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Chapter summary

Part of the Commission’s mandate is to consider the effect of its
recommendations on the federal budget and to view Medicare in the context
of the broader health care system. To help meet its mandate, this chapter
examines health care spending growth—for the nation at large and Medicare
in particular—and considers its effect on the federal budget as well as
individuals and families. This chapter also reviews in detail the profile of
the Medicare beneficiary, evidence of wasteful health care spending, and
structural features of the Medicare program that contribute to wasteful

spending.

Historically, health care spending has risen as a share of gross domestic
product (GDP), but within the last five years its growth rate has slowed, in

both private sector and Medicare spending. This slowdown, however, came

after a significant increase in spending. As a share of GDP, Medicare spending

went up by a factor of almost five from 1973 through 2013, increasing from
0.8 percent to 3.5 percent, and has stayed constant as a share of GDP for only

the past four years.

The cause of the system-wide slowdown in spending growth is still a
matter of speculation. A variety of factors could have contributed—weak
economic conditions, payment and delivery system reforms, a slowdown in

the introduction of new medical technologies, and a shift to less generous
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insurance coverage. The slowdown in Medicare is significant: Over the past three
years, per beneficiary spending grew less than 1 percent per year on average,
declining from a growth rate over the last four decades of about 8 percent per year

on average.

Despite the slowdown in per beneficiary spending, aggregate Medicare spending

is projected to increase 5 percent to 7 percent annually over the next decade as

the baby-boom generation ages into Medicare. Over the next few years, both the
Medicare Trustees and the Congressional Budget Office project growth in spending
per beneficiary to rebound somewhat from the recent very low rates but remain

below the high rates of the past several decades.

The persistent imbalance between Medicare’s spending and income remains despite
the recent slow growth in per beneficiary spending. Part A of Medicare, which is
financed largely through a payroll tax, is currently estimated to become insolvent

in 2030. Part B of Medicare is financed largely through general revenues and thus
cannot become insolvent. However, Medicare’s reliance on general revenues will
increase (from 41 percent of program costs today to 45 percent of program costs

in about 15 years), and as a result there will be fewer resources available to finance
other federal priorities and greater pressure to reduce spending or increase taxes.
The overall budget picture will continue to shift from other priorities to Medicare,

Medicaid, Social Security, and other health spending.

The growth in health care spending also affects individuals and families, including
Medicare beneficiaries. Increases in private insurance premiums have outpaced
the growth of family incomes over the past decade, and cost sharing for Medicare

beneficiaries has also increased.

The Medicare population is projected to increase from 54 million beneficiaries
today to over 80 million beneficiaries by 2030, significantly changing the
population’s makeup. Among seniors currently entering Medicare, there is a higher
prevalence of multiple chronic conditions than in the past, and as this cohort ages,
the prevalence of these conditions will increase. These new beneficiaries may also
enter Medicare having had types of health insurance coverage that differ from
coverage in the past, and those differences may shape beneficiaries’ choices and

expectations about their Medicare benefit.

Some health care spending is inefficient and wasteful. For Medicare, if such
spending can be identified and eliminated, it would improve the program’s fiscal
sustainability, reduce federal budget pressures, and result in each Medicare dollar

that is spent better improving beneficiary health. Another important consideration
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in setting payment policy is evidence of the relationship between the level of
spending and increases in health care spending and health care outcomes. Over
time, outcomes for the overall population (such as life expectancy) have improved,
although questions remain about the value of the marginal health care dollar.
Certain structural features of the Medicare program pose challenges for targeting
wasteful spending, and the Commission has made recommendations to address

those challenges. B
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Historically, health care spending has risen as a

share of GDP; recently, its growth has slowed
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Source: MedPAC analysis of National Health Expenditures Accounts from CMS 2014.

This chapter also reviews the challenges that Medicare
in particular faces and the Commission’s principles for

The Medicare program lies at the junction between the
national health care system as a whole and the federal
government. For this reason, it is important to review
the following context in which Medicare operates to
understand the payment policies discussed in the rest of
this report:

national health care spending and Medicare spending;
impact of Medicare spending on the federal budget;

effects of health care spending growth on individuals
and families;

current and future Medicare beneficiary populations;
and

health care spending drivers and wasteful spending.

constructing sound recommendations to address those
challenges.

Historically, health care spending has risen every year as
a share of gross domestic product (GDP), but recently
its growth rate has slowed. That general trend is true for
health care spending by private sector payers as well as
Medicare (Figure 1-1). As a share of GDP, total health
care spending more than doubled from 1973 to 2013,
increasing from 7.2 percent to 17.4 percent. As a share
of GDP, private health insurance spending more than
tripled over that same time period, from 1.6 percent to
5.7 percent. Medicare spending as a share of GDP went
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m Out-of-pocket spending’s share of personal health care spending declined while
private and federal health insurance spending’s share increased, 1973-2013
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insured health plans, and indemnity plans. “Out-of-pocket spending” includes cost sharing for both privately and publicly insured individuals. Premiums are included
in the shares of each program (e.g., Medicare, private insurance) rather than in the out-of-pocket share category. Medicaid includes the Children’s Health Insurance
Program. “Other third-party payers and programs” includes worksite health care, other private revenues, Indian Health Service, workers’ compensation, general
assistance, maternal and child health, vocational rehabilitation, other federal programs such as the Substance Abuse and Mental Health Services Administration,

other state and local programs, and school health.

Source: MedPAC analysis of National Health Expenditures Accounts from CMS 2014.

up by a factor of almost five, increasing from 0.8 percent
to 3.5 percent. However, as seen in Figure 1-1, health

care spending as a share of GDP has remained relatively
constant for the past several years (Centers for Medicare &
Medicaid Services 2014).

Health care spending that rises faster than GDP is
generally considered unsustainable because it cannot
ultimately consume the entire economy and replace the
consumption of all other goods and services. However,
which factors drove spending to rise faster than GDP is
not well understood. The emergence and increasing use
of new medical technologies, rising personal income,
declining share of health care costs that people paid out
of pocket, and market power of providers and insurers
appear to have all played a role (Cutler 1995, Newhouse
1992, Smith et al. 2009). The recent slowdown in the

rate of growth in health care spending also has not been
fully explained. Contributing factors could include weak
economic conditions, payment and delivery system
reforms, a slowdown in the introduction of new medical
technologies, and increasing use of generic drugs as top-
selling brand drugs lose patent protection.

To better understand who is paying for health care, we
focus on personal health care spending—all medical goods
and services provided for an individual’s treatment. Often,
spending by several types of payers and programs combine
to pay for an individuals’ health care, including out-of-
pocket spending, public and private health insurance, and
other third-party payers and programs. Personal health
care spending excludes spending on government public
health activities (e.g., epidemiological surveillance and
disease prevention programs), administration of private
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and public health insurance, and investments in medical
research, equipment, and structures. In 2013, personal
health care spending accounted for 85 percent of total
health care spending.

Over the past four decades, total personal health care
spending increased from $0.1 trillion to $2.5 trillion.

On a per person basis, spending increased from $397 in
1973 to $7,826 in 2013, an 8 percent increase per year on
average. During this period, out-of-pocket spending (e.g.,
cost sharing, deductibles, and health care services not
covered by insurance) as a share of total personal health
care spending declined from 37 percent to 14 percent,
while the shares accounted for by private health insurance,
Medicare, and Medicaid all increased (Figure 1-2). At
the same time, Medicare has remained the largest single
purchaser of health care in the United States (Centers for
Medicare & Medicaid Services 2014).!

In 2013, Medicare covered 52 million people, Medicaid
covered 59 million people, private health insurance
covered 189 million people, and about 44 million people
were uninsured (Boards of Trustees 2014, Centers for
Medicare & Medicaid Services 2014). Some people
have coverage from more than one source. In 2013,

11.1 million people were enrolled in both Medicare and
Medicaid (Boards of Trustees 2014). Medicaid pays for
either a portion or all of the Medicare premium and out-
of-pocket health care expenses for those enrollees who
qualify for dual enrollment based on limited income and
resources. Enrollees in private health insurance may also
be enrolled in other third-party health insurance programs.
For example, Medicare beneficiaries may also have
supplemental insurance sold by private companies.

The decline in the share of health care spending paid
directly out of pocket by individuals and the increase

in the share of health care spending paid by private and
public insurance do not mean that people have experienced
similar declines in the share of the health care costs they
pay. First, people also pay premiums, which are not
included in the out-of-pocket category but, rather, the
private health insurance and Medicare categories. Second,
people receive lower salaries and reduced benefits in
exchange for employer-sponsored health insurance. When
an employer contributes to premiums, most economists
agree that salary and other benefits are reduced to offset
the employer contribution.

In 2013 as well as in 1973, the largest shares of personal
health care spending were for hospital care and physician

and clinical services. In 2013, hospital care accounted

for 38 percent of spending, or $937 billion, while
physician and clinical services accounted for 24 percent
of spending, or $587 billion (Figure 1-3, p. 10). Smaller
shares in 2013 went to spending on prescription drugs (11
percent, or $271 billion), nursing care facilities (6 percent,
or $156 billion), and home health care services (3 percent,
or $80 billion).

Between 1973 and 2013, the share of spending on hospital
care declined from 44 percent to 38 percent, and the

share of spending for prescription drugs increased from 8
percent to 11 percent (Centers for Medicare & Medicaid
Services 2014). Medicare accounted for 22 percent of
spending for all services in 2013, but its share varied by
type of service. For example, Medicare spending on home
health care services accounted for over 40 percent (Table
1-1, p. 10).

Like overall health care spending, Medicare spending
experienced rapid growth in the past four decades but

a slowdown in recent years. Between 1973 and 2013,
Medicare spending grew at an average rate of 11 percent
annually but has slowed to 4 percent per year since 2010.
This slowdown is attributable to a slowdown in the growth
of per beneficiary spending—from an average of 8 percent
per year between 1973 and 2013 to less than 1 percent per
year since 2010 (Boards of Trustees 2014).

Medicare spending can be divided into three program
components: the traditional fee-for-service (FFS) program,
the Medicare Advantage (MA) program, and the Part D
prescription drug program.

*  Medicare’s traditional fee-for-service program. In
FES, Medicare pays health care providers directly for
health care goods and services furnished to Medicare
FFS beneficiaries at prices set through legislation and
regulation.

*  Medicare Advantage program. As an alternative
to FES, beneficiaries can choose to enroll in MA,
which consists of private health plans that receive
capitated payments for providing health care coverage
to enrollees. MA plans pay health care providers
for health care goods and services furnished to their
enrollees at prices negotiated between the plans and
providers.
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Hospital care and physician services accounted for the largest

shares of personal health care spending in 1973 and 2013
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Source: MedPAC analysis of National Health Expenditures Accounts from CMS 2014.

Total spending

Total health care spending in selected sectors and Medicare’s share, 2013

Medicare’s share of

Medicare spending total sector spending

Dollars in billions Percentage

Total spending on personal health care $2,469 $551 22%
Hospital 937 243 26
Physician and clinical services 587 130 22
Other professional 191 19 10
Home health care 80 34 43
Prescription drugs 271 75 28
Durable medical equipment 43 8 18
Nursing care facilities 156 35 22
Other 204 8 4

Note:  “Other professional” includes expenditures on dental and other professional services. “Other” includes expenditures on nondurable medical products and other

health, residential, and personal care.

Source: MedPAC analysis of National Health Expenditures Accounts from CMS 2014.
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*  Medicare Part D prescription drug program.
Through Part D, beneficiaries can obtain subsidized
prescription drug coverage by voluntarily purchasing
insurance policies from private stand-alone drug
plans or MA plans. Medicare heavily subsidizes the
premiums established by those plans.

The growth in per beneficiary spending has slowed for
all three programs; Figure 1-4 presents average annual
growth rates for the last decade (from 2004 to 2013)

in three-year periods. Per beneficiary spending growth
was particularly low in the last period (from 2010 to
2013). The lower growth rates were generally due to
both decreased use of health care services and restrained
payment rate increases.

In FES, per beneficiary growth averaged 1 percent
annually from 2010 to 2013 (the last period). In addition
to decreased use, the Patient Protection and Affordable
Care Act of 2010 (PPACA) reduced annual payment
rate updates for many types of providers (other than
physicians) beginning in 2012.

In MA, per beneficiary growth averaged 0 percent
annually from 2010 to 2013 (the last period). PPACA
reduced payments to MA plans to bring costs more

in line with costs in FFS. The growth rate would have
been lower, but the PPACA payment reductions were
offset somewhat by quality bonus payments and plans’
increased coding (when compared with coding for similar
FFS beneficiaries), which increases a beneficiary’s risk
score and thus increases Medicare’s payments to MA
plans, all other things being equal.

Last, in Part D, per beneficiary growth averaged 1 percent
annually from 2010 to 2013. The slowdown in Part D
spending was in part due to the increase in low-priced
generic drugs on the market and to the efforts of plans to
steer beneficiaries to generics and other low-priced drugs.

Figure 1-5 (p. 12) provides a more detailed look at FFS.
Generally, we see a slowdown in spending across all
settings; however, the impact is not uniform. For example,
for inpatient hospital care, the average annual growth in
per beneficiary spending fell from 3 percent in the first
two periods to —1 percent in the last period. The growth
in outpatient hospital care declined but was still growing
robustly in the last period at 9 percent annually, in part
because of shifts in site of care from both the inpatient
hospital setting and physician offices to the outpatient
hospital setting.

Per beneficiary spending growth
slowed in FFS, MA, and Part D

W 2004-2007
@ 2007-2010
[0 2010-2013

Average annual change in per
beneficiary spending (in percent)

1 1

L M. N

FFS MA Part D*

Note:  FFS (feefor-service), MA (Medicare Advantage).
*Part D average annual change from 2004-2007 is not shown because

the program began in 2006.

Source: 2014 annual report of the Boards of Trustees of the Medicare trust funds.

Despite the recent slowing of annual growth rates,
cumulative growth in per beneficiary spending over the
last decade has increased in almost all settings and quite
substantially in some settings (Figure 1-6, p. 12). For
example, per beneficiary spending on hospital outpatient
services grew 126 percent over the last decade, while per
beneficiary spending on inpatient care grew 14 percent.

A comparison of private sector and
Medicare spending trends

The growth of per capita spending has also slowed
recently in the private sector according to a Health Care
Cost Institute analysis of private sector claims data for
people younger than 65 covered by employer-sponsored
private health insurance (Health Care Cost Institute
2014). Also like Medicare, the private sector experienced
a greater slowdown for inpatient hospital care, while
outpatient hospital care continued to grow at relatively
high rates. However, the slowdown in the private sector
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Per beneficiary spending growth in some FFS settings remained strong

Average annual change in per beneficiary
spending by FFS setting (in percent)
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m Per beneficiary spending grew over the decade in

almost all settings, 2004-2013
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FIGURE

1-7 Despite slowdown in per beneficiary spending,
total Medicare spending continues to rise
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Source: 2014 annual report of the Boards of Trustees of the Medicare trust funds and CBO report The 2014 Long-Term Budget Outlook.

was primarily due to a slowdown in the growth rate
of health care usage and occurred despite robust price
growth.

One key driver of higher prices in the private sector is
provider market power (Baker et al. 2014a, Baker et al.
2014b, Gaynor and Town 2012, Robinson and Miller
2014). Hospitals and physician groups are increasingly
consolidating, in part to gain market power over insurers
with the goal of negotiating higher payment rates. For the
private sector, that trend resulted in per capita spending
growth of about 4 percent annually from 2009 to 2012.

By comparison, per beneficiary spending for Medicare
increased by about 1 percent annually over that period. So
while both Medicare and the private sector experienced
low growth in the use of health care services, Medicare
also experienced restrained increases in payment rates,
contributing to its lower growth rate.

Over the long term, trends in the private sector can
influence trends in Medicare. If the private sector is unable

to constrain price growth, the profitability of caring for
commercially insured patients will increase relative to
the profitability of caring for Medicare beneficiaries,
potentially impeding access to care for Medicare
beneficiaries and exerting pressure on the Medicare
program to increase its payment rates (Medicare Payment
Advisory Commission 2009, Stensland et al. 2010, White
and Wu 2014).

Medicare spending projections

What do these current trends portend for Medicare? The
slowdown in per beneficiary spending has received much
attention in the news media. The growth in Medicare’s per
beneficiary spending has fallen from average annual rates
of 9 percent in the 1980s and 6 percent in the 1990s and
2000s to 0 percent over the last three years (Figure 1-7).

For the next 10 years, the Trustees and the Congressional
Budget Office (CBO) project that growth in per
beneficiary spending will be higher than the recent lows
but lower than the historic highs, with an average annual

MECIpAC
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m Trustees and CBO project Medicare spending to reach 1 trillion dollars by 2025 or 2026
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Source: 2014 annual report of the Boards of Trustees of the Medicare trust funds and CBO report The 2014 Long-Term Budget Outlook.

growth rate of 4 percent according to the Trustees and 2
percent according to CBO (Figure 1-7, p. 13) (Boards of
Trustees 2014, Congressional Budget Office 2014a).2

What probably has not received as much media attention is
increasing growth in enrollment, from about 2 percent per
year historically to 3 percent. That increase occurred over
the last few years and is projected to continue throughout
the next decade as the baby-boom generation continues to
age into the Medicare program. So despite the slowdown
in spending per beneficiary, the Trustees project annual
growth in total spending to average 7 percent over the
next decade, and CBO projects 5 percent. Since GDP is
projected to grow at about 4 percent per year over the next
decade, Medicare spending is projected to grow 1 percent
to 3 percent faster than GDP.

At those rates, total Medicare spending would rise from
about $500 billion today to 1 trillion dollars in the coming
decade (by 2025 under the Trustees’ projection or by 2026
under CBO’s projection) (Figure 1-8) (Boards of Trustees
2014, Congressional Budget Office 2014a).

The Medicare Trustees project that Medicare’s share of
GDP will rise to 5.6 percent in 2040 and to 6.9 percent
in 2086 (Figure 1-9). As spending grows, financing from
general revenues will grow as a share of total Medicare
financing. In this chapter, the term general revenues
includes both tax revenue not dedicated to a specific
purpose and federal borrowing, since federal spending,
with few exceptions, has exceeded federal revenues
since the Great Depression. As Medicare becomes more
dependent on general revenues, fewer resources will be
available to finance other priorities such as education
and investment in infrastructure and scientific research,
resulting in greater pressure to reduce federal spending or
increase federal taxes.

Medicare is financed by two trust funds. The Hospital
Insurance (HI) Trust Fund covers Part A services, which
include inpatient hospital stays and post-acute care like
skilled nursing facilities and hospice. The HI Trust Fund
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m General revenue paying for growing share of Medicare spending
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receives financing through a dedicated payroll tax (i.e.,

a tax on wage earnings). Payroll taxes are projected to
grow only slightly faster than GDP because the growth
rate is based on earnings growth and because the ratio of
workers to retirees is declining with the retirement of the
baby-boom generation (Figure 1-10, p. 16).

The number of workers per Medicare beneficiary
declined from 4.6 in 1970 to 3.1 today. By 2030, the
Trustees project there will be just 2.3 workers for every
beneficiary.

Since 2008, the HI Trust Fund (Part A) has run an annual
deficit (i.e., paid more in benefits than it collected in

payroll taxes, indicated by the top white layer in Figure
1-9. The Trust Fund still has interest income generated
from loaning funds to other parts of the government
during times of surplus, but those assets are projected

to be exhausted by 2030. The Trustees estimate that the
payroll tax would need to be increased from its current
rate of 2.9 percent to 3.8 percent to balance the HI Trust
Fund over the next 75 years. Otherwise, Part A spending
would need to be reduced by 19 percent (Boards of
Trustees 2014).

The Supplementary Medical Insurance (SMI) Trust Fund
covers services under Part B and Part D. Part B helps pay
for physician services and other ambulatory care, such
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The number of workers per Hl beneficiary is projected to decline rapidly
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as services received in hospital outpatient departments.
Part D helps pay for prescription drug coverage. The SMI
Trust Fund is financed by general revenues and premiums.
Beneficiaries pay for about 25 percent of Part B and

Part D spending through annual premiums. The other 75
percent is paid by taxpayers through general revenues.
Because general revenue transfers and premiums are reset
each year to match expected Part B and Part D spending,
they grow at the same rate as Part B and Part D spending.
While that framework technically guarantees that the SMI
Trust Fund is balanced, it also increases transfers from
the general fund of the Treasury to the Medicare program,
thus increasing deficits and the debt.

Thus, Medicare’s financial challenge includes not only
the Part A deficit but also the share of spending financed
through general revenue (Figure 1-9, p. 15). Currently,
general revenue makes up a little over 40 percent of
Medicare income, and the Trustees project that share to
continue to grow, adding significantly to federal budget
pressures. The projected growth in premiums will also
strain household budgets.

Health care spending consumes growing
shares of federal and state budgets and
the budgets of individuals and families

Because general revenues finance a large share of
Medicare and because Medicare is a significant share

of the federal budget, Medicare’s fiscal sustainability is
tightly linked to that of the overall federal budget and vice
versa. Similarly, states bear a significant share of Medicaid
costs, so rising health care spending also has implications
for state budgets. For individuals and families, increases
in premiums and cost sharing have negated real income
growth in the past decade. Likewise, premiums and cost
sharing for Medicare beneficiaries are projected to grow
faster than Social Security benefits.

Health care spending and the federal
budget

Medicare spending is projected to consume 14 percent of
the federal budget this year, and Medicare and Medicaid
spending combined is projected to consume 23 percent
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Health care spending growth affects future debt levels
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(Congressional Budget Office 2014b). With their reliance
on general tax dollars and federal deficit spending, those

health care programs have a substantial effect on the
federal debt.?

Debt equaled 35 percent of GDP at the end of 2007 as
the economy entered the last recession (Figure 1-11). In
response to the recession, the debt soared, reaching 72
percent of GDP in 2013—a higher percentage than at any
point in U.S. history except briefly around World War II.
Under baseline assumptions, which reflect current law,
CBO projects the debt will reach 100 percent of GDP in
about two decades (or by 2035).

However, the CBO baseline assumes that per beneficiary
spending for Medicare and Medicaid increases more
slowly in the future than it has during the past several

decades (Congressional Budget Office 2014a). If per
beneficiary spending growth were three-quarters of a
percentage point higher than that of the baseline, then the
federal debt would be 114 percent of GDP by 2035. On
the other hand, if per beneficiary spending growth were
three-quarters of a percentage point lower, then the federal
debt would be 89 percent of GDP by 2035. Still, under all
three scenarios, the debt projections are at levels not seen
since the aftermath of WWII (Figure 1-11).

Health care spending and state budgets

States’ liabilities for health care costs include their share
of Medicaid spending, which generally covers health care
services for low-income children, adults, individuals who
are blind or disabled, and some long-term care services
for those who are aged and disabled. In 2012, before the
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Growth in health care spending and premiums

outpaced growth in household income, 2002-2012

Average annual change (in percent)
I

Median
household income

Average
household income

Per capita personal
health care expenditures

Average premium

Average premium
for individual coverage

for family coverage

Note:  Household income, health expenditures, and premiums are all measured in nominal dollars.

Source: Census Bureau, Current Population Survey, Annual Social and Economic Supplements 2013. MedPAC analysis of National Health Expenditures Accounts from CMS
2014, and Kaiser Family Foundation and Health Research & Educational Trust 2014.

coverage expansions made by PPACA, monthly enrollment
in Medicaid averaged about 59 million people, and total
spending was $432 billion (Truffer et al. 2013). States and
the federal government jointly finance Medicaid; in 2012,
before the coverage expansions made by PPACA, the
federal share was 58 percent (Truffer et al. 2013).

Under PPACA, states are given the option to expand
Medicaid coverage to nonelderly individuals with a family
income of less than 138 percent of the federal poverty
threshold. States receive full federal financing to cover this
expansion population in 2014, phasing down to 90 percent
federal financing by 2020.

PPACA also increased the payment amount primary care
providers receive for seeing Medicaid patients so that it
equaled the Medicare payment in 2013 and 2014. This
policy represents a significant increase in payments to
providers—the two-year provision increased spending by
$11 billion—with the federal government incurring the
cost. The provision expires at the end of 2014. In a recent
survey, 15 states indicated that they will continue the
higher rates (without federal funding), at least partly, after
the provision expires, while 24 states indicated that they

would not continue the rate increase. Some states were
undecided at the time of the survey (Smith et al. 2014).

A provision also established under PPACA authority
allows state demonstrations for beneficiaries dually
eligible for Medicare and Medicaid. In 2011, the
Medicare-Medicaid Coordination Office at CMS
announced a financial alignment demonstration through
which states can develop integrated care programs for full-
benefit dual-eligible beneficiaries. States have the option
to implement a capitated model, a managed fee-for-service
model, or both. Under the capitated model, a health plan
receives Medicare and Medicaid capitation payments to
cover all Medicare and Medicaid services. As of August
2014, 10 states signed a memorandum of understanding
(MOU) with CMS to administer the capitated model, and
two states signed MOUSs to administer the FFS model
(including one state that is also administering the capitated
model). Finally, one state is adopting an alternative model.

Health care spending and individual and
family budgets

For individuals and families, growth in health care
spending means higher health insurance premiums
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and higher taxes devoted to health care (Auerbach

and Kellerman 2011). For those covered by employer-
sponsored health insurance, an increase in premiums also
results in lower wage growth because employers offset
their increased costs of providing health insurance to their
employees (Baicker and Chandra 2006, Gruber 2000,
Steuerle 2013). As health care spending increases, an
increasing share of income from individuals and families
is transferred to hospitals, physicians, and other providers
of health care services.

In the last decade, per capita health spending and
premiums have grown much more rapidly than median
and average household incomes (Figure 1-12). From 2002
to 2012, before the coverage expansions made by PPACA,
per capita personal health care spending grew at an
average annual rate of 5 percent, while the average annual
rates of premiums for individuals and families grew 6
percent and 7 percent, respectively (Centers for Medicare
& Medicaid Services 2014, Kaiser Family Foundation and
Health Research & Educational Trust 2014). In contrast,
during this period, median and average household incomes
grew at an average annual rate of just 2 percent (DeNavas-
Walt et al. 2013).

Medicare beneficiaries are not exempt from the financial
challenges of the program’s ever-growing cost-sharing
liabilities. In 2012, SMI (Medicare Part B and Part D)
premiums and cost sharing consumed 23 percent of
the average Social Security benefit (Boards of Trustees
2014). (Those percentages do not include beneficiary
spending on premiums for Medicare supplemental
insurance.) The Medicare Trustees estimate that those
costs will consume 30 percent of the average Social
Security benefit by 2031. In 2012, Social Security
benefits accounted for about 70 percent of income for
seniors, on average. For more than one-fifth of seniors,
Social Security benefits account for 100 percent of
income (Social Security Administration 2012).

Changes in the Medicare-eligible
population

The Medicare population is projected to increase from
54 million beneficiaries at the time of this writing to over
80 million beneficiaries in about 15 years (by 2030) as
the baby-boom generation ages into Medicare eligibility.
This expansion will bring changes to the Medicare
population. First, the average age of the Medicare

population will initially skew younger than in the recent
past but then grow rapidly older as the number and share
of beneficiaries ages 85 and older increases. Second,
more so than previous cohorts of enrollees, members

of the baby-boom population will enter Medicare with
multiple chronic conditions, a prevalence that is likely
to increase in the Medicare population as the baby-
boom generation grows older. Those trends will likely
exert upward pressure on Medicare spending. Third,
beneficiaries entering the program over the next several
years will have had very different experiences with
employer-sponsored and other forms of health care
coverage because of significant changes that have taken
place and continue in the private and non-Medicare
public health insurance markets.

Age and demographic changes

Enrollment in the Medicare program is projected to grow
rapidly over the next two decades as members of the baby-
boom generation age into the program (Figure 1-13, p.
20). (Medicare enrollment also includes individuals under
age 65 who qualify for Medicare based on disability status.
See text box on p. 21.) These individuals began aging

into Medicare in 2011 at an average rate of 10,000 people
per day. By 2030, Medicare is projected to have over 80
million beneficiaries—up from 54 million beneficiaries
today— almost entirely made up of baby boomers (Figure
1-14, p. 20) (Census Bureau 2012).

The Medicare population over the next 15 years will

be relatively younger as members of the baby-boom
generation join its ranks and increase the number of
beneficiaries in younger age categories. (Figure 1-15, p.
21). The share of the Medicare population ages 85 years or
more is projected to decline slightly through 2025. After
2025, that older share is projected to grow as the baby-
boom generation continues to age (Boards of Trustees
2014, Census Bureau 2012).

The older population is, and will be for some time, less
diverse racially and ethnically than the total population
(Figure 1-16, p. 22). As a proportion of the older
population, Whites will remain a majority through 2060
(Figure 1-16, left-side graph). In contrast, as a proportion
of the total population, Whites will no longer be a majority
by 2043 (Figure 1-16, right-side graph).

There are two main reasons why the racial and ethnic
diversity of the older population lags behind the total
population. First, when baby boomers were born, almost
90 percent of the total U.S. population was White.
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Number of beneficiaries

Medicare enroliment projected to grow rapidly as members
of the baby-boom generation age into the program
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Disabled Medicare enrollees under the age of 65

early 9 million people under the age of 65 are
Nreceiving Medicare because they are entitled

to Social Security Disability Insurance (SSDI).
They become eligible for Medicare 24 months after
their disability begins. Disabled beneficiaries have
grown as a share of the Medicare population, reaching
17 percent in 2012. Total Medicare FFS spending in
2012 on the under-65 disabled population was about
$80 billion (or about 17 percent of total FFS spending).

Per beneficiary spending is comparable for the
disabled and the aged, although disabled beneficiaries

use lower levels of post-acute care and relatively
higher amounts of ambulatory and hospital care.
Disabled beneficiaries report more trouble accessing
health care services, although this difficulty may be
partly because of their relatively low incomes overall
(almost half of all disabled beneficiaries are dually
entitled to Medicaid). The average age of disabled
Medicare beneficiaries is a little over 50; thus they
receive Medicare for 15 years before they would have
become eligible by turning age 65. B

Second, since then, the nation’s population has become
increasingly diverse through increases in immigration and
minority births. However, recent immigration does not
have much of an effect on the age structure of the older
population because most immigrants are under the age of
40 when they arrive in the United States. (Census Bureau
2012).

Disease burden and prevalence of multiple
chronic conditions

Chronic conditions such as high blood pressure, high
cholesterol, heart disease, and diabetes are highly
prevalent among today’s Medicare beneficiaries. In 2010,
almost 60 percent had high blood pressure; 45 percent had
high cholesterol; and almost one-third had ischemic heart

The Medicare population will become younger and then older

60
50 m W .
. LN
| ]

2 T.-:: | ] | EEE .
8 0 40 W W .-
L P
T 0
Q0 Q
=z
2 e 307
-
« 2
°%
3
S
5E -
v Qo

10 —

--m-- Ages 05 to /4 years
—e— Ages 85 years or more
0 | | | | | | | | | | |

2010 2015 2020 2025 2030

2035 2040 2045 2050 2055 2060

Source: 2014 annual report of the Boards of Trustees of the Medicare trust funds and Census Bureau, 2012 National Population Projections.




The older population (ages 65 and older) is less racially

and ethnically diverse than the total population
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disease, arthritis, or diabetes (Figure 1-17) (Centers for
Medicare & Medicaid Services 2012). However, not all
chronic conditions have the same effect on per beneficiary
spending. While high blood pressure and high cholesterol
were the two most prevalent chronic conditions, stroke,
chronic kidney disease, asthma, and chronic obstructive
pulmonary disease were among the chronic conditions
associated with the highest per beneficiary spending.

Today’s Medicare beneficiaries are also likely to have
multiple (two or more) chronic conditions. In 2010, more
than two-thirds of Medicare beneficiaries had multiple
chronic conditions, and 14 percent had six or more chronic
conditions (Figure 1-18, p. 24). Beneficiaries with six or
more chronic conditions accounted for over 40 percent

of Medicare spending in 2010, while beneficiaries with
one chronic condition or none made up about one-third of
the Medicare population, yet accounted for just 7 percent
of total Medicare spending. In 2010, Medicare spent

an average of $32,658 per beneficiary with six or more
chronic conditions compared with an average of $9,738

across all FFS Medicare enrollees (Centers for Medicare
& Medicaid Services 2012).

Another recent study estimated that in 2010 nearly 15
percent of people older than age 70 (or about 3.8 million
people) have dementia—a broad category that includes
Alzheimer’s disease as one of its forms (Hurd et al. 2013).
Medicare beneficiaries with dementia suffer from loss of
memory, reasoning, speech, and other cognitive functions,
making it difficult for them to make decisions and perform
the activities of daily living.

How will the health of the Medicare population

change over the next couple of decades as the baby-

boom generation ages into the program? An analysis

of 2001-2010 National Health Interview Survey data

by researchers at the Centers for Disease Control and
Prevention (CDC) showed a statistically significant trend
from 2007 through 2010 of increasing numbers of adults
ages 45 to 64 years with two or three chronic conditions,
and a significant increase in the prevalence of four or more
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FIGURE
1-17

Share of Medicare FFS beneficiaries with any of 15 selected chronic conditions, 2010
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chronic conditions from 2001 through 2010 among the
same age cohort (Ward and Schiller 2013). This finding
means that a higher share of the baby-boom generation
reported having multiple chronic conditions compared
with shares of previous generations. The CDC also showed
that a higher share of this age cohort reported having had a
stroke or having had cancer (which could reflect changes
in the use of cancer diagnostic procedures over the
period), but a slightly lower share reported having heart
disease compared with the shares of previous generations
(National Center for Health Statistics 2014).

Because health care service use and costs increase as

an individual’s number of chronic conditions increases,

it is reasonable to expect that these trends mean higher
Medicare spending (Anderson 2010, Centers for Medicare
& Medicaid Services 2012, Machlin and Soni 2013). In
addition, since older beneficiaries are more likely to have
multiple chronic conditions (Table 1-2, p. 25), the overall
aging of the comparatively larger Medicare population

will almost certainly magnify trends in the prevalence of
multiple chronic conditions.

Experience with private health insurance
coverage

Changes in the private health insurance market may affect
new Medicare beneficiaries’ familiarity with different
types of coverage and their expectations about out-of-
pocket costs. For example, workers covered by private
health insurance today are accustomed to receiving health
care from a network of participating providers rather than
from an unconstrained array of unaffiliated providers.
Adults approaching Medicare eligibility who have worked
for large employers often have chosen coverage from

a range of plans during their working years and, in the
future, those purchasing individual health insurance may
also gain experience in choosing plans through the new
state and federal health insurance exchanges that began in
2014. Those experiences may increase the likelihood that
an incoming beneficiary has experience choosing among




Medicare spending is concentrated
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coverage options and increase the willingness of future
Medicare beneficiaries to enroll in Medicare Advantage
plans or other alternatives to traditional fee-for-service
Medicare.

Workers covered by private health insurance today have
also experienced rapid growth in premiums and other
out-of-pocket costs. Premiums for family coverage
increased 80 percent between 2003 and 2013 (Kaiser
Family Foundation and Health Research & Educational
Trust 2014). Enrollment in high-deductible health plans—
plans that have lower premiums than traditional plans

but require the enrollee to spend down a large deductible
before receiving insurance benefits—has also increased
dramatically. In 2013, 20 percent of workers covered by
private health insurance were enrolled in a high-deductible
health plan that offered some sort of tax-preferred savings
account to pay for the deductible compared with just 4
percent in 2006 (Kaiser Family Foundation and Health
Research & Educational Trust 2014).

How quickly will health care spending
grow in the coming years?

Despite disagreements among researchers about what
share of the health care spending slowdown can be
attributed to the recession, nearly all agree that the
economic contraction starting in 2007 played a role, and
many expect that health care spending may reaccelerate as
the economy expands (Martin et al. 2014, Ryu et al. 2013,
Sisko et al. 2014).

Exploring the factors behind health care spending can help
explain why spending growth accelerates or decelerates.
But the question of whether health care spending will
continue to grow at the rates seen in the last decade

or at rates closer to the three previous decades is still
unanswerable.

The Commission maintains that past trends will not
necessarily carry into the future, regardless of whether

they were caused by economic fluctuations or by structural
changes. As an example, in the mid-1990s, health care
spending slowed dramatically, in part because of a structural
change—the rise of managed care plans—but then spending
ramped up again as providers and beneficiaries rejected
those plans. Similarly, poor economic conditions over the
last decade may have exerted pressure on providers to
reduce costs, but as the economy recovers and payment
pressure diminishes, costs could increase.

Moreover, despite the slowdown, there is still low-

value and wasteful care. If wasteful spending can be
identified and eliminated, it may be possible to slow the
growth in health care spending. Ideally, the elimination

of system inefficiencies and waste could result in each
Medicare dollar spent better improving beneficiary health,
supporting the program’s fiscal sustainability and reducing
federal budget pressures. Certain aspects of the Medicare
program pose challenges to reducing wasteful spending,
and the Commission has made recommendations to
address some of those challenges.

Factors affecting health care spending

Factors that affect health care spending include
technology, health insurance (both having insurance and
the nature of that insurance), consolidation of health care
providers, and demographics and patient characteristics
(particularly income). The factors are also intertwined; for
example, one study has posited that the spread of health
insurance between 1950 and 1990 increased the demand
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Older beneficiaries are more likely to have multiple chronic conditions, 2010

Age (in years)
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because of rounding.

Source: Centers for Medicare & Medicaid Services 2012.

for health care, which in turn, induced hospitals and
doctors to adopt new medical technologies because more
people could afford them. The author estimates that the
combined effect accounted for 50 percent of health care
spending growth over that time (Finkelstein 2007).

Technology is credited in some studies as having the
largest single effect on growth in health care spending
(Cutler 1995, Newhouse 1992, Smith et al. 2009).
Caution must be taken when interpreting these studies,
however. In most studies, analysts have not measured
technology’s effect on health care spending directly
because it is difficult to do so. Instead, analysts have
estimated the contributions of other measurable
demographic and economic factors and attributed the
unexplained portion of spending growth, or residual,
to technology. Therefore, depending on the study, the
term fechnology can be interpreted broadly to mean
any factor that cannot be measured, making it a catch-
all term that could include the technology’s adoption,
diffusion, substitution, and potentially inappropriate
application, but also other changes in medical
practice. Technology can refer to new procedures and
treatments but also to old procedures and treatments
applied to a different population or for a purpose
different from what was originally intended (Ginsburg
2008). While expensive new technology can improve
health and may be of high value, there is also concern
that technological advances expand even beyond
cases for which they show efficacy, which increases
spending without improving patient outcomes
(Baicker and Chandra 2011, Garber et al. 2007,
Redberg 2011, Welch 2012). Although technological

advances can sometimes decrease spending (for
example, an innovation that more effectively treats a
condition at a lower cost), in the practice of medicine,
such advances and the resulting changes in clinical
practice have generally increased total spending.

Health insurance coverage—while increasing access
to health care and protecting beneficiaries against the
risk of financial hardship when they need expensive
care—reduces the incentive for insured individuals to
seek the lowest priced effective service. Researchers
suggest that population-level changes in insurance
coverage may be responsible for up to half of the
increase in per capita health care spending since

1950 (Finkelstein 2007, Peden and Freeland 1995).
Studies of Oregon’s experiment in extending Medicaid
coverage by lottery showed that people randomly
chosen for Medicaid coverage used services more—an
estimated 25 percent more than the uninsured control
group (Baicker and Finkelstein 2011, Finkelstein et

al. 2012). More recently, shifting health care costs to
insurers has slowed because of rising coinsurance,
copayments, and deductibles, likely contributing to the
recent slowing of the growth in health care spending
(Kaiser Family Foundation and Health Research &
Educational Trust 2014).

Consolidation of health care providers has been
found to increase spending growth, whereas insurer
consolidation has been found to have only a modest
effect, which can be positive or negative. Market
consolidation among providers increases the rates
that providers can negotiate from private payers
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(Baker et al. 2014a, Baker et al. 2014b, Gaynor and
Town 2012, Robinson and Miller 2014). Hospital
purchasing of physician practices, in particular, may
be occurring in part because of the disparity between
higher payment rates for services provided in the
hospital outpatient department than the same service
provided in a physician office (Medicare Payment
Advisory Commission 2014, Medicare Payment
Advisory Commission 2013). By contrast, insurer
consolidation tends to lower prices paid to providers
because providers may be less able to negotiate high
prices if there is a dominant insurer (Moriya et al.
2010). However, those lower prices may not be passed
on to consumers in the form of lower premiums if
there is not enough competition among insurers for
consumers. Studies have shown both modest increases
and modest decreases in premiums resulting from
insurer consolidation (Dafny et al. 2012, Medicare
Payment Advisory Commission 2013).

*  Demographics and patient characteristics affect
spending growth, but to a lesser extent than might be
expected. Among demographic factors, income and
wealth are the primary drivers. People who have more
expendable income and wealth will use more of it on
health care services. Income and wealth also interact
with technology; that is, companies may increase their
investments in new health care technologies as the
market for these services expands. Along these lines,
one study posits that the recent slowdown in health
care spending is a result not only of the more recent
acute recession but also of the relatively sluggish
wage growth for many workers during the 2000s.
From this viewpoint, while structural changes (such as
payment rate cuts in Medicare, growth in beneficiary
cost sharing, and state efforts to contain Medicaid
costs) also occurred, these factors were in response
to the decade-long period of slow economic growth
from 2000 to 2011 (Holahan and McMorrow 2013).
Stagnant wage growth also may explain why health
care spending has not rebounded during the economic
recovery.

Patient characteristics such as age or disease burden
can also affect health care spending, but most studies
have assigned a relatively small share of national
health care spending growth to changes in the overall
health and aging of the population (Congressional
Budget Office 2008, Cutler 1995, Gaynor and Town
2012, Newhouse 1992, Smith et al. 2000).

Evidence of wasteful spending suggests
that Medicare could spend less without
compromising beneficiaries’ health care

While analysts debate the causes of slowing health care
spending and whether it will be sustained or transient,
there is no evidence that the spending slowdown affected
only unnecessary care. The Commission believes it is

still important to focus on the sizeable share of current
health care spending that is inappropriate, unnecessary, or
wasteful.

Geographic variation within and outside the
United States indicates that some share of
spending is not spent effectively

Researchers have documented notable geographic
variation (both within the United States and
internationally) in health care spending that does not
correlate to improved patient outcomes. Certain services
that have been widely recognized as low value continue to
be performed regularly (Schwartz et al. 2014).

Research on Medicare spending shows that areas with
higher spending or more intensive use of services do

not have higher quality of care or improved patient
outcomes (Fisher et al. 2003a, Fisher et al. 2003b,
Institute of Medicine 2013). Even measures of service
use, adjusted for health status and standardized prices,
show considerable variation (Medicare Payment Advisory
Commission 2011b). Even in low-spending areas, some
share of health care spending is inappropriate (Leape et al.
1990).

The United States spends more on health care, both per
capita and as a share of GDP, than any of the 34 member
countries of the Organisation for Economic Co-operation
and Development (OECD). However, it is also worth
noting that prices are significantly higher for services

in the United States as compared with other countries,
even when adjusted for purchasing power (Anderson

et al. 2003, Laugesen and Glied 2011, Squires 2014,
Squires 2012, White 2007). These higher health care
spending levels are not accompanied by improved ultimate
outcomes; rates of infant mortality and life expectancy
are worse in the United States than in most other OECD
countries.

Trends in health care quality and outcomes

Other factors for consideration are the trends in health
care quality and outcomes and the relationship between
these trends and developments in the health care system
overall. Life expectancy has improved significantly for
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Life expectancy at birth, by race and gender
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the overall population over the past century, although the
gains were most striking from 1900 to 1950, during which
life expectancy at birth improved by more than 20 years.
The gains were also significant in the second part of the
20th century, but to a lesser degree. Over the past decade
(from 2000 to 2010), life expectancy at birth improved by
an additional two years, to 79 (Xu et al. 2014). However,
gains in life expectancy (as well as the starting level)
varied by racial and ethnic groups (Figure 1-19). Research
also suggests that medical care contributes relatively little
to life expectancy gains, on average. When reviewing
cross-sectional data on Medicare spending and outcomes,
there is little evidence that greater amounts of health care
service use or spending result in better quality of care for
Medicare beneficiaries.

For some selected diseases, there have been improvements
in decreasing mortality for some conditions that are
amenable to health care. For example, deaths due to heart
disease fell from 590 per 100,000 residents to 180 per
100,000 residents between 1950 and 2010. Similarly,
deaths due to cerebrovascular conditions (such as stroke)
fell from 180 per 100,000 residents to 39 per 100,000

residents over the same period (National Center for Health
Statistics 2014). Rising health care spending may have
played a role in these improved outcomes.

Challenges specific to Medicare

The Medicare program is a complex and fragmented
system, consisting of multiple paths to entitlement;
multiple types of coverage (Part A, Part B, Part C, and
Part D); multiple payment systems; and different rules
for each setting. The Medicare program must set prices
for thousands of discrete services at different levels of
aggregation (e.g., inpatient hospital payments are paid
based on the stay, while physician payments are based
on the service) and in different labor markets across the
country. The Medicare program statute and rulemaking
include a substantial number of exceptions, adjustments,
and modifications to its general policies. Several of
Medicare’s structural features specifically result in
inefficient spending:

»  Fragmented payment system across multiple settings.
The program sets payment rates each year for at
least nine different health care settings: inpatient
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and outpatient hospitals, physician and other health
professional offices, home health agencies, skilled
nursing facilities, long-term care facilities, hospices,
inpatient rehabilitation facilities, ambulatory surgical
centers, and end-stage renal disease facilities. In
addition to this yearly rulemaking, administrators
oversee other parts of the program that may operate on
fee schedules (ambulances, outpatient lab facilities),
or on cost-based payment (rural health centers, critical
access hospitals). Payment rates for Part C (Medicare
Advantage) are set using administrative pricing

based on a competitive process, and Part D payments
(prescription drugs) are set generally by market

rates. But all parts of the Medicare program require
significant CMS oversight and administration.

Coverage of services delivered by any willing
provider. Under Medicare’s statute, the program
generally covers all medically necessary services

in each benefit category that are delivered by any
willing provider (any provider that is willing to meet
Medicare’s rules). As a result, Medicare does not
have the authority to develop provider networks or
credential providers, tools that private payers often
use to reduce the potential for fraud and abuse. In
some cases, the Medicare program even has difficulty
removing providers or suppliers whose claims
histories clearly demonstrate aberrant patterns.

The program’s benefit design. Beneficiaries face
differential cost sharing by service (for example,
coinsurance for physician services is 20 percent, while
home health has no coinsurance); in addition, the
cost-sharing amounts, percentages, and deductibles
vary by setting, and some services are not covered
altogether (for example, Medicare does not generally
cover long-term care). Medicare Part A and Part

B lack a cap on out-of-pocket costs, a feature that
exists in nearly all private insurance policies. In
response, many beneficiaries purchase supplemental
coverage that includes an out-of-pocket maximum.
Most supplemental policies also substantially reduce
or eliminate most of the beneficiary liability for
coinsurance and deductibles, thereby blunting the
impact of cost sharing. As a result, there is little
incentive for beneficiaries to be cost-conscious—that
is, to select only those services that are necessary and
choose providers who use efficient clinical practices

Different prices for the same or similar services.
Given the different settings under which services are
delivered, the Medicare program in some cases has
different prices for the same or similar services. Under
these circumstances, providers have an incentive to
shift care to the higher paid setting, which leads to
increased program spending and higher beneficiary
cost sharing.

Undervalued and overvalued services. In the
process of setting prices for thousands of services,
certain services are undervalued relative to others.
For example, the Commission has raised concerns
that the Medicare fee schedule overpays for services
provided by clinicians in procedural specialties and
underpays for services provided by clinicians in
primary care specialties (Medicare Payment Advisory
Commission 2011a). The result of this imbalance is
significantly higher income for procedural specialties
relative to primary care specialties, contributing to a
corresponding imbalance in clinician supply.

Prompt payment standards. The Medicare program
also follows prompt payment standards, requiring
contractors by law to pay claims within 30 days of
receipt of a clean claim—one that appears to meet
Medicare’s rules—or else Medicare will be liable
for interest. This emphasis on timely payment means
that, in many cases, the claim may be paid and only
thereafter identified as potentially fraudulent or
erroneous.

Vulnerability to patient selection, steering, and
overuse. Another consequence of Medicare’s payment
structure is its vulnerability to patient selection,
steering, and overuse. For example, with some
payment systems it is financially advantageous for
providers to treat certain kinds of beneficiaries and
avoid others, provide certain types of services over
others, or treat beneficiaries in a higher paid setting.

In addition, in Medicare’s fee-for-service system,
providers may be able to increase their revenue by
increasing the volume of services they provide without
commensurate value to the beneficiary. Clinicians also
may make referrals to a source of care in which they
hold a financial interest or for a service, device, or
drug for which they have received payment from the
manufacturer.

(Medicare Payment Advisory Commission 2012). These features make the program vulnerable to

inappropriate care, waste, and fraud. In recent years,
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CMS has gained new authorities to exclude potentially
fraudulent providers from the program and apply different
levels of scrutiny to new providers based on their fraud
potential. CMS also has further developed its ability to
identify potentially fraudulent billing patterns. However,
all of CMS’s activities in this area are constrained by
resources and subject to statutory requirements that limit
its ability to use the same tools to reduce fraud as private
insurers (Government Accountability Office 2013).

The Commission’s approach to addressing
these challenges

Medicare’s goal should be to obtain the greatest possible
value for the program’s expenditures, which means
maintaining beneficiaries’ access to high-quality services
while encouraging their efficient use. However, managing
payment rates alone will not address the Medicare FFS
system’s key challenge—that providers are paid more for
doing more services and are not held accountable for the
overall outcomes of their patients. Changing this situation
will require both payment and delivery system reform.

The Commission’s work can be categorized in the
following domains: (1) payment accuracy and efficiency,
(2) care coordination and quality, (3) information for
patients and providers, (4) engaged beneficiaries, and (5)
aligned health care workforce. Regardless of the issue,
the Commission always considers the interests of three
main actors: the beneficiary—access to high-quality,
efficient care; the provider—fair and equitable pay; and
the taxpayer—the most prudent and valuable use of the
public’s dollar.

e Payment accuracy and encouraging efficiency. In
Medicare’s payment systems, the payment rates for
individual products and services may not accurately
reflect the cost of furnishing the product or service.
Inaccurate payment rates create incentives for higher
volume growth for certain services, thereby unduly
disadvantaging some providers and unintentionally
rewarding others. The Commission pursues payment
accuracy in its update recommendations as well
as other policy recommendations, with a focus on
ensuring that payment is adequate for the efficient
provision of care.

*  Care coordination and quality. Providers may
provide quality care to uphold professional standards
and to have satisfied patients, but until recently
Medicare did not have the authority to hold them
accountable for or otherwise provide incentives to

improve the quality of care they provide. Similarly,
few structures exist in Medicare to hold providers
accountable for the full spectrum of care a beneficiary
may use, even when they make the referrals that
dictate additional resource use. The Commission has
supported policies that move Medicare beyond FFS
into payment systems that make a provider responsible
for the patient’s entire episode of care to help address
these gaps between settings.

Broadening information available to patients

and providers. Medicare and its providers lack the
information and tools needed to improve quality
and use program resources efficiently. For example,
Medicare lacks quality data from many settings of
care and does not have timely cost or market data

to set accurate prices. In addition, beneficiaries

now are being called on to make complex choices
among delivery systems, drug plans, and providers.
Medicare has started to make information available
for beneficiaries that could help them choose higher
quality providers or lower cost treatments and improve
their satisfaction. The Commission has supported
policies that promote comparative effectiveness,
disclosure of physician financial relationships, and
public reporting of quality information.

Engaging beneficiaries. While much of the
Commission’s work focuses on providers and their
payment incentives, how beneficiaries view the
Medicare program and how they make decisions about
their health care are vital to the program’s success.
Developing policies that engage the beneficiary

along with the provider has the potential to improve
health, improve the experience of health care

provided through Medicare, and control costs for the
beneficiary and the taxpayer alike. The Commission
has supported reforming the current benefit design and
promoted shared decision making.

Aligning the health care workforce. Our nation’s
system of medical education and graduate training is
not aligned with the delivery system reforms essential
for increasing the value of health care in the United
States. The Commission has pursued policies that
increase the incentives for residency programs to focus
on quality, efficiency, and accountability so that the
future clinician workforce can better address the needs
of beneficiaries.
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The level and growth of health care spending as a share
of the economy indicate that an ever-increasing amount
of the country’s economic activity will be dedicated to
purchasing health care. Medicare is the single largest payer
in the health care sector and will expand with the aging
of the baby-boom generation, greatly increasing program
spending. Significant cross-sectional variation in use and
spending, which do not correspond to better quality, raise
concern that higher health care use and spending are not
improving overall health and are putting beneficiaries at
risk, both medically and financially.

Because of its size, and because other payers use its
payment methods, Medicare has an important influence on
the nation’s health care delivery system and its evolution.
Reciprocally, trends in the private health care insurance

market can influence whether Medicare’s payment reforms
are ultimately successful. Because of this interaction
between public and private payers, the alignment of
incentives across payers is an important consideration for
delivery system reforms.

Despite the relatively lower rates of spending growth
recently experienced by and projected for the Medicare
program under current law, the program will continue
to absorb increasing amounts of federal revenues. Other
public investments such as education and infrastructure
will be crowded out by high and growing levels of health
care spending. State and federal budgets face continued
fiscal pressure, effects intensified by the trends in health
care spending. In light of strained federal budgets and
the downward trend in personal income, the Medicare
program must be vigilant in pursuing reforms that
decrease spending and improve quality. B
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Endnotes

1

Figure 1-2 shows that the share of spending accounted for

by private health insurance (34 percent in 2013) is greater
than Medicare’s share (22 percent in 2013). However, private
health insurance is not a single purchaser of health care;
rather, it includes many private plans, including traditional
managed care, self-insured health plans, and indemnity plans.

A small portion of the difference between the Trustees’ and
CBO’s projections is that CBO’s 10-year projection is based
on current law (as required by its mandate), which includes
a scheduled payment rate reduction for services furnished

by physicians and other health professionals of about 20
percent in April 2015. Although that reduction is specified
under current law, lawmakers have overridden it every year
beginning with 2003 and are expected to continue to do so.
The Trustees’ 10-year projection assumes the payment rate
update for physicians and other health professionals will equal
the recent historical average (0.6 percent per year).

As explained in the next section, states and the federal
government jointly finance Medicaid, and federal funding
comes from general revenues.
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