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EXECUTI VE SUMVARY

Medi care, the nation’s |argest public health insurance
program faces form dable challenges in the years ahead.
To ensure its stability, the programw ||l have to cone to
grips with the conmbined inpact of escal ating health care
spendi ng, insufficient revenues, and a burgeoning elderly
popul ati on. Proposals for changes in the programitself
and its financing have been put on the table. As

pol i cynmakers debate the nerits of these various options,

t hey must consider the effect on Medicare beneficiaries
and protect vulnerable elderly and disabl ed people from
overwhel m ng out - of - pocket costs.

CHALLENGES TO THE FUTURE OF MEDI CARE

To its credit, Medicare' s per capita expenditure is not
increasing as rapidly as that of the private health care
sector. Still, the program s spending is outpacing its
growth in revenue. Medicare derives nmuch of its revenue
fromthe payroll tax, which has stayed at the sane rate
of 2.9 percent since 1986 and is not scheduled to
increase in the future. Mreover, because the tax base of
wages remains a relatively constant share of gross
donmestic product (GDP), Medicare’ s main revenue source
also will remain nearly a constant share of GDP. However,
Medi care spending will steadily climb fromroughly 2.5
percent of GDP in 2000 to nore than 4 percent in the next
25 years. In 2025, the Medicare Part A (Hospita

| nsurance) Trust Fund is expected to becone insolvent,
according to the latest estimates fromthe 2000 Trustees
Reports.

At the sane tinme, the nation’s dramatic denographic
changes will have a resounding inpact on Medicare, as the
baby- boom generati on beconmes eligible for the program
Assum ng no change in the eligibility rules, the nunber
of beneficiaries will increase 77 percent over the next
25 years, fromabout 40 mllion to an estimted 70
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mllion (Table ES-1). By 2010, we will see the number of
beneficiaries begin rising faster than the nunber of
wor kers contributing to the program

Clearly, the need to ensure the stability of
Medi care calls for major changes in the programor in its
financing or both. The cost-contai nment provisions in the
Bal anced Budget Act (BBA) of 1997 have hel ped stabilize
Medi care in the near term Right now, policynakers are
debating increnental strategies as well as broad
structural refornms to maintain the fiscal integrity of
Medi care and al so inprove its benefits package. To many,
expandi ng the program s benefits is in direct conflict
with the goal of strengthening its fiscal foundation, but
little has been done to actually nmeasure the projected
i npact of the different proposals. Moireover, while a
great deal of attention has focused on how rmuch all this

will cost taxpayers, a crucial question has been | argely
i gnored. How will potenti al
Table ES-1

Selected Medicare Projections, 2000 and 2025
(in 2000 dollars)

2000 2025
Nunber of Beneficiaries
I n thousands 39, 484 69, 728
As a share of the U S. popul ation 13. 8% 20. 6%
Number of beneficiaries per 100 workers 29 44
Medi care Expenditures
In billions $239.5 $599. 1
Per capita $6, 213 $8, 987
As a share of CGDP 2.61% 4. 43%
Taxpayer portion of Medicare as a share 2 350 3 89%
of CDP
Per Capita Medicare Beneficiary Liability
Part B prem um $631 $1, 151
Cost - shari ng $1, 005 $1, 509
Tot al $1, 636 $2, 660
As a share of total Medicare 22 7% 25 304

expendi t ures

Qut - of - Pocket Spendi ng
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El derly beneficiaries $3, 142 $5, 248
El derly with poor health and no

o : $4, 478 $7, 263

addi ti onal insurance
Low i ncone single wonen over age 85 in $5. 969 $9. 378
poor health

Qut - of - Pocket Spending as a Share of

| ncone
El derly beneficiaries 21. 7% 29. 9%
Eldgr!y mnth poor health and no 44 0% 63. 3%
addi tional insurance
Low i ncone single wonen over age 85 in 51 6% 71 8%

poor health

Notes: GDP is gross donmestic product. Taxpayer portion of Medicare is
total spending mnus beneficiary liability.

Source: The 1999 Trustees Reports and The Urban Institute’ s 1999
Medi care Projections Model

changes affect Medicare beneficiaries? In order to assess
the various options fromthe beneficiary’'s perspective,

it is inportant to establish a baseline—that is, to

exam ne what beneficiaries will likely pay in the future
if there are no changes in policy. The purpose of this
paper is to describe such a baseli ne.

| MPACT ON VULNERABLE BENEFI CI ARI ES
This paper is part of a series, sponsored by The
Commonweal t h Fund, addressing the out-of-pocket burdens
facing beneficiaries in the future. Qur projections are
based primarily on the 1999 Trustees Reports. The 2000
Trust ees Reports project nore robust growth in the
general econony, but simlar Medicare spending trends.
Al t hough the newer data would | ower the beneficiary
projections slightly, the trends in the 1999 and 2000
reports remanin the sane.

To hel p understand the inpact of the programs
proj ected expenditures on beneficiaries, we use the
Medi care Current Beneficiary Survey (MCBS) to construct
cohorts of vul nerable beneficiaries. Working with the
Trustees Reports data, we project total Medicare
expendi tures, beneficiary liability, other health care
spendi ng, and out-of - pocket spending as a share of
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i ncome. The cohorts are constructed to highlight groups
of vul nerabl e beneficiaries and to present contrasts in
their health status, supplenmental insurance coverage,

i ncome, and out-of-pocket spending. By analyzing the
basel i ne projections of beneficiary liability and out-of -
pocket spendi ng anong these groups, we |lay the foundation
for | ater assessing the effects of various Mdicare
policy options on beneficiaries.

Beneficiary Liability

Beneficiary liability refers to the portion of Medicare
spendi ng that beneficiaries are responsible for paying—a
Part B prem um deductibles, and coinsurance. (In sone
cases, these costs are covered by anot her payer.) Between
2000 and 2025, the beneficiary’s portion of total per
capita Medicare expenditures is projected to go up al nost
3 percentage points, from 22.7 percent to 25.3 percent.
That increase will occur |argely because the BBA shifted
expenditures for specified home health services from Part
A to Part B of the program Consequently, the Part B
premumw || take on a greater share of Medicare
expenditures, rising relatively faster than Part A
spendi ng. Thus, even wi thout additional changes in
policy, beneficiaries will bear a higher share of
spending in the future.

In real ternms (using 2000 dollars), a striking
increase of nore than 80 percent is projected for the
annual Part B premium which will shoot up from $631 in
2000 to $1,151 in 2025. Over that tine, average per
capita beneficiary liability will rise from $1,636 to an
esti mated $2,660. However, the liability of two cohorts
wi Il be even higher—towincome wonen over age 85 in poor
heal th and wonmen who are Qualified Medicare Beneficiaries
(QWBs). The liability of the |Iowinconme wonen over age 85
i s about $1,000 higher than the per capita figures,
increasing from $2,588 in 2000 to an estimted $3,782 in
2025. The projected liability for wonen with QVB



protection is about $400 higher than the per capita
figures.

Qut - of - Pocket Spendi ng

Typically there is a difference between one’s insurance
liability and the amount a beneficiary actually pays out-
of - pocket for nedical services. On one hand, |owincome
Medi care beneficiaries who are al so covered by Medicaid
and hi gher-income beneficiaries with suppl ement al

i nsurance supported by former enployers are insul ated
fromsome of their liability. On the other hand, Medicare
does not cover all services, |eaving many beneficiaries
to pay out-of-pocket or to buy private insurance to cover
t hose services. Anong typical elderly beneficiaries,
about 30 percent of out-of-pocket spending is
attributable to noncovered services, and 28 percent
reflects prem uns paid for supplenental insurance

cover age.

Qut - of - pocket spendi ng anong el derly beneficiaries
in traditional Medicare (fee-for-service) will rise from
$3,142 in 2000 to an estimted $5,248 in 2025. Two
cohorts who already incur relatively high Medicare

liability will also pay even higher out-of-pocket costs.
Over the next 25 years, real out-of-pocket spending anong
ol der | owincome wonen in poor health will increase from

an estimated $5,969 to $9,378. The out-of - pocket
estimtes are nearly as high for the cohort of elderly
beneficiaries in poor health with no additional

i nsurance, going from $4,478 in 2000 to $7,263 in 2025.

The incone of beneficiaries has | agged behind the
growth in health care spending in the past and w ||
continue that pattern over the next 25 years. Yet, they
will see their out-of-pocket spending increase from21.7
percent of their income in 2000 to a projected 29.9
percent in 2025 (Figure ES-1). The cohorts of ol der | ow-
i ncome wonen in poor health and elderly beneficiaries in
poor health wi thout additional insurance will bear the
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doubl e burden of paying particularly high out-of-pocket
costs as well as a greater share of their incone on
health care. For the first cohort, that share will rise
from51.6 percent to a projected 71.8 percent by 2025.
El derly beneficiaries in poor health w thout additional

insurance will see a rise in their share from about 44.0
percent in 2000 to an estimted 63.3 percent in 2025.
Both of these cohorts’ spending is well into the top

quintil e of out-of-pocket spending anong all
beneficiaries.

Figure ES-1
Projected Out-of-Pocket Spending as a Share
of Income Among Cohorts, 2000 and 2025

80% - 02000 2025
71.8%

63.3%

60% -
51.6%

44.0% 41.1%

40% -
29.9% 29.1% 31.1%

21.7% 21.2%

20% -

5.99% 7-8%

0%

Elderly  Poor Health, Older Younger, QMB Older Low-

No Insurance Disabled High-Income Women Income Women,
Poor Health

Source: The Urban Institute’s 1999 Medicare Projections Model.

Al t hough these estimtes are devel oped
conservatively, they indicate that Medicare beneficiaries
wi |l be paying an increasingly substantial anount of
their resources for health care spending in the future,
even with no changes in policy. The findings also suggest
that shifting Medicare expenditures either fromPart A to
B or fromtaxpayers to beneficiaries will not get to the
heart of the problem generated by the increase in overal
health care spending. Only by recognizing the triple
chal | enges confronti ng Medi care—escal ati ng health care
costs, insufficient revenues, and changi ng denographics
nearly doubling the nunber of beneficiaries—ean we

Xi



succeed in guaranteeing the future of our nation s npst
ext ensive public health insurance program
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GROWIH | N MEDI CARE AND OUT- OF- POCKET SPENDI NG
| MPACT ON VULNERABLE BENEFI ClI ARl ES

As the nation’s | argest and nost popul ar public health

i nsurance program Medicare is the major source of health
care coverage for the elderly and di sabled, serving an
ever-grow ng portion of the population. At the programs
i nception in 1966, Medicare insured fewer than one of 10
Ameri cans. Today, it covers one of eight. Consequently,
the programis costly, but remarkably, the growth in

Medi care’ s per capita expenditure over the past 30 years
has been | ess than that of private sector health care.*

Despite this relatively |low per capita growh, the

Medi care programor its financing will require major
changes in the future. By 2025, one of five Anericans
will be insured by Medicare. According to the |atest

Medi care Trustees Reports, Medicare’'s Part A (Hospital

| nsurance) Trust Fund will maintain a positive bal ance

t hrough 2025. After that, either additional revenues or
reduced spending will be necessary to keep the trust fund

sol vent.? Al though Medicare Part B, or the Supplenmentary
Medi care I nsurance program is not financed with a
dedicated tax, it is placing increasing demands on
general revenues, because its spending is growi ng faster
than that of Part A3

In 1998 and 1999 substantial reductions in
Medi care’s rate of growth occurred—rminly because of the

! For exanple, see Marilyn Mon, Beneath the Averages: An Analysis of
Medi care and Private Heal th Expenditures, The Kaiser Fam |y Foundation
Sept enber 1999.

2 Board of Trustees of the Federal Hospital |nsurance Trust Fund,
2000 Annual Report of the Board of Trustees of the Federal Hospita
I nsurance Trust Fund (Washi ngton: USGPO, 2000).

3 Medicare Part B funds physician, hospital outpatient and ot her
anbul atory services. It is a voluntary part of the program but because
the premuns that beneficiaries are required to pay support only 25
percent of the costs, nost beneficiaries enroll. General revenues fund
the bal ance of Part B



Bal anced Budget Act (BBA) of 1997* and stepped-up efforts
to reduce fraud and abuse in the program® However, those
changes, along with the resulting sl owdown in spending,

w || phase out over the next several years. Assum ng no
addi ti onal changes in policy, the |atest Trustees Reports
estimte that Medicare expenditures as a share of gross
donestic product (GDP) will rise from2.3 percent in 2000
to al nost

4 percent by 2025.

In fact, alnost since its inception, Medicare
spendi ng growt h has outpaced its revenue growth. This

trend will be even nore evident in the future, as the
baby- boom generation born after World War |11 becones
eligible for Medicare. Because of these denographics, in
2010 the nunber of beneficiaries will begin rising faster

than the number of workers contributing to the system
(Figure 1). If we were to try to solve Medicare’'s
financing problem solely by controlling expenditures,
spendi ng per capita would have to increase nore slowy
t han wages—a feat not likely to be achieved in health
care for the foreseeable future. Indeed, nmany private
sector enployers in recent years have contributed ever-
| arger shares of conpensation to pay for health

i nsurance, while Medicare s tax base has increased only
modestly.® In particular, although the income base subject
to the Part A payroll tax has been increased several
tinmes, the 2.9 percent tax rate has remni ned the sane
since 1986.

* Publ . No. 105-33.

> “(peration Restore Trust” was a concentrated, four-year initiative
(1995-1999) to conmbat fraud and abuse in the Medicare and Medicaid
prograns. The effort involved the Ofice of the Inspector General, the
Heal th Care Financing Adm nistration, and the Admi nistration on Aging in
t he Departrent of Health and Human Servi ces.

® C.A Cowan and B.R Braden. “Business, Househol ds, and Government :
Heal th Care Spending, 1995,” Health Care Financing Review 18 (Spring
1997): 195-206.
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Figure 1
Historical and Projected Number of

Beneficiaries per 100 Workers, 1965-2025
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Source: The 2000 Trustees Reports.

Overall, the challenges facing Medicare stemfroma
conbi nati on of projected health care spending rising
faster than income, a growng elderly popul ation, and
i nadequat e revenue contributions to the program
Currently, various options are being proposed to both
mai ntain the fiscal integrity of Medicare and inprove its
benefits package. Many consider these to be conflicting
obj ectives, although little work has been done to
estimte the projected inpact of the proposals. Moreover,
whil e a great deal of attention has focused on how nuch
t hese various options would potentially cost the
governnment, much |l ess attention has focused on their
i npact on beneficiaries. In order to evaluate these
policy options, we nust first exam ne what beneficiaries
will likely pay in the future with no changes in policy—
that is, to |look at the so-called baseline nunbers.

Thi s paper, part of a series sponsored by The
Commonweal th Fund anal yzing the future beneficiary
burdens of Medicare, describes the baseline projections
t hrough 2025 of per capita out-of-pocket expenditures for



several cohorts of Medicare beneficiaries.’” Subsequent
work will analyze the beneficiary inpact of several
proposal s policymakers have put forward to inprove the
out|l ook of the program The projections in this paper are
based primarily on the 1999 Trustees Reports. The 2000
Trustees Reports project nore robust econom c growth, yet
simlar Medicare expenditure trends. The newer data would
| ower the beneficiary-Ilevel projections slightly, but
trends in the 1999 and 2000 reports are the sane.

METHODOL OGY

To illustrate the inpact of the out-of-pocket burdens of
beneficiaries, we construct cohorts of beneficiaries and
project total Medicare expenditures, beneficiary
liability, other health care spending, and beneficiary
annual i ncones.

Heal t h Care Expenditures

OQur nodel is developed mainly frominformation in the
1999 Annual Reports of the Boards of Trustees of the
Federal Hospital and Suppl enentary Medi care | nsurance
Trust Funds (Trustees Reports) and the 1995 Medi care
Current Beneficiary Survey (MCBS). We apply the sane key
econom ¢ assunptions used in the Trustees Reports, which
allow us to generate and project a consistent set of
estimtes for Medicare spending, GDP, inconme, and
inflation. Projecting these beneficiary expenditures to
2025, we take into account the denographic effects of the
baby- boom generation as it beconmes eligible for Medicare.
(See Appendi x for details about the Medicare Projection
Model ’ s met hodol ogy.)

We discuss two distinct but rel ated aspects of
beneficiary burden—iability and out-of-pocket spending.
Beneficiary liability refers to the portion of Medicare

"For the first paper in this series, see Marilyn Mon, Gowh in
Medi care Spendi ng: What WII Beneficiaries Pay? The Comronweal t h Fund,
May 1999.
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spending that is the responsibility of the beneficiary—
that is, the Part B prem um and cost-sharing
requirenents. By law, the premiumis set at 25 percent of
Part B spending on elderly beneficiaries. To project
cost-sharing, we assune that over tine beneficiaries in
traditional Medicare will be liable for a constant
portion of the conponents to which cost-sharing applies
(such as inpatient hospital and physician spending).?

Subst anti al assunptions and mani pul ati on of the
Trustees Reports and MCBS data are required to project
beneficiaries’ actual out-of-pocket burdens of health
care spending. We take into consideration that sone
beneficiaries are partially protected. Retirees may have
the cost-sharing portion paid by fornmer enployers through
suppl enmental insurance plans, while Medicaid will pick up
part of the Medicare liability for participating | ow
i nconme elderly (such as those in the Qualified Medicare
Beneficiary program. However, because Medicare’ s benefit
package is not conprehensive, beneficiaries incur
substanti al out-of-pocket expenses for noncovered
services. They pay for these services directly or
indirectly through prem ums for individually purchased
suppl enment al i nsurance, commonly call ed Medi gap policies.

I n our nodel, we assune that spending on prem uns
and nost noncovered services will rise at the sane rate
as that of per capita Medicare spending, but we project a
hi gher gromth rate for spending on prescription drugs.

Per capita prescription drug spendi ng outpaced ot her
medi cal spending in the 1990s, averagi ng over 11 percent
growt h per year.? Keeping our nodel consistent with
projections that this double-digit gromth will continue

8 Estimates of beneficiary liabilities for those in Mdicare+Choi ce
require additional analysis. See discussion in J. Kasten, M Mbon, and
M Segal, Wiat Do Medi care HVMD Enrol | ees Spend Qut - of - Pocket ? The
Commonweal t h Fund, August 2000.

® Sheila Smith et. al., “The Next Decade of Health Spending: A New
Qutl ook,” Health Affairs 18 (Jul y/ August 1999): 86-95.
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t hrough the decade, we assunme that per capita drug
spending will clinmb 10 percent annually through 2008, and
thereafter increase at the same rate as Medicare

spendi ng.

Beneficiary Cohorts

To understand the relative burden of out-of-pocket
spendi ng, we construct several cohorts of beneficiaries
and project their out-of-pocket spending as a share of
income. Sonme of the cohorts are designed to represent

typi cal beneficiaries, and others are constructed to
exenplify particularly vul nerabl e popul ati ons. A cohort
of relatively healthy, high-income beneficiaries also is
created. Taken together, these cohorts provide us with
the contrasts in health status, supplenental insurance
coverage, inconme, and |evel of out-of-pocket spending. By
anal yzing these groups, we lay the foundation for |ater
determ ning the effect of various Medicare policy options
on particular types of beneficiaries.

Certain beneficiaries—+those enrolled in managed care
pl ans, residing in nursing homes, or diagnosed with end-
stage renal disease—are excluded fromall the cohorts
bel ow, because of insufficient data or because they
di ffer substantially from nost beneficiaries. Except for
a cohort of Qualified Medicare Beneficiaries (QvBs),
those dually eligible for any | evel of Medicaid coverage
are al so excluded. All “per capita” figures in the paper,
however, refer to the universe of the Medicare
beneficiary population. Six cohorts are analyzed here
(Table A-1 in the Appendix). They are:

El derl y—=Typi cal” beneficiaries age 65 or ol der.
Elderly in poor health with no additional insurance—

Beneficiaries age 65 or older with physical or
cognitive health problens. Beneficiaries in this



cohort al so have no additional insurance, either
t hrough enpl oyers or individually.

O der, lowincome wonmen in poor health-Ynen age 85
or older with Iimted annual household income

($5, 000 t hrough $20,000) and with physical or
cognitive health problems. Wonen in this cohort also
are single.

Wonmen with QVB protecti on—Fhe QVB designation refers
to certain |lowincome Medicare beneficiaries for
whom Medi cai d pays their prem um and cost-sharing
expenses. This cohort consists of wonmen who receive
t hat cover age.

O der disabl ed beneficiaries—Beneficiaries between
the ages of 45 and 64 with physical limtations, who
qualify for Medicare as di sabl ed beneficiaries.

Younger, high-incone beneficiaries—Beneficiaries
bet ween the ages of 65 and 74 with high annual
househol d i ncones ($50,000 or nore). Beneficiaries
in this cohort also are married and have enpl oyer -
based suppl emental insurance coverage.

MEDI CARE EXPENDI TURES

Over the next 25 years, a sizable share of the nation’s
earnings will flow into the Medicare program The 2000
Trust ees Reports suggest that Medicare spending will rise
from2.3 percent of GDP in 2000 to 4.0 percent in 2025
(Figure 2). Although this suggests an expandi ng Medi care
program projections devel oped particularly in 1998, and
also in 1999, predict slower growth in the general
econony and nore rapid growth in Medicare spendi ng. Based
on the 2000 projections, which predict a nore robust
general economy, Medicare’ s share of GDP in 2025 is
expected to be alnost 1.5 percent |ower than what was
projected in the 1998 Trustees Reports. The 1999 report

7



(the basis for this analysis) projects that Medicare as a
share of GDP will rise from2.6 percent in 2000 to 4.4
percent in 2025. Although the figures may vary slightly
for each year’s projection, still the trend of Medicare
growt h conti nues.

Figure 2
Medicare Expenditures as a Share of Gross
Domestic Product, 1998-2000 Trustees Projections

—#-1998 4-1999 — 2000
6%

4%

2%

0% T T T T 1
2000 2005 2010 2015 2020 2025

Source: The 1998-2000 Trustees Reports.

Aggr egate Projections

The BBA substantially curbed the recent growth in

Medi care expenditures, and by even nore than originally
predicted. This, conmbined with the effectiveness of fraud
and abuse initiatives, |owered Medicare expenditure
projections generally in the 1999 and 2000 Trustees
Reports conpared with the 1998 report (Figure 3).

Al t hough the spendi ng reductions achi eved by the BBA

mai nly apply to 1999 through 2002, the effects of these
changes carry through to later years. In particular, the
| ater projections are | ower than the 1998 ones for 2001
t hrough 2018.

In any event, growth in Medicare revenues
(especially Part A incone) wll continue to |ag behind
proj ected spending growth. The nost readily identifiable

8



Medi care revenue source is the payroll tax. The tax rate,
whi ch has been 2.9 percent of payroll (a conbined rate
that comes equally from enpl oyers and enpl oyees) since
1986, is not scheduled to increase in the future. The tax
base of all wages remains a relatively constant share of
GDP over tinme—about 49 percent. Thus, although Medicare
spending is projected to grow as a share of GDP, the tax
base and ot her revenue sources will not. Consequently
after 25 years, this funding source will not be
sufficient to cover projected Medicare spending. The fact
that the 2000 Trustees Reports predict the Part A Trust
Fund will be exhausted in 2025 sounds a strong warni ng
about the disparity between income and outgo for the
program

Figure 3
Aggregate Growth in Medicare Expenditures,
1998-2000 Trustees Projections

—#-1998 41999 — 2000

6%

4%

20

O% T T T T 1
2000 2005 2010 2015 2020 2025

Source: The Urban Institute’s analysis of the 1998—2000 Trustees Reports.

I n addition, the dramatic denographi c changes wil |
have a profound effect on Medicare, as the baby-boom
generation becones eligible for the program Assum ng
that eligibility rules do not change, the nunmber of

beneficiaries will increase 77 percent over the next 25
years, fromalnost 40 mllion to an estimated 70 m |l lion
(Table 1).



Table 1
Projected Aggregate and Per Capita Medicare Expenditures
(in 2000 dollars)

Tot al
Tot al Number of Number of Medi care
Total Medicare Medi care Beneficiarie Beneficiaries Spendi ng
Spendi ng Spendi ng S (as a share (in per
(as a share of (in billions (in of the capita
Year @P) of doll ars) t housands) popul ati on) dol | ars)
2000 2.61% $239. 59 39, 484 13. 8% $6, 213
2005 2.79 280. 95 42,140 14.2 6, 870
2010 3.04 334. 45 46, 514 15.1 7, 459
2015 3.45 410. 90 53, 529 16. 8 8, 023
2020 3.92 499. 16 61, 398 18.7 8, 525
2025 4.43 599. 12 69, 728 20.6 8, 987
Source: The Urban Institute’ s analysis of the 1999 Trustees Reports.

Figure 4 illustrates the historical and projected
rates of growth in Medicare spending, in aggregate and
per capita ternms. The projections indicate a sl owdown in
the gromth of real per capita spending, eventually
approaching the rate of growmth of spending on GDP. (Wile
sone nmay criticize that projection as too optimstic,
all owm ng Medicare spending to grow at a rate
substantially above GDP for a |long period of tinme would
result in untenable figures.) The effect of the expanding
nunber of beneficiaries over time is also shown in Figure
4. The shaded area between the per capita and aggregate
growth lines very clearly captures the bul ging
denogr aphi c i npact.
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Figure 4
Aggregate and Per Capita Growth in
Medicare Expenditures, 1970-2025

Enrollee Growth Rate

16%

Aggregate

12%

8%

0% ————RerCapita

1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020 2025

Source: The Urban Institute’s analysis of National Health Expenditure data and the
1999 Trustees Reports.

Beneficiary Expenditures and Characteristics

Based on these projections, real per capita spending
(expressed in 2000 dollars) on Medicare is projected to
shoot up 44 percent between 2000 and 2025, from $6, 213 to
an estimated $8,987.' Some beneficiaries will face
substantially higher |evels of expenditures (Table 2).
Current Medi care spendi ng across our six cohorts ranges
froma | ow of $3,734 per year (anong younger, high-inconme
beneficiaries) to a high of $13,585 (anong ol der, | ow

i ncome wonen in poor health). By 2025, spending is
projected to reach $5,700 and $18,338 for these two
cohorts, respectively.

Table 2
Selected Characteristics and Medicare Expenditures of Beneficiary Cohorts

Medi an

Tot al Pr oj ect ed Per cent -al Per cent
Medi car e Nedi car e Medi car e | ndi vi dua with Per cent
Cohor't Spending  gpending, Spending on | !NCOME  Enpiover- Femal e

9 projected expenditures in this paper are consistently shown in
real terns. That is, they have been adjusted to account for the general
rate of inflation in all consuner prices so that they can be conpared
with 2000 I evels of spending and i ncome. For exanple, wthout this
adj ust ment per capita Medicare spending totals $19,712 in 2025.
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2025 Home Heal th Sponsor ed
| nsurance

El derly
Beneficiarie  $5,451 $7, 863 10% $14, 494 42% 56%
s

El derly
Beneficiarie
s in Poor
Heal t h?

9, 740 13, 251 19 10, 029 n/ a’ 47

d der Low

| ncome Wnen
i n Poor

Heal th

13, 585 18, 338 23 11,570 30 n/ a°

Younger,

H gh- I ncome
Beneficiarie
s

3,734 5, 700 2 45, 756 n/ a° 47

VWmen with
QwB 7,914 11, 213 16 7,871 n/ a n/ a®
Protection

a der

D sabl ed
Beneficiarie
S

6, 306 8, 217 14 13, 285 18 40

a2 Poor health indicates presence of cognitive inpairnment (Al zheiner’s disease or
mental or psychiatric conditions) or physical inpairnent. Physical inpairnment is
identified by the presence of selected conditions (stroke, diabetes, rheumatoid
arthritis, enphysenm, osteoporosis, or Parkinson s disease) and conbinations of
skilled nursing facility use, self-rating of poor health, and linmtations in
activities of daily living (ADLs) or instrunental ADLs.

® By design, our cohort of elderly beneficiaries in poor health includes only
those that |ack additional insurance coverage. Absent that insurance restriction
32 percent of this group would have enpl oyer-sponsored suppl enmental coverage.

¢ The cohort of older, Iowincome single beneficiaries in poor health includes
only wonen. Absent that sex restriction, 82 percent of this group would be fenale.

9 The cohort of younger, high-incone beneficiaries includes only those with

enpl oyer - sponsored suppl emental insurance coverage. Absent that insurance
restriction, 52 percent of this group would have enpl oyer-sponsored suppl enenta
cover age

¢ The cohort of Qualified Medicare Beneficiaries includes only wonen. Absent that
sex restriction, 73 percent of this group would be fenale.

Notes: Data are fromthe 1995 Medicare Current Beneficiary Survey. All dollars are
in 2000 terns. QVB is Qualified Medicare Beneficiary. NNA is not applicable. Each
of the cohorts excludes beneficiaries in Medicare nmanaged care plans, residing in
nursing hones, and those with end-stage renal disease.
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Source: The Urban Institute' s 1999 Medi care Projections NModel .

Across all the cohorts, the shares of Medicare
spending reflecting hospital stays, physician care, and
hospital outpatient departnment (OPD) services are fairly
simlar. However, there is a marked difference in the
shares going to skilled nursing facility stays and home
health care. As seen in Table 2, Medicare spending on
home health services ranges from 2 percent anong the
cohort of younger, high-inconme beneficiaries to 23
percent anong ol der, |owincone wonen in poor health.
That vast difference can reflect greater frailty as well
as the | ack of support systens for those in the |atter
cohort.

| ndeed, our cohorts are designed to identify
contrasts anmong beneficiaries and to highlight
particul arly vulnerable individuals in the Medicare
popul ati on. Obviously, those with higher incones and
enpl oyer - sponsored suppl enental insurance enjoy a
significant |evel of protection against out-of-pocket
burdens. The nedi an annual inconmes of the vul nerable
cohorts are well below that of typical elderly
beneficiaries.™

Exam ni ng the extent of insurance coverage, we see
that on average, 42 percent of elderly beneficiaries have
suppl emental insurance through their fornmer enployers,
and only 10 percent have no form of additional insurance.
St udi es have shown that enployers with a high share of
| ow-i ncome workers are nuch less likely to offer
suppl enental coverage to their retirees. In our cohort
of older, lowincone wonen, a smaller percentage (30%

1 Recall that our typical elderly cohort excludes beneficiaries
enrol led in nanaged care plans, residing in nursing hones, diagnosed
with end-stage renal disease, and dually eligible for any level of
Medi cai d cover age
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have enpl oyer-sponsored coverage and a hi gher share (44%
have individually purchased (Medi gap) policies. Despite

i ncreasi ng cost-sharing requirenents anong enpl oyer -
sponsored plans, they typically provide nore generous
coverage at |less cost than individually purchased
policies. The cohort of ol der (ages 55-64) disabled
beneficiaries is least |likely to have any additional form
of insurance—43 percent of that group relies solely on
Medi care cover age.

BURDENS ON BENEFI Cl ARI ES

As stated, two aspects of financial burden are exam ned
in this paper—beneficiary liability and actual out-of-
pocket spending. Both yield related but distinct

i nformation about the health care circunstances
beneficiaries face.

Beneficiary Liability

Beneficiary liability includes the nmonthly prem um paid
by beneficiaries enrolled in the Part B portion of the
program and all cost-sharing requirements for services
associ ated with both Parts A and B (that is, all
deducti bl es and coinsurance). In real terns, the Part B
premiumis projected to increase nore than 80 percent,
from$631 in 2000 to $1,151 in 2025 (Table 3). Real per
capita cost-sharing spending will grow an estinmated 50
percent, from $1,005 in 2000 to $1,509 in 2025 (Figure
5).

Table 3
Projected Medicare Part B Premium and “Taxpayer Burden,” 2000-2025
Per Capita Part B Prem um Taxpayer Burden for
Part B Prem um (as a share of Parts A and B
Year (in 2000 dol Il ars) GDP) (as a share of GDP)
2000 $631 0. 26% 2.35%
2005 753 0.29 2.49

2larry Levitt et. al., Enployer Health Benefits: 1999 Annual Survey,
The Kai ser Fam |y Foundati on and Health Research and Educational Trust,
Cct ober 1999.
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2010
2015
2020
2025

863
995
1,092
1,151

0.34
0.41
0. 48
0.54

2.70
3.04
3.44
3. 89

Source: The Urban Institute's 1999 Medicare Projections Model.

Projected Per Capita Beneficiary Liability
(in 2000 dollars)

$3,000

$2,500

$2,000 A

$1,500
$1,000
$500

$0

Source: The Urban Institute’s 1999 Medicare Projections Model.

Figure 5

OPremium M Cost-Sharing

$2,660
- $2,334
$1,903

$1,636
4 $1,151

$631 5753 509

T T T 1
2000 2005 2015 2025

The st eeper

i ncrease of the prem um conpared with

cost-sharing reflects projections of a nore rapid growth

in Medicare Part

B spendi ng.

Part

B expenditures will

rise more quickly than Part A not only because of

differenti al

because the BBA call ed for

growh rates in service use, but also

a shift of expenditures for

speci fi ed home health services fromPart Ato Part B.*® W
see this sane pattern in aggregate Medicare figures. For
Part B premumis projected to nore than

exanpl e,

doubl e as a share of GDP,

0. 54 per

Medi care (total
liability) will

t hat per

t he

cent

i od,

from 0. 26 percent in 2000 to

in 2025. The so-called taxpayer burden of

program spendi ng m nus beneficiary
rise only an estimated 65 percent during

from2.35 percent of GDP to 3.89 percent.

13 Publ .

No. 105-33 84604.
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Total per capita Medicare liability (cost-sharing
and premiuns) will grow an estimted 63 percent in rea
terms, from$1,636 in 2000 to a projected $2,660 in 2025.
These per capita estimtes are fairly representative of
three of our cohorts (Figure 6). However, the projected
l[iability of two cohorts—el der |owincome wonen in poor
health and wonmen who receive QWB benefits—s
substantially nore, reflecting their higher average
Medi care expenditures. The former cohort’s average
liability is about $1,000 higher than the per capita
average in each projected year. The liability for these
wonmen woul d increase from $2,632 in 2000 to $3,931 in
2025. The projected liability for wonen with QVB
protection is about $400 nore than the overall per capita
figures. Interestingly, liability of the ol der disabl ed
cohort (ages 45 through 64) is fairly simlar to the
average liability of elderly beneficiaries.

Figure 6
Projected Beneficiary Liability Spending
Among Cohorts, 2000 and 2025
(in 2000 dollars)
$5,000 + O 2000 2025
3,931
$4,000 A $3.
$3,278
$3,000 1 52594 $2,632
$2,402 $2,396 !
$2,218 $2,051
$1,865 !

$2,000 15 498

' $1,335
$1,000 -

$0 T T T T T
Elderly  Poor Health, Older Younger, QMB Older Low-
No Insurance Disabled High-Income Women Income Women,
Poor Health

Source: The Urban Institute’'s 1999 Medicare Projections Model.

To further understand Medi care spending fromthe
beneficiary perspective, we assess liability in terns of
its share of total Medicare spending. Beneficiaries in
fee-for-service Medicare are responsible for an esti mated
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22.7 percent of total per capita Medicare spending in
2000 (Figure 7). Those cohorts of beneficiaries with the
|l owest liabilities are responsible for a higher resulting
share of their total Medicare expenditures. For exanple,
younger high-income beneficiaries are responsible for
30.1 percent of their own total Medicare spending in 2000
(Figure 8). Although that cohort incurs relatively nodest
total expenditures, what they do spend is primarily for
anbul atory services, which require nore cost-sharing than
i npati ent services.

Figure 7
Projected Beneficiary Liability as a Share

of Per Capita Medicare Spending

40% -+

22 7% 2370  24.0%  24.9%  25.4%  25.3%
. 0 .

20%

0% 4

2000 2005 2010 2015 2020 2025

Source: The Urban Institute’s 1999 Medicare Projections Model.
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Figure 8
Projected Liability as a Share of Medicare

Spending Among Cohorts, 2000 and 2025

40% - 0 2000 2025
32.8%
30.1%
26.4%
23.7%, 24.1% 24.6%
0 22.0%
0 19.3% 21.0% 18.6%
20% - 17.0% 16.9%
O% T T T T T
Elderly Poor Health, Older Younger, QMB Older Low-
No Insurance Disabled High-Income Women Income Women,

Poor Health

Source: The Urban Institute’s 1999 Medicare Projections Model.

O der lowincome wonen in poor health, the cohort
with the highest liability, are responsible for a
relatively small share (16.9% of that group’s total
Medi care spending. That cohort’s pattern reflects their
relatively high use of inpatient services, for which
coi nsurance i s assessed only on very long stays, and for
home health care, which has no cost-sharing requirenent.
Bet ween 2000 and 2025, the share of Medicare
spendi ng for which beneficiaries are responsible wl
i ncrease by about 2 to 3 percentage points. That increase
wi Il occur |argely because the Part B prem um wi ||
represent a greater share of Medicare, as Part B spending
rises relative to Part A spending. Thus, even w thout
changes in Medicare policy, beneficiaries wll be
responsi ble for a higher share of spending in the future.

Qut - of - Pocket Spendi ng

Typically there is a difference between the nedical costs
that individuals are responsible for covering (liability)
and what they actually pay out of their own pockets. On
one hand, |owinconme Medicare beneficiaries who
participate in Medicaid and higher-incone beneficiaries
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with enpl oyer-subsidized suppl enmental insurance are
insulated fromsone of their liability. On the other
hand, Medicare benefits are not conprehensive, |eaving
many beneficiaries with substantial out-of-pocket costs
for noncovered services or for premuns for policies
purchased to cover those services. Our cohort of typical
el derly beneficiaries devotes about 30 percent of out-of-
pocket spending to noncovered services, and another 28
percent for supplenental insurance prem ums. The
remai ni ng 40 percent of out-of-pocket spending is split
evenly between the Part B prem um and cost-sharing for
Medi car e-covered services (Figure 9).

Figure 9
Distribution of Out-of-Pocket Expenditures

Among Elderly Medicare Beneficiaries, 2000

Non-Medicare
Services
30.3%

Supplemental
Insurance Premium
28.3%

Medicare Part B
Premium
20.5%

Cost-Sharing for
Medicare Services
20.9%

Source: The Urban Institute’s 1999 Medicare Projections Model.

Despite the different conmponents of beneficiary
liability and actual out-of-pocket spending, we assume
that these aspects of the financial burden will rise at
the sanme rate over the long term Over the next decade,
however, we anticipate that out-of-pocket spending wll
i ncrease nore quickly, because of the relatively high
gromth rate of spending on prescription drugs. Anong
el derly beneficiaries in traditional Medicare, real out-
of - pocket spending will clinmb from $3,142 in 2000 to
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$5,248 in 2025 (Figure 10).' The rel ati onshi ps anong the
beneficiary cohorts, in terns of out-of-pocket spending,
are simlar to the relationships in total liability
except for two cohorts—wonmen with QVB protection and

ol der disabl ed beneficiaries (Figure 11). Although the
liability for women with QVB protection is anong the

hi ghest of the beneficiary cohorts, their out-of-pocket
spending is the |lowest ($1,665 in 2000 and a projected
$2,759 in 2025). The | ow out-of-pocket spendi ng of that
group, in contrast to their relatively high liability,
reflects the protective effect of Medicaid paying their
Medi care liability. By contrast, ol der disabled
beneficiaries incur an average amount of liability
(%$1,541 in 2000), but a nuch higher |evel of out-of-
pocket spending ($3,837 in 2000). This figure largely
reflects the absence of additional coverage-while only 11
percent of elderly beneficiaries |ack additional
coverage, 43 percent of ol der disabled beneficiaries are
wi t hout such protection.

4 On a per capita basis across all Medicare beneficiaries,
i nflation-adjusted out-of-pocket spending will rise from$3,609 in 2000
to a projected $5,914 in 2025.
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Figure 10
Projected Out-of-Pocket Spending Among

Elderly Beneficiaries
(in 2000 dollars)
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Source: The Urban Institute’s 1999 Medicare Projections Model.
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Projected Out-Of-Pocket Spending Among Cohorts
(in 2000 dollars)
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Two ot her cohorts with relatively high liabilities—
ol der | owincome wonen in poor health and elderly
beneficiaries in poor health with no additional
i nsurance—al so i ncur high out-of-pocket costs.
Interestingly, only 10 percent of the older |owincone
wonmen in poor health |ack additional coverage. However, a
di sproportionate nunber of these ol der |owincone wonen
(449% rely on individually purchased insurance, while
only 36 percent of all elderly do.

We can clearly see the burden of out-of-pocket
medi cal spending by conparing it with annual beneficiary
income. Real incone of elderly beneficiaries with nedian-
| evel inconmes is projected to rise 21 percent between
2000 and 2025, from about $14,500 to an esti mted
$17,500, significantly less than the projected increase
in health care spending over the period. Qut-of-pocket
spendi ng anong el derly beneficiaries will rise from?21.7
percent of income in 2000 to an estimted 29.9 percent in
2025 (Figure 12).% Even if we assume a higher income
growth rate, the projected share of inconme devoted to
medi cal spending would still remain high. For exanple,
assumng 1.0 percent real annual growth in incone rather
than a 0.8 percent rate, out-of-pocket spending in 2025
is a projected 28.3 percent of incone. Mst of that
increase will occur between 2000 and 2015, reflecting the
i npact of increasing Part B prem uns over that period.

15 On a per capita basis across all Medicare beneficiaries, out-of-
pocket spending as a share of income will rise by one-third over the
next 25 years, from26.1 percent in 2000 to 35.3 percent in 2025.
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Figure 12
Projected Out-of-Pocket Spending as a

Share of Income Among Elderly Beneficiaries
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Source: The Urban Institute’s 1999 Medicare Projections Model.

Continuing the patterns seen in ternms of beneficiary
liability and out-of -pocket spending, two cohorts are
particul arly burdened by out-of-pocket spending as a
share of incone—el der |owincone wonen in poor health and
elderly in poor health with no additional coverage. In
2000, 51.6 percent of the former cohort’s income is spent
out - of - pocket on medical care (Figure 13). That figure
will climb to a projected 71.8 percent by 2025. The out -
of - pocket share anmobng el derly beneficiaries in poor

health w thout additional coverage will rise from44.0
percent in 2000 to 63.3 percent in 2025. Both of these
cohorts’ spending is well into the top quintile of out-

of - pocket spending anong all beneficiaries.
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Figure 13
Projected Out-of-Pocket Spending as a Share
of Income Among Cohorts, 2000 and 2025
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Source: The Urban Institute’s 1999 Medicare Projections Model.

Two cohorts that are markedly different from each
other in many respects—wonmen with QVB protection and
younger higher-income beneficiaries with enployer-
sponsored suppl enental coverage—appear to be testanents
to the protective effect of forns of suppl enental
i nsurance where individual beneficiaries pay little for
prem uns and cost-sharing. ! The younger high-incone
beneficiaries with such coverage spend | ess than 10
percent of their income on health care. Even the wonen
with QVB protection, who have higher-than-average
Medi care expenses and | ower-than-average i ncomes, devote
only an average share of their income to out-of-pocket
heal th spending. Wthout the QVB benefits, however, this
cohort’s share in 2000 woul d approach 50 percent.

Finally, it is interesting to note that our
proj ecti ons of out-of-pocket spending are higher than our
prior projections (Figure 14), while our projections of

1% Subsequent work for The Conmonweal th Fund will quantify the
effects, on both the sol vency of the Medicare programand on beneficiary
out - of - pocket spendi ng, of Medicare benefit expansions and resulting
| ower cost-sharing requirements, which mght render individually-
purchased policies unnecessary.
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liability are lower than the prior projections. The 1999
and 2000 Trustees Reports predict a slower rise in

Medi care spending than the 1998 report predicts, which
expl ains the | ower projection of beneficiary liability in
our current nodel. The projections of higher out-of-
pocket spendi ng derived from our current nodel are driven
mai nl y by our use of nore recent spending information
(1995 rather than 1993 data on out-of - pocket spending),
and by the double-digit increase in prescription drug
spending that is projected to continue through nost of

t he decade.

Figure 14
Out-of-Pocket Spending as a Share of
Income Among Elderly Beneficiaries,
1998 and 1999 Projection Models
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Source: The Urban Institute’s 1998 and 1999 Medicare Projections Models.

| npact of the Bal anced Budget Act of 1997

The BBA represents one of the nost inmportant pieces of
Medi care | egislation enacted since the program s

i nception. Although nost of the Medicare provisions
relate to changes in provider and plan paynent nethods, a
few have fairly direct inplications on out-of-pocket
spendi ng. Two provisions will | ower beneficiaries out-

of - pocket burden—expanded coverage of preventive services
and reductions in cost-sharing requirenments for hospital
OPD services. The new preventive benefits include annual
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mamrogr anms and Pap tests with no deducti bl es, prostate
cancer screening, colorectal cancer screening, and

di abetes sel f-managenent services. Hospital OPD cost-
sharing requirements are reduced through peggi ng the
cost-sharing rate to Medicare paynents. Historically, OPD
cost-sharing was based on hospitals’ (much higher)
charges. This provision will have a gradual effect on

out - of - pocket spending, as the reductions are to be
phased in over several years. In our nodel we did not
attenmpt to estimte changes in out-of-pocket spending as
a result of the expanded coverage of preventive services.
As detailed in the Appendi x, however, we do include the
effects of reduced OPD cost-sharing requirenents.

The BBA al so transfers those hone health benefits
not related to hospital inpatient or skilled nursing
facility (SNF) stays from Part A of the programto Part
B. This provision will increase out-of-pocket costs for
beneficiaries, because it will result in higher aggregate
Part B spending and thus higher Part B prem unms. The
increase will be phased in over seven years. The
Congr essi onal Budget Office estimted that by the end of
the transition (in 2004), about $150 of the annual Part B
premiumw || be attributable to this benefit transfer.?
(The effect of the benefit transfer also is included in
our nodel .)

The BBA al so requires significant changes to

Medi care’ s managed care program These include expandi ng
the type of entities that may participate in the program
changi ng the nethod of paynent to better reflect the

pl ans’ actual costs of delivering services, and altering
sone admi nistrative requirements for participating plans.
Some of these provisions may have spurred recent nmanaged
care trends, as sone Medicare plans have increased their

17 Congressi onal Research Service, Medicare Provisions in the
Bal anced Budget Act of 1997, The Library of Congress, August 18, 1997
(Pub No. 97-802- EPW.
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prem uns and copay requirenments and others have pull ed
out of some geographic areas.'® However, rising cost
pressures in the overall health care industry are also a
factor.

Researchers who have anal yzed the Health Care
Fi nanci ng Adm ni stration’s databank of Medicare managed
care plans (the Medi care Conpare database) have found
t hat copay requirenments are generally increasing and
fewer plans are offering “zero prem uni packages. For
exanpl e, 62 percent of plans charged no prem uns in 1999,
while only 42 percent do not charge in 2000.*
Prescription drug coverage, a key attraction for nmany
Medi care managed care enrollees, is still included in the
maj ority of Medicare plans, though in slightly fewer than
previously. In 1999, 73 percent of plans provided drug
coverage; 68 percent do in 2000. The nature of the drug
coverage, however, varies extensively across plans and
areas. In one analysis, a typical beneficiary with
“nmodest” prescription drug needs in 1999 would incur
$2, 700 i n out-of-pocket drug expenses in the | east
generous Medicare plans avail able. Under plans with the
nost extensive drug coverage, that beneficiary would pay
only $600 in out-of-pocket drug costs.?

Managed care enrol |l ees may be experiencing nore
i medi at e changes in their out-of-pocket spending than
their counterparts in the traditional Medicare program
However, it is difficult to determ ne the extent to which
adjustnments in Medicare managed care plans are occurring

18 Several news organizations have reported on managed care plans
wi thdrawi ng fromthe Medicare program For one sunmary of the pull-outs
in 2000, see Medicare+Choice: 711,000 Seniors to Lose HVMD Cover age,
Anerican Heal th Line, June 7, 2000.

% Amanda Cassi dy and Marsha Gol d, Medi care+Choice in 2000: WII
Enrol | ees Spend More and Receive Less? The Commonweal t h Fund, August
2000.

2 Barents Goup, LLC, Analysis of Benefits Offered by Medicare HVs,
1999: Conplexities and Inplications. The Kaiser Fam |y Foundati on,
August 1999.
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as a result of changes in the Medicare program

mat urati on of the Medicare enrollee market, and changes
in the |arger health care environnent. Nonetheless, to
establish a baseline necessary for assessing such
changes, another paper in this series analyzes the out-
of - pocket burdens that Medicare managed care enroll ees
faced in 1996. 7%

CONCLUSI ON

Thi s paper helps to establish a baseline analysis and
projection of the out-of-pocket burdens faced by the

maj ority of the elderly—those in the traditional Medicare
program Key BBA provisions affecting the out-of-pocket
spendi ng of these beneficiaries (the home health benefit
transfer and hospital OPD cost-sharing reductions) are
accounted for in our analysis.

Al t hough t he BBA hel ped stabilize Medicare in the
near term major changes will be needed in the program
or inits financing, to both maintain the fiscal
integrity of the programand to protect vul nerable
beneficiaries from overwhel m ng out-of - pocket burdens.
| ndeed, although we intentionally construct conservative
projections for this paper, the estimates indicate
beneficiaries will be devoting an increasi ng and
substantial amount of their resources to Medicare and
ot her health care in the future, even w thout any
addi ti onal changes to the program Moreover, for
vul nerabl e beneficiaries, these expenses woul d consunme an
exceedi ngly high share of their incone.

From these estimates, it is clear that shifting
Medi care expenditures from Part A to B, or fromtaxpayers
to beneficiaries, cannot address the basic tension
stemming fromrising overall health care spending. Future
solutions for Medicare can be successful only if they
recogni ze the three dilemms facing the program—ising

2l Kasten, Mon, and Segal, August 2000.
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overall health care costs, insufficient Medicare
revenues, and the growi ng elderly popul ation.
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APPENDI X. MEDI CARE PROJECTI ONS MODEL

PRQIECTI NG HEALTH CARE EXPENDI TURES

Qur Medicare Projections Mdel is devel oped using
information in the 1999 Annual Reports of the Boards of
Trustees of the Federal Hospital and Suppl enentary

Medi care I nsurance Trust Funds (Trustees Reports), the
1995 Medicare Current Beneficiary Survey (MCBS), and the
1999 Current Popul ation Survey (CPS). We apply the sane
key econom c assunptions used in the Trustees Reports,
which allow us to generate and project a consistent set
of estimates for Medi care expenditures, gross donestic
product, beneficiary income, and consuner inflation. The
results are presented in real (2000) dollars by cal endar
year .

Al t hough by statute the Trustees Reports nust
project 75 years into the future, that anbitious
undertaking is beyond the scope of this paper. A nore
manageabl e time horizon of 25 years is used here. By
2025, nost of the baby-boom generation will have reached
t he age of 65; thus, this paper also |argely accounts for
the effects of that denographic change.

Medi care Expenditures

We use Parts A and B enroll nent projections (as of March
1999) fromthe O fice of the Actuary (OACT) of the Health
Care Financing Adninistration to create per capita
spendi ng projections fromthe aggregate Medicare
expenditure projections in the Trustees Reports. OACT

al so estimtes the share of beneficiaries enrolled in
Medi car e+Choi ce—we applied those shares to the Parts A
and B enroll ment figures to obtain Medicare+Choice
enrol Il ment estimtes. While Medicare+Choice enrollnment is
i ncluded in our baseline per capita expenditure

proj ections, we exclude them from our projections of
cost-sharing anong cohorts of beneficiaries. In per
capita ternms, Parts A and B spending is projected to
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reach $3,921 and $3,538, respectively, in 2010 (in 2000
dol | ars).

OQur resulting Medicare expenditure estimates are
al so used to derive the “taxpayer burden” of Medicare.
Thi s captures what taxpayers nust expect to pay over tinme
if the requirenents for Part B premuns remain the sane.
The taxpayer burden is calculated as the sum of Medicare
expendi tures net of what beneficiaries pay in Part B
prem uns—that is, Part A expenditures + (.756)(Part B
expendi tures).

Beneficiary Liability

In this paper we discuss two distinct but rel ated aspects
of beneficiary burden—iability and out-of - pocket
spendi ng. Beneficiary liability refers to the portion of
Medi care spending that is the responsibility of the
beneficiary—that is, the Part B prem um and cost-sharing
requi renents. The Part B prem um portion of beneficiary
liability is derived directly from Medi care expendi tures
and is sinple to project. By law, the premumis set at
25 percent of Part B spending on elderly beneficiaries.

To project cost-sharing, we assune that over tine
beneficiaries in traditional Medicare will be liable for
a constant share of the conmponents to which cost-sharing
applies, such as inpatient hospital and physician
spendi ng. Thus, our cost-sharing projections are |inked
to the per capita expenditure growth rates of specific
service conmponents of Medicare. This is a reasonable
assunption in nost cases, where cost- sharing policies
are unchanged and are tied to rei nmbursenent. The Medicare
benefits that require cost-sharing include hospital
i npatient care, skilled nursing facility (SNF) care,
hospital outpatient department (OPD) services, physician
services, and several related Part B services (including
physi cal , speech, and occupational therapy; diagnostic
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and | aboratory services; as well as a few cl asses of
phar maceuti cal s).

To devel op cost-sharing estimtes, we first exan ne
cost-sharing and total Medicare expenditures by
i npatient, SNF, and all Part B services for 1992 through
1996, as reported in the Health Care Fi nanci ng Revi ew
Medi care and Medicaid Statistical Supplement, 1998.%
Rati os of inpatient and SNF cost-sharing relative to
total expenditures are then applied to the baseline
expenditure estimates in our nodel. For exanple, cost-
sharing ratios of 8.3 percent and 26.5 percent are
applied to our nmodel of Medicare expenditures for
hospi tal inpatient and SNF services, respectively.

Because OPD cost-sharing historically has been
i nked to hospital charges, rather than Medicare
paynents, we could not apply a single cost-sharing ratio
to our baseline nmodel for all Part B spending. |nstead,
we deconposed Part B expenditures into OPD and all other
Part B spending (as reported in the Supplenent). W
obt ai ned an average ratio of OPD cost-sharing to paynents
(37% ,% and applied it to the OPD component of our
basel i ne nodel. However, as required by the BBA, OPD
cost-sharing rates will decline in the future, and w ||
be linked to Medicare payments rather than charges.?* As
stipulated in the law (and as reflected in our nodel),
t he percentage is reduced at a constant rate to 20
percent of paynments in 2010. After that year, the cost-
sharing rate remains fixed at 20 percent. Since cost-
sharing rates for physician and other Part B services
already are fixed at 20 percent of paynents, we sinply
structure the deductible fromthe remaining Part B
spendi ng, and apply the cost-sharing rate to the “non-OPD
Part B” conponent of our nodel.

22 Heal th Care Financing Adm nistration, Health Care Fi nancing
Revi ew. Medicare and Medicaid Statistical Supplenment, 1998 (Table 18).
2 Congressi onal Research Service, August 18, 1997, p. 28.
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The expenditure baseline in our Medicare Projections
Model is an inprovenent over the baseline in our prior
nodel used in earlier Commonweal th Fund papers. The prior
nodel was devel oped purely on a per capita basis and was
based on service-specific spending projections only
t hrough 2007. In addition, in the prior nodel we had to
reconcile the Trustees Reports’ fiscal year expenditure
projections with OACT' s cal endar year enroll nent
projections. By contrast, in this nodel we can project
expenditures further into the future and by major type of
service. In addition, the data in our current nodel allow
us to inprove our estimtes of Medicare managed care
enrol | ees and exclude them from our cost-sharing
cal cul ations. All of these changes inprove the quality of
t he cost-sharing projections generated from our current
nodel .

Qut - of - Pocket Expenditures

To nodel and project out-of-pocket spending (including
spendi ng on Medi care-covered services, other health care
services, Medicare Part B prem unms, and prem uns for

suppl enental insurance policies), we incorporate out-of-
pocket spendi ng and suppl enental insurance data avail abl e
fromthe MCBS. Supplenmental coverage typically |owers a
beneficiary’s | evel of out-of-pocket spending. For
exanpl e, some beneficiaries have their Medicare liability
(particularly the cost-sharing portion) paid by forner
enpl oyers through retiree suppl emental insurance
policies. Also, Medicaid pays sonme Medicare liability for
eligible |l owincome beneficiaries. However, because

Medi care’ s benefit package is not conprehensive,
beneficiaries also can incur substantial out-of-pocket
expenses for noncovered services. Beneficiaries pay for

t hese services directly or indirectly through prem uns
for individual supplenmental insurance.

24 publ. No. 105-33 §4522.
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We deconpose out-of - pocket spending into three nmain
conponents: Part B prem uns, Medicare cost-sharing, and
residual, or other, expenditures, which include insurance
prem uns and costs for noncovered services such as dental
care, vision services, and prescription drugs. Overall,
we use the prem um and cost-sharing conponents as the
maj or drivers for our out-of-pocket spending projections,
because they are linked directly to Medi care expenditure
projections. As a result, we can simulate policy options
that shift spending between the program and beneficiaries
in a manner that results in consistent estinmates.

I n our nodel, we assune that spending on prem uns
and nost noncovered services (all but prescription drug
spending) will rise at the sane rate as that of per
capita Medi care spending. These projections probably
represent the | ower bounds of future out-of-pocket
spending, if beneficiaries pay for a greater share of
costs related to supplenental insurance over tine.? That
seens |likely, given the recent trend of declining
enpl oyer - sponsor ed suppl enental coverage. *°

As nentioned, the residual conponent (other out-of-
pocket spending) reflects spending for suppl emental
i nsurance prem uns and noncovered services. It is
cal cul ated as the residual of total beneficiary spending
(as estimated in the MCBS) after subtracting cost-sharing
liabilities (as derived from Medicare clains) and
suppl enmental policy premunms. This inplicitly reduces
Medi care cost-sharing liabilities paid by other payers,
i ncl udi ng Medi caid and enpl oyer-sponsored policies, in
estimati ng out-of - pocket spendi ng.

% |I'n general, we keep our Medicare Projections Mdel as
straightforward as possible with a mni mum of assunptions. Were
assunptions are required and a range of possible values exist, we use
conservative estimates to generate projections that represent a mni mum
bound on spendi ng by beneficiaries.

% Hewitt Associates LLC, Retiree Health Trends and Inplications of
Possi bl e Medi care Reforns, The Kaiser Fanily Foundation, Septenber 1997.
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To estimate growh rates for the residual component,
we deconpose it into two groups: spending related to
prescription drugs and all other spending. W apply an
upward adj ustnment of 11 percent to prescription drug
spendi ng, as reported on the 1995 MCBS, to account for
underreporting. The MCBS staff and other researchers
agree that the survey underreports prescription nedicine
expenditures in the range of 8 percent to 30 percent. W
sel ected 11 percent, based on conversations w th MCBS
staff and conparisons with the Medical Expenditure Panel
Survey and the National Health Accounts data.

Regar di ng spending growth over tinme, per capita
prescription drug spendi ng out paced ot her nedi cal
spending in the 1990s, averaging over 11 percent growth
per year. Experts project this double-digit growth wll
continue through the decade.? In our nodel, we assume
that per capita drug spending will rise 10 percent
annual Iy through 2008. We do not believe that this |evel
of gromth can be maintained indefinitely, however, and so
after 2008 we inflate per capita drug expenditures nore
nodestly, at the sanme rate as Medicare spendi ng.

The prescription drug conmponent in our nodel also
i ncludes a percentage of a beneficiary’s suppl enental
i nsurance premum attri butable to drug coverage. W vary
t hat prem um percentage according to the type of
i nsurance. For exanple, nost individually purchased
policies do not cover prescription drugs, while nost
enpl oyer - sponsored policies do. Using the MCBS, we
estimte the enpl oyer-sponsored prem um portion (24.3%
by dividing drug spending in all private suppl ement al
policies by the total health care spending of those
policies. For individually purchased policies, we
estimate the prem um portion (4.99% by dividing drug
spending in all private supplenental policies by total

27 Smith et. al., 1999.
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prem um spendi ng for those policies. Then, we apply the
appropri ate percentage (enployer-based or individual) to
a beneficiary’s policy premumto derive the drug-rel ated
share of that premium The total prescription drug
conponent of the out-of-pocket residual in our nodel is
thus the sumof this prem umportion and a beneficiary’s
actual spending on prescription drugs.

The non-drug conponent of the residual out-of-pocket
spendi ng amount refl ects expenditures for noncovered
services other than drugs, and the remaining portion of
suppl enmental insurance prem uns. W estimate the non-drug
conponent by subtracting fromtotal out-of-pocket
spendi ng all cost-sharing, prescription drug spending,
and total prem um costs. The annual per capita Medicare
growh rate is applied to this conponent.

Despite | ower projections of Medicare spending and
beneficiary liability in our current nodel relative to
our prior nodel, the out-of-pocket spending projections
are higher than those based on the prior nodel. (For
exanpl e, out-of-pocket spending as a share of inconme in
2025 is projected to be 29.9 percent based on the current
nodel , and 28.6 percent based on the prior nodel). This
difference is mainly due to changes in methodol ogy and
data sources. In the prior nodel, we relied on results
from an anal ysis of out-of-pocket spending sponsored by
the American Association of Retired Persons (AARP).?® That
study’ s average out-of -pocket spending estimte was
derived fromthe 1993 MCBS and was used in our prior
nodel . In our current nodel, we cal cul ate our own out - of -
pocket estimates using nore recent data (1995 MCBS),
whi ch capture sone of the rise in prescription drug
spendi ng. The prescription drug projections explain sonme

2 The Lewin Group, Qut-of-Pocket Health Spending by Medicare
Beneficiaries Age 65 and dder: 1997 Projections, Anerican Association
of Retired Persons, Decenmber 1997 (AARP No. 9705).
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of the higher out-of-pocket estimtes derived from our
current nodel .

CONSTRUCTI NG BENEFI CI ARY COHORTS

To hel p understand the magnitude of the Medicare program
aggregate spending is often described as a share of GDP.
Simlarly, to understand the inpact on beneficiaries we
construct several cohorts of beneficiaries and project

t heir out-of-pocket spending as a share of incone. Sone
of the cohorts are designed to represent typical
beneficiaries, and others are constructed to reflect
particul arly vul nerabl e popul ati ons. For contrast, a
cohort of relatively healthy, high-income beneficiaries
also is created. In total, these cohorts offer a nunber
of contrasts in terns of health status, supplenental

i nsurance coverage, incone, and |level of out-of-pocket
spendi ng. By anal yzing these groups, we lay the
foundation for |ater determ ning the effect of various
Medi care policy options on particular types of
beneficiaries.

Certain beneficiaries—those in mnaged care plans,
residing in nursing homes, or with end-stage renal
di sease—are excluded fromall of the cohorts bel ow,
because of insufficient data or because they differ
substantially from nost beneficiaries.? Except for a
cohort of Qualified Medicare Beneficiaries (QWBs), the
cohorts al so exclude those dually eligible for any | evel
of Medicaid coverage, because such coverage of Medicare
liabilities would affect our out-of-pocket estimtes. All
“per capita” figures in the paper, however, reflect the
uni verse of the Medicare beneficiary popul ati on. Although

29 Beneficiaries in Medicare managed care plans are excl uded because
we | ack encounter data for them (in contrast, clains data are generated
for beneficiaries in the fee-for-service progran). Nursing hone
residents are excluded because we | ack prescription drug expenditure
information on them and end-stage renal disease beneficiaries are
excl uded because their health care utilization and expenditures are
substantially different fromother Medicare beneficiaries.

30



nost of the cohorts are defined fairly narrowy,
attention also is paid to making them broad enough to
ensure that a sufficient sanple size is drawn fromthe
MCBS and that the correspondi ng spending estimtes are
reliable and valid. Six cohorts are analyzed in this
paper (Table A-1). They are:

El derl y—=Typi cal” beneficiaries age 65 or ol der.

Elderly in poor health with no additional insurance—
Beneficiaries age 65 or older with physical or
cognitive health problens. Beneficiaries in this
cohort al so have no additional insurance, either

t hrough enpl oyers or individually.

O der, lowincome wonmen in poor health-Ynen age 85
or older with Iimted annual household incone

($5, 000 t hrough $20,000) and with physical or
cognitive health problems. Wonen in this cohort also
are single.

Wonmen with QVB protecti on—Fhe QVB designation refers
to certain |lowincome Medicare beneficiaries for
whom Medi cai d pays their prem um and cost-sharing
expenses. This cohort consists of wonmen who receive
t hat cover age.

O der disabl ed beneficiaries—Beneficiaries between
the ages of 45 and 64 with physical limtations, who
qualify for Medicare as di sabl ed beneficiaries.
Younger, high-inconme beneficiaries—Beneficiaries

bet ween the ages of 65 and 74 with high annual
househol d i ncones ($50,000 or nore). Beneficiaries
in this cohort also are married and have enpl oyer -
based suppl emental insurance coverage.

Table A-1
Criteria for Constructing Beneficiary Cohorts
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Marit al Heal t h Addi ti onal

Cohort Age St at us Sex | ncore Probl ens | nsur ance
El derly
Beneficiaries 65+
Eggg;!z. . Cogni tive
. 'craries 65+ or None
In Poor Physi cal
Heal th Y
A der Low o
| ncone Wnen . $5, 000- Cogni tive
. 85+ Single Femal e or
i n Poor $20, 000 Phvsi ca
Heal t h y
Younger, Enpl oyer -
H gh-lncome  65-74  Married $50, 000+ R4
Lo Based
Beneficiaries
VWnen with
Meets QB
QB . 65+ Femal e Requi renent s QB
Prot ection
a der
Di sabl ed 45-64 Physi cal

Beneficiaries

Not es: Each of the cohorts excludes beneficiaries in Medicare managed care plans,
those residing in nursing honmes, and those with end-stage renal disease
Beneficiaries with cognitive inpairnments include those with Al zheinmer’s disease or
mental or psychiatric conditions. Physical inpairment was identified based on
conbi nati ons of skilled nursing facility use, self-rating of poor health,
l[imtations in activities of daily living (ADLs) or instrumental ADLs, and
presence of particular nedical conditions. The conditions include stroke,

di abetes, rheumatoid arthritis, enphysemn, osteoporosis, and Parkinson’s disease

Source: The Urban Institute’ s 1999 Medicare Projections Model

We use several aspects of health status to define
beneficiaries with “poor health”—+the presence of selected
conditions indicating cognitive inpairment (Al zheinmer’s
di sease or nental or psychiatric conditions) or physical
i mpairment. We identify physical inpairnment by the
presence of selected conditions (stroke, diabetes,
rheumatoid arthritis, enphysenmn, osteoporosis, or
Par ki nson’ s di sease) and conbinati ons of skilled nursing
facility use, self-rating of poor health, and functional
status as measured by limtations in activities of daily
living (ADLs) or in instrumental ADLS.
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PRQIECTI NG BENEFI Cl ARY | NCOVE

To project out-of-pocket nedical spending as a share of
income, we first exam ne incone growth trends and incone
sources for the elderly and ultimately sel ect different
growth rates for cohorts of beneficiaries at different
income | evels. We use annual househol d i ncone information
fromthe 1999 CPS and growth rates from wages and Soci al
Security benefits. Using the CPS, we first calculate the
| atest (1998) nedian per capita income for elderly

Medi care beneficiaries. W obtain per capita figures by
di vi di ng househol d i ncone by the nunber of nmenbers in the
househol d. Conpared with using the CPS s reported incone
of individuals, this nethod better reflects the economc
status of beneficiaries who are married or living with
other relatives. The resulting figure, in 2000 terms, is
$14, 494.

For beneficiaries with nedian annual incomes, we
assume a real annual growth rate of 0.8 percent. At that
rate, nedian elderly income will rise to an estinmated
$17,581 by 2025 (in real terms). That rate is |ower than
hi storical rates of income growth, but is in line with
projections of future growth. For exanple, since 1975
real inconme growth has averaged 1.2 percent per year
however, the 1999 Trustees Reports assune a real growth
rate of 0.9 percent for wages in the future. Since
elderly with nedian incones rely on Social Security
paynments for only about 60 percent of their inconme, a
growth rate between the Social Security and wage growth
rates is appropriate for those beneficiaries. (The real
gromth rate of Social Security incone is zero, since
t hose paynents are pegged to inflation.) W apply the 0.8
percent rate to two beneficiary popul ati ons—+he typi cal
el derly cohort and the ol der disabled beneficiaries
cohort.

For the higher-income beneficiary cohort, a rate
slightly higher than the projected wage growth rate is
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appropriate. For that cohort, we assume a real annual
growth rate of 1.0 percent. For |ower-inconme elderly, who
rely alnost entirely on Social Security paynments and
Suppl enmental Security Income, a sonmewhat |ower rate is
nore realistic. Thus, we apply a real annual growth rate
of 0.5 percent for three | ower-incone cohorts: ol der

| ow-i ncome wonen in poor health; women with QVB
protection; and elderly in poor health w thout additional
i nsurance.

By selecting relatively generous incone growth
rates, we intentionally construct a conservative estimte
of the share of income devoted to health care over tine.
However, over tinme newy eligible beneficiaries will have
hi gher real incomes than current 65-year- olds. Using
relatively high rates also adjust for this change in
popul ati on and i ncome growth over tine.

Finally, to calculate the share of inconme spent on
medi cal care, we divide average out-of-pocket spendi ng by
medi an i ncome. We use nedian i nconme and average spendi ng
because incone is nore heavily skewed than health care
spendi ng—usi ng averages for both variabl es woul d
understate the resulting i ncome share spent on nedical
care. Findings of earlier studies suggest that the npst
accurate measure of the share of income spent on medical
care is derived by calculating that percentage for each
i ndi vidual and then averagi ng those averages. Since we
cannot performthat step with the aggregate-|evel CPI
data, we divide average spending by nedian incone in
order to approximte a nore accurate figure.
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