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PROCEEDINGS

MR. HACKBARTH: Welcome to the first MedPAC public
meeting of our new cycle.

We"re going to begin this meeting with a
presentation from three outside guests. Rachel, are you
going to do the introductions?

DR. SCHMIDT: Yes. In fact I have a few setup
slides before we get started.

This morning, once again, we"d like you to
consider the issue of Medicare"s long-term financial
picture. We"re honored to have with us today three highly
regarded economists and Medicare experts to give us their
perspectives along with suggested policy approaches for
putting Medicare on surer fTinancial footing.

To set up, I"m briefly going to go over some
background and review some of the findings of the latest
trustees report.

As I™m sure you"re aware, an Increasing proportion
of our national resources has been devoted to health. Total
health spending, shown In the top blue line, as a percent of
GDP has iIncreased from 6 percent in 1965 to more than 16

percent in 2004 and it"s projected to reach about 20 percent
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of GDP in 2015.

Public financing pays for nearly half of total
health care spending in the U.S. In 2004 public spending,
which is the yellow line, made up about 45 percent of total,
and private spending -- has made up about 55 percent. By
2015, the public share i1s projected to go up a few
percentage points because of Part D.

Medicare spending, which is shown in the red line,
as a share of the economy has grown too from less than 1
percent when the program began to about 3 percent today.
It"s projected to be nearly 4 percent by 2015.

Researchers point to the adoption and diffusion of
medical technology as a driving force behind growth in
health care spending. Many newer technologies benefit
society on average. However, providers do not always know
the relative value of newer technologies compared with
alternative therapies, and they may use newer technologies
more broadly than the relative value of the technology
merits.

The diffusion of technology is also fueled in part
by insurance, and beneficiaries and providers may be less

concerned about the comparative value of a new medical
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6

technology, a new treatment option, than if they had to pay
for the full costs themselves.

Poor iIncentives In Medicare and in private payment
systems also account for some of the growth in health care
spending. Inaccuracies and prices that overvalue certain
therapies or procedures relative to others as well as siloed
payment systems can sometimes discourage coordination of
care. Our sedentary lifestyle, our country®s underlying
health status and treatment norms are also one driver.

For example, Ken Thorpe has recently done some
research suggesting that in 2002 about half of Medicare
beneficiaries were treated for five or more conditions.
That"s up from about 31 percent of beneficiaries in 1987.

He believes that increased spending for people with that
many comorbidities accounts for a lot of the growth in
spending for all Medicare beneficiaries.

The Medicare program faces some particular
factors. The retirement of the baby boomers, of course, is
the obvious one. And although prescription drugs was an
important benefit to add to Medicare®s package, it also
means that Part D expanded Medicare®s financial obligations.

Let"s briefly review the findings of the Medicare
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trustees for 2006. The trustees project that the trust fund
for Part A will be exhausted by 2018. Medicare is no
authority to make payments once the trust fund is exhausted
for Part A services, so Part A will require major new
sources of funding.

The SMI trust fund, which covers Parts B and D
services, is financed primarily with general revenues and
beneficiary premiums. It cannot be exhausted. Just to
remind you, general revenues are federal tax dollars that
are not dedicated to a particular use and they“"re made up of
individual and corporate income taxes. However, the
trustees say that the SMI program will need very large
increases in revenues to cover projected spending. This
means that fewer resources will be available for other
federal priorities and also, on average, beneficiary
premiums and cost-sharing will grow more rapidly than
projected income.

Under current law, the trustees are to warn
Congress whenever 45 percent or more of Medicare outlays are
financed with general revenues, and this is known as the 45
percent trigger. The trustees say that the general revenue

funding would reach 45 percent in 2012. If the trustees
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have the same finding next year that means that the Congress
must consider legislative changes to Medicare in the spring

of 2008. Since the trustees report is released next spring,
2007, the topic of reform could come up at that point.

This slide is showing you the trustees
intermediate projections of Medicare spending, and that"s
shown by the overall height of the top line, as well as the
projections of Medicare"s revenues. That"s depicted by the
layers iIn this chart. Payroll taxes, which are shown in
yellow, are dedicated to the HI program, while SMI spending
for Parts B and D is financed with premiums, which iIs shown
in pink, and general revenues, shown in green. Payroll
taxes provide most of the revenues today, but as you can see
they will become a smaller share over time.

Once the HI trust fund is exhausted Medicare will
need new funding, and that"s shown by the HI deficit in red,
to keep making payments for Part A services. Trustees say
that in order to finance deficit through 2080, the
policymakers would either need to raise payroll taxes
immediately from about 2.9 nine percent today to 6.41
percent of earned income, or cut HI spending by 51 percent.

IT we are to delay action that would mean even higher tax
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increases would be needed or even larger spending cuts.

Today about 10 percent of personal and corporate
taxes go to pay for SMI services, but trustees project that
that will grow to about 40 percent by 2080. If taxes remain
at their historical share of GDP fewer tax dollars will be
available for other federal priorities.

Beneficiaries also face considerable pressure from
higher Medicare spending because average growth in their
Social Security benefits has been slower than growth in Part
B premiums and cost sharing. Between 1970 and 2005, the
average Social Security benefit adjusted for inflation
increased by less than 2 percent annually while the average
SMI premium and cost sharing grew by more than 4 percent per
year .

Part D began this year and that falls under the
SMI program. Although enrollees pay a new type of SMI
premium and cost sharing for that, most beneficiaries who
are enrollees probably have lower out-of-pocket spending on
prescription drugs than before Part D. Over time, however,
the trustees project that growth in the SMI premiums and
cost sharing will continue to outpace growth in the average

Social Security income. Between 2006 and 2036, for example,
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they project that the average Social Security benefit will
grow by just over 1 percent annually after adjustment for
inflation compared with about 2.5 percent average annual
growth for SMI premiums and cost sharing.

One issue related to Medicare sustainability is
whether the federal government can raise the resources
required to fund the program®s growth. Total federal
revenues have fluctuated a bit over time. That"s shown iIn
the top red line there, but you can see they®ve averaged
about 18 percent of GDP over the last four decades.

Spending for mandatory programs, which is shown in yellow --
and mandatory programs is made up primarily of the major
entitlement programs, Social Security, Medicare and Medicaid
-- has been requiring an increasing share of GDP, while
discretionary outlays, which are shown in green there --
those are programs which the Congress appropriates money
annually, like defense and many domestic and international
programs -- generally has been receiving a decreasing share.

Some questions arise from this. First of all,
whether our society will be going to continue devoting more
of the federal pie to entitlement programs, including

Medicare, over discretionary programs. And also whether the
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American people will be willing to devote more than 18
percent of GDP to federal spending. [1"m sure our panelists
will be sharing some of their opinions about this with you.

Just to summarize some of the categories of policy
approaches -- they"re depicted on this slide. These
approaches range from strategies for slowing growth iIn
Medicare spending. You can see, for example, limiting
benefits or raising cost sharing, constraining payments to
providers, and encouraging appropriate care or healthier
lifestyles, to raising the share of Medicare spending paid
for by beneficiaries, to raising taxes. The Commission has
discussed these categories and reviewed some of the
literature about specific proposals in the past March
reports. Policymakers may need to use many of these at the
same time given the projected magnitude of financing needs
of the Medicare program.

Our panelists are going to provide for you their
perspectives on approaches they believe the policymakers
should emphasize. They represent a range of perspectives on
how best to balance the goals of the Medicare program.

Each of our panelists is a highly-regarded person

for their expertise in Medicare and we"re grateful that
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they"re here with us today. Each is widely published and
they have served many senior positions at HHS, HCFA, CBO,
OMB, major think tanks and within academia. Their
credentials are so impressive that it would take a long time
for me to go through each of them so I"1l just touch on a
few of the highlights.

Joe Antos is a Wilson H. Taylor scholar in health
care and retirement policy at the American Enterprise
Institute, an adjunct professor in the School of Public
Health at the University of North Carolina at Chapel Hill.
He"s also a commissioner on the Maryland Health Services
Cost Review Commission.

Marilyn Moon is vice president and director of the
Health Program at the American Institutes for Research and
she formerly served as a public trustee for the Social
Security and Medicare trust funds. She was also the
founding director of the Public Policy Institute of the
American Association of Retired Persons.

Len Nichols is director of the Health Policy
Program at the New America Foundation. He served on
Medicare®"s Competitive Pricing Advisory Commission pursuant

to the BBA, and he was a member of the 2001 technical review
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panel for the Medicare trustees reports.

Our panelists will each give their perspective
about Medicare®s financial sustainability and then you"ll
have the opportunity for questions and discussion. We"ve
decided to go in alphabetical order so let me load up Joe"s
slides.

DR. ANTOS: Thank you very much. | appreciate the
opportunity to participate in this panel and I would commend
the Commission for producing a really marvelous March
report, especially the fTirst chapter which I think covers
everything we"re going to say anyway.

Rachel"s presentation emphasizes the financial
side of Medicare"s crisis, but in fact if it were just a
financial crisis things would be a lot easier. Social
Security has a financial crisis. Medicare has a health care
crisis. So It"s not just about money. 1It"s also about how
we spend that money.

The policies that this commission considers, |
think, spans most of the areas that 1 think need to be
considered. But I don"t think this i1s a financial issue,
per se.

So what do we have to consider? We have to
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consider, of course, how much? And the how much is, how
much are we going to spend and how much are we going to
collect in revenue? Those are no-brainers.

But there are issues within them. How much money
do we want to spend in total? How much is going to be the
Medicare subsidy from the government? How much are
beneficiaries going to pay for their health care? What
about the iInteraction with Medicaid, which I think is often
overlooked, but a very serious problem and will be an even
more serious problem if some proposals to shift some greater
parts of Medicaid back to Medicare actually materialize.

On revenue, similar issues. 1It"s not just taxes.
It"s what kinds of taxes, the structure of taxes, how
aggressively we want to tax higher income people versus
lower income people. What about premiums, cost sharing?
Cost sharing doesn"t represent revenue in the traditional
sense but it does represent a contribution by individuals
for their health care, so I think that counts in my revenue
category.

Do we want to subsidize everybody uniformly? What
I label the social insurance model. Or do we want to

graduate the subsidies so that lower income people receive
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more help than higher income people, which some people have
said iIs counter to the entire history of social iInsurance.
It might be, but the Medicare Modernization Act took a big
step in that direction.

What are we going to pay for? It is, of course,
the benefit structure. This commission has considered, and
other commissions have considered in the past proposals to
rationalize the benefit structure for traditional Medicare
and to give people actual insurance, true insurance
protection against high costs.

But there"s also what should be covered? What
services should be covered? And how much cost sharing?

Then finally, an issue about how do we compensate
providers for the services they provide? Right now it"s not
quite any service and any provider, but it"s darn close.
And we"re talking a lot about moving to various systems to
pay for effective services for efficient providers, but 1
think we"re a long way from seeing that be a full reality.

And then finally, and I think a very important
issue | wanted to emphasize is, who makes the decisions in
this system? A lot of the discourse seems to want to make a

false dichotomy between consumer decision-making and

BRIGGLE & BOTT, Court Reporters 301-808-0730



10

11

12

13

14

15

16

17

18

19

20

21

22

16

government decision-making. It"s a false dichotomy. First
of all, there are providers in there and they are big
factors in making decisions. Consumers make decisions
whether you want them to or not. Health plans make
decisions. CMS is making decisions separate from Congress.
There are a lot of people making decisions. 1It"s a very
murky situation.

But the fact is that we do have a problem. It"s a
bigger problem than simple financing. 1 would characterize
the trustees”™ projections as projections of promises as
opposed to projections of reality. Those promises can"t be
met. The program isn"t sustainable. So what we have to
think about is, how do we want to reshape the program to fit
reality rather than, how do we want to somehow come up with
money to pay for promises that can®"t be met?

A few quick comments on why I think this is really
a crisis. As you know, the trustees projections are
understated compared to the entire history of the program.
The program grows much more rapidly than the long-term
spending assumptions that the trustees use you support the
intermediate assumptions. So the numbers are in fact bigger

than we ever really look at it those trends hold.
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But more importantly, the incentive problems that
drive much of the spending iIn Medicare also are the same
incentive problems that drive health care spending in
general. In other words, It Isn"t just Medicare. It"s the
entire health system. But on the other hand, we can"t wait
to solve the entire health system®s problems, we"ve got to
do something with Medicare.

Innovation. There®s a lot of it iIn this country.
We should be glad for iInnovation. New medical techniques
and new products and services save a lot of people®s lives
that weren"t saved even 10 years ago.

On the other hand, what we really understand about
those product and services and innovations falls short of
the i1deal. And beyond that, the whole system is designed to
emphasize the medical part but not the financial part. We
need to connect an understanding of the real trade-offs in
cost and in other opportunities for consumption. And we
need to get that into the medical decision-making in my
view.

I have a dim view of the political process. My
real point there is, the horizon is two, four, six or eight

years. The problem is, certainly now, but we have a long
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history of kicking the can down the road so we"ve lost a lot
of valuable time. And I don"t think the status quo Is an
option.

I think there are more than I"ve laid out here.
There are a lot of false hopes about solutions. 1t would be
nice 1T there were easy solutions, but this commission knows
there are not any easy solutions. We"re not going to simply
grow our way out of this problem. As you can see, in the
past 35 years Medicare has grown substantially faster than
GDP and faster than overall national health expenditures.
Which means that private health spending is growing even
more slowly than that 8.4 percent.

We"re not going to be able to tax our way out of
the problem either. That isn™"t going to be the solution.
As you know, when you raise taxes you discourage economic
activity.

My colleague at the Heritage Foundation, Tracy
Foertsch and I did a little exercise recently and using the
global insight model we estimated that if Medicare were
fully funded through 2079 using tax financing only -- which
is an unrealistic assumption but you have to start somewhere

-- that would mean that, on average for the first 10 years,
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the annual impact on taxes, we"d be increasing taxes by
about $5 billion. But GDP would fall by about $248 billion
and we"d lose about 2.6 million jobs on average over that
ten-year period.

Those are unrealistic numbers. So are the
trustees”™ projections. But It suggests that we have to be
very careful about thinking that we can simply raise taxes.
There are consequences.

And then finally, for this slide but there are
plenty of other things we could talk about, we can®"t cut our
way out, In that traditional Washington sense of the word,
let"s just slash a price. As the Commission knows full
well, controlling prices that way tends to result in
encouraging growth in volume and intensity of services.

We have tried managed care. We"ve tried to
control access to care more directly. That"s unpopular. Of
course, it"s only unpopular when it"s easy to say, let"s not
do that. It will become popular again. As we"ve all felt
for the last few years very keenly and personally, when
there really i1s a binding price constraint -- 1"m thinking
of the sustainable growth rate for physician payment --

there are real threats to access to care. And even more so,
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it"s politically unsustainable. Congress has been so
struggling for a number of years now to get out from under
the policy that they enacted.

So what can we do? There are lots of things we
can do. In fact we have to do lots of things. As Rachel
said, this is a matter of emphasis, not a laundry list of
everything we could do. But for me these represent the most
important issues.

We really need to restructure incentives in the
program. There are lots of incentives to restructure. It"s
not just consumer iIncentives. We also need to get providers
into the act. There are attempts underway to try to do
that, but we need to work harder at that.

I think pay for performance is a good concept, but
I think we are a long ways from having something like that
actually work in the way that we want. The measures are
quite limited. They tend to be measures of process rather
than outcome. And frankly, if | were contemplating some
serious surgery and deciding among hospitals, looking at
Medicare®s data today, I would have a hard time picking one.
Although, 1°d probably have a pretty good idea about some

level of ambience In the hospital, but that®s about it.
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That*s not value, and we need to become value sensitive.
But the we i1s everybody including providers.

Secondly, give consumers realistic options. We
don®"t have the luxury of saying we"re going to continue
everything the way it is now, let"s just find some more
money. Or let"s just trim in some way that is gentle and
painless.

So the realistic options 1 have In mind are the
painful, realistic options. The choices of health plans
where there are meaningful differences in costs and
meaningful differences in levels of service in some census -
- and that"s complicated so let me not expound on that.

An important thing it seems to me is to try again,
as we"ve tried periodically over the years, to think of ways
to put traditional Medicare on the same competitive basis as
Medicare Advantage plans. That means a lot of things. That
means paying equivalent amounts for equivalent services --
something we don"t know. But that also means not giving any
one of these plans a pass for past sins.

We need to rationalize the benefit structure. We
need to, I think, do more to give people an opportunity to

put their money where their mouth is. Let beneficiaries buy
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up. If they don"t want the most subsidized plan and they
want to move up In some way, they think that there i1s value
there, that"s fine. Let them pay for it.

We need to redirect subsidies. | think the
Medicare Modernization Act moved in a very good direction.
I think we need to help people who need the help more, and
we need to help less those who don®"t need so much help
financially. We need to improve the knowledge base and we
need to use it.

I"ve already said enough about value added and pay
for performance.

There"s a golden opportunity which we talked about
20 years ago in HCFA and we still think about it from time
to time. Medicare pays an awful lot of claims. It has
essentially the universe of treatments for most diseases of
the elderly, and virtually the universe of treatment for
many things. We could do a better job of exploiting the
information we have. That"s not an easy thing to do. It"s
not just claims data, although claims data would take us a
long way. But i1t"s hard to do.

And then finally, we do have to accept the

absolute reality that the patterns of consumption in this
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country are going to shift, even further than they have,
towards health care. 1t"s an aging society. We"re going to
spend more money. So that means a larger share of taxes to
Medicare and Medicaid. That inevitably means a smaller
share of taxes to other domestic and international
priorities, and that"s going to be a tough call.

DR. MOON: Thank you. | appreciate being here as
well today and 1 have to say that 1™"m surprised that there
is very little that I"m going to disagree with Joe on this
morning.

I basically agree that pretty much we have to put
all things on the table, and we have to be willing to talk
very seriously about painful choices. That"s one thing that
a commission like yours can do that is not going to come
naturally to members of Congress or an administration. |1
think In many ways everyone is going to have to step up and
say, we"re ready to do the following things or not and make
It quite clear what the consequences are. We"re spending a
lot of time pretending that the problems are not where they
are.

But 1 wanted to focus today more on some issues

about the beneficiary and I"m going to skip over the first
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slide here, which should be pretty familiar to people, that
shows essentially that the costs are tracking, to some
extent, the population share that®"s going to be in the
Medicare population over time; people 65 and over and
persons with disabilities, and that"s a driving force as
well as the costs of health care.

It is not easy to change those numbers and 1 don"t
think that there®s much lined up to deal with that in terms
of talking about changing those numbers.

For example, once you start to talk about raising
the age of eligibility, we know from studies that have been
done that that will save approximately 1 percent of the cost
of Medicare over time if you raised it from 65 to 68, for
example, because you®re taking the cheapest people off.

The other problem with that is then you"re putting
those cheapest people in terms of Medicare out there in a
private market that just doesn®t work well, where they are
the more expensive people and they will screw up that market
even more. So that"s one point I wanted to make today.

The other is that before we get too incredibly
depressed that | wanted to make the point that the numbers

do jump around and we do make some progress now and then
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that even turns out to surprise us. In 1997, before the
1997 changes that went into place, the projections for
spending on Medicare A and B, which are shown there in 1997,
for the year 2025 were 6.5 percent of GDP. In 1998,
reflecting mainly the thought of what would happen because
of those 1997 cuts, largely before much had happened, the
projections came down to 5.3 percent of GDP. And then in
the following two years as those changes turned out to be
much greater than people had anticipated, we came all the
way down to projecting GDP as 4 percent by 2025.

Now in 2006 that number is higher, but it"s higher
largely because of the addition of Part D. Part D does not
bring us all the way back up to where we were in 1997. So
there are things that can be done, and 1 totally agree with
Joe that you just have to keep working on it. We don"t know
today what may work in five years. We don®"t know a lot of
things about the health care system, and that"s a caution as
well as a slightly optimistic view.

The other point 1 want to make today is that out-
of-pocket spending as a share of income among elderly
beneficiaries -- and if it were easy to do the persons with

disabilities would show up looking approximately the same --
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has been such that we essentially cut in half when we passed
the legislation in 1965 to enact of Medicare, what people
spent out-of-pocket on health care. That makes a lot of
sense because Medicare pays about 51 percent of the costs of
health care spending. It always has, and it will go up a
little bit now that we have Part D, but not nearly as much
as some people think It might.

Then the rest of those numbers really show you the
fact that health care spending grows faster than the incomes
of that population, the 65 and over population. The big
difference there that looks like a giant jump up, you should
note, is because there"s a period of time In which we didn"t
have good data and so that"s the big data gap as well as
other things. You"d have to extrapolate from 1987 data to
get something in the mid-1990s. Rather than doing that 1
just left it out. So you would see a more gradual increase
if you had it as the years progressed.

Now the good news-bad news is that when people
talk about sustainability and affordability I get concerned.
I think Joe talked about it exactly the right way, and that
IS, Medicare is not sustainable exactly as it is now. But

that does not mean that, therefore, the solution is
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automatically to cut the program in some way and just move
on. It"s a question of how we want to share our resources.
IT you don"t do anything to change Medicare -- and
111 admit that the future projections are probably a little
rosy in terms of the costs of Medicare -- nonetheless, when
health care spending overall begins to be 25 or 30 percent
of GDP something is going to happen, whether or not it"s
actual policy. But the thing that people forget is that
while the numbers on health care spending are gee whiz, so

are the numbers on GDP growth. The top line there shows you

what per worker GDP, corrected for 2006 dollars -- so it"s
taking inflation out -- real spending power, will grow
substantially over time. It will grow close to 55 percent

by 2040 by this kind of calculation.

IT you take out the per-worker contribution made
towards Medicare, and i1t involves some calculations I can
talk about further if you®"d like, assuming no change in the
Medicare program whatsoever, by 2040 the numbers will be
lower, which is the lower line. But there will still be
substantial growth, 47.6 percent growth in real spending.

So it"s not a question that we can"t absolutely

afford spending on Medicare. The question is, are we going
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to be willing to make that kind of sacrifice. This iIs not a
no-tax increase scenario. This certainly would involve
taxes. But it"s something important to keep in mind when
people talk about it as if we were going to go bankrupt
tomorrow if we kept Medicare going.

MR. HACKBARTH: Could 1 ask about that graph just
to make sure | understand it? The way I"m interpreting this
is that because GDP grows as well as Medicare expenditures,
that as you move out to 2050, even allowing for growth in
the Medicare burden, the residual wealth left over after
that will be higher than it is today. That"s the basis --

DR. MOON: That"s exactly right. Medicare®s
burden grows much faster than GDP but on a smaller base. So
as a consequence i1t doesn"t take away all the growth.

MR. HACKBARTH: Now in this, how is the burden
defined? When you say per-worker burden, is that --

DR. MOON: What I do is essentially take all of
the spending on Medicare and the taxes that are projected,
sorting out -- you"ll see in a minute 1| have a beneficiary
burden as well because 1 talk about, for example, the costs
of Medicare -- let me backtrack.

It"s easier to think about it as a residual In a
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sense. What I do is talk about Medicare spending, and then
I take away from that the part that individuals pay, In this
case, the Part B premium, although 1*m not taking cost
sharing out of here. 1t"s implicitly taken out.

So Part B premiums are taken out. The share that
individuals make who are over 65 -- | don"t do anything
about disabled -- to income and payroll taxes are also taken
out. That"s essentially what i1t 1is.

MR. HACKBARTH: Thanks.

DR. REISCHAUER: But the workers are also paying
for workers® health iInsurance too.

DR. MOON: Absolutely.

DR. REISCHAUER: So if we were doing this as
health as opposed to Medicare in isolation --

DR. MOON: Then it would be slower, yes,
absolutely, and that®"s a good point. 1 haven®t done that
but 1°ve also done a calculation of Social Security, and the
Social Security doesn"t change the line very much because it
doesn®"t grow nearly as fast as a share. So the point is
essentially the same. The dollars would be different.

But if you think about this also then in terms of

the per-worker burden and the per-beneficiary burden, so iIn
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this case the per-beneficiary burden is just on the costs.
It doesn™t include cost sharing. It doesn"t include what"s
not covered by Medicare. This is what beneficiaries
themselves pay towards the costs of the Medicare benefit.

So it"s their premiums and the taxes that they pay that go
towards this cost of Medicare over time. Because
individuals like to talk about how -- some people like to
talk about how little beneficiaries actually pay, and that"s
not really the case. Beneficlaries pay a substantial amount
of the costs of Medicare.

That burden rises over time. But the interesting
thing here 1 think Is you can see the difference between the
number of workers per beneficiary. That change is important
between 2020 and 2040. That"s why the per-beneficiary
burden grows a lot more slowly at that point in time than
the per-worker burden.

So it"s a way of saying, yes, beneficiaries are
paying a substantial amount, will continue to pay a
substantial amount. But the per-worker burden grows more
rapidly relatively over time in terms of 2040. | think this
may be one way of thinking about how one shares burdens over

time. 1t"s just the beginning of thinking about that.
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MS. BURKE: 1I°"m sorry, | just want to step back
for one second. Did 1 understand you to say that the per-
beneficiary burden does not include cost sharing but does
include premiums?

DR. MOON: That"s right. What 1"m thinking of
this as, when you see the numbers for Medicare and the costs
into the future, 1°ve essentially just taken those costs and
parsed them out between workers and beneficiaries on a per-
worker or per-beneficiary basis. So I haven®t taken out
what people are paying out-of-pocket. This is only the
contributions they make in terms of premiums and/or the
taxes that they pay since seniors pay a substantial share,
for example, of general revenue taxes as well. That"s
really a big contribution for them.

MS. BURKE: But again, as Bob pointed out a moment
ago, for the worker burden, this does not include what they
pay for health insurance. This is essentially their tax.

DR. MOON: That"s right. This is really just for
thinking about financing Medicare.

So again, I think when we try to think about how
we"re going to parse the burdens out over time it"s

important to look at it in a variety of different ways, and
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I think this iIs just one way of beginning to think about it.

I didn™"t put forward a bunch of solutions because
I thought that Rachel laid out what the options are and
there®s nothing new under the sun. Ideally, we"d like to
find ways to reduce the costs of Medicare that don"t simply
shift the burdens from one group to another, but that"s
going to be the big challenge for all of health care.

What Medicare can do, I think, Is keep working at
it. | also think that 1"m thinking about some increased
taxes over time makes sense, as well as some iIncrease
potentially in burdens per beneficiary. But there are
options among those burdens that are better or less better
over time. |If you"re going to raise the burden on
beneficiaries, 1 believe that i1t"s important to think about
it in terms of premiums more than changing the benefit
structure. A Medicare benefit that only covers 51 percent
of health care doesn"t turn out to be much of a benefit if
you slash away at that over time. It already has problems
in the sense that it requires people to buy supplemental
coverage.

I think one important thing would be ways to

improve the benefit that could ask individuals to pay more
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but also allow them not to have to buy supplemental
insurance iIf they choose not to.

I think there are some minor tweaks you could do
to the system, especially since the deterioration of health
benefits for everybody else has been so rapid it makes that
probably more palatable than it would have been 10 years
ago.

I*"m sympathetic to the i1dea of income related
changes, but we should not forget that Shaquille 0"Neal pays
one heck of a lot of Medicare taxes on his salary because of
the fact that there is no upper-bound limit on the taxes
that people pay into the Medicare program. And he®"s going
to get then just the standard old benefit. So from his
standpoint he"d say, I"m already sharing the burden, thank
you very much.

I also believe that you get into two problems that
are very important to think about with an income-related
premium. One i1s, there aren”"t enough Shaquille O"Neal"s,
when he gets old enough or when he becomes disabled because
he can no longer walk for his knees -- but there are not
enough of them out there to get a lot of money out of an

income-related premium until you really dip down into
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hurting middle-income individuals, which 1 suspect would be
extremely unpopular.

Secondly, 1 think the notion is that it"s a
difficult tax activity to administer iIn many cases. It
comes with its own problems. So it"s one of those areas
where it makes considerable sense theoretically. The
practical issues, | think, are very important in terms of
it.

The final thing that 1 forgot that | was going to
say that 1 just finessed over because 1 couldn®t remember my
second, Is that we are trying to encourage people to save
and we"re encouraging people to try to be responsible about
their retirement. And if we say, by the way, if your income
is over $50,000 we"re going to zap you on Medicare, it
doesn®"t send a very good message that way either.

Thank you.

MS. BURKE: Can 1 just ask one further follow-up
question on this slide?

Marilyn, have you also done a slide or an analysis
separating out the Medicare beneficiary person per se, but
the total impact of the payroll tax on individuals in terms

of the increasing size of their disposable income that"s
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consumed, in terms of as the Medicare costs rise? Because
your point that the solution may come in the form of taxes,
but not necessarily income-related premiums but rather a
more widely distributed tax base, the concern being that
that tax, that is the payroll tax, is an iIncreasingly
sizable burden on the working population, consuming a larger
and larger percentage of theilr income.

I jJust wondered whether there was something that
looked into the future in terms of the impact on the working
individual in terms of i1ts percentage of their taxes.

DR. MOON: Since at this point in the payroll
taxes there is nothing that says they“re going to go up,
it"s not going to become an increasing burden. In fact it"s
going to be a declining burden If we continue to see the
inequality of income that we have and the numbers of
individuals paying into Social Security become smaller and
smaller. We"re already seeing overall as well that payroll
taxes are dropping as a share of GDP, which is an
interesting phenomenon that needs some further exploration.

I think that 1t"s important when anyone talks
about taxes to put all the different kinds of taxes on the

table. I think payroll taxes tend to be popular among a lot
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of workers for two reasons. One is this seem painless
because they never have to calculate them. And secondly,
they know that they"re dedicated to something. You could
deal with that in a more progressive way. You could deal
with other kinds of changes. 1 think there are ways of
talking about other kinds of taxes that would potentially
achieve some of the income relation that Joe is interested
in, as well as other things.

Years ago someone used to refer to the estate tax
as the pay-as-you-go tax. That still stuck with me. That
might be one thing to think about as a dedicated tax for
Social Security and Medicare, for example.

MR. NICHOLS: 1It"s a privilege to be here. 1It"s a
challenge to follow the two speakers 1 have the honor doing.
I would just say, typically, when 1"m on a panel with people
this smart, people look to me for comic relief, and I would
like to do that, but I must say I*m feeling not very funny
because this topic is so serious and because, ultimately,
the decisions you make are going to have so much to do with
our opportunities in the future. So I"1l cut right to the
chase.

The three questions that Rachel posed for us to
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answer are, is the Medicare program sustainable now? What
drives health care cost growth? And what the heck can we do
about 1t? 1711 be very brief on the first two.

The first one always reminds of a line that came,
I think, from John Dunlop at Harvard economics department
when he said a long time ago, i1f something iIs unsustainable
it won"t be, and for this they give you tenure at Harvard.
But 1t"s also true that, basically, as Joe and Marilyn have
pointed out, what this is going to come down to is our
willingness to tax ourselves, not just iIn terms of tax
revenue as Joe said, but also in terms of changing the way
we think about health care. | would just say, all of us
agree taxes are more onerous than we would like and so we-"d
like to minimize the revenue element of that and, therefore,
we have an obligation to try to get the system more
efficient.

Which leads to the second question, what drives
health care cost growth? The short answer there is
technology. Everything else is commentary. |1 will say that
at the end of the day fundamentally what drives health care
cost growth is the fact that we"re far better at fixing hips

and hearts, even broken hearts, than we were 25 years ago.
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And because of that, it turns out it takes resources to get
better and it turns out we had opportunity costs of those
resources.

On average, 1°"m persuaded by the various learned
studies that suggest it"s worth it. That does not mean it"s
worth 1t iIn every single case. In fact we have a lot of
examples where we know it"s not, and that"s really what our
business i1s about. So what is to be done is really what 1
want to focus on.

I will say the first thing -- and this does echo
something I heard Joe say -- Medicare is not an alien force
dropped in the middle of the U.S. health care system. It is
indeed iIntegral to it. And 1 mispronounce that word to make
the point 1t"s fundamentally intertwined. So when you think
about reforming Medicare you are talking about reforming the
U.S. health care system, whether you like it or not.

When you talk about not reforming the Medicare
system you are also talking about not reforming the U.S.
health care system. So fundamentally, the linkage is real,
it"s inexorable and, therefore, you should think about these
things together.

Second, I think we can all agree that the proper
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focus i1s not reducing health care costs, per se, but it is
on enhancing clinical value per dollar spent. 1 don"t think
there®s a person iIn this room who can tell you what the
share of GDP spent on Medicare or health care should be, or
if they will promise to tell you that, they are lying. So
fundamentally, we need to figure out how to get value for
dollar and agree to go forward and pay for it. But we are a
very, very, very long way from getting value for dollar
amount.

Finally 1 submit, like every simpleminded
economist, what you want to do is define the problems and
attack i1t. The fundamental problem is the health care
system in any efficiency and excess cost growth. Sometimes
people think about these as two separate problems. You can
make that case. There®s some nuances but they®re not
identical. But at the same time, 1 think you have to think
about them the same, or at the same time because they are so
linked and they are so together. As Joe said and 1 agree
completely, these problems are caused by misaligned
incentives. That"s where 1 want to spend most of my time
today.

But 1 also want to remind us the reason, at least
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why 1°m here, it"s because these problems cause quality
health care to become unaffordable for a growing fraction of
our workforce. 1In 1987, a family insurance policy cost a
little less than 8 percent of median family income. That"s
the income at the middle of distribution. Today, a family
insurance policy i1s 18 percent of the median income and
rising. That"s the main reason people are becoming
increasingly uninsured. It"s not firms refraining from
offering, because workers are turning down the offers
they“re getting.

That fundamental dynamic is why politicians, even
though they like to avoid i1t as long as possible, are
extremely nervous about the 2008 campaign. We can talk
about that later 1Tt you"d like. But fundamentally, at the
end of the day this thing is scaring people and we"re going
have to get health care costs under control.

How do you want to solve it? Let"s all take a
deep breath and hold hands, maybe sing Kum-ba-yah and agree
to break eggs. You guys are pretty good at that actually, I
must say. I"ve read at least 38 of your reports in the last
three days and I"m impressed. You"re willing to break the

eggs- I™m just here to encourage you to continue, maybe get
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a bigger hammer.

The three pieces which 1711 spend my time on are,
we have to have an information infrastructure to make this
all possible. |1 want to realign all incentives -- and I use
all to make sure that we"re talking about both demand-side
and supply-side because one alone will not be a silver
bullet. |If there was a silver bullet you would have i1t. It
doesn”"t exist. You know this.

The third piece in some ways is the most
controversial but in many ways the most important since
technology drives cost growth, figuring out how to buy
technology smarter is the game.

First things first though. Let"s remove the
barriers to efficiency that are in place now. AlIl I"m going
to say on this and not belabor the point is, stop being
afraid of using Medicare®s buying power. Ever since 1965
there®s been this great, oh my God, we can®"t affect the
practice of medicine. What the hell else is the point?

So 1 would just say, this reminds me, when we look
at those numbers Joe put up, that was quite a tax multiplier
there, Joe. When you put up those numbers it reminds me of

Custer™s last stand, and you think about the cavalry
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standing there. And we don®"t know a lot about those last
conversations because there were no survivors so it"s all
apocryphal, and Sitting Bull wasn®"t in the mood to take
notes. But, nevertheless, you could imagine 1"ve heard lots
of them and my favorite one is the one of the private who
was assigned the task of holding Custer®s horse because they
had dismounted, of course, In final 19th century honorable
death fashion and shot from behind the horses. The 19-year-
old mustered all of the sarcasm a 19-year-old can and said,
well, sir, do you think it might be time to pass out the
ammunition the junior officers asked for when we left the
fort today? 1 mean, at the end of the day we"re getting
clobbered on health care costs, why not try to use buying
power. Trust me, you"ll know when you®ve overstepped the
bounds, and we"re a long, long way from that.

You want to stop paying for substandard
performance. As an economist I must say, the more 1 delve
into health care quality the more scared 1 get. I"ve
recently learned about Institute for Health Care
Improvement®s program on eradicating ventilator-associated
pneumonia. || won"t go into details. I"1l just say, in 1999

New England Journal articles showed the exact four steps
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that if you do them on every patient every day you can get
rid of this. You can eradicate it. The death rate from
getting it, by the way, is about 40 percent. The costs are
unbelievable 1T you get 1t.

The point is, since 1999 exactly 14 hospitals have
done i1t. Six have made progress. How many hospitals are
there? One could imagine incentives that could entail
paying you more if you do this or paying you less if you
don®"t and 1 predict you could accomplish this in about an
hour. But, nevertheless, we have no sense of urgency in our
system.

Geographic variation. We"ll come back to that.
You know about that well.

I will say though you®"re going to have to spend
money to make money. You"re going to have to spend money to
get money back. Way more needs to be spent on data and
technology evaluations and we®ll talk about that a little
bit as we go.

Let"s talk about incentives precisely. This will
not be news. Fee-for-service leads to too much health care,
especially if it comes without any kind of quality

measurement and accountability. At the same time, 1 think
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it"s fair to say, whether or not it turned out to be true,
people fear that capitation without measurement will be lead
to too little health care. Certainly, the incentives point
that way.

So if you think about it, just for about 10
minutes from the point of view of a simple economist, some
combination of capitation and measurement is surely best
because that gets dollars in the right place but it holds
the providers accountable for what actually happens. The
difficulty, as you know, is what unit should be capitated
and what the heck should we measure?

I*"m trying ask the question, why not think about
trying to align incentives and the information in order to
create not just the Medicare program but the overall health
system you really want? Because you®"ve got to buy Medicare
within that system. |If you don"t fix i1t, you don"t -- and
the system that we need.

What I"m talking about is, how do we move to a
world in which we have efficacious care efficiently
delivered? We all want 1it. We all can define 1t. Kind of
like pornography, we"ll know It when we see it. But the

point i1s it"s imaginable and indeed 1t exists In some
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places. How can we move there?

I submit to you what you want to do iIs somewhat
follow your own logic. PPS worked. It"s kind of
interesting to think about why and how, but you see how it
spread through the Medicare program for all kinds of good
reasons, except for physicians, of course.

Quality management has begun in Medicare. |
applaud everybody involved, from Tom Scully on down. I will
say, episode groupers are in some ways baby steps toward
capitating physicians. And coordinated care model demos
that are there out now are also, in some ways, baby steps to
it. I"m talking about, take a deep breath; let"s take a big
step.

What 1t we did the following? What if we
acknowledged that every human being needs a medical home?
Turns out the Medicare program, roughly 95 percent already
do have a usual source of care. We presume that qualifies
as a medical home. Let the bene pick the medical home and
let"s capitate the medical home and hold the home
responsible for quality outcomes and see what happens.

Now 1 know capitation is scary and I"ve used it

now three times so 1"m going to stop using it so I can
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survive the rest of the morning. But I will say what I™m
talking about here i1s, pick your home. Let the bene pick
the home. 1It"s very important. 1 want the consumer to be
at the center of 1t. The home could be a nurse
practitioner. The home could be a doc, could be a group,
could be a network, could be a group of docs, could be a
hospital, a health plan. Health plans have advantages iIn
this thing but not tremendous advantages.

Because what®"s the key thing missing in our
transition mechanism? Why don"t we have efficacious care
efficiently delivered today? Because of an absence of trust
all up and down the system. It"s the most important
problem.

Who is the one human in the system the
beneficiaries trust? Their doc, their primary care doc,
their medical home, their source of care. What I"m talking
about 1s make a new payee category. Call it health system
guide. We"ll call 1t a fee. We won"t call it capitation;
we"ll call it a fee. We"ll pay you for taking care of these
folks, for helping them navigate the system.

I was really struck at Tom Bodenheimer®s New

England Journal editorial published, I think it was the 31st
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of August, where he talked about can primary care survive?
And the fundamental dynamic of the reality of practice today
is that they have to see so many patients they can"t really
be good at any of them. It reminds of the best line I ever
heard about American economists, but it applies to all
professions | think. The problem with Americans economist
is they"re too busy being successful to be good.

Think about a doc trying to see 32 patients a day.
It"s ridiculous. So let"s pay them to pay 20, pay them to
make a living so that they can see fewer patients and then
become the agent, guide, activist for the others. 1 submit
to you, that will build upon the single most important
element of trust we have now. It will pay them for guidance
services. It will reinvigorate primary care In a way that
we all know we should. And it will, more importantly
perhaps from the point of an economist thinking about
incentives, align beneficiaries, medical home and the
taxpayer. Hey, what a concept. Align them all against the
rest of the system.

So what I"m trying to do is get the, 1Tt you will,
evidence-based game away from Baltimore versus a doc out

there iIn Kansas and getting it down to one local doc versus
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another, is this going to have value or not? Now you can
imagine lots of different ways to structure this and I won"t
belabor the point because 1°m running out of time. But I
will say, you could imagine full capitation and then let the
medical home buy stop-loss protection back from Medicare by
giving some of the money back.

You could imagine paying for different elements of
it and putting whatever you pay them at risk for performance
targets. You could do this lots of different ways, but the
point iIs to try to align incentives.

In the long run, comparative technology
assessment, how are we going to get there? 1 think we"ve
made progress in elevating evidence in the decision process
of coverage policy. But as you know quite well, we are
nowhere near where we ought to be. Clearly we need more
funding, public funding. It"s got to be public funding --
of an evidence pipeline. We could do way better on that
score. You could have a percentage of national health
spending; whatever you want to do.

I would submit to you what 1 mean by elevating
evidence in the decision process is that when the evidence

suggests against coverage and the political pressures do
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