costs, per capita, and the wage
base after about 2020. All of the problems of the trust fund over
the long-term are driven by the demographics, as several of you
have appropriately pointed out.

In about 2010, we have a sort of discontinuous shift in the num-
ber of retired persons and the ratio of retired persons to workers.
While this kind of shift will be experienced in a somewhat analo-
gous way by some other industrialized countries in Western
Europe, it is a phenomenon that is entirely without precedent in
human history. In the year 2030, a quarter of all living Americans
will be 65 P\{ears old or older. We have never had a society like that
in human history.

I would suggest that the implications of such a dramatic shift in
the age distribution of our population do not stop at just the financ-
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ing of public programs, or even at the macroeconomic effects that
such a change in the age distribution in the population suggests.
Every aspect of our society and culture will change as a result.

Now, I like to give the example that some private sector entities
seem to be much further along the road than the government in
figuring out the implications of these changes.

I tell people that I think this is where the Arch Deluxe comes
from. McDonald’s has invested a fortune in trying to figure out the
implications, for its business, of the significant and permanent
change in the age distribution of our population. McDonald’s has
probably given the broader socio-economic impacts of this set of
changes more systematic and careful thought than the entire appa-
ratus of the Federal Government together.

I certainly am not aware of any public analysis of the effects on
the distribution of consumption in society more generally that
comes about from aging of our population.

Similarly, when we began looking at these issues this year, I
asked our actuaries to talk about their expectations about the age
composition in the labor force, given the change in the age distribu-
tion of the population as a whole, and the relative shortage of
%rgugger workers that we would be experiencing in the years after

10.

They told me that the amount of hard research on that subject
was very limited, by exactly the fact that we were going to be con-
fronting an historically unprecedented situation. That is the under-
lying problem that is facing us, as you all have correctly identified.
We have to begin working together to figure out just what that
means and how we are going to address it as a society.

Let me say in that regard that the most solid numbers we have
are the demographic projections. Everyone who is going to be a
Medicare beneficiary in the year 2020, for example, has already
been born. We can count them pretty reliably.

We are relatively good at predicting mortality rates. We are
much better at predicting how many folks there will be than what
will happen with health care costs, what will happen with economic
growth, and what will happen in other areas of the economy.

In my view, the fundamental problem that we face in 2010 and
beyond is that, regardless of the proportion of their health services
that are financed by the Medicare program and regardless of the
other mechanisms that we might develop to finance those services,
all 77 million of those baby boomers are going to be there needing
health care services.

If Medicare is not available to pay for those services, some other
financing source will need to be found or people will go without
needed services. Now, we might get 10, 15, or even 20 percent more
efficient in the delivery of health services, but those of you who
have looked at the numbers know that ever such enormous and
unprecedented gains, would be overwhelmed by just the fundamen-
tal demographic change.

So, apart from the narrow issue of maintaining the solvency of
one particular trust fund, we have to figure out how we, as a very
different kind of society some years in the future, are going to fi-
nance health services, not to mention retirement income, for this
extraordinarily large number of retired people.
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In doing so, I would just recall a couple of other facts that sev-
eral of you have already noted. One is that when we think about
how we are going to finance medical care for all of us baby boomers
in our retirement years, whether it is Medicare or supplemental
mechanism, we need to remember that, at the moment, Medicare
is paying for less than 60 percent of the total health care expendi-
tures of its current beneficiaries.

The limitations of the benefit package, the relatively substantial
co-insurance and deductibles compared to most private policies,
and particularly the absence of coverage for prescription drugs, al-
ready create very substantial out-of-pocket liabilities for many
beneficiaries.

There are also very substantial liabilities for the States, and the
Federal Government through the Medicaid program. The Medicaid
program provides supplemental insurance, an additional insurance
to pay the out-of-pocket medical expenses, for about 15 percent of
all current Medicare beneficiaries.

The other point I would make very quickly, just to further com-
plicate this discussion, is that for the last decade the fastest-grow-
ing category of Medicare beneficiaries, and the category that our
actuaries project will I%!‘ow most quickly over the next decade is dis-
abled beneficiaries. Disabled beneficiaries currently account for
about 13 percent of the Medicare population, but their numbers
have been growing three or four times as fast as those of retirees
over the last decade.

I said earlier that our capacity to project age distribution in the
future is pretty good. However, our capacity to project a change in
the number of folks who will qualify for Medicare coverage as dis-
abled is extremely limited. You can get into quite a debate as to
whether chanie in the num disabled persons is going to con-
tinue, diminish, or even accelerate’further.

Where does that leave us? We at HCFA, recognize and do not for
a second underestimate the difficulty and the magnitude of the
task that we all have before us and that this subcommittee has un-
dertaken and to begin to address. However, I think we need to at-
tend first to our short-term issues because they are tied to the very
important imperative of balancing the Federal budget over the next
5 years and because I think doing so will make some structural
and organizational changes in the nature of the program that will
be of some help in dealing with the longer-term problems of financ-
ing the Medicare program.

But, in order to address the longer-term solutions, we are going
to need not only some degree of cooperation, but a way to engage
all sorts of folks in discussions of what our society should be 20—
30 years from now. As several of you have suggested, we must in-
volve especially those outside this Beltway, and outside this city,
in thinking with us about the kind of society we would want to
have and what we will need to do to move toward the expectations
we have about that society.

I would suggest that, even with the excellent work of Senator
Kerrey's commission, and others, we are really just at the very
early stages of thinking through all of the implications of those
changes. We think it is very important that we start the process
of thinking through them right away, and we very much look for-
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ward to the opportunity to think through them with you in the
months ahead.

Again, I appreciate the opportunity to be here. I appreciate your
consideration about scheduling issues, and I am happy to respond
to any questions or comments you might have.
di['Iihe prepared statement of Mr. Vladeck appears in the appen-

X

Senator GRAMM. Thank you, Bruce. Let me just make a couple

of points. I will be brief, then yield to my colleagues.

irst of all, the one point you made, I think very clearly, is there
is no doubt about the fgct that the people are going to be here, that
actuarially this is a certainty that we have this crisis, and that we
have two different problems.

One, we have got a problem in that revenues coming in to Medi-
care are determined by the average wage rate times the number
of people that are actually employed, and that figure has to equal
a per capita cost times the number of people that we have who are
qualified for Medicare,

So to have any kind of even short-term stability when you have
got real wages growing around 1, 1.2, 1.3 percent in real terms,
and when you have got the labor force growing in the 1.2-1.5 per-
cent range, that even in the short-term we are a long way from
dealing with the short-term cost problem where we are sitting.

I assume that you would agree that, if you reduce reimbursement
rates, that there is a one-time effect but does not change anything
in this formula. It simply shifts the line-up, so to speak. Or if you
raise premiums or taxes, that also has a one-time effect, unless it
is done in a way that affects behavior. So would you agree that,
ultimately, we have got to change the behavior of those buying and
selling Medicare services if we are going to have any hope of deal-
ing with this problem, even in the short term?

Mr. VLADECK. Well, Senator, I am not sure we have seen the
middle level and the end of all the changes that have gone on in
the health care sector in this country in the last five or 6 years.

But I would argue that most of the savings that we have attrib-
uted to mana%ed care in the last decade have, in fact, come about
as a result of more effective negotiations about price and redis-
tribution of incomes in the system rather from dramatic changes in
behavior on the part of either consumers or providers of service.

I think the underlying analysis is absolutely correct. As long as
health care costs are growing faster than the wage base on which
the revenue is applied, depending on the rate at which people are
coming into and out of the program, you have a structural problem.

Whether we are going to be more effective in controlling health
care costs in the short-run by changing behavior or more effective
by controlling price by changing the nature of the way that pur-
chasers behave and competition among sellers, I think is an inter-
esting theoretical argument. We probably cannot come to a conclu-
sion on that anytime soon.

But the point is, we have to bring the rate of medical costs
growth down to some reasonable relationship to the revenues sup-
porting those medical costs. I think we could all agree on that. But,
again, that works only so long as the number of folks supplying the
revenue is in some balance with the number of folks receiving ben-
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efits from the revenue. Once the demographics start to shift dra-
matically, you have got to do additional things as well. .

Senator GRAMM. Well, I do not want to get too much into the
President’s proposal, but I think the President, clearly, from my
point of view, is moving in the right direction by expanding the
number of options that Medicare beneficiaries could exercise in
choosing the mode that they consume their medical services. I
think that is going to be a very fruitful area for us.

But let me ask you a question about the fundamental Medicare
program. I know you know more about it than anybody here, be-
cause I have read a lot of your stuff to try and understand it. But,
as I look at it—and I was not here when the Medicare program was
written—but, to save my life, I cannot figure out any logic in a sys-
tem that, for example, just to take one part, on hospital benef{ts
you have got no co-payment for the first 60 days, and then on the
61st day you have a %?34, roughly, co-payment per day. Then on
the 90th day, that goes up to over $360 per day. Then on the 150th
day, somebody is thrown out on the street. It seems to me that any
kind of rational system would have had a co-payment, and would
have had co-payments up front. But nobody who has been in the
hosglital for 60 days could respond to a co-payment.

The threat of being thrown out on the street at 150 days has led
my mother, and most other people’s parents, to buy a Medigap pol-
icy that fills up all of those gaps, but at the same time, eliminates
the necessity of having to pay co-payments and deductibles. So, ex-
cept for pharmaceuticals, she faces no cost at all in consuming
health care.

Now, I do not want to put you on the spot, but just let me ask
you, theoretically, if you were going to start Medicare again, would
you have structured costs the way they are, or would you have put
the deductibles and the co-payments up front?

Mr. VLADECK. Well, let me, if I may, Senator, remind you that
inpatient hospital benefit has a $760 deductible. Having said that,
I do not think anyone would seek to justify the current structure
of co-insurance and deductibles on the Part A side. I would argue
that the Part B side looks pretty sensible in comparison to a lot of
private plans.

We think it would make a lot of sense to modernize that struc-
ture in a variety of ways. Again, for the services that we are talk-

" ing about, the evidence about the behavioral effects of varying out-
of-pocket expenditures is much less dramatic than it is for the
more “discretionary” services like those under Part B. And under
Part B, we already have a more rational structure.

So what the economic implication of that would be, I think you
will have some honest-to-goodness, board certified economists here
in the subsequent panels and they may have opinions on that. But
we would be all for making the structure of co-insurance and
deductibles more rational. I just do not know how far it would get
you in terms of addressing the financial problems of the program.

Senator GRAMM. Senator Rockefeller.

Senator ROCKEFELLER. Thank you, Mr. Chairman.

Bruce, it is interesting, when you look at CBO projections of pri-
vate health insurance from 1996 to 2007, they are saying it will
come down from the present, let us say, 6.8 percent projected
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growth to 5.1 percent. Then Medicare will come down from 10 per-
cent, down to 8.6 percent, again, taking us to the year 2007.

Part of the reason that the Medicare cost is coming down, I take
it, is that you now have about 25 percent of Medicare recipients in
HMUOs, is that correct?

Mr. VLADECK. No, Senator. We now have about 13 percent of
Medicare beneficiaries in HMOs.

Senator ROCKEFELLER. Well, I am talking about your projections.
You are projecting up to 25 percent.

Mr. VLADECK. But under current law, both our actuaries and
CBO’s actuaries score increments in HMO enrollment in the Medi-
care program as a net increase in costs to the program.

Senator ROCKEFELLER. All right. Now, if you can explain private
health insurance going from 8.9 percent of 1992 projections to 5.1,
that is a fairly dramatic leap. I have to assume that competition
with an HMO’s managed care has something to do with that.

Mr. VLADECK. Well, I think there are three things going on. I
think it is somewhat more valid to look at per enrollee or per cap-
ita numbers rather than aggregate numbers. Over the last 3 years,
using CBO or using OMB numbers, the private sector has out-
pe_:flformed Medicare. Under current law, the private sector still
will,

I think it is clear that the total change in the health care mar-
ketplace, of which managed care is one manifestation, has gen-
erated substantial savings for payors that have not been taken ad-
v}almtage of by the Medicare program. There is no question about
that.

I also think there has been some documented shift in the private
sector from employers to individual households. Where that fits in
terms of the magnitude of the CBO numbers, I am not entirely cer-
tain, but for completeness in looking at the numbers, you have to
remember that piece of the puzzle as well.

Senator ROCKEFELLER. That skirts a question which I will not
ask now, but I will simply raise for future reference, about rural
areas where seniors would not have a choice, let us say, of HMOs.
I mean, if they had one they would be lucky and they would have
to go ahead and take that, no matter what. That distribution is one
that is out there.

Let me go on to another part. I do not know the figures on this,
or the facts on this, but I have to think that the way technology
is coming along, and now you are talking about miniaturization in
medical technology, as in manufacturing technology, which sort of
our minds cannot even begin to take in what those implications
might be.

Therefore, the whole cost to Medicare of people who are over 84
years old, that being for some time already the fastest-growing pop-
ulation within Medicare, what do you project in trying to look at
this sort of larfer picture for the longer-term, the implications of,
simply, medical advances which are going to be tremendously ex-
pensive, particularly at the beginning, and which are going to be
taken advantage of, with or without an HMO gatekeeper concept,
which would then be an important consideration, and its affect on
Medicare budgets, regardless of what we do with it, just the raw
numbers?
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Mr. VLADECK. Again, it is very interesting. A lot of it has-to do
with the amount of uncertainty that we are talking about. If you
look retrospectively, or if you look over the next decade or so, our
actuaries attribute a significant amount of the growth in Medicare
costs and other health care costs to the adoption of new tech-
nololg(ies, new treatments, and new interventions, and so forth. I
think CBO would have a very similar analysis.

I would say that we get this all the !ime on a case-by-case basis,
and I am not sure, if one looks at the treatment of coronary dis-
ease, for example, that over the life of a beneficiary the use of an
advanced stent as part of angioplasty costs us more money net
than an older technique, but it sure keeps the beneficiary alive
longer. After about 2010, they pull those out of the model, in part,
I guess, because of their perception that just the sheer numbers of
folks outweigh everything else.

Senator ROCKEFELLER. | understand where you are going, and I
need to get my last question in. How do you look upon Medicare
as social insurance as compared to health insurance; how do you
mix those two philosophically?

Mr. VLADECK. Well, I thinﬁ there are three issues there. The first
is, of course, that health expenses are such a large proportion of
the total expenses of elderly persons that Medicare, in and of itself,
is an income maintenance program.

It is a barrier against poverty for seniors who, if they had to pay
a larger share of their health care expenses out of pocket, would
fall below the poverty level. This is the part of the population that
is most vulnerable to health care costs.

Second, clearly, Medicare has some of the attributes of a social
insurance program in that everyone pays proportionately the same
amount during their working lives, and everybody pays a flat pre-
mium for Part B when they retire. But the benefits are not distrib-
uted according to contributions, according to past earnings, or any-
thing. They are distributed according to actual consumption of
health care services.

Third, the universality of the Medicare program also turns it
from health insurance into social insurance, I think, in a variety
of important ways, and with some important economic con-
sequences as well.

Senator ROCKEFELLER. Thank you.

Senator GRAMM. Senator Kerrey.

Senator KERREY. Mr. Vladeck, this is probably going to be too
long a question with a very simple point. I am trying to discover
whether or not, in your quiet, private moments, you have any
thoughts sort of outside of the box of the traditional solutions to
Medicare. Again, referencing this Presidential Entitlement Com-
mission Senator Danforth and I chaired, Social Security, in many
ways, is an easier problem, because that is just a transfer payment
to individuals. It does not involve all of the detailed internal cal-
culations of what produces what kind of behavior, and analyses. It
is easier to figure out.

But, again, you get quickly to some very ugly solutions. When
you are dealing with 77 million people, the baby boom generation,
one of the things that you face is, if you are just looking at it from
an actuarial, not a political, standpoint, you say, well, what we
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need to do is move the eligibility age back. But, coming in the other
direction, the market, the individuals, the citizens, are saying they
want to retire earlier, or they are feeling health care insecurity ear-
lier as a result of down-sizing, if you are talking about Medicare.
So you find yourself with a problem.

Again, secular humanists did not cause 77 million baby boomers.
That is not Ronald Reagan’s fault. You have got a big number
there, and you have got to solve it. As I said, the universe of op-
tions are not very great if you are looking at it only as a budget
issue. So, as I said, Social Security, in some ways, is an easier one
to address than Medicare.

Medicare, for all of our talk—and I appreciate very much your
answer to Senator Rockefeller’s question about the equities of it as
a social insurance—under the law, what it really is, is a legal claim
on somebody’s income to pay somebody else’s bills. That is what it
is. We have got 41 million Americans out there without health in-
surance, most of whom are working, who have no legal claim on
anybody else’s income.

Now, you are hearing a question from somebody who has got a
legal claim on theirs. I am a service-connected disabled veteran. I
have talked to a lot of families in Nebraska whose children are am-
gutees from various accidents, and so forth, and they are out there

egging for charity because their insurance is either absent a re-
quirement to pay, or they do not have insurance.

I have got a claim on their income. Colin Powell has got a claim
on their income. A lot of people who are wealthy on Medicare, they
have a claim on their income. Every State and Federal employee
has a claim on their income. These folks are out there begging.

Moreover, you have got a real question of inter-generational eq-
uity here. In Nebraska, I have got 330,000 school children, public
and private. We spend $1.6 billion on them. We spend $3.2 billion
on 200,000 people over the age of 65.

If you look at the President’s budget, he is out there courageously
asking for a big increase in education, most of which goes to higher
education, as Senator Grassley was boning in on earlier. My guess
is, and I did not bring the budget numbers, it is probably a $35-
36 billion increase in Social Security and Medicare together, with
almost no debate. ;

I am wondering if, in the process of thinking about this, after you
have heard all the passionate arguments about what good the pro-
gram does, have you thought outside the box? For example, it is
counter-intuitive, I will admit, but one of the counter-intuitive
thoughts that I have had, is maybe we should just start from
scratch and take Medicare, Medicaid, and VA income tax deduction
and say we are going to change the way you are eligible.

If you are an American or legal resident you are in. Everybody
pays according to the capacity to pay. One ofy the most effective ar-
guments against the President’s health care plan in 1993 was that
bumper sticker that said, “If you think health care is expensive
now, wait until it is free.”

I mean, I do not think you can ignore that you have an offer on
the table right now that basically says, even though I am only pay-
ing 55 or 60 percent, you still basically got a promise that says, do
not worry, once you get to be 65 somebody else is going to pay the
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bills, somebody else is going to at least pick up 55 to 60 percent
of the bills. And, lest it go unnoticed, we are asking researchers to
keep us alive longer and keep us healthier while we are alive.

So 1 am wondering if you have thought, sort of outside of the box
rather than just taking one of the ugly budget options that are
available under Medicare, about any kind of health care reform
that might help us solve other problems that we have got in our
system, too?

Mr. VLADECK. Let me just say a few things, if I may, Senator.
I do not know how good a response to your question this is, if this
is a response at all. I think it is important to remember that, even
though the numbers do not work—and they do not work in Social
Security either—Medicare is a contributory program. What that
means is not that every Social Security beneficiary or every Medi-
care beneficiary is drawing on an account in which they, them-
selves, put the money, because we know that in neither program
has that ever worked entirely. There has always been a consider-
able pay-as-you-go element in both Social Security and Medicare.

But, what the contributory social insurance programs have been
since their inception, I do believe, is a kind of social and inter-
generational contract as much as anything else.

Senator KERREY. To allow wages to be taxed at a fixed percent-
age and transferred to another group.

Mr. VLADECK. No. 11 think what the contract has been, the way
I understood it at a younger age and the way my kids understand
it, is that we pay a part of our income to provide certain kinds of
support for certain needs of our parents’ generation.

When we get to be our parents’ age, our children and grand-
children will pay a certain part of their income to support our gen-
eration. The equation works or does not work only partly as a mat-
ter of demographics. The other pieces of the equation, as the Chair-
man pointed out in the beginning, are economic growth and the
growth in expenses to maintain retired people. But I think we have
to think about this inter-generational contract. I think when we
talk honestly to members of the next generation of taxpayers, they
give us a somewhat different”answer than we, ourselves, would
give in terms of their greater willingness to support older people
and to do a lot of other things for which they might pay taxes. So,
I think that is the conversation we need to have that we have not
had in a very effective way.

Senator KERREY. Well, you used a very key word there, when we
talk to them honestly. Very often, we do not. Very often we do not
disclose all of the facts about how the income is being transferred
and distributed now. As I said, you have described the program as
you understand it. I understand it in a very siinilar way. It is a
contributory program, but, nonetheless, under law it is a legal
claim on somebody’s income to pay somebody else’s bills. That is
what it is.

So long as I am putting a legal claim and transferring it to some-
body who has an urgent need, I have no trouble with that. But I
see lots of claims out there being transferred to people that do not
havelthe need. Again, you are talking to one right now, under cur-
rent law.
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We had the big VFW convention here last night, and I suspect
all kinds of great speeches were given. I am glad I was not there,
because it probably would have made me nervous as hell that
somebody might be able to dig up my income tax return and figure
out that I did not need what they were giving me.

Senator GRAMM. Senator Grassley.

Senator GRASSLEY. Yes. While we are discussing the long-term
vigh: i « of Medicare, and not only you, Mr. Vladeck, but also the
cor..rratuee I hope that we can, all the time we are talking about
the long-term viability, discuss the inequities between rural and
urban areas that come as a result of the program the way it is now.
If we do not do anything about it, the difference is going to be dra-
matically different as years go on.

That is the issue of the AAPCC, and what your thoughts are
about doing something about that right now, as well as in the fu-
ture. We have situations in my State where the average per month,
per beneficiary is $288; in Miami, it is just a little under $700; in
the Bronx, just a little over $700.

In some of these areas where the money is used to buy into
HMOs, people get with their program, pharmaceuticals, lower co-
pays, eyeglasses, wellness, so I raise a question about that. Not
that it is bad that they have it, but that the situation is not such
in rural areas of America, where we practice more inexpensive
medicine—although 1 am sure Iowans in hospitals today would
think I am crazy for saying that, but on a relative basis, relatively
inexpensive medicine. Considering the fact also that Medicare is a
national program, we ought to be able to get into some of those pro-
grams and have this be a national program rather than some peo-
ple having a lot of fringe benefits that others do not have.

From the standpoint of it being a national program, I would like
to have your feeling whether or not, in rural areas where we do not
have these fringes that HMOs would have in Miami, your comment
on that, and the possibilities of moving toward correcting that situ-
ation.

Mr. VLADECK. Senator, the President’s budget calls for two mech-
anisms to address those problems. One, in a manner similar to our
groposal last year or to the Majority bill of 1995 or the coalition

ill of 1995, a movement toward reduction in the differential be-
tween high-rate and low-rate counties in the AAPCC through some
blending of the national and local rates. At the same time we were
proposing, as has been proposed in the past by a number of folks,
a floor of $350 per enrollee per month in the capitation rate in the
lowest cost counties in the United States.

Between them these two proposals would substantially shift the
relative capitation rates very much in the direction of rural and
other low-cost counties. Those are both part of the budget proposal.

Senagor GRASSLEY. Now, am I right that $350 would kick-in in
3 years? N

%/Ir. VLADECK. No, sir. That $350 would be effective at the start
of the fiscal year, except that most HMO contracts with Medicare
are on a calendar year basis, so presumably it would be generally
available on January 1, 1998.

Senator GRASSLEY. Now, considering the fact that $350, as a
threshold, was what was in our bill 2 years ago, it seems to me like
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that is considerable progress where we are, but we would have
bfgen there January 1, 1998. So this would trigger in January 1
0 [—

Mr. VLADECK. 1998.

Senator GRASSLEY. No. We would have been at $350 on January
1, 1997, in the bill that the President vetoed. You are préposing
$350 for January 1, 1998. :

Mr. VLADECK. Yes, sir. ,

Senator GRASSLEY. Then is it your study of it that, if we were
able to have that level of a threshold, that we would be able to then
provide some of these programs, like eyeglasses, lower co-pays,
wellness programs that they have presently in Miami, the Bronx,
and places like that?

Mr. VLADECK. Sir, given what we know about the cost structure
of the provision of services in those communities, my belief is that
the availability of supplemental benefits at no premiums would be
ver, , very extensive. This, of course, depends upon what plans are
available in those communities.

Senator GRASSLEY. Would be very expensive?

Mr. VLADECK. Extensive.

Senator GRASSLEY. Extensive.

Mr. VLADECK. Yes, sir.

Senator GRASSLEY. So then you are saying, at $350, you would
expect in rural areas we could do that.

Mr. VLADECK. Absolutely.

Senator GRASSLEY. Thank you, Mr. Chairman.

Senator GRAMM. Thank you, Senator Grassley.

Bruce, thank you for coming before the committee. I would like
to ask you for one thing in writing. I have started to receive from
people that have held positions in government ball park estimates
of the new additional benefits in Medicare that the administration
asked for in its budget, which will be presented by the Secretary
later this week. Basically, they are questioning the cost beyond the
5-year period, of these add-ons such as the Alzheimer addition, and
specifically the addition where you take outpatient care and reduce
the co-payment.

If you could get someone to give me a ball park estimate on how
much those new programs cost, not just over the 5 years, but over
10, 20, or 30 years, it would be very helpful to us.

Mr. VLADECK. We can do that, Senator. It is Wednesday after-
noon. I will not promise it before Monday, but we will have it to
you as soon as we can,

Senator GRAMM. No, that is fine. I think if you can give it to us
Monday, a week, it would be good.

Mr. VLADECK. You have got a deal.

Senator GRAMM. Thank you very much.

Mr. VLADECK. Thank you, sir.

Senator GRAMM. Let me call our witnesses from the Congres-
sional Budget Office. Joe Antos, Linda Bilheimer, Sandra
Christensen.

Let me say to my colleagues that, in the last 3 or 4 months as
I have tried to read everything I could find on Medicare, that while
I am not saying I always agree with what the CBO writes, I think
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their material is of consistently high quality and some of the best
work that I have read.

It is my understanding that, Joe, you will make the presentation,
then everybody else will participate with you in the questions. So,
let me go ahead and recognize you.

STATEMENT OF JOSEPH R. ANTOS, Pu.D., ASSISTANT DIREC-
TOR FOR HEALTH AND HUMAN RESOURCES, CONGRES-
SIONAL BUDGET OFFICE, WASHINGTON, DC; ACCOMPANIED
BY LINDA BILHEIMER, Px.D., DEPUTY ASSISTANT DIRECTOR
FOR HEALTH, CONGRESSIONAL BUDGET OFFICE, WASHING-
TON, DC; AND SANDRA CHRISTENSEN, PH.D., PRINCIPAL AN-
ALYST, CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. ANTOS. Thank you, Mr. Chairman. You are most kind. Thank
you, Mr. Chairman and members of the committee for this oppor-
tunity to discuss with you today the outlook for Medicare spending
and options for slowing its long-term growth.

With your permission, I would like to submit my statement for
the record and I will briefly summarize my remarks.

Senator GRAMM. It will be printed in the record.

Dr. AN10S. Thank you.

(The prepared statement of Dr. Antos appears in the appendix.]

Dr. ANTOS. I have four points to make today, Mr. Chairman.
First, Medicare sgending in the near-term will continue to grow
faster than our ability to pay for it. Second, incentives built into
the current Medicare program are driving that rapid growth in
spending.

Third, as challenging as Medicare’s near-term financing problems
are, those problems will be dwarfed by the crisis that will occur as
the baby-boom generation reaches age 65. Fourth, restructuring is
needed to put Medicare on a sustainable spending path for the long
term.

CBO projects that Medicare spending over the next 10 years will
continue to grow faster than the resources available to pay for the
grogram. Medicare outlays under current law will increase from

212 billion this year to $469 billion in 2007. That represents an
increase in spending of 8.3 percent a year. Over the same period,
CBO ﬁrojects that GDP will grow by only 4.7 percent a year.

Both parts of the Medicare program, HI and SMI, are growing
rapidly. The HI, or Hospital Insurance program, also known as
Part A of Medicaie, covers inpatient hospital care and post-acute
services provided by hospitals, skilled nursing facilities, home
health agencies, and hospices. Spending for HI is expected to in-
crease by 7.7 percent a year over the next decade, as shown in the
first table of the prepared statement.

HI outlays have been greater than receipts over the past 2 years.
ét current rates, the HI trust fund will be depleted during the year

001.

The SMI, or Supplementary Medicare Insurance program, also
known as Part B, covers services provided by physicians and other
outpatient providers. Spending for SMI is expected to grow by 9.1
percent a year through 2007, which is even faster than the growth
of HI spending.
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Unlike HI, which is financed primarily by a payroll tax, three-
quarters of SMI's financing comes directly g'om general revenues.
Because this call on general revenues is not limited under current
law, the SMI trust fund cannot be depleted, but spending growth
in SMI is very much a part of Medicare’s financial crisis.

The high rates of growth in Medicare spending reflect the rapid
rise in medical costs per beneficiary. Medicare spending per bene-
ficiary is projected to grow by about 6.9 percent a year over the
next decade, and much of that growth is due to an increase in the
use of services.

My second point is that incentives built into the current Medi-
care program are driving that rapid growth in program spending.
Although most beneficiaries have a choice of traditional fee-for-
service Medicare or an HMO, nearly 90 percent choose the tradi-
tional system.

That system provides little incentive, either to beneficiaries or
providers, to limit their costs. Moreover, Medicare does not realize
savings possible for managed care because Federal payments to
HMOs are linked to costs in the fee-for-service sector.

Third, the already high rates of growth in Medicare spending will
accelerate sharply after 2010 as the baby-boom generation reaches
age 65. Enrollment will rise rapidly after 2010, as the baby
boomers become eligible for Medicare. Between 2010 and 2030, for
example, enrollment is projected to grow by 2.4 percent a year com-
pg(x;g]d with the 1.4 percent annual growth that we project through
2007.

By 2030, as Bruce and others have indicated, Medicare enroll-
ment will double from what it is today to over 75 million people.
At the same time, Medicare’s costs per beneficiary could continue
to spiral upward, placing an enormous burden on the Federal budg-
et and the economy.

How big a problem might this become? Medicare trustees assume
that growth in spending for beneficiaries will gradually slow be-
tween 2005 and 2020 to be more in line with growth in national
income per capita. But the trustees’ assumption may be optimistic,
since no policies designed to slow spending per beneficiary are cur-
rently in place. Moreover, even with the trustees’ assumption, Fed-
eral spending on Medicare is projected to overtake spending on So-
cial Security within 30 years.

Clearly, staying on Medicare’s current spending path is not sus-
tainable in the long term. Although we might decide to devote a
larger share of the budget and of national income to Medicare in
the near term, no program can indefinitely grow faster than the
economy.

Fourth, restructuring is needed to put Medicare on a sustainable
spending path for the long term. In a recent analysis that we are
updating next month, CBO looked at three widely discussed op-
tions for slowing Medicare spending in the long term. We use the
ratio of Medicare spending to GDP as a yardstick for assessing how
successful alternative policies might be in limiting spending.

Let me move quickly through this.

Senator GRAMM. Go ahead and finish your statement.

Dr. ANTOS. All right. Dela%:ing the age of eligibility from 65 to
70 would ultimately reduce Federal spending for Medicare by 15
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percent, compared with current law, but net spending would con-
tinue to grow as a percentage of GDP after 2010.

Increasing Medicare premiums would also reduce Federal spend-
ing, but those premiums might reach unreasonable levels. We
looked at an example. Premiums that would cover 50 percent of
Medicare’s costs—that is total Medicare costs, not just SMI costs—
would be sufficient to keep net Medicare spending as a share of
GDP fairly constant over the next 75 years. Such high premiums
w01,11d, however, consume a large and ever-growing share of enroll-
ees’ income,

Senator GRAMM. How high are those premiums?

Dr. ANTOS. Excuse me?

Senator GRAMM. How high are those premiums, do you have the
numbers there?

Dr. ANTOS. We probably do not.

Dr. CHRISTENSEN. They would represent about 50 percent of
Medicare’s total costs or $3,000 at today’s costs.

Dr. ANTOS. Restructuring the program could broaden competition
among health plans, provide incentives for enrollees to choose
lower-cost plans, and limit the growth of Medicare’s contribution
toward premiums.

Competition among plans and providers could spur efficiency and
increase real health benefits per dollar spent, but Medicare would
shift the risk of excessive cost growth to health plans and enrollees,
il‘ll effect, transforming the program into a defined contribution
plan.

The impact of the restructuring option on the total costs of a
basic benefit package, and therefore on the costs beneficiaries
would face, are uncertain. Some plans would probably keep their
costs low enough to avoid charging supplemental premiums, pos-
sibly jeopardizing access and quality. Other plans might do a better
job with access and quality, but at a higher cost to enrollees.

To conclude, exactly how much budget stringency is needed in
Medicare and how to achieve it are open to debate. What is clear
is that Medicare must prepare for the unprecedented demands that
the baby-boom generation will soon place on it. Policies put in place
over the next several years could provide necessary deficit reduc-
tion in the short term and start the restructuring needed for the
longer term.

Thank you.

Senator GRAMM. Thank you, Dr. Antos. Let me begin by going
back to a point that you made, and I want to be sure that it did
not escape anybody’s attention. Currently, the trustees have an es-
timate that, at the end of 5 years, we are going to have $106 billion
deficit.

At the end of 5 fyears, the trustees say it will be $106 billion a
year, at the end of 10 years, $193 billion a year, at the end of 20
years, $564 billion a year. At the end of 30 years, it will be $1.2
trillion a year.

The debt accumulated in the Part A trust fund in 5 years would
be $121 billion; in 10 years, $603 billion; in 20 years, $2.8 trillion;
and in 30 years, $8.7 trillion.

But there is actually a trick built into those estimates. That is,
the trustees assume that early in the next century there is going
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to be a change in policy that will bring the costs of Medicare in line
with medical prices in general. But nowhere do they explain that
policy, nowhere are they making a proposal that would do it.

I guess the implicit assumption is that, economically, we will
have to make that change. Since the numbers are so big anyway,
they go ahead and build what is tantamount to sort of a solution
to the per capita cost into the equation. Is that your reading?

Dr. ANTOS. Mr. Chairman, I think the trustees’ assumption is
based on the reasonable principle that, if somrething cannot hap-
pen, it probably will not. The thing that cannot happen, ultimately,
is that we cannot have Medicare, or any other program, grow large
enough to consume all of the Federal budget.

The trustees’ assumption, more specifically, for HI, is to slow the
growth in spending down to the rate of growth of average hourly
earnings after 2020. In SMI, it is to slow the rate of growth in
spending to the growth in GDP per capita.

Senator GRAMM. Well, let me stop you there and let me just get
a ball park kind of answer. Have you ever seen a proposal from any
administration or any Congress that would achieve that goal, if im-
plemented?

Dr. ANTOS. Well, Senator, the budget process generally speaks in
4- to 7-year terms. So one reason why one has not heard of such
a proposal is that we are talking about a very long-term issue.

It will arrive if we do not take steps between now and then, but
there is no opportunity in the policy process to make that rec-
ommendation.

Senator GRAMM. I guess the point I want to make, is that even
in these incredible numbers for the trustees, there is the built-in
assumption that there is going to be a dramatic policy change
which no one has yet proposed, and neither Congress nor the Presi-
dent has yet to implement. I think it ought to give us real pause
as we look at these numbers.

The second issue I want to address, is the issue of incentives.
You talked a little bit about allowing people to choose alternative
modes of consuming health care. The President has made a pro-
posal now to move in that direction. As you know, 2 years ago Con-
gress made a proposal to move further in that direction.

But let me go back to the standard Medicare policy, where you
have a split deductible, where the deductible for Part B is $100,
and the deductible for Part A is $760, and when Part A has no co-
payments until you become a very substantial user. Do you believe
that the current structure really leads in part to the explosion in
costs that we are seeing? How long have you been at CBO?

Dr. ANTOS. A full 2 years, sir. But my colleagues have been there
much longer.

Dr. CHRISTENSEN. Longer.

Senator GRAMM. Give us your ideas in the short-term problem of
cost control, of what you think we need to do that could achieve
this goal that the trustees assume will be achieved, and that is,
bringing down the growth of Medicare costs to a level of growth
that the economy could pay for.

Dr. ANTOS. Let me see. You have asked a number of interesting
questions. On the question of the structure of Medicare’s cost-shar-
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ing requirements, I think moat analysts today would agree that
structure is not very well designed.

However, because so many people have Medigap coverage, which
is required to fill in those gaps—to fill in not only the high-end ex-
penses that Medicare does not cover, but also the first-dollar ex-
penses—the incentives that could be there through cost sharing to
make beneficiaries more sensitive to those costs and more prudent
purchasers of health care are largely vitiated.

Now, there are ways to deal with that problem. Medigap cov-
erage, in effect, induces more utilization in health care than would
be expected otherwise.

If Medicare were reconfigured placing a maximum limit on out-
of-pocket costs as well as other kinds of adjustments in the cost-
sharing structure, then perhaps it could be improved without in-
creasing Federal costs.

Senator GRAMM. Would any of our othc: panelists want to re-
spond to the question about restructuring, having studied this, in
your case, for a substantially longer time, the basic Medicare sys-
tem in a way would promote greater cost sensitivity and efficiency?

Dr. CHRISTENSEN. Well, it is the case that Medicare’s cost-shar-
ing requirements are perverse given the evidence that exists. The
evidence that exists on the effects of cost sharing is that those ef-
fects are largest at the time that a patient initiates an episode of
care, and that they are largely ineffective once the episode of care
has begun. At that point, the patient is largely under the control
of the doctor, who does not necessarily respond to the cost sharing
that the patient might pay.

So t™would make more sense to have higher cost-sharing require-
ments in the SMI program at the point at which a patient first de-
cides whether or not to go to the doctor. It is really not necessary
to have the rather substantial cost-sharing requirements that we
have on the HI side. As you point out, there is no co-insurance, per
se, on the initial 60 days of the hospital stay, but there is a first-
dag deductible, which is hefty.

robably none of the incentives on the hospital side are nec-
essary because people do not go to the hospital for frivolous rea-
sons. Once they are in the hospital, the PPS system ensures that
patients are discharged as quickly as quickly as they can be.

So within Medicare you could certainly restructure cost sharing
such that you had a higher SMI deductible, probably some co-in-
surance on home health, which is another instance in which the
patient can initiate care and lower cost-sharing requirements on in-
patient stays.

That, perhaps, would reduce the very great desire that Medicare
enrollees have to purchase Medigap policies. What would reduce
that desire still further would be to have a cap on copayment costs
in Medicare. CBO has in the past done options of that sort. Adding
a cap on copayments in Medicare, along with restructuring some of
its other co-insurance parameters, could be done at no additional
Federal cost if, along with that, you eliminated the possibility of
Medigap coverage for the cost-sharing that remains in Medicare.
By eliminating Medigap, you could save from 8 percent to 10 per-
cent of Medicare’s costs.

Senator GRAMM. Would you like to add to that?
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Dr. BILHEIMER. No, nothing further to add, Senator.

Senator GRAMM. Senator Rockefeller.

Senator ROCKEFELLER. Thank you, Mr. Chairman.

On page 5 of the testimony, Dr. Antos, you have a phrase there,
the third sentence from the top, “Give neither beneficiaries, nor
providers, much incentive to limit costs.” You are referring to Medi-
care’s current reimbursement fee-for-service system.

I just want to kind of keep some perspective on this discussion,
because if I am to take, literally, what I have heard from my col-
leagues, there really is not a solution for Medicare after the year
2020, but for tke one, Dr. Antos, that I am convinced that you
yearn for, which is the cap voucher.

I have some problems that I want to discuss with you about that.
But is the DRG hospital system not a form of incentive? That ac-
counted for about $84 billion, which is a very large part. Does that
not qualify as being an incentive?

Dr. ANTOS. I would agree that any system that brings together
in one payment more of the services delivered in an episode of care
clearly reduces the incentives that previously existed in the hos-
pital sector to unbundle, to subdivide the services, and to get——

Senator ROCKEFELLER. Because that is basically saying that, no
matter what it is that you have to do to this patient, no matter
what exigencies arise during the term of the patient, this is what
you will be paid for that DRG group.

That was really the first of the major interventions in trying to
get Medicare under control, and I think it has been effective. %84
billion is not the savings, obviously. That is the amount of hospital
payments as a part of Medicare, and that is a great deal. Good. I
wanted to get that.

Now, going back to this inflation thing, you say that private
health insurance is going to be, from 1996 to 2007, 5.1 percent;
Medicare is going to be 8.6 percent. Nevertheless, therefore, is it
not possible to say that the private health insurance sector is still
going up at twice the rate of inflation in this country?

Dr. ANTOS. Those figures suggest that it would be growing faster
than inflation. I cannot remember what our projection of inflation
is. It is probably around 3 percent.

Senator ROCKEFELLER. Roughly.

Dr. ANTOS. So it is almost twice, yes.

Senator ROCKEFELLER. Roughly. Yes. So that, in a sense, it is not
just Medicare costs that become “increasingly burdensome to the
country,” as you have stated, but also that the private health sys-
tem is increasingly burdensome to the economy, to the country, to
the future hope of America, right?

Dr. ANTOS. Absolutely. Any single component of the economy
that is growing faster than the rest of the economy will eventually
consume it.

Senator ROCKEFELLER. Yes. Therefore, when we are talking
about the sort of intrinsic future, we have to deal in both areas,
Medicare, Medicaid, private sector, all of them, and we will all
have our hopes for HMOs. But that takes me to my next question.

That is, assuming, as I do—and tell me, wrongly—that your re-
ferred restructuring of Medicare, on a per beneficiary basis, would
be giving seniors cap vouchers.
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Dr. ANTOS. I would not want to characterize that as CBO’s rec-
ommendation. That happened to be one of three or four long-term
options that we estimated in a report that we did last year.

Senator ROCKEFELLER. All right. Let me then just speculate.

Dr. ANTOS. All right.

Senator ROCKEFELLER. Then [ want you to help me to under-
stand how that works in East Texas or in West Virginia. First,
there is not now—and I do not know about East Texas—a single,
risk-based Medicare HMO operating in West Virginia, not one.

Yesterday, the insurance commissioner of the State said that the
few HMOs that are operating in West Virginia are no longer profit-
able, ie., they are losing money. None of them, incidentally, are
federally certified to serve Medicare beneficiaries. So the so-called
supply of Medicare HMOs in West Virginia is one that we cannot
even talk about. Now, you have 55 counties, you have lots of prob-
lems there.

The Chairman will forgive me if I digress here, but let us say Dr.
Smith signs up with managed care plan A in Tyler County, WV.
There is not one provider available to sign up with managed care
B, because it does not exist.

If a senior living in Tyler County wants to continue receiving
care from their lifeﬁmg doctor, which is a mantra that I have heard
over the last several years, what choice do they have but to sign
up with HMO A; do they have any other choice?

Dr. ANTOS. I am not really familiar with the circumstance that
you are describing.

Senator ROCKEFELLER. Yes, you are.

Dr. ANTOS. I am very familiar with the problems that rural peo-
ple have in getting the choice of health plans that people in urban
areas in large markets might have. Linda, you might take that one.

Dr. BILHEIMER. Yes. I think, Senator, some of the things that are
being considered now by the administration and by HCFA are new
options for offering managed care that would particularly help
rural areas, and one in particular is to allow Medicare to contract
with provider-sponsored networks.

Senator ROCKEFELLER. I know. That is what they keep saying.

Dr. BILHEIMER. Well, if provider-sponsored networks became eli-
gible for Medicare reimbursement, then local medical societies are
very likely to form such networks. So a person living in a rural
county in West Virginia might very well be able to continue to re-
ceive care from their lifelong physician in a plan that was formed
by the physicians in that community.

Senator ROCKEFELLER. In a bill which was sponsored by Bill
Frist and myself.

Dr. BILHEIMER. Yes, sir.

Senator ROCKEFELLER. And adopted by the administration.

In any event, I want to put that ;lxroblem before you—my time
is out—as well as the one that I earlier referred to you, and that
is the problem of the average income annually of $10,700, and
what that causes and what that brings upon a senior.

This is not simply to make a classic “don’t touch Medicare” argu-
ment, this is simply that we have to not only deal with the horror
of the figures out there in the future, but we also have to deal, in
looking at the big picture, which these hearings are about, at the
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real people who live, just now and for the next several years, under
current circumstances, whatever they might be. Thank you.

Senator GRAMM. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

I appreciate the work you have done here. This is really a defini-
tive effort on this, and I look forward to having an opportunity to
study it some more.

I am going to ask you a couple of questions. First, when we talk
about Medicare going broke, what we are really talking about is
the hospital insurance fund going broke, because the Part B is an
open-ended dprogram. As long as you pay your premiums, your doc-
tor gets paid.

Second, so even though you might be taking an ever-increasing
portion of the Federal budget, there are no restraints on that so
far, in Medicare. The program can spend all it wants out of the
Federal Treasury under Part B.

So Part A is where they talk about it being broke, and there is
no reference to what is happening to the Federal Government
under Part B when they say the program is going broke.

Now, let me ask you this here. There are five steps that we dealt
with last year in our centrist budget, and would they make a sig-
nificant difference? Now, you have got to take some things for
granted, and I will tell you which ones they are. All right. Ready?
The first step would be to increase the eligibility age to the Social
Security age. Now, that gets up to age 67, I am not sure when,
2012, 2018, something like that.

Second, means test Part B. Now, you are going to say, at what
levels? I do not know what levels. We had a figure, and I must say
I cannot remember it. It might have been $70,000. But take a rea-
sonable level.

Third, reduce payments to the providers under Part A. Fourth,
increese inducements for individuals to join HMOs. Fifth, to retain
the premium at 31.5 percent under the Part B. -

Now, I know there is some guesswork in there in the means test
levels, and reduce payments to providers, but you have just got to
guess at some of those. My question to you is, is this just putting
your finger in the dike, or will these things have some long-range
benefits, as you look at it?

Dr. ANTOS. Well, certainly I think that these ideas and the other
ideas that were proposed in the major proposals of the last 2
years——

Senator CHAFEE. Well, could you name a couple of those other
proposals?

Dr. ANTOS. The general idea that I think everyone has discussed
is to provide more choice of plans to Medicare enrollees, for exam-
%ﬁ’i gnd other ideas to try to address Medicare’s payment to those

S.

Those are steps in the direction of the kind of restructuring that
might lead to a rosier financial long-term future for Medicare.

Increasing the eligibility age is certainly something that would
save Medicare some money. I think our particular analysis looked
at increasing the eligibility age from age 65 to age 70, but probably
over a longer period of time than——
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Senator CHAFEE. Well, I think you would have trouble with that.
I think you can make such a logical argument in going to the Social
Security age, it gets pretty tough beyond that. I am not saying it
cannot be done, but ours seems to follow along.

Dr. AN10s. Going to age 67 would ultimately save 5 percent of
Medicare spending. Means testing Part B. We did an estimate that
involved a means-tested premium last year, and I think, over 6
years, it might have saved $6 billion, or $8 billion, at the kind of
income levels you were thinking about.

Reducing provider payments. Without restructuring the program,
that is still a reasonable short-term idea. However, simply reducing
payment levels will not change any of the incentives working to in-
crease the volume of services.

Increasing inducements to join HMOs. As Administrator Vladeck
K&)inted out, under the current payment system for HMOs and

edicare we would score that as a coster.

Senator CHAFEE. You mean, all your healthy people rush out and
join the HMOs?

Dr. ANTOS. There is an element of selection; that is right. I think
HCFA recently estimated that HMOs are over-paid, on the aver-
age, by about 8 percent, under the current system.

Then, finally, retaining the flat premium at some fixed level. We
are now at 25 percent, and the proposal to maintain that level
would certainly save some money.

Senator CHAFEE. Well, we were above that, because that is what
we were. That is what it actually worked out to for the prior years,
31.5 percent.

Thank you. Thanks a lot for what you did here. We can all spend
a lot of time on this, I think.

Thanks, Mr. Chairman, for holding these hearings.

Senator GRAMM. Let me thank you, Senator Chafee.

Let me thank our people from CBO. Again, I hope that the mem-
bers, the people who are here who are interested, will read the
CBO testimony, because I think it is about as clear and concise a
statement as we have of the problem.

Let me call our final panel. I do not know if Marilyn Moon is
here or not. Well, let me say, I have heard many good things about
you, Ms. Moon, in terms of how smart you are. I am very appre-
ciative that you have come to help enlighten us today.

And Gail Wilensky. I know Gail very well. I have a very, very
high opinion of her. We are very fortunate to have a chance to lis-
ten to two people who clearly are experts in this area, and they
have a lot to say that should be heard.

I am indifferent as to who goes first.

Dr. WILENSKY. Well, why don’t you let me go first, because, as
a W, I usually get to go last, alphabetically.

Senator GRAMM. All right. That is fine.

STATEMENT OF HON. GAIL R. WILENSKY, Pu.D., SENIOR
FELLOW, PROJECT HOPE, WASHINGTON, DC

Dr. WILENSKY. Thank you, Mr. Chairman, and members of the
subcommittee for inviting me. I would like to have my written
statement submitted for the record.

45-57598 -2
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Senator GRAMM. Both written statements will be printed in full
in the record.

Dr. WILENSKY. Thank you.

g ['I]‘he prepared statement of Dr. Wilensky appears in the appen-

ix.

Dr. WILENSKY. I am currently a senior fellow at Project HOPE,
and chair of the Physician Payment Review Commission, but I am
here today to talk about the issues of Medicare purely from my
own view.

I am concerned, and therefore appreciative that you are holding
this hearing, that the public does not understand adequately the
magnitude of the problem that we are facing in Medicare, but I be-
lieve hearings of this nature may help to inform the public.

There are at least three ways to look at the difficulties we are
facing in Medicare, the short term, the intermediate term, and the
long term. By that, I mean that the period between now and 2002,
where we are looking at Medicare frequently in terms of helping
to resolve the budget and bring us to a balanced budget bill, the
intermediate period being between then and 2010, when the first
of the baby boomers start to retire, and finally the period after the
baby boomers are retiring, from 2010 to 2030.

When we look at Medicare, it appears to be growing at
unsustainable rates relative to the rest of the budget, relative to
revenues coming in to the trust fund, and also relative to the pri-
vate sector.

In the 1980's, the private sector actually was doing worse than
Medicare, but, since 1991, Medicare has been growing substantially
faster. Right now, there is actually quite a widespread—about a 3.2
percent growth rate from 1996, the latest number that was avail-
able—versus 8.5 percent in Medicare.

As has been pointed out, that differential is projected to be not
as great in the future because there is concern that the private sec-
tor might not be as aggressive as it has been in the last two or 3
years. | hope those projections are wrong.

When you look at the CBO numbers that we just heard de-
scribed, basically it is what we have known about Medicare’s prob-
lem for the last several years: the HI trust fund bankrupt in 2001,
huge accumulated deficits in the next several years, by 2007, well
over half a trillion dollars in the hole for the trust fund. It is clear-
ly something that we cannot allow tv happen.

If we only try to extend the trust fund by reducing spending, as
a letter that CBO submitted indicated, you would have to make
some very startling reductions either to reduce spending in the
trust fund down to 3.4 percent per year if you started in 1998, even
more drastically if you did not do it as soon as 1998, or you could
have an increase of a substantial amount in the wage tax as an-
other way out.

Or, alternatively, one of the things that is being considered that
was part of the President’s proposal is to transfer some current. ob-
ligation of the trust fund into Part B, in this case, $80 billion of
home care.

While you can make some argument as to why that might be jus-
tified on policy grounds, it is an issue that I find very troubling be-
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cause of the precedent in terms of how it is being designed, at
least, in the proposal.

That is, it is not really putting it into Part B. There are a lot
of reasons you can say that our current split between A and B are
archaic and arbitrary, that it really is not the way to redesign Med-
icare, but at the moment we have very few constraints in Medicare.

We have the wage tax feeding into the revenue of the trust fund
with a big deductible, and then some very end expenses, after
someone has been in the hospital for 61 days, of co-insurance.

In Part B, you have 25 percent paid by the premium, and the 20
percent co-pay and a small deductible. And, while you could make
lots of arguments about why those are not wonderful constraints,
it is very troubling to me to get rid of the constraints before you
have reformed the program.

So if there is any consideration about moving parts out of the
trust fund, it ought to be in the program as we now know it, which
means subject to the usual constraints of Part B.

In terms of the long-term, the implications of these changes are
stunning in terms of the fiscal impact. We are talking about going
to 22 percent of our population being on Medicare, three times the
current share of the GDP going for Medicare, up to 7.5 percent. But
it is not really a surprise that we have all this problem.

We have some very perverse incentives, as I think you have
heard, in the years before. There are not a lot of rewards for either
the people providing services to the elderly to be cost effective or
careful, and there are not a lot of rewards for the elderly, or the
physicians, or many of the other providers, a little less true for the
hospitals because of DRGs.

To my mind, we need to restructure Medicare. I am a fan of look-
ing to the Federal Employees’ Health Care Plan as a model. It basi-
cally has a fixed payment adjusted for age and some other compo-
nents, hopefully health risk, that would allow people greater—

Senator GRAMM. Go ahead with your statement. You do not have
to abide by the clock.

Dr. WILENSKY. Thank you.

Greater choices with the Federal Government making basically
the same payment if someone takes an expensive plan, or a not-
so-expensive plan, or traditional Medicare.

It ought not to be the government’s business whether someone
goes into managed care, indemnity insurance, or traditional Medi-
care, but it ought not to pay more—aside from the adjustments it
makes—because someone chooses a more expensive or less expen-
sive plan.

If we do not begin to do some serious restructuring that I think
we will find ways to buy us a few more years, we will not solve
this very significant social problem.

Medicare is a very important part of our current environment,
and I think we owe it not only to the existing seniors, but to all
of us who are going to be looking to that program at some point
in the future to make these reforms and restructurings.

Thank you.

Senator GRAMM. Dr. Moon.
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STATEMENT OF HON. MARILYN MOON, PH.D., SENIOR FELLOW,
I-IEé&TLTH POLICY CENTER, THE URBAN INSTITUTE, WASH-
INGTON, DC

Dr. MooN. Thank you. I appreciate very much the opportunity
to be here today to address the subcommittee. It is difficult to be
the last person testifying today, because many of the things that
I wanted to say have already geen said. So, I will try to keep my
remarks very brief.

The problem has been well laid out by a number of other people
today, but I would like to stress several additional issues. One of
the two main drivers of the problem that we are facing today is the
rapidly rising health care costs that have grown much faster than
wages or other sources of revenue into the Medicare program. Like
the problem of increases in the population eligible for Medicare,
this is not a problem that is necessarily a government problem, or
a Medicare problem. It is a problem that has arisen outside of the
Medicare program as well.

You have heard different statistics about the rates of growth of
the private sector versus Medicare. I would stress, as Bruce
Vladeck did, that you should always look at these in per capita
terms, because the growth of Medicare beneficiaries has been faster
than the number of people covered by private insurance for many
years. As a consequence, higher aggregate rates of growth of Medi-
care sometimes simply indicate that more people are being covered.

It is true that since 1993 costs in the private sector have grown
more slowly than costs of Medicare, and Medicare does have a
number of things to do to catch up with the private sector, adopting
some of the lessons to be learned from the private sector.

The growth in the number of beneficiaries is an interesting prob-
lem; we talk about it as a crisis. It is a crisis that we all hope we
are around to enjoy in later years, So, from that standpoint, I think
of it as a challenge and not a crisis.

But we will have to recognize that if we are going to move from
covering one in every eight Americans to one in every four Ameri-
cans, that there are going to be financing issues to be faced for this
program.

In my testimony, I also talk about the fact that I think there are
a numger of issues that need attention befcre we lock into any
long-run solutions for the Medicare program.

The fee-for-service part of the program has a number of problems
that need to be addressed. We need to be much more prudent pur-
chasers, to the extent that that is possible in Medicare.

We need to reform the plz\iqyment mechanisms and build on some
of the improvements that Medicare has enjoyed from the hospital
payment reforms in the 1980’s and the physician payment reforms
that Gail was involved in earlier. That is, we need to do the same
types of reforms for home health and skilled nursing care, which
are in great need of attention.

Even if we think we are going to restructure the program and
eventually move to a system in which a lot of private plans cover
the bulk of beneficiaries, fee-for-service will be around for a long
time and it deserves attention.

Although my testimony does not address your earlier questions
about restructuring cost-sharing, I think we have done some work
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in this area. Some restructurinﬁ would be helpful. The current cost-
sharing structure does not make a lot of sense. Some parts of the
cost sharing are already very high, however, so restructuring may
not save the program very much.

I am not as much of a believer in some of the evidence that peo-
ple point to about savings from higher cost sharing. Lower-income
individuals are the ones who are most sensitive to cost sharing
changes and we can, and should, protect them from any increases
in cost-sharing burdens if we make changes in that area.

Chan%es in the private choice options under Medicare will re-
quire a lot of attention to get it right. There are a number of prob-
lems that need change before much expansion. Plans are now paid
based on costs in the fee-for-service sector. This makes little sense,
and there is a commitment by a lot of people to change this, but
the difficulty comes from knowing exactly how to do that.

Consider risk adjustment. No one believes we have the answer
yet, but increasing people believe we should just get on with it and
do what adjustments are possible, but be vigilant that vulnerable
ﬂ'oups need some particular protection. The }})1roblem is that in
1 edicare the vulnerable groups are a great chunk of the popu-
ation.

A% roximately 15-20 percent of all Medicare beneficiaries are
disabled or chronically ill, and 40 percent of all beneficiaries have
incomes under 200 percent of poverty, which means that they have
incomes, if they are single individuals, of less than $15,000 a year.
These are the people who need protection to be sure that. private
plans meet their needs well. That is not going to be an easy task.

Further, inthis interim period, before we get to the long-run, we
should worry about whether the fee-for-service side of Medicare can
get to be a more efficient and more prudent purchaser, to do things
well so that it can be a viable option in a range of private plans.
Successful survival of Medicare’s traditional fee-for-service benefit
is one of the big, open questions. We have to be careful about how
we proceed in this area.

It is also important to stress that we need to figure out how to
provide information, support, guidance, protection, and oversight—
that is, the things that employers often provide under arrange-
ments like the FEHBP program. If Medicare moved directly to of-
fering lots of private choices to beneficiaries, none of the mecha-
nisms to help people make choices would be there.

But no matter how well we do with efficiency, the big problem
is going to be who will pay. In my testimong', I talk about a number
of options looking at who will pay. I would simply stress that pro-
tections for beneficiaries who are particularly vulnerable need to be
" present in any such option.

In one of the earlier questions that came up in this hearing was,
what would happen if you set the premiums at half of the Medicare
costs. Right now, setting the Medicare premiums for 1997 at 100

ercent would turn out to be a little less than $5,800. So if bene-
iciaries were required to pay half, that would be $2,900.

The median beneficiary right now has an income in the range of
$12,000, so that would be a pretty lar%e amount to ask those indi-
viduals to pay. That share of income, if health care spending grows
over time, will get worse and not better because the incomes of
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older persons are growing, but not nearly as fast as projected costs
of health care.

I have some concerns in particular about vouchers as a long run
option. They are likely to be good for higher income beneficiaries
over time and not so good for lower income beneficiaries. The num-
ber of choices for those with incomes would be severely constrained
creating problems. In addition, the risks of higher health care costs
get shifted off onto beneficiaries under those options.

There are some other options that ought to be looked at carefully.
Taxation of Medicare benefits, for example, is an area that has not
been explored very much. This may be a way of improving some
of the progressiveness of the program without moving to something
as severe as means testing.

I think I should stop there and let people ask questions.

[The prepared statement of Dr. Moon appears in the appendix.]

Senator GRAMM. Let me thank both of you very much for pre-
senting excellent testimony.

Let me try to be fairly precise in my questions. We all know, and
I think there is a good consensus, that if you were going to set up
Medicare today we would never structure the basic Medicare policy
the way it was done, with big gaps in coverage and huge co-pay-
ments at high levels of usage.

This induces moderate-income people to go out and spend tre-
mendous amounts of money for Medigap. 1 think the average is
now about $1,100 in annual premiums that people are paying to fill
these gaps up. When they have done it, they also generally get first
dollar coverage on many of the deductibles, so whatever incentives
there are to be cost-conscious are eliminated.

If we could sit down with CBO, OMB, with HCFA, and with out-
side experts such as yourselves and come up with a new Medicare
structure we might merge Part A and Part B premiums and fill up
all the coverage gaps that we have in the system now. I do not
think I could ever support prohibiting people from buying Medigap
policies. My mother has a big Medigap policy to avoid being thrown
out on the street after 150 days in a hospital. She faces huge co-
payments at the end of 60 and 90 days.

If we could restructure Medicare so that, for people in West Vir-
ginia and people in Texas, the net out-of-pocket costs would be un-
changed for the average profile and we could fill up all of those
gaps and have deductibles and co-payments up front, would you
view that as being a step in the right direction, as a positive thing?
If we could do it, should we do it?

Dr. WILENSKY. I think it would be movement in the right direc-
tion. Actually, if you want to go back, I think there were a number
of proposals in the 1980’s that had been prepared making budget-
neutral swaps for back-end coverage, which insurance normally
covers, in place of the first-dollar coverage that Medicare has more
of. You could look at what those distributions look like.

You could, for example, also, rather than ban Medigap, require
any insurance be a full replacement for Medicare, if you wished.
That would be a way to try to get away from the tiering effect that
reduces cost-sharing, but that would probably have some political
difficulties associated with it.
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But I do not think it would be enough, although I would not
want to discourage you from doing it because it would be a more
sensible insurance plan. Right now, we have come up with Medi-
care—

Senator GRAMM. Oh, I am not implying in any way that this is
a solution to the problem. The question is, would this be a logical
st%) to take, among many?

r. WILENSKY. It wouf,d be an improvement over what we have
now. It is very peculiar insurance because it has the gaping holes
once people have spent large numbers of days in the hospital.

The notion that your co-insurance rate goes up starting at day
61 in the hospital, and then ultimately you have this 150-day re-
serve and after that you are on your own for hospital care, makes
no sense at all.

Having no limits to co-insurance for Part B, where you can pay
20 percent as long as you are using physician services, is very pe-
culiar insurance. So you certainly can redesign a budget-neutral
swap that would make the program more sensible.

Senator GRAMM. Dr. Moon.

Dr. MooN. I agree. I think that there clearly are a number of
ways to make the fee-for-service side of the program a more attrac-
tive and a more rational option for people. Particularly if it is going
to stay in as an option in a choice package, it makes sense to make
it as good and reasonable a system as possible.

However, since so much of the spending on Medicare really oc-
curs for the very few number of folks who are very high users, the
tradeoff that you think you might get between upfront deductibles
and protections for high users is not ever as nice as you hope. The
stop-loss, the back-end coverage, is actually quite expensive, and so
you might have to raise the deductibles considerably.

We have looked at a combined Part A/Part B deductible, for ex-
ample, as one option. One of the interesting results, which is going
to be problematic, is that you create winners and losers in such
changes.

Anybody who is in the hospital is a big winner in a combined de-
ductible. Anyone with no hospital stay is a loser. So, as a con-
sequence, there will be concern by people who look at these calcula-
tions.

Let me add another caution. A number of years ago, I locked at
Blue Cross/Blue Shield Medigap plans in Illinois. This was before
limits were placed on exactly what kinds of plans people could
have. They had two options, one that covered the $75 deductible
under Part B, and one that did not. Both covered everything else.
The cost of the first plan was $75 higher, and almost everybody
took the $75 add-on. This is a population that is risk-averse.

Senator GRAMM. Yes.

Let me go ahead and yield to Senator Rockefeller, and then I
may come back and ask some other questions.

Senator ROCKEFELLER. Senator Gramm, I want to say that I
think this has been a very useful hearing, I think for a couple of
reasons. I do have a question. Incidentally, do you remember when
we did catastrophic health care, which I stoutly defended, getting,
I think, 73 votes not to repeal in the Senate, but the House would
not yield.



34

One of our problems on that was that people said, why would I
want catastrophic, which I think was, what, 37 bucks a month,
something of that sort. They were saying, I already have Medigap.
So, there was this problem.

But one of the things that I think is interesting and important,
for people on my side of the aisle and on both sides of the aisle,
is that this is a huge problem. There is a difficulty, a huge finan-
cial problem.

I think it is one of the services of Chairman Gramm sort of tak-
ing this out to 2020, et cetera, is to force us not to look just at
short-term, or even interim, solutions, or single solutions which
might a})pear to have long-term consequences. There has to be a
series of things that will be in effect. Then that, in turn, is fair,
intellectually honest, financially honest, and honest to the Amer-
ican people.

That, in turn, runs directly into what you mentioned, Marilyn,
and that is the problem of the person that, let us say, has $10,700
annual income and no more, and it is not rising as fast as anybody
else because they are not allowed to add on to wages, or do not,
or whatever, so it goes up slowly.

Therein is an enormous dilemma because, on the one hand, you
could say that the U.S. Government has an absolute responsibility
to be accountable, fiscally responsible, and things have to work out
in the long run then, that you have to see in the long run, plan,
and legislate in the long run as well as the short run.

The other, is that you have to take care of people. Whateve. their
condition may be, you have to do it. You have to do it with what-
ever means you can. So, it is really hard.

Marilyn, I might ask you, are there any kind of cost incentive re-
ductions, or incentives of any sort, that you can think of, for exam-
ple, that would help people on Medicare be more prudent in their
purchase of costs of services?

Dr. MOON. One of the things that we are going to need to do
when we see private plans, exparn.d—and I think they will on their
own, even if there were no desire to encourage them to do so—is
to think about what mechanisms people need to have to be assured
that they are making good choices, and what kinds of protections
they need when they do not make good choices.

In particular, a lot of people are concerned about moving into
plans when it represents a big change. It means you are going to
change your physician, it means you are going to change, in some
cases, three or four physicians. You are making a major commit-
ment.

I would raise two cautions. First, if we are going to clamp down
on what we are going to pay private plans we should do it sooner
and not later, because it is not a good idea to get lots of people ex-
cited about extra benefits, like prescription drugs and no co-pays.
If they move into these plans, and then next year we clamp way
down on what we pay, many problems will arise. We need to make
clear to people what we are going to do.

Second, we need to provide additional services tc them, perhaps
through outside contracting, to provide good information about the
quality of plans so that when they make these decisions that are
going to be hard to undo, they do them well.
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Senator ROCKEFELLER. Gail, one point to you. I, like you, favor
FEHBP very much. I think it is a terrific model. It is not, of course,
a model for Medicare at this point, but it is one that has worked
and continues to work very, very well, and is run by 200-300 peo-
ple somewhere downtown, and is efficient, offers all kinds of serv-
ices, 29 different brochures to pick from.

There would even be some who would say that a certain legisla-
tive initiative that was taken a few years ago contemplated being
very much like FEHPB. In any event, it does not cover Medicare.
So the problem there is, what do you say to the $10,700 person?
In some States—at least, in my State—I think, that Medicare per-
son is inevitably going to have to go to the only, or the cheapest,
or both, plan.

Dr. WILENSKY. Well, when I say that FEHB is a model, what I
mean, is offering a range of plans as they may be available in an
area, and having the Federal Government take an active oversight
to make sure plans are not cheating, they deliver the benefits that
they say, information is provided to people who are making choices.
That is very important.

I think if we are a little more reasonable than Medicare has been
in the past we can offer a little more variety to seniors in East
Texas or West Virginia. The PSNs in the bill that you have intro-
duced with Senator Frist, is a way to allow the people aiready tak-
ing care of seniors—the physicians and their hospitals—to band to-
gether and go at-risk, and you can also have preferred provider or-
ganizations, networks that are easier to form than the more rigid
HMOs. One of the reasons it is so hard to get these options to rural
:areals or less densely populated areas is the rules that we have put
in place.

But the way to help people like the low-income people of West
Virginia, or wherever they are, in my mind raises a question that
will be a difficult one for this country, which goes to the whole na-
ture of social insurance.

It would be an improvement, in my mind, to let the amount that
the government pays be fixed with regard to the rnore expensive
or less expensive plan that an individual chooses, but to provide a
greater supplement to those who are lower-income, and a positive
amount, but not as large, for higher income seniors. I do not be-
lieve that would make it a welfare program. But I worry not just
that we are spending money on some of the high-income seniors
that we do not need to, but that we are not doing enough for some
of the very needy as we should.

If you think of a fixed payment that is made, on average, to sen-
iors but one that could be larger for low-income people and smaller
for high-income people, it would let us merge what we now have
in terms of Medicare and Medicaid, trying to come together and
make a more rational program. But it goes at a very serious issue,
and I understand that, for many people, this might be more of a
change to Medicare than they are willing to contemplate.

It is something that I think we will be more pressed to think of
as the baby boomers start to retire; the whole inter-generational
transfer from the currently working to the currently not working
population becomes much more difficult.
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That is even if you allow that you are probably going to need
more revenue when the boomers retire. You still may be forced to
look at these issues. So, I would like to reward people for making
cost-effective choices. I would like to see the government providing
more support to low-income people and, conversely, less support di-
rectly to higher income people, but I recognize that will be a dif-
ficult decision.

Senator ROCKEFELLER. Thank you.

Senator GRAMM. Well, let me thank both of you for coming. Let
me say that I do not personally foresee, though {am obviously open
to anything and suggestions f¥om anybody, us eliminating the fee-
for-service component from Medicare now.

I think that whatever we can do to make it rational, however,
puts us in a position to make changes in the future that make
sense. If you gave people, no matter where they live, alternatives
through a system similar to, or virtually identical to, the Federal
Employee Health Benefits Plan, where people could pick alter-
natives or stay in the current system, and if we gave them the abil-
itfy to come back to the current system, we could raise their level
of confidence so that they can experiment with something else. For
feople who simply say I do not want to touch this program, and

do not want to know how big the problem is, these may represent
substantial changes.

But for somebody who is looking disaster in the face, these are
fairly modest, but important, changes. We are going to have to ad-
dress all of these other things like reimbursement. Ms. Moon, let
me say I totally agree with you that if we are going to be reforming
the system so that HMOs are not going to be able to give all these
expansive services to attract people, the sooner we make that clear,
the more honest we are being,

Obviously, we are going to have a discussion of the whole Part
B premium issue. There is no doubt that we will look at, whatever
the final decision is, the retirement age.

But it seems to me that the attractiveness of the simple things,
like rationalizing the traditional Medicare policy and giving people
options without taking away the option that they know best, rep-
resent rational changes.

While we do not know how big the savings are going to be, they
represent our only real hope to begin to change behavior which, in
lsome form, is absolutely indispensable in dealing with this prob-
em.

I have suggested to Senator Rockefeller that, as we continue our
hearings, it would be my proposal that I would pick, together with
the Republicans, one individual or group to testify, that Senator
Rockefeller, worl-ing with Democrats and getting input from them
would pick an individual or group, so that we would present a
broad range of ideas, a broad range of perspectives.

I think we have seen in this panel today the product of that, and
I think it is a good thing. I do not think there is any doubt about
the fact that, as we get into looking at specific proposals, that we
are going to want to have both of you back before the subcommit-
tee.

So, Senator Rockefeller, if you have any final words, we will hear
it, and then we will go. If you are through, we will quit.
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Senator ROCKEFELLER. Nothing further.

Senator GRAMM. Thank you very much for cormng
(Whereupon, at 4:21 p.m., the hearing was recessed.]
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Senator GRAMM. Let me call the committee to order. Senator
Rockefeller is on his way. I know we are going to have several
members here today. They will be coming in and out.

I am very honored that Bill First, an outstanding member of the
Senate from Tennessee, a renowned heart surgeon and expert in
the area of medical care—in fact, in the Senate, the expert—and
am very happy that he is here today.

We have today two witness panels. I will introduce the first
panel in a moment, but I want to go ahead while we are waiting
on Senator Rockefeller and make an opening statement.

I am very proud of the hearing that we had as our first hearing
in this subcommittee, because our focus in that hearing was on the
crisis. Basically, in that hearing we talked about the problem we
face in maintaining Medicare. We talked about our dual problem
of exploding cost and the actuarial problem arising from the baby
boomer generation which is now working its way through the
system.

The focus of our attention in that hearing, this hearing, and the
others that we will have over the next month and a half was defin-
ing the problem. To the degree that people have suggestions for a
long-term solution to that problem, we want to begin to listen to
those suggestions. :

I think it probably is advisable and to our advantage to begin
with the basic premise that I believe we all agree with, and that
is, Medicare is an important program. It has been a godsend to mil-
lions of Americans. Everybody wants to save Medicare; the ques-
tion is, how can we do it?

I think it is always very tempting, when someone is saying the
house is on fire and smoke is escaping from the roof, to say, well,

(39)



40

boy, it is a wonderful house. It is a great house. But the point is,
smoke is escaping from the roof. Medicare is in the red. Medicare
will be bankrupt in 4 years.

Medicare will have an accumulative deficit of over a half a tril-
lion dollars in 10 years. The financial prospects for Medicare under
the status quo are, clearly, unsustainable.

So the question that this subcommittee, first, and then the whole
Congress and, in a sense, in the decisionmaking process the Amer-
ican people have to answer is, how can we preserve what we love
about Medicare and at the same time pay for it?

That is the focus of our attention today, and will be for the re-
maining month and a half of these initial hearings. What is the
long-term problem, how big is it, what do we need to know about
as we begin the process of trying to deal with it, and what sugges-
tions do each of you have as to where we begin to-look for those
solutions?

So having started with that opening statement, let me recognize
Senator Rockefeller, if he has an opening statement.

OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER IV,
A U.S. SENATOR FROM WEST VIRGINIA

Senator ROCKEFELLER. Mr. Chairman, first of all, I need to
apologize for being late. I was absolutely mortified when [ was told
that you were actually holding the hearing up. That put terrible
pressure on me. So, I apologize to you.

Senator GRAMM. So my message got through.

Senator ROCKEFELLER. Yes, your message got through and I
came over here on the dead run. Fortunately, I am in reasonable
enough shape that I am not going to need the services of the good
doctor over there. But I apologize to you. I have a little statement.
1 always have a little statement. I do not just speak it out
articulately, like you do.

Again, I am very pleased that we are having this hearing. I am
very pleased that you asked folks from the Budget Committee to
come, and I am very pleased that my friend and colleague, Senator
and Dr. Frist is here.

We talked about Medicare, as you did. I went through a hearing
on Medicare this morning in this same room at the full committee
level, and it is mind-numbing in its complexity. We have to make
major changes when there are not all that many people who really
understand the program as we ought.

At our last meeting, Senator Gramm, you mentioned the crazy
cost-sharing requirements of the current Medicare program. The
Medicare program has a huge hospital deductible, followed by daily
co-payments once a person has been hospitalized for more than 60
days. I could not agree with you more, that simplifying the cost
sharing structure would make a lot of sense and it is something
that we should be taking a very close look at.

Having, in fact, a Medicare Part A and a Medicare Part B is also,
in some ways, outdated. As more Medicare beneficiaries move into
managed care, it seems to me maybe it does not make sense to seg-
regate health care services in the artificial way that we did back
in 1965. That is worth a look.
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I would like to add one more issue to the hopper. That is, since
Medicare was enacted in 1965, state-of-the-art medical care in this
country has changed overwhelmingly.

A couple of examples. In 1965, surgery for a hip fracture was
dangerous and it was not done very much. Hip replacements were
rare, mortality rates were high due to pulmonary complications
from something as simple as bed rest. Now hip replacements are
routine, mortality rates are low. A change.

In 1965, patients with chronic obstructive lung disease were hos-
pitalized and erovided with oxygen. Antibiotics available for their
care were, at that time, limited. Now people are able to receive oxy-
gen at home and newer and more expensive antibiotics are avail-
able. Some patients are receiving lung transplants. Big change.

In 1965, about the best thing that could be done for heart attack
victims was to try to relieve their pain. Now doctors have new
drugs to dissolve clots, new treatment options such as acute cardiac
catheterizations and mechanical techniques to assist heart func-
tion. .

So medicine has changed a lot since 1965 and, as a result, the
health care needs of Medicare beneficiaries have also changed sig-
nificantly. Yet the Medicare benefit package is essentially un-
changed from when the Medicare program ‘was first enacted over
30 years ago.

A few new services have been added, and I have been a part of
some of them: hospice care, drug coverage for immuno-suppressive
drugs, outpatient chemotherapy, coverage of certain oral anti-can-
cer drugs. That is the one I was involved in. We added some other
limited preventive services. But not covered, to name just a few,
are insulin, cholesterol-lowering drugs, or even pain medication for
cancer patiznts.

I was interested, Dr. Frist, to read the other day, or was it this
morning, that exercise does not do it all. You can be in great shape,
eating the right things, but maybe still it is medicine that helps.

As recently as 1987, hip fractures and strokes were the two most
frequently reported diagnoses for patients admitted to skilled nurs-
ing homes. These two diagnoses then accounted for almost 25 per-
cent of all Medicare SNF admissions in 1987, today, it is 14 per-
cent. So, changes there.

On home health care, while we want to take measures that curb
spending in this area, we also want to make sure we do not elimi-
nate coverage for necessary care that keeps patients at home and
out of the hospital or nursing home.

The most frequently reported diagnosis for home health patients
is something called diabetes. This condition accounted for 7.6 per-
cent of all persons using home health care services, and 11 percent
of all spending. The second and third leading diagnoses for home
health patients were heart failure and hypertension.

So, now the President has proposed adding some new benefits,
such as limited respite benefit for Alzheimer’s patients and their
families, and improved coverage for preventive services.

These new benefits should not be viewed as just new add-ons.
These benefits reflect positive changes in our country’s health care
system and ought to be made available to our country’s seniors, if

we can make that happen. 1
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So I hope that we can take a look at all of these three issues that
I have raised. I know we will. I thank you, Mr, Chairman.

Senator GRAMM. Thank you, Senator Rockefeller.

Let me explain to my colleagues that I asked those on the Budg-
et Committee who might be interested to join us. The reason is the
Budget Committee is going to set the target for what we are going
to be required to do in reconciliation, and I think the better job we
do communicating early, the better job we will do when we try to
reform Medicare.

Let me say at the outset, I am not interested in getting into a
debate with the President about a dollar figure. I want to reform
Medicare in the long run to deal with this long-term problem and
preserve its solvency. I do not think we serve any great purpose by
getting into a big debate about 5 years of savings. What I am inter-
ested in is preserving Medicare for eternity. I asked Bill Frist, who
is a member of the Budget Committee, to come and sit in on this
hearing. [ am very glad he is here.

Bill, did you have an opening statement you wanted to make?

Senator FRIST. No thanks, Mr. Chairman. It is a pleasure to be
here. Again, we have a unique opportunity in this Congress to ad-
dress, in a very fundagnental way, the long-term, not just solvency
of a trust fund, but the overall integrity of a system that has meant
life or death and quality of life to millions and millions of Ameri-
cans.

The hat I wear is simply that of one who has spent well over
50,000 hours in a hospital, and have taken care of well over 10,000
Medicare patients, somebody who wants to preserve that value, but
also recognizes that we have this demographic brick wall about to
hit us. I really appreciate the chance, as a member of the Budget
Committee_ to participate.

Senator GRAMM. Thank you, Dr. Frist.

John Chafee.

Senator CHAFEE. No, Mr. Chairman. I just want to say that I
think this discussion is worthwhile. I commend you for exploring
this. Whether this is the right solution or not, we do not know, but
I do know we have got a terrible problem on our hands.

I think it behooves all of us to acknowledge the problem. Not
only are the costs escalating in Medicare, but, as Senator Frist
said, we have got looming ahead of us the baby boomers who are
going to be coming on this program. This presents a great chal-
lenge to all of us, and I am sure we can attack this in a bipartisan
fashion and try to find a solution. Thank you.

Senator GRAMM. Let me introduce our first panel. Dr. Thomas R.
Saving, professor of economics at Texas A&M Private Enterprise
Research Center, and Dr. Andrew Rettenmaier, who is a research
associate with the center. I taught with Dr. Saving for 12 years at
Texas A&M, and I will just relate, in introducing him, one small
incident.

I remember as a young assistant professor, I was writing an arti-
cle, that ultimately was published, on banking theory and the opti-
mum real quantity of money, something that seemed awfully im-
portant then, yet seems irrelevant to me today. But it did get me
tenured and make me a full professor, in part.
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I went to see Dr. Saving to get his suggestion as to which statis-
tical test I needed to use. And so he started out with the fun-
damental probability formula and then mathematically worked out
a test around which to build this paper. And I can remember going
back down and saying to one of my fellow junior colleagues that I
did not know anybody in the world was as smart as Tor1 Saving
is.

So, in any case, I am very glad to have you here todiy, and I
w_a:;r}llt to thank you for coming to Washington to share your views
with us.

Senator CHAFEE. And there is nothing you have done in the Sen-
ate that has caused you to change your mind ‘about him being the
smartest man you ever met?

Senator GRAMM. Well, at that moment, I had not yet met you,
Senator Chafee.

STATEMENT OF THOMAS R. SAVING, Pua.D., DIRECTOR,
PRIVATE ENTERPRISE RESEARCH CENTER, TEXAS A&M
UNIVERSITY, COLLEGE STATION, TX, ACCOMPANIED BY
ANDREW J. RETTENMAIER, PH.D.,, RESEARCH ASSOCIATE,
PRIVATE ENTERPRISE RESEARCH CENTER, TEXAS A&M,
COLLEGE STATION, TX

Dr. SAVING. Well, thank you, Senator Gramm. I do not know if
I can live up to that introduction. But we are here today because
Medicare expenditures have outstripped current revenue sources
and, if left unchecked, the problem is going to continue to worsen.

The solution to this problem can only come from effective cost
containment or revenue growth, or some combination of both. But
this current problem is a problem of the aged, of whom I will soon
be a member.

And, while the Medicare crisis of the aged must be solved soon,
we are not here to advise you on that solution. Rather, we are here
to discuss the Medicare crisis of the young.

We are proposing a complete change in the way Medicare is fi-
nanced that will restore the young workers’ faith in Medicare. We
propose that the current pay-as-you-go financing of Medicare that
pits one generation against another be replaced with cohort-based
financing, where each generation pays for its own Medicare.

Our solution addresses the more enduring problems associated
with pay-as-you-go financing by suggesting a financing method that
is immune to birth rate variations and gives both retirees and in-
surers an incentive to care about the price of medical care.

Two things to keep in mind at the outset are: one, the risk asso-
ciated with paying for medical care needs of current and future re-
tirees exists resardless of whether the financing plan that we now
have is tweaked or fundamentally changed; two, that saving for re-
tirement is not a radical idea.

Medicare’s current problems simply bring into focus the need to
reexamine how, as a society, we ensure against and save for each
member’s retirement medical expenses. We are offering a plan that
produces the right incentives and secures individuals’ ownership of
their retirement medical insurance and, thus, ultimately makes
Medicare a sustainable program.
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On July 30, 1965, President Lyndon B. Johnson signed a bill that
established the Medicare program, and several trends converged
during the early 1960’s that helped facilitate that passage.

First, from 1946 to 1965, the average real manufacturing wages
were rising at 2.3 percent a year, much faster than the current
rate. Second, the post-World War II baby boom produced a record
number of bodies, soon to enter the labor force and become tax-
payers.

In 1965, there were almost 77 million individuals between zero
and 19 years of age, and only 19 million retirees. Thus, the medical
costs of a relatively small number of retirees, the top of the pyra-
mid, so to speak, could be paid with small tax payments by an
ever-growing number of workers, the bottom of the pyramid. Grow-
ing wages and a blossoming future work force were the ideal condi-
tions for a social insurance program that relied on pay-as-you-go fi-
nancing.

The baby boomers’ entry into the labor force can be likened to
the 7 years of plenty in the Biblical story of Joseph and the Phar-
aoh. The passage of the baby boomers through their life cycles pro-
vided a large lump of taxable earnings for provision of government
services, including Medicare for the aged. But, just as in the story
of Joseph and the Pharaoh, however, there was good news and bad
news. For the Pharaoh, the good news was 7 years of plenty, and
the bad news.-was 7 years of famine.

In our case, the baby boomers are both the good news and the
bad news. They are good news when they arrived and while they
are in the system, and the bad news is when they retire.

So the coming retirement of the baby boomers, starting a mere
15 years from now, will mean a reduction in Medicare revenues as
the boomers stop paying taxes, and an increase in Medicare costs
as the boomers start consuming benefits.

The coming surge in the number of retirees, and in the first
chart here it is quite evident, you can see, what that chart rep-
resents is the annual percentage change in the population of above-
65 people. It is really the difference between the people who are
leaving the system, that is, dying, of course, and the people who
are entering, births into the system.

Senator CHAFEE. Doctor, is that chart in your statement?

Dr. SavING. No, 'm sorry, Senator. Everything else we are going
to put up there is, but that one is not.

Senator CHAFEE. All right.

Dr. SAVING. But I can make it available to you, because I think
it is very instructive. You can see this surge that the baby boomers
are going to present as they begin retiring.

Senator FRIST. Dr. Saving, can you just give us where that peak
is, what year is that?

Senator CHAFEE. What year is that peak?

Dr. RETTENMAIER. The 1946 birth cohort. So, that is 2011.

Dr. SAVING. 2011. Now, remember, these are rates of change so
they are not actually the size of the population. The size of the pop-
ulation is going to continue to grow throughout this period, it is

just going to grow most rapidly in that early part.
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Senator GRAMM. To give you an idea of the absolute size we are
talking about, about 200,000 people are going to turn 65 this year,
1.6 million. are going to turn 65 14 years from now.

Dr. SAvING. As I say, talking about our Biblical kind of analogy,
for the Pharaoh the coming famine was not a problem. The reason

“for that was simple, because Joseph convinced the Pharaoh to put
grain away during the years of plenty so that when the famine
came the grain silos were full. Unfortunately, our silos are empty.

In a future world we might have been able to cryogenically freeze
some of these baby boomers as they were coming along, but we are
not living in the future world so we allowed them to come into the
system and now we are going to have to deal with them,

What we did, however, was set up a Medicare system which as-
sured the baby boomers that they did not have to put anything
away for their retirement medical care because we were going to
take care of it for them. So now the problem is, how are we going
to provide that retirement medical care?

This was addressed by the Joint Economic Committee, actually,
in 1965. They argued, what the aged need is a plan that would per-
mit them to acquire insurance protection against the high medical

“costs of old age for modest premiums paid during their long work-

ing lives without the need to pay heavy premiums after retirement.
~Such insurance is now virtually unknown among private carriers,
which is the argument that was made just before the Medicare bill
was passed. :

As the 1965 Joint Economic Committee’s report indicates, the
original proponents of Medicare believed that the market had failed
in some way, and the committee saw a government insurance pro-
vision for virtually all elderly Americans at the best solution.

Now, without asking why private insurers were not offering such
insurance to be purchased with benefits during their work in the
labor force, we established a demand for retirement health insur-
ance and then we chose to finance that by using the working popu-
lation as the source of that financing.

Now, that is not necessarily bad, as we will see later on, but, as
it turned out, we never actually put enough away in the system.
What we established was a system that any aspiring new business
would envy.

The program has grown in all dimensions. The number of enroll-
ees has grown from 19 million in 1966 to 37 million in 1995. The
average Part A benefits per retiree have grown at 11 percent a
year since 1967. The per retiree Part B benefits have increased 12
percent a year over that same period. These growth rates compare
to a 5.6 percent annual growth in the Consumer Price Index, and
a 7.6 percent annual growth in the medical care component of that
price index.

I would probably argue that the medical care component of the
price index probably overstates the real changes in medical care
prices, but that is a different project.

So as we now know, with this growth Medicare has exhausted
any reserves. The fact that nothing is in our silo means that, as
we look at Medicare, it is apparent that the current enrollees are
being paid for by younger workers.
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These same younger workers believe that their children and
grandchildren are not going to be as generous as we have been to
current retirees, and, since I will be one of those people soon, as
maybe the younger people here are being to me, perhaps because
the | will see, as we are seeing right now, how costly this program
really is.

In effect, the current pay-as-you-go financing is the equivalent of
signing contracts for as-yet unborn—no, as yet-unconceived—chil-
dren. While states have enacted laws concerning the age of consent
in signing contracts to protect young children, these same children
and their as yet not conceived children, have their names on the
dotted line of this Medicare contract.

The current and future status of the Medicare program is well-
documented by the Medicare trustees. Since 1992, the trustees of
Medicare’s hospital insurance trust fund have reported the fund
does not meet the trustees’ short-range test of financial adequacy.
You had your last hearing on this.

In their 1996 report, the trustees warned, without corrective leg-
islation soon, the fund would be exhausted shortly after the turn
of the century, initially producing paﬁment delays, but very quickly
leading to a containment of health care services to the bene-
ficiaries. Well, we know that is really not going to happen.

They go on to state that to bring the health insurance program
into actuarial balance over a 75-year horizon would require an im-
mediate tax rate of 7.42 percent. The trustees also report that,
under their intermediate assumptions, the Part B expenditures, as
a percent of gross domestic product, are expected to grow from the
current level of less than 1 percent to 3.5 percent by the year 2030.

Concerning the Part B program the trustees note, “As in past
years we note with great concern that the program costs have been
growing faster than Gross Domestic Product, and this trend is ex-
pected to continue under present law.”

Of additional concern is the fact that the premium income after
1998 is projected to cover a proiressively smaller fraction of SMI
expenditures, shifting a greater share of the program financing and
beneficiaries to the general public. They really are calling on Con-
gress to do prompt, effective, and decisive action on this thing. But
what can we do? What would a social insurance program designed
to take care of the health care needs of the elderly look like if we
started with a clean slate? The Medicare system put in place in
1966 allowed retirees who put nothing into the system to begin re-
ceiving benefits.

From 1965 to the present, the current Medicare trust fund crisis
essentially implies that no savings have been put away. We have
used them all up by this time. We reached the point where each
year’s payroll taxes and general revenues finance each year's ex-
penditures under Medicare.

Taxpayers are required to pay into this system, but whether they
receive retirement medical care is contingent on their children’s
willingness to tax themselves at a high enough rate.

Current and future Medicare obligations represent an unfunded
potential government liability whose size depends on whether or
not we make good on our promises, something young people believe
we will not do.
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We can, and should, change all this. We can permanently make
ourselves immune to the impact of variations in cohort size. We can
be in a boat and ride up on the top of large waves instead of being
on the shore and getting swamped by large waves.

We propose a cohort-based solution where each age cohort, de-
fined as all individuals born between January 1 and December 31
in any given year, insures itself against retirement medical ex-
penses. Each worker within an age cohort pays a premium that en-
sures against the medical expenses that arise during retirement.

As the cohort ages, the required premium is adjusted as more in-
formation about the cohort’s future medical care needs is revealed.
So this would occur, perhaps, every 5 years. You would have to ac-
tuarially adjust what was being put into the system.

This kind of finance establishes a link between the purchasers
and il2 consumers of medical care that is absent in a pay-as-you-
go financing system. Another benefit of cohort financing is that it
eliminates cohort size risk of the form we are now facing with the
pending retirement of the baby boom generation.

The population age distribution experiences a bulge because of
larger than normal fertility or immigration. The contribution to re-
tirement medical insurance of these cohorts will rise, maintaining
the same per capita value as smaller cohorts. This automatic ad-
justment, again, is similar to a boat rising and falling with sea
level, no matter what happens to sea level.

Our proposed retirement medical insurance naturally raises nu-
merous questions, some of which I will turn to right now. One of
them is mandatory participation. For various reasons, all individ-
uals are required to participate in the insurance program we are
proposing.

The primary reason for mandatory participation is a result of in-
dividual’s incentives to under-insure themselves against medical
care expenses that arise during retirement because we are going to
take care of them, and they know that.

In the past, family units, through implicit intergenerational con-
tracts, provided this insurance function. But with today’s increased
mobility, changing dynamics of family units, a new means of insur-
ance is required. Cohort-based insurance in which, at the mini-
mum, all working individuals in a cohort pay into the system, en-
sures that a sufficient level of assets will be set aside as the cohort
ages.

Mandatory participation also solves the problem of what the in-
surance company refers to as adverse selection, that is, trying to
join the insurance scheme when you know you're about to have
some expensive medical procedure.

Additionally, during the transition to the new system, all individ-
uals will continue to pay the taxes required to finance the current
and future retired population who remain in the current system.
Obviously, any system that you move to has to be able to do that.
You have to take care of the current aged and you have to take
care of the young people that are coming into the system.

The insurance we propose, in its simplest form, is a catastrophic
retirement health insurance coverage. That is, high deductible,
then 100-percent coverage after that, purchased during a worker’s
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ye?_rs_s in the labor force. It is comparable to these high-deductible
policies.

Our plan calls for universal retirement health coverage. Any uni-
versal program must address redistribution. Under the current
Medicare system, redistribution occurs across generations. Workers
are expected to pay for the medical care of retirees, and receive
medical care upon retirement from the next generation.

This system functions well when the number of workers per re-
tiree is hi?h, but poorly, as we are finding out right now, when the
number of workers per retiree is low. Since birth rates have been
steadily declining in America, life expectancy has been steadily
lengthening, the current Medicare system relies upon an ever-
shrinking pool of workers to fund an ever-growing pool of retirees.
This is both unfair to younger workers, and unsustainable.

A cohort-based Medicare system can address both these problems
by redistributing income within, rather than across, generations.
Workers in a particular cohort would subsidize non-workers in
their cohort, and high-wage earners would subsidize low-wage
earners in their cohort. If the cohort is small it will have fewer
workers, but it will need fewer dollars.

If a cohort is large it will have more workers and it will, of
course, need more dollars. Thus, the cohort-based system protects
both Medicare recipients from a lack of funding and younger work-
ers f(‘irom high taxes in a way that the current Medicare system can-
not do. '

We suggest that all future generations provide their own retire-
ment health care by cohort-specific contributions. The advantage of
such a system is the complete elimination of cohort-sized risk, Had
cohort-based financing been in place since the inception of Medi-
care we would not be concerned about the coming retirement of the
baby boomers. We would, in effect, be riding in the boat instead of
standing on the beach.

There are some other positive effects of this change. One of them
is, if we act soon we can capture many of the baby boomers, per-
haps all of them, before they retire and put them in the new sys-
tem when there is still time to put some grain in the silo.

The second one is, since we are actually putting resources away,
the national saving rate will rise. And, as we know, the United
States has the lowest saving rate among any developed country in
the world, significantly lower than any other developed country in
the world. So, we would actually be putting real things away that
will increase the real output of the country.

Third, a high deductible, 100-percent coverage policy will make
retirees care about medical care costs and will actually give us
some of the benefits of cor,r\?etition, which is important to solving
the problem of the level of Medicare expenditures.

The required contribution rate for our system is really cal-
culated——

Senator GRAMM. Professor Saving, how much longer do you
have? Let me ask to go ahead and summarize the rest of your testi-
mony, and basically we will take it from there.

Dr. SAVING. No problem. I will summarize it. We have placed
ourselves in a position of allowing a surge in the population, gen-
erally referred to as the baby boom, to lull us ii.to a sense of secu-
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rity that the pay-as-you-go system of financing would work. As a
result, nothing has been set aside to provide the extra resources
that will be required to fund the medical care costs of this surge
in population.

Now, we can move—and our estimates indicate that using as a
base the current 2.9 percent tax rate—cohorts of age 39 or younger
into our proposed cohort financing. Older cohorts remain in what-
ever the amended Medicare system that comes out of this Congress
is.

Their expenditures are financed by the excess of contributions
from the switched population, that is, those individuals who are
younger than the switch age who will be paying more into the sys-
tem than their insurance is going to cost, and from those who re-
main in the old system, all of their taxes go into the old system,
and from general revenues.

We estimate the total cost of this transition is going to be $970
billion, to be paid over a period of 50 years. Once the last of this
group that does not get switched has left the system, all the future
Fenerations are self-funded. We will never be caught in a popu-
ation bind again.

One of the great benefits of moving to cohort-based financing is
that the reputation of the system can be restored. Even before the
reductions in benefits that must be enacted to keep the current sys-
tem solvent are enacted, young people believe the system will not
be there for them.

The distrust of the government will be exacerbated when this
year’s changes in the Medicare system are enacted. If the changes
that must be made in the system are coupled with a movement to
cohort-based financing, a clear message will be sent to the young.
___The message is that, while we have changed the existing system,
we have simultaneously taken steps to ensure that the system will
be there for you. We have restored their confidence in government
by %iving them a property right in their Medicare.

Thank you.

[The prepared statement of Dr. Saving appears in the appendix.]

Senator GRAMM. Let me begin the questioning. Considering the
average 22-year-old in America today, if you were going to set up
a program where they were going to put money into an actual trust
fund, say they did it through the government and the government
would give them a menu like we do for Federal employees’ medical
care, in this case it would be a menu of annuities, and they got to
pick one and the money went into that fund, what do you estimate
that the average 22-year-old would have to put into such an annu-
ity to be able to fund their medical care in retirement?

Dr. SAVING. Well, as you are aware, Senator Gramm, that de-
pends on a lot of assumptions you are going to make about life
cycle earnings, and things. I will give you the estimates for rates
of return of 3.5 percent real. ‘

Assuming that you actually get control of medical care expendi-
tures so that per capita expenditures stayed the same, but also as-
suming no growth in income, which I think is too small a number,
we are looking at 1.36 percent.

Senator GRAMM. In other words, by your estimates with the 3.5
percent real rate of return, someone could put 1.35 percent of their
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wages into an annuity, and that would be real. If inflation went up
they would put more in, if their wages went up, obviously, it would
be that percentage of the new wage level. That is less than half of
what they are currently paying for Medicare.

Dr. SAVING. That is correct. But I think the other important
thing about this that did not get mentioned because we shortened
things up a bit, is that we are replacing both Part A and Part B.

So if you added to the 2.9 percent, the implied 1.35 percent for
Part B subsidies that you are currently making, because the tax-
payers are paying those also, then you are looking at this costing
about one-third of what they are currently paying.

Senator GRAMM. So crour proposal, at least initially in this transi-
tion, is that you would let young people, as a group, or age cohort,
through the government, choose among annuity plans, and then in-
vest 1.3—what was it?

Dr. SAvVING. 1.36.

Senator GRAMM. 1.36 percent. And then the difference between
that and 2.9 percent, under your proposed transition, would go to
help pay off the cost of people who are already retired and who are
in the current system. .

Dr. SAVING. That’s correct, the current people in the system.

Senator GRAMM. Now, at what age, under your initial model,
could people still go into self-funding and have a chance of doing
that before they retired?

Dr. SAVING. Under those set of assumptions, it is 39 years old.
So we can take 39-year-old people and younger, and 40-year-olds
would be still in the current system.

Senator GRAMM. So basically what you are saying is, is that 22-
year-olds today, depending on how you structure the model and
counting what we are paying in Part B, are paying about three
times as much for the current system as they would have to pay
to build up an annuity which would fund their health care in re-
tirement. And people as late as the age of 39 years of age could
convert to this new system and, in the remaining working years of
their life, could fund their own health care as a cohort, not just
each individual, but everybody in that age cohort, including people
who are not working.

Dr. SAVING. That is correct. If I were to add something to that,
that is at the 2.9 percent. If you were to assume that they also
have to pay for the current Part B subsidy, their share of that,
then at 4.0-something percent you can actually move all the way
up to 45 years old. So if you were to take what people are really
currently paying for Medicare, you can go all the way up to 45
years old and you can capture almost all of the baby boomers under
that scenario.

Senator GRAMM. Whatever the difference is between what you
have to pay for your guaranteed benefit and the 2.9, or whatever
the number is if you are counting the subsidy to Part B, that then
would go to pay for the health care of people who were already re-
tired or about to retire. What would be the hole that would be left?

In other words, how much money would we be talking about if
we made the transition you are proposing, secured the health care
retirement for younger people, and took the difference between
what they are paying now? What would they have to pay for retir-
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ees and people who are approaching retirement? How big a hole
would we still have left that would have to be filled up financially?

Dr. SAVING. The present value of that hole is $970 billion. If you
paid it off over 50 years, if you really decided that is what you were
going to do, that means you would build up debt over the first part
of the years and then pay it off. It is a $41 billion a year expendi-
ture.

Senator GRAMM. Now, what if we did nothing for 10 years, just
maintain the status quo, the inflation rate, the current system of
financing, what would it cost then?

b'lll)'r' SAVING. What happens is, the unfunded liability gets to 2.4
illion—— -

Senator GRAMM. Trillion.

Dr. SAVING. Trillion. I do not think in these kind of numbers.
And the annual payment would have to be $101 billion, almost
$102 billion.

Senator GRAMM. Do you have a figure if we waited 20 years?

Dr. SAVING. And that is $4 trillion, almost $4.5 trillion, and near
$190 hillion a year if you wait. Waiting is expensive, and you know
why. Waiting is expensive because of the baby boomers. You let
them retire, this is going to cost an awful lot more money. You
have to do something soon, before the baby boomers retire, and get
them into the system.

Senator GRAMM. Let me make one more point, then I will recog-
nize Senator Rockefeller. All of these numbers are based on the as-
sumption that we have dealt with the short-term problem of ex-
ploding per capita costs of Medicare.

In other words, the problem you are talking about is only the
problem with the distribution of the population and this baby
boomer bulge going through the system. The costs you are talking
about are costs that would still be there, even after we deal with
spiraling per capita costs, which obviously is our first mission be-
cause, if we do not deal with that, none of these other things work.

Dr. SAVING. That is correct. No doubt about it. This assumes that
you have, indeed, dealt with that problem.

Senator GRAMM. Senator Rockefeller.

Senator ROCKEFELLER. Thank you, Mr. Chairman.

Dr. Saving, I welcome creative thinking. We do not get enough
of it around here and we tend to try and tinker with what we are
already doing and sometimes, therefore, do not look at larger solu-
tions that might seem radical in the short-term, but which could
be sensible in the longer term. I am not passing judgment one way
or another on what you propose, but I like the idea that it is dif-
ferent, it is massive, and it is highly invigorating.

A large part of what your proposal would rely on though is a
high deductible to control health care costs by, as you say, making
consumers more cost sensitive. That is an argument we have had
around here for quite a while, do consumers become cost sensitive,
under what conditions do they become cost sensitive, under what
conditions do they stop being cost sensitive. So, that is important.

There is a lot of research that suggests that cost sharing require-
ments can, in fact, discourage the use of health care services, both
when those services might be medically necessary or when they
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might be medically unnecessary, when a person is initially deciding
in the first instance whether or not to enter the health care system.

But once a person gets into that system and is under health care,_
cost sharing research shows—and we can discuss this, and I want
your views on this—does not reduce the amount of level of services
that a person receives.

Now, let me explain. The majority of health care spending, obvi-
ously, is concentrated on those who are sick. Ten percent of Medi-
care beneficiaries account for about 75 percent of Medicare spend-
ing. Research—again, we can argue that—says that sick people are
not really that cost sensitive because they are sick.

So I have a question about your proposal. Would it, in fact, lower
the bulk of Medicare spending after all, since most of it—Medicare
spending, that is—is concentrated on very sick people and sick peo-
ple are not that cost sensitive? They do not ask the same questions.

Dr. SAVING. Let me respond to that sort of in two ways. Some
of the evidence would suggest, and you are certainly right, that for
people who are ill, once you get beyond the high deductible and you
are at 100 percent coverage, everything is free, in one sense.

But, on the other hand, most medical expenditures are not trau-
ma care. Trauma care is where you do not have time to care about
what it costs. Most medical expenses are not trauma care. They
may be expensive, but they are not trauma situations.

The second thing is, we are suggesting, perhaps, real insurance,
meaning that someone is providing the insurance and is at risk,
and the insurer is going to care what it costs. Right now, that is
not the case. Well, in the sense that Medicare cares what it costs,
but they have limited abilities to do much about that, other than
at a very broad sense, whereas private insurers—and that is the
sistem we would really suggest—would provide this insurance for
the above-65 population and they would care what it costs, and you
get that kind of shopping.

The thing that you notice most about medical care, if you have
Jjust opened your newspaper and you see grocery store ads, they are
all about prices. When you see hospital ads, because hospitals now
compete to get patients, they are never about prices. Nobody cares.
The hospitals certainly do not care what they are charging, and the
patients do not care. Unless somebody cares, we cannot get com-
petition to work. -

Senator ROCKEFELLER. All right. Now, I am struggling here to
understand this better. A series of short questions. Would your
plan provide every retiree, when they turn 65, with a catastrophic
policy with a $2,500 deductible?

Dr. SAVING. Yes.

Senator ROCKEFELLER. Would there be any sort of medical sav-
ings account at the front end to help seniors pay their high
deductibles?

Dr. SAVING. There would be if people wanted it, or if the govern-
ment decided to provide it. In the way we are doinﬁ it, of course,
it would have to Ee a medical savings account, but there is no rea-
son not to have that. It could easily be done. We have not costed
that. This is now looking strictly at a $2,500 deductible policy. But
we discuss here that a medical savings account would be a way to
take care of the $2,500.
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b Senator ROCKEFELLER. Let me stop, because I have a yellow light
ere.

Senator GRAMM. That is all right. You can go ahead.

Senator ROCKEFELLER. All right. What, in effect, would workers
be saving for during their lives, would it be a catastrophic insur-
ance policy; what would they teli themselves they are saving for?

Dr. SAVING. What they are saving for is this policy that, when
they are 65, they pay no more premiums. That is the way we have
addressed this, because if we were to adopt the $42 a month cur-
rent Part B premium, this whole system becomes a lot cheaper.
But our system is, you buy at 65 a lifetime medical insurance, ac-
tuarially priced, and it takes care of you the rest of your life. You
pay no more premiums once you reach 65.

Moving to 67, for example, which is one of the suggestions you
might consider in some of this, of course, makes this again a lot
cheaper, because it has 2 more years that you are paying into it
and 2 fewer years in which you are going to be collecting. But
every individual gets this policy.

It is uniformly priced because at age 22, when someone enters
the labor force, in a sense they are “tabula rasa.” They do not know
who is going to be rich or poor, who is going to be healthy or sick,
who is going to live to 65, and who is not.

So we all agree to have the same tax rate then that is going to
be adjusted, perhaps, every 5 years to account for what is happen-
ing to medical technology, demographics, length of life, for example.
When you get to 65, everyone has the same price. We have agreed
that sick people will have the same premium as well people be-
cause we agreed to that back at age 22.

Now that we are 65 and we know that someone is sick, they
would have much higher premiums, but we have already agreed we
are all going to pay the same premium. So the healthy ones are
going to be subsidizing the sick ones.

Senator ROCKEFELLER. Then that may make the answer to my
final question easier for you. The average income, as I have said
many times in this committee, in West Virginia for those who are
65 and older is about $10,700 a year.

If I understand you correctly, they would, in order to get their
catastrophic policy, have to pay $2,500. That would represent about
25 percent of their income. How does this become affordable?

Dr. SAVING. Now, they have already bought the policy. What they
have, is if they are going to spend the first $2,500, then that comes
out of their own money. Or put in an income level, say it’s $20,000,
and anyone under $20,000, the government general revenues are
going to provide for them a medical savings account. That is an al-
ternate way of handling this, which is fine.

I consider that issue, though, a welfare kind of an issue that has
to-do with income and the poor, and not an issue of trying to fi-
nance the aged medical care. I think that that is an important dis-
tinction that we have made throughout this.

We are trying to find a sustainable system that will allow young
people to do this and pay for this insurance, and at the end we can
decide that we can add to the premium that you are going to pay
so that everyone has a $2,500 medical savings account.
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That is something we could do. It would certainly make this per-
centage, this 1.36 percent, slightly larger, and I do not know how
much larger, because you still get all the good incentive effects
with the medical savings account. So we could very easily, perhaps,
make that 1.45 percent and provide everyone with a medical sav-
ings accounts for the first $2,500.

enator ROCKEFELLER. All right. Well, you have given me some-
thing to digest here. Thank you, sir.

Senator GRAMM. Let me just say that currently the deductibles
under the current system are $870, and the average person is pay-
ing for a Medigap policy $1,100. So your deductible is not a whole
lot different than what people are paying today. They are just pay-
ing it in a different form.

Dr. SAVING. Well, actually, that even understates the real de-
ductible, because by the time you were to pay all the co-pays and
everything, if you were seriously ill, that comes to—what is the
number, Andy?

Dr. RETTENMAIER. $1,400.

Dr. SAVING. $1,400. So basically someone currently on Medicare
who got really ill is going to be facing a paying out of their own
pocket $1,400. This is not that much different from that, except
that it is not first-dollar coverage at all, which is important. So it
is not as much different as it appears.

Senator ROCKEFELLER. That is a fair point.

Senator GRAMM. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

Regrettably, I have a commitment at 3:00 that I have got to go
attend to for a while. Dr. Altman will be coming after you, Dr. Sav-
ing. I have cribbed from his material for some questions, because
I thought they were good questions.

First, I want to join in the commendations you have received
from Senator Rockefeller and Senator Gramm for an original pro-
posal. We need these things. I hope we get a lot more. We have got
a terrible problem, as I mentioned previously.

Now, these questions come from Dr. Altman, but I will claim
they are mine. Have I got license to do that, Doctor?

Dr. ALTMAN. Sure.

Senator CHAFEE. The predictions of the payroll tax rate in 1965
proved to be wrong. What makes you think yours are more accu-
rate now?

Dr. SAVING. Well, what we would do, is we intend to adjust these
every 5 years, actuarially. So we are moving through time and
these tax rates that we are talking about we expect to adjust, de-
pending on what is going to happen.

Senator CHAFEE. So they might, indeed, require a larger con-
tribution, or less.

Dr. SAVING. Exactly. We are putting away the right amount, as
long as individuals know that is what they are doing. Under the
current system, you raise their taxes, they do not believe they are
still going to get Medicare.

I think that is what we are trying to do, is to ensure that when
you raise the taxes, because they know it is actuarially sound to
do so, they recognize that, in the end, they are actually going to
get their retirement insurance.
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Senator CHAFEE. Now, one of the points you made I think is very
valid. You pick up a newspaper and look at the Giant advertise-
ments, and you see that little time is spent on quality, it is all
Erice. Now, your advertisements on the radio for that marvelous

ospital is always about quality, never about price, as you men-
tioned. How, under your program, are we going to get more atten-
tion to price?

Dr. SAVING. I think because we are going to have a high deduct-
ible. What that means is, for first-dollar, individuals are going to
shop and the medical industry will respond by competing by price.
That is how they are going to get the customers in.

Senator CHAFEE. But, as Senator Gramm mentioned, the dif-
ference between the deductible, when all is said and done, is rel-
atively modest. Yours is $1,200, I think Senator Gramm said it was
$850 now. The deductible has not done the trick. I mean, I share
the concern that no one pays any attention to costs or trying to get
costs down.

Dr. SAVING. Well, what we have in Part B are, of course, very
small deductibles and co-pays.

Senator CHAFEE. Under the system now. .

Dr. SAVING. Exactly. This is going to be a pure full deductible of
a high number, $2,500. That is going to make people care at the
beginning about costs, and if you do it as a medical savings ac-
count, either way, they are going to get the money they do not
spend back. That is going to have, I think, a significant reduction.

The second aspect is, we are envisioning private provision of this
medical insurance, so it is real insurance. That is, the insurer is
at risk. That is not the case now with medical insurance. Typical
medical insurance in this country is really prepaid medical ex-
penses run by a large group. The insurance company has no risk.
They are simply paper-shuftlers for the group.

Senator €HAFEE. So you think under this system the insurer
;vl(l)\}llg be active in trying to hold down the costs, sort of like an

Dr. SAVING. That is right. I think both the insurer and the pa-
tients at the beginning. But once the patient gets beyond $2,500,
it is all free to them, so they do not care what it costs. They're
going to want the Rolls-Royce of medical care once they get beyond
the deductible, and someone else then has to carry it.

This is a very difficult question. I do not pretend to have all the
answers for how to make competition work in this industry. It is
a tough question that a lot of people have worked on, and we are
continuing to work on it now.

Senator CHAFEE. Good. Now, currently, as you know, Medicare
pays for some things that have nothing to do with the individual.
Examples are the disproportionate share payments and supple-
mental payments to teaching hospitals and rural hospitals. Have
you thought about how these things would be covered?

Dr. SavING. Well, I have not thought about that because, myself,
I believe that those should come from general revenues. It is really
wrong to strap a system that is designed for retirement of the aged
with all these other programs. I mean, it is wrong to do that.

It is misleading to the public, who believe that they are paying
for their retirement and their money is being used for other things.
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I think those things are valuable and ought to be done, but we
should not be taking them out of this system. They ought to come
out of general revenues. If we believe that rural areas need sub-
sidies, the aged should not have to pay for them.

Senator CHAFEE. All right. Then, of course, as you know, cur-
rently we are covering the disabled before they get to age 65.
Would they be covered under your plan, too?

Dr. SAVING. No. This is a plan, as we are careful in our report
in saying, where we have taken all of those expenditures out and
we have also taken any revenues out that might be attached to
that, because that is, again, something that is not related to retir-
ing, it is related tc something else. You might want to insure peo-
ple against becoming disabled, but, again, we should not confuse
that with the idea that we want to provide for old age. Those are
separate events and should be insured separately.

Senator CHAFEE. Yes. All right. They are expensive.

Dr. SAVING. Oh, no question about it. We know they are expen-
sive.

Senator CHAFEE. For people under 65, if you are going to cover
them from general revenues, plus the disproportionate share, plus
the rural, plus the—what have I left out of the three?

Senator ROCKEFELLER. GME.

Senator CHAFEE. What?

Senator ROCKEFELLER. GME.

Senator CHAFEE. Yes. Graduate medical education. You have got
quite a significant amount. Well, having completely stolen Dr.
Altman’s presentation, I will now depart.

Dr. SAVING. I think I have one thing to say. These expenses are
there, no matter how you choose to finance things. That is the
point. These are not going to go away. We are not pretending that
this is cheap and we are not trying to hide any other expenses.
These expenses are there, no matter what you do.

We are trying to say, there is a way to restore people’s faith in
t.;e Medicare system. What most people mean by the Medicare sys-
tem is their retirement Medicare. We can do that. That is all we
are trying to do. Other things ought to be done, but they are a dif-
ferent question.

Senator CHAFEE. Thank you, Doctor.

Thank you, Mr. Chairman. If I can come back, I will.

Senator GRAMM. Thank you.

Well, let me thank both of you for coming. Yes?

Senator ROCKEFELLER. It is interesting, because you do raise
some rational and logical points. I am going to be very interested
in what Stuart Altman and Len Nichols have to say. When I heard
that you did not include the disabled, that was deeply troubling to
me. I was saying, how is he going to answer that? Your answer is,
logically, very defensible.

You say, that is not a part of getting old and getting sick, that
is a permanent condition and one which needs to be taken care of,
and which is expensive, and which should be done separately. You
would do the same thing with indirect medical expenses, with grad-
ufgte medical education, training of foreign doctors, and all the rest
of it.
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You would say, that does not have to do with being old and being
sick, that is something that needs to be done in our society but
should be done on an earmark system of revenues that are sepa-
rate because you are trying to say, people, if they are going to have
trust in Medicare, they have to know that what is going to come
in .istgoing to come back to them. So you do raise some interesting
points.

I was just having a little debate with my two staff health care
experts behind me on this. It is incumbent, Senator Gramm, on us
to look at what it is that we are accustomed to doing. If we change
what we are accustomed to doing, then people automatically say,
that is a bad thing to do. It may not be. On the other hand, we
do have an obligation to make sure the disabled get taken care of.

We do have an obligation to make sure that our teaching hos-
pitals are given the money, 50 percent of the Medicare expenses,
for teaching, as well as the indirect expenses. All of that that is
paid for by Medicare in this case is going to have to be paid for
by some other mechanism if we go with your system.

So I am just raising the fact, in your praise, that you are being
literally, incisively literal about what Medicare is and what it
ouﬁht to be. Then you are sort of banishing other parts and saying,
well, that has to be taken care of separately. I think that is inter-
esting.I think that is very complicated and it could be potentially
dangerous in a Congress and in a society where people do not ad-
just to change easily. But I resgect you for bringing it up, Dr. Sav-
ing, and for being very straightforward about it. You have been
very honest.

Senator GRAMM. Well, let me say that President Clinton has pro-
posed that we change the method of funding medical education out
of Medicare. I mean, that is a proposal that they have originated.
We are movin% in that direction because, in essence, we are hiding
cost. Would it be a fairly simple thing to try to get actuarial figures
on disability and have a disability premium added to this if you de-
cided to do it? It seems to me the principle would be exactly the
same.

Dr. SAVING. That is right, the principles are the same. You could
decide that this medica? insurance that you were paying for was
going to also be insurance that you would not become disabled
sometime between zero and 65, because once you become 65, of
course, you are covered by this other thing.

So it would be very similar to the kind of insurance that people
get for mortgages, for example, in case they become disabled and
somebody else pays the mortgage. So you are going to do exactly
the same kind of thing. Someone is going to pay your premiums if
you become disabled and, more than that, they are also going to
pag you for being disabled.

enator GRAMM. Well, I like the concept and I think it is pretty
novel that if you do it by age group, that at 22 you do not know
who is going to get rich and who is not, you do not know who will
end up disabled and who will not, you do not know who is going
to live to be 65 and who is not. Basically that age cohort is enterin
into a contract with everybody else who is 22, which says they wil
pay in a certain amount for these purposes and. in essence, insur-
ing your retirement health care coverage. You could do the same
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thing for disability, so that whatever else happens, you are going
to be covered for this particular need.

It does not guarantee you are going to get a nice wife, or that
you are going to own a nice house. But I think that is a very inter-
esting concept, and it means that that group, as with every other
1glroup under your plan, would be self-sustaining, no matter what

appened to the population growth of the country in the future, or
what has happened in the past.

Well, again, let me thank both of you for coming very much.

Let me now call Dr. Stuart Altman. Stuart Altman, of Brandeis
University, is one of our Nation’s leading academics interested in
health care, and Len Nichols, who is at the Urban Institute.

STATEMENT OF STUART H. ALTMAN, Pu.D., SOL C. CHAIKIN
PROFESSOR OF NATIONAL HEALTH POLICY, THE FLORENCE
HELLER GRADUATE SCHOOL FOR SOCIAL POLICY, BRAN-
DEIS UNIVERSITY, WALTHAM, MA

Dr. ALTMAN. Well, Mr. Chairman, thank you very much for let-
ting me come back to this subcommittee. This is, for me, a true
gleasure. I have had the privilege over the last 26 years of coming

efore you many times, and I consider this one of the highlights of
my professional life, the ability to work with the Congress.

I particularly had a very fine experience as chairman of ProPAC
for 12 years, and so worked very closely with your staffs, and I
thank you for this.

I found myself absolutely fascinated by the previous testimony.
As Senator Rockefeller said, I think if you take it the way it is es-
tablished it is a clear statement. Let me just make a few com-
ments; I know we want to keep it limited.

First of all, I realize, too, this problem is overwhelming. I mean,
you do not need to be a rocket scientist to see that the growth in
Medicare spending is going through the roof. I really appreciate,
Mr. Chairman, your starting the debate on how to handle this
problem. I think it is very important that as we think about the
short-term problems we do not lcse sight of the long-term problem.
So, I really want to thank you for doing that.

I also share with Senator Rockefeller the idea that maybe some
of us have been around too long and we keep saying the same
things, and it is good that we hear new ideas. And, as I was listen-
ing to Professor Saving, I thought back to my youth. I, too, was
trained, in my case, out of a farm school from the University of
Chicago, called UCLA, and I remember fondly my economics train-
ing from that discipline.

But I do have concerns, and I want to put them in the form of

uestions. Now, I appreciate Senator Chafee having raised a few of
them, but I need to say something about my testimony, first.

I was writing from the vantage point of previous writings of Pro-
fessor Saving and your Wall Street Jeurnal piece, and so many of
the questions I discuss in my testitnony are about his original
thinking. As I understand it from I'rofessor Saving, his idea was
that this would be an individual policy. So, a number of my ques-
tions deal with concerns about an individual policy.

I want to say first off, I am really fascinated by this age cohort
idea. But I think, in the spirit in which you have introduced these
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hearings, I need to go further about my concerns and at least lay
them on the table. They relate much to what Senator Rockefeller
summarized very briefly. .

If we had clearly established in 1965 an insurance policy which
was applicable only to individuals who paid into the Medicare fund
the full amount over their lifetime, I do not think we would have
had the Medicare financial problems of today. On the other hand,
millions of people were added to the rolls late in life. What we did
as a society, maybe naively, is we added millions of Americans who
did not have the earning experience during their lifetime to justify
the level of benefits they received. That jacked up the cost without
adding sufficient revenue.

Second, we terribly underestimated, I am glad to say, longevity.
As Senator Rockefeller said in his introductory remarks, we did not
anticipate—nobody anticipated in 1965-—that we were going to be
living 10, 15, and 20 years longer.

Third, I do agree that the Medicare program, private insurance
and first-dollar coverage allowed our health care system to grow
the way it did. A lot of that may be viewed negatively, but, on the
other hand, we do have an incredibly good health care system and
I do not think we would have had the same health care system if
we had not done that. So, I think we need to look at the positive
as well as the negative aspects of Medicare.

My concerns, though, deal with what I consider to be the unfair-
ness of comparing an a;:f)roach like Dr. Saving’s to the current
Medicare program. I liked the simplicity of his plan. But then we
need to be fair, and I am sure you will be, Mr. Chairman. I think
we need to recognize that Medicare includes many additional social
benefits. If we do not do that, we are going to have chaos in our
country.

Included in Medicare are the disabled, and patients with end-
stage renal disease. There are extensive home benefits and skilled
nursing benefits that a catastrophic plan might not pay for. There
are $6 billion from graduate medical education (GME).

While I can see real value in taking some of these GME funds
out of Medicare, I definitely think GME should be supported.

I came before this committee several years ago in my role as
chairman of ProPAC, and we were criticized because the DRG sys-
tem was not doing an appropriate job for our rural hospitals. As
a matter of fact, I was brought up on Good Morning, America and
blamed for Texas rural hospitals closing and people having to drive
long distances. I did not have that power, but, anyway, I was the
front person for it.

The Congress made substantial changes in the DRG system, in
part, because they recognized that sole community hospitals and
many rural referral centers were critical to this country. If you go
to a catastrophic-only type plan, such funding will not be there.

Therefore you have got to add all the social benefits together.
You start ad);iing up the $25 billion in spending for the disabled
and renal patients; the $6 billion for graduate medical education;
the $3 billion in disproportionate share, the $3-$4 billion in rural,
we are getting up to real money.

Then the comparison between the existing program and the new
one begins to change. I say that, not because I do not like the ap-
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proach, but we do need to deal with it and we need to deal with
it head-on.

In support of their plan, I do believe we need to get the individ-
«ual more involved. I like the idea of more competition. I like the
idea that we would have more choice for our seniors.

I do believe we are moving in that direction, by the way. I think
the President’s plan does do a little of that. I think the previous

lan that was supported b{ the Congress in the last session did a
ot of that. So I support that as a change, but I am very fearful
that if we totally focus on a private insurance model, important
components of the existing Medicare program could get lost and I
think it could do serious harm to the health care system.

As you move forward, I would hope you would not lose sight of
these areas. But I will tell you this, I was intrigued and I appre-
ciate the opportunity to have read this proposal. We at Brandeis
are working on a Medicare reform plan, and much of the thinking
of Professors Saving and Rettenmaier will be considered in our
plan as well. Thank you very much.

[The prepared statement of Dr. Altman appears in the appendix.]

Senator GRAMM. Dr. Nichols.

STATEMENT OF LEN M. NICHOLS, PH.D., PRINCIPAL RE-
SEARCH ASSOCIATE, HEALTH POLICY CENTER, THE URBAN
INSTITUTE, WASHINGTON, DC

Dr. NicHOLS. Thank you, sir. The views I will express today are
my own, and not those of The Urban Institute, its sponsors, or its
trustees.

Medicare is our most sacred social contract precisely because it
binds generations of Americans together. It has achieved much suc-
cess, helping to lengthen and to improve the quality of life for our
senior citizens since 1965. But now, as is clear, it needs serious
structural repair.

Now, this entire discussion of restructuring Medicare is really a
question about how to make the market work well for Medicare
beneficiaries and for taxpayers. Sadly, it is not as simple as just
setting the market absolutely free, for completely unregulated
health insurance markets have not performed well for the elderly
in the past, as our Medigap experience has shown, and there are
good reasons to believe they will need structure in the future.

At the same time, the tremendous power of a well-structured
market needs to be harnessed for the good of Medicare bene-
ficiaries, for this is, in my view, the oniy way to accomplish our
long-run goals of quality, choice, and an affordable price tag.

The most important variable, as the Chairman pointed out ear-
lier, for Medicare to control is the real rate of growth of costs per
beneficiary. As you know, it has been growing at 5 percent a year
for 20 years, on average. That is clearly unsustainable, whether
you have cohort-based financing or intergenerational financing.

What is surprising for many people to learn, is that Medicare’s
real rate of growth of cost per beneficiary has actually been lower
than the private sector’s for 25 of those 27 years.

Lately, the private sector has done better, mostly by taking ad-
vantage of the current excess capacity in hospital beds and special-
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ist physician services. But, of course, private sector rates started
out higher than Medicare’s.

While welcome, this kind of cost reduction is essentially a one-
time adjustment and may do little to affect the underlying {ong-run
rate of growth of health care costs which appear to be driven by
ouf collective appetite for better and more expensive health tech-
nology.

Now, Medicare prices have not fallen commensurately lately,
partly because its formulae are too rigid. That is one of the many
reasons it needs to be restructured. But, as we: think about restruc-
turing Medicare, I believe Medicare can learn a lot from a number
of private sector initiatives that are under way all across the coun-
try. More than 100 business coalitions have sprung up, and I and
my colleagues at The Urban Institute have been studying health
insurance purchasing cooperatives in four different states.

Now, as you bcth know, the key to making any market work is
accountability. Buyers need to be able to evaluate what they are
getting, and sellers need to be forced by competition to produce
quality products sufficiently and to provide enough information to
evaluate the ﬁmduct itself. Some, but not many, health insurance
markets out there are working that way today.

All of the successful ones I know of across both the private and
public sectors are practicing rather similar variants of the prin-
ciples of managed competition, to demand and to get health plan
and provider accountability.

A major problem with health plan innovation in the Medicare
program today is that plans and provider groups are not held ac-
countable, and they are not forced to provide enough information
so that HCFA could evaluate how its beneficiaries and its payment
rates are doing.

Now, I believe the evidence, while necessarily preliminary at this
point, nevertheless supports the contention tﬁat there are really
seven keys to the value-based purchasing of health insurance and
health care: defined benefit pacli)(ages, defined enrollment and mar-
keting rules, specified plan reporting requirements, negotiate com-
petitive bids with plans, give consumers incentives to choose effi-
cient plans, publish enougil information so that enrollees can be in-
formed about quality measures, and risk-adjust plan payments.

In the written statement I have provided I describe some con-
crete premium growth evidence that demonstrates the effectiveness
of these principles in action. I believe Medicare could restructure
itself along these general lines and serve our Nation’s elders and
taxpayers very well.

ow, while the cohort-based proposal outlined by Professors Sav-
ing and Rettenmaier has some features I like a lot—more respon-
sibility borne by seniors for financing their own health care and
cross subsidization of the low-income by the high—I think it would
be a serious mistake to sever the intergenerational nature of our
social contract.

First, the risks to any single cohort of unanticipated cost in-
creases are great, and I believe the pain they would suffer is great-
er than that which would be imposed if we keep the funding
stream broader and more intergenerational. My written testimony,
again, lays out some examples I would be glad to discuss.
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In addition, medical advances might come along that we would
want all seniors to benefit from at some time in the future, but co-
horts at or near retirement would be unable to augment their
intra-cohort funding stream in time.

But, even more importantly, erasing the explicitly
intergenerational nature of the Medicare program would sever our
social contract and loosen the bonds between generations.

Now, we Americans require individuals to take a great deal of
personal responsibility to enj\g}' the full fruits of our society, but we
also take care of our elders. We do not forget those who end up un-
lucky, or the victims of the inexactitudes of actuarial, economie, or
medical science. The strongest and most prudent safety net is the
promise of unconditional acceptance in a larger community. We
aba_xl1don such a promise, I believe, at our individual and collective
-peril.

Now, would restructuring Medicare along the lines that I have
suggested be all that Medicare needs? No. I am not a fan of this
silver bullet theory, that there is one magic solution to Medicare’s
financing problem that we just have not been smart enough here
inside the Beltway to figure out.

Any serious Medicare restructuring effort, as Senator Dole wrote
the other day in the Washington Post, will require a little bit of
sacrifice and change from all parts of the program and from all
parts of our society.

Yes, this will probably entail some tax increases down the road,
but with competitive bidding and a defined benefit package we
could decide collectively exactly what we are willing to pay for, as
promised medical value and current opportunity costs change over
time and are weighed against each otﬁer right here in Congress
each year into the future, as it should be.

Though we may end up with tax increases if we decide collec-
tively we actually want to pay for this high technology, we need not
start there. Where we should start, is with a serious effort at re-
structuring Medicare along workable market lines, not ideologically
pure free market lines, but structured market lines.

A competitive health plan market can be the Medicare program'’s
best long-run friend, but only if we structure the relationship care-
fully. This structured relationship would be stronger, I believe, if
the overall program remains intergenerational. Those are our el-
ders out there looking for medical care after a lifetime of work and
sacrifice. They are us. Thank you very much.

[The prepared statement of Dr. Nichols appears in the appendix.]

Senator GRAMM. Thank you, Dr. Nichols. Let me, first, say that
I appreciate your testimony very much. I had sort of envisioned
that we were going to hear your ideas concerning the long-term

roblem, but I think getting your reflections on the ideas of Dr.
aving and Dr. Rettenmaier is positive, and I appreciate it.

Let me say, Dr. Altman, I appreciate your comments. Let me say
this, and I think it is esEeciall a problem here on Capitol Hill. But
I am very encouraged that, wherever the left and right are in the
intellectual community on these issues, there is an increasing com-
mitment to competition and choice and cost sensitivity.

When you have CATO and The Urban Institute basically agree
on how we ought to deal with exploding per capita cost, there is
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obviously something wrong with Senator Rockefeller and me if we
}clannot figure out how to work together to try to make these things
appen.

’F e plain truth is, the intellectual community that works with
these problems every day has long ago concluded that there are a
series of changes that need to be made to rationalize the current
system, to make people more cost-conscious in their behavior, and
to give them a much greater range of choice.

I think, in listening to a broad cross-section of people, that clear-
ly is the message that is coming through. I think, hopefully, we are
going to get over this partisan chasm that divides us and make a
step in that direction. I would say one thing, Dr. Altman.

It is very important that we do not set up the sort of straw man
where we accuse anybody who says there is anything wrong with
Medicare and says that the problem is significant and that it re-
quires dramatic change, of attacking the elderly or in some way,
understating the great benefits we have had in longevity or what
we have gotten out of the program.

There is no doubt about the fact that, by making the program op-
erative immediately, something we did not do with Social Security,
that there were beneficiaries—my mother was one of those bene-
ficiaries, and is still a very substantial beneficiary.

Dr. ALTMAN. So is mine.

Senator GRAMM. But that does not change the problem we are
facing now. That does not change the fact that we are looking at
the present value of the unfunded liability of the current system,
growing to $8 trillion in 20 years if we do not do anything.

So I just would like to caution that we cannot get ourselves in
a position of accusing anybody who is saying that something is pro-
foundly with the current system financially and that we cannot
preserve the status quo of somehow assaulting the elderly.

In fact, I think one of the appealing things of the Saving proposal
is, up front they are saying it is going to cost you almost $1 trillion
in benefits that you have guaranteed, but nobody has ever paid for.

Whether we are all in this together generationally, I am not
sure, Dr. Nichols, that I agree with you on that. My tie,
generationally, is that my mother tells me what to do, and from the
time I first was aware, more often than not she is right, even
though I am 55 years old. That is my intergenerational tie. :

But the point is, we are going to have to make some dramatic
changes. Now, what those changes are, I think, clearly-is open to
debate. But there is no possibility that we are going to be able to
sustain the status quo, gecause when you look at these numbers,
even if you are willing to triple or quadruple the tax rate, we have
got to get costs under control, and everybody, left, right, and center
agrees with that.

Then we are going to have to find a way to get through this
intergenerational problem with this baby boom crisis and at least
try to look at it, because Senator Rockefeller and 1, 15 years from
now, I think will both be alive and healthy. We could both be here.
I do not know whether that would be a good or a dismal prospect.

But the point is, somebody is going to say to Senator Rockefeller
or to me, where were you when the roof fell in. I think what we
are trying to do is get as much input as we can as to what we can
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do so we can say, well, we were there and we helped sustain it.
That is really the objective we are looking at. Let me stop and let
both of you all respond, then I will recognize Senator Rockefeller.

Dr. ALTMAN. Let me both agree and apologize, to the extent that
I did not want to necessarily blame and say you are not thinking
clearly. On the other hand, in defense, I do think it is a little unfair
to blame the structure of Medicare for the totality of the size of the
problem.

When you look and you separate out why it is that we are run-
ning into this problem, part of it is this idea that there has been
this substantial growth in longevity. Part of it is medical inflation.

As Len talked about, the medical inflation has been actually
higher on the private side than on the Medicare side. Part of it is
the fact that my mother, your mother, and my father did not put
enough in, because they were caught mid-stream, so we put them
in. Part of it is the extent to which we have taken on these extra
social benefits.

So where I was critical, or I tried to be critical, was not to lam-
bast. As I said, I found Professor Saving’s comments quite interest-
ing, and what I liked about them was that they were clean and
they made sense. But I would hope that when we go forward we
focus on the issues that need to go forward.

For example, what is the best way to control medical inflation?
Is it better to put every individual totally at risk? I am sympathetic
to getting many more individuals in. I do not think it ought to be
done only by the government.

On the other hand, as Senator Rockefeller pointed out, 50-80
percent of our spending is among the 5 percent and 10 percent of
the sickest, which means most of the spending will be in the cata-
strophic plan. So, that is something we need to work on.

I am also concerned, as I said, about our health care system. For
better or for worse, a big chunk of our health care system is now
dependent on Medicare. I like this 50 years that you talk about;
maybe we can wean them off Medicare. But we sure need to recog-
nize that Medicare is not—and I like what Professor Saving said—
only an insurance policy for our elderly. It has not been, it has
never been.

Maybe we, collectively, have sold a bill of goods, but the truth of
the matter is, it is one complicated infrastructure that is holding
up a big, substantial chunk of our existing health care system, as
well as providing these subsidies.

If we are going to move away from that, as I tried to say, we
need to either accept that and let the system fall where it may, or
put in place a whole series of new general revenue supports. That
was what I was trying to do. To the extent I did not do it, I apolo-
gize.

Senator GRAMM. Senator Rockefeller.

Senator ROCKEFELLER. Thank you, Mr. Chairman. I have had
some sort of comparable thoughts as I have just been listening to
this debate. I agree, for example, with the statement that you just
concluded with, Stuart, that we have decided, either knowingly or
unknowingly, over a period of years that Medicare, in order to
work, is not just the reimbursement for medical services, but it is
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a system which allows all of that to happen within some form of
a rational health care policy.

I also agree, and if I know Phil Gramm the way I think I know
him, one of the reasons he is doing this is to prod us, who like to
think that we know about health care policy, to be more imagina-
tive, more creative.

In your own testimony you say that you want to come back and
talk about solutions for the long-term. On the other hand, I think
that Senator Gramm’s very oblique and very gentlemanly criticism
was that you did not have it, or might not have given it if you did
have it because you wanted to respond to Dr. Saving is met on Dr.
Saving’s side by the fact that, two weeks ago, his proposal was not
the same as it is today.

Dr. ALTMAN. That is right.

Senator ROCKEFELLER. So, everybody is in flux. I think it is fair
to raise the very interesting philosophical question about, is some-
thing of a better social compact if it is intragenerational as opposed
to if it is intergenerational? That 20-year-olds and 30-year-olds
bonding together for a purpose brings back trust in Medicare and
somehow, through Medicare trust in the government or some part
of the government, at least. That, to me, is interesting.

I keep coming back, as somebody who went to West Virginia as
a VISTA volunteer and still has a lot of that thinking in my mind,
that when people get older they tend to get real sick. I have seen
some real, reai) sick people in West Virginia, and that is true, of
course, everywhere all over the world. I do not want to really take
a chance with their not getting the care they need.

Then you see, as soon as I say that, that means I have got to
stay with the present program because I know what that is, even
if it is getting too expensive and it is going to blow us off the face
of the Earth gnancially.

But then I turn around and I come back and I say, well, look at
what happened when they did catastrophic health care, which, in
fact, for $37 a month, as I recall, was probably one of the finest
health care programs this Congress ever passed, to save Medicare
and Medicaid. What happened?

It was a spectacular opportunity for seniors in which we at that
time, and the administration at that time, did a spectacularly bad
job in explaining to the American people what it was all about. As
a result, a lot_of people chased Danny Rostenkowski down the
street in his car. That became a symbol. »

The thing was shot down in the House. I led the fight in the Sen-
ate not to have it shot down, and three times we got 73 votes to
keep catastrophic health care, Senator Gramm. But, nevertheless,
the House would not receive, and so we gave up and it was gone.

And what happened, interestingly, after that—and I think this is
pertinent—is that people really withdrew. It had a tremendous ef-
fect on people like Pete Stark and Bill Gradison and others who
had been integral to the creation of that program.

It sort of pulled them back from health care policy altogether,
made them timid, or angry and had a bad effect, generally, on
health care consideration. Health care is a very difficult subject to
begin with. Those who are in it have to be in it and have to con-
stantly be in it.
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So let me just end with that. Somebody is going to pay for GME,
somebody is going to pay for end-stage renal gisease, and somebody
has got to pay for the disproportionate share hospitals, somebody
has got to pay for the extra amount of money which is now put out
to rural hospitals through Medicare.

We have no guarantees in a budget-closing climate that that is
going to happen. In fact, one of the things I always kind of liked
about GME was the fact that it was hidden, that all kinds of people
were getting trained. I thought they were getting trained to do the
wrong things, but the money was hidden, in a sense, from the pub-
lic because it was under something called Medicare.

And nobody would have ever guessed that doctors at Columbia
Presbyterian or some other place were getting paid 50 percent of
their training costs for graduate students by something called Med-
icare, which had nothing to do with caring for the sick, which
would some day, but did not then.

So, I think very interesting philosophical approaches have been
raised here. I am not suvre they are compelling, I am not sure they
are practical, I am not sure they are doable. But they are valuable
to drag us through intellectually a process that we have not ven-
tured on before, I think, is indisputable.

Senator GRAMM. Thank you, Senator Rockefeller.

Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

Dr. Altman, as I recall reading your te timony over, you indi-
cated whereas you did not have any solutions now, that :ou would
like to come back sometime.

Dr. ALTMAN. I would very much, sir.

Senator CHAFEE. We have seen you frequently here.

Dr. ALTMAN. A few times.

Senator CHAFEE. We look forward to seeing you again.

Dr. ALTMAN. Thank you.

Senator CHAFEE. This is really a fascinating problem. People say,
well, how do you like being in the Senate? I think one of the things
about being in the Senate is that you deal with some pretty impor-
tant matters. Few things are more important than this. It is really
a difficult problem. I am certainly going to do everything I can to
try and find a solution to it.

I am not sure we can, but we can certainly try. We need to be-
cause of all of the problems that have been mentioned here of what
we are facing in the future. We had an interesting hearing yester-
day before the Environment and Public Works Committee dealing
with the so-called ISTEA Measure, which deals with surface trans-
portation.

The Secretary said we should look at these not with the eyes of
adults, but with the eyes of children. In other words, it is through
the eyes of children we will be looking to see what is going to hap-
Een in the future. I feel that the same applies to this issue. We

ave got to be thinking about the future of this program.

We can skid through 5 years, maybe, with just a little tinkering
here and there, but when we finish that things are still going to
be worse off. If we are going to tackle these programs, the best
thing to do is to tackle them now. That applies to a lot of programs,
Social Security, too.
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So I want to thank everybody. I did not hear you, Dr. Nichols.
I apologize for that. I would say, Mr. Chairman, I look forward to
seeing Dr. Altman again. Thank you.

Senator GRAMM. Well, thank you, Senator Chafee. I think, as we
get further into this, maybe it would be a good thing to do in sev-
eral months to have our two panels back, maybe together next
time, to talk about this long-term problem. I understand Dr. Alt-
man is having a seminar this week, bringing people together, talk-
iniabout the prok'em.

et me just conclude on a point that Senator Chafee made. That
is, I think there is this belief that somehow there is a short-term
problem and a long-term problem out there, and that never the two
are going to meet.

I think the thing that is different between what we are talking
about in Medicare and what, as members of the Finance Commit-
tee, we are all worried about in Social Security, is that the long-
term problem in Medicare is here.

The long-term problem in Social Security is 27, 28 years away.
Given the magnitude of the problem that is not a very long time,
but, given the makeup of politics, that is an eternity. But I do not
think we have the luxury of just approaching this over the 5-year
savings approach. -

Obviously we are going to write a budget and it’s either going to
do what I would like to see us do or not, but I do not think we ben-
efit by getting into this debate that we have been in for several
years over the level of savings we are supposed to achieve in 5
years.

I am much more concerned about how we are changin% the pro-
gram and how what we are doing now is going to have long-term
effects on behavior and the costs 10 and 20 years from now than
I am about what costs are going to be 5 years from now.

So I am hoping that one of the partisan pitfalls we can avoid,
which has just really consumed our energy for the last 2 years, is
this whole debate about whether we should save $100 billion in the
next 5 years, or whether we should save $140 billion, or whether
we should save $180 billion.

The truth is, none of those savings has any substantial impact
on the long-term problem. Twenty years from now, $100 billion or
$180 billion, if all we do is reduce reimbursement rates, will not
make any difference whatsoever.

So what I am hoping we can do is to build a bipartisan consensus
to begin to look at these long-term problems, and I think everybod
who has been here today has contributed to that. Let me than
each of you. Thank you very much.

[Whereupon, at 3:51 p.m., the hearing was recessed.]
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OPENING STATEMENT OF HON. PHIL GRAMM, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SUBCOMMITTEE ON HEALTH

Senator GRAMM. Let me call the hearing to order. I want to
thank our panelists today for being here. I think we have an excel-
lent panel. As has been true of everything else we have tried to do,
we are trying to hear from a broad cross-section of people.

We are focusing in these early hearings on the long-term prob-
lems we have in Medicare and the options we have in dealing with
those problems. The logic of where we are and what we need to do
came to mind a minute ago when I said hello to the members of
our panel. When you get ready to start a race—which is basically
what we are going to do when we start the process of writing the
Medicare component of whatever budget is ultimately either nego-
tiated or adopted—it is important to know whether you are run-
ning the 100-yard dash, the two-mile race, or the marathon.

One of the things that is very important about what we are
doing, instead of getting immediately into the debate about how we
are going to score the various savings and how we are going to ne-
gotiate out these differences, is to look at the long-term problem,
ﬁetting it into perspective, and understanding the size of the job we

ave to do.

We do have a good cross-section of people here today, and I am
very grateful that each of you have come and that the institutions
you represent have decided to participate in what we are doing.

Let me now yield to Senator Rockefeller.

OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER 1V,
A U.S. SENATOR FROM WEST VIRGINIA

Senator ROCKEFELLER. Who will have a little bit longer comment,
as usual. I also thank the witnesses very much, and you, Mr.
Chairman. Actually, the article I just gave you disturbed me be-
cause it did not have the statement in it which I made at the end
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of the last hearing, in which I said I thought it was a very provoca-
tive and helpful process that you were doing, in sort of forcing us
to look way out into the future. I think that is good, but it is not
in the article.

Senator GRAMM, I have said many good things that did not end
up in the paper.

Senator ROCKEFELLER. But I think it has been a good process,
and is a good process because the numbers are frightening and we
have to do something. It is possible that part of the reason the
numbers are so frightening also is because Medicare has been an
€Nnormous success.

I mean, if it had been a failure, people had not responded to it
or it had not worked well—but people are living longer. That is a
blessing and it is a cost factor. They are living longer because of
more compiex medicines. That is a blessing and it is a cost factor.
Technology, all the rest of it.

Lynn Etheredge is going to testify a little later on the importance
of making sure that Medicare beneficiaries receive appropriate end-
of-life care. That is a subject that I care about enormously.

There have been some very interesting articles on that recently
in the New York Times and the Washington Post, and it is a huge,
huge subject, ethicallv, morally, financially, who makes decisions in
society, how do Americans come to make judgments. I had to go
through that with my mother, when she was dying of Alzheimer’s.
It is a very, very important issue.

Medicare offers hospice benefit for patients whose life expectancy
is dprojected to be 6 months or less. There are a large number of
individuals with chronic, debilitating, and often fatal diseases
whose death cannot be predicted with that amount of certainty,
and we need to offer better, or think about offering better, options
for compassionate, supportive, and not necessarily more costly care
for patients near the end of their lives.

So we take care of one group, we do not look at another group.
Everything involves cost, everything involves ethics. It is tremen-
dously complicated. It is also true, I think, if we can avert unneces-
sary hospitalizations, we should be able to figure out a way to re-
channel those savings, if there are some, to provide a more appro-
priate mix of services for patients at the end of their lives.

I am going to be introducing legislation on this that builds a lit-
tle bit upon what Jack Danforth and I did back in 1990, which
seems now really rather pale, in fact, because that was when we
thought that a living will might have something to do with ad-
vanced directive or durable power of attorney, and they do not. But
at least we got into every hospital and in every institution that re-
ceives public help notification about the possibility of doing these
things. So, I will be doing that.

The improvement in technology, I think, as I said, is another im-
portant area to further explore when talking about how to revamp
Medicare for the 21st century, for rural beneficiaries.

I think a lot of money is going to be saved no matter what we
do because of telemedicine services. They are going to offer a lot
of promise. Medicare does not pay currently for telem~dical con-
sultations or other services available, or for major advances in tele-
communications technology. That does not make a lot of sense, be-



71

cause that sounds to me like a real money saver. But we will see.
For seniors with chronic health conditions in West Virginia, it
would certainly be an enormous help.

The Veterans Administration does cardiac monitoring of 30,000
VA pacemakers each year to make sure that the pacemakers are
operating correctly and to check on the status of the pacemaker's
batteries.

Well, through a very simple technology, patients can hook up
themselves to a special device, to an ordinary phone that transmits
their EKG readings to their doctor’s office. Again, technology reduc-
ing costs, not inflaming costs.

At the same time, patients are able to talk to a nurse about their
health status. The nurse can check on whether the patient is com-
plying with his or her treatment protocol, all helpful.

There are literally thousands of examples of how Medicare pro-
grams lagged behind, in fact, the private sector and even other gov-
ernment health programs when it comes to the array of benefits
that are covered. So benefit design is a key reform. It does not nec-
essarily have to make things more expensive, but it is something
we do have to think about. That is my statement.

Senator GRAMM. Thank you, Senator Rockefeller.

Let me introduce our panel members, and I will start from my
left with Stuart Butler, who is the vice president for Domestic Re-
search of The Heritage Foundation; Karen Davis, who is the presi-
dent of The Commonwealth Fund in New York; Lynn Etheredge,
who is a consultant with the Health Insurance Reform Project at
George Washington University; Robert Helms, who is director of
Health Policy Studies at AEIL

Dr. HELMS. Robert.

Senator GRAMM. Excuse me?

Dr. HELMS. I am not related to Richard. He was formerly of the
CIA, so it is Robert Helms.

Senator GRAMM. Did I say Richard?

Dr. HELMS. Yes, you did.

Senator GRAMM. Well, I do not know whether I should apologize
or not.

Dr. HELMS. Well, I get that a lot of times.

Senator GRAMM. Let me just say, Robert Helms, who is the direc-
tor of Health Policy Studies at the American Enterprise Institute
in Washington; and Michael Tanner who is the director of Health
and Welfare Studies at The Cato Institute in Washington.

What I would like to do is begin with Stuart and try to, if we
could, stay as close to 5 minutes as you can. If you have to run
over, do not worry about it. What we want to do is hear from every-
body, and then get an opportunity to ask questions.

Since we just have the two of us here, during my questioning, if
you want to chime in, let me know because, again, we are here to
listen to you.

So, Stuart, you are our first witness, and thank you for coming.
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STATEMENT OF STUART M. BUTLER, Pu.D., VICE PRESIDENT
FOR DOMESTIC RESEARCH, THE HERITAGE FOUNDATION,
WASHINGTON, DC -

Dr. BUTLER. Thank you, Mr. Chairman. I think it is very impor-
tant to hold these hearings with a very broad look at the problem
and the range of solutions. I think everybody on the panel would
probably agree that the Medicare program is hopelessly out of bal-
ance.

As we know, that is partly due to the demographics of the sys-
tem. It is partly because of the technology driving costs. But, as
many have said, it is also due to the design of the program itself,
and many people have pointed out that the benefit structure of
Medicare is in what one might call a time warp. It is not a particu-
larly modern set of benefits.

It is also important that we recognize that the problem is really
the whole program, not just the HI trust fund. Also, the next few
years are really just the tip of the iceberg. We are not just trying
to survive until 2005. If you look at the figures beyond that, it gets
worse and worse. So we really do have to look at fundamental re-
form of the system.

The scale of the problem is enormous. Net of premiums, Medi-
care spent about 2.3 percent of GDP in 1995. The CBQ projects it
to spend 7.1 percent by 2030.

Also, if you look at the options we have within the current struc-
ture, simply shifting money from Part A to Part B may please the
accountants, but it does not solve the underlying problem. It is a
little bit like paying off your overdue credit card with a check on
your overdrawn account—it does not really get you very far.

Also, taxes can hardly be the solution to the problem. Just to
continue hospital services to 2005 would cost the average house-
hold about $4,000 in new taxes, if we were simply to bail out the
system.

If you add in the projected costs of the Part B deficit, i.e. the part
that has to be covered by the taxpayers, the total cost for the aver-
age household in 2005 would rise to $14,000 in taxes that would
have to be paid to cover that program. That is a staggering amount
of money. _

Similarly, if one tried to deal with the problem by squeezing
down on the providers, you are talking about a similar scale of ac-
tion. So to try and simply just force the current system to fit into
a straightjacket would mean enormous costs, either to the taxpayer
or to beneficiaries. Thus it is very important to think, as you appre-
ciate, Mr. Chairman, very differently about the program. There
were several broad ideas for such long-term reform, and many of
them are compatible with each other. They are the kinds of things
the committee and Congress should be considering.

The first is to move to some form of defined contribution system.
There are many such proposals. The term “defined contribution”
actually is like the term “managed care,” in that there are many,
many versions of it. It does not have to mean an arbitrary budget
where the taxpayer is protected against all risk in some way, and
the beneficiary just has to carry all risk. It does not necessarily
mean that. .
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But it does mean creating a very different set of incentives to
limit the degree of support that the taxpayer provides and to en-
courage beneficiaries to begin to look for greater value for money
in competing plans.

A defined contribution can be a blend of a cash limit, or total
cash amount of assistance, with some proportion of the premium
being paid. The FEHBP is structured like that, in that a certain
percentage is covered of a premium, up to a limit. Federal workers
and members of Congress thus have a strong incentive to look for
value for money in the system, and yet are protected against out
of pocket costs.

In addition, Congress can look at a contribution that is linked to
the average cost o% some basic benefits package. So what the gov-
ernment would assure that the contribution is based on the cost of
a certain package.

If a beneficiary wanted to go beyond that or slightly change the
package, they could but would have the incentive to shop around.

We at Heritage have suggested something along those lines. Bob
Reischauer and Henry Aaron at Brookings have also supported
something along those lines.

So, when you look at a defined contribution idea the essential
issue is to encourage a different set of incentives and to ensure
that the beneficiaries are at least protected to a certain degree
against the costs of coverage.

The second broad type of approach which is also compatible with
this, is to look at really restructuring the whole combination we
have today of social insurance and general taxpayer financing
system.

As you well know, the current arrangement is very much an his-
torical accident of the politics of the 1960’s. We have a combination
of social insurance which is heavily out of balance, with general
taxpayer financing much of it.

I think it might be possible to look at limiting that social insur-
ance to a core benefit package with a much higher degree of bene-
ficiary support than today, but covering a wider range of services.
In addition, there would be a second element in the form of a
strictly means-tested, tax-supported subsidy for those who need
extra help to afford the out-of-pocket costs that are not met with
social insurance.

So, in other words, we should say explicitly that if we are going
to give help above the social insurance element, it should be strict-
ly means tested.

Let me end by looking very quickly at some shorter term steps
that would begin to move you, I think, in the kind of direction that
these longer term approaches would susgest.

First, I think it is very important th it Congress change the stat-
utory standards for the Medigap policics. Right now, essentially, in
order to get help to cover the out-of-pocket costs, an elderly or dis-
abled person must buy first-dollar coverage in Medigap. The law
essentially requires that, if they want to get a drug benefit or cata-
strophic coverage.

It is time to change that to make it much leaner and to make
it much more designed to cover catastrophic costs. That would save
money for the elderly immedigtely and it would protect the Medi-
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care system from the spill-over effect of people being covered for
first-dollar coverage.

Second, I think it is very important to consider raising the Part
B dec}uctible and introducing some means testing for the Part B
premium.

There are a number of proposals that-have been put forward to
do this. Guy King, the former Chief Actuary of HCFA, suggested
even raising the deductible to $1,000, thereby being able to bring
down the premium to as little as $4 a month. Maybe some com-
bination in between that and today’s level may be the way to go,
but that would certainly introduce a greater cost consciousness
while allowing Congress to reduce the premium costs for low-
income people.

Third, it is important to delink the payment for HMOs from the
fee-for-service system. Right now, we have artificial linkage. Many
HMOs are overpaid, some are underpaid. But I think it is time to
start looking at paying HMOs in line with what the market condi-
tions are in those areas. That is essentially what the FEHBP does
through negotiation.

The PPRC has suggested a similar approach based on the
weighted average of costs of plans in a certain area. But delinking
it would be doing what the private sector and corporations discov-
ered many years ago, that once you have that artificial link you
are, in fact, overpaying, in many cases, for HMO.

Finally, I would suggest that we look right now at separating the
running of the traditional fee-for-service program from the overall
managernent of the Medicare program itself.

In other words, set up a separate, independent board to run the
actual medical care in the traditional fee for service system and
then have HCFA remaining as the over-arching body to examine
the general dimensions of the program and to run the finances.

That would give much greater independence to the traditional
program to slowly change over time and improve its benefits and
look for options. It would allow it to be ready to compete if one al-
lows competing plans in the future. I think it is an idea that really
ought to be examined very carefully.

Recer'ly, CBO Director June O'Neill suggested something along
the lines of the Federal Reserve Board for running the traditional
system. I am not sure that I think having an Alan Greenspan of
health care makes a lot of sense. But something more answerable
to Congress would be a very important step.

So, just in conclusion, I think that it is very important, as you
have suggested, to really take a blue skies approach to Medicare.
We cannot continue in the way we are going. Nobody’s proposal to
make small changes will solve the problem, and it certainly is es-
sential to look at these very different alternatives.

Thank you, Mr. Chairman.

Senator GRAMM. Thank you, Dr. Butler.

[The prepared statement of Dr. Butler appears in the appendix.]

Senator GRAMM. Dr. Davis,
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STATEMENT OF KAREN DAVIS, Pu.D., PRESIDENT, THE
COMMONWEALTH FUND, NEW YORK, NY

Dr. Davis. Thank you, Mr. Chairman, for this invitation to ap-
pear before the subcommittee. I would like to just enter my state-
menit: into the record and then abstract from the charts in my state-
ment.

Senator GRAMM. And let me say that everybody’s statement will
be put in the record in full.

Dr. Davis. There is a set of charts at the back of my statement.
Chart 1, I think, tries to put the dimensions of the problem, both
in the short-term and the long-term, into context.

Medicare is growing faster than the economy, the Federal budg-
et, and tax revenues that are coming in from payroll taxes, pre-
miums, and éeneral tax revenues. Certainly none of the proposals
now before Congress would assure the adyequacy of Medicare fi-
nancing over 30 years.

But what you see in Chart 1 is that tightening payments to pro-
viders and managed care plans such as those suggested in the
President’s budget would improve the situation by %ringing Medi-
care spending more in line with economic and budgetary growth,
and these are using CBOs numbers from just a couple of days ago,
where they project baseline Medicare growing at 8.4 percent a year,
the President’s budget’s 6.7, but the %edera% budget between now
31}/d the year 2002 and the gross domestic product growing at about

So there is about a 3.5 to 4 percentage point a year gap between
where Medicare is growing under baseline and the economy. The
President’s budget would narrow that gap, but you still have a 2
percentage point difference.

When you turn to Chart 2, you see that we really have basically
the same situation in front of us for the foreseeable future. Be-
tween now and the year 2020, Medicare is growing by 9 percent a
year. Payroll taxes and the economy are growing 5 percent a year.
So there is a 4 percentage point gap.

That is why these numbers add up, or why one long-term trend
line shoots way up quickly and the other looks pretty flat. But I
think it would be a mistake to lock in long-term changes in Medi-
care now. We have a health system that is in enormous flux. I
think it is going to take time for hospitals and other health institu-
tions to adapt to the changes going on in the market.

I think we really need time to develop sound policies and put
some building blocks in place, such as better ways of paying man-
aged care plans and instituting quality standards so that we are
really sure that we are guaranteeing Medicare’s basic promise of
assuring access to quality health services for elderly and disabled
beneficiaries.

I think we need to do more research on these different choices
and have demonstrations and really learn what we are getting into
before we are locked into it. As Senator Rockefeller said, with tech-
nology we really do not know 30 years from now how long people
will be living and what will be possible, and what will reduce costs
and what will increase costs.

So I think, in fact, it is good to look at these options. I think it
would be a mistake to settle on a fixed course at this point in time.
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This 4 percentage point gap between what Medicare is growing
and the economy and the Federal budget are growing really is a
function of rising health care spending in the economy as a whole.

If you look at Chart 3, historically health expenditures have sim-
ply gone up faster than the gross domestic product. For Medicare
to grow at 5 percent a year, what is really implied is that real Med-
icare spending per beneficiary would have to go down, because 5
percent covers about 4 percent for inflation, but you have got about
1.5-2 percent for population growth.

So you actually have nothing left over for any real increase in
Medicare outlays. So this curve for the Nation as a whole, for
health industry as a whole, would have to go down to really bring
Medicare down to a 5 percent rate of increase.

I think if you look at Chart 4, you see in the last 35 years there
were only four times that health expenditures ever went up slower
than the gross domestic product, and that was in the early 1970’s
under the Nixon wage and price controls, the late 1970’s when
President Carter proposed his hospital ccst containment bill, and
in the mid-1980’s when Medicare instituted DRG payments for pro-
spective payments for hospitals.

Then very recently in 1994, there was also a year where health
sgending went up slower than the economy. Chart 5 just translates
f) ose trends into inflation-adjusted expenditures on a per person

asis.

If you look at this period over the last 45 years, real health
spending per person in the economy as a whole has gone up about
4.5 percent. In the last 3 years, it is about 2.7 percent. So I think
we are all pleased to see this slow-down in health spending. But
I do not think we really understand what is accounting for it.

There is a very recent study by the National Bureau of Economic
Research that I reference in my statement that says it actually
cannot be attributed to managed care because the premiums are
very similar at this point. It could have been the threat of the
Clinton health reform plan, where the industry thought big con-
trols were coming so they were prudent in their decisions.

But we also do not know whether it is temporary or permanent,
and I think it is really hard to believe that it is permanent. What
little we know from the research is that managed care has, at best,
one-time savings. The Washington Post yesterday had a very inter-
esting article where experts in the field are estimating Krivate
spending will start shooting back up at 8 or 10 percent, which in
real per capita terms that is 4 to 6 percent. So, it is reverting back
to this historical trend.

But even if you think we are going to be growing at two, 3 per-
cent a year, to close this gap you would have to have Medicare
spending per benefificary decline in real terms. It is unrealistic to
think that private spending and health spending in the industry as
a whole is going to decline. As a result, we are going to have to
look at other options.

Those options basically are for beneficiaries to pay more, to cover
fewer people, for example, raising the age of eligibility, or even
means testing eligibility for Medicare. But those have down sides.
It increases the number of people who would be uninsured. There
is not much savings from income-conditioning eligibility, since so
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many elderly, as you see in Chart 6, are both already on fairly
modest incomes and already paying a lot out of pocket. The elderly,
as a whole, pay 21 percent of income for health care, low income
elderly 30 percent.

Chart 7 shows how much the deductibles have actually gone up
in real terms since Medicare started in 1966. The hospital deduct-
ible in 1996 was $736. In inflation-adjusted dollars, its original de-
ductible would have been only $190. The premium is also higher
in real terms today.

It is also the case, as Senator Rockefeller mentioned, that Medi-
care’s benefits are less generous than employer benefits. These are
high deductibles, compared with private plans, and Medicare does
not cover prescription drugs.

Chart 8 shows that one of the consequences is that the elderly
spend $2,600 per person on health care out-of-pocket. Chart 9 re-
minds us that Medicare expenditures are very skewed for the 10
percent who are the sickest. Medicare is paying $37,000 a person.
For the 20 percent who are the healthiest, Medicare incurs no
costs.

It is one of the reasons that vouchers or managed care defined
contribution, without tools for adjusting for the health risk of the
population, can lead to major problems. Obviously, for the healthi-
est 50-70 percent paying the average of $4,700 is more than ade-
quate. In fact, if you pay the average, Medicare will lose moneéy.
It also then is covering tie sickest 10 or 20 percent under a tradi-
tional Medicare fee-for-service alternative.

Chart 10 shows the beneficiary flip side of this. For that 10 per-
cent who are the sickest, they are paying now $8,800 per person.
So those who are the sickest, some of them are dying, but others
who are chronically ill with very serious chronic problems are pay-
ing a lot already.

If you were to say, put co-payments on home health care, it
would really fall on this population that already have very substan-
tial out-of-pocket costs.

We do have Medicaid to supplement Medicare, but Chart 11
points out that only two-thirds of the poor actually are finding out
about and getting enrolled in that Medicaid supplemental coverage.
There is a little bit of premium subsidy for those just above the
poverty level, but only 10 percent of those who are eligible are get-
ting enrolled.

But I would just remind you, the poverty level for a single elderly
erson is $7,500, so we are only doing subsidies up to, at most,
9,000. So anybody above that is paying these out of pocket costs,

which are quite substantial. .

Chart 12 really looks at whether there is room for Medicare to
improve relative to private insurance. It has done better from the
period from the mid-1980’s until the early 1990’s. Then private
spending has been going up a little bit slower.

But Medicare, over that decade from the mid-1980’s to the mid-
1990’s, was already getting price discounts fromn physicians and
hospitals, and today Medicare pays 69 percent of what private in-
surers, even with managed care, are paying physicians.

So I think there is some question about how much more one can
squeeze provider payments to hospitals and physicians. On the
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other hand, we could extend prospective payment to home health,
-skilled nursing, and hospital outpatient departments.

Chart 13 turns to the issue of managed care and whether to ex-
pand enrollment in managed care plans. Even without any changes
in law, the Congressional Budget Office estimates that managed
care enrollment will double between now and the year 2000 as a
percent of the total population.

But I think the main thing to know is, first of all, Medicare loses
money on everybody who enrolls in a managed care plan, about 6
percent, because of the way we set the payment method. We need
to adjust the way Medicare pays HMOs for the health status of
beneficiaries, but the methods out there are still inadequate. The
research shows that the very best methods available today only ex-
plain 9 percent of this variation in health expenditures.

That is better than our current method that only explains 1 per-
cent, but is far from being a minimally adequate system and we
may have :0 look at other alternatives, such as lowering the HMO
payment rate to 90 percent of the fee-for-service level, or trying
some blended composition of capitation and fee-for-service prospec-
tive payment.

There has been a reference to the geographic variation in man-
aged care premiums. We need to solve that problem. There has
been a reference to finding a better way of increasing it over time.
We need to solve that problem.

We really have no effective quality standards in place, and I
think that is particularly troubling because there are studies show-
ing that the elderly in managed care plans have their health dete-
riorate relative to those in fee-for-service. So we do have some qual-
ity problems out there, and we need to have high quality standards
and have a way of monitoring what is happening.

Chart 14 raises some of the concerns I have with extending
choices to insurance products, medical savings accounts, independ-
ent indemnity fee-for-service plans, and just capping a govern-
mental outlay in the form of a defined contribution.

Obviously, if costs are going up at 9 percent and you cap a vouch-
er at 5 percent, it is the elderly who will be financially at risk for
the difference. It is unlikely, I think, that any given voucher would
keep up with growth in health care costs. Also, if you have a vol-
untary voucher system, it will cause adverse risk selection ard cost
the government money.

People who are healthy will take the voucher, people who are
sick will stay with Medicare. I think we have seen problems ir. the
private sector in terms of marketing abuses, and certainly high pri-
vate insurance administrative costs, Medigap is 30-50 percent, of
costs, and such approaches undermine the social insurance nature
of Medicare.

To just conclude, I think we are talking about a 4 percent gap
that we need to find ways of closing. Certainly some of that could
come out of prospective payment methods for all Medicare services,
perhaps expenditure targets applied to more of Medicare’s fec-for-
service benefits. But I think we do need, as Senator Rockefeller
said, to improve Medicare's benefits. Perhaps better benefits can be
financed, in part, with higher premiums.
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_ But we are going ‘o have to provide better subsidies to low-
income beneficiaries. It is these low-income, very old and very
disabled beneficiaries that are growing in numbers particularly
rapidly over the next 5-10 years for whom we need to improve
Medicaid’s protections.

I think we can do a lot to put in the building blocks with man-
aged care with better payment methods, quality standards, infor-
mation for beneficiaries on choices.

But I really think over the long term we are going to have to look
at refinancing Medicare, merging A and B, looking at different rev-
enue sources than just the payroll tax.

The payroll tax will always lead to a crisis, because revenues are
Jjust going to go up slower than the number of elderly and health
care costs. We really need to look at some other options for making
this fiscally sound.

To go back to the Chairman’s fine analogy at the beginning of
the hearing, we have got Medicare the train going at 9 percent a
}rear, we have FOt revenues, the runner, going at 5 percent a year.

f we cannot slow the train down, we are going to have to speed
ui:; the runner a little bit if we are going to narrow that difference.
Thank you.

Senator GRAMM. Thank you.

[The preéared statement of Dr. Davis appears in the appendix.]

Senator GRAMM. Lynn Etheredge.

STATEMENT OF LYNN ETHEREDGE, CONSULTANT, HEALTH IN-
SURANCE REFORM PROJECT, GEORGE WASHINGTON UNI-
VERSITY, CHEVY CHASE, MD

Mr. ETHEREDGE. Thank you, Mr. Chairman. There has been a lot
of discussion lately about restructuring the Medicare program and
about more choices for Medicare beneficiaries. My testimony this
afternoon is going to be concerned with the question: What are the
new‘)choices that would help beneficiaries to get better medical
care’

Today, Medicare beneficiaries basically have two choices: stay
with fee-for-service or join an HMO. Those are analogous to the
choices between a huge buffet table with a very large number of
a la carte dishes or a chef’s fixed-price meal.

But there could be a lot of new options, better packages of serv-
ices, better tailored to meet needs of special populations in Medi-
care. Medicare has a lot of different populations, with 37 million
elderly and disabled individuals.

With those choices, the kinds of choices that are being develc, ed
in the private market system now for the under-65 to choose, we
could get benefits of greater competition in quality, in service, and
in economy.

In my written statement, I provide an inventory of a number of
those ideas that Medicare analysts and patient-oriented groups
have been suggesting and trying to develop, ideas of how to struc-
ture new choices for patients and to use markets so that bene-
ficiaries can get better care and save money, and so that the pro-
viders who do a better f'ob are going to prosper.

This will be particularly important, Mr. Chairman, for that 75
percent of Medicare patients who are going to be in fee-for-service
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medicine in 2002. Many of those in managed care will have some
of these benefits, but most Medicare beneficiaries for the foresee-
able future are going to be in fee-for-service. We need to change
fee-for-service so there are better options there.

Let me summarize some of these ideas for you, generally orga-
nized by how many benefits they would package. For example, sin-
gle-service preferred provider options would be useful for areas
where we have fairly standardized products, where Medicare’s reg-
ulated prices are well above what would be there in an effective
market, or where there are big problems of quality, poor service,
or abuse.

For example, in durable medical equipment, DME, Medicare
could select a number of DME suppliers to serve an area based on
those that offered the best discounts and the best service. Medicare
enrollees could go to other DME suppliers, but they would have to
pay more if they did it. That would be a preferred provider option.

This preserves choice, and it creates a market where those who
do a better job get rewarded, get the business, and the beneficiaries
get those benefits. Among the candidates for single-service kinds of
contracting are lab testing, outpatient surgery, home health, and
diagnostic imaging.

Multiple service packages are best exemplified by the Centers of
Excellence concept that Medicare has already developed to help its
patients who need heart bypass surgery get access to"the best cen-
ters in the country, with additional benefits as well as lower costs.
Transplants are another area for Centers of Excellence contracting.

Candidates for Centers for Excellence contracting are really pret-
ty broad. Hip replacements, a major problem for the elderly, are a
leading idea. A lot of surgical procedures have large differences in
mortality based on volume. So, the ideas can be developed beyond
- those I just mentioned.

Chronic care programs are a particularly important area for
Medicare patients to have new options. Chronic care is a huge
problem in Medicare. For the under-65 population often a hospital
stay is a single time-limited episode. For the elderly, a hospitaliza-
tion is more often an episode in a long duration, chronic illness
that can be better managed.

So we need to focus on programs that can help patients with con-
gestive heart failure, focus on their needs, provide the education
they need, the support they need. Patients with chronic obstructive
pulmonary disease, cancer care programs for cancer patients, these
are also ideas, for example, that are being contracted now by
HMOs for their patients. We need to be able to make these kinds
of choices directly available for those who are fee-for-service.

Then, finally, there are some very broad, very creative, and im-
portant options for serving special needs populations. One of these
is the Medicaring idea that Senator Rockefeller mentioned a few
minutes ago, for helping people with terminal illness. We do not
talk about it much, but everyone who is in the Medicare program
is going to die. A lot of them will die of terminal illnesses.

We do not know when they will die, they do not know when they
will die, their doctors do not know. But we do know that, once you
are diagnosed with certain kinds of cancer, with chronic obstructive
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pulmonary disease in an advanced state, ar.d so on, there is a dis-
ease process at work which will be life-limiting.

The Medicaring idea is to develop prog* ms specially designed
for people with those kinds of illnesses to a-oid the acute episodes
that add so much to the patient’s distress and Medicare’s costs, and
to use the savings to provide better home care. That is one area
that I think has a great deal of benefit, potential benefit, for Medi-
care beneficiaries.

Then there are other broad options to allow a comprehensive
Medicare PPO. I believe the administration has even proposed an
idea along these lines. This would integrate Medicare and Medigap
coverage, giving administrative efficiencies, adding prescription
drugs and catastrophic coverage to Medicare. That kind of PPO
could use many of these other options.

In summary then, Mr. Chairman, there are many good ideas for
how to make Medicare a better program when we take the longer
view and try to develop this over several decades.

With its $200 billion of purchasing power, Medicare could be a
ferociously effective buyer in the marketplace. Congress could prob-
ably follow the maxim, come and they will build it. You bring your
money to the table, the market will respond. Your job is to figure
out what it is you want to buy, what is it that Medicare bene-
ficiaries should be allowed to buy. That, I think, will need a sus-
tained period of field trials and evaluation to identify the most

romising of the ideas and to make them available as new choices.
hank you.

Senator GRAMM. Thank you.

g [’Iihe prepared statement of Mr. Etheredge appears in the appen-
ix.
Senator GRAMM. Michael Tanner.

STATEMENT OF MICHAEL D. TANNER, DIRECTOR OF HEALTH
AND WELFARE STUDIES, THE CATO INSTITUTE, WASHING-
TON, DC

Mr. TANNER. Mr. Chairman, I also want to express my thanks
for you to be holding this hearing. I think that Medicare is going
to be a crucial issue, not just this year but for many years to come.
It is an issue that, perhaps if we had faced up to it a few years
ago, we would have avoided many of the problems we are seeing
now.

I recognize that both you, Mr. Chairman, and Senator Rocke-
feller, both have been long-time advocates for health care reform,
in somewhat different directions, but very willing to entertain ideas
on this. I thank you.

Medicare, I think, is facing a fundamental problem for three rea-
sons. First, is demographics, second, technology, and the third, is
the fundamental flaws of any third-party health care payment sys-
tem.

The first of these we can do almost nothing about. The second,
I do not want to do anything about in terms of limiting the tech-
nology and lifesaving advantages that are available to today’s el-
derly. The third, we may be able to have some impact on.

But ultimately we are going to have to face up to the fact that
we may simply have over-promised on Medicare. We may simply
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bave promised benefits that are not sustainable into the future and
we may have to be willing to admit that mistake and to admit that,
in the future, beneficiaries may not be able to claim all the benefits
that have been promised in the past.

Let me start, if I can, and suggest some things that Congress
should not do in fixing the Medicare program. The first is essen-
tially under the broad heading of accounting gimmicks. That is ba-
sically shifting costs from Part A to Part B. They do nothing to
alter the structural problems of the system or to do anything about
the long-term costs within the system.

Medicare Part B is adding tremendously to the deficit and will
be just shifting costs from one group of American taxpayers to an-
other group of over-burdened American taxpayers, so it is nothing
to fix the system and is simple gimmickry.

The second, is Congress should resist any increase in the payroll
tax. The payroll tax increase necessary to keep the trust fgnd in
balance will be significant. It is going to have to be somewhere over
3.5 percent, at least, perhaps more. That would be a significant
burden on working America, with the payroll tax being a terribly
regressive tax and a job-destroying tax.

I should just mention that the last set of payroll taxes increases,
for example, according to the Congressional Budget Office, between
1979 and 1982 destroyed over 500,000 jobs per year and resulted
in a $25 billion a year loss to the gross domestic product. I do not
think that is where we want to go.

Likewise, I do not think we should increase Part B premiums. I
know that was a big part of many of the plans last year, but I be-
lieve that is the functional equivalent of a tax increase and it is
simply funneling more money into a system without making any
structural changes.

It is, in essence, especially on a program in which 97 percent of
the elderly pay, a tax increase on the elderly, who would then have
to pay more money for a system that has not been fundamentally
reformed. Absent any structural reforms, I would be opposed to any
increase in the Part B premium.

Finally, I think we need to be very.cautious in two other areas.
One, is in reducing reimbursement rates. The history has been
that, despite whatever projections have been made for reimburse-
ment rates, they have actually had little impact on total spending
within the Medicare program, that physicians and others find a
way around them.

It is sort of like trying to catch mercury in f/our hands. You find
it one place, and it squirts out someplace else. People unbundle
services, charge for different diagnoses, run patients through fast-
er. So it does not do anything to really restrain costs, but it can
have an impact on care. There is at least some evidence that the
quality of care deteriorates when you cut back reimbursement
rates.

Likewise, managed care needs to be approached very carefully.
It should not be seen as a magic bullet. The evidence to whether
nlllanaged care will actually reduce costs in the long run is not
there.

We see one-time cost reductions when people shift to managed
care, but year-to-year increases appear to be comparable, at least
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premiums in the private sector, to those in the fee-for-service
health insurance market. So, we need to be very careful of that.

We are seeing some quality problems cropping up in the man-
aged care Medicare market already, people reporting difficulties in
seeing their physician, access to care, and other quality problems.

What would I suggest we should do? I suggest that we should
make changes that fundamentally restructure the program, begin-
ning with raising the deductibles, particularly under Part B. The
$100 Part B deductible is absurdly low, amounting to almost first-
dollar coverage and exacerbating all the problems of third party
payment and encouraging over-consumption and over-utilization.

I would suggest that that needs to be increased. If you were
going to keep it just constant with inflation, you would have to
raise it to about $400, and I can see raising it even further.

You should allow the elderly who wish to do so to opt out of the
Medicare program by taking a flat dollar amount voucher and
using that for whatever private insurance they prefer to purchase,
whether it is managed care, whether it is private fee-for-service in-
surance, or, yes, even medical savings accounts. They should be
able to have that option.

We should raise the eligibility age for Medicare in line with the
increases in Medicare with the eligibility age for Social Security
and link them permanently in the future. If you make any future
changes to the eligibility age for Social Security, Medicare eligi-
bility age should rise along with it.

You are going to have to face one of two options, I think, how-
ever. I think that you are going to either have to decide that you
are going to say that Medicare will not provide first-dollar health
insurance coverage for the elderly any further, in which case I
would suggest the best way to do that would be to continue raising
the deductible levels gradually each year until Medicare is trans-
formed into a back-up catastrophic insurance plan that essentially
protects individuals so they will not lose their home if they come
down. with cancer, or something of that nature, while the young
worker will begin to have to save now for the future for when he
retires, recognizing that he will have to pay most of his own health
care costs at his retirement.

Last, I would consider very seriously that we need to look at the
work of Thomas Saving and others who have suggested that we can
allow young people to take the portion of the payroll tax currently
being devoted to the Medicare Part A system and essentially opt
out with that, allowing them to purchase a private annuity with
that that would kick in at age 65 and purchase them a health in-
surince plan. I think there is a great deal of work still to be done
in that.

Senator ROCKEFELLER. To allow them or require them?

Mr. TANNER. I think I would allow them. I do not think I would
make it a mandatory system. -

In conclusion, let me just suggest that I think that there are fun-
damental problems in the Medicare system that are structural,
that cannot be fixed by tinkering around the edges. We simply can-
not sustain all the promises we made in 1965. It was a nice idea.
It cannot be done without seriously over-burdening the economy
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and the American taxpayer. We are going to have to face up to
making some significant changes in the future.
Thank you, Mr. Chairman.
Senator GRAMM. Thank you, Mr. Tanner.
[The prepared statement of Mr. Tanner appears in the appendix.}
Senator GRAMM. Robert Helms.

STATEMENT OF ROBERT B. HELMS, Pu.D., DIRECTOR OF
HEALTH POLICY STUDIES, AMERICAN ENTERPRISE INSTI-
TUTE, WASHINGTON, DC

Dr. HELMS. Thank you, Mr. Chairman. As the last person on the

ganel,_ many of the points that I made in my written testimony
ave already been made. Let me say that I agree that the mag-
?itudle of Medicare's long-term financial problem is a serious one.
t is large.

I think the financial imbalance is large by almost any standard
we want to use to evaluate it. I was impressed by the amount of
the unfunded liability in the present value figures Tom Saving pre-
sented to you last week. Those are astounding numbers.

I do not think Medicare’s fundamental situation is well under-
stood by the general public, or most members of Congress. But
after listening last week to 14 papers at a Medicare conference at
Princeton and reading through the testimony that was presented to
you last week, I do not think there are very many health policy ex-
fl‘)mfrts that are being realistic about the implications for N?edicare’s

ture.

So I want to second all of the appeals that I have heard from the
other panel members here today about how serious this problem is.
We need to get into a more fundamental debate, and sooner rather
than later.

We have about 14 years before the baby boom generation starts
to turn 65 and becomes eligible for Medicare under current law.
Many people that will be retiring in: future years will have been in
various kinds of managed care plans or employee benefit plans
where they are accustomed to making choices among plans and
being subject to cost-control strategies. They will be more accept-
able to change than many of those currently on Medicare.

I would like to make some quick remarks about some of the op-
tions that were presented to you last week. I have testified a num-
ber of times over the last several years about the effects of using
a regulatory approach in the health care sector.

It is far better to have reform based on market or competitive
principles where you get the incentives right than it is to continue
to think you can just ratchet down on-rates. Price controls create
situations of excess demand where consumers and providers have
very strcng incentives to avoid the controls. I think we know
enough about the economics of health care to devise a better
system.

There were three options that were discussed last week. One pre-
sented by Lynn Nichols from The Urban Institute was called struc-
tured competition. This term refers to a class of proposals some-
what similar to managed competition. Proposals of this type try to
make the market work by legislatively prescribing the benefits to
be offered and other detaif;. about how competition should work.
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The advantage is to make comparisons easier for consumers, but
if you have the government defining the benefits, you get yourself
into a very difficult political situation.

I think we could look at the history of Medicare and say that
when the Congress gets to defining benefits it is going to be subject
to a lot of political pressure, and the outcome is probably going to
be expensive and not necessarily what consumers would choose on
their own.

The second approach is called a defined contribution plan and
has already been discussed. I think there is an advantage to a de-
fined contribution plan where, for each eligible Medicare bene-
ficiary, you establish a fixed amount of payment per year. As
Stuart Butler had said, there are various ways that you could de-
termine the defined contribution. One of the advantages is that it
would force the Congress to decide about how much to pay for Med-
icare compared to all the other things in the budget.

At present, we have a system of open-ended entitlements where
all kinds of things such as the social functions of Medicare that
Stuart Butler discussed and graduate medical education are hidden
in the budget so that the total burden of Medicare is less than obvi-
ous. I think there is an advantage to making this budget decision
“transparent,” as the Europeans say.

If you have a defined contribution, you create a greater role for
the price system. Competing plans would have to design a health
plan that they think consumers want. They would also have to set
the prices for that plan. If they do it wrong, consumers would pun-
ish them. That, to me, is how a market could work.

There are special problems in health care markets, as Karen
Davis keeps reminding us. I think it is better if we are explicit
about how much we want to subsidize the poor. I do think there
is a case for helping some of the poor, but we should not hold the
rest of the system hostage because of our concerns about the poor.

The third approach is the Tom Saving/Andy Rittenmaier pro-
posal that was presented last week. I think it is called PRIME,
Personal Retirement Insurance for Medical Expense. I view this as
a very welcome addition to the debate. It is the only proposal I
have seen that tackles the difficult, long-term problem of reforming
the financing of Medicare.

This is a work in progress. So far, they have devoted most of
their attention in this elaborate study to trying to show that you
can restructure the financing and make it work. They assume that
there will be catastrophic coverage provided by Medicare, but there
is very little discussion at this point about the details.

I see their research as an ambitious effort. I think it is easy {o
predict that the kinds of assumptions they are making are the
types of things that are going to draw a great deal of attention
from economists, because they love to debate these kinds of things.
But I have known Tom Saving for a long time and he is certainly
up to defending himself in that debate.

Let me close with this one observation, Mr. Chairman. Maybe
sometime in the next century the Chairman will have a grandchild
that will continue the Gramm family tradition by writing an article
in the Wall Street Journal comparing all of us here today talking
about the future of Medicare to those alarmists back in 1867 who
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were predicting doom and gloom when the supply of whale oil was
to be depleted.

You might remember, Mr. Chairman, you did write a Wall Street
Journal article about this in the middle of the energy crisis.

Maybe those of us here are in the same boat in our predictions
about Medicare. We could turn out to be wrong, but right now I
sort of doubt it. But I think the main lessons that we should learn
from history is that we should try to create a health care system
that can respond to unpredictable future conditions.

The longer we stay with current Medicare policies, with its
known faults, I think the less chance we will have to save Medi-
care—or, that is, to save it in a way that will actually improve the
health and well-being of the elderly. Thank you.

Senator GRAMM. Thank you.

[The prepared statement of Dr. Helms appears in the appendix.]

Senator GRAMM. Let me just say two things in following on to
what you said, Robert. First of all, Tom Saving’s work is not only
work in progress, it is really work that is just beginning. They are
sort of in the stage of getting their financing and expanding their
thought process on it. I do believe that it is the only new, innova-
tive work that I have seen in this area in a decade, and I think,
therefore, it is very important.

I would say, second, in responding to you that this is an area
where we have got to think big.

I think anybody who is defending the status quo in anyway other
than our commitment to helping people get access to quality care,
I think, either does not understand the magnitude of the problem
or does not want to understand the magnitude of the problem.

I hope that there will be a grandchild writing in the Wall Street
Journal about how these new ideas came about to solve this prob-
lem. I want to be sure they do not think their old grandpa was de-
fending the status quo when the roof fell in. If they listen or watch,
they will know that that is not the case.

I want to begin my first round of questioning, and we may have
a couple of rounds. One of the things that one of you mentioned—
maybe it was you, Robert—was disproportionate share and grad-
uate medical education subsidies. Medicare is substantially funded
by seniors. It is also funded by a payroll tax, which does not tax
rents, interest, and profits.

Yet, we clearly have in this program general subsidies. I think
if we are looking at extending the life of Medicare, one of the
things we need to look at is whether we should be funding dis-
proportionate share, which is a welfare program, in a health pro-
gram that is in the red, on the verge of insolvency, and that has
a short-term financial crisis like no other program in existence in
the country.

Should we be subsidizing those things out of the “Medicare Trust
Fund,” or should they be taken out, made transparent, put in the
appropriation process, and debated. Shouldn't we have a real de-
bate on graduate medical education, where we know how much
money we are spending on graduate education? Shouldn’t we have
a real debate on disproportionate share? Should we make those
changes?
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Let me just start with Stuart, and we will just go down the line
and get everybody to respond to it.

Dr. BUTLER. Well, I think we certainly should make them trans-
arent and decide what they should be and how they should be al-
ocated. But I think, as you would agree, Mr. Chairman, that in it-

self is not a structural reform.

Senator GRAMM. Oh, I understand that.

Dr. BUTLER. It is similar to shifting. But I think it is very impor-
tant to do that and I think that, as we have seen health care be-
come much more competitive, we see marginal revenue gravitating
toward actual marginal cost. So it makes these additional costs a
big problem for specific hospitals. Therefore, it is very important to
take this out, talk about it explicitly, fund it directly, and decide
what we are going to do and to what purpose.

Senator GRAMM. Dr. Davis.

Dr. Davis. Mr. Chairman, I would first of all would like to say
that I, along with you, agree that graduate medical education and
support for hospitals serving low-income populations is very impor-
tant, and I think Medicare ias contributed to improved technolo
and life expectancy because it has supported, indirectly throug
Medicare, academic health centers for their research and translat-
ing innovation and technology in the medical practice. So I think
those are important to preserve in some form, and I think debating
the appropriate level,and mechanism is also worthwhile.

Last weekend, I did the math and was a little bit surprised to
find that if you moved DSH and graduate medical education out of
A into, let's say, B or into an appropriation, it actually has the
same magnitude as the President’s proposal to move part of home
health out of A and into B.

So you are talking about graduate medical education of about $6
billion a year now with Medicare, DSH about $4 billion. You are
really at about $10 billion a year, and that is basically what the
President’s proposal is talking about.

So it kind of clicked when I saw the numbers were the same, and
whichever one you are talking about, shifting part of home health
or DSH and graduate medical education out of A, what it does is
to bring revenues and outlays more in line immediately in Part A
and make achieving a rate of increase that is a little more sustain-
able a lot easier to do.

If you do not move something out of A, you really are talking
about absolute negative declines in Medicare Part A spending,
which you really cannot pull off. So, because of that, just calculat-
ing the math, it struck me that thinking about moving graduate
medical education into B or moving it into a mandated appropria-
tion, whatever the term of art Congress used last time, is some-
thing worth thinking about.

Senator GRAMM. Well, before I go on, let me say in response to
that, I am not talking about moving it into B. '

Dr. Davis. I meant B with general revenue financing, but with-
out a premium contribution from beneficiaries for a general societal
good of graduate medical education.

Senator GRAMM. I think it is important. There is an element of
reform here, going back to what Stuart was talking about. What
you are saying is, Medicare is Medicare. If we are going to ask a
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specific group to pay for substantial parts of it, it ought to be about
them. They ought to be the beneficiaries.

Medicare was like a huge train with lots of empty compartments
and massive amounts of money. Over time, everybody got their
hand in it. Now, nobody is saying these programs are not wonder-
ful things. Graduate medical education is critical to my State.

I am a firm believer in science. Education is critically important.
But the question is, should some congressional panel somewhere be
debating this rather than it being a residual on Medicare? I think
the answer is, clearly, yes.

Should some other committee be debating disproportionate share
as a welfare program rather than asking seniors to subsidize poor
people in a hidden way through Medicare?

If you are going to achieve real reform, I am becoming convinced
you need to take those elements out of Medicare and really begin
to focus on what is the true financing.

I do not think you are getting a fair financial picture of Medi-
care—even though it does not change the big numbers—when you
have it subsidizing welfare programs and subsidizing graduate
medical education.

I mean, those are big-dollar items, and they are critically impor-
tant. I support both of them in some form, but they are not Medi-
care. What is really your evaluation of that? Go ahead, Mr.
Etheredge.

Mr. ETHEREDGE. Well, I agree with you completely on both of
those counts.

Mr. TANNER. 1 also agree completely. It causes two problems.
One, as you say, it is sort of distorting what Medicare is. Second,
it also manages to just sort of disguise these appropriations in a
v;lay that you do not have the debates necessary over policy, over
these.

I think there are some serious debates coming up over medical
education and what should be subsidized, what should not, what
types of physicians, what should and should not, all of those sort
of issues that I think get swept under the rug when it is part of
an entitlement process rather than as an appropriations process.
So I think for the benefit of both programs, it should be out in the
open.

Dr. HELMS. Given what I said before, I certainly support what
you have said. Graduate medical education is a valuable part of the
medical system, but so is training engineers to build safe bridges.

I do not see the justification for continuing GME as an entitle-
ment program which automatically goes up in a hidden way. So,
I support having a more explicit discussion about what we want to
buy with the taxpayer's Medicare funds.

Senator GRAMM. I_have felt for a long time, in listening to dif-
ferent members of what I would call the academic intellectual com-
munity or university-centered think tanks around the country, that
there is a growing consensus in favor of giving Medicare bene-
ficiaries more choice.

We all know Senator Rockefeller has introduced a bill that would
move in that direction. Senator Widen is now a leader in that proc-
ess and has introduced a bill that would expand choice. So this is
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something that both parties are now talking about, and I find
across a broad political spectrurh people are talking about it.

_ Let me just be sure I have got everybody’s opinion. The question
is, do you believe that rather than just having the choice between
conventional Medicare and an HMO, we ought to have at least a
substantial expansion in choices, and perhaps a dramatic expan-
sion in choices?

Dr. BUTLER. Yes.

Dr. Davis. I believe in choice, trained as an economist, as I know
you are, and believe that people should have opportunities. But 1
do not believe that seniors should be exposed to inferior products
or poor buys. So my first interest in expanding choice is to make
sure that every plan offered to Medicare beneficiaries meets high
quality standards.

Currently, Medicare does not require accreditation of managed
care plans. There is an accreditation process in the private sector
through the National Committee for Quality Assurance.

If you were to say to me, as long as you guarantee accreditation
by NCQA, as long as we get adequate quality data on these plans
and monitor their performance in meeting quality standards, make
that information available to beneficiaries in a uniform way, then
I am with you on the quality part.

On the price side, I want to make sure that what we are offering
to beneficiaries is a good buy. I do not think that the performance
of private indemnity meets that test. I think what we have seen
with Medigap is unacceptably high administrative costs. Even in
the managed care field, you have got 15-20 percent administrative
costs. I would want some standards there.

Basically, I would not expand it beyond health care delivery sys-
tems to insurance products until we can solve the way we paid for
this, the way we set a voucher, the way we set a capitation rate.

So, certainly managed care that meets quality standards should
be available choices for beneficiaries, but let us not open Medicare
up to everything under the Sun until we have those quality stand-
ards in place and until we have a way of paying managed care
plans that Medicare does not lose 6 percent for every beneficiary
that enrolls in it.

Senator GRAMM. Well, do you consider the Federal system that
Senator Rockefeller and I choose from, where companies have to go
through an evaluation to get on that list, a system where the gov-
ernment is assuring quality?

Dr. Davis. I like a platter of choices, so I do not have any prob-
lem with that. There is a lot of myth about the Federal Employees
Health Plan, though. The Commonwealth Fund supported a study
of the Federal Employees Health Plan.

If you look historically, the premiums in the Federal Employees
Health Plan have really gone up at the same rate as health spend-
ing in the economy as a whole. There is no real evidence that it
is cheaper. You get problems of adverse risk selection because there
is not a uniform benefit package in the Federal Employees plan.

Federal Employees has actually not been very aggressive about
negotiating the premiums. They have been pretty much a price-
taker over the years. They have not really negotiated.



90

They have not used the purchasing clout that Medicare has on
behalf of 38 million beneficiaries to get a good price out of managed
care plans, and they really do not have a system of quality stand-
ards that ensure that there is quality care in the plans.

So, I like the idea of a platter of choices, I like opening up choices
to Medicare beneficiaries, having a formal annual enrollment proc-
ess, informing them of the choices that are available to them. But
I think we overstate how wonderful the Federal Employees plan is.
It opens up choice, but if you really look at the trends over time
it is not a lot better than anything else that has gone on.

Senator GRAMM. Let me get everybody else to quickly address
this, then I will recognize Senator Rockefeller.

Mr. ETHEREDGE. Senator, obviously I like more choice. That is
what I testified on. But having worked at OMB in four administra-
tions on Medicare, I worry about it because every time Medicare
has added more choices in the past it has expanded the costs.

In fact, if you look at most OF our runaway costs today, they come
from past attempts to add choice. We started with hospitals, and
that was going up 17 percent a year, so we added nursing homes.

Senator GRAMM. Well, those are not choices, those are benefits.

Mr. ETHEREDGE. They are different kinds of providers that were
allowed into the program. We added home health, we added out-
patient surgery. If you look at the uncontrolled parts of the pro-
gram—we added HMOs, and I helped do all of these, I must say,
and we wound up overpaying their costs. So I agree with many of
the things Karen has said but we are going to have to make sure
that we structure competition this time.

The two big mistakes we made over the last 20 years, in my
view, were allowing anyone in regardless of whether they were a
better value or lower price, and whether we could control the qual-
ity and deal with fraud and abuse. So I think we need to be selec-
tive and make sure. That is why I talk about preferred provider ar-
rangements, where we know we can control the fraud and abuse
and have quality providers.

Second, we need to use markets to set prices for these new
choices; because of the regulatory prices we have always wound up
getting taken to the cleaners.

Mr. TANNER. I would strongly support increased choice, as much
choice and diverse a choice as possible. I would just suggest that
I am very confident that individuals can decide for themselves
what is quality and what is cost effective. »

In fact, on something as personal as health care, I want to make
those choices for myself. I really do not want the government tell-
ing me what they think is quality care for me.

Dr. HELMsS. Well, certainly I support more choice. I think Karen
and Lynn both have made very good statements on what may be
called structured competition, {Kat is, competition with rules.

I would agree with them that neither the choice part of Medicare
nor the FEHBP program are the best models for a competitive pay-
ment system. They have some good features, but they could be im-
proved by the use of a fixed payment that is not based on FFS
payments. :

enator GRAMM. In recognizing Senator Rockefeller, let me say,
Mr. Etheredge, that I am in total agreement with you. I am not
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aware of a single case where we have added a benefit, as I would
call it, and that benefit displaced cost in another area that paid for
it.

Each and every one of those added benefits that I am aware of
has been a failure, if the objective was to control costs. Adding
home health care clearly did not send people to the hospital less,
and I do not see any evidence that hospital costs were reduced
enough to pay for expanding home health care benefits, which is
now the exploding, runaway, renegade part of the budget. I think
your point is a very, very good point.

Senator Rockefeller.

Senator ROCKEFELLER. I think this discussion is interesting in
one respect, because I think it shows that, although all are val-
iantly trying, all are slightly missing the point. I say this, obvi-
ously, to be provocative, but also because I believe it.

What Mr. Tanner said, for example, I do not want government
telling me what to do because I can choose quality for myself, with
all due respect, sir, I do not think you can, particularly if you be-
come very sick. You just do not know enough about it.

Mr. TANNER. It is the fundamental, philosophical difference be-
tween us, Senator.,

Senator ROCKEFELLER. I know it is a philosophical difference.
But when it gets down to your life and death, it may be a philoso-
phy that you regret having adopted. In any event, it is like the
question where I think we are also at cross-purposes here on the
savings plan which you talked about very much, where he was say-
ing that intragenerational competition could be eliminated and
intragenerational decision-making made better by having 20- and
30-year-olds pay for themselves, and 35- and 40-year-olds pay for
themselves, et cetera, so each one takes care of itseif, you do not
have the working supporting the old.

I come from a State which is right now experiencing a great deal
of flooding, and you have got some in your State, too. Always the
fascinating thing, if there is anything you really can predict in Ap-
palachia, it is a flood. I mean, you cannot predict cancer in life, you
cannot predict coronary disease in life. You can have genetic pre-
dispositions, but you cannot predict it.

You can predict floods in Appalachia, where 4 percent of the land
is flat and the rest goes up or down. Nevertheless, about 4 percent
of the people have flood insurance who live along the streams and
rivers.

Every year, there is an effort made to try and get them to change
their ways. It does not work. Jt just does not work. People do not
always do what is in their best interests because of competing eco-
nomic realities in their life, competing economic needs that require
attention on their part.

So I really question whether that will work. The whole discussion
about GME not covering the disabled, which we have not men-
tioned today but which was mentioned at our last hearing, and
DSH. I think the point was well-made, I think by Karen—I think
you have all made it in a way—you do all of that, but you do not
really change the numbers very much. There is cercainly a philo-
sophical change. Therefore, let us strip Medicare clean of every-
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thing that does not have directly to do with reimbursing Medicare
costs.

But then as you wander through testimony, and I will admit,
Karen, in yours in this case, let us not lose sight of Medicare’s
goals, to provide health and economic security to older Americans,
maintain improved access to care, provide longer and healthier
lives, at the same time as you are saying that we are losing, what
is it, 6 percent on every Medicare patient.

So at some point, one is faced with a larger philosophical ques-
tion, which I know how I want to answer, but I do not know how
I am able to answer at this point. That is, can the program be af-
forded? I am not really sure any of you have made the case for
making changes that will, in fact, call for the type of savings that
Senator Gramm introduced this whole discussion with. You have
peeled off GME, you have peeled off the disabled, you have peeled
off DSH, and it is minimal. :

Actually, when Phil Gramm opened all of this he said, we can
cut $100 billion, $150 billion, $200 billion out of Medicare over the
next 5 years, 10 years, 7 years, whatever. It will not make any dif-
ference. It makes no difference for the long term whatsoever.

So I think the challenge that I would put to you is, do you really
feel that any of you in your testimony, other than on the more lib-
eral side, that we are in perilous times, we have to do some ve
different things?

We certainly have to look at GME. But, on the other hand, we
cannot compromise on quality of care. We have to insist that the
government—and I happen to zgree with you on that—monitors
and establishes quality, because 1 think that is a necessary factor.
We have to wait until the market system adjusts, the way I see the
market system adjusting and health care calming down or settling
in 15 or 20 years. But we cannot wait that long, by definition.

So on that side, yes, we have to do some things, but let us re-
member the purposes of Medicare, and we cannot compromise on
those purposes, which, in a sense, to me says no real change. Then
I would invite your argument.

On the other side, saying things like medical savings accounts,
or let people who are spending money make the choices themselves.
OTA did a study in 1994 which summarized a lot of research on
the whole area of cost sharing.

What they basically came out with, and you can agree or not
agree with them, they said that cost sharing is cost saving, but
principally because it deters individuals from seeking health care
services, potentially beneficial treatments, as well as necessary
care.

No evidence exists that people make better choices and decisions
about their health care when they bear some of the cost. Once a
patient is in the pipeline, the amount and the cost of their care was
largely unaffected by cost sharing and determined principally by
their physician, which I think is probably a fairly fair assessment,
in view of the fact that people sort of give themselves over to their
physicians.

I want to use my physician, I do not want my physician taken
away from me. That is an expression of trust and confidence, a

-
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bond, which implies a relationship, almost Confucian; you accept
the mandate of the ruler.

But, in any event, I am struck almost, not by hypocrisy, but by
the fact that we are talking around all of this. fthink I worry
about that because I share ghil Gramm’s sense of real fear about
the future of Medicare and having it sustained financially. I also
feel that all five of you, in some ways, have kind of nibbled. I invite
response.

Mr. TANNER. Senator, I think I actually specifically said, Medi-
care cannot be sustained with the promises that were made in
1965, and said we have to face up to that fact. I suggested that we
increase deductibles gradually and transform Medicare into a back-
up catastrophic policy rather than any attempt to provide first-dol-
lar health care coverage for all of the elderly.

So I would suggest that we do need much more radical changes
than just tinkering around the edges, just doing a few billion fol-
lars here, a few billion dollars there.

Beyond that, I guess, again it comes down to our fundamentalist
agreement, that I do believe people make rational decisions, that
people are not pawns at the hands of their doctors, that people are
capable of thinking for themselves, even when faced with their doc-
tors.

I can tell you, there is a wide variety, I believe, of literature out
there on that from the Rand health insurance experiment and sev-
eral others that indicate that. But I can just give you my own case
on that, Senator.

1 suffer from very severe sinus headaches, and I can treat them
either with Advil or I can get an Empirin with codeine prescription
for them. Codeine works a little bit faster and knocks it down a lit-
tle bit better, and it is about $65 a prescription, versus about $5
for the Advil. But I have a prescription drug card, so I can get that
codeine for $5, and I get it every time. If I were paying for it out
of my own pocket, 7 would be looking for Advil.

So, I do think people are capable of making rational decisions
when it comes to cost in their lives. Only about 14 percent of care
is emergency care. The rest of care, people can and do make deci-
sions around the margins.

Senator ROCKEFELLER. Yes. Although I would respond to that,
that a good deal of the cost of the care comes in the latter stages
of people’s lives, when their whole attitude about sustaining and
choosing between Advil and something else is a little bit different.

Dr. BUTLER. Let me try to answer your provocative challenge in
a slightly different way. When you are looking at a program, or
really anything, where the cost is outstripping the ability to pay for
it, you really have several kinds of ways of dealing with that situa-
tion.

You can try to just pay less and hope you will still get the same,
and approaches we have tried in Medicare try to cut costs by reduc-
ing the amount we pay or reducing the rise in the amount we pay
to physicians and to hospitals. Or you can say, let us see if there
are w:(a{ys in which we can actually get a higher level of care for the
same dollar, in other words, improve efficiency. I think a lot of the
things that we are talking about on this panel attempt to say, let
us look and see if there are different ways that we can organize
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Medicare so that it is more likely that we will begin to get a higher
level of efficiency in the system. Moving to a competitive system of
competing plans is one element of doing that.

Changing the way you pay is one way to help do this. If you pay
as we do in Medicare today, with a certain fraction of what we pro-
vide to one set of type of providers is paid to HMOs, the chances
are we will not get a very efficient outcome. Lo and behold, that
is exactly the case.

Senator ROCKEFELLER. Stuart, let us use the telemedicine as an
example. Let us say telemedicine just eliminates all kinds of hos-
pital visits and all kinds of costs. It is just in the infancy stage, but
if a kid from McDowell County, WV, can learn Japanese language
in a classroom being taught by a professor at the University of Ne-
braska, surely there is hope for telemedicine in medical care.

But even as you do that, a point that Phil brought out at the first
hearing, if 200,000 more people are getting onto Medicare per year,
I think you said in recent years, it is going to be 1.5 mi?lion per
year starting fairly soon, for the next 20 years. So that saving is
obliterated 55 times over by the sheer numbers of what is upcom-
ing. So this whole question of making Medicare more efficient so
that you can deliver services at less cost or whatever, I even ques-
tion that.

Dr. BUTLER. But the reverse is clearly not the case. You do not
say, well, let us not try to make efficiency improvements.

Senator ROCKEFELLER. That is true.

Dr. BUTLER. That gets you then to the second element, which is
o decide, well, we do have to make some priority decisions as a
country in terms of what is to be provided, under what kind of cir-
cumstances. Those of us who argue for any kind of defined con-
tribution in any form or explicitly saying how much are we going
to pay for this program are at least facing up to the fact that a de-
cision has to be made.

As long as we are in a program that says, we just promise you
this and we will keep our fingers crossed that somehow, some-
where, somebody will figure out how to pay for it, that is what we
have got to get away from. I think that those of us who ar%:Je that
we have to face that now are doing exactly what you are challeng-
ing us to do.

Yes, it is going to mean some tough decisions. It may well be
that more affluent elderly, or maybe even some poor elderly, end
up getting exactly the same level as today, hopefully a more effi-
cient system than today. But that is a kind of decision that we
have got to make, and I think that is very clear. I think we are
facing up to that.

Dr. Davis. If I could answer in just a little different way, that
Medicare is projected to go up 9 percent over the long run and tax
revenues and the GDP, the economy, are projected to go up 5 per-
cent, it is a judgment call.

But my view is, if you did telemedicine, if you did preventive care
for diabetics, if you used prospective payment for all Medicare serv-
ices, if you tried expenditure targets, if you opened up all the
choices, then Medicare can maybe grow at 7 percent, because that
is basically what we are expecting for private health expenditures.
So you could get 2 percentage points of that difference by trying all
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of the good ideas that you have heard here today, but you are still
going to have a gap. I think what you heard is some personal pref-
erences across the panel about how to deal with the rest of that
gap, but there are really only two basic options. That is having
beneficiaries pay more, such as a $2,500 deductible, or catastrophic
coverage, or defined contribution, or vouchers, basically shifting it
to the beneficiaries, or you can look at taxes and say that it is
going to take a bigger share of the economy, it is going to take a
bigger share of the Federal budget to really guarantee Medicare’s
goal of assuring access to quality services for Medicare bene-
ficiaries.

Now, is that affordable? It is a public policy decision. But we
have an economy that is growing, so even if you were to increase
that revenue flow from 5 percent to a 6 percent or 6.5 percent rate
of increase, you could achieve solvency and still have more of the
economic pie left over for everything else. So I think that there is
a way to do a combination of these things.

The $100 billion is significant for our first 5 years’ savings by
tightening provider payment rates and tightening up what we are
paying for managed care plans. That is an important contribution,
brings down growth in spending by 1.5 to 2 percentage points.

So, I think it is not an either/or. It is not that we have got to
do all of this by squeezing Medicare down so it absolutely declines.
It is not giving up on benefits. It is not a generous benefit package.
Beneficiaries have high cost-sharing already.

I think if we really look at who a beneficiary is today, we see
most of these expenditures are concentrated in 10 percent of bene-
ficiaries that include the dying, they include people with Alz-
heimer’s, they include people with pulmonary disease, they include
people in nursing homes.

These are people who are not making cost-conscious choices
every day. There are people who are already spending $8,800 a per-
son out of pocket, so to increase cost sharing, increase contribu-
tions, is not realistic once you look at who the beneficiaries are,
their health status, their income, and what they are now paying.

There is not a lot more to come out of beneficiaries, maybe some
high-income beneficiaries, some healthy beneficiaries. But for lower
income or the modest income, which are the bulk of the elderly, for
those who are very frail, I think we are beyond the limit now of
what we are asking them to pay.

Mr. ETHEREDGE. Let me try to get some variety here too and to
give a provocative answer to your provocative question. Much of
the discussion I hear here in Washington and on this panel, I
think, kind of reflects regulatory capture by the industry of the
whole political process.

What you hear are pure examples of regulatory capture, where
the industry gets policy makers convinced that their revenues
ought to go up, that their real incomes ought to keep growing, and
that we should just presume that the value is there already and
will continue to grow at those rates, although there is almost a vir-
tual absence of evidence for much of that.

You can look at particular things like the profit rates that aca-
demic health centers have, the 18 percent margins they have now,
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the GME, and other things built into the Medicare program. So
that is sort of a provocative answer.

If you looked at health in inflation as an economist, you could
say what we have is an industry with 30 or 40 percent excess ca-
pacity and the buyers with $1 trillion of purchasing power, includ-
ing Medicare with $200 billion of purchasing power, have barely
begun to use that power in the marketplace.

You could look to people like Uwe Reinhart, who make very good
points that people in other countries get many of the same services,
and sometimes even a higher volume of services, than in this coun-
try. Largely, what we are doing is transferring more income per
provider from payors to providers.

So that is a major caveat I would put to Medicare projections. I
do not know how much we can get from beginning to use a market,
but I think we really have got to try and give a market a chance
to work. I do not see the evidence that the industry has ever put
forward to show that they can justify the trillion dollars that they
are spending now, let alone the rates of increase built in in the fu-
ture.

I say that about the Medicare program, too. We do not have good
measures of the value of the $200 billion we are spending a year
now.

Let me mention one example. As managed care companies have
begun to look at where you can save money in Medicare, they are
finding new ways to serve the dual eligibles. There are about six
million of them who are qualified for Medicare and Medicaid.

Bruce Vladick has testified that those six million people are
about 50 percent of Medicaid costs, and 25-33 percent of Medicare.
Those six million people who are dual eligibles, roughly 50 percent
of Medicaid and 25-30 percent of Medicare. That is how con-
centrated that expense is.

When the managed care companies begin to look at that popu-
lation, they are finding major ways to reduce the hospitalization
rates of people in nursing homes—and that is mostly where this ex-
pense is—by 40 percent.

How? Very simply, by putting better primary care in nursing
homes. Those people with Alzheimer’s, for example, in nursing
homes do not get much primary care. We have a very hard time
getting a physician to see them every 60 days, and you have to
bﬁat up the nursing home through the regulatory process to do
that.

By giving them influenza and pneumonia vaccinations, for exam-
le wilere the rates have been as low as 5 percent in some nursing
omes, by getting them taken care of in the nursing home so they

do not get sent to the hospital, you are giving them better medical
care and are saving a lot of money in the process.

This is part of the ping pong between tﬁe States and the Federal
Government. If the nursing home sends someone to the hospital,
the Medicare cash register rings for $10,000, so States have no in-
centive to provide basic primary care in the nursing home.

It is just an example of where, when you begin to look explicitly
where the Medicare costs are and the management opportunities,
we are finding ways that you can reduce costs quite substantially
with fairly easy interventions.
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Congestive heart failure is another example where managed care
companies are having a nurse practitioner and volunteers call peo-
ple with congestive heart failure every day or two and ask just two
questions, what is your weight this morning, because that build-up
of fluid is an early indicator of a potential crisis, and how are you
feeling.

Just those two questions are early warning enough that they are
reducing hospitalization rates by 30 percent more. So I agree with
everything you have said about questioning the Medicare projec-
tions. I have worked on Medicare for 20 years, and the lines have
always gone like that.

I do not think we have begun to put in the kind of sustained ef-
fort to find savings, to find ways to provide better medical care that
Medicare needs to to be sure that we need to pay those projected
costs in the future. Maybe we do, but I just want to add into the
conversation that Medicare needs to do a lot more effective pur-
c}}:asing of care and effective management of the program than in
the past.

Senator ROCKEFELLER. If I could give the other two a chance to
respond, if they want to. I think you did, Mr. Tanner. Incidentally,
I think I made a mistake. I think I said that the government
knows better about your health care than you do. I meant the doc-
tcl)r, if I did say that. I am sure that I did. But I want that very
clear.

Mr. TANNER. I just caution the ability or the attitude that says
that we can sit here in Washington and develop the equivalent of
a 5-year plan that is going to reach into every hospital in the coun-
try and sort of devise the micro-incentives that are going to im-
prove the quality of health care or the cost effectiveness of health
care.

We simply do not have the knowledge or the ability to do that
from Washington. That needs to be done on an individual, case by
case basis, hospital-hospital, and in essence it needs to be done be-
tween the doctor or the other provider and the patient responding
to the market forces of that situation.

I think that if we sat down and tried, in the classic example of
how to devise to get the egg from the hen all the way to the omelet
in the morning, we would have 5,000 pages of Federal regulations
and 20 commissions, and we would never get an egg there.

I think we have to avoid that sort of attitude in devising these
cost-reducing incentives in the future. They will happen. They are
happening now and various things are on the market, but they are
not something that can be imposed from above.

Dr. HELMS. In my testimony, I tried to say that the financial sit-
uation for Medicare is a serious problem and that it is not well un-
derstood by the public, by the Congress, or even the health policy
community that I am a part of. I am sorry you interpret that as
nibbling around the edge.

In my testimony, I do not think I ever said that the Congress
would necessarily reduce Medicare payments.

The baby boom generation is going to gain in political power.

In the future, Congress may very well decide that they want to
spend more on the elderly, and that would be their explicit choice.
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In today’s system of open-ended entitlements, nobody has control
of the budget. Members of Congress continue to go to appropria-
tions committee meetings and every year they are told there are
less funds to do the other things that they want to do, things like
education, infrastructure, and even defense.

So I think the voters and Congress have to make those choices.
Whether they will actually choose to spend less on Medicare, I am
not sure. But I do think if we can work to improve the efficiency
of the system we have a better chance of actualfy improving health
care.

One more small point about quality. I think the process of qual-
ity competition is generally misunderstood, and we economists are
to blame.

It is easier to teach elementary economics if you abstract from
quality competition. In every non-medical market, quality competi-
tion in terms of the product, the service convenience, and so on, is
a very important part of what we mean by competition. In the
world that I see for competition, I think you would get that kind
of quality competition in health care also.

Mr. DAvis. I wanted to comment on Mr. Etheredge’s point about
putting Medicare/Medicaid dual beneficiaries into managed care. I
am very alarmed by that.

Half of Medicaid/Medicare dual beneficiaries have very poor
health, 39 percent are limited in activities of daily living. The stud-
ies that have found that health status goes down in managed care
have been particularly true for low-income populations.

The studies that have been done on managed care and long-term
care show they are not providing home health services. It is also
the case that, if you put somebody in a nursing home, you can ac-
tually lower their Medicare costs.

So, an HMO that has a patient at home getting home care is
going to make a lot of money if they just put that patient in a nurs-
ing home. So I think we have to be very careful about putting the
most vulnerable beneficiaries, the dual Medicare/Medicaid bene-
ficiaries, in managed care.

Senator GRAMM. Let me conclude. Having listened to a very im-
portant discussion, I want to, after I am through saying just a few
words, let Senator Rockefeller also make a closing statement, then
we will both go back to work and let you go back to work.

I want to end the hearing on what I see as a positive note. First
of all, the recent article in the Washington Post, with all due re-
spect, suggesting that after 8 years of standing on the seashore
looking at potential competition, we have somehow realized all the
savings to be had from competition is absolutely absurd.

Second, the system is as it is today because of the incentives we
built into it. If we change the incentives we are going to change the
system dramatically. We now sit and spend endless hours worrying
about the cost of new technology.

The only market in the history of mankind where we have ever
worried about the cost of new technology is health care, under col-
lectivized medical systems. In every other market in history, new
technolo%y comes in when it is-cheaper.

Going back to my Wall Street Journal article, whale oil was used
as a principal source of lighting and of quality lubricants. The price
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of it started to rise on a secular basis and there was tremendous
hand-wringing about what was going to happen.

But what happened was, as costs started to rise on a secular
basis, an effort was kicked off to find a substitute. We have here
the heir of a great man who helped identify and develop that sub-
stitute. But you know something, the substitute was cheaper than
whale oil.

S?nator ROCKEFELLER. Those were my closing remarks. [Laugh-
ter.

Senator GRAMM. When the substitute came on the market, it
made everything cheaper, not more expensive. Why? Well, like the
first Churchill, the first Rockefeller did not have an incentive to
find a more expensive way to do it, he had an incentive to find a
cheaper way to do it. He found a cheaper, more plentiful product,
?nd Cghat product was crude oil, and millions of uses for it were
ound.

We have not yet lived a day in the modern era where technology
in the area of medicine was aimed at cost-saving. Medical tech-
nology has, in the whole modern era, been aimed at doing it better,
no matter how much it cost.

A final couple of points. There are ways of changing behavior by
simply changing the way, not the amount, we pay for services. Part
B premiums are a perfect example. Part B premiums have no im-
pact on behavior because you have to pay them, and once you have
paid them the marginal costs are the same. But if you simply con-
verted that Part B premium into a deductible, you would change
behavior instantaneously.

So I think there are many avenues. We have fallen into a pattern
of thinking where you have got the providers and the beneficiaries,
and you have to take it from one or both of them. Not so.

Of course, we have wanted to take it from the providers because
there are fewer of them and they are richer. But what we have to
figure out is how to reorganize the system and bring these competi-
tive forces to bear. It is going to be done. Ultimately, we are going
to solve this problem. The question is, are we going to do it sooner
rather than later? We can improve the quality of life for a lot of
people if we can do it, which is why we are here.

This is a tremendous problem, but, gosh, it is a great opportunity
to really do something worthy. Did you ever serve in the House?

Senator ROCKEFELLER. No.

Senator GRAMM, Well, there is in the House, over the Speaker’s
chair, a charge to its members attributed to Daniel Webster. Some-
time when we are listening to some dull State of the Union speech,
take a minute to read it. It says “Let us develop the resources of
our land, call forth its powers, build up its institutions, promote all
its great interests, and see whether we also in our day and genera-
tion may not perform something worthy to be remembered.”

If you save Medicare, it will be remembered. Now, you may well
be out of office back in West Virginia somewhere or back in Texas,
but if you do that, geople will remember.

I think that is what makes this exciting. I mean, this is one little
subcommittee that is dealing with a great big problem that is going
to affect every living person in America.
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We have an opportunity to do something about it. We have peo-
ple debating today how to fund investigating the President and the
Congress. Those are important things, but they just do not happen
to excite me. This excites me. I want to thank each of you for com-
ing.

If Senator Rockefeller wants to make a statement, we will end
with that.

Senator ROCKEFELLER. No, I sign on to what you said. I think
it is good. I think it is made complicated by the fact that, number
one, the opportunity is extraordinary. Here we are, of course, sur-
rounded by all of our fellow subcommittee members and legions of
the media.

But the fact is, this is a subcommittee which controls Medicare,
controls Medicaid, it controls the uninsured, which is 40 million
people that we have to worry about, and 10.5 million children,
which is more cost to somebody. It does, what else?

Senator GRAMM. All of the medical programs.

Senator ROCKEFELLER. Long-term care, uninsured, Medicare,
Medicaid, those four. It is a gigantic opportunity. What I hope is,
as we proceed on this—and, Phil, I think you have done a terrific
job in getting us off the mark on it by being provocative and by

eing intelligent and driving hard—is that we can understand that,
on the one hand, we have to deal with the average senior in West
Virginia whose retirement income is $10,700 a year.

If you say we have got to increase something on that individual
and they are already spending an enormous amount of their in-
come, will, in fact, they do it, or will they bring about their own
demise more quickly by having the philosophical free choice to so
do, and then ignoring health care and being in trouble?

Then on the other hand we have the world of the totally un-
known and the unexplored, and that is, and I agree with Phil, the
extraordinary things that technology can do.

And it is true about my great-grandfather. He did see something
that was not working, and it was not just whale oil, it was every-
thing from kerosine, to crude oil, to barrel staves all over the
world. He made it efficient, he made it cheaper, he made it more

lentiful. If there was any model between what he did, minus the
gherman Antitrust Act and what could be done to health care, it
is worth looking at.

Senator GRAMM. Thank you all for coming. We are adjourned.

[Whereupon, at 3:55 p.m., the hearing was recessed.]
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Senator GRAMM. Let me begin by thanking our colleagues for
coming to the hearing. I want to thank members, and both our first
and second panel. I want to be very brief in my opening statements
today and focus my attention on the charge that I would give those
who are testifying before the subcommittee on this issue.

Our charge in these hearings is to define the long-term problem
that we face in Medicare, to understand the magnitude and the
timing of this problem, and to seek input and ideas. Hopefully, new
{deas, which we can consider when trying to deal with this prob-
em.

From the hearings we have already had, and from the study that
we have all undertaken, every member of this subcommittee and
the full committee is acutely aware that Medicare is in the red for
the first time ever, and that at the end of 3 years the trust fund
of Part A will be insolvent.

In a technical and real sense, to the extent there ever was a Part
B trust fund, it has been insolvent for some time. The cumulative
deficit over the next 10 years under the status quo will be $600 bil-
lion, and we are still in a period where we have relatively few peo-
ple who are retiring every year.

This year, our population will have 200,000 more people who are
age 65 and over. In 14 years, that annual increase will be 1.6 mil-
lion people. That number will hold up, more or less, for the next
20 years. We have had estimates in testimony before this commit-
tee and evidence that no one has disputed that the unfunded liabil-
ity of the Medicare system is at a minimum $2.5 trillion. That is
about 50 percent of the existing national debt.

So what we are seeking to do in this set of subcommittee hear-
ings is, No. 1, be absolutely sure that we understand as much as
we can understand about the problem.

(101)
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No. 2, that we seek out and try to get ideas from people as to
what we can do, either about exploding costs or how we can ad-
dress the underlying actuarial problem of the system.

The final point. I know many people—Mr. King, you being one—
who have studied this problem for many years. One of the things
that I have always tried to do in talking to CBO or any other group
is to say to people, given all the studies you have made of this
problem, if there is something you could do unilaterally to deal
with this problem, what would it be? Is there a pet peeve you have
always had that no one would look at? We are not afraid here to
discuss this problem.

The kind of courage we will have when it comes time to deal
with it obviously has to be proven. But there is not any subject that
cannot be brought up here, no matter how sensitive, frightening or
politically hot it is. We want to hear about it if you believe that
it is relevant to the problem.

Before I recognize and introduce the panel, let me recognize our
distinguished Ranking Democrat member of the committee, Sen-
ator Rockefeller.

Senator ROCKEFELLER. Mr. Chairman, thank you. Actually, today
for a change, I have no opening statement.

Senator GRAMM. Senator Grassley.

Senator GRASSLEY. I have no opening statement, Mr. Chairman.

Senator GRAMM. Well, let me recognize our panel members. We,
first, have John C. Goodman, who is president of the National Cen-
ter for Policy Analysis in Dallas, TX. We have David B. Kendall,
who is senior analyst for Health Policy at the Progressive Policy In-
stitute in Washington.

We have Guy King, who is the former chief actuary of the Health

Care Financing Administration. He now lives in Maryland. I want
to thank each of you for coming today. And I do not have any par-
ticular order, so why do we not begin on my left, Mr. King, with
you.
Let me say one other thing. We will print everybody’s statement
in the record. If you could, try to keep your comments to about 5
minutes so we have plenty of time for questions. But, if you are in
the middle of explaining something or i(} there is just something we
have got to hear, within limits, I am not going to cut you off.

STATEMENT OF GUY KING, F.F.A.,, FORMER CHIEF ACTUARY,
HEALTH CARE FINANCING ADMINISTRATION, ELLICOTT
CITY, MD

Mr. KING. Thank you, Mr. Chairman. There has been much dis-
cussion of the financial condition of the Medicare program during
the last 2 years, and this discussion has focused primarily on the
imminent depletion of the HI trust fund and on ways to move that
date back for a few years.

In my opinion, this focus on merely delaying the depletion of the
trust fund is actually a distraction tfrom the much larger long-run
financial problems of the program.

The existence of the long-run financial imbalance in the HI pro-
gram has been known for over 20 years, and the failure to address
these problems, I believe, has been far more destructive to the pro-
gram than taking action that some may deem to be too much.
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Concentrating on stop-gap measures to temporarily stave off the
depletion of the fund is the moral equivalent of making a molehill
out of a mountain, in my opinion.

The huge long-term financial imbalance and the generational eq-
uity or inequities that are associated with that financial imbalance,
I believe, is the single largest threat to the long-term viability of
the Medicare program as a social insurance program.

Let me give you a few examples of just how large the deficit in
the HI program is. The tax rate necessary to support the current
program if nothing is done, according to lt},xe 1996 trustees’ report,
will have more than tripled by the year 2050, and even by the year
2020 the tax rate necessary to support the program will have more
than doubled.

Even when we are discussing just the short-range financial ade-
quacy of the trust fund, that is, the molehill, even then the mag-
nitude of the problem is understated. For the HI program to meet
the minimum requirements established by the board of trustees, it
would require savings of $300 billion over the next 7 years, and
that is to meet the minimum requirements.

To preserve the HI program for the post World War II baby

boom, that is, to put the fund in balance for 75 years, would re-
quire an immediate 59 percent reduction in expenditures or an im-
mediate 141 percent increase in the HI tax rate, or some combina-
tion of the two.
- To preserve the program just for 25 years would require either
an immediate 39 percent reduction in expenditures or an imme-
diate 63 percent increase in the HI tax rate, or some combination
of the two.

One of the critical problems in correcting the financial imbalance
in the HI trust fund is generational equity. How do we do it in a
manner that preserves fenerational equity? When I say
generational equity I am talking about a comparison of a what a
Ferson pays in over their lifetime with what they receive in bene-
its over their lifetime.

Our studies that were done at HCFA show that the greatest
fenerational equity involves taking action immediately rather than
ater, and reducing the growth in benefits rather than increasing
taxes. So opposition to increasing taxes and taking immediate ac-
tion stems, in my case, from a scientific study of the program rath-
er than just political dogma.

With regard to the SMI program, we do not hear much about
that. Because of the way it is financed it is not in immediate dan-
ger of insolvency. However, the growth in the cost of the program
is so rapid that it is not sustainable in the long run.

According to the 1996 trustees’ report, expenditures which are
currently less than 1 percent of GDP will be nearg' 3 percent of
GDP by 2020, and 3.5 percent of GDP by the middle of the next
century.

The outlays of the SMI program are growing at excessive rates
due to two design features of the program which interact with each
other to result in significant waste and abuse. These two factors
combine to drive up health care costs in the private sector as well.

The first factor is third party payments. en patients and pro-
viders are spending other people’s money, they do not concern
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themselves with either the price or the quantity of services that
they receive.

A good example of research that demonstrates just how powerful
third party payments is, is that Medicare beneficiaries who do not
have Medigap plans that fill in their co-payments and deductible
have significantly lower Medicare costs than those who do have
Medigap plans, even when we control for health selection.

Research shows that not only are health care costs higher, but.
they also increase faster because of third party payments. This re-
search that shows that, I would say, is the most important research
giving us a clue as to how to solve the rate of growth in health care
costs, because it is the only one that explains why health care costs
are growing so rapidly in the United States.

The second factor contributing to rapid growth is fee-for-service
medicine. Fee-for-service medicine allows providers to defeat price
controls by increasing volume and intensity to make up for a poten-
tial loss of income.

Medicare is projected to grow by $260 billion over the next dec-
ade. Over $140 billion of this growth results from increases in the
volume and intensity of services, so even if the government froze
Frices for the next decade, Medicare would grow by over $200 bil-
ion if providers responded to price controls as they have in the
past.

So if price controls do not work, what is the answer? Well, they
can theoretically be controlled by moving either of the two factors,
third party payments or fee-for-service medicine. Increase in co-in-
surance and deductibles is an example of dealing with third party
Rdayments, and introducing capitated services, as in the TEFRA

edicare risk program, is an example of dealing with the fee-for-
service factor.

Because of the design limitations in the TEFRA risk program
and because of the limitations on the ability to adjust for risk selec-
tion, I do not believe that managed care can be relied upon to con-
trol costs in the Medicare program, particularly since enrollment is
voluntary.

Finally, I would like to suggest that whatever reforms are adopt-
ed, some kind of a fail-safe mechanism is adopted that would pre-
vent the program from growing more rapidly than the taxes which
sugport it. This concludes my formal remarks. Thank you.

enator GRAMM. Thank you, Mr. King.
[The prepared statement of Mr. King appears in the appendix.]
Senator GRAMM. Mr. John Goodman.

STATEMENT OF JOHN C. GOODMAN, PRESIDENT, NATIONAL
CENTER FOR POLICY ANALYSIS, DALLAS, TX

Mr. GOoDMAN. Thank you, Mr. Chairman and members of the
committee. For as long as I have been interested in Medicare and
Social Security and other government entitlement programs, I have
been morbidly curious about just how bad things can get for future
generations.

It is not all that easy to find out. If one goes to the reports of
the trustees of the various trust funds, you find that they are ob-
sesdively focused on what they call the actuarial balance of the sys-
tem.
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This treats the bonds in the trust funds as assets the way you
would if you did a private audit of a private pension fund. It over-
looks the fact that an asset of the pension fund is exactly offset by
a liability of the Treasury. For the government as a whole they net
out to zero.

Adding more bonds to the trust funds does not in any way in-
crease the capacity of the government to pay benefits in future
years. So what we really want to know, is what kind of tax burden
are we going to have to impose on future generations in order to
pay benefits currently promised into law?

Now, I have appended to my testimony the Social Security trust-
ees’ own projection going out 75 years, and this is for Social Secu-
rity plus Medicare Part A. But what they leave out is Medicare
Part B, and also they leave out all of the other ways in which we
pay health care bills of the elderly through, for example, Medicaid
and the Veteran’s Administration, and so forth.

We think it is important to recognize all of these different ways
of paying health care costs because otherwise the temptation will
be to push spending out of one program and into another, to pre-
tend that something has been done when in fact the total burden
has not changed.

The other problem with the trustees’ reports is it is very difficult
to tell how sensitive those final tax burdens will be to the assump-
tions that are being made. For example, over the last decade health
care costs have been rising at least twice as fast as wages. Were
that trend to continue into the next century, health care would
consume the entirety of the gross national product by about the
middle of the next century.

Now, the actuaries recognize that this is impossible, so what they
do in their forecast is arbitrarily limit, in the year 2020, health
costs to rise no faster than wages. When you get out to the year
2045, both the pessimistic and optimistic projections are squeezed
together and they are made to match the intermediate projection.
These are very arbitrary assumptions. They have no basis in re-
ality. But they are made just so you will not see the curves go lit-
erally off the chart.

If this were a private audit of a private pension, there would be
on the top of it a letter to management in bold letters and all of
this would be brought out. But I find that, in order to get it out
of the Social Security trustees’ report, I have got to go to the fine
print and search around a lot. '

Nonetheless, the bottom line numbers are these. Going out to the
year 2040, which is about the time when today’s college graduates
will be reaching the retirement age, we will need a payroll tax of
about one out of every $10 that workers are earning in order to pay
Part A benefits, on the intermediate assumptions. On the pessimis-
%ic assumptions, we will need 18 percent, almost one out of every

5.
If you take Part B costs and express them as a percent of the
same taxable wage that applies for Part A, on the intermediate as-
sumptions you will need 6 percent in the year 2040 to pay Part B
benefits and you will need 11 percent, more thar one out of every
$10, on the pessimistic assumptions.
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Adding the two parts of Medicare together out in the year 2040,
to honor both Part A and Part B obligations, we will need about
$1 out of every $7 that workers earn under the intermediate as-
sumptions, and we will need $1 out of every $3, they earn under
the pessimistic assumptions.

The other ways that we pay for health care for the elderly have
been estimated here. On the intermediate assumptions, if we add
them all up, we are going to need $1 out of every $4 to pay obliga-
tions already created as part of current law. These are already part
of entitlements programs that are there now, without any expan-
sion.

. That is a rather amazing fact. This is the intermediate, mid-

stream projection. We are talking about $1 out of every $4 taken

off the top before any road or bridge is built, before any teacher’s

salary is paid. or police officer’s salary, before any food is put on

{;)he ;able or a family is paying the taxes. That is quite an amazing
urden.

And if things are as bad as the pessimistic assumptions forecast,
we are going to need $1 out of every $2. We have not even gotten
to Social Security. If we add Social Security in, the intermediate
burden is 41 percent of taxable payroll, and the pessimistic burden
is $2 out of every $3.

These forecasts are not only frightening, but they are impossible
tax burdens. They, by the way, assume rhat it is just as easy to
collect a dollar of tax when the tax rate is low as it is when the
tax rate is high.

Yet we know that is not true. 'When you have substantial tax
hikes you have more tax evasion, tax avoidance, less #conomic ac-
tivity. So, in fact, to really get that kind of money you would need
a much higher tax rate than these burdens would sugges:.

So I would say the bottom line conclusion is, we are on an
unsustainable path, that we must move quickly and radically to a
new system. We have got to get rid of the idea that each generation
can look to the next generation to pay its benefits. We must move
quickly to a system under which each generation pays its own way.
Thank you, Mr. Chairman. ;
d ['I]‘he prepared statement of Mr. Goodman appears in the appen-

ix.
Senator GRAMM, Mr. Kendall.

STATEMENT OF DAVID B. KENDALL, SENIOR ANALYST FOR
HEALTH POLICY, PROGRESSIVE POLICY INSTITUTE, WASH-
INGTON, DC

Mr. KENDALL. Mr. Chairman, Senator Rockefeller and Senator
Grassley, thank you for holding this series of hearings and for the
opportunity to testify today.

Let me summarize my written testimony by essentially trying to
address the magnitude of the financial crisis by describing the
magnitude of a solution.

The goal I believe we should pursue is to keep Medicare’s prom-
ise, that older Americans and the disabled always have the health
care that they need and deserve. Fulfilling that promise has be-
come increasingly difficult and will become even more so, but it is
by no means impossible.
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According to CBO. projections, Medicare costs will triple by the
year 2030. At that time, the combined costs of Medicare and Medic-
aid will consume about the same share of the economy that we
spend today for all American’s health care.

The Nation faces three basic choices: Either we increase taxes or
the deficit, we reduce benefits across the board, or we ask those
who can take responsibility for their health care to do so.

I believe we must choose the third option, and keep Medicarz’s
promise. But, however, we have to return to Medicare’s original
principles and use those original principles to assess whether Medi-
care’s current laws and regulations are actually consistent with
those principles.

The first principle is that Medicare’s health care delivery system
should be a modern health care delivery system, just as it was
when it was enacted. In 1965, fee-for-service health care was the
dominant form of coverage. Today, it is managed care.

The Nation’s large employers have dropped their employer-pay-
all benefit package and instead offer a defined contribution for
basic coverage. They offer a menu of choices for each employee,
which includes both managed care and fee-for-service plans.

Medicare should do the same by providing greater choices and a _
contribution that is large enougg to pay for a high-quality care
plan but does not decline in value over time. This type of plan,
whether it is fee-for-service or managed care, should set a bench-
mark for Medicare spending for all time in the future.

The main obstacle to consumer choice in today’s marketplace,
however, is clear and reliable information about the quality of care
provided by managed care plans. Medicare beneficiaries and all
Americans need to know how well their health plans promote and
restore our health. The government has a critical role to play in
providing this information to consumers.

The second principle is consistent and geographically uniform
benefits. Even though Medicare benefits are fixed in law, the value
of the benefits grow larger every year. For example, the $100 Part
B deductible would have to be more than doubled to compensate
for the effects of inflation since 1966. The Part B deductible should
simply be doubled and indexed to inflation.

In a similar way, the fixed age of eligibility has driven up costs
as life expectancy increases. Medicare’s age of eligibility should be
gradually increased to at least at 67, just as it is increasing for full
benefits under Social Security.

The principle of geographic :iniformity is also eroding. For HMO
enrolles in Southern California and Florida, Medicare pays for
health spa memberships and for dental benefits, whereas some-
body, like my grandmother, who used to live in rural Ohio, does not
receive those benefits. But older Americans should have equal cov-
erage throughout the country.

To make these benefits uniform, Congress should link Medicare
subsidies to a competitively priced, uniform standard benefit pack-
age. This approac%, however, does not mean that beneficiaries
could choose alternative benefit cFackages, it simply means that
there would be a national standard that is affordable.

The third principle is that we should have equal access to care
for the rich and the poor. For high-income elderly, Medicare’s bene-
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fits are too generous to produce equal access. Let me explain why.
A $100 deductible for somebody who is wealthy is more of an ex-
cuse to pay $100 so that Medicare will pay for whatever they might
demand. Upper income older Americans should receive a Medicare
subsidy that is limited no more than a catastrophic policy.

Obviously, the reforms I have described here would have signifi-
cant political obstacles, but the alternatives are worse. Cutting
benefits across the board is unacceptable because the most vulner-
able and the well-off beneficiaries would be hurt equally. We could
raise payroll taxes to suprort Medicare, but that would be a tax on
work which would simply make it harder to fund social programs.

Moreover, raising taxes in support of Medicare faces two signifi-
cant moral hurdles. The first, is how can we ask low-income work-
ers, who often today lack coverage for their own health insurance,
to an more for the benefits of wealthy retirees? The second hurdle,
is how can we ask the Generation X'ers to cover more of the cost
of the baby boomers when we have already saddled the Generation
X’ers with significant public debt?

Medicare was enacted in the spirit of mutual responsibility. As
a society, we were not going to let the older Americans die in pov-
erty because of sickness or deny them the miracles of modern medi-
cine. The young would support the old, so that generation after
generation would have support in their old age.

Today, however, the principle of mutual responsibility is not
working. As Guy King fjust pointed out, future retirees will receive
more in Medicare benefits than they will contribute in taxes.

A social program where most people take out more than they put
in is unsustainable. But acknowledging this problem does not mean
that we should forsake the basic principles of Medicare and the
great achievements. Instead, the Nation must find the political will
to face this problem head on, as you are today. Thank you. .

[The prepared statement of Mr. Kendall appears in the appen-
dix.]

Senator GRAMM. Well, first of all, Mr. Kendall, let me thank you
for your testimony. I tell you one thing that encourages me, and
maybe I am trying to find reason to be encouraged. When it comes
down to the reforms to deal with the explosion in per capita costs
and you look at the broad cross-section of what I would call the
academic intellectual thought community, you have a few peogle
who say, well, it is outrageous to suggest the house is on fire, be-
cause it is a wonderful house. But they are in such a minority as
to be irrelevant.

That is what I am encouraged about. Whether we are talking
about think tanks or facets of the intellectual community who come
at this from our sacred commitment to those who are beneficiaries,
or we have testimony from those who come at it promoting less
government and more freedom, the policy prescription for the
short-term is virtually identical.

If we can simply have Congress ratify the conclusion that has
been reached independently by a broad cross-section of people who
have really given intellectual thought to this problem, we can make
a substantial change in Medicare policy. No matter who you are lis-
tening to, there are many dangers. But there is no danger that we
will do too much. That is not a danger.
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I want to touch on a couple of things within my time. Mr. Good-
man, cf'ou mentioned it, but it is something that I have been con-
cerned about and have been trying to come up with a mechanism
to correct.

As alarming as the trustee report is, the plain truth is that right
in the middle of the Frojection, the year 2020, they simply arbitrar-
ily assume away half the problem.

They assume without telling how that something is going to
magically and dramatically change the picture in Medicare, yet
they do not tell us what that policy would ge.

So, as alarming as their numbers are, the plain truth is that
they are grossly understated. Would you agree with that?

Mr. GOODMAN. I would agree totally. They spend very few words
on it. They allude to the fact that if they do not make these arbi-
trary assumptions we will be on an unsustainable course, and
there we have it.

The assumption is that health care costs will grow no faster than
wages, and then for the optimistic assumptions it is 2 percentage
points below the rate of growth of wages, and for pessimistic it is
2 percentage points above. But even those converge on wages by
the year 2045.

It is very arbitrary and, as far as I can tell, there is no purpose
ilix1 doing that other than just to keep the numbers from going off
the page.

Senator GRAMM. Now, I want to thank you, Mr. King, for your
testimony. Obviously, what you have to say here carries a great
weight because you principally were charged with generating these
numbers for the government. But I want to go through and simpl
raise some potential policy changes, and I would like to get eac
of you to tell me whether you think we ought to do it.

No. 1, we have got a Medicare system where you have, for all
practical purposes, no co-payment on Part B. It has declined by 50
percent since the program started. You have a separate deductible
for Part A. Shoulcf we combine the two deductibles and raise them
to something approaching the real level they were when the pro-
gram started? Let me just go starting left to right.

Mr. KING. I would say tﬁe important thing is not combining the
two deductibles. The important thing is to raise the deductibles to
the real levels that they were when the program started.

There are some mechanical problems associated with a combin-
ing of the deductibles because there are still people who have only
Part A coverage, and also people who have only Part B coverage,
although I realize that that is a pretty small percentage lately.

Mr. GoobpMAN. What I would do, is I would plug all the holes in
Medicare and create one uniform deductible across all services. I
am not exactly sure what that deductible would be, and you would
want to get it as low as possible. But one deductible, and every-
thing above it is covered and everything below it is the bene-
ficiaries’ responsibility.

Senator GRAMM. Mr. Kendall.

Mr. KENDALL. I think on a limited basis, yes, we should update
the beneficiaries’ deductibles and co-payments for inflation. How-
ever, I think if you simply did it across the board you would hurt
low-income beneficiaries as well as upper income beneficiaries.
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So I think that it is important to find ways in which lower in-
come beneficiaries can have health benefits without high
deductibles and co-payments. That way is, frankly, managed care.
So I think you have to have a two-prong strategy.

Senator GRAMM. One of the things that there is a growing con-
sensus on, is that we ought to open up a broad range of options
for Medicare beneficiaries so that they can opt out of the conven-
tional program regardless of how we might change it. I personally
believe that it has got to be modernized, no matter what other
choices we give.

But at least there is a growing bipartisan consensus that be-
tween fee-for-service and the HMO, that we need to fill in with a
large number, or a larger number, of other options that would be
available. Do you agree with that?

Mr. KING. Yes, sir. I do. I believe that more options would help
cost containment in the Medicare program. However, I might point
out that in the process of doing that you have to find a way to
make the capitation rate that you are paying for these other op-
tions save money for the Medicare program.

Right now, the current AAPCC capitation rate does not save
money for the Medicare program. If it was geographically redistrib-
uted, that would not save money for the Medicare program. In fact,
it would probably cost money. But the basic idea of expanding the
number of options, I think, is a good one.

Mr. GoopMAN. I think beneficiaries should have access to the full
range of options that are available to the under-65 population in
the private sector.

Mr. KENDALL. Yes, certainly you should expand choices. But just
to address Guy’s problem, risk adjustment is a fine solution, and
we need to do a better job of it, but the short answer to that prob-
lem is simply have the government set a fixed amount and let the
problems fall where they may. In other words, risk selection will
not be a problem if everyone is under the same cap.

Senator GRAMM. I want to get one yes or no real quickly, then
recognize Senator Rockefeller. If you were sitting where we are sit-
ting and you were looking at this financial time bomb where the
fuse is very short, would you phase in an increase in the retire-
ment age for Medicare to conform to what we have done for Social
Security. We have already raised the retirement age for Social Se-
curity to 67, beginning the phase-in after the turn of the century.

Mr. KING. I would not actually place a great deal of emphasis on
that as a problem because I think the real problem in Medicare is
that health care costs are growing so rapidly. If that problem were
solved, then I think the demographic shift could be solved much
more easily. But I would not suggest that it should not be done,
it is just that I do not think that is the one that is going to save
a lot of money.

Senator GRAMM. I am not suggesting it is a magic bullet, I just
threw it out there to see what you think.

Mr. GoopMAN. It should be done, but I would be troubled if it
were done by itself. It needs to be combined with a general move-
ment toward a fully funded system.
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Mr. KENDALL. Yes, I agree that we should move it to 67, and
maybe beyond because that is the best way to get the baby boomers
to pay for more of their own benefits.

enator GRAMM. Senator Rockefeller.

Senator ROCKEFELLER. Thank you, Mr. Chairman.

I think when you get a problem with programs like Medicare and
Social Security, which obviously has very deep and long dimensions
and long history, there is a tendency to try to fix it all at once.
Now, I am not sure that is a bad idea, but I want to posit some-
thing to you three gentlemen on an entirely unrelated subject just
to get your sort of frame of mind.

I think it is probably safe to say that most Americans who grad-
uate from high school are not really, in fact, graduating from high
school, they are graduating from the ninth grade in terms of the
equivalent skills that they bring to the work place.

As a result, American business has to spend untold billions of
dollars trying to get them to be able to read manuals and do all
kinds of things. As we go on, obviously, the need for not just lit-
eracy, but technological literacy, is going to grow enormously and
the problem is going to compound.

Now, you look at any European or Asian school system and kids

o to school 220 days a year. In our country, they go to school 180

ays a year. Parents and teachers are part of the problem, because
they want their vacations. Would each of you gentlemen answer me
that we ought to move fairly rapidly to a 220-day school year for
our children in order to be competitive in a modern economy?

Mr. GOODMAN. I would not.

Mr. KING. That is not my area of expertise.

Senator ROCKEFELLER. No, that is not a fair answer. You are a
citizg)n. You can have an opinion on that, even a wrong one. No an-
swer?

Mr. KING. If we knew for sure that that is what it took.

Senator ROCKEFELLER. Well, we know for sure it is going to take
at least that. At least that.

Mr. KING. Then I would suggest that we ought to do it.

Senator ROCKEFELLER. All right. And you, sir?

Mr. KENDALL. I do not know if managing the process of educat-
ing children is the right way to regulate the business of education.
The Progressive Policy Institute has recently proposed national
standards for the performance of our education system and I think
a similar model would work for our health care system. We do not
really care how educators do it, we should just make sure they per-
form and we can measure that.

Senator ROCKEFELLER. All right. It just interests me, because
Guy King, as the Chairman pointed out, you have been at this now
for 20 years and I have never heard this testimony from you before,
or these views. So problems have a way of accumulating, and then
one enters another phase of life and one wants to cure. I want to
cure, but I do not want to do anything that is wrong.

For example, Mr. Goodman, I think you start out by saying, “A
fully funded retirement system under which each generation Pags
its own way, generation, age group, whatever it might be.” By
which, I would suppose that 18-year-olds would pay for 18-year-
olds and they would buy health insurance for that age group, and
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20-30 for that age group, or they would for Medicare. But they
would not be getting their health insurance, they would be buying
for future Medicare.

Now, if you do that and the, let’s say, 20-30 age group puts aside
money for future Medicare costs, how, at a time when their earning
potential is particularly low, and in many cases in our modern
American economy very low, do they buy health insurance? In
other words, you have answered one problem by talking about
making a solution like Mr. Hasting——

Senator GRAMM. Saving.

Senator ROCKEFELLER [continuing]. Saving did the last time. Co-
horts. Be responsible for your own generation, not for others. But
then for the younger ones, how do they have health insurance since
they say now by the year 2000 that maybe 50 percent of businesses
that employ people will not offer health insurance?

Mr. GooDMAN. Well, if I can just use the analogy of Social Secu-
rity, the vast majority of all Social  Security systems in the world
today are just like ours, they are pay-as-you-go. People pay taxes
to support the elderly.

But about 21 former British colonies, of which I guess Singapore
is the most notable, decided instead to force people to pay for their
own retirement, so they had to sock savings aside each year and
when they retire, they have a fully funded pension of their own.

Now, what has happened with the passage of time is that more
and more countries have realized, they have made a mistake. If
there is a way to fund this, it is better to fund it than to try to
get each %eneration to pafy the next generation’s benefits. So now
we have Chile and a half a dozen Latin American countries and
Hong Kong are going to a funded system. But what you have to do,
is you require each generation to put aside savings to pay for their
own retirement benefits.

Senator ROCKEFELLER. I understood you to say that, which is the
reason I asked you the question that I did. How do they then also
at the same time take care and provide for their health insurance
rqu)irements that they have at that time in their 20’s, in their
30’s?

Mr. GOODMAN. On top of their health insurance requirements at
that time, they must put away savings for the future.

Senator ROCKEFELLER. I see. All right. Fair enough. Mr. Kendall?

Mr. KENDALL. Can I add just one third thing they would have
to do, which is they would also have to pay for the people who are
currently supported in the pay-as-you-go system, so they would
have three burdens.

Senator GRAMM. And there is nothing that can undo that. We
know that is true.

Mr. KENDALL. That is what was wanted.

Senator ROCKEFELLER. Thank you.

Senator GRAMM. Senator Grassley.

Senator GRASSLEY. Before I ask my question, Mr. King, in your
statement you had something about a track record of less costs to
Medicare for those who do not have Medigap insurance. Did you
tell us how much less usage there was, or did you just say it as
a general statement?

Mr. KING. I just said in my spoken testimony that they had less.
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Senator GRASSLEY, Have you studied how much that is?

Mr. KING. Yes. We looked at the Medicare current beneficiary
survey which accumulates health care costs for Medicare bene-
ficiaries and it asks questions about their health status so that we
can be sure that we are not just looking at healthier beneficiaries,
we are looking at everybody.

When we compared those people who have Medicare only with
those people who also have employer-sponsored Medigap, we found
that the Medicare expenditures for those who had Medigap policies
so that they did not have to face even the modest co-payments and
deductibles in Medicare now, it ranged from a minimum of 131 per-
cent for those in poor health, to a maximum of 173 percent for
those who were in excellent health, in other words, those who did
not face the co-insurance and deductibles of the Medicare program
as they exist now.

Senator GRASSLEY. So if you have Medigap insurance you are
less discriminating in going to a doctor or not, more apt to go.

Mr. KING. Much less discriminating.

Senator GRASSLEY. All right.

I want to ask any or all panelists about the fact that by the year
2010, we are only going to have about 2.2 workers paying in for
every one drawing out of Medicare.

The extent to which we make changes now to save Medicare over
the short-term on the expenditure side is not going to solve the
problem. I think you all said that, the extent to which that is the
case.

So then the problem becomes something on the funding side. I
am not an advocate for increasing taxes, although I suppose that
could be one of your answers. How are we going to solve this prob-
lem on the funding side, then, of making sure that we meet these
needs when you can only do about so much more on the expendi-
ture side? -

Mr. KING. I would suggest, based on the studies that we did at
the Health Care Financing Administration, that in the interest of
generational equity, all of the changes be on the expenditure side
and none of them be on the funding side.

In other words, if you increased the funding in order to preserve
the financial integrity of the program, what you will be doing, in
fact, all other things being e(flual, is increasing the inequity among
different generations of beneficiaries. The currently retired genera-
tion is already receiving a huge windfall and the future retired gen-
erations will have paid far more into the system than they will re-
ceive in benefits.

Senator GRASSLEY. All right. See, I started with a premise of not
increasing taxes, what alternatives do we have. But I guess you are
sgg'ing the alternative is, we can do everything on the expenditure
side.

Mr. KING. Yes.

Senator GRASSLEY. All right. Do you other two agree with that
or do you think that we need to do something on the funding side?

Mr. KENDALL. I believe not until we have exhausted all the possi-
bilities on the expenditure side. But we do not know how far, for
instance, competition can save money. PPI did an analysis of our
plan last year and it showed that the plan would save $80-$100
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billion, which was without anj} price controls. That is from a kind
of econometric perspective, which often underestimates the dy-
namic qualities of a marketplace. So I think there is huge potential
for saving on the expenditure side.

Senator GRASSLEY. All right. I will move on to the fact that if we
were to set up a Medicare savings account and have people
throughout their lifetime an into that, for people that are always
in the work force, establishing a record of work, being able to save,
they would presumably have the resources. What do we do for
those that are in and out of the work force in a lifetime, having
some unemployment, how do we take care of their needs?

Presently under Medicare, as long as you qualify for Medicare,
if you are in short-term or long-term, you have that coverage. But
presumably if you had an individual account, even with forced sav-
ings, there would be some people who would have more and some
would have less, right?

Mr. GooDpMAN. Well, I think you always have to have a safety
net. Some people will not be able to pay their own way. Some peo-
ple will not be able to earn enough to provide themselves with a
pension and with health care in retirement.

But what we find in looking at these countries that have forced
savings programs is that that is a very small percent of the popu-
lation. That is a problem that is very easy to deal with relative to
the problem you have when you have a chain letter approach to
funding retirement benefits.

S&nator GRASSLEY. So it is a very small problem, it is not a big
problem.

Mr. GOODMAN. It is very small relative to the kinds of problems
that we are talking about here.

Senator GRASSLEY. Including women who are now in the work
force more than before but are in and out a lot more than men and
do not have the continuity of employment?

Mr. GOODMAN. Well, there are various ways to devise a safety
net. The way I would devise a safety net, is you guarantee people
a minimum set of benefits during tﬁeir retirement years. Women
can move in and out of the labor market. They might get married
and divorced. You only need to look at their assets and their in-
come at the time they reach the point of retirement. Most such
women are not going to find it necessary to rely on the safety net.

Senator GRASSLEY. Thank you, Mr. Chairman.

Senator GRAMM. Thank you. Well, let me thank each of you for
your testimony. I think this has been a very, very good discussion,
and I want to thank you.

Let me call our second panel. Our second panel is Richard J. Da-
vidson, who is president of the American Hospital Association, and
Daniel H. Johnson, Jr., M.D., who is president of the American
Medical Association. I want to thank both of you for coming.

Again, let me first say that we will ¥ut your testimony in the
record. It will be printed in full. What I would like to ask you to
attempt to do is to try, in about 5 minutes, to give your statement.
If what you have got to say is something we need to hear, I am
not going to cut you off.

Second, let me say that I would really like your focus to be on
two things. No. 1, your perception of this long-term problem, but,
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more importantly, from your point of view in being the leaders of

the two parts of the medical care community that are the most im-

portant components and the most costly components, what can we

go to? try to deal with this exploding cost? What proposals do you
ave?

One of my frustrations in public policy is the peor'e who have
the information by and large are not the people making the deci-
sions. The people who are making the decisions are not the people
who have the practical experience. Now, maybe it is the same way
in industry. Maybe the guy down on the assembly line really knows
what is not working. But management seems to do a better job of
listening to that person than we do.

So I thought, as we move to sort of the end of one phase of our
hearing, that it would make sense to listen to the presidents of the
two great medical associations who are really the leaders in provid-
ing the greatest medical care in history. You are the people that
we want to hear from. We want to get feedback from you as we
move forward to be sure that when we are trying to fix one prob-
lem, we do not create greater problems.

So, Dr. Davidson, since you are sitting immediately on my left,
why do you not go first?

STATEMENT OF RICHARD J. DAVIDSON, PRESIDENT,
AMERICAN HOSPITAL ASSOCIATION, WASHINGTON, DC

Mr. DAvIDSON. I am Dick Davidson, president of the American
Hospital Association. The AHA represents some 5,000 hospitals,
health systems, and other care-givers throughout the entire Nation,
and for us Medicare plays a major part in our ability to ultimately
take care of people that live and work and are treated in our com-
munities.

It is kind of interesting to look back over the last year in 1996.
Democrats, Republicans, and special interests, including us, aired
thousands of ads, spent millions of dollars sending pieces of mail
around. We spent a lot of money fighting all of the issues around
Medicare.

And what did we get at the end? The program still headed to-
ward bankruptcy, with billions of dollars going out the door. So a
lot did not happen. But there was a lot of talk and a lot of smoke,
and no action. So we need to get to some action.

It seems to us there are a series of myths that seem to paralyze
us from taking actions—that are really barriers to action. What I
would like to do, Mr. Chairman, is to share six key myths that we
think are in the way of getting some decisions made.

Myth No. 1: Medicare will not be around for future generations.
We have all heard that. Our guess is, and if you begin to ask young
people whether they think it is going to be around, people under
40 say it will not be there. We think that it will be there, that the
American public will demand it. If you talked about abolishing
Medicare in this country, we would have a revolution. So, we think
it is going to be there.

Myth No. 2: Medicare is a trust fund. People think their pavroll
taxes go into a bank account from which they will be provided Med-
icare benefits when they retire. Of course, the fact of the matter
is, as we have heard here today, today's taxes are used to care for
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today’s beneficiaries, and there are very few people in America that
kno;{v that fact. They do not really understand the way the program
works.

Myth No. 3: Medicare can be saved by reducing provider pay-
ments. You know this is our favorite. You know and I know that
the gap between the trust fund spending and revenues is becoming
enormous and cannot be remedied through provider cuts alone.
That string has run out, and I think you have heard that. There
would be no way to save this program just by cutting providers.

Myth No. 4: Hospitals do so well on Medicare that we can give
them big cuts, they can afford it. Of course, recent ProPAC data
may encourage this kind of thinking. But remember, in ProPAC’s
information, what you did not hear about was that ProPAC also es-
timated that 40 percent of America’s hospitals lose money taking
care of Medicare inpatients.

Myth No. 5: Medicare can be saved by eliminating fraud and
abuse. A lot of people are starting to believe that. Now, we support
the whole notion of ridding the system of fraud and abuse, but let
us not kid ourselves. This alone will not solve Medicare’s crisis.

Just to make a point, look at the President’s budget. He has got
a proposal in there that calls for saving less than $2 billion over
5 years by targeting fraud and abuse. That is certainly not a long-
term strategy, but something we need to deal with.

Myth No. 6: Solve the short-term problem and somehow the long-
term problem will seem to take care of itself. All of us seem to
think that. Just look at the things that have been on the table. You
have heard here today, in the year 2011, 77 million baby boomers
start to come on line for this program, and I think you know the
rest of the story. At that time, we are only going to have two work-
ers to pay for each Medicare beneficiaries, and this thing just does
not work out.

So from our view, these myths kind of get in the way of really
dealing with the tough choices that you will be confronted with.
From our perspective, the longer we talk about it and not take ac-
tion, the more serious the problem is going to be.

In our view, we need to restructure the program and we need to
create a new, independent, permanent commission for Medicare.
Let us look at restructuring. We can start immediately by creating
provider-sponsored organizations, another kind of delivery system
to provide services to Medicare beneficiaries.

Today, most seniors have two options, the traditional fee-for-
service option, or an HMO option if, in fact, there is an HMO in
their community. In lots and lots of communities across America,
they do not have that option.

So, we think it is essential to put together a new kind of delivery
system that really brings local doctors and hospitals together to do
direct contracting to take care of Medicare beneficiaries.

If we can get action on this front, we think that we would be
pleased to move quickly and you would see a lot of things. We urge
this committee to support the Rockefeller-Frist bill, S. 146. It has
bipartisan support and it would create Medicare-qualified PSOs.
There is a lot of agreement in the Congress about this whole no-

tion.
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Now, let me share five other restructuring ideas, and I will just
deal with them briefly. Restructure Idea No. 1: Make Medicare
managed care payments, the AAPCC, more equitable across the
country. You heard these gentlemen talk about that earlier.

Restructure Idea No. 2: Make sure that Medicare, whether it is
a defined benefit or a defined contribution approach, which is part
of the debate we are going to have, guarantees a minimum set of
benefits for all beneficiaries. That is essential.

Restructure Idea No. 3: Ask high-income seniors to pay a bigger
share of their benefit costs so dollars go to those that are most in
need. That is a problem we are going to have to work out here.

Restructure Idea No. 4: Let us not forget malpractice reform.
That has some effect on the cost of the system. Let us have mal-
practice reform.

Restructure Idea No. 5: We think this is a very important rec-
ommendation. Offer workers tax-deferred savings accounts to help
them defray health costs when they retire. We had a little bit of
that conversation here today, too.

Now, in our view, Medicare reform requires tough choices. But
the tough choices are not getting made, and I would like to close
with this particular recommendation. We need a new long-term ap-
proach, an independent commission. The independent commission
would be a permanent process.

It is not a solution, but a process to get to the solution. In our
view, that is the problem we suffer. We have a paralysis over the
politics of all of this and we are not getting the answers, and we
need a permanent process to deal with this approach.

Now, we applaud Senators Roth and Moynihan for S. 341 to cre-
ate a commission, but we would like to kind of build on their whole
idea of a commission.

This new permanent independent commission each year would
help Congress set a Medicare spending target. The commission
would hold public hearings and it would recommend how much can
be spent, what that money will buy in benefits, and for whom, and
how to ensure quality. Then Congress would be asked to look at
the entire package and vote it up or vote it down.

If Congress voted it down or did not vote, a default mechanism
would kick in and provider payments and beneficiary cost sharing
would be aligned with the spending target, in essence, cuts. Know-
ing that cuts could not be avoided in looking at this whole strategy,
we think it would be a powerful incentive for Congress to pass the
package of tough choices.

There is legislation, Mr. Chairman, to create this very commis-
sion. It is H.R. 406. It was introduced in the House by Representa-
tive Phil English from Pennsylvania. From our perspective, we are
certain when we call for this kind of an independent, permanent
commission for tough choices that we know that the hospitals of
America may not necessarily like all the things that get rec-
ommended by this commission, but we think it is a process to get
to some of these solutions and we are willing to run the risk of
being in disagreement because we think it is essential to get on
with the set of decisions that are on the table and make some
tough choices.
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We are very happy to work with you-In fact, we are appreciative
of your leadership in raising these kinds of questions, and we are
anxious to get a process where we can work together with you. We
will be happy to be supportive of further discussion and debate
around these issues. We think, again, America will demand that
there be a Medicare program, and we have got to find a way to
make that happen. Thank you.

g ['Iihe prepared statement of Mr. Davidson appears in the appen-
ix.
Senator GRAMM. Dr. Johnson.

STATEMENT OF DANIEL H. JOHNSON, Jr., M.D., PRESIDENT,
AMERICAN MEDICAL ASSOCIATION, METAIRIE, LA

Dr. JOHNSON. Thank you, Mr. Chairman. Mr. Chairman, Senator
Rockefeller, my name is Daniel H. Johnson, Jr., M.D. I am a diag-
nostic radiologist from Metairie, LA, and president of the American
Medical Association.

On behalf of our 300,000 physician and medical student mem-
bers, I would like to express appreciation for the opportunity to tes-
tify on behalf of our proposal for transforming Medicare, the. most
significant issue.

We believe that Congress and the administration need to move
now to fix Medicare in order to save it for future generations. The
long-term cf)roblems will only grow larger if we postpone structural
reform and only tackle the short-term trust fund problem.

Our American Medical Association proposal to transform Medi-
care can best be summed up in one word: choice. Our proposal of-
fers seniors the choice of staying in the traditional Medicare pro-
gram or switching to a supermarket of competing health plans that
we would call MediChoice.

We are extremely pleased that the basic elements of our proposal
were endorsed by the American public in a nationwide survey that
was released just last month. I want to emphasize that our pro-
posal puts Medicare’s fiscal house in order, while preserving the
bond of trust between a patient and physician that makes medicine
unique.

We believe that we have a plan that makes sense, and that the
public likes. We think that now is the time to act to protect Medi-
care for our seniors, and also to save it for our children.

First, we would modernize traditional Medicare. The traditional
Medicare program should continue as an option for seniors, but it
needs to be updated from 1965 gas-guzzler to a 1997 fuel-efficient
model. Our proposal modernizes traditional Medicare by eliminat-
ing the neef for Medigap and replaces government price controls
that we have heard discussed earlier with a competitive pricing
system.

Most beneficiaries, as has already been discussed, convert Medi-
care into first-dollar coverage by purchasing Medigap, avoiding the
cost sharing that exists in the current program.

Our AMA proposal would do away with the need for Medigap by
eliminating all cost sharing except for a refundable deductible
placed in an escrow account. In addition to simplifyin? the pro-
gram, shifting to a single deductible would lead enrollees to be
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~ more price-conscious without leaving them vulnerable to expensive
episodes of illness.

A transformed Medicare also requires doctors and hospitals to
compete on price and for beneficiaries to be rewarded for seeking
the best health care value. Under our AMA proposal, beneficiaries
would receive a rebate if they choose a physician who charges less
than the government rate of reimbursement.

Our plan also maintains important safeguards for low-income
seniors by providing the equivalent financial support they currently
receive from Medicare and Medicaid. It is important to note that
Medicare savings need not come from reducing physician payments
or hospital payments such as those found in the President’s budget
proposal,

Our proposal achieves savings while minimizing reductions that
will push many physicians to reduce, or even eliminate, their abil-
ity to care for Medicare patients. Those savings would be shared
both by the program and by the beneficiaries.

Next, Mr. Chairman, is the notion of enhancing beneficiary
choice. We believe that most beneficiaries will opt into our
MediChoice option, which might be modeled after the Federal Em-
ployee Health Benefit Plan, the FEHBP.

This option gives seniors a defined contribution which they wouid
then use to purchase a private health plan. MediChoice plans
would include traditional insurance, benefit payment schedules,
PPOs, provider-sponsored organizations, HMOs, and medical sav-
ings accounts.

In order to level the playing field for the MediChoice option, reg-
ulatory reforms are needed which will give the private market the
flexibility to develop various products that meet the needs of those
who use them, not the preconceived notions of central planners.

For example, Federal standards are needed for PSOs because
regulations that are appropriate for traditional insurers are not ap-
propriate for PSOs, whose primary business is health care delivery.
Under our proposal, Federal PSO solvency standards would be
based on the amount of risk assumed by the organization.

Medicare reform should also encompass professional liability re-
form, as has been mentioned by Mr. Davidson, including a
$250,000 cap on non-economic damages. In 1995, CBO scored $200
million in Federal Government savings over 7 years in physician
malpractice premium costs alone, without considering similar hos-
pital, HMO, and medical supplier liability costs. These are millions
of dollars that should go to patient care and to extending the life
of the HI trust fund instead of going to attorney’s fees and insur-
ance premiums.

Then, third, Mr. Chairman and Senator Rockefeller, in preparing
for future generations and in response to the concerns you raised,
Mr. Chairman, society must honor its obligations to those on Medi-
care, but we should also move to preserve the program for futurey
generations.

Our AMA believes that Medicare funding must be shifted from
a pay-as-you-go system to an investment-based system in which
beneficiaries begin to provide for their own retirement health care
during their working years.



120

As part of this approach, medical savings accounts should there-
fore be made available to the entire working population so that in-
dividuals who choose them can accumulate earnings for use in re-
tirement for medical care.

We understand that the transition from the pay-as-you-go system
to a fully funded system will take time. In the interim, we rec-
ommend increasinithe age of eligibility to match that schedule for
Social Security. That would be our answer to the question you
posed earlier. I am just about done, Mr. Chairman.

We also are recommending a reduction in the subsidy for high-
income beneficiaries, so that minimum wage workers are not subsi-
dizing the Medicare premiums of millionaires.

In conclusion, Mr. Chairman, we believe that Congress can no
longer delay making the fundamental reforms that we have sug-
gested to the Medicare program. Americans who depend on Medi-
care now, as well as those who rely on it for the future, should not
have to worry whether it will be there. They should not have to be
concerned about the myth that Mr. Davidson mentioned.

Our AMA proposal can best be distilled into four points: expand
the choices; have Medicare make the same defined contribution to
the beneficiary no matter what choice he or she makes; give bene-
ficiaries both the opportunity and the responsibility to select a phy-
sician and a health plan, but with a periodic reasonable oppor-
tunity to change if dissatisfied with the previous choice; and fi-
nally, establish some mechanism, perhaps modeled on the FEHPB,
to make it all work.

Our AMA looks forward to working with you and the rest of the
committee and the Congress in developing legislation to protect
Medicare for our seniors and save it for our children, and we thank
you for the opportunity to present, Mr. Chairman.

4 ['I]‘he prepared statement of Dr. Johnson appears in the appen-
ix.

Senator GRAMM. Thank you, Dr. Johnson, and Mr. Davidson, 1
want to thank both of you for very, very constructive, well-thought
out, well-reasoned testimony. Let me just say a couple of things,
and then I want to ask a few questions. Then I will recognize Sen-
ator Rockefeller.

I want to just give you my response on the idea of a commission.
I am not encouraged by the results we have produced with recent
commissions. We iad an Entitlement Commission which generated
a lot of good data, which I use every day, but it produced no change
in entitlements.

We had a Social Security Commission which came up with many
recommendations, but none of which they could agree on because,
in fact, when you look back at the structure of the commission, it
was never going to reach an agreement.

So I would just like to say, Mr. Davidson, that I see a commis-
sion and greater independence and a decision-forcing mechanism as
being part of the implementation for the solution, but I do not see
it as being part of the source of the solution.

I think we are going to have to make those decisions right here.
I think there will be a great temptation simply to have a commis-
sion and gut off making choices. I am not going to participate in
that, and I do not know whether my view would be in the majority



& -

121

or the minority. But I think we have an obligation to do something
this year.

Let me also say that there is one thing I am convinced of, and
that is there is no way to divide this pro%lem into the short-term
and the long-term problem. In reality, the long-term problem is
here right now. All of the things that we talk about being a prob-
lem in Social Security occurring way off in the future are occurring
at this moment in Medicare.

So, I think there will be those who say, well, you have got the
exploding per capita costs. That is the short-term problem. Then
you have got longer-term problems with an actuarial imbalance of
the system. But I do not think we are doing our job unless we real-
ly begin to deal with both of these problems.

Having said that, let me just pose a couple of questions to both
of you. First of all, in listening to your testimony I think it is clear
that both of you believe that we need to look at the 1965 tradi-
tiolx_lal Medicare policy and attempt to dramatically modernize that
policy.

One way of doing that would be simply to make the changes cost-
neutral to beneficiaries, but fill up all the gaps at the end and put
the co-payments and deductibles up front, dramatically reducing
the attractiveness of Medigap insurance.

I personally favor that change. I am sure there are a lot of other
ways of modernizing Medicare, maybe better ways, but I would like
to ask each of you, as spokesmen for your associations, whether
you would support that type change, and how you would do it if
you were going to do it?

Mr. DAVIDSON. Mr. Chairman, I think you have to think of this
in the context of starting with a clean sheet, and that really puts
you in a position of making some tough choices. :

If Medicare did not exist and this was a hearing about creating
a new mechanism to ultimately provide health care services to sen-
ior citizens, would we do it differently than we did in 1965? I think
the answer to that is yes. In other words, we modeled a set of bene-

fits around an insurance mechanism that was driven, in essence,

by the Blue Cross plans.

It seems to me that is what we took, and ultimately created a
Federal program built around that. And if you look at that model
and then how the world has changed, we live in a very different
era in terms of how we provide medical services, in terms of them
being organized.

The whole question of whether there ought to be a Part A and
a Part B is something that really ought to be considered. Why do
we need two parts? I mean, we really ought to begin to think.

If we are ultimately contracting and making arrangements with
organized delivery systems of doctors, hospitals and other provid-
ers, we might want to think about how you structure that. It seems
to me we would also need to consider how we would structure the
financing mechanism.

We certainly would be in favor of creating some trust in the trust
fund to ultimately find a way to separate and protect dollars and
have them grow so that we are not payin% today’s beneficiaries
with today’s workers, and truly have a trust fund that begins to ac-
cumulate things. ‘
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I think we clearly start out saying that we need to have a dif-
ferent delivery system where there is much better coordination of
care, and where people really help patients make decisions about
their care. The history of the program is, we have given people
cards and we have said, just kind of go where you want to go, see
whom you want to see, and kind of work it out.

It seems to me we could do much better than that in terms of
efficiencies and effectiveness, with better medical outcomes. So I
think there are a lot of strategies that could be employed to make
the program be a current era program, and I think the whole ques-
tion of indexing co-pays, deductibles and all of the rest around in-
come is a part of what we have got to consider. It has got to have
some income-related test to it.

Senator GRAMM, Dr. Johnson.

Dr. JOHNSON. Mr. Chairman, earlier for the previous panel you
asked if there was a frustration that each person sensed, and you
have hit right on a major one for us. In the last Congress, we had
made a very similar proposal to the one I have outlined to you this
afternoon. But a big part of that did not get adopted by the Con-
gress, and that was the modernization of the traditional program.

You will, perhaps, recall that I suggested that we would like to
see the Medicare beneficiaries have a choice of either staying in the
traditional program, but modernize it, or move to MediChoice.

With respect to the traditional program in the previous Congress
and the game today, we are proposing a radical change in that that
does consolidate the various cost-sharing requirements in the fol-
lowing fashion. The individual today pays a Part B premium of
$525.60 for this coming year.

We estimate, we believe, that the average person who buys
Medigap insurance, which is 75 percent of the Medicare population,
will pay an average premium of $1,092. It comes out, rounding it
off, to $1,618. We have suggested two scenarios, which we have
shared with your offices respectively, and would be glad to do so
again. But two scenarios around the concept of a refundable de-
ductible.

What we have said, is that to have that person who has Medigap
coverage who is currently paying that premium and paying that
Medigap coverage, who is currently paying that $1,618, put up that
same amount of money now, but hold $500 of that in a bene-
ficiaries escrow account. That money is potentially refundable back
to the individual if the individual does not spend all that money.

In other words, rewarding the person for using the new, modern-
ized traditional Medicare in a more cost-effective way. Some 20
percent of beneficiaries currently incur no cost sharing in any given
year, 70 percent incur a cost-sharing liability of less than $500.

So a significant percentage of the current beneficiaries would
have the opportunity, if they use the system in a cost-effective way,
to be rewarded for doing so. We believe it is a very positive initia-
tive that protects the interests of the Medicare beneficiaries, but
puts them in a situation where the Medigap coverage, which has
converted their coverage to first-dollar coverage, is eliminated.
They are linked back to the cost of the services they are consuming
and are rewarded for doing so in a cost-effective way.
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Senator GRAMM. Let me just add one factual point, then recog-
nize Senator Rockefeller. Over 90 percent of our seniors have sup-
plemental insurance. So the point is, when you are talking about
deductibles, people think of that as a new cost.

But if, in fact, you filled up all these gaps that induce my mothear
to pay $1,100 for her Medigap policy she would not have to buy
that policy. My guess is she would be just as happy, if not happier,
spending that money on health care rather than spending it on in-
surance in an effort to correct the crazy structure we have in the
current Medicare program. Now she is worried that at the end of
60 days, she will face a co-payment she cannot pay, and at the end
of 90 days it doubles, and at the end of 150 days sf‘{e would be tech-
nically thrown out in the street. At that point, her Medicare would
no longer cover her hospital care.

So she has no choice but to buy this insurance policy. Yet when
she buys it, it changes all of her incentives about being cost-con-
scious.

But I just wanted to correct the fact, or add to it, that when you
say 75 percent you are not really counting those who are getting
Medicaid-funded supplemental coverage.

So really you are up pretty close to 95 percent of all Medicare
beneficiaries who are not getting Medicaid supplemental coverage,
who are already paying vast amounts of money for insurance to try
to fill up these gaps that exist out there.

Senator Rockefeller. .

Senator ROCKEFELLER. Thank you, Mr. Chairman. Let me just
make a comment, too, a little bit in resglaonse to what I am gather-
ing the pace is here. I would say, and I think Dr. Goodman men-
tioned this at some point, it is very hard to sort of take somebody
else’s system and impose it on our own. I agree with that.

The American people have a right, it seems to me, and the Amer-
ican Medicare population has a right, to understand what is hap-
Eening to them or on their behalf. There is a great sense of urgency

ere to act, as though we have discovered that, although it has
been interesting to me in today’s testimony there has been enor-
mous emphasis on that, and I think a very constructive one, Sen-
ator Gramm, because I think it is one of the things that you want
to see brought out to show us the magnitude of the problem, a
large emphasis on that, that we are in desperate trouble, and we
are.

I find some of the reactions, answers or solutions to that either
wanting or inappropriate, at least from my point of view. But, in
any event, it seems to me that it is very important for the Amer-
ican people to understand what it is that we in Congress, or in a
commission, or whatever, are considering. Particularly the Medi-
care population, where we know we have an enormous amount of
the costs coming from a very small percentage of the geople who
are the most sick and nearest the end of their lives and for whom
the question of choice and all of these things becomes much less
relevant.

So I would suggest a very careful understanding of what we are
about here. You suggested a commission. I happen to agree with
your approach, Dick. Senator Gramm does not feel that way, that
we should not be bound by its inaction. We should be able to act,

45-57598 - §
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perhaps, ourselves with or without it. I may be speaking for him,
orl ma{) not.

But the sense of urgency that automatically arises, coming from
a State where the average income, as I have said a thousand times,
for seniors is about $10,700 a year. We cannot afford to make mis-
takes as we solve this problem. We have to solve it in a way which
is American, which is understandable to Americans. It is really
quite remarkable, I think, that often when you take the time to ex-

lain something to people, they will understand it. They will say,

ine, we will go along with that.

It was a little bit like what I spoke about the other day, back
during the Clinton health care debate the American people, 72 per-
cent, were saying, we want to make sure that every single Amer-
ican has health insurance, including the 37 million who do not, and
we will pay more taxes if that is what is required to do that.

Seventy-two percent said they would do that. But they did not
mean it. They said it, but they did not mean it. I mean, they an-
swered the question in sort of a nice way, but they did not mean
it. What they were concerned about, was they were scared as the
dickens about their own health insurance, what was going to hap-
pen to it, what was going to happen to their own quality of health
care.

So what gets through, what is understood, I think, often has a
lot to do with how people receive, and therefore perhaps accept, an
idea which comes down from on high, whether it is a commission,
a Congress, or a county commission.

So I would ﬁut that cautionary note, Mr. Chairman in, that I
think that we have heard more so far about the dimensions of the
problem than at least this Senator has found in terms of the solu-
tions for the problem. I think the solution for the problem is where
you get into really affecting the American senior population in
some very fundamental ways.

In that, I think all are going to have to sacrifice. Liberals are
going to have to sacrifice, conservatives are going to have to sac-
rifice, everybody is going to have to sacrifice. Seniors are going to
have to sacrifice. Rich seniors are going to have to sacrifice. Hope-
fulllly poor seniors will not have to sacrifice much, but maybe they
will, too.

All of which leads me, Dr. Johnson, to wonder what it was that
caused you, in the middle of your otherwise, I thought, very inter-
esting testimony, to sort of make a most unusual comment when
you l?aid, “It will not be necessary for doctors’ fees to be reduced
at all.”

Dr. JOHNSON. First of all, Senator, with respect to that and to
shared sacrifice, I never did like sacrifice very much, and I cer-
tainly do not like pain. So we have tried to construct a proposal
that is positive, that does not look to pain, that does not look to
sacrifice, it looks to rewarding people for using the system in a
more cost-effective way. We have tried to figure out how to reward
Medicare beneficiaries—we have a similar proposal in the private
sector—for using the system in a cost-effective way.

Now, I have to inject, if I may, with all due respect, we are very
frustrated about this. We first put a formal proposal to look at
Medicare on the table back in 1986, and I cannot tell you how de-
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lighted we are to have some conversation about it now. But please
forgive us if we are getting more pushy with each passing year, be-
cause we foresaw a dilemma then, and we still do.

Senator ROCKEFELLER. It is not that question which I asked,
though.

Dr. JOHNSON. I understand. But if—

Senator ROCKEFELLER. Why is it that a radiologist, for example,
should expect us to reform Medicare, with all of the super-abun-
dant dimensions of that, and then to have the head of the Amer-
ican Medical Association say, but we will not yield a dime on our
salaries. That just baffles me.

Dr. JOHNSON. There is something intrinsically wrong with our
system today. I want to make clear that I am not a defender of the
status quo, and never have been. There is something intrinsically
wrong with our system, where people who are cost effective are not
rewarded for being cost effective. What causes that, in my judg-
ment, is the insulation of the person consuming the services from
the cost. That has a direct effect on the providers of services, as
well as all the other players.

What we seek to do is to use the same kind of forces that make
the economy work in all other sectors of our economy, which is to
say market forces, bring about cost effectiveness by making provid-
ers of services like physicians and like hospitals accountable to the
people who count, and that is the patients who consume our serv-
ices. But we cannot do that unless we can figure out a way to link
them to the cost.

Now, they do not want to be linked to the cost. But if we could

~—then figure out a way to reward them for being linked to the cost,
I think we could accomplish a more cost-effective delivery of serv-
ices.

People like myself who pay a lot of attention to trying to do it
better at less cost would be rewarded instead of punished by the
system, the whole thing would work better, we would take the bur-
den away from the younger people who now have an almost insur-
mountable burden and have more resources to pai; for their own fu-
ture needs, to speak to an earlier question you had. I believe our
proposal is positive, Senator. It is intended to get to the right price
for the right service at the right time and the needs of the patient.

Senator ROCKEFELLER. Thank you, Mr. Chairman.

Senator GRAMM. Well, let me conclude the hearing by thanking
both of you for coming. I would like to say that this is really the
beginning of the process. As we get closer to a formal proposal to
be considered by the Finance Committee, we want to give you and
every other element of the health-providing and the health-consum-
ing community an opportunity to have an input. I would say that
I think that there are more fproblems today in Medicare than there
are solutions, but I think if we are going to find a solution, that
we have got to recognize how severe the problem is. I see it like
being in an athletic contest in doing what is called “putting your
game face on.”

I think that part of our problem in trying to face up to this prob-
lem in the past, is we have all started with our petty little political

ositions, claiming that this is what I am going to do as a Repub-
ican, or this is what I am going to do as a Democrat.
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I think that one advanta§e of really getting people to understand
the magnitude of the problem is that %y getting people to look at
it you reach the conclusion that this problem is huge, and that po-
litical considerations are a luxury that we just simply do not have.

It is like when banks were going broke left in right in my State
and we were desperately trying to find new capital to invest in the
banks, and of course people from all over the world were coming
to buy up banks in Texas. We ended up with not a single locally-
owned major bank.

I had a ougl of citizens come to see me in the midst of all this
to say, well, what are you going to do to keep these people from
New York, Chicago, and Los Angeles from buying our banks? I
said, we already turned that corner 6 or 7 miles ago.

The alternative to having people come in, despite our State pride,
and buy these banks is an economic calamity. I think basically
what we have got to understand if we are going to find solutions,
that there are a lot of good ideas out there, and we have got to sort
through them.

We are not going to fix the whole problem in 1 year, but what
we have got to do is get in the frame of mind different from our
old positions which have been staked out by Democrats and staked
out by Republicans, and recognize that this is where we are and
this is where we are going to be. The problem is big enough that
Eartisan thinking has got to go out the window. We are going to

ave to do some dramatic things at some point, and the longer we
wait the more difficult it is going to be.

I think you have helped us in that. I want to thank both of you
for your testimony. Thank you very much. We are adjourned.

{Whereupon, at 3:34 p.m., the hearing was concluded.}
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PREPARED STATEMENT OF STUART H. ALTMAN, PH.D.

Thank you, Mr. Chairman, for the opportunity to testify before this committee on
the critically important issue of the future of Medicare. name is Stuart Altman,
and I am the Sol C. Chaikin Professor of National Health %olicy at the Heller Grad-
uate School, Brandeis University. During the past 26 years I have had the J)rivilege
of working for the government in various capacities and I especially enjoyed my fre-
gt;ent involvement with this committee. Often, as Chair of the Prospective Payment

sessment Commission, a position I held for 12 years, I worked closely with the
Congress on proposed changes to the Medicare program.

As I understand the focus of the hearing today, it is to look into possible long-
run changes in Medicare to insure that in the future all Americans can access the
appropriate health care they need when they retire. In particular, I was asked for
my comments on a proposal submitted by Thomas Saving and Andrew Rettenmaier
to create, “A Plan to Privatize Medicare.”

First, let me state, that I do not share the negative assessment of the authors
about the value that Medicare has been to this country. The beneficiaries of Medi-
care include, not only the millions of Americans who have received services paid by
the program, but also their families who have been freed from the worry of potential
ba ptcg: following a costly illness of their parents or grandparents. In addition,
Medicare has supported important components of the health gsystem which provide
; brq:g]er based social good such as biomedical research or the sole community rural

ospital.

I also believe the views of the authors of why Medicare spending has grown so
much is unfairly negative to the program. I do share their assessment, that without
the open ending spending of third party gayers, much of the hiﬁh cost expansion
of the health care system would not have been possible. But, such third party pay-
ers included private insurance as well as Medicare. In fact, between 1984 and 1991,
total Medicare spending was below that of private insurance (see Chart 1). I also
believe, a liberal ;;]ayment policy was what most American’s wanted of their health
insurance. Nevertheless, the authors are correct. We cannot go forward with the
same types of open ended coverage or payment systems. We already see some
changes being made, lead by private man?ed care plans, to increase competition
and consumer choice. But, Medicare too needs to chanfe.

The budget submitted by President Clinton, includes several structural chaniees
of the Medicare program which, I believe, begins this process. Medicare needs to be-
come a more aggressive purchaser of services even within its traditional program.
In the President’s budget plan there are a number of proposals to do just that. But,
much more comprehensive or radical changes are needed to help solve the longer
term problems of the program. The Saving, Rettenmaier proposal attempts to deal
with this problem by establishing a long term (50 years) plan to end the current
Medicare Bro am, and to substitute a Personal Retirement Insurance for Medical
Expense (PRIME) account, to pay for the care of retirees.
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I realize, Mr. Chairman, it is often easier to criticize than to develop an accept-
able alternative. Unfortunately, I find myself in that situation today. While I have
many questions about the PRIME plan and several serious concerns, I am not in
a position, todafy, to offer an alternative plan which will provide the necessary pro-
tection and be fiscally sound. This is a project, we at Brandeis have begun to work
on, and I hope you will have me back at some future time when I am better pre-
pared to offer such an alternative. 1 would say, however, that 1 believe the long-
term fiscal problems of Medicare are so serious that all options must be considered,
including restructuring its benefits, changing the age of eligibility, and reallocating
how much is paid by taxes and how much by beneficiaries. I also believe, we can
not rule out the need for an increase in the funding mechanism, including increas-
ing the payroll tax, if that is the preferred option.

ith respect to the PRIME plan, let me indicate my concerns under two headings,
first technical questions about the proposal itself and second, issues related to Medi-
care’s funding for social goals.

TECHNICAL QUESTIONS

To prepare for this testimony, Mr. Chairman, I reviewed the article you wrote in
the Wall Street Journal and several presentations of Thomas Saving and Andrew
Rettenmaier which summarize the main aspects of their PRIME plan. The PRIME
plan calls for the creation of a private Medical Savings Account system to replace
the current Medicare social insurance system. Each eligible individual would be as-
sessed a payroll tax to be remitted to a qualified private insurance company. In re-
turn, the insured would be provided, at a predetermined age, with both a cata-
strophic health plan (e.g. $2500 deductible) and a limited voucher which could be
used to pay for all medical services not covered by the catastrophic plan. Any funds
not spent at the end of the year from the voucher would be the property of the par-
ticipant. What seems to be most important to the authors is that at some point in
the future, “any payer’s contribution into the system should belong to that payer
to be used for medical expenses after age 65. Further, each payer’s contribution
MUST BE INVESTED IN THE ECONOMY AND NOT USED BY THE GOVERNMENT TO PAY THE
EXPENSES OF CURRENT MEDICARE RECIPIENTS.” (Bold added)

In your article, Mr. Chairman, you would gradually implement this plan over 50
years so that the payroll contributions of current workers would continue to support
those currently eligible or becoming eligible in the next 25 years. Workers under 40
would contributed the current payroll tax contribution into their PRIME account
which would provide them with a private insurance plan upon reaching age 65,
since they will not be eligible for Medicare.

I have serious concerns about substituting a private insurance approach for the
current Medicare social insurance system, but the long-term financial problems are
so serious that I do not believe we should dismiss such a plan without a careful re-
view. In that spirit, I have a number of questions concerning the Saving,
Rettenmaier proposal. In my questions listed below I have accepted the authors
statement that the existing tax rate would provide an acceptable insurance plan for

ounger workers when they retire. Even if this is true the following issues need to
e addressed.

1. The authors strongly criticize the original Medicare planners for their
underestimates of the cost of the program. But, how can we have confidence
that the selected payroll tax rate for the PRIME system would be any more ac-
curate than the one selected in 1965? For example, suppose medical science im-
groves so that life expectancy grows by another 10 years? Would the plan cut

ack on benefits or require greater payments from beneficiaries?

2. How can we have confidence that non-employer based individual insurance
would be even as successful as Medicare in controlling health care spending?
Most analysts have little faith that a individual Medical Savings Account ap-

roach would be superior to Medicare? At best it is an untested concept which,
Eopeful, we will learn more about as a result of the recently passed demonstra-
tion program. Even if most beneficiaries join managed care plans, suppose pri-
vate medical insurance inflation rates return to pre-1992 levels?

3. Even if the selected payroll tax rate is accurate for the average wage work-
er, what happens to those whose wages are below the average, or who have ex-
tensive periods of unemployment? Also, what would happen to spouses who .
choose to remain out of the Iabor force for long periods of time to raise a family?

4. If the PRIME fund is inadequate to meet the health needs of some (or
many) participants, would we continue to require all private medical providers
to supply them with needed services or will it be necessary to expand the public
health care delivery system?
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_5. Both private health insurance coverage and Medicare have undergone sig-
nificant benefit changes in the last 35 years, would the PRIME benefits, par-
ticularly those covered in the catastrophic plan, be allowed to change in the fu-
ture? If these changes add to the outlays of the plan, would it be acceptable to
increase the tax rate? If so, what happens to those currently receiving or about
to receive benefits?

Let me now turn to concerns about funding for social goals.

FUNDING FOR SOCIAL GOALS

The current Medicare program includes substantial extra payments to certain
types of institutions to help pay the costs of providing services that are considered
social or public goods. As you know, Mr. Chairman, public goods are those where
individuals can benefit even if they don’t pay for them directly. A generally recog-
nized public good is national defense. Since all inhabitants benefit, we should expect
all to contribute and so it is paid for through the countries general tax revenue sys-
tem.

In a similar way, we currently provide extra Medicare funds to three types of hos-
pitals; teaching, disproportionate share, and rural, which Congress has judged to
warrant special consideration because of the social benefits they provide. Medicare
also pays more than is necessary in an open market sense for a variety of other
services such as outpatient hospital care. With respect to teaching hospitals, Medi-
care currently provides an extra $6.3 billion annually to help compensate these in-
stitutions for the cost of graduate medical training. Private payers, in the past, also
helped pay for these costs by paying higher rates to teaching hospitals than for simi-
lar patients in community institutions. In the current more price competitive envi-
ronment, these higher private payments have fallen considerably.

Of concern in the PRIME proposals, what will happen to those institutions that
currently receive these extensive Medicare social good subsidies? Since it is unlikely
that private insurance companies will make up the difference or even continue to
pay what they had in the past, will Congress consider creating a series of programs
supported by general revenue for these institutions?

Medicare, and its payroll tax financing, has also been used as a mechanism to pay
for the health care needs of several non-elderly populations such as those suffering
from end-state renal disease, or those judged to be permanently disabled. In 1994,
Medicare payments for end-state renal disease and the disabled was about $25 bil-
lion. What will happen to their coverage in a PRIME system? Clearly no private pol-
icg, which is paid for using an average tax rate, would be adequate to meet these
added expenses unless an added rate is applied to each plan.

In essence, Medicare is currently a social insurance system which provides far
more than individual coverage for its beneficiaries. If we replace the current Medi-
care system with a private insurance system, what happens to the social aspects of
the system?

'

SUMMARY

I want to commend you, Mr. Chairman, for beginning the debate on how to solve
the long-term financial problems of the Medicare program. Much as I question re-
placing the existing social insurance aspect of Medicare with a private insurance ap-
proach, there may be aspects of such a proposal which should be included in a re-
vised Medicare structure. I also agree with the goals you stated in the Wall St.
Journal, Mr. Chairman, that we should give beneficiaries a choice between compet-
ing health delivery systems including introducing the kind of competition that has
already reduced private sector health care costs. But I think we can accomplish
these goals and still retain many of the existing social insurance aspect of Medicare.

We are aware from recent political experience that the current system is valued
highly by most Americans. They value the security of knowing they will receive
health care in their elder years regardless of their circumstance. A private insur-
ance approach does have the potentiai to deliver more services for lower tax pay-
ments. gut like any investment, the chance for a higher return also entails in-
creased risk that the reverse will occur. It is these risks, particularly to individual
beneficiaries, that we should be careful about incurrinf

If we adopt a private insurance approach we also will limit the funding for several
important components of our health system which, in the past, have been judged
to g‘é socially deserving of subsidization. It is quite possible that, in the future, we
may choose to end such social subsidies or create new funding mechanisms for their
continuation. In the meantime, we cannot ignore the present needs of these pro-

ams for support. Nor, can we simply compare the cost of maintaining the existing
ﬁedicare system with one that excludes such expenses.
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Thank you, Mr. Chairman, and members of the committee for allowing me to tes-
tify before you today on this most important public policy issue. I hope my com-
ments will be of some assistance in your deliberations. :

PREPARED STATEMENT OF JOSEPH R. ANTOS

Mr. Chairman and Members of the Committee, I appreciate the opportunity to
discuss with you the outlook for Medicare spending and options for slowing its
growth. Continued rapid growth in spending for Medicare means continued pressure
on the budget in the short term, with the problem getting much worse when the
baby-boom generation retires. In my remarks today, I will briefly summarize projec-
tions by the Congressional Budget Office (CBO) for the next decade and then focus
on options for the long term.

CBO’S PROJECTIONS THROUGH 2007

Although the Srowth in Medicare spending has slowed since the late 1980s and
early 1990s, CBO projects that it will continue to outpace the growth in resources
that finance it (see Table 1). Total outlays for Medicare under current law will in-
crease from $212 billion in 1997 to $317 gillion in 2002, an average annual increase
of 8.4 percent. By 2007, outlays will reach $469 billion, an average annual increase
of 8.3 percent over the 1997-2007 period. Spendin%l for Medicare will grow nearly
twice as fast as gross domestic product (GDP) over the next decade.

TABLE 1. CBO's PROJECTIONS OF MEDICARE OUTLAYS AND GROSS
DOMESTIC PRODUCT (By fiscal year in billions of dollars)

Annual Growth Rates
(In percent)
1997 2002 2007 1997-2002 1997-2007

Medicare Total 212 517 469 84 83
Hospital Insurance 137 202 290 8.0 7.7
Supplementary Medical

Insurance 75 116 179 9.2 9.1
Gross Domestic Product 7,829 9,870 12,379 4.7 4.7

SOURCE:  Congressionat Budget Office.

Spending for the Hospital Insurance (HI) program is expected to increase at an
average annual rate of 7.7 percent between 1997 and 2007. By contrast, HI non-
interest receipts (primarily payroll taxes from current workers) will grow by 4.8 per-
cent over that period. CBO expects the imbalance between outlays and receipts for
HI to deplete the HI trust fund during 2001 (see Table 2). By 2007, outlays will
exceed receipts by $130 billion, and the trust fund will have a negative balance of
$556 billion. Postponing depletion of the HI trust fund through 2007 will require
a cumulative combination of spending and receipt changes of more than $450 billion
over the 1998-2007 period.

Spending for the Supplementary Medical Insurance (SMI) program is exgected to
increase at an annual rate of 9.1 percent between 1997 and 2007, whereas SMI pre-
mium receipts will grow by only 4.5 percent a year. The SMI program is funded pri-
marily by general revenues, with enrollees’ premiums currently covering about 25

rcent of the costs. The percentage of costs paid from general revenues will steadily
increase after 1998 when, under current law, the cost-of-living adjustment to Social
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Security benefits will limit future premium increases. The SMI program is no more
financially sound than the HI program, in the sense that both components of Medi-
care are growing more rapidly than the economy’s capacity to finance them.

TABLE 2. STATUS OF THE HOSPITAL INSURANCE TRUST FUND
(By fiscal year in billions of dollars)

1997 2002 2007
Income? 128 147 160
Outlays 137 202 290
Surplus (Income minus outlays) -10 -54 -130
Trust Fund Balance (End of year) 116 -59 -556
Memorandum:
Noninterest Receipts 118 148 189
Interest 10 -1 -29

SOURCE: Congressional Budget Office.

a. Income inctudes noninterest receipts (primarily payroll taxes) plus interest received on positive balances or
paid on negative balances in the trust fund.

CBO continues to project relatively rapid growth in spending because Medicare’s
current reimbursement rules in the fee-for service sector which covers nearly 90 per-
cent of beneficiaries give neither beneficiaries nor providers much incentive to limit
costs. Further, Medicare’s pz:’yments to health maintenance organizations (HMOs)
that enroll beneficiaries are directly linked to its costs in the fee-for-service sector,
thereby preventing the program from realizing savings from managed care. A vari-
ety of well-known policy options could be used in the short term to slow the growth
in Medicare spending by enough to gostpone depletion of the HI trust fund. How-
ever, if the options adopted leave Medicare’s current structure intact, they are likely
to prove insufficient for the long term, when Medicare will face unprecedented de-
mands from the aging baby-boom generation.

THE LONG-TERM OUTLOOK

My remarks about the long-term outlook are based on Chapter 7 in CBO’s August
1996 report, Reducing the Deficit: Spending and Revenue Options, which examined
a range of approaches for reducing future spending commitments for Social Security
and Medicare. Next month, CBO will publish a revision of that analysis, incorporat-
ing the latest projections from the programs’ trustees. The estimates I will be pre-
senting today use the new projections.

Although the federal deficit as a share of GDP has fallen to a 22-year low, that
Food budgetary news should not make us complacent because the retirement of the
arge baby-boom generation looms just over the horizon. Their retirement will great-
ly increase the costs of two government programs that are already large Social Secu-
ritty and Medicare unless changes in the programs are made.

n 1996, federal spending for Social Security and Medicare exceeded $500 billion,
which was about 7 percent of GDP. By 2030, when most baby boomers will have
retired, those two programs will consume nearly twice as large a portion of national
income as they do today almost 14 percent. Nearly all of the increase in Social Secu-
rity’s share of GDP between now and 2030, and almost two-thirds of the increase
in Medicare’s share, will occur after 2010 as baby boomers become eligible for those
prgirams.

e projected increase in spending for Social Security is entirely the result of the
expected surge in the number of people eligible for benefits. Spending on Medicare,
however, is already growing much more rapidly than national income because of
steep increases in costs per enrollee. Unless ways are found to reduce the growth

-
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in Medicare’s per capita costs, the addition of the baby boomers to the Medicare
rolls will place an enormous burden on the federal budget and the economy. Indeed,
federal spending on Medicare is projected to overtake spending on Social Security
within 30 years (see Figure 1).

My remarks today deal only with approaches that might slow the growth of Medi-
care spending. Options that would reduce growth in spending for Social Security,
however, are substitutes in the sense that a dollar saved in either program reduces
the federal deficit by a dollar. The two programs have essentially the same bene-
ficiaries, but there is an important difference between the two. Although federal
savings from a change in the Social Security program translate directly into lower
benefits paid to recipients, that is not necessarily so for federal savings achieved by
changes in the Medicare program. In particular, changes that would reduce pay-
ments to health care providers would not necessarily reguce health care benefits for
enrollees if those payments were used to deliver health care more efficiently.

If federal spending for Medicare could be kept from growing more rapidly than
the economy when the baby boomers become eligible, the long-term outlcok for the
federal deficit and for the economy would improve dramatically. The illustrative goal
used to develop the options that I will discuss today was to prevent net federal
spending for Medicare as a percentage of GDP from exceeding 4.1 percent its pro-
jected level in 2010 under current law. Stabilizing the ratio of spending to GDP pro-
vides a convenient yardstick. Yet, in view of the magnitude of the demographic shift
that will take place, it is not necessarily an appropriate goal. Reasonable people
may differ about what proportion of GDP is appropriately spent on health care for
the Medicare population. To achieve similar effects on the deficit, smaller reductions
in Medicare sgending than those discussed here could be combined with reduced
spending in other government programs or with tax increases.

Figure 1. Projected Growth in Spending for Social Security and
Medicare, Calendar Years 1995-2070

Spending as a Percentage of GDP
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SOURCE:  Congressional Budget Office based on intermediate assumptions from the 1996
reports of the boards of trustees of the Social Security and Medicare trust funds.

NOTES:  GDP = gross domestic product.

Data are plotted at five-year intervals. Medicare spending is shown net of premium
recerpls.
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Medicare has been highly successful in achieving its original objective ensuring
access to mainstream medical care for the agel and (later) the disabled. Unfortu-
nr.tely, 1hough, Medicare’s costs have become increasingly burdensome to the econ-
oxiy. in 1996, Medicare's spending net of premiums paid by enrollees was 2.4 per-
cent of GDP. If no changes are made in current law, net spending would reach 8.6
percent of GDP by 2070, according to projections made by Medicare's trustees. Un-
derlying those projections is an assumption that growth in Medicare’s spending per
beneficiary will gradually slow between 2005 and 2020 to be more in line with
growth in national income per capita. That assumption may be optimistic, though,
since no policies designed to achieve that result are currently in place.

Three fundamental approaches exist for slowing the long-term growth in federal
spending for Medicare. The Congress could reduce the number of people eligible for
benefits, collect more of the costs from beneficiaries without changing Medicare's
structure, or restructure Medicare to reduce total health care costs per beneficiary
(see Figure 2 for the estimated effects on net Medicare spending under a specific
example for each of those approaches). One way to reduce the number of people eli-
gible for benefits would be to increase the age of eligibility from 65 to 70. That ap-
proach would ultimately reduce federal spending for Medicare by about 15 percent
compared with current law. Despite those considerable savings, net spending would
continue to grow after 2010 as a percentage of GDP, reaching 7.3 percent of GDP
by 2070. Further, that approach would do little to lower total health care costs, and
it would lengthen the period of time in which people who opted for early retirement
under Social Security might have difficulty getting private insurance coverage.

Under the second approach, premiums collected from beneficiaries could be in-
creased to cover 50 percent of Medicare's costs (for both Parts A and B). Nearly all
of those collections would represent federal savings because enrollees’ premiums
cover only about 10 percent of costs now, and that share will fall steadily after 1998
uvnder cucrent law. Using that approach would keep net Medicare spending as a
share of GDP from rising above the target level until 2060. However, increasing pre-
miums would shift costs to beneficiaries rather than constrain the growth in total
health care costs. Without any changes—to improve the efficiency of the Medicare
program, FIGURE 2premiums would consume an ever larger share of enrollees’ in-
come. Indeed, Medicare premiums would equal nearly 30 percent of enrollees’ in-
come by 2070, compared with 3.4 percent in 1995.



Figure 2. Net Medicare Spending as a Percentage of GDP Under Alternative Options
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A third agproach to slow the growth of federal Medicare spending would be to re-
structure the program, giving patients and providers greater incentives to make
cost-effective choices. One way to do that would be to set up a system of competing
health care plans and limit growth in the amount that Medicare woulll contribute
toward the premiums charged by the various plans. In such a restructured system,

Medicare’s tee-for-service sector could be one of the plans, competing for enrollees .

on the same basis as all other glans. Because enrollees would be responsible for any
excess premium amounts (and would receive rebates for plans costing less than
Medicare’s contribution), they would have financial incentives to be prudent pur-
chasers of health plans. Also, because plans would be at risk for any costs above
their predetermined premium collections, they would have financial incentives to op-
erate efficiently. Control of federal Medicare spending would be assured because the
financial risks from higher growth in health care costs would be shifted to health
plans and enrollees. Although the federal subsidy per enrollee would be smaller
than it is under current law, competition among plans and providers could spur effi-
ciency and increase real health benefits per dollar spent.

For example, Medicare’s defined contribution could be set to equal net spending
per enrollee in 2000, increased by 6 percent a year through 2005, 5 percent a year
throxagh 2010, and 4.2 percent a year thereafter. Under that option, federal savings
would amount to 42 percent of currentlgeé)rojected spending by 2030 and 62 percent
1&3070. That apgroach would keep tederal spending from exceeding the target

h 2030, and would keep it below the target in later years. Consequently,
wth in the federal contribution might be increased (up to 4.9 percent a year) once
the baby-boom generation had been fully absorbed.

However, the effects of that approach on total costs for a basic benefit package
and therefore on the costs that beneficiaries would face are uncertain. If the incen-
tives that would be generated for more cost-conscious behavior reduced annual
growth in total costs per enrollee only to the rate assumed by Medicare's trustees
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under current law, premiums paid by enrollees would steadily increase reaching 37
percent of their average income by 2070 (see Figure 3). If, instead, growth in costs
per enrollee was slowed to match the annual growth in the federal defined contribu-
gwgb %'emiums would represent only 2.2 percent of the average income of enrollees
in .

In practice, the effects would probably differ among various enrollee groups. Some
basic plans would keep their costs low enough to avoid having to charge supple-
mental premiums, but access to providers and quality of services available in those
plans might limit their appeal primarily to low-income enrollees. Higher-income en-
rollees might gravitate instead to plans that charged supplemental premiums and
provided better access and quality.

Figure 3. Premiums as a Percentage of Enrollee Income Under Alternative Options
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Costs must be reduced substantially if net federal spending for Medicare is to be
limited as a percentage of GDP (see Table 3). To keep net spending at or below 4.1
percent of GDP, savings equal to about 50 percent of currently projected spending
must be generated annually from 2010 onward. By contrast, the maximum savings
expected from the Balanced Budget Act of 1995 were only about 20 percent of pro-
jected Medicare spending for the 1996-2002 period.

CONCLUSION

Exactly how much budgetary stringency is needed and how to achieve it are open
to debate. What is clear is that Medicare must prepare for the unprecedented de-
mands that the baby-boom generation will soon impose on it. Policies put in place
over the next several years could provide necessary deficit reduction in the short
term and start the restructuring needed for the longer term.
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TABLE 3. EFFECTS OF THREE ILLUSTRATIVE OPTIONS FOR REDUCING
GROWTH IN NET SPENDING FOR MEDICARE (in percent)

Option 2010 2030 2050 2070

Net Federal Spending as a Percentage of GDP

Continue Current Law 4.1 7.1 7.8 8.6
Delay Eligibility to Age 702 4.1 6.2 6.6 7.3
Collect 50 Percent of Costs from Premiums® 22 37 4.1 44

Restructure the Program and Limit

Growth in Defined Contribution to

4.2 Percent a Year® 33 4.1 3.6 32
Savings as a Percentage of Projected Spending

Delay Eligibility to Age 70? 1 13 16 15

Coliect 50 Percent of Costs from Premiums® 47 48 48 49

Restructure the Program and Limit

Growth in Defined Contribution to
4.2 Percent a Year® 21 42 54 62

SOURCE: Congressional Budget Office based on the Medicare trustees’ reports for 1996.
a  The age of eligibility for Medicare would be increased to 70 by 2032, phased in from 2003.

b. Premiums for Medicare enrollees would be increased to cover 50 percent of total Medicare (HI and SMI)
costs by 2010.

¢. Medicare's per-enrollee contribution in 2000 would be set at total per capita costs less 25 percent of Part B
costs. That amount would be increased by 6 percent a year through 2005, 5 percent a year through 2010,
and 4.2 percent a year thereafter. .

Although federal spending for Medicare could be reduced by increasing the pre-
miums or cost-sharing requirements imposed on beneficiaries, that approach by it-
self, without changing the options available, could threaten access to medical care
for some enrollees. It would reduce federal costs by shifting them to beneficiaries
(or to Medicaid, for dually-eligible beneficiaries) with little improvement in the
mechanisms that might limit growth in the total costs of care.

Broader policy goals would be served by putting policies in place that would slow
the growth in total (not just federal) costs of services used by Medicare beneficiaries.
Such policies would encourage both beneficiaries and health care providers to make
more cost-effective choices than many do now. If successful, that approach would re-
duce the resources used for health care while ensuring that enrollees would have
continued access to medical care. Whether such efficiencies would be achieved, how-
ever, is uncertain and would depend on the policies adopted. The one certainty is
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that Medicare will come to consume an enormous share of national income unless
significant changes are made in the program.

PREPARED STATEMENT OF STUART BUTLER

My name is Stuart Butler. I am Vice President for Domestic Policy Studies at The
Heritage Foundation. I am also a member of the steering committee of the National
Academy of Social Insurance’s project on long term Medicare reform. I must stress,
however, that the views I express are entirely my own, and should not be construed
as representing the position of either organization.

I can summarize my testimony in three points:

(1) The finances of Medicare are hopelessly and permanently out of balance.
Without structural reforms the program will in the future provide increasingly
inferior care at staggering cost to taxpayers.

(2) It is time to think “outside the box” about structural reforms, and to con-
sider now the implications of radical changes.

(3) Within the current system, there are important structural changes that
sheuld be put in place as soon as possible. And there are a number of short
term steps that can and should be taken now that will begin to institute new
incentives and new arrangements. These will prepare the program for change
and enhance the effectiveness of structural reforms.

MEDICARE’S FINANCIAL PLIGHT

I have provided the subcommittee with several charts assembled from the most
recent Medicare Trustees’ report. These are attached to my testimony. They indicate
unambiguously two very unpleasant truths.

The first is that the Medicare HI trust fund not only is headed into structural
insolvercy, but the deficit in that part of the program is not a temporary problem—
the picture becomes bleaker the further into the next century the trustees’ project
(using even the most favorable projections).

The second is that while some temporary accounting respite can be achieved by
shifting obligations, such as home health care, from the HI trust fund into the SMI
program, that would simply add to the taxpayer financed deficit in Part B. Such a
shift is like paying off your overdue credit card balance with a check on your over-
drawn personal checking account—it just shifts the problem around but solves noth-
ing.

As the trustees and the CBO have pointed out, the Medicare program as a whole
will slace enormous strains on the economy and taxpayers in future years. The CBO
noted recently, for instance, that the share of GDP devoted to Medicare (net of pre-
mium income) will rise from 2.3 percent in 1996 to 4.1 percent in 2010, and to 8.6
percent by 2070.

When one considers what would have to be done to maintain the program under
its current design, the scale of the task becomes all the more daunting. Absent any
reform, and using the trustees’ 1996 projections, Medicare HI can continue after
2001 only if Congress drastically cuts services or tries to keep the HI program afloat
with tax increases. But the level of new taxes needed (either payroll taxes or gen-
eral revenue) would be staggering. The 1996 report indicates that the cumulative
deficit in the trust fund (&at is, the extra money needed to maintain services)
would be over $400 billion by 2005. In that year alone outlays would exceed income
by over $100 billion, and the annual red ink would be accelerating.

Just to continue hospital services until 2005, the bailout cost to the average Amer-
ican household would be about $4,000 in new taxes.

But that is just Part A. The taxpayer-funded element of Part B is already rising
sharply. Under current law, say the trustees, taxpayers will have to cover 84 per
cent of Part B costs by 2005 and an increasing proportion thereafter. According to
the trustees’ figures, the cumulative taxpayer subsidy between 1996 and 2005 alone
will be $950 billion, or roufhly $10,000 in taxes for the average American house-
hold. The figures for succeeding decades will be even larger.

Taking the two parts of Medicare together, to keep the program afloat just until
2005, without reforms, will take about 514,000 per household in taxes—covering the

rojected Part B deficit and the taxes needed to maintain balance in the HI fund.
K‘loreover, the rate at which the projected shortfall progresses would increase sharp-
ly after 2005, making the cost much higher in later decades.

Trying to bridge the fiscal chasm by squeezing costs appears to be a hopeless task.
Trying to rein in Medicare spending to levels in line with the growth of GDP would
impose draconian reductions in the quality and availability of care.



139 -

THINKING DIFFERENTLY ABOUT MEDICARE

Given this financial picture, I believe Congress has two tasks. The most important
is to reassess the entire Medicare program, considering entirely new ways to provide
for the health care of the elderly and disabled. This task involves not only an eval-
uation of very different designs for Medicare, but also a rethinking of the basic “so-
cial contract” implicit in Medicare.

A number of blue-sky proposals have been advanced for the reform of Medicare.
One intriguing idea is to permit working Americans to place their Medicare tax pay-
ments into a personal account, which could be used during retirement to purchase
care and insurance. Among the advantages of this proposal is that it would actually
create the personal accounts that many Americans—erroneously—believe actually
exist today. It would also discourage elderly Americans in the future from viewing
Medicare as an unliited obligation on their neighbors. It would encourage working
Americans to considcr lifestyle choices (such as preventative care and refraining
from smoking) that would reduce the likely costs of their retirement care. And it
wothld allow and encourage retirees to see{i the most cost effective care for their
needs.

Like any radical change in the current system the proposal raises questions for
Congress to consider. Among these would be the issue of how would this individual-
ized savings/insurance approach square with the objective of ensuring that all re-
tired and disabled Americans could afford at least a basic level of care? Of course
the current system increasingly faces this same problem, given the financial pres-
sures it is encountering. The proposal merely forces discussion of an issue which
needs to be addressed in any case.

Today’s Medicare consists of a social insurance element (since the income-related
payroll tax entitles Medicare beneficiaries to a range of services regardless of the
contributions made) and an element that is subsidgized without regard to income
(Part B). Moving to individualized savings/insurance would require a more explicit,
separate subsidy of social objectives. That explicit subsidy would address low-income
workers who could not accumulate sufficient funds for reasonable retirement care.
It would also have to address objectives currently “hidden” within the social insur-
ance framework of Medicare, such as the subsidization of medical education and the
needs of high-cost hospitals serving poor neighborhoods.

Another approach to this issue of social versus individual insurance, which could
help shape more immediate reforms, would be to redefine the elements of Medicare
in a different way.

« A financially-sound social insurance element (call it Part A) that covers a mod-
ern set of core services (including drug benefits and physician services), but
with higher out-of-pocket beneficiary costs than today.

o A strictly means-tested tax-supported element (call it Part B) that simply pro-
vides financial assistance to offset some Part A costs and part of the cost of
health services not included in Part A. Congress would set a fixed multi-year
budget for Part B. This would mean ending the non-income related subsidy
under the current Part B,

A second major issue would of course be how to deal with the cash-flow problems
of the current system if some Medicare payroll tax payment were instead diverted
to individual accounts.

To be sure, the immediate effect of this would be to add to the financial stress
in the program. But the long-term obligations of the program also would be signifi-
cantly reduced, which must be one of the most important goals of any reform. More-
over, covering the next several years of Medicare obligations is something that
working Americans will in any case have to face. Doing so in the context of struc-
tural reform is surely more attractive that doing so without taking significant steps
to make the program more sound for their retirement years.

IMMEDIATE ACTION

Whatever long term changes are contemplated by Congress, actions are also need-
ed to change the incentive system in the current program, to move away from the
unlimited Part B subsidy without regard to income, and to begin to create the
framework needed for structural change. Over the medium term, the changes I pro-
pose are compatible with a shift to a more individualized savings/insurance, as well
as alternative structural reforms.

The immediate changes I propose are designed to accommodate two structural ob-
jectives:

! (a) A;l sounder social insurance element, with general revenue subsidies based
on need.
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(b) An FEHBP-style system of competing plans available to beneficiaries. In
this system, HCFA would manage the finances of Medicare, provide quality and
other information on plans, and set standards of operation for plans. Like the
Office of Personnel management in the FEHBP system, HCFA would not have
a detailed regulatory and fee-setting role. A separate government-appointed
board, answerable to Congress, would operate and fine-tune the “traditional”
Medicare in all areas. In this arrangement, Medicare would provide a defined
financial contribution (a combination of Part A and Part B benefits) to the plan
chosen by the enrollee.

With these objectives in mind, Congress should take a number of steps this year.
Among them:

1) Change the statutory standards for Medigap policies.

The combination of a unduly small deductible for Part B and Medlifa(f require-
ments that virtually require first dollar coverage drive up the cost of Medicare and
the price of Medigap plans. Congress should maintain the idea of categories of
Medigap plans, to reduce confusion among the elderly and exploitation by insurers.
But Congress should change the rules applying to those categories. Among the most
inelé)ortant changes, no plans should be required to cover the Part B copayment or
deductible, or the Part A deductible.

2) Raise the Part B deductible to at least $300 per year, using some of the savings
to reduce the Part B premium for lower-income beneficiaries, and introduce
means-testing for upper-income beneficiaries.

The $100 deductible for Part B is expensive for the program—and hence tax-
payers—and increases the incentive to overutilize services. It also requires Medicare
to maintain a relatively high premium, which in turn makes it politically difficult
for Congress to introduce means-testing of this tax-supported, voluntary component
of Medicare.

In addition, there is no means-testing in Part B. This is indefensible, as well as
costly, because Part B is not a social insurance program but a subsidized, voluntary
insurance program unconnected to the payroll tax. And while Part B escapes an in-
come adjustment, both Part A (through the income related payroll tax) and Social
Security (through the taxation of benefits as well as the flat payroll tax) have some
element of means-testing.

A reasonable increase in the Part B deductible not only would save money: it
would also be one of the first steps needed for a restructuring of Part B. Former
HCFA actuary Guy King has testified that, based on 1996 Medicare spending, the
Part B premium could be reduced to $4 per month if the deductible were raised to
just over $1,000 annually. King maintains that the combined deductible/premium
change would mean little or no increase in the average out-of-pocket cost of Part
B and would have saved $4.8 billion in outlays in 1996 due to reduced utilization.

It is unlikely that beneficiaries would accept the increase in deductibles King pro-
poses, even with a sharp reduction in premiums. But raising the deductible to
around $300, while reducing premiums for lower-income beneficiaries, might be ac-
complished. Even without immediately raising other premiums, the step would in-
troduce the principle of means testing while achieving savings in net Part B outlays.

3) Introduce a buc‘ifet for net Part B outlays, in place of the formula for establishing
premiums, and vary premiums accordingly

Under current law, the Part B premium increases will soon be based on the cost-
of-living adjustment for Social Security payments. Thus unless the annual cost in-
creases of Part B cervices fall below increases in the general cost of living, and the
per capita volume of services does not rise, taxpayers wil! pay an ever-larger share
of Part B costs. Indeed, the 1996 trustees Report estimates that taxpayers will pick
up and average of 84 per cent of costs by 2005 and a higher percentage thereafter—
without regard to the income of the beneficiary.

The original Medicare program split the cost of Part B equally between the bene-
ficiary and the taxpayer. The current arrangement not only means an unlimited fi-
nancial exposure for taxpayers, but it also means beneficiaries have no incentive to
accept any limits in their benefits—and every incentive to push for even higher ben-
efits—because programs costs will have no effect on their premiums. This premium
formula must be altered immediately if Part B costs are to be constrained in the
near term and the program ultimately reformed. The longer the formula is left in
place, the greater will be the beneficiary opposition to reform.

The case has been made often for returning to the original principle of bene-
ficiaries and taxpayers sharing the cost of the program. Even if warranted, there
is little chance that Congress would consider such a change today. But the goal
should be to place in the hands of Congress the power to decide how much the tax-
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g:yer will contribute to Part B. Congress should decide what the net subsidy shall
and set a budget accordingly, as well as the corresponding premium.

4) No longer base HMO fa{ments on local fee-for-service costs. Instead base the capi-
tation payment on the local managed care market.

Medicare is discovering today what private corporations discovered and corrected
almost twenty years: setting capitation payments to HMOs at 95 percent of the av-
erage fee-for-service costs l&vpically costs mone{lrather than saving it. Private cor-
porations abandoned formula payments of this kind and instead shop around in the
managed care market agreeing to market-price contracts to save money. By con-
trast, the strict formula in Medicare not only invites cherry-picking by HMOs, but
in some markets means HMO are universally overpaid, and in others underpaid
graqeat;;ng quality suffers or modest potential savings from managed care are not ob-

ined).

Simply reducing the capitation rate to 90 percent is a crude reform that would
cut losses in some markets but reduce the potential for long-run savings from ad-
justing Medicare payments to actual market conditions. Moreover, cutting all pay-
ments to HMOs invites the opposition of all HMOs. Adjusting more closely to local
HMO markets would avoid united og)gosition. And while it would save money by al-
lowing capitation rates to be reduced blow 95 percent in some markets, it would also
permit savings by adjusting payments upward in others (particularly in markets
where HMO penetration is low and raising capitation amounts would stimulate
money-saving switching to HMOs).

5) Introduce an annual or biennial “open season” for switching between the tradi-
tional fee-for-service program and HMO coverage—or any other type of plan per-
mitted by Congress

Under current law, beneficiaries may switch in and out of risk contract HMO cov-
erage within a month. This allows beneficiaries to game the system and adds to
costs. Introducing an annual or biennial period in which binding annual coverage
decisions are made would reduce this problem and would establish the necessary
procedures for a more comprehensive later reform to permit enrollees to choose from
a variety of plans. The open enrollment period could be at a fixed time in the cal-
endar year (the FEHBP model) or during a period related to each beneficiary’s
birthday.

6) Introduce a 20 percent copayment for home health services

Home health care services are now one of the fastest-growing components of the
Medicare program, rising at an annual growth rate between 1983 and 1995 of over
20 percent. Worse still, being in mind our experience with the overall Medicare pro-
gram during the last three decades, the design of the benefit is virtually guaranteed
to explode future costs. Benefit are paid on a “reasonable” charge basis, which
means the government is essentially a “price-taker.” Moreover, volume is encour-
aged by the rather subjective assessment of need—many Medicare-paid home visits,
for instance, may simply be a substitute for what many Americans would consider
the normal responsibility of adult children.

To be sure, home-based services can be sensible, and money-saving feature of good
health care. Thus any long term reform of Medicare must include careful reforms
that will allow home-based services to be an integral part of the overall program
without the current incentives for questionable and heavy use. Introducing a copay-
ment to discourage excessive demand would be a first step to structural reform.

7) Separate the management of the overall Medicare program from the fanagement
[ tr{'aditional fee-for-service Medicare, and create a semi-independent board for
the latter.

If an ultimate goal is a system in which beneficiaries can choose from a range
of competing plans, it would seem unwise to maintain the current blending of
HCFA's role as manger of the entire system with its role of running one of the plans
(the traditional fee-for-service plan). Allowing that dual role to continue would make
fair competition less likely: it would be like a baseball umpire owning one of the
teams. Moreover, with all details of the traditional program run directly by a cabi-
net depagtment and Congress, even the most minor changes and decisions become

oliticized.

P Splitting HCFA’s general management and oversight of the entire program from

the management of the traditional program would allow two different cultures to

develop. One culture, remaining firmly within HHS, would focus on the overall func-
tioning of Medicare, its finances, and on steps to improve all services from any pro-
vider—such as developing usable quality measures. This would be roughly the role
the office of Personnel Management plays within the FEHBP. The other culture



would focus on how to make the traditional program a better service for the elderly
and disabled—in other words, customer service.

In combination with this separation of responsibilities, the management of the
traditional program should be vested in a board that is imiependent of HHS, chosen
by Congress and answerable to it, and with limited powers to adjust benefits and

payments.
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PREPARED STATEMENT OF DICK DAVIDSON

Mr. Chairman, I am Dick Davidson, president of the American Hospital Associa-
tion. The AHA represents nearly 5,000 hospitals, health systems, networks, and
other providers of care. Medicare plays a major role in the everyday efforts of our
members to deliver care in their communities, and we appreciate tgis opportunity
to present our views on the long-term financing of the program.

he impending financial collapse of Medicare has been topic number one in a lot
of places for much of the 1990s. It haa been the subject of news stories and of con-
gressional hearings. In 1996, Democrats, Republicans and special interests—includ-
ing the AHA—aired thousands of television and radio ads, dropped millions of pieces
of mail, and spent tens of millions of dollars fighting about Medicare. And what do
we have to show for it? During that time, the Medicare trust fund continued to lose
billions of dollars. Maybe it's time for a different approach. Why?

Because Medicare is an issue surrounded by myths. Until we destroy those myths,
the same confusion will continue to reign over Medicare. And the program will con-
tinue its slide into bankruptcy.

I would like to begin by exploding a few myths about Medicare that reflect the
roblems we face. Then I will offer two ke{1 solutions that can keep Medicare strong
or generations to come: restructuring of the program; and an independent commis-

sion to help Congress make the tough choices that lie ahead.

EXPLODING THE MYTH: MEDICARE IS NOT GOING TO BE AROUND FOR FUTURE
GENERATIONS.

Three-quarters of voters under the age of 40 believe that Medicare is unlikely to
be around when it comes time for them to collect benefits. The fact is that Medicare
will continue to serve our nation’s seniors, because the American people will de-
mand it. For more than 30 years, Medicare has been one of our nation’s most suc-
cessful health care initiatives. It has helped keep millions of elderly Americans
healthy and has dramatically lowered the number of elderly who live in poverty.
Medicare is good for America, and Americans know it. The question is what form
will it take in the future?

EXPLODING THE MYTH: MEDICARE IS A TRUST FUND.

Many Americans believe the payroll taxes that are taken out of their paychecks
and earmarked for Medicare are placed in a trust fund—a bank account, of sorts,
from which they themselves will be provided Medicare benefits when they retire. Of
course, the fact is that today’s workers pay taxes that are used to care for today’s
Medicare beneficiaries. Currently, it takes the payroll taxes of four workers to sup-
port one Medicare beneficiary. )

The Hospital Insurance Trust Fund, which is used to pay Part A benefits, is fi-
nanced by an earmarked payroll tax. But the taxes going into that trust fund are
already insufficient to cover the benefits being paid out. To make up the difference,
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the reserves that have been built up in the Part A Trust Fund are being depleted.
By the year 2001, they will be gone.

EXPLODING THE MYTH: MEDICARE CAN BE SAVED BY REDUCING PAYMENTS TO
PROVIDERS.

This simply doesn’t add up. For instance, the President’s current budget proposal,
which relies almost entirely on cuts in provider payments, would reduce payments
to hospitals by $38 billion over five years. This reduction, when combined with all
of the President’s proposals, would still only extend the life of the Hospital Trust
Fund for a short period—until the year 2007. Further arbitrary reductions in pro-
vider payments would do more harm than good. They would postpone the Trust
Fund crisis for a short time, but at the same time threaten the ability of providers
to mair;tain the very programs and services that Medicare beneficiaries—and oth-
ers—rely on.

The enormous gap that will continue to widen over the years between Trust Fund
spending and revenues simply cannot be remedied through provider cuts alone. A
continued reliance on provider cuts will not solve the problem, and could do serious
harm to the delivery system.

EXPLODING THE MYTH: PROVIDERS ARE DOING WELL ON MEDICARE AND CAN AFFORD
SUBSTANTIAL PAYMENT CUTBACKS.

Recent ProPAC hospital financial performance data may encoura%e this belief.

Unfortunately, it is not true. Many hospitals are struggling financially—so reduc-

tions in Medicare payments to hospitals will hurt. First, it'’s important to note that

ProPAC’s findings apcrly solely to Medicare inpatient services. Second, at the same

time ProPAC reported these Medicare PPS inpatient margins, it also estimated that

approximately forty percent of the nation’s hospitals lose money when they treat
edicare inpatients,

More important, 20 gercent of hospitals have negative total margins, meaning
that, overall, they are losing money on all patients served. Government payment
sources pay less than the cost of providing care. In the aggregate (including both
inpatient and outpatient services), Medicare pays only 97 cents on the dollar, ac-
cording to ProPAC, and Medicaid pays less—a critical difference for those hospitals
that do not have enough privately-paying patients to make up the difference.

For roughly 1,000 hosgjtals, representing one in five of the nation’s community
hospitals, Medicare and Medicaid combined represent more than two-thirds of total
revenue. Many are already in weakened financial positions, with roughly 10 percent
of these hospitals experiencing bottom-line losses for three years in a row, consider-
ing all sources of revenue. These hospitals are vital resources in their communities;
ma‘a’{’?‘r serve a large number of elderly citizens.

ile it's true we need to rationally reduce our excess hospital capacity, placing
at risk many hospitals in rural and inner-city areas with high Medicare and Medic-
aid populations does not qualify as a rational approach.

EXPLODING THE MYTH: MEDICARE CAN BE SAVED BY ELIMINATING FRAUD AND ABUSE.

Nearly 30 percent of Americans believe that, by cracking down on fraud and
abuse, we can prevent the bankruptcy of Medicare. Again, this just does not add
up. America’s hospitals and health systems wholeheartedly support efforts to rid our
health care system of abuses. In 1992, the General Accounting Office (GAO) esti-
mated that 10 percent of health care costs are attributable to fraud and abuse.
Other studies dispute this, saying the cost is less than half of that. Nevertheless,
such costs should be eliminated. But doing so is not a long-term solution. And, to
illustrate how difficult solving this problem could be, the President’s budget pro-
posal claims savings of less than $2 billion over five years by targeting fraud.

EXPLODING THE MYTH: SOLVE MEDICARE'S SHORT-TERM FUNDING PROBLEM, AND THE
LONG-TERM WILL TEND TO ITSELF.

This is perhaps the most damaging myth of all. It has led to bud%et J)roposals
from Congress and the Administration that would shore up Medicare funding for a
few years—at the most—when the real crisis lies down the road. The real crisis: In
the year 2011, the first of the nation’s 77 million baby boomers will turn 65. And,
not too long after that, there will be only two workers supporting each enrollee, in-
stead of the four workers supporting each enrollee today. Will those two workers
be expected to carry the same burden that four are carrying today? Something will
have to be done, because, as the Medicare program is currently structured, bene-
ficiaries do not cover their own costs. For instance, an individual retiring in 1995,
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after earning average wages, has spent much of his working life contributing payroll
taxes into the trust fund. Still, CBO estimates that his total contribution of payroll
taxes and Part B premiums will add up to only 38 percent of his expected lifetime
Medicare benefits. For someone retiring in 2005—who has contributed payroll taxes
to Medicare since age 26—the contribution of taxes and Part B premiums still adds
up to only 42 percent of total benefits.

It is clear that, in order to maintain the solvency of the Medicare program, we
need long-term solutions, and that those solutions will demand that we make tough
choices. Therefore, we need to restructure the Medicare program, and we need to
create a permanent, independent commission.

RESTRUCTURING MEDICARE

We would like to applaud those members of Congress and of this subcommittee
who are seeking real restructuring of the Medicare program. We believe there is a
need to begin to restructure the Medicare program in three specific areas: expand-
ing beneficiary options b{ allowing them to choose PSOs; making payments to
health plans more equitable; and moving toward a defined contribution that guaran-
tees a minimum benefit package.

PSOs—We can expand the coordinated care options that Medicare beneficiaries
}l:;“:' by allowing provider sponsored organizations (PSOs) to contract directly with

edicare.

PSQOs are community-based, formal affiliations of hospitals, doctors and other
health care providers who come together to provide high-quality health care to the
people and communities they serve.

PSOs can expand the choices Medicare beneficiaries have, putting medical deci-
sions in the hands of local providers who know best how to balance efficiency and
pf@f_tignt care, and giving Medicare the same tools the private sector uses to increase
efficiency.

PSOs hold special promise for rural and underserved areas of the nation, areas
where HMOs won’t go because there simply aren’t enough patients. Allowing health
care providers who are already part of the community to build local networks in
such areas could literally save access to care for the citizens of those communities.

Bipartisan PSO legislation has been introduced in the Senate (S.146) by Senators
Jay kefeller (D-WV) and Bill Frist (R-TN), and in the House (H.R.475) by Reps.
Jim Greenwood (R-PA) and Charles Stenholm (D-TX). We strongly urge this com-
mittee to support this legislation.

Payments to health plans—When Medicare beneficiaries join managed care
plans, Medicare pays an up-front, monthly, per-person amount based on the ad-
Jjusted average per capita cost (AAPCC). T{le CC is a formula by which Medi-
care determines the average cost of providing care to beneficiaries in a particular
area. Given the wide variations in historic fee-for-service utilization patterns, there
is a resulting wide variation in health plan payments—more than 300 percent
among counties across the United States. We believe these {)ayments should be
made more equitable across the United States in a way that will allow more commu-
nities to establish coordinated care networks like PSOs.

We also support proposals to remove, or “carve-out,” graduate medical education
and disproportionate share hospital payments from Medicare payments to managed
care plans. This would ensure that the payments go directly to the entities that
incur the costs of those programs.

Defined benefit vs. defined contribution—This topic has sparked much con-
troversy. It almost explodes another myth: that Medicare must always remain a de-
fined benefit program as it is today. Those in the defined benefit camp call for a
range of services to be provided by Medicare, regardless of cost. Those in the defined
contribution camp call for a bottom line amount to be spent per beneficiary, with
services limited to what can be purchased for that amount.

In the current era of managed care, we fall somewhere in the middle. We believe
there is nothing inherently flawed with the concept of a defined contribution—as
long as the amount is sufficient to guarantee a minimum set of services. In other
words, let’s not let the emergin%) world of coordinated care take Medicare away from
its historic mission: to provide basic health care for all senior Americans who need
it, regardless of their ability to pay.

“Means-testing” Medicare—As health care costs continue to rise and baby
boomers begin to retire, the dollars available to fund Medicare will become even
more constrained than today. To better allocate Medicare dollars, Medicare’s share
of the cost of coverage should be income-related. Medicare would pay for the full
costs of coverage—excluding required copayments and deductibles—for lower-income
seniors and would pay a very limited amount for upper-income seniors. This could
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be achieved in a number of ways, but the effect would be the same—to ensure that
limited Medicare dollars can continue to provide care for those most in need.

A new savings opportunity for workers—If Medicare’s share of the cost of
coverage becomes income-related, people should have the opportunity to save during
their working years and set aside funds that could defray medical expenses during
their retirement. They can be encouraged, through tax-deferred vehicles, to save
these funds. These vehicles should not be confused with Medicare medical savings
accounts (MSAs), which are designed to allow already-retired seniors to purchase
only a high-deductible, catastrophic coverage plan and accumulate tax-preferred
savings to defray non-covered health care costs. The tax-deferred vehicles we are
talking about allow working people to save for post-retirement health care coverage
and could be combined with any type of health coverage plan.

A NEW PROCESS

We are also proposing a commission that explodes another myth—the myth that
all commissions are alike. The commission that we are proposing is different from
any other. How?

o It would have “teeth,” by facilitating congressional action.

o It offers a permanent process—not a single solution.

* Many in Congress already support the concept, in one form or another.

Mr. Chairman, at no time during any budget discussion or Medicare debate has
any proposal been brought to the table that would take Medicare into the next 30
years and beyond. And that is what is needed—something that will so radically
change the decision-making process about Medicare that it guarantees the pro-
gram'’s strength well into the next century.

First, we applaud Senators Roth (R-DE) and Moynihan (D-NY) for their legisla-
tion (S. 341) that would create a bipartisan commission on the long-term future of
Medicare. Their commission would make recommendations to the President and
Congress within a year of enactment.

However, we would like to build upon that concept, and believe that a permanent
commission is required. The commission we are talking about would, each year, pro-
vide information and advice to help Congress set a Medicare spending target. Under
that target, the commission would hold public hearings, recommend how much can
be spent, what that money will buy in benefits and for whom, and how to ensure
quality. Then, the whole package would be voted on, up-or-down, by Congress.

And if Congress voted it down? Or didn’t vote at all? A default mechanism would
kick in to automatically align provider payments and beneficiary cost-sharing with
the Medicare spending target. The knowledge that cuts could not be avoided would
be a powerful incentive for Congress to pass the commission’s comprehensive and
carefully considered package.

The cornmission would be made up of seven experts in all areas of the health care
field, appointed by the president and confirmed by the Senate. Being on the commis-
sion would be a full-time position. Legislation (H.R.406) to create such a commission
has been introduced in the House by Rep. Phil English (R-PA) and enjoys bipartisan
support. Moreover, a provision included in the budget proposal of the House Demo-
cratic “Blue Dogs” is similar to our vision of the kind of commission Medicare needs.

This commission itself would not be a solution to Medicare’s problems, but a proc-
ess—a public process—that can help us make the tough choices that need to be
made to solve those problems.

It is important that the commission be a permanent one, because the problems
that Medicare faces will continue to change as time moves on. A lot of the proposals
to “save” Medicare that exist today may have little or no relevance in the year 2011,
for example.

And let me make this very clear. The AHA supports this mechanism, even though
we are fully aware that we may disagree with some of the recommendations the
commission may make. We are willing to take that risk, because maintaining the
status quo by doing nothing, or by stopping at short-term solutions, is a bigger risk.
We need to put this new process into place immediately. Time is, quite literally,
running out.

Mr. Chairman, Medicare has, in some way, touched the lives of every American.
It was a good idea 30 years ago, when it was created, and it is a good idea today.
But, in order for Medicare to continue its mission of caring for America’s seniors
for another 30 years, it has to be brought up to date. It has to be restructured, just
as America’s health care system has restructured itself. And decisions about its
funding must be made in a more open, less political process so that tough deci-
sions—decisions that would not get made in the heat of politics—can be made.
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We look forward to working with you to ensure that hospitals and health systems
can continue serving America’s seniors for generations to come.

PREPARED STATEMENT OF KAREN DAvis

Thank you, Mr. Chairman, for this invitation to address options for assuring that
Medicare gmvides health and economic security for elderly and disabled Americans
as the baby boom generation enters retirement. None of the proposals currently
under consideration by the Congress would assure the adequacy of Medicare financ-
ing over the next 15-30 years. However, slowing the growth in Medicare outlays
through such provisions as tightening provider payment rates represents important
short-term action to bring Medicare spending closer to rates of economic and budg-
etary growth.

Short-term steps to achieve budgetary savings now provide some leeway for more
careful consideration and debate about desired long-term directions for Medicare.
There is a strong argument for postponing action to lock in place long-term policies
now. The health system is in a state of enormous flux. It takes time for important
health institutions to adapt to these changes. It takes time to understand the
changes underway and their implications for the projected growth in Medicare out-
lays or trends in private sector health care outlays. Very little solid evidence is
available on the long-term success of new forms of managed care in controlling the
rate of increase in health care costs while assuring access to quality care for elder}
and disabled Fatients. What works for a relatively healthy working population mﬁ
not necessarily work the same way for a chronically ill, frail elderly population.
Time to test new approaches to Medicare and conduct more in-depth analysis of re-
cent private sector initiatives is important before locking in decisions that affect the
health care of some of our nation’s frailest and most vulnerable citizens.

Both short-term steps and long-term changes should be designed with a clear
focus on Medicare’s fundamental goals. Medicare has brought health and economic
security to elderly Americans for over 30 years. Before it was enacted half of older
Americans were uninsured, leaving them and their families at risk of financial ca-
tastrophe in the face of major illness. Nor should we lose sight of the fact that
growth in health care spending nationally and in Medicare have brought improve-
ments in life expectancy and quality of life. Life expectancy at age 65 has increased
by three years since Medicare was enacted, and the U.S. is a world-leader in life
expectancy of older adults. Technological innovations such as cataract surgery, joint
replacements, and advanced methods of treating coronary artery disease have pro-
longed life and improved functioning for millions of Americans. Medicare, in particu-
lar, has contributed to technological advances not only by directly financing health
care for older Americans but through payments to academic health centers which
are on the forefront of developing and testing new advances in medicine. Medicare
has improved access to health care, contributed to better health for millions of elder-
ly Americans, and protected against the financial hardship of medical expenses.
These fundamental goals should be preserved.

THE CHALLENGE

Understanding Medicare’s long-term challenge requires an examination of pro-
jected growth in Medicare outlays as well as ecomomic and fiscal trends. Medicare
is projected to grow more rapidly over the next 30 years than the economf', the fed-
eral budget, and tax revenues from payroll taxes, premiums, and general revenues
that support Medicare. As a result, as currently structured Medicare will consume
an increasing share of the Gross Domestic Product and the federal budget.

This is true both in the intermediate turn as well as after the retirement of the
baby boom generation beginning in 2010. The Congressional Budget Office estimates
that Medicare net outlays will grow at 8.7 percent annually over the period 1997-
2002.(1] Over this period the Gross Domestic Product (GDP) is projected to grow at
an annual rate of approximately 5 percent, and the federal budget is projected to

w at an annual rate of 5 percent. Payroll tax revenues which are used to finance
art A of Medicare are projected to grow at approximately 5 percent. The Presi-
dent’s Medicare budget proposals would slow the growth in Medicare outlays to 6.3
percent annually. With the shift of part of home health benefits from Part A to Part
B, Part A would grow at 5.4 percent annually while Medicare Part B would grow
at 7.8 percent annually—but both parts of Medicare are slowed significantly by an
array of proposals primarily aimed at restraining provider payment rates. While it
still leaves a gap between Medicare revenues and outlays, it makes & substantial
contribution toward narrowing this gap.
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The Medicare trustees intermediate projections assume that over the long-term,
average annual wages will grow at 5 percent, the consumer price index will increase
at 4 percent annually, rea wages will grow at 1 percent annually, and real GDP
will grow at 1.4 percent (in 2030). Under baseline projections, Medicare will increase
from 2.1 percent of GDP today to 7.4 percent in 2030. Over this period, the older
Ki)pulation eligible for Medicare will grow faster than the entire population. For

edicare not to me as a percent of GDP, real Medicare expenditures per bene-
ficiary (adjusted for inflation) would have to stay constant or decline slightly given
the growth in the beneficiary population.

Such a decline would be historically unprecedented. Nor is it likely to be consist-
ent with Medicare’s fundamental goal of providing health and economic security to
older Americans. To assure access to quality services for Medicare beneficiaries, it
is reasonable to expect that over the long term Medicare outlays will need to in-
crease at the same rate as health spending per capita in the private sector. The crit-
ical projection, therefore, is what can be expected in terms of the overall growth in
health care expenditures. Historically, health care expenses per capita have grown
about 9 percent, or in real terms about 4.5 percent (from 1950-1995). There have
been only four major occasions where real rates of health spending have been mark-
edly lower: the Nixon wage and price controls of 1972-1974; the period when the
Carter hospital cost containment proposal was under consideration by the Congress
(1978-1980); when Medicare prospective payment for hospitals was introdg:ced
(1984-1987); and the most recent period for which national health expenditure data
are available (1993-1995).[2] It is only briefly in these periods that national health
expenditures have grown more slowly than GDP. During this most recent three year
period, national health expenditures per caPita rose at 5.5 percent, or 2.7 percent
in real terms, and only in 1994 did national health expenditures grow more slowly
than GDP. Private health expenditures per capita grew at 3.5 percent or less than
1.0 percent in real terms. (3)

It is hard to know at this point what is responsible for the recent slowdown in
private health outlays or whether it is permanent or temporary. The major reason
attributed to the slowdown is the growth of managed care, and certainly surveys
of employer health benefits by Foster Higgins and KPMG Peat Marwick{4] have
found a shifting of employees into managed care plans, and a moderation of em-
ployer health premium growth. Private sector managed care could have generated
savings by achieving price discounts from providers, and there is some evidence that
physician incomes have declined on average. Savings may also have been achieved
in other ways—such as reduced hospitalization or shortened hospital stays, appro-
priate or inappropriate barriers to care, reduced benefits or more denied claims,
shifting costs to employees, and/or improved efficiency. However, it is not clear
whether managed care in fact deserves the credit for the recent slowdown. A recent
National Bureau of Economic Research study finds that the shift to managed care
does not appear to be directly responsible for significant cost savings because man-
age(} (iare premiums are almost as high as those for fee-for-service plans, on aver-
age.[5

There are other factors at play. The Clinton health plan generated considerable
uncertainty in the health sector in 1993-1994, and may have had a restraining ef-
fect, for example, on decisions to hire hospital employees, raise wages, and replace
capital plant and equipment. Pharmaceutical companies and other health suppliers
may have held down price increases to reduce political support for price controls as
part of a comprehensive health plan. Proposals to achieve substantia! savings in
Medicare from provider payment restraints added another element of uncertainty in
the 1995-1996 period. Some of the slowdown may actually be a result of an increase
in the number of uninsured people or their increasing difficulty in obtaining free
or subsidized care.

But the most immediate issue relevant to Medicare’s long term future is discern-
ing whether the slowdown is permanent or temporary. The few studies that have
examined the impact of managed care have found that its savings are one-time sav-
ings, such as reduced utilization or price discounts, but do not affect rates of in-
crease over time. Other explanations such as the threat of government controls
under the Clinton health plan can at best have been a short-term factor and no
longer expected to have a deterrent effect.

One can hope that this time is different, that managed care or the threat of politi-
cal action is working, that health technology is no longer driving up costs but rather

enerating improved efficiency and productivity, that the stabilization of wages is
ﬁavin an effect on a labor-intensive industry and will continue to do so, or simply
that the health sector is so large that it simply can not grow faster than the rest
of the economy. But it’s hard to feel confident that 45 years of history are history,
and that three years of data are the new reality for the future.
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The safest guess is that real health expenditures per capita will grow somewhere
between the historical rate of 4.5 percent and the more recent three-year experience
of 2.7 percent, but that they will not stay constant or decline slightly in realietems.
Bringing real Medicare outlay growth per beneficiary down to between 2.5 and 4.5
percent requires substantial tightening but is achievable. For example, the Presi-
dent’s budget represents total growth in Medicare of 6.3 percent, or 5.1 percent
growth in Medicare outlays per beneficiary, and about 2.1 percent in real expendi-
tures per beneficiary (6.3 percent less 1.2 percent for beneficia wth and 3.0 per-
cent for inflation). To lower this further runs the risk of rez;?’ eterioration in the
quality of care available to Medicare beneficiaries relative to care provided to work-
m%families.

ut this still leaves outlays growing more rapidly than revenues. The fundamen-
tal dilemma is whether assuring tﬁ:ality health care for the nation’s elderly and dis-
abled population is really achievable without increasing the fiscal and economic re-
sources committed to this national objective. If not, how much give should there be
and in which direction, and what combination of policies are available to balance
these objectives. In the end it will be a public go]icy decision which can be best in-
formed by better delineation of the choices and better information on the benefits,
costs, and consequences of different options.

THE CHOICES

What are the real choices for altering the future growth of Medicare outlays and

revenues? The principal candidates are:

e Eligibility—raising the age of Medicare eligibility (e.g. to age 67 or 70) or
mean)s-testing eligibility (e.g. phasing out benefits for those over $50,000 in-
come

¢ Benefits—reducing effective benefits through increased cost-sharing (e.g. a cata-
strophic deductible of $2500 per person annually)

e Provider payment restraints (e.g. introducing prospective payment methods for
all health care providers and holding growth in Medicare prices to CPI or CPI-
medical prices, or basing increases on performance in meeting per capita ex-
penditure targets based on GDP per capita or private sector health expenditure

er capita growth)

e Managed care (e.g. developing a new method of paying managed care plans and
holding increases to CPI, private sector managed care premium growth, or Med-
icare fee-for-service expenditure per capita growth adjusted for health status of
those staying in traditional Medicare; other reforms such as (}uality standards,
eligible managed care plans, beneficiary information and enrollment procedures,
beneficiary incentives)

« Defined contribution (e.g. establishing a voucher that (gi'rows with GDP per caP-
ita or ?rivate sector health expenditures per capita and making beneficiaries fi-
nancially at risk for the difference between the value of the voucher and pre-
miums charged by private health plans; medical savings accounts)

» Financial contributions from beneficiaries (e.g. increase premiums or institute
income-related premium).

o Other financing (e.g. increase payroll taxes, merge Part A and B trust funds
and increase general revenue share of total, replace some or all of payroll taxes
by value-added tax, other tax changes).

MEDICARE ELIGIBILITY AND BENEFITS

Medicare could be changed to cover fewer people or fewer benefits. These are one-
time savings, but when phased gradually over a long period of time would affect the
actual annual rate of change. Obviously, they run counter to the basic purpose of
Medicare, but by scaling back commitments they do reduce the draw on fiscal re-
sources. If, as expected, elderly people in the future are economically more secure,
they may not require as extensive governmental support as earlier generations.

Raising the age of eligibility for Medicare runs the risk of adding to the numbers
of uninsured. Employer retiree health benefits have been dropping precipitously in
the last decade. Today only about one-third of retirees have such coverage. Early
retirees between the ages of 55 and 64 are alread{ at risk, and those with major
health problems find it difficult to obtain affordable coverage.[6] Whether the age
of eligibility is increased or not, consideration should be given to permitting those
under age 65 to purchase Medicare coverage. Subsidies may be required for low and
modest income retirees to make such coverage affordable. These costs would un-
doubtedly more than offset any savings from raising the age of Medicare eligibility.

Means-testing eligibility for Medicare also has considerable downside. The start-
ing point is one where incomes of the elderly are quite modest and personal respon-
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sibility for health care expenses is already %uit,e high. About three-fourths of all
Medicare beneficiaries have incomes below $ 5,000.[5] On average Medicare bene-
ficiaries already spend 21 percent of their income on health care. For those with in-
comes below the poverty level, elderly beneficiaries spend 30 percent of income on
health care.[8)

These high costs come in large part because the Medicare benefit package has de-
teriorated rather than improved over the last 30 years. The structure of benefits is
fundamanta]]f( the same today as it was when it was implemented, but cost-sharing
is considerably higher. In 1966 the hospital deductible was $40 (é190 in 1996 dol-
lars); in 1996 it was $736. The deductible for Part B (Supplementary Medical Insur-
ance) services is $100, also up from $50 in 1966, but lower in current dollars than
it was in 1966 ($238 in 1996 dollars). The Part B Yremium was originally set at
$3€ ($171 in 1996 dollars), representing 50% of SMI outlays; in 1996 it was $510
a year representing 25% of program outlays. These premiums and cost-sharing are
also higher than faced by most workers. In addition most employer plans include
a ceiling on out-of-pocket expenses; Medicare does not.

The Medicare benefit package is essentially unchanged over the last 30 years. The
only major new services include hospice care, rural health clinics, drug coverage for
immunosuppressive drugs, erythropoietin for persons with chronic kidney failure,
outpatient chemotherapy, and some limited preventive services (subject to the Part
B deductible and 20% coinsurance).

The application of cost-sharing to preventive services such as mammograms has
restricted access vo this service, especially for those without supplemental coverage
to Medicare. A recent study supported by The Commonwealth Fund found that el-
derly women without Medicaid or’su’xpplemental rivate health insurance were much
less likely to get mammograms.[9] The ﬁnancia? barriers posed by deductibles and
coinsurance for cancer screening contribute to failure to detect cancer in an early
stage when recovery chances are higher.

edicare does not cover prescription drugs (covered by 95 percent of employer
plans). Not covered, for example, are insulin, cholesterol-lowering drugs, hormone
replacement therapy medication, and pain medication for cancer patients. Medicare
also has limited long-term care benefits (only 16 percent of nursing home and home
health care is paid by Medicare; another 38 percent is paid by Medicaid[10}).

The high cost-sharing and limited benefits expose seriously ill Medicare bene-
ficiaries to high out-of-pocket costs. In 1996 Medicare beneficiaries paid $2,605 per
person for their own health care costs.[11] Medicare expenditures and out-of-pocket
costs, however, are highly skewed. The sickest 10 percent account for 75 percent of
Medicare outlays. In 1996 the sickest 10 percent OF Medicare beneficiaries averaged
$37,000 in Medicare outlays; the healthiest 20 percent incur no Medicare ex-
penses.[12]) But the sickest beneficiaries also spent the most themselves. Their out-
of-pocket costs for Medicare covered services was $5,600, and their out-of-pocket
costs for all health services was $8,800. Any increase in cost-sharing would fall dis-
proportionately on these beneficiaries and add to this considerable financial burden.

Since a major purpose of Medicare is to provide financial protection for bene-
ficiaries, a good case could be made for improving benefits, lowering cost-sharing,
and raising premiums in the long-term. This would improve financial protection, es-
pecially for the 10 percent of Medicare beneficiaries who have no supplemental re-
tiree or Medigap coverage and for those chronically ill Medicare beneficiaries with
ngor health care expenses.

ne possibility would be giving Medicare beneficiaries the choice of a comprehen-
sive benefit package with little or no cost-sharing and a commensurately higher pre-
mium so that beneficiaries would not be forced to purchase costly private MediGap
coverage. With some important exceptions, MediGap plans often deny coverage to
elderly people with pre-existing conditions. MediGap (rlans are required by federal
law to limit administrative costs to 40 percent for individual plans and 25 percent
for groups plans; yet in 1993, 38 percent of plans did not comply with minimum loss
ratio standards.[13) Combim’nF supplemental coverage with Medicare into a single
comprehensive Medicare benefic package would lower administrative costs, reduce
paperwork burdens, and the necessity of coordinating Medicare and MediGap pay-
ment. At a minimum MediGap plans should be required to accept all Medicare bene-
ficiaries without underwriting, excluding bad risks, or charging higher premiums to
sick or very old beneficiaries.

Low-income elderly and disabled beneficiaries have increasingly relied on the
Medicaid program to supplement their Medicare benefits. The Qualified Medicare
Beneficiary (QMB) program entitles all poor Medicare beneficiaries to supplemental
Medicaid coverage to pick up cost-sharing and premiums. Beneficiaries with incomes
up to 120 percent of the poverty level are eligible for Medicare Part B premium sub-
sidies from Medicaid (Specified Low-Income Medicare Beneficiary [SLMB) program).
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These provisions are quite modest. The poverty level for a single elderly person in
1996 was $7,525 and $9,484 for a couple.

Only about two-thirds of those eligible for QMB coverage, however, participate,
and only about 10 percent of those eligible for SLMB do s0.(14] A Commonwealth
Fund study found that the most common reasons why elderly poor are not covered
by public benefit programs are that they are unfamiliar with the programs or do
not think they are eligible.[15] Better outreach to those who are quariﬁed for Medic-
aid supplementation to Medicare is important.

Poor and near-poor elderly are more likely to be experiencing health problems
that require medical services than elderly peogle who are economically better off.
Yet, they are less able to afford needed care because of their lower incomes. For
thosi who do get care, large out-of-pocket medical expenses can lead to impoverish-
ment.

Medicaid could be improved to assure better benefits and financial protection for
low-income Medicare beneficiaries. Federalizing this portion of Medicaid, improving
supplemental coverage (including prescription drugs), and increasing eligibility to,
say, 150 Xercent of poverty are options worthy of exploration. Federalization of the

MB and SLMB programs would permit better coordination with Medicare and
likely increase participation of those eligible.

PROVIDER PAYMENT

The extent to which Medicare can tighten payments to providers without jeopard-
izing access to quality services for beneficiaries and introducing serious financial in-
stability in the health sector is a judgment that is difficult to make with any preci-
sion. As a general principle Medicare can not depart too fundamentally from pay-
ment rates in the private sector without risking the deterioration of its fee-for-serv-
ice coverage.

Because Medicare is a major source of revenues to health care providers, nearly
all qualified health care providers and increasingly nearly all HMOs have opted to
participate —despite the fact that payment rates have historically been set by Medi-
care below private sector rates. In the last few years managed care plans have fol-
lowed Medicare’s practice of using significant purchasing power to obtain “price dis-
counts” from providers.

Medicare has been an innovator in provider payment. Its system of physician pay-
ment has been increasingly accepted by physicians as payment in full. Its innova-
tions in physician payment in fact have contributed to the growth of managed care
plans who use it as a basis for establishing fee schedules for physicians participat-
ing in discounted fee-for-service managed care plans. A survey of managed care
plans finds that Medicare still obtains the best “discounts” from physicians—with
most managed care plans paying physicians in excess of Medicare rates.[16] On av-
erage Medicare pays physicians about 69 percent of the fees paid by private plans.

A good comparison of the performance of Medicare and private coverage for the
working population is difficult because of the age differences in those it covers. Prior
to the mid-1980s both Medicare and private health expenditures grew rapidly, with
Medicare growinF sgfhtly faster. Starting with the introduction of prospective pay-
ment for hospitals, Medicare grew more slowly than private health expenditures in
the mid-1980s to early 1990s.(17} Employers complained regularly that Medicare
was “cost-shifting” to the private sector because it achieved price “discounts” from
hospitals and physicians. From 1993 to 1995 grivat,e sector spending per person for
similar services has been the same or slightly below Medicare spending growth.

Rather than continue the somewhat unproductive charges and countercharges
about the comparative tperformance of Medicare and private plans, it is important
that the innovations of prospective payment for hospitals and physicians be ex-
tended to other Medicare services. Growth in Medicare hospital and physician ex-
penditures have moderated considerably. The major areas where Medicare is now
growing rapidly are for those services not covered by prospective payment ap-

roaches—particularly home health, skilled nursing facilities services, sub-acute

ospital care, and hospital outpatient care. Developing new methods of grospective
payment for these services should be a tomriority, and the President’s budget rec-
ommends steps in this direction. Other techniques such as profiling patterns of utili-
zation of different physicians, appropriateness guidelines, and high cost case man-
agement may also generate further savings.

MEDICARE’S MANAGED CARE CHOICES

The President’s budget also proposes to achieve savings under its managed care
options. This is to be achieved by: tightening fee-for-service provider payments,
which lowers the managed care capitation rate ($18 billion); a proposal to lower the

45-57598 -6
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capitation rate from 95 percent to 90 percent of the fee-for-service cost ($6 billion);
removing the allowance for teaching and disproportionate share from the managed
care capitation rate ($10 billion); and reducing the wide geographic disparities in
the payment rates (budget neutral). In addition, the proposal would expand the
kinds of managed care plans eligible to participate in Medicare.

Managed care plans are aggressively marketing to Medicare beneficiaries. Medi-
care permits qualified health maintenance organizations, including point of service

lans, to participate in the proFram. Seventy percent of HMOs offer coverage to

edicare beneficiaries. Currently 10 percent of Medicare beneficiaries enroll in
HMOs, but this number is growing rapidly. The Congressional Budget Office esti-
mates that by the year 2000, 20 percent of Medicare beneficiaries will belong to
HMOs.(18)

Genuine choices between quality managed care and fee-for-service care for Medi-
care beneficiaries are important to preserve over the long-term. Fee-for-service care
has the disadvantage of creating incentives for too much care at too high cost; man-
aged care has the disadvantage of creating incentives for too little care at sub-
standard quality. Providing a genuine informed choice for beneficiaries of both op-
tions may counter the harmful consequences of either extreme. If either part of the

rogram deteriorates in the quality and level of service available, neither bene-
iciaries nor the government will be well served. Careful attention, however, will
need to be paid to issues of risk selection since sicker beneficiaries are more likely
to opt for fee-for-service coverage while healthier beneficiaries are more likely to en-
roll in managed care plans.

While most Medicare beneficiaries have managed care options available to them,
familiarity with this option is not widespread. Medicare could systematically make
information available to beneficiaries about choices in their geographic area, and
conduct a formal annual enrollment process.

It is important, however, that managed care plans be held to high quality stand-
ards. A recent study finding that health outcomes of elderly patients worsen under
managed care compared to fee-for-service care is particularly troubling.[19] There
may also be a significant downside to managed care enrollment that requires bene-
ficiaries to change physicians. A study supported by The Commonwealth Fund
found that continuity of care from retaining the same physician for a long period
of time has benefits. Medicare beneficiaries who had seen the same physician for
ten or more years had fewer hospitalizations and lower Medicare costs.[20

Starting slowly is important. Expanding coverage to loosely organized managed
care plans such as preferred provider organizations does not seem warranted, until
many of the problems with current capitation payment are resolved and adequate
quality standards established and an enforcement mechanism instituted. The
Health Care Financing Administration is taking important steps to require that par-
ticipating managed care plans provide standardized information on quality indica-
tors, but an effective quality information and assurance system is a long way from
realization. Nor does the program as yet require accreditation of HMOs. One protec-
tion for beneficiaries is the right to disenroll from a managed care plan on a month-
ly basis. This ability to “vote with their feet” is an important protection until better
quality standards are in place.

Even if enrollment in managed care plans were to expand more rapidly, it would
not yield savings to the program. The best study on the issue finds that the actual
cost of serving Medicare beneficiaries who opt for HMO enrollment is 5.7 percent
more than Medicare would have paid for these same beneficiaries had they becn
covered under fee-for-service Medicare coverage.[21] Instead of saving Medicare
mc‘:]ney, the program loses almost 6 percent for every Medicare managed care en-
rollee.

Nor is there compelling evidence that managed care generates health system sav-
ings over the long term. Most savings such as price discounts or reduced hospitaliza-
tion are one-time savings and do not offset the rate of increase over time. Managed
care administration costs, furthermore, average 15 to 20 percent, compared with
Medicare’s 2 percent administration costs.

To the extent that private sector managed care savings have come from price dis-
counts, this may not be replicable for Medicare. Medicare physician fees average 69
percent o]f private sector fees, and are already well below those of managed care
plans.[22

Medicare loses money on managed care to the extent that plans enroll and retain
healthier than average beneficiaries. Given the extreme variability in health outlays
among beneficiaries, there is great leeway for plans to select relatively healthier
beneficiaries for whom capitated rates exceed true costs. If managed care plans suc-
ceed in attracting and retaining relatively healthier Medicare beneficiaries (which
they have very strong incentives to do), Medicare will be overpaying for those under
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managed care, and yet paying the full cost of the sickest Medicare beneficiaries who
are unattractive to managed care plans. Managed care plans have the option of
switching out of the risk contract program if they experience adverse selection.

The current method of paying managed care plans for Medicare patients is seri-
ously flawed. Its primary weakness is that it does not adequately adjust for dif-
ferences in the health status of beneficiaries. Unfortunately, a good method of set-
ting capitation rates to adjust for differences in beneficiary health status still seems
years away.

Tying Medicare HMO payment rates to local fee-for-service experience is neither
equitable nor tenable in the long-term. A national rate with appropriate geographic
adjustment for differences in the cost of practice would be preferable. However,
rates are currently so widely variable across geographic areas that a long transition
period will be required.

The current method of Medicare HMO payment includes allowances for the direct
and indirect costs of medical education, even though managed care plans do not
incur these costs; The payment rate also includes an allowance for disproportionate
share payments even though managed care plans do not cover the uninsured, and
in general are open only to those who can afford the premium or have employers
or public programs that pay the premium on their behalf.

It makes little sense to overpay HMOs and encourage Medicare beneficiaries to
enroll, yet have the program lose money on each beneficiary who enrolls. If ade-
quate measures to adjust for health status can not be developed in the short run,
serious consideration should be given to lowering the Medicare HMO payment rate.
It is currently set 2t 95 percent of Medicare projected expenditures for beneficiaries
with average health status. Given the favorable selection that occurs, reducing this
to 85 to 90 percent could be considered. Managed care payment rates over time
should also be linked to trends in private sector health expenditures per capita—
not Medicare’s fee-for-service experience—which is likely to grow more rapidly as
sicker beneficiaries are more likely to remain in traditional Medicare.

The extent of managed care abuses could be curbed by lowering capitation pay-
ment rates and imposing penalties on plans for high disenrollment rates, but the
basic underlying incentives are unlikely to be substantially altered. Nor has the
long-term success of managed care in controlling costs while providing quality care
to segiously ill patients yet been demonstrated. Proceeding cautiously and slowly is
in order.

DEFINED CONTRIBUTION: VOUCHERS, MEDICAL SAVINGS ACCOUNTS, CATASTROPHIC
COVERAGE

Another approach is to convert Medicare from a defined benefit program to a de-
fined contribution program. Currently, Medicare sets payments to hospitals and
HMGOs; this payment is payment in full. Hospitals and HMOs may not charge bene-
ficiaries on top of what Medicare pays. Physicians have strict limits on balance bill-
ing over the fee schedule (no more than 15 percent above the fee schedule); and
about 90 percent of all claims are now assigned. Most defined contribution ap-
proaches would eliminate this feature and permit managed care plans and health
care providers to set their own charges, with beneficiaries financially at risk for the
difference between a fixed voucher and what providers and health plans charge.

In a difficult federal budgetary climate, capping the federal budget obligation for
Medicare on first examination has appeal as a policy option. Vouchers or giving
beneficiaries the actuarial value of Medicare to purchase private coverage permits
the government to control its expenditures regardless of the trend in health care
costs. However, this approach shifts financial risks to beneficiaries, and undermines
the financial security that Medicare is intended to provide. By freeing managed care
plans, hospitals, and physicians to charge whatever they choose in the marketplace,
the benefit of the large purchasing power that Medicare has, as well as the govern-
mental authority it represents, no longer would be available to help beneficiaries ob-
tain care at Jower cost.

Proposals to change Medicare into catastrophic coverage with, for example, a
$2,500 combined deductible could pose major barriers to care for low- and modest-
income beneficiaries. Most elderly have quite modest incomes. Three-fourths have
incomes under $25,000. They already pay $2605 per person for their own health
care expenses, half of which is for noncovered services and Medicare cost-sharing
and haf,fe is for Medicare premiums and private Medigap premiums. Increasing
deductibles falls most heavily on the sickest beneficiaries who exceed the deductible,
but has little effect on the 20 percent who are healthiest and do not exceed Medi-
care’s current deductibles.
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Vouchers to purchase catastrophic health coverage with the balance invested in
medical savings accounts raise particular concerns. Such provisions are likely to be
costly to the Medicare program. While a mandatory voucher system could be de-
signed to guarantee savings, a voluntary voucher program is almost certain to be
attractive only to relatively healthier beneficiaries. Setting the voucher at an aver-
age level could result in very substantial overpayments. Medicare currently spends
very little on the healthiest 50 percent of Medicare beneficiaries. If they were to
take vouchers, the cost to the program could be extraordinary. Skimming off the
healthiest Medicare beneficiaries undermines the advantages of risk pooling that
Medicare as a universal program now achieves.

The most serious potential problem with vouchers is that the market would begin
to divide beneficiaries in ways that put the most vulnerable beneficiaries--those in
poor health and with modest incomes—at particular risk. If vouchers or other types
of specialized plans like medical savings accounts skim off the healthier, wealthier
beneficiaries, many Medicare enrollees who now have reasonable coverage for acute
care costs, but who are the less desirable risks, would face much higher costs due
to the market segmentation. A two-tier system of care could result in which modest
income families are forced to choose less desirable plans.

Coverage is unlikely to be attractive to many beneficiaries. After all, 90 percent
of Medicare beneficiaries now obtain supplemental coverage to avoid the $736 Part
A deductible and $100 Part B deductible. Few beneficiaries who truly understand
that a plan has a $5,000 or $6,000 annual deductible are likely to find it attractive.
Many of the chronically ill would be re(}uired to pay this ded{lctible not just once,
but year after year. Nor is it affordable for the three-fourths of Medicare bene-
ficiaries with incomes below $25,000. If beneficiaries were to experience a serious
illness, they could face financial bankruptcy and bad debts to providers. Providing
financial protection for beneficiaries was the major rationale for creating Medicare.
It should not be abandoned now.

Further, the experience with sale of ];:rivate MediGap coverage to beneficiaries is
that without stringent safeguards, marl etini abuses are likely. Confused or scared,
some beneficiaries could take options which are not in their best interests—nor
genuinely preferred by them.

On balance, vouchers offer little in the way of guarantees for continued protection
under Medicare. Further, the federal government’s role in influencing the course of
our health care system would be substantially diminished. For some, this is a major
positive advantage of such reforms. But the history of Medicare is one in which the
public sector has often played a positive role as well, first insuring those largely re-
Jected by the private sector and then leading the way in many cost containment ef-
forts. But most troublinf is the likelihood that the principle of offering a universal
benefit afforded by social insurance would be seriously undermined.

FINANCING MEDICARE IN THE 21ST CENTURY

Most of the immediate concern regarding Medicare revolves around the Part A
Trust Fund. Pragmatically, the short-term options for preventing the looming ex-
haustion of the Part A Trust Fund come down to: increasing beneficiary cost-sharing
for hospital and other Part A services, tightening provider payments substantially
further than those contained in the President’s budget, increasing payroll taxes, or
moving some expenses from Part A to Part B. The deductible for Part A services
is already exorbitant ($736 in 1996) and cost-sharing already falls heavily on those
who are seriously ill enough to incur a hospitalization or need post-acute services
such as home health or skilled nursing facility services. There is a limit to how rap-
idly the health sector can adjust to tighter provider payment rates, and how sharply
Medicare can curtail provider payment rates relative to the private sector.

The fiscal problem of the Hospital Insurance Trust Fund is directly related to the
fact that hospital, home health, and skilled nursing facility care are financed by a
payroll tax, while general tax revenues and beneﬁciarly Eremiums are used to fi-
nance ambulatory care. The payroll tax will always fall short of covering Medicare
hospital and post-acute care outlays—for the simple reason that the number of older
people is growing faster than the number of workers and health care costs histori-
cally go up faster than earnings. According to the Congressional Budget Office, the
Hospital Insurance Trust Fund could be solvent for an additional 25 years if the
payroll tax were increased by an additional 0.65 percent on both employers and
workers (from 1.i5 percent now).[23] More modest increases of, for example, 0.15
percent on both employers and workers, would generate about $10 billion annually
and extend the solvency of the Trust Fund for an additional 15 years.

Shifting costs out of Part A would also make achieving solvency in the Part A
trust fund easier. The President has proposed moving part of home health from part
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A to Part B and their is a rationale to this. It makes little sense that visits by a
nurse to the home should be paid for by a payroll tax while visits to the home by
a physician should be paid for by general revenues and premiums. ’

The real issue is the rapid growth of home health spending in recent years, and
what changes in ‘he Mecicare program would help assure that appropriate services
are being provided efficiently. Changing from cost reimbursement to prospective
payment is an important improvement. But the levels of service vary widely across
geographic areas and by type of home health agency. For-profit agencies provide
twice as many home health visits per beneficiary as nonprofit agencies.(24} Home
health visits annually range from over 24,000 per 1000 enrollees in Louisiana to less
than 3,000 in Wisconsin.[25] Setting guidelines for numbers of services based on pa-
tient health or functional status, and perhaps establishing an overall expenditure
target such as the Volume Performance Standard incorporated in the prospective
payment system for physicians are worthy of exploration.

Another alternative would be to move all of Medicare's payments for graduate
medical education and disproportionate share payments for hospitals into a trust
fund with general revenue financing. There is no particular rationale for financing
these social benefits with a payroll tax instead of general tax revenues. This would
reduce Part A spending by about $10 billion a year, or slightly more than the pro-
posed shift of partial home health benefits.

In the long-term it will be imperative to make changes in the way Medicare is
financed. Division into two parts is a historical artifact. In part the division arose
from the fact that it was modeled on Blue Cross (BC)YBlue Shield (BS) plans which
separately covered hospital and physician services; subsequently most BC and BS
plans have merged, but Medicare has not. Another reason that Medicare has two
parts :s that Part B was tacked on late in the legislative process as a political com-
promise. Whatever its origins, it is fair to say that the dual structure serves little
useful purpose today and is even counterproductive.

How we choose to finance Medicare benefits is a policy choice, not a given dictated
by history. Merging Part A and Part B into a single Trust Fund would improve the
rational operation of the program, especially as managed care grows. With managed
care providing both hospital and physician services, a combined benefit makes more
;‘_ense. A single ceiling on out-of-pocket expenses is also facilitated by a single bene-
1t.

In the long-run, payroll taxes may not be the best source of financing Medicare.
It would be useful to have a revenue source that grows automatically as the popu-
lation ages—whether that is greater reliance on general revenues, new taxes such
as consumption taxes or value added taxes, a health sector tax, or greater taxes on
the elderly (e.g., taxing the actuarial value of Medicare or an income-related Medi-
care premium). Payroll taxes can continue to be a portion of financing, but will al-
ways generate periodic crises as Medicare expenditures outstrip payroll tax reve-
nues.

BUILDING ON MEDICARE'S STRENGTHS

At present, too little attention is being focused on how to improve the functioning
of the Medicare program, rather than departing radically from its basic structure.
The goal should be preserving genuine choice for all Medicare beneficiaries to be
cared for by physicians or a health system of their choice while guaranteeing quality
care at a reasonable cost to beneficiaries and to taxpayers. Steps can be taken in
the short-term to: 1) improve benefits and financial protection for beneficiaries; 2)
institute prospective payment methods for all Medicare services; 3) improve Medi-
care’s payment system for managed care plans, set and enforce quality standards,
provide standardized information to beneficiaries, and manage an annual enroll-
ment process with genuine choices for beneficiaries; and 4) extend the solvency of
the Part A Trust Fund while beginning an indepth examination of the merits of al-
ternative sources of financing Medicare over the long term.

What should be preserved is the essential role that Medicare plays in guarantee-
ing access to health care services and protecting from the financial hardship that
inadequate insurance can generate for our nation’s most vulnerable elderly and dis-
abled people. No American should become destitute because of uncovered medical
bills nor be denied access to essential health care services. Medicare is a model of
success. It should be strengthened and improved, and any fundamental restructur-
ing should occur only after a full array of options is carefully analyzed, critiqued,
and debated.
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Catastrophic Coverage

e Put financial risk on beneficiaries

o Unlikely to keep up with growth in health care
costs |

e Cost to the Medicare program from favorable risk
selection

 Marketing abuses and high private insurance
administrative costs

e Undermines social insurance nature of Medicare

Chart 14 THE COMMONWEALTH FUND

L4



Building on Medicare’s Strengths

Improve and restructure benefits

Expand Medicaid protection for poor and near-poor
Medicare beneticiaries

Institute prospective payment methods for all Medicare
services '
Improve Medicare’s managed care option

~ Reform payment method

- Set and enforce quality standards

- Provide information to beneficiaries and manage enrollment process

Analyze alternative sources of long-term financing

Chart 15 THE COMMONWEALTH FUND

SLI



176

PREPARED STATEMENT OF LYNN ETHEREDGE

Mr. Chairman, Thank you for the invitation to testify this afternoon. My name
is Lynn Etheredge. I am a health policy consultant working mostly with foundation-
sponsored programs on health insurance reform. My experience related to Medicare
includes having served as head of OMB’s professional health staff, where I worked
on Medicare issues during four administrations. I also serve on the PPRC panel on
Medicare beneficiaries. My recent research has been concerned with the Medicare
program’s future.

Since Medicare’s enactment, the national health policy debate has mostly been
dominated by two competing visions—fee-for-service insurance and capitated HMOs.
From today’s perspective, these concepls a ?ear as points on a continuum; the pri-
vate sector is evolving many intermediate cPe ivery and financing options.

Medicare consumers have been offered a choice between fee-for-service benefits
and HMOs. As Congress considers Medicare’s future, it is timely to take a broad
look at the possibilities for new consumer-purchase and provider-offer options. What
is this program going to be, on which Congress will be spending so many hundreds
of billions of taxpayers dollars? What are the choices that benegciaries will have to
best meet their needs? to make a competitive market work for them? Such consider-
ation is long overdue. One could argue that the traditional fee-for-service system
made providers’ interests paramount, while the emerging system of capitated health
plans best serves payers’ interests. While both systems have advantages for consum-
ers, they also have drawbacks. Medicare reforms should address the question of how
to design a menu of program choices that best serves beneficiaries and puts their
interests first.

The choices now available to Medicare beneficiaries are analogous to the choices
between a huge buffet table, with a very large number of 'a la carte dishes, and a
chef’s fixed price meal. New options could offer better service packages for individ-
ual patient needs, and stronger competition for both t'ragmentensl fee-for-service med-
icine and comprehenuive health plans.

My purpose in this testimony, Mr. Chairman, is to provide an inventory of such
proposals and to discuss some implementation issues.

DISCUSSION OF OPTIONS

The ideas for Medicare consumer choices span a wide range, from improved indi-
vidual service delivery arrangements (e.g. durable medical equipment (DME)) to
comprehensive service package options (e.g. a new Medicare plan (PPO) benefit,
Medicaring for the terminally ill). Mostly, these ideas are preferred-provider
variants the government would allow and encourage new provider products that
offer better quality, services and economy (with improved benefits and/or lower pa-
tient copays), but Medicare enrollees would always have the option to elect fee-for-
service or to choose fully capitated health plans. Frequently, a key feature of these
new proposals is to foster specialization—development of new beneficiary-focused

roducts that aim to do one or more things better, or to serve a special-needs popu-
ation better. than fee-for service medicine. These new delivery arrangements could
be financed by a variety of payment methods such as mixed fee-for-service/capita/
ion, risk-sharing and performance incentives.

The following discussion arrays the new consumer-choice ideas by how many Med-
icare benefits would be packaged into the new option.

SINGLE SERVICE OPTIONS

Under this approach, Medicare would contract, on a preferred provider basis, for
fairly standardized outpatient goods and service. Patients who used non-network
providers would face higher co-pays than if they used in-network providers. Among
the candidates for such contracts are durable medical equipment (DME), laboratory
services, outpatient surgical procedures, diagnostic imaging, and home health serv-
ices. Such preferred provider contracts might be a particufarly useful tool for deal-
ing with areas of quality problems, inefficiencies, fraud and abuse.

MULTI-SERVICE PACKAGES

A second set of new products for Medicare beneficiaries would extend Medicare’s
centers of excellence concept, e.g. heart bypass and transplants, to other inpatient
rocedures. These centers would be chosen on the basis of offering better outcumes,
ower beneficiary costs, and improved benefits (e g. needed outpatient drugs). Hip
replacements are one such area for HCFA’s new centers of excellence initiative.
More generally, multi-service packages can also be considered for other DRGs as
well, particularly for major surgical procedures with demonstrated outcome dif-
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ferences among providers. In principle, most DRGs could be competitively bid as
service packages. Indeed, DRGs were initially designed to be diagnosis/procedure
pack‘ggesdthat could be managed—for cost and quality—and competitively marketed/
purchased.

The concept of bundling services related to inpatient procedures can also be ex-
tended to integrated DRGs that make all Medicare A & B payments for inpatient
care to a hospital-staff organization. The integrated DRG concept could bring per-
haps 75% or more of Medicare’s acute care expenses within a prospective payment
system and would be a building block toward PSO (provider service organization)
arrangements. The DRG payment system might also be extended by packaging
acute care DRGs + rehabilitation services (rehabilitation facility, SNPY, and home
health) within an expanded DRG payment concept.

Another broad packaging concept is to pay physician group practices (and, pos-
sibly, physician practice management companies) on an incentive basis. The incen-
tives, recognizing that physicians have a key role as care managers, would provide
additional income for meeting certain preventive targets and for reducing hospital
?are through improved case management for chronic care populations and other ef-
orts.

CHRONIC CARE PROGRAMS

Chronic care aglpears to be a fruitful area for new service products, targeted to
specific groups, that would improve the Medicare pro%ram. Indeed, many chronic
care patient groups have long been dissatisfied with fee-for-service arrangements
that put money into provider “silos” and perpetuate a fragmented, uncoordinated de-
livery system focused on acute care episodes, rather than building on-going care pro-
grams with secondary and tertiary prevention needed by chronically ill patients.
There is substantial research evidence to document the problems of fee-for-service
arrangements in treating chronically ill patients and better alternatives.! At the
same time, managed care plans now have no incentives to seek out, or to gain a
re?utation for excelleTice in serving, high-needs Medicare patients on whom they
will predictably lose money under the iAPCC payment system. Chronic illness is
particularly prevalent in the Medicare population; while acute care episodes for the
under 65 population tend to be isolated events, acute care episodes for the Medicare
population are more likely to be incidents in an on-going chronic disease process.

Among the promising kinds of management modules for chronic care patients that
could be available for Medicare consumer choice are programs for patients with con-
gestive hears failure that involve teams of nurse practitioner, protocols, and volun-
teers who call daily to check on a patient's weight, medication problems and well-
being. Diabetes, asthma and chronic obstructive pulmonary disease grograms are
other examples of special preventive/management arrangements that could be
adopted for Medicare’s basic program. A large number of entrepreneurs are seeking
to get into specialized disease management of high-cost, chronic ill patients, trying
to sort out what approaches to incorporate into Medicare's choices. Comprehensive
cancer care programs are ancther multi-service delivery option that are being con-
tracted with by managed care plans for their cancer patients and could also be made
available directly to Medicare program enroliees. Alzhei'ners pxutients are also
among those who need services on a long-term hasis i1 a number of vettings, as are
ESRD patients and others among Medicar<’s 5 million disabled. A broader concept
is for cgronic care networks that would rrovide comprehensive serviczs for patients
with a number of chronic conditions aud service needs.

There are also possibilities for general case raznagement entitier, that could be
useful for special Medicare populations. The leading =dge of managed care practice
is to assess new Medicare entrants and put high-risk vatients into case manage-
ment programs. The “dual eligible” Medicare/Medicaid populations appear to

rime candidates for such management initiatives. Managed care companies are
Fmding that providing primary care in nursing homes is less expensive than hos-
pitalization ofp such pat:ents, and a number of states are also interested in state gov-
ernment management of funds for the dual eligibles.

Finally, the range of services for Medicare’s chronically ill beneficiaries could also
include arrangements with pharmacy benefit management (PBM) companies to pro-
vide seniors with a “buying card” for pharmaceutical discounts, plus quality man.
agement. Particularly important for patients with chronic illness, this option would

1 An recent overview of research on treatment for the chronically ill in both fee-for-service and
other settings is Edward Wagner, et al. “Organizing Care for Patients with Chronic Iliness” in
Milbank Quarterly No. 4 1996. Chronic care “best practices by managed care companies are dis-
cussed in Peter Fox and Teresa Fama Managed Care and Chronic lllness, Aspen Publishers
1996.
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save seniors (and Medicare’s disabled) money on their pharmacy benefits and help
to prevent mix-prescribing and drug-drug interactions. The pharmacy discount card
in the Blue Cross/Blue Shield Federal Employees Plan is an example of such a bene-
fit already widely enjoyed by members of Congress and government workers.

PATIENTS WITH TERMINAL ILLNESS

Major advances could also be made in offering better options for terminally ill pa-
tients. Since all Medicare enrollees will die in the program this is a potentially im-
rtant area. Preliminary estimates show that roughly 40% of Medicare’s spendin
or patients who die in a year are for patients with clinically-identifiable termina
illnesses, e.g. some forms of cancer, congestive heart failure, and chronic obstructive
pulmonary disease. While individuals may live with these conditions for a number
of years, they become predictably progressive and life-limiting. Improved programs,
e.g. Medicating, are intended to avert predictable crises and unnecessary hos-
pitalizations for such patients and to use savings for enhanced services. Nearer the
end of life, wider availability of Respire services could also be part of Medicare’s fu-

ture. -

COMPREHENSIVE OPTIONS

Medicare could also allow offer of comprehensive Medicare PPOs. This is an ap-
proach that could incorporate many of the individual options above and accelerate
their development; it responds to concerns that it woufd be prohibitively difficult,
contentious, and time consuminﬁ for HCFA to develop, contract, and administer in-
dividual-service and service-package PPO options throughout the country. In most
versions, such a PPO would integrate current Medigap coverage as well. Thus bene-
ficiaries would gain from the addition of Medigap benefits (prescription drugs and
catastrophic protection), and there would be savings from eliminating the inefficien-
cies of Medigap policies as well as from provider rate discounts. An important vari-
ant on the Medicare PPO idea is to allow comprehensive Medicare PPOs for special
needs populations, e.g. individuals with congestive heart failure, cancer patients,
terminally ill patients, ESRO patients, etc. Such PPOs could be easier to organize
and manage than HMOs that had to take on all Medicare population groups; they
would actively compete for patients who are not now receiving the best care from
Medicare fee-for-service and)())r health plans.

There are also possibilities for expanding the current managed care options to in-
clude SHMOs (social HMOs) that offer comprehensive management of health care
and long term care benefits. The proposed separation of the Medicare home health
benefit into post-acute (Part A) and longer-term (Part B) components, as well as a
new Alzheimer’s respite benefit, will open up the possibilities for using the longer-
term home health and respite benefits as the core for building new long-term care
options into future service choices for Medicare enrollees, perhaps supplemented, in
the longer term, by expanded private and public long term care benefits.

IMPLEMENTATION ISSUES

Three basic implementation issues for such initiatives are: priorities, fair pay-
ments, and feasibility.
(1) Priorities

Over the long haul, initiatives for the chronic care and high expense populations
merit a top priority. One major reason is because so many of these population
groups are still in fee-for-service Medicare, and under CBO options over 75% of the
Medicare population will still be in fee-for-service in 2002. There need to be ways
to act more of the benefits of better managed care and market competition for this
group on a faster time schedule. PPO options, which employers introduced as an in-
terim step between fee-for-service and capitated HMOs, offer an attractive way to
retain the benefits of broad choice, while also providing ways for patients to benefit
from “managed care light” options. A second major redson is that the HMO indus-
try, with the AAPCC methods (and other risk adjusters now available), is simply
not interested in competing for enrolling many of these Medicare high-need groups.
Have you ever seen a billboard that says “If you have cancer, we're the health plan
for you?” ? Medicare beneficiaries (and taxpayers) deserve a health system that is
actively competing to give them excellent care regardless of their diagnosis.

(2) Fair payments
The current Medicare HMO option, with its fully capitated AAPCC payment, over-

ays, as do other Medicare prices, e.g. DME. Can these new PPO options be paid
y better payment methods?



179

The problems of regulatory pricing can be dealt with by using market competition
to set payment rates. In general, PPO payment rates would best be set by a com-
bination of discounted fee-for-service and capitation (as proposed by Joseph
Newhouse), plus performance incentives. There should also be learning over time
about how to set rates, e.g. the AAPCC is akin to an insurer’s “book rate”—the rate
applied when there is very little information about the group being insured—while
curnulating experience by the Medicare program and groups serving specific Medi-
care populations should produce much more useful “experience rats” bases.

(3) Feasibility

The concept of developing more Medicare consumer- choice products is consistent
with recent market trends to fill in the continuum between fee-for-service and inte-
grated HMOs. The various service packages or “management modules” described
above are also consistent with market trends away from vertically integrated HMOs
and toward health plans that contract with provider groups and networks. In such
arrangements, one provider group will contracted to do orthopedics and hip replace-
ments, another entity will be the cancer care network, a cardiology group will be
selected to do the heart procedures, etc. The arrangements often have explicit selec-
tion criteria and performance measures, with providers are paid on a mixture of
capitation, fee-for-service and incentives.The Medicare program would be adopting
such leading edge business practices for its beneficiaries.

To carry out these market-oriented reforms, there will need to be both increased
administrative discretion and Congressional oversight. Perhaps a Medicare advisory
commission analogous to PROPAC’s and PPRC’s roles in evolving Medicare price
regulations should be established for Medicare market-oriented reforms.

FROM HERE TO WHERE?

Medicare’s greatest difficult in devising more consumer choices arises from its ex-
traordinary dominance as a purchaser for its 37 million beneficiaries. If Medicare
does not offer the kinds of new :)iptions described above, the private market is un-
likely to develop them for the elderly. HCFA’s development planning can probably
operate on the maxim “Come and they will build it,” i.e. with $200 billion of pur-
chasing power and market-responsive providers, Medicare could evolve a wide range
of new delivery system options for its enrollees.

One of the key tasks to develop such a menu is to generate even more good ideas,
assess them, and select the best ones for further evolution. Three approaches may
prove useful: (1) health services research that identifies the “best practices” of man-
aged care plans; (2) discussions with patients, providers, and health plans about
their preferences; and, (3) “invitational RFPs” that identify particular areas where
Medicare would like to have more offerings, e.g. chronic care Srograms, and invites
proposals for HCFA’s consideration. A second major task ahead will be to move from
demonstrations and prototypes toward broad scale implementation of the most
promising ideas. This will require both a time-disciplined R&D strategy for such de-
velopment, as well as an overall management strate%y that offers these new
consumer choices to the populations and areas that will most benefit from them.
Both efforts will need bi-partisan support for a sustained period of field-trials, learn-
ing, and building administrative capabilities in which to evaluate such ideas and to
rrlnake the most promising ones increasingly available as new Medicare beneficiary
choices.

PREPARED STATEMENT OF JOHN C. GOODMAN
THE FUTURE OF MEDICARE

The federal government’s own forecasts show that the Medicare program is on a
collision course with reality. The taxes that will be needed to pay benefits in the
future are far in excess of what taxpayers realistically will be willing to pay. More-
over, we cannot avert disaster by relying on quick fixes and minor changes. The
only real solution is to move soon to a fully funded retirement system under which
eac{ generation pays its own way.

FORECASTS OF THE TRUSTEES

The key to understanding elderly retirement programs is to recognize that they
are all based on pay-as-you-go finance. Social Security and Medicare benefits for to-
day’s retirees are paid with taxes collected from today’s workers. When today’s
workers retire, their Social Security and Medicare benefits will have to be paid with
taxes collected from future workers. The Medicare and Social Security Trustees
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make three forecasts, based on different economic and demographic assumptions—-
“high cost,” “intermediate” and “low cost” forecasts. For ease of discussion, I will
term these “pessimistic,” “intermediate” and “optimistic.” People are encouraged to
believe that the intermediate forecast is the most likely. But many students of Medi-
care and Social Security believe that the pessimistic projection more closely reflects
our recent experience. (See Table 1.)

The analysis that follows is based on the assumptions and forecasts published in
the trustees’ 1996 reports. For reasons discussed below, these reports are focused
on actuarial balance, rather than on future tax burdens. Nonetheless, a presentation
of some of the projected tax burdens can be found in the reports and is reproduced
as an appendix to this testimony.

Medicare Part A. In 1995, Medicare Part A (the Hospital Insurance Trust Fund
which pays primarily for inpatient hospital services) spent $2.6 billion more than
it took in. The deficit is projected to grow each year for as far into the future as
we care to look. Under the intermediate assumptions, Medicare Part A is forecast
to require 3.74 percent—almost one out of every ten dollars—of the taxable payroll
by 2040, when today’s 22-year-olds retire. (See Table II.) Based on the pessimistic
fTorﬁasIli,I ?ledicare Part A will cost 18.4 percent of taxable payroll by 2040. (See

able III.

These results are highly sensitive to increases in health care costs. In recent
years, health care costs have been increasing at twice the rate of real wages. Were
this trend to continue, health care spending would consume the entire gross domes-
tic product by the middle of the next century. The Trustees understand that this
is impossible, so they have arbitrarily assumed that health care costs will rise at
the same rate as hourly wages in their intermediate forecast. The optimistic forecast
assumes an annual increase 2 percentage points less and the p2ssimistic forecast
assumes an annual increase 2 percentage points more. But even the optimistic and
pessimistic forecasts assume convergence with the intermediate assumptions in the
year 2045.

Medicare Part B. Medicare Part B (which’ primarily pays doctor bills and other
outpatient expenses) is financed in part by monthly premiums that currently equal
about 25 percent of the cost. General revenue pays the remainder. The Trustees
project the government’s share as a percentage of GDP. To give a clearer picture
of the impact on workers, we have converted the projection to a percentage of Part
A's taxable payroll. Under intermediate assumptions, the government’s share of
Medicare Part B will climb to 5.99 percent of taxable payroll in 2040, assuming that
the elderly continue to pay one-fourth of the cost. (This is a conservative assump-
tion; since premiums are restricted to grow no faster than Social Security payments,
the elderly’s share of Part B costs will fall to about 6 percent by the year 2070 under
current law.) According to the pessimistic forecast, Part B cost will reach 11.32 per-
cent in 2040. The government’s combined spending on Parts A and B ranges from
one out )of every seven dollars (intermediate) to almost one out of three dollars (pes-
simistic).

As with Medicare Part A, the Trustees have arbitrarily restricted the growth rate
of medical costs for Part B. In this case, health care costs are assumed for the inter-
mediate forecast to grow at the same rate as GDP per capita. The optimistic and
pessimistic forecasts assume growth rates 2 percentage points lower and 2 percent-
age points higher, respectively.

Other Government Health Care. Medicare is not the only way we pay for the
medical bills of the elderly. We also pay through Medicaid for the poor, the Veterans
Administration system and other programs. These expenditures are funded by gen-
eral revenues. Health economists at the National Center for Policy Analysis have
calculated this spending at 40.4 percent of Medicare spending, based on findings re-
ported in the Health Care Financing Review. Based on the intermediate assump-
tion, this burden will rise to 9.16 percent of taxable payroll in 2040. Based on the
pessimistic assumption the burden will reach 17.3 percent in 2040.

When all health care costs paid by Eovemment are combined, the burden ranges
from almost one of every three payroll tax dollars (intermediate) to more than one
out of every two (pessimistic). In other words, to pay the medical bills of the elderly
about the time today’s college students retire, government may need to claim more
than half the income of workers at that time. (See Tables IV and V.)

All Elderly Entitlements. Spending on Social Security benefits curreatly takes
about 11.5 percent of taxable payroll. en total Medicare benefits are added in,
the figure rises to more than 16 ﬁercent of taxable payroll. With other government
health care, about 19 percent of the nation's taxable payroll is being spent on elder-
ly entitlements today. By the year 2040, we have effectively pledged between 41 per-
cent (intermediate) and two-thirds (pessimistic) of the income of future workers.
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Figures I and II show elderly entitlement spending as a percent of taxable payroll
under both the intermediate and pessimistic assumptions. Bear in mind that these
forecasts assume that taxable payroll in the future will be the same, whether the
tax rate is 15 percent or 80 percent. Experience shows otherwise. In the face of
higher tax rates, Feople work less and avoid or evade taxes more. A good rule of
thumb is: you will lose about one-third of the revenue you plan to receive from a
significant tax hike.

We have had little experience with tax rates in excess of 35 percent to 45 percent
for middle-income taxpayers. But we have had a lot of experience with tax rates
above the range for the highest income earners. In general, whenever we have in-
creased the rate for the highest income earners, their total tax payments have gone
down, not up. In other words, beyond a certain point, higher tax rates do not collect
additional revenue. Although the highest income earners have greatest discretion
over how they receive income and the greatest skill at avoiding taxes in the face
of high marginal rates, this is a skill that other taxpayers can learn.

THE ILLUSORY TRUST FUNDS

Most countries with pay-as-you-go retirement systems don't even have trust
funds. We would probably be wise to follow their example. The funds not only mis-
lead people—who think their taxes are actually being invested in something—they
distract attention from the real funding problem.

Every payroll tax check sent to Washington is written to the U.S. Treasury. Every
Social Security benefit check and medical reimbursement check is written on the
U.S. Treasury. The trust funds are merely an accounting system—totally unessen-
tial to any real activity.

Technically, the trust funds hold interest-bearing U.S. government bonds, rep-
resenting the accounting surplus of payroll taxes collected minus benefits paid. But
these are very special bonds. The trustees cannot sell them on Wall Street, or to
any foreign investor. They can only hand them back to the Treasury. In this sense,
these bonds are IOUs the government has written to itself.

On paper, the Social Security trust funds have enough IOUs to “pay” Social Secu-
rity benefits for about 17 months on any given day; the Medicare trust fund can
“pay” benefits for about one year. In reality, they cannot pay anything. Handing
IOUs back to the Treasury does not increase the size of Uncle Sam’s bank account
one iota. In order for the Treasury to write a check, it must first tax or borrow.

The existence of the trust funds has merely served to mask the unsustainability
of our Social Security and Medicare systems in their current form. For example, the
annual report of the Trustees of the Social Security trust funds tends to focus al-
most exclusively on the concept of actuarial balance. This treats bonds in the trust
funds as assets (the way accountants would do if they were auditing a private pen-
sion fund) and ignores the fact that every asset of the trust funds is a liability of
the Treasury. For the government as a whole these assets and liabilities net out to
zero. If the trust funds were simp!iy abolished, there would be no effect on real eco-
nomic activity. No private bondhelders would be affected. The government would not
be relieved of any of its existing obligations or commitments.

Economist Robert Eisner has suggested that we abolish the trust funds or, with
the stroke of a pen, double or triple the number of IQOUs they hold. Either option
would allow us to dispense with artificial crises and get on to the real problem: how
is the Treasury going to pay the government’s bills?
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SOLUTIONS

The alternative to funding retirement benefits by income transfer is to fund bene-
fits by saving. The alternative to creating escalating burdens for each successive
generation of workers is for each generation to save for its own retirement benefits
and pay its own way. While these ideas may appear radical, they are not without
international precedent. Although the vast majority of countries have pay-as-you-go
retirement benefits, a number of countries have avoided, or at least limited, tﬁe
chain-letter approach to retirement income that characterizes our elderly entitle-
ments programs.

If the United States is to move from pay-as-you-go systems to fully funded private
systems, we must find a way to make the transition. All serious proposals made to
date have involved giving individuals tax deductions or tax credits for deposits to
private investment accounts. In return for the right to make such deposits, individ-
uals (roughly speaking) would give up the right to draw a dollar in benefits for each
dollar delposit.ed in their private accounts. After a number of years, the private ac-
count balances would grow to a point at which the account holders’ claims against
government programs would be zero. Through such a mechanism, individuals could
opt out of Medicare, Social Security and the survivors and disability system as well.

In this way, the U.S. could move quickly toward a private savings alternative to
pay-as-you-go social insurance and avoid the ﬁnancia? crisis that looms in our fu-
ture. The experience of other countries demonstrates that this is an option well
worth considering.
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TABLEI

Key Economic and Demographic
Assumptions for the Year 2020

Recent Optimistic Intermediate Pessimistic

Assumption Exprrience Projection’ Projection? Projection’
Total fertility rate 1934 22 19 16
Annual increase in
real wages (%) 053 15 10 0Ss
