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Abstract

Medicare Advantage (MA) is a program of competing private health
plans. For the vast majority of senior citizens, it is the only viable
alternative to enrollment in traditional Medicare. MA, while im-
perfect, has made significant progress in delivering a wide range of
integrated benefits among a variety of competing plans, including
specialized health plans focused on patients with serious illnesses
and disabilities. MA has achieved high levels of patient satisfaction,
higher even than that recorded in traditional Medicare. MA’s record
provides valuable lessons for Congress in undertaking comprehen-
sive Medicare reform. If structured correctly, Medicare reform can
secure serious cost control for Medicare beneficiaries and taxpayers
alike, and ensure that Medicare patients have access to high-quality
care when they need it.

edicare Advantage (MA) is a program of competing private

health plans. For the vast majority of senior citizens, it is the
only viable alternative to enrollment in traditional Medicare. For
Members of Congress, its record also provides valuable lessons for
comprehensive Medicare reform.

MA is an increasingly attractive option for millions of senior and
disabled Americans because it offers comprehensive coverage, and,
typically, a more generous benefits package than traditional Medi-
care. By law, MA plans must provide at least the same benefits as tra-
ditional fee-for-service (FFS) Medicare Parts A and B. But unlike
traditional Medicare, MA plans must also put a cap on beneficia-
ries’ out-of-pocket costs. It also provides patients with a variety of
plans (ranging from managed care and private fee-for-service plans
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KEY POINTS

m The Medicare Advantage (MA)
program is type of defined-
contribution (premium support)
program. It has been highly
successful at providing quality
and comprehensive coverage to
nearly one-third of the Medi-
care population.

m The program'’s financing, how-
ever, costs taxpayers more than
traditional Medicare, and it is
incompatible with efficient, and
market-based, payment.

m |nstead of implementing PPA-
CA's payment reductions, the
MA payment structure should
rely on market-based bidding
among plans. The program'’s his-
tory shows that the average pri-
vate plan is capable of providing
the Medicare benefit to seniors
at a lower cost than traditional
Medicare does.

m Policymakers should learn from
the valuable lessons demonstrat-
ed by MA's performance and
incorporate them into a com-
prehensive Medicare reform—a
premium support program.
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to “special needs plans); a broad array of doctors,
hospitals, and other medical professionals; and addi-
tional benefits and services on a competitive basis.
MA plans have also made pioneering changes in care
delivery, such as care coordination and case manage-
ment. Today, the program has 15.7 million enrollees,
almost 30 percent of the entire Medicare population.!

Despite the program’s increasing popularity
among a growing share of Medicare enrollees, it is
often criticized for costing more per enrollee than
the traditional Medicare program. Though this criti-
cism is technically accurate, critics tend to disregard
the simple fact that the program’s payment design
intentionally produces this undesirable result. This
is a statutory flaw, not a market failure. Moreover,
the higher MA payments have allowed its plans to
not only offer true insurance with catastrophic cov-
erage—a cap on out-of-pocket expenses—but also to
offer additional benefits. Since the program’s incep-
tion, this arrangement has resulted in higher enroll-
ee satisfaction and significant savings for seniors,
particularly on out-of-pocket medical costs.>

Payment Reductions. MA payment reductions,
widely supported by liberals in Congress well before
the enactment of the Patient Protection and Afford-
able Care Act (PPACA) of 2010, would invariably
translate into Medicare benefit cuts. Because “exces-
sive” MA payments often provide patients extra
benefits or lower cost sharing, reductions in these
payments amount to cuts in these extra benefits.
In 2009, Congressional Budget Office (CBO) Direc
tor Douglas W. Elmendorf told the Senate Finance
Committee that the MA payment cuts required in
the Senate version of the bill that was to become the
PPACA would indeed result in benefit cuts.®? None-
theless, while insisting that their proposed MA pay-
ment reductions would affect only plans and provid-
ers, not Medicare patients, in 2010 President Barack
Obama and Congress enacted substantial MA pay-
ment reductions.

CHART1
Medicare Advantage Enrollment
Continues to Rise

ENROLLMENT SINCE IMPLEMENTING CHANGES TO
PPACA'S BENCHMARK PAYMENTS, IN MILLIONS
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Source: Marsha Gold, Gretchen Jacobson, Anthony Damico,
and Tricia Neuman, “Medicare Advantage 2014 Spotlight:
Enrollment Market Update,” The Henry J. Kaiser Family
Foundation, April 2014,
http://kaiserfamilyfoundation.files.wordpress.com/2014,/04/
8588-medicare-advantage-2014-spotlight-enrollment-
market-update.pdf (accessed August 18, 2014).
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The Administration’s goal was to more closely
align MA plan payments with traditional Medicare
fee-for-service spending. The CBO projects that if
these MA payment reductions are to be executed as
the law provides, they will amount to $156 billion
from 2013 to 2022. When the PPACA was enacted in
2010, the Centers for Medicare and Medicaid Servic-
es (CMS) Actuary projected that the law’s payment

1. Marsha Gold, Gretchen Jacobson, Anthony Damico, and Tricia Neuman, “Medicare Advantage 2014 Spotlight: Enrollment Market Update,”

The Henry J. Kaiser Family Foundation, April 2014,

http://kaiserfamilyfoundation.files.wordpress.com/2014,/04/8588-medicare-advantage-2014-spotlight-enrollment-market-update.pdf

(accessed August 12, 2014).

2. Robert E. Moffit, “The Success of Medicare Advantage Plans: What Seniors Should Know,” Heritage Foundation Backgrounder No. 2142,
June 13, 2008, http://www.heritage.org/Research/HealthCare/bg2142.cfm.

3. See the testimony of CBO Director Douglas W. Elmendorf before the Senate Committee on Finance, particularly the response to Senator
Crapo on the impact of MA payment cuts on plan benefits: “Clip: Senate Health Care Legislation Mark Up, Day 1, Part 2," C-SPAN, video,
September 22, 2009, http://www.c-span.org/video/?c410048/clip-senate-health-care-legislation-mark-day-1-part-2 (accessed August 12, 2014).
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cuts and other program changes would decrease
enrollment in the program by 50 percent after they
were fully phased in, significantly jeopardizing the
program’s viability.*

Today, there is a noteworthy disparity in the
changing estimates of government analysts at the
CBO and the Medicare Board of Trustees over the
impact of the health law’s payment changes on the
growth of MA enrollment.’

Reform Potential. Congress and the Adminis-
tration are overlooking the potential of the Medi-
care Advantage program as a starting point for
broader Medicare reform. Instead of creating coun-
ter-productive “savings” by implementing poli-
cies that are likely to damage the MA program or
negatively impact seniors, as the PPACA does, poli-
cymakers should learn from the lessons provided
by MA experience and apply them to a structural
Medicare reform, based on the principle of defined-
contribution financing that characterizes the MA
program. Comprehensive Medicare reform should
incorporate the best features of Medicare Advan-
tage without replicating the obvious flaws—name-
ly, its existing payment system that, in point of fact,
has contributed to higher and unnecessary taxpay-
er costs.

If Congress were to adopt a comprehensive Medi-
care reform based on a defined-contribution (“pre-
mium support”) financing system, as proposed by
several Members of Congress and The Heritage
Foundation,® lawmakers could automatically deem
Medicare Advantage plans competitors in the robust
new market. However, plans would have to make a
number of systemic changes with such a reform to
improve patient choice, market competition, and
program efficiency.

The most important of these changes would be a
new financing arrangement, based on market-based
bidding among health plans that would reflect the
real-market conditions of supply and demand. This
should be entirely separate from the current admin-

istrative pricing that governs traditional Medicare
and affects Medicare Advantage. Other changes
would include a broadening of benefit offerings,
including the provision of willing employer-based
coverage for retirees and an improvement in the
Medicare risk-adjustment system.

How Medicare Advantage
Payment Works

While MA’s payment system directly benefits
senior citizens, primarily in the form of richer bene-
fits or lower costs, it has nonetheless been a continu-
ing source of controversy since its inception because
it generates higher health care spending than if
these Medicare patients were to be enrolled in tra-
ditional Medicare.

Medicare Advantage plans will
incur higher costs because of

the new federal health insurance
fee—a special health insurance tax
effective in 2014—that applies to
private health insurance generally.

In traditional Medicare, the government reim-
burses doctors, hospitals, and other medical profes-
sionals on an FFS basis, paying a set fee determined
administratively on the basis of the relevant formu-
las for delivering care for a set of defined benefits.
This complex FFS payment system, reinforced by
price caps or controls, is at the heart of tradition-
al Medicare.

When Congress enacted the Medicare Modern-
ization Act of 2003, it significantly changed gov-
ernment reimbursement of private health plans in
Medicare Advantage. Henceforth, plans were to be
paid on a per capita basis, adjusted for risk scores,
using a process of competitive bidding for the pro-

4.  Centers for Medicare and Medicaid Services, “Estimated Financial Effects of the ‘Patient Protection and Affordable Care Act, as amended,”

April 22,2010, p. 11,

http://www.cms.gov/Research-Statistics-Data-and-Systems/Research/ActuarialStudies/downloads/PPACA_2010-04-22.pdf

(accessed July 21, 2014).

5. For example, the CBO's August 2010 Medicare baseline projected enrollment would decrease from 10.9 million in 2010 to 8.2 million in 2020.
The CBO continued to project a decline in MA enrollment until its May 2013 report. The May 2013 Medicare baseline projected that MA
enrollment would dramatically increase from 13 million in 2013 to 21 million in 2023; in April 2014, the CBO again projected enrollment increases.

6. Robert E. Moffit, “Saving the American Dream: Comparing Medicare Reform Plans,” Heritage Foundation Backgrounder No. 2675, April 4, 2012,
http://www.heritage.org/research/reports/2012/04/saving-the-american-dream-comparing-medicare-reform-plans.
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vision of Medicare benefits and services. Each year,
the government sets a Medicare benchmark pay-
ment for the cost of providing traditional Medicare
in designated geographic areas or regions around
the nation. In each geographic area, the health plan
providers submit bids to provide the traditional
Medicare benefits, Part A (inpatient care) and Part
B (outpatient care). If the private health plan bid
exceeds the established Medicare benchmark pay-
ment for that geographic area, the enrollees in that
plan pay the difference above the Medicare bench-
mark in the form of a higher premium. If the health
plan bid falls below the Medicare benchmark, the
plan is legally prohibited from offering the enrollees
a cash rebate. Instead, the plan is required to rebate
75 percent of the difference between the Medicare
benchmark and the plan bid back to enrollees in the
form of lower premiums or additional health bene-
fits. The remaining 25 percent of the savings from a
bid below the benchmark is to be earmarked as sav-
ings for the Medicare program.

As a practical matter, the average MA plan bids
below the Medicare benchmark payment. Under the
bidding process in 2014, for example, the average bid
is 98 percent of the projected FFS spending for simi-
lar beneficiaries. Some plan providers bid well below
the benchmark, and some bid much higher. Accord-
ing to the Medicare Payment Advisory Commis-
sion (MEDPAC), the agency that advises Congress
on Medicare provider payment, “About 48 percent
of non-employer plans bid to provide Part A and
Part B benefits for less than what the FFS Medicare
program would spend to provide these benefits.””
(Emphasis added.) This means, of course, that these
competing private plans are economically more effi-
cient than traditional Medicare in delivering the tra-
ditional Medicare benefits in that given area.

PPACA-Mandated Changes. With the enact-
ment of the PPACA of 2010, Congress and the
Administration made further changes in the MA for-
mula, phasing in these adjustments over five years
(2012 to 2017). Henceforth, government payments
to health plans are to be based on new government

CHART 2

Medicare Advantage Bids Are Lower
than Traditional Medicare Costs

FIGURES FOR 2014
2%
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Cost of
providing
traditional
Medicare
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payment Advantage Advantage
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Source: Medicare Payment Advisory Commission, Report to
Congress: Medicare Payment Policy, March 2014, p. 332,
http://www.medpac.gov/documents/mar14_entirereport.pdf
(accessed August 18, 2014).
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benchmarks that range from 95 percent to 115 per-
cent of the local costs of traditional Medicare. These

new benchmarks are designed to align MA payment

more closely with traditional Medicare.

Under the national health law, the 75 percent
share of the rebate to MA plans is replaced with
new rebate levels based on plans’ compliance with
the government’s “five star” performance stan-
dards for the delivery of quality care. For the high-
est scoring plans (between 4.5 stars and 5 stars),
the rebate share is 70 percent; for those with scores
between 4.5 stars and 3.5 stars, the share is 65 per-
cent; for those below 3.5 stars, the share is 50 per-
cent.® The change, effective in 2012, is to be phased
in over three years.

7. Medicare Payment Advisory Commission, Report to Congress: Medicare Payment Policy, March 2014, p. 332,
http://www.medpac.gov/documents/mar14_entirereport.pdf (accessed July 21, 2014).

8. Centers for Medicare and Medicaid Services, 2014 Annual Report of the Boards of Trustees of the Federal Hospital Insurance and Federal

Supplementary Medical Insurance Trust Funds, p. 197,

http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/ReportsTrustFunds/downloads/tr2014.pdf

(accessed August 12, 2014).
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While seniors will be on the receiving end of lower
rebates by as much as 25 percent, MA plans will also
incur higher costs because of the new federal health
insurance fee—a special health insurance tax effec-
tive in 2014 to finance the PPACA—that applies to
private health insurance generally. Moreover, in
addition to other PPACA Medicare payment reduc-
tions, under the sequestration provisions authorized
by the Budget Control Act of 2011, MA plan pay-
ments will further be reduced by 2 percent between
2013 and 2024.°

In short, as the Medicare trustees report, MA
plans will experience lower payment benchmarks in

“most areas” of the country, and will also be negative-
ly affected by federal budget law, the PPACA insur-
ance tax, and the broader ACA payment reductions
in traditional Medicare itself. They write that “the
productivity offsets to Medicare fee updates and
other savings provisions of the Affordable Care Act
will dampen the projected increase in the per capita
fee for service base of the benchmark.”*°

The Medicare trustees report that these changes
will impact MA enrollment. While MA enrollment
is projected to increase by 9 percent in 2014, enroll-
ment growth is projected to slow in the near future.
The trustees state:

Now that the majority of the Affordable Care Act
benchmark phase-in is complete, it can be seen
that the decrease in the blended benchmark did
not have as large an impact on enrollment as
previously assumed. In years 2015 through 2018,
when the benchmark changes have fully phased
in, the enrollment growth rate is expected to
slow substantially, ranging between 1 to 4 per-
cent annually."

Total MA enrollment is projected, according to
the trustees, to stabilize at 32 percent of total Medi-
care beneficiaries in 2025."

The CBO, as noted, has made different projec-
tions on the impact of the PPACA payment changes
on the growth of MA enrollment. So, the best that
can be safely said, based on conflicting data from
government actuaries, as well as the political vola-
tility surrounding the enforcement of the law’s pay-
ment reductions, is that the future MA enrollment is
uncertain. It is too soon to know how MA plans will
react to the scheduled payment reductions or how
beneficiaries will respond.

Current law still ties Medicare
Advantage payments to the
flawed system of traditional
Medicare’s administrative
pricing, causing unnecessarily
higher costs for taxpayers.

Fixing the Flaw. The MA payment system has
been the program’s major flaw—linking private-
plan payment to spending in Medicare’s FFS system
causes unnecessarily higher costs for taxpayers. A
much better policy would be to implement straight
competitive bidding among private health plans with
the government benchmark payment to MA plans
based solely on those competing market bids, entire-
ly separate from traditional Medicare spending. In
fact, both the Clinton Administration in 1999 and
the Obama Administration in 2009 proposed such
a superior bidding process for the Medicare Advan-
tage program.’* Unfortunately, the Obama Adminis-
tration abandoned its initial MA payment proposal
in favor of the scheduled Medicare payment reduc-
tions enacted as part of the PPACA.

The MA payment system, tied inextricably to
Medicare’s administrative payment system, has
undercut the potential for serious cost savings. For

9. Ibid., p.166.
10.  Ibid.

1. Ibid, p.197.
12. Ibid., p.198.

13.  National Economic and Domestic Policy Councils, “The President’s Plan to Modernize and Strengthen Medicare for the 21st Century,” detailed
description, July 2, 1999, p. 8, http://clinton2.nara.gov/WH/New/html|/medicare.pdf (accessed August 12, 2014).

14. U.S. Office of Management and Budget, “"A New Era of Responsibility: Renewing America’s Promise,” February 2009, p. 28,
http://www.gpo.gov/fdsys/pkg/BUDGET-2010-BUD/pdf/BUDGET-2010-BUD.pdf (accessed August 12, 2014).
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example, plans could not pay rebates in cash to
seniors, or simply offer a leaner and lower-cost set of
health benefits. If, in any given region of the country,
the Medicare benchmarks were too high, that was
due to a structural deficiency of traditional Medi-
care’s administrative pricing, which overpriced
medical services in some areas of the country and
underpriced them in others. Nonetheless, current
law still ties Medicare Advantage payments to this
flawed system of traditional Medicare’s administra-
tive pricing.

There are several better options for setting the
annual payment to competing health plans. For
instance, the government payment could be set at
the bid of the second-lowest-cost plan or the aver-
age bid of all competing plans in a geographic region.
In addition, any savings generated by picking a plan
that bids below the benchmark, should be allowed to
go straight to the senior citizen who made that cost-
conscientious decision.

Why Seniors Like Medicare Advantage

The MA program has rapidly expanded over the
past decade, and overall, seniors are happy with the
program. Indeed, enrollees are more satisfied with
their Medicare Advantage plan than enrollees in
traditional Medicare. According to a 2014 survey, 94
percent of MA enrollees are very or somewhat sat-
isfied with their Medicare Advantage plans, in com-
parison to 85 percent of seniors enrolled in tradi-
tional Medicare.'

The MA program offers several clear advantag-
es over traditional Medicare. The main advantages
for senior and disabled citizens are reduced out-
of-pocket costs, the security of catastrophic cov-
erage protection, additional benefits, such as drug
or vision coverage, and a wider range of plans and
health benefit options.

Lower Premiums. MA’s premium perfor-
mance has been an especially attractive feature for
Medicare patients. From 2010 to 2011, the average
monthly premium declined from $44 to $39. In 2012,
it declined again to $35 where it has remained for
the third year in a row.' In fact, in 2014, 84 percent
of MA beneficiaries have access to a zero-premium
plan that includes drug coverage, meaning they have
no premium payments other than the regular Part
B premiums.” However, the requirement that MA
channel savings into richer benefits or reduced pre-
miums, rather than allowing cash rebates, under-
cuts the MA program’s potential for cost control.

Better Coverage. M A plans include catastroph-
ic coverage, clearly the most important benefit in
any health insurance plan,'® protecting seniors from
the financial devastation of serious illness. In other
words, Medicare Advantage provides real insurance,
and is an enormous improvement over the tradition-
al Medicare program. MA plans are required to cap
out-of-pocket costs for beneficiaries at $6,700 (with
a recommended cap of $3,400). In contrast, tradi-
tional Medicare does not protect beneficiaries from
endless out-of-pocket expenses, encouraging about
90 percent of traditional Medicare enrollees to
purchase supplemental insurance separately, add-
ing another premium to their out-of-pocket medi-
cal costs.

MA plans also participate in Medicare Part D, the
Medicare prescription drug program, which offers a
wide variety of pharmaceuticals at competitive pric-
es. Medicare Advantage Prescription Drug (MA-PD)
plans enrolled 12.8 million beneficiaries in 2013."
As previously noted, 84 percent of enrollees in 2014
have access to an MA plan that includes drug cover-
age and has no premium beyond the Part B premium.

In addition, enrollees in MA-PD plans are more
likely than those enrolled in stand-alone prescrip-

15.  Michael Ramlet, “Seniors Like Medicare, Fear ACA,” Morning Consult, March 4, 2014,
http://themorningconsult.com/2014,/03/morning-consult-poll-seniors-opinions-on-medicare/ (accessed August 12, 2014). The survey—
conducted February 22-25, 2014—was based on a national sample of 1,785 registered voters ages 65 and older who were enrolled either in

traditional Medicare or a Medicare Advantage plan.

16. Gold, Jacobson, Damico, and Neuman, “Medicare Advantage 2014 Data Spotlight: Enroliment Update.”

17.  Medicare Payment Advisory Commission, Report to Congress: Medicare Payment Policy, p. 330.

18.  Washington economist Walton Francis, a specialist in consumer-driven health care and the operations of the Federal Employees Health

Benefits Program (FEHBP), observes that: “Protection against catastrophic expense is the keystone of true insurance. It has come to Medicare

through Medicare Advantage, silently and with little fanfare, and, arguably, at a bargain rate.” Walton Francis, Putting Medicare Consumers in
Charge: Lessons from The FEHBP (Washington, D.C.: The AEIl Press, 2009), p. 32.

19.  Medicare Payment Advisory Commission, Report to Congress: Medicare Payment Policy, p. 361.
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TABLE1
Medicare Adva ntage Stand-Alone Prescription Medicare Advantage
Drug PIans Are FIGURES FOR 2013 Drug Plans Prescription Drug Plans
. In Millions % In Millions %

Typically More .
G th Type of Benefit

enerous than Defined Standard 05 3% 0.1 1%
Stand-Alone Drug Actuarially Equivalent 105 58% 07 7%
Plans Enhanced 7.1 39% 8.6 92%

Total Enrollment 18.0 100% 8.5 100%

Source: Medicare Payment Advisory .
Commission, Report to Congress: Type of Deductible
Medicare Payment Policy, March 2014, Zero 8.1 45% 8.2 89%
p. 364, http://www.medpac.gov/
documents/mar14_entirereport.pdf Reduced 06 3% 08 9%
(accessed August 18, 2014). Defined Standard 9.4 52% 0.2 2%
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tion drug plans (PDPs) to be enrolled in an enhanced
plan. Enhanced-benefit plans have a greater actuari-
al value than basic plans, meaning that they provide
more generous coverage. For instance, they provide
insurance for drugs filled during the gap in coverage
(beyond what is now mandated by the PPACA), or
reduced or eliminated deductibles. Indeed, 92 per-
cent of MA-PD enrollees were in an enhanced plan,
compared to only 39 percent of PDP enrollees.?°

Patient Savings. According to MEDPAC, in
2013, 89 percent of MA-PD enrollees had no
deductible, compared to 45 percent of PDP enroll-
ees.?! Moreover, those MA enrollees who enroll in
an MA-PD plan with no premium beyond the Part
B premium are essentially receiving drug coverage
at no cost to them. An enrollee in traditional Medi-
care who enrolls in Part D must pay a premium that
covers about 25 percent of program costs. The aver-
age monthly Part D premium in 2015 is projected to
be $32.22

Higher Quality Care. Medicare Advantage
delivers higher-quality care to patients enrolled in
the program than patients receive who are enrolled
intraditional Medicarein certain areas. For example,
in 2006 and 2007, the performance for MA patients,
based on 11 measures of quality from the Healthcare
Effectiveness Data and Information Set,?® scored
higher than traditional Medicare patients on eight of
the 11 criteria; they scored slightly better on only one
of these criteria, and scored worse than traditional
Medicare enrollees on only two.?*

By focusing on better care coordination, health
plan officials hope to improve patient outcomes,
reduce avoidable hospitalizations, and increase
savings. Well before the enactment of the PPACA,
MA plans had made significant progress in achiev-
ing this widely shared objective. Based on 2005
and 2006 data, researchers from the Center for
Policy and Research at America’s Health Insurance
Plans found that MA heart and diabetes patients

20. Ibid., p. 364.
21, Ibid..

22. News release, “Medicare Prescription Drug Premiums Projected to Remain Low,” Centers for Medicare and Medicaid Services, July 31, 2014,
http://www.cms.gov/Newsroom/MediaReleaseDatabase/Press-releases/2014-Press-releases-items/2014-07-31-2.html

(accessed August 4, 2014).

23. Such criteria include, for example, appropriate testing, the use of certain drug therapies, mammograms, beta blockers for cardiovascular
patients, and specific tests for diabetes. See Jeet Guram and Robert E. Moffit, “The Medicare Advantage Success Story—Looking Beyond the
Cost Difference,” The New England Journal of Medicine, March 29, 2012, http://www.nejm.org/doi/full/10.1056/NEJMp1114019

(accessed August 14, 2014).

24. Niall Brennan and Mark Shepard, “Comparing Quality of Care in the Medicare Program,” The American Journal of Managed Care, Vol. 16, No.11

(2010), pp. 841-848.
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had equal or lower average rates of hospital admis-
sions, re-admissions, and emergency room visits
compared to traditional Medicare patients. MA
patients with diabetes had lower rates of potential-
ly avoidable admissions in seven out of eight plans.
MA heart patients had similar outcomes in six of
eight health plans.?®

For dual-eligible patients, low-income seniors
covered by both Medicare and Medicaid, the qual-
ity metrics are also impressive. This is particularly
important since this is a complex and challenging
class of Medicare patients. For example, Avalere
Health’s 2012 study of Mercy Care Plan in Arizo-
na found that enrollees had a 31 percent lower dis-
charge rate, 43 percent lower rate of days spent in
the hospital, 19 percent lower average length of stay,
9 percent lower rate of emergency visits, and a 21
percent lower readmission rate than dual-eligible
beneficiaries nationwide who are enrolled in tradi-
tional Medicare.?¢

Medicare Advantage’s Mixed
Record on Cost Control

On a per capita basis, the government indeed
spends more on Medicare Advantage enrollees than
it spends on traditional Medicare. That discrepan-
cy has been at the center of debate in Congress and
elsewhere on the relative merits of Medicare Advan-
tage compared to traditional FFS Medicare. In 2014,
MA spending per enrollee averaged 106 percent of
spending per traditional Medicare enrollee.?”

Inrecentyears, simple cost comparisons between
Medicare and Medicare Advantage have been super-
ficial. While the higher per capita spending in Medi-

care Advantage has tracked the administratively
determined benchmark, Medicare beneficiaries
were saving substantially on out-of-pocket costs,
while receiving more benefits—albeit at an added
expense to taxpayers.?®

Less Demand for Medigap Coverage. There
are also ways, however, in which Medicare Advan-
tage is actually reducing federal spending and thus
saving taxpayers’ money.

Supplemental coverage,
particularly Medigap, results
in a hidden cost shift to seniors.

Because traditional Medicare does not protect
beneficiaries from catastrophic costs, about nine
out of 10 traditional Medicare enrollees purchase
Medigap or depend on other supplemental coverage.
Medigap plans provide crucial “wrap-around” cover-
age for patients enrolled in traditional Medicare, and
that extra coverage invariably includes protection
from the devastation of catastrophic illness. As of
December 2012, 10.2 million Medicare beneficiaries
were enrolled in a Medigap plan, about one-fourth of
the total Medicare population at that time.?° Beyond
the necessary catastrophic protection, many of
these supplemental plans pay traditional Medicare’s
deductible and cost-sharing obligations, thus pro-
viding first-dollar coverage for services. In short, the
Medicare enrollees in these plans pay nothing at the
point of service. This drives excessive utilization of
services and thus higher costs.

25. America's Health Insurance Plans, “A Preliminary Comparison of Utilization Measures Among Diabetes and Heart Disease Patients in Eight
Regional Medicare Advantage Plans and Medicare Fee-for-Service in the Same Service Areas,” Center for Policy and Research Working Paper,

September 2009, p. 1.

26. Varnee Murugan, Ed Drozd, and Kevin Dietz, “Analysis of Care Coordination Outcomes: A Comparison of the Mercy Care Plan Population to
Nationwide Dual-Eligible Medicare Beneficiaries,” Avalere Health, July 2012,
http://www.avalerehealth.net/research/docs/20120627_Avalere_Mercy_Care_White_Paper.pdf (accessed June 11, 2014). For more
information on dual-eligible beneficiaries, see Jonathan Crowe, “How Competitive Private Plans Can Improve Care for Dual-Eligible
Beneficiaries of Medicare and Medicaid,” Heritage Foundation Backgrounder No. 2925, July 10, 2014,
http://www.heritage.org/research/reports/2014,/07/how-competitive-private-plans-can-improve-care-for-dual-eligible-beneficiaries-of-

medicare-and-medicaid.

27. Medicare Payment Advisory Commission, Report to Congress: Medicare Payment Policy, p. 331.

28. See, for example, Mark Merlis, “Medicare Advantage Payment Policy,” National Health Policy Forum Background Paper, September 24, 2007,
p. 18, http://www.nhpf.org/library/background-papers/BP_MAPaymentPolicy_09-24-07.pdf (accessed August 14, 2014).

29. America's Health Insurance Plans, “Trends in Medigap Coverage and Enrollment,” Issue Brief, 2012,
http://www.ahip.org/Trends-Medigap-Coverage-Enroll2012/ (accessed July 21, 2014).
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The current arrangement between tradition-
al Medicare and Medigap and other supplemental
insurance is a major cost driver in the Medicare pro-
gram. In 2011, MEDPAC concluded, “By effectively
eliminating any of FFS Medicare’s price signals at
the point of service, supplemental coverage general-
ly masks the financial consequences of beneficiaries’
choices about whether to seek care and which types
of providers and therapies to use.”3°

This arrangement, then, contributes to excessive
spending in traditional Medicare. There is a broad
academic consensus that the existing relationship
between traditional Medicare and supplemental
coverage drives up spending for taxpayers and ben-
eficiaries. Indeed, a major study, commissioned by
MEDPAC, concludes that, “All of the available evi-
dence suggests that secondary insurance raises
Medicare spending substantially.”® This increased
spending, according to MEDPAC, is almost solely
due to beneficiaries with supplemental coverage
who pay less than 5 percent of Part B costs out of
pocket. Likewise, MEDPAC reports that total Medi-
care spending was 17 percent higher for beneficiaries
enrolled in employer-sponsored coverage, and was
33 percent higher for beneficiaries with Medigap,
than those with no supplemental coverage.

Thus, supplemental coverage, particularly Medigap,
results in a hidden cost shift to seniors. Part B premi-
ums are fixed at 25 percent of the total program cost
for beneficiaries. So, if this excess use is contributing
to higher federal spending on Part B, it is simultane-
ously contributing to higher beneficiary premiums.
Medicare beneficiaries’ premiums are thus inflated.
In an attempt to quantify the added beneficiary costs,
the Heritage Foundation’s Center for Data Analysis
(CDA), building on MEDPAC research, estimated that
the total additional 10-year increase in beneficiaries’
out-of-pocket Part B spending would amount to $70.1
billion by 2023.32 The CDA also estimated that cumu-

lative beneficiary premium costs of Medigap coverage
alone (that is, excluding employer supplemental cov-
erage) would amount to $334 billion by 2023.%

Medicare Advantage beneficiaries still pay the
Part B premium, and thus are affected by the addi-
tional costs that result from Medigap policies. How-
ever, they are saving the taxpayers money by not
contributing to this problem because the purchase
of supplemental coverage is unnecessary in the
MA program.

In addition, MA beneficiaries save a consider-
able amount of money for themselves because they
do not have to purchase supplemental coverage.
Average premiums in Medigap can be quite sub-
stantial. According to a 2011 report from the Assis-
tant Secretary for Planning and Evaluation at the
Department of Health and Human Services, “The
more comprehensive and more popular plans, C
and F, cost an average of $178 and $171 per month,
respectively, while the plans with higher out-of-
pocket spending, K and L, cost an average of $82
and $121 per month, respectively.”3*

The Medicare program needs to
realize savings from premium
support as soon as possible, and
an earlier start date would likely
lead to greater enrollment.

It would be well for the CBO or the Government
Accountability Office (GAO) to undertake a com-
prehensive econometric analysis that clearly delin-
eates the interaction of Medicare Advantage with
Medigap or other supplemental coverage, and deter-
mine the extent to which the current law relation-
ship contributes a net savings or loss to the taxpay-
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31.  Christopher Hogan, “Exploring the Effects of Secondary Coverage on Medicare Spending for the Elderly,” Medicare Payment Advisory
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ers. It would also be worthwhile for the CBO or the
GAO to study the interaction of Medicare Advantage
and Medicaid and determine the extent to which the
enrollment of lower-income dual-eligible persons
in MA reduces taxpayers’ obligations. Past indepen-
dent research has clearly indicated that MA enroll-
ment was indeed an offset to rising Medicaid costs.*®

On the issue of cost savings, the record has been
mixed. Medicare Advantage has been clearly gener-
ous to beneficiaries who enroll in the program, and
it unquestionably incurred a higher per capita cost
than traditional Medicare. But the higher costs also
matched a higher level of benefits. To the extent that
integrated MA coverage has also been an excellent
substitute for expensive Medigap and other supple-
mental coverage, Medicare Advantage has been a
cost saver, not a cost driver.

Lessons from Medicare
Advantage for Premium Support

The MA program has been successful in terms
of beneficiary satisfaction; and, based on the plan
bids submitted, it is clear that private plans, offer-
ing comprehensive coverage, are able to provide the
Medicare benefit for less than the cost of tradition-
al Medicare. It is for these reasons that Medicare
Advantage should be used as a model for the compre-
hensive Medicare reform premium support, a sys-
tem of defined-contribution financing. Policymak-
ers should:

1. Not underestimate the role of personal
choice. There is a wide body of research sur-
rounding various aspects of the MA program and,
although premium support would not be an iden-
tical program, MA’s history provides good les-
sons for lawmakers on the transition to a choice
program based on premium support.

Research shows that despite Medicare Advan-
tage clearly being a better choice for many benefi-
ciaries, offering enhanced benefits and reduced

costs, the vast majority of beneficiaries remain
in traditional fee-for-service plans. According to
researchers at the Harvard Medical School and
the Harvard School of Public Health, this is not
because of “choice overload,” but largely due to
status quo “bias.” New Medicare enrollees are
enrolling in Medicare Advantage at a much faster
rate, and those that make their initial choice to
enroll in a fee-for-service plan are less likely to
switch into an MA plan. The Harvard research-
ers found that:

Over 2007-2010, the rate of MA enrollment
was significantly higher among new Medi-
care beneficiaries than among incumbents,
suggesting that enrollees who chose [tra-
ditional Medicare] before this period were
unlikely to revisit their choice.... Among new
entrants into Medicare, the overall rates
of HMO/PPO and PFFS [private fee-for-
service| enrollment are 9.9 percent and 5.2
percent, respectively. In contrast, rate[s] of
enrollment into MA from [traditional Medi-
care] among beneficiaries age 66+ are much
lower: 1.8 percent and 2.1 percent for HMO
and PFFS enrollment respectively.®®

This recent research suggests that status quo bias
plays animportant role in determining why Medi-
care patients behave the way they do. In addi-
tion, many critics of Medicare premium support
and of private competing health plans in general
argue that too much choice is a bad thing, lead-
ing to confusion among seniors. However, as the
Harvard researchers note, “We did not find much
evidence in support of choice overload in the MA
market; MA enrollment did not decline with an
increase in the number of plans, although among
incumbent beneficiaries it failed to increase.” In
2014, MA beneficiaries had access to an average
of 10 plans from which to pick.*”
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2.

Not delay a move toward Medicare premium
support. The lesson is that the sooner Congress
can act, the better. In their 2014 report, the Medi-
care trustees, without endorsing any particular
course of action, stress that Medicare’s financial
problems will require serious reform, and that
legislative action should not be delayed.?®

With particular relevance to premium support,
the research, cited above, shows that having the
option to enroll in a private plan versus tradition-
al Medicare is most valuable when an enrollee
makes the initial coverage decision upon enter-
ing eligibility at age 65. The premium support
program would be able to enroll a greater share of
beneficiaries at a faster rate the sooner it is imple-
mented. This is critically important as the baby-
boomer generation has been becoming Medi-
care eligible since 2011 and will continue to do
so through 2030. The Medicare program needs
to realize savings from premium support as soon
as possible, and an earlier start date would likely
lead to greater enrollment.

The CBO has projected significant savings from
the implementation of premium support,* with
greater savings the more enrollees choose aprivate
plan over traditional Medicare. Thus, if a greater
share of new enrollees are choosing private plans
and revisiting their choice once enrolled in tradi-
tional Medicare is rare, starting the program as
soon as possible will help secure greater savings
due to greater enrollment in private plans.

Set payment on market-based bidding, not
government price controls. The premium sup-
port contribution should be different from MA
payment in a critical way: It should not be statu-

torily linked to administrative pricing and pay-
ment in traditional Medicare. Premium support
would provide a defined amount of money to
seniors to offset the cost of a plan they pick. The
per capita government payment would be based
on a regional bid to provide Medicare’s existing
benefits (Parts A and B, as well as catastrophic
coverage and the standard drug benefit). Where
the benchmark is set matters greatly to the pro-
gram’s overall ability to achieve savings.

There are varying proposals on how the bench-
mark payment in premium support should be
determined. In the Heritage proposal, the gov-
ernment payment would be based on an average
of the three lowest-cost plans in the region.*° In
Senator Ron Wyden’s (D-OR) and Representa-
tive Paul Ryan’s (R-WT) proposal, the benchmark
payment is set at the second-lowest-cost private
plan in an area, or at Medicare fee-for-service
cost, whichever costs less.*! The proposal by for-
mer Senator Pete Domenici (R-NM) and former
CBO director Alice Rivlin, also referred to as the
Bipartisan Policy Center proposal, would also set
the benchmark payment at the second-lowest-
cost plan.*?

Researchers at the University of Pennsylva-
nia recently studied the geographic variance in
benchmarks to see what was happening in the
MA plans with a greater payment from Medicare.
They found greater Medicare Advantage enroll-
ment and insurer participation in areas with
higher payments. They found that the increased
payment was not fully passed onto the ben-
eficiary in the form of richer benefits but that it
increased insurer participation and advertising.
They concluded that “the results indicate that
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incidence of the subsidy falls on the supply side
of the market.” In addition, “Given that MA pene-
tration rates increase alongside reimbursements,
a revealed preference argument would imply
that M A is more valuable to consumers when the
benchmark is higher.”?

What this could mean for premium support is
that a more market-based benchmark could
encourage greater insurer participation and
thus greater market competition, leading to even
higher enrollment and the potential for the more
intense competition to generate even greater sav-
ings over the long term.

Build on the steady progress in risk adjust-
ment. Risk adjustment is a tool used to address
selection bias in Medicare Advantage and other
private insurance programs. The goal is to miti-
gate an insurer’s ability to tailor plans to attract
a disproportionate share of the most profitable
enrollees—healthier enrollees that consume less
medical services.

Every major Medicare reform proposal, based on
premium support, would provide risk adjustment
or significantly improve the risk-adjustment for-
mulas or mechanisms that currently exist in the
MA or Medicare Part D program. Risk adjust-
ment could either be prospective or retrospec-
tive. Prospective risk adjustment already char-
acterizes Medicare Advantage and Medicare
Part D, where government per capita payments
are adjusted by demographic factors, such as
age, sex, institutional or Medicaid status, and
medical conditions. Retrospective risk adjust-
ment—back-end adjustments—would be based
on new pooling arrangements, such as a risk-
transfer pool. In that arrangement, health plans
that attracted higher-risk or more costly patients
would be cross-subsidized by plans that attracted
fewer high-risk or less costly patients. The value
of these types of arrangements is that they would
be based on hard data and not on educated guess-

work or projections. The Wyden-Ryan plan, for
example, includes such an approach. The Heri-
tage proposal would include both prospective and
retrospective risk adjustment.

Applying the lessons from MA’s risk-adjustment
experience could mitigate the risks that only the
unhealthy would be stuck in Medicare fee-for-
service plans, leaving the plans’ costs to esca-
late and grow further away from the premium
support benchmark, and thus more expensive
for enrollees.

Over the past decade, as Alice Rivlin and oth-
ers have noted, the risk-adjustment mechanism
used in Medicare Advantage has significantly
improved and succeeded in reducing favorable
selection in the program. In the future, with the
adoption of defined-contribution financing for
the entire Medicare program, one can expect fur-
ther refinements and innovative approaches to
adjusting government per capita payments. One
particularly interesting approach has been devel-
oped by Zhou Yang, professor of economics at
Emory University. Professor Yang’s proposal, to
be implemented within an environment of com-
petitive health plans, would tie Medicare pay-
ments to positive behavioral changes: Enrollees
would be rewarded for enrollment in wellness or
preventive-care programs that promote a health-
ier (and thus less costly) lifestyle.**

Transitioning to Premium Support

Medicare Advantage is, in effect, a defined-contri-
bution (premium support) program. But its flawed
payment arrangement has been incompatible with
efficient, and market-based, comprehensive Medi-
care reform. The payment changes imposed under
the Patient Protection and Affordable Care Act are
still tied to Medicare’s outdated system of admin-
istrative pricing, and they are likely to dampen the
growth of enrollment, or prove to be disruptive to
seniors enrolled in MA plans, as the plans adapt to
the payment changes.
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Medicare Advantage, as it stands today, is an
imperfect program, and it must yet survive the
challenges imposed upon it by the Administration
and Congress who want to funnel savings from
the PPACA’s payment reductions into entitlement
expansions outside Medicare. Nonetheless, the pro-
gram has made significant progress in delivering a
wide range of integrated benefits among a variety of
competing plans, including specialized health plans
focused on patients with serious illnesses and dis-
abilities. Not surprisingly, Medicare Advantage has
achieved high levels of patient satisfaction, higher
even than that recorded in traditional Medicare.

If structured correctly, change in the Medi-
care program can secure serious cost control for
seniors and taxpayers alike, and ensure Medicare
patients’ access to high quality care, increased pro-
vider productivity, and medical innovation. Choice
and competition work in health care.** In the next
stage of reform, Members of Congress should absorb
these lessons of Medicare Advantage and build
upon that progress to secure a brighter future for
America’s seniors.
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