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ffortsto provide Medicare beneficiarieswith

achoiceof health planshave provendifficult
over theyears. Programs have been tried and have
fatered. Many employerswho once helped to fund
retiree benefitshave stopped doing so or have
scaled back their support. Future choicesfor
beneficiarieswill amost certainly meanhavingto
usetheir own resourcesto help cover the cost.

Theredlity isthat Medicare never hasbeen “free”
for beneficiaries. There have dways been substan-
tia premiumsfor Part B coverage (25% of pro-
gram costs) and significant costsassociated with
deductibles, coinsurance, and uncovered services.
The Centersfor Medicareand Medicaid Services
(CMS) estimatesthat Medicare currently ispaying
just over half of an elder’shealth care costs.!

These costsarecertainto increaseashealth care
becomes more expensive and asagreater propor-
tion of theAmerican populationiseligiblefor
Medicare asthe Baby Boomer generation ages
into the program.

In addition to core Medicare costs, most beneficia-
riesfindit desirableto aso purchaseor to have
provided aMedicare supplemental policy tofill-in
themany gapsl|eft by Medicare. Thisextracover-
agemay be provided by aformer employer,
purchased on anindividual basis, or funded through
apublic programlike Medicaid. Current proposals
to add aprescription drug benefit may help offset
some of these costsfor some peopl e, but most
estimatesarethat even aten-year $400 billion drug
benefit will cover at most one-fifth of Medicare
beneficiaries drug costs. And even that would be
an optimistic estimate since part of the $400
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billionwill gotoward servicesother than medications.

In addition, scheduled cutsin Medicare payments
arecertaintoresultinfewer physicians, and possi-
bly hospitals, accepting M edicare patients. Con-
tinuing prohibitionson balancebilling and private
contracting withinthe Medicare program

will only aggravatetheproblems.

Higher costsand limited choiceof providersis
likely toresultin greater demand for options. This
will beespecialy trueif employment-based hedlth
coverage continuesin thedirection of consumer
driven hedlth care, enablingindividuasto choose
their own physician, savemoney for future needs,
construct their own benefit packages, and choose
fromavariety of health plan offerings. Aging
workersthat becomeaccustomed tothislevel of
consumer choicemay rebel when they turn 65 and
areforced onto arestricted Medicare program.

Thefederal government needsto pay attention to
changesinthe under-65 market to anticipate the
expectations of anew flood of empowered
workerswho will demand similar empowerment
when they become 65.

Employer Retiree Benefits Shrink

mployershave cut back dramatically on

funding for retiree health benefitsover the past
15years. In 1988, 66 percent of firmswith more
than 200 workers provided benefits. That has
dropped to 38 percent in 2003.2 Smaller firmsare
evenlesslikely to provide such coverage.

Employer cutbacks of retiree health benefitsdo not
signd indifferencetoward retireesby employers,
but achangeintheregulatory environment. While
employersaredropping retiree health plans, they
are not dropping pension programs. In 1988, 38
percent of all workersparticipated in an employer-
sponsored retirement plan, rising to 43% by 2001.
Employersare, however, changing thetype of
pension programthey offer. Theassetsheldin
defined benefit programs hasdropped from 33

percent of thetotal in 1985to 17 percent in 2001,
whilethe percent in|RAsand defined contribution
plansisgrowing, from 10% and 18% respectively
in 1985 to 22% and 20%in 2001.3

Oneof the primary reasonsretiree health coverage
hasfalenwhilepension programshavegrownisa
ruling (FAS-106) of the Financia Accounting
Standards Board issued in December, 1990, which
required employersto record futureretiree health
ligbilitiesintheir accounting statements. According
to Paul Frongtin of the Employee Benefits
Research Ingtitute (EBRI), “ Therecognition of
theselidbilitiesinfinancid satementsdramatically
impactsacompany’scalculation of itsprofitsand
lossesand thereby createsastrong incentivefor
financid managerstolimit expenses.”*

TheEBRI study citesanumber of surveysthat
show fewer employersoffering coverageto either
early retireesor those digiblefor Medicare® One
isaWilliam Mercer study of employerswithmore
than 500 workers, which showsthe number of
employersoffering coverageto early retirees
dropping from 46% in 1993 to 31% in 2000, and
those covering Medicareretireesdropping from
40%t0 24% in the sametime period.

Thosewho gtill offer coveragearemodifying their
benefitsto makefuture costsmore predictable. Itis
virtually impossiblefor anemployer to anticipate
health care costsfor employeeswho may be 20
yearsaway from retirement, and yet FAS-106
requiresthem to do precisely that. Many employers
have responded by promising acapped contribu-
tion. For instance, an employer may offer to pay
futureretireesafixed annua amount of money, say
$50 per year of service upon retirement, to help
offset health benefits costs. Thebalance, if any, isto
bepaid by theretiree. Employerswith morethan
1,000 employeesareincreasingly likely to placea
dollar cap on theamount they contributeto retiree
health costs. In 1993, 72% of such employershad
no cap on their contribution and only 15% had a
cap. By 2000, only 55% of employershad no cap
and 29% had acap.®



Already some employershavediscovered that the
purchas ng value of the promised payment has
eroded because of excessivemedical inflation,
especially for theaged. Medicareretiree costswent
up 24% in the year 2000, compared to 10% for
non-Medicareretirees. FAS-106 makesit
extremdy difficult for employerstoreadjust their
contribution to compensatefor such spikesin
costs.’

But Consumer Empower ment
Is Growing

herecent IRS guidance on Health Reimburse-

ment Arrangements (HRA)? hasgiven employ-
ersanother tool indealingwithretireehedth
benefits. HRAS, dongwith Medica Savings
Accounts’ and Flexible Spending Accounts,*° dl
giveworkersasource of cash fundswithwhichto
pay directly for health care services. Each program
iscurrently limited, but the prospectsare strong for
expansion. All three approachesareteaching active
workershow to managetheir own hedlth care
needs, and HRAsand M SAsmakeit possiblefor
an employeeto save unspent fundsfor future hedth
careneeds—includingfilling inthe gapsof Medi-
care.

By some estimates, HRAsmay capture 25 percent
of the benefitsmarket by 2010.1* That may be
optimistic. Itisimpossibleto predict with any
certainty how the market will respond, eitherin
termsof enrollment or future benefitsstructure.

What iscertainisthat the marketismovinginthe
direction of consumer choiceand empowerment. In
fivetotenyears, alarge number of new Medicare
beneficiarieswill becomingintotheprogramwith
experiencein selecting and paying directly for
health care services, and they will haveastore of
money accumulated for their health care needs.

Thesenew beneficiariesareunlikely to be pleased
withthe current Medicare program, withitsshrink-
ing selection of providers, inadequate payment by

Medicarefor needed services, and inability of
beneficiariesto supplement Medicare payments
withtheir ownfunds. They will havethemoney, the
knowledge, and atradition of independence. They
will expect achoiceof plandesigns, and they will
bewillingtopay extrafor extraordinary services.

Earlier Attempts At Consumer
Choice in Medicare

hetrack record for consumer choicein Medi-

careismixed. Itisprobably fair to say that
Medicarerisk contracting from 1985 through 1997
wasfairly successful, but the Medicare+Choice
program enacted as part of the Balance Budget
Act of 1997, hasbeen lesssuccessful.

Onethingthat isclear isthat beneficiariesare
interested in choice. Thenumbersenrolledin
managed care programsgrew throughout the
1990s, fromjust over one millionin 1990 to apeak
of morethansix millionin1999.12 After thechange
to Medicaret+Choice, enrollment shrank, not
because beneficiariesweren't still interested, but
becausethe planswereforced to withdraw from
themarket dueto inadequate payment. According
to Mathematica'sMarshaGold, “In 1999, ninety-
seven planswithdrew or reduced their service
aress, directly affecting 407,000 enrollees.” In
2000, 99 planswith 327,000 enrolleeswithdrew,
and in 2001 withdrawal s affected 934,000
enrollees. Gold attributesthe problemin

Medicare +Choice to Congresspaying “insufficient
attention to market dynamics.” Many of these
affected beneficiarieswereableto sign up for other
managed care plans, but the number of choiceswas
reduced, and they weremorelikely to haveto pay
supplementa premiumsafter thewithdrawals.

Itisa sothe casethat the M+C program did not
attract the competing formsof health care plans
(PPO, POS, FFS, and MSA) that Congress
envisoned. Therewereregulatory reasonsfor this
fallureto attract competing forms. Gold, for
instance, pointsout that, “ PPOsdo not havethe
same control over care systems (that HM Os have),



and often do not regard themsel vesasmanaging
care.” Yet they were subject to the same
“guality assurance” regulations as HMOs were.

Why Didn’t Companies Offer
Medicare M SAS?

did asurvey of prospective Medica Savings

Account providersin 1998% to determine
what they viewed asthe advantagesand
obstaclesto providing an M SA through
Medicare. Theresultswereilluminating.

Fifty-nineinsurerswere chosen based ontheir
track record with either MSAsor inthe senior
market with Medigap policies. Only 28 companies
returned the survey, but 46 companieswere
contacted and interviewed over the phone. Of the
companiesreturning thesurvey forms, 13were
Blueplansand 15 werecommercia carriers, 23
weresdlingHIPAA- quaified MSASs, 19 were
selling Medigap products, and six were Medicare
intermediaries.

Having experienceintheelderly market wasseen
asavirtud prerequisitefor marketing Medicare
MSAs. Twenty-two companiessaid it was* very
important” and six said it was* somewhat impor-
tant.” Atthetimevirtually all of thecompanieswere
cautioudy watching theregulatory processbefore
committing oneway or another on Medicare
MSAs. When asked what factorswould enter into
their decision to develop and market an MSA
product for the Medicare population, therewere
distinct differencesbetween Blue CrossBlue Shield
plansand commercial carriers. TheBlueplans
thought the presenceof competitorswould bean
important factor, whilecommercial companieswere
more concerned about theregul atory environment
and thequality of their salesforce. Strong majori-
tiesof all thecompaniessaid they would bemore
likely to participateif thecouldindividually under-
writeapplicantsand lesslikely if they hadtouse
community rating. Possbly moreinterestingwere
some of the comments made during thetel ephone
interviews. Companieswerere uctant to commit

the R& D resourcesfor anew product for anumber
of reasons, many of which would apply not only to
an M SA product, but any privatedternativeto
Medicare FFS:

» Therewaswidespread uncertainty of the
future stability of Medicaregenerdly andthe
Medicare+Choiceprogram specificaly.
TheBreaux-Thomas Commissionhadre-
cently been authorized and the prospect of
major Medicarereformwaslooming.

*Severa executives expressed skepticismthat
they would ever be allowed to make aprofit
onthe product, or even recover their devel-
opment costs. They believed the programwas
too politically charged and that if they began
to make money onit, they would be accused
of “profiteering” ontheelderly.

* At thetimethe survey was conducted, the
regulationsgoverning the program had not yet
been findized by the Hedlth Care Financing
Adminigtration (HCFA, now CMS). Compa:
nieshad littlefaith that theregulationswould
bereasonable, consistent, or stable over time.

» Companiesthat werenot already Medicare
risk contractorsor intermediariesfelt daunted
by federa procurement rulesand accounting
proceduresthat areuniquetothefederd
government. M edigap carrierswere confident
intheir ability to market to and contract with
beneficiariesthemsalves, but thought creeting
theentirely separate set of proceduresto
becomeafederal contractor wastoo great a
hurdle.

» Even companiesthat wereinterestedin
participating werereluctant to bethefirst.
They thought the burden of educating the
entireelderly population about what aM SA
isand how it worked was overwhelming,
especialy the prospect of settingup cdl-in
centersto answer the questionsof potentially
39million people.



* Findly, thecompanieshad to prioritizetheir
R& D resources. With all of thesehurdles, it
made more senseto themto focuson other
projectsthat had better potential.

In essence, the compani es expected HCFA to
treat them asif they were surrogate government
agencies, withasinglemission, unlimited R& D
resources, no need to innovate, no expectation of
profitability, and amandatefrom Congress. “Mar-
ket dynamics’ wereindeed absent, and not asingle
carrier developed an M SA product for Medicare.

Lessons For Medicare Reformers

ple approaching Medicaredigibility today
aredifferent than the stereotype of yesterday.
They are better educated, healthier, and increas-
ingly equipped with the experience and resources
needed to maketheir own decisionsin hedlth care.

Atthesametime, they will belesslikely to have
third-party support for their medical needsas
employerscontinueto cut back onretiree benefits
or takea" defined contribution” approach to
funding those benefits.

Many of themwill have cash to spend on health
care, either intheform of adollar contribution from
their former employer or from accumulated bal-
ancesin HRAsor MSAs. Somenumber of future
beneficiarieswill beaccustomed to supplementing
core employer-sponsored benefitswith their own
funds, not only to “buy-up” to abetter benefits
package, but to pay extrato seethe provider of
their choosing or receive servicesoutside of the
regular plan coverage.

These characteristicswill clearly not apply todl
beneficiaries. Medicare-éligiblesareno more
homogeneousthan therest of the American popula
tion. A reformed Medicare program should be able
accommodatethediversity of the population

it serves.

Suchdiversity impliesoffering private sector
alternativesto acore Medicare program. But a
private sector aternativeismuch morethan just
having aprivately-owned company standinginthe
shoesof CMS. AsMarshaGold said, Congress
must understand * market dynamics.”

“Market dynamics’ includealot of specific
qudlities. It would take an encyclopediato discuss
themall. But someof the coreideaswere
mentionedinmy interviewswith insurers:

A stableregulatory environment that allows
for experimentation, innovation, and refine-
ment of products. Neither Congressnor CMS
can predict ahead of time, for example, what |evel
of deductiblewill bemost appedlinginavoluntary
market. For that matter, neither caninsurance
companies. Themarket dynamicisthat acompany
takes an educated guess, sees how the market
responds, and then refinesthe product accordingly.
Thisprocessisfundamentaly different fromthe
development of agovernment program that oper-
ateson a“take-it-or-leave-it” basis—or more
accurately, a“take-it-whether-you-want-it-or-not”
basis.

A realization that new ideasareembraced fir st
by “innovators’ and “ early adopters.” Cell
phones, fax machines, desk-top computers, al are
purchased first by peoplewho arewilling to takea
chance on something new. They tend to berisk-
takersand are usually younger, wedlthier, and

better educated than therest of the population. This
may look at first like* adverse selection” to policy-
makers. Infact, thisprocessisessential to new
product devel opment. |deas aretested on these
risk takers, and refined before being accepted by
thelarger population. Itisafair exchange. The
innovatorsaccept ahigher risk for the advantage of
anewer and better product. Therest of the popula-
tion a'so makesatrade off. They opt for stability at
the cost of not being ableto useanewer and better
product for afew years. But, soon enough, the
good ideas becometested and mature—and more
affordablefor everybody.



Product development isnot cost-free. A com-
pany that developsanew product or that entersa
new market incursconsiderable costs. Itisnot
solely thedirect cost of research, devel opment, and
distribution. Itisasothe* opportunity cost” of

not doing something elsewith thoseresources. A
private company will invest itsresourceswhereit
thinksthereturnsaremost promising. Itisnot
enough to argue that money can be made by doing
X. Theargument hasto bethat doing X will be
morelucrativethandoingy or Z.

Profitability of aproduct isnot theonly consid-
eration. Most companiesthink strategically. That is
why amost al of my survey respondentssaid
having experienceintheelderly market wasa
prerequisiteto offeringaMedicare MSA. Market-
ingtoand servicing an elderly market requires
fundamentally different skillsthan marketing other
kindsof insurance programs. A company hasto
think about how thisnew product linefitsintoits
overd| planfor growth.

Withthesemarket dynamicsinmind, it may be
eas er to see how Medicarereform might best be
Structured:

1. Thepopulation coming into the program
with cash resourceswill need aplaceto put
thefunds dedicated totheir health care needs
which allowsthem to continueto benefit from
whatever tax advantagethefundsreceived.

2. Privatecarriersneed to be ableto phase-in
anew program. They cannot risk being
deluged with40 million beneficiaries. No
private carrier inAmericacould managethat
burden.

3. Newly digiblebeneficiariesarelikely tobe
far moreinterested in new formsof coverage
than areolder beneficiaries. Someonejust
turning 65 hashad avery different life
experiencethan someonewhois85andin
Medicarefor 20 years. It would make

senseto easeinto Medicarereform by making
it availableonly to new beneficiaries.

4. Itisguaranteed that theinitia program
designwill not bethe optimal design. Con-
gructivefailureisbuilt into the private market
but not into government programs. If itisto
use private sector resources, Medicare must
be willing and ableto undergo continuous
transformation. In other words, Medicare
reform cannot beaone-timething.

5. Thefederd government isreasonably good
at collecting and distributing money, but not so
good at running aninsurance company. It
needsto create anew agency that isfocused
onfacilitating private sector resourcesand
dynamics. Thisagency should qudify partici-
pating carriers, but not contract with them.
Beneficiariescould then contract directly with
thecarrier of their choice, using fundspro-
vided throughthe Medicare program. This
would beanalogousto thefederal Food
Stamp program versussurplusfood give-
aways.

6. We should worry lessabout selectionand
moreabout choice. Itisgiventhat anew
programwill havefavorablesdectioninthe
first few years, but that will fade asthe
program matures. The best way to manage
selectionisto give each beneficiary arisk-
adjusted voucher, sothat plansenrolling older
and higher-risk beneficiariesarerewarded for
doing so.

7. People should be encouraged to supple-
ment their Medicarefundswiththeir own
money when possible. Thisshould apply not
only to plan selection but d'soto direct
payment for servicesaswell. Theprohibitions
on baancehilling and private contracting
should beeiminated, dlowingindividuasto
reward higher-quality providersby paying
themmore.



8. Thenew agency should concentrate
resources on customer support services,
including on-lineor telephonic advice, dis-
ease-specific support groups, publication of
avallablepriceand qudity information,
information on treatment aternatives, etc.

9. Theagency could aso help prepare con-
sumersfor Medicare, much asthe Social
Security Administrationispreparing people
for retirement by sending out information on
what beneficiaries can expect whenthey turn
65. Such information could encourage people
to savefor their future health care needs by
warning them of thegapsin Medicare cover-

age.

10. Finally, the agency would have animpor-
tant oversight responsibility. Wehave argued it
should qudify private plans, not contract with
them. Thequalification processiscritical. It
should include solvency assurance, anti-fraud
measures, “truthin marketing” requirements,
and assurance of adequate customer services.
Only after aplan hasmet these criteriamay it
market directly to beneficiaries.

Conclusion

We must move away fromtheideathat thereare
two disconnected health care systems—onefor the
elderly and another for everybody else. Peopleare
not much different theday after their 65th birthday
than they werethe day before. Asthe under-65
market movestoward consumer drivenfinancing,
M edicare should adapt so that new enrolleesare
ableto continuethe beneficia habitsthey have
developed.

Thefedera government hasplayed acritica rolein
assuring health coveragefor theelderly through
Medicare. But part of that rolein thefuture must
includetherecognition that peoplewho turn 65
have 65 yearsworth of experienceinaprivate
health care system that in most caseshasworked
quitewdll for them. Thereisno particular reason to

forcethemintoaradicaly different financing system
ontheir 65th birthday.

Atthesametime, Medicare must a so be sensitive
to theneedsof current beneficiarieswho may be
fearful of change. Thereisno contradiction here. It
should beentirely possibleto assure continuity of
coveragefor existing enrolleeswhilealowing new
beneficiariesavariety of choicesthat aresmilar to
what they enjoyed prior to becoming eligible.

Thisphase-in of reform hasthe added advantage
of recognizing the devel opment requirementsof
private carriers. It allowsthemto try new products
and reviseand refinethem based onredl-life
experience. It also allows companiesto easeinto
theMedicare program without fear of being
swamped by tensof millionsof enrollments
beforetheir systemscan handleit.

Reform of the Medicare program should not be
seen asaone-timeevent but asanever-ending
processof refinement and improvement. Attempting
toreformtheentire programall at onceleadsto
politica gridlock, asmembersof Congresswant to
protect 40 million congtituentsfrom changethat
maly or may not be positive, and whichisimpos-
sibleto proveeither way in advance. Itiswiser,
they believe, to do nothing thantorisk thewell
being of 40 million el derly.

They arenot wronginthisconcern. Medicare
worksreasonably well for existing beneficiaries.
Granted that providersare unhappy and that
policymakersknow the current systemis
unsustainable, but the beneficiariesthemsdvesare
content and not much interested in change.

Reformersneed to respect that perspective. They
shouldfocusreform effortsonthenewly digible.
Over time, that will reform theentireprogram
without ever risking thewrath of peoplewho are
accustomed to the existing program. Had wedone
that ten yearsago, 47% of the Medicare population
would beinareformed system today, and

78%in another ten years.
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