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THE FUTURE OF MEDICARE

WEDNESDAY, APRIL 13, 1983

U.S. SENATE,
SpeciAL COMMITTEE ON AGING,
Washington, D.C.

The committee met, pursuant to notice, at 9:30 a.m., in room SD-

09 T~ Tahn H
OUa, ri0li. o0l ;;Clnz, chairman “"°G"1‘“U

Present: Senators Heinz, Percy, Pressler, Melcher, and Burdick.

Staff present: John C. Rother, staff director and chief counsel;
Ann Langley and Nancy Kingman, professional staff members; M.
Isabelle Claxton, communications director; Robin L. Kropf, chief
clerk; and Angela Thimis and Kim Heil, staff assistants.

OPENING STATEMENT BY SENATOR JOHN HEINZ, CHAIRMAN

Chairman HEINzZ. Good morning.

Today, we begin the first in a series of hearings by the Senate
Special Committee on Aging on the future of medicare. This morn-
ing, we will focus on the long-term financial plcture for the medical
hospital insurance trust fund.

The fact is that medicare will face major financing problems in
this decade. The speed at which the fund faces depletion and the
magnitude of the deficits are indeed alarming.

Last August, the medicare hospital trust fund was projected to be
sound until 1990 or 1991. Just a few months later, we have learned
that the HI trust fund is expected to be depleted by 1998. The first
chart shows the projected cumulative deficit of the HI trust fund
will equal $300 billion by 1995, and as the second chart shows, this
is largely the result of the cumulative discrepancy between the
growth of revenues, of payroll taxes, and expenditures for hospital
costs. Because the cumulative projected deficit is so large; main-
taining the solvency of the health insurance trust fund will require
major reforms in medicare and perhaps in our health care system
as well.

D
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Congress has just completed consideration of the social security
reform package that will insure the financial integrity of social se-
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curity. Next to social security, nothing is more important to the
health and economic security of older Americans than the medi-
care program. But if we thought we had serious deficit problems
with social security, a crisis of even greater magnitude looms for
the future financing of medicare. .

The deficit projected for medicare over the next 75 years is
nearly three times the deficit that existed in social security before
the passage of the social security package. Several months ago, I
asked Dr. Alice Rivlin, the Director of the Congressional Budget
Office, for an analysis of projections for the HI trust and options
sufficient to meet future deficits. The CBO paper, released officially
by the committee today, shows that medical care costs, particularly
hospital costs, are growing faster than the taxes on payroll which
support it. An important part of any longrun solution must include
measures to control the rapid inflation of medical costs. If medical
costs are not controlled, a difficult choice hetween substantial re-
trenchments in the medicare benefits and large tax increases will
be necessary. :

For that reason, we have asked the witnesses appearing today to
discuss the potential options for maintaining medicare’s solvency
and the impact of these options on beneficiaries.

Our first witness is going to be Dr. Rivlin. Let me first note, how-
ever, that, having been a member of the National Commission on
Social Security Reform, I saw that Commission come with great dif-
ficulty to the constructive, useful, and enactable conclusions that it
did, and skate perilously close to the edge of failure. It seems to
this Senator that because the medicare program, is so intimately
bound to the factors influencing one of the largest segments of our
economy—the health care industry—any attack on only the medi-
care program is likely to result in mere costshifting, when what we
need most is significant reform of our overall health care system. I
do not think that it is possible for anyone to overstate the difficul-
ties that we face in grappling with this issue. Unfortunately, there
is very little groundwork of a careful, thoughtful, and useful
nature that will cost out the kinds of options that are available to
us. One of the reasons that the Social Security Commission was
able to make the kind of progress it did was because it was able not
just to cost out the size of the short- and long-term problems, but it
was also able to cost out with great specificity the options that
were available to the Congress. At this point in medicare, we do
not have the luxury of working with careful cost estimates of the
options that may be necessary for reform.

So we have a very serious problem ahead of us, and it is for that
reason that I am deeply indebted to the Congressional Budget
Office for undertaking one of the first and most comprehensive
analyses of medicare’s financial future. It is not the last word, but
it is a very important statement that will help focus our attention
on this problem.

Senator John Glenn, the ranking minority member of this com-
mittee, and Senator William S. Cohen cannot be with us today be-
cause of prior commitments. They have, however, submitted state-
ments for the record, and without objection they will be inserted at
this point.

[The statements of Senators Glenn and Cohen follow:]
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STATEMENT OF SENATOR JOHN GLENN

Mr. Chairman, I am pleased that the Special Committee on Aging is holding this -
hearing to examine the solvency problem of the medicare hospital insurance trust
fund, and the impact of potential solutions on the trust fund and on medicare
beneficiaries.

During the past few years, congressional debate has intensified over how to re-
strain the growth in Federal health care spending. Of particular concern is medi-
care spending. Behind social security retirement, medicare is the second largest en-
titlement program in the Federal budget. The size and growth of medicare have
made it a target in the budgetary debate, and the solvency of the medicare hospital
insurance trust fund is also at issue.

For the past 3 years, Congress has taken steps to contain medicare spending. The
1981 Omnibus Budget Reconciliation Act reduced medicare spending by $1.4 billion
in fiscal 1982. Last year, medicare provisions were incorporated into the Tax Equity
and Fiscal Responsibility Act (TEFRA) to produce an estimated savings of $2.7 bil-
lion in fiscal 1983 and a savings of $12 billion over the 3-year period from fiscal 1983
through 1985. This year as part of the Social Security Act Amendments of 1983,
Congress passed medicare prospective payment legislation that will fundamentally
alter the way in which the Government reimburses hospitals for medicare services.

Since the program’s inception, medicare has paid hospitals on the basis of in-
curred costs. Many health care analysts have attributed the widespread practice of
incurred-cost reimbursement, automatically paid by public and private health insur-
ance programs, as an important factor in hospital cost inflation. Under the prospec-
tive legislation, future medicare payments will be set in advance and not based on
an individual hospital’s costs, adding risk for hospitals with higher-than-average
costs. Unlike the present system, hospitals effectively containing their costs could be
rewarded because their medicare payments will not go down as a result.

While I am hopeful that the Social Security Act Amendments of 1983 will ade-
quately meet the present and future financing needs of social security’s cash-benefit
retirement and disability programs, the legislation is only one step in addressing the
solvency needs of the medicare program. The National Commission on Social Secu-
rity Reform’s solvency plan deliberately dealt only with the financing needs of
social security’s cash-benefit programs, because Commission members said that
medicare’s problems were problems of the health care system in general and should
only be considered within the broad context of health care cost-containment. Con-
gress then developed and added the medicare prospective legislation to the social
security plan.

Even with recent congressional action, medicare remains the fastest growing part
of this Nation’s social security system. Unlike cash benefits, which bear a direct re-
lationship to an individual’s social security contributions, the level of medicare
benefits provided depends largely upon how sick one becomes and what kind of
medical care is needed. Consequently, medicare benefits may far exceed contribu-
tions into the system. Unlike cash benefits, medicare payments do not go directly to
beneficiaries but instead to the providers of their medical services.

Medicare serves as the major source of health insurance for acute medical serv-
ices for elderly and disabled citizens receiving social security. While less than half of
the health care expenditures of the elderly are reimbursed through medicare, the
program pays for 74 percent of all hospital costs for Americans over the age of 65.

Nearly 29 million people are covered by the medicare hospital insurance program,
nearly 90 percent are 65 and older. This portion of our population is not typical in
its health care needs, resources, or concerns. On average, people over the age of 65
use hospitals at 2.8 times the rate of those under 65, and their hospital length of
stay is 1.75 times as long. Breaking down these figures, according to data from the
Health Care Financing Administration, 9 percent of elderly medicare beneficiaries
accounted for more than 70 percent of the medicare dollars spent in 1979. For many
of these people, medicare was paying for health services provided during the last
year of their life. An estimated 77 percent of older beneficiaries use medicare serv-
ices at a rate that requires program payments of less than $500 yearly. While medi-
care provides insurance coverage for many citizens, relatively few of the program’s
beneficiaries use the bulk of its resources.

Since medicare’s enactment in 1965, life expectancy has increased dramatically in
upper age groups, as have hospitalization rates and certain types of surgical proce-
dures. For some, the quality of life beyond age 65 has also greatly improved. The
doubling of cataract operations is one example of enhancing life for many older per-
sons.
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In terms of Government expenditures, medicare now accounts for more than 60
percent of the Federal health care budget. In fiscal 1982, medicare spending alone
accounted for about 7 percent of Federal budget outlays. Medicare expenditures in-
creased more than 20 percent in 1980 and 1981. Last year, due to savings enacted
the year before and a decline in the growth of health care costs in general, medicare
spending grew by about 16 percent. This still represents a rate of increase more
than 2% times the inflation rate and 3% percent more than the rate of increase in
medical care expenditures for all ages.

Medicare is the largest health care financing program in this country and the
single largest purchaser of medical services in the world. The need to pursue cost-
containment objectives with a program of this size is obvious. However, we must ex-
ercise caution against concentrating all our national health care cost-containment
goals on medicare alone. We must take steps to improve the medicare program, but
cannot restructure our health care system through this program alone.

Rising medical costs are a national problem. Last year this country spent more
than $320 billion on medical services. Medical expenditures are consuming an ever-
growing percentage of our gross national product (GNP). In 1982, health care spend-
ing grew at more than twice the rate of inflation, and represented 10.4 percent of
the GNP, an increase of 0.6 percent from the year before.

Spending for hospital care is the largest component of national health care spend-
ing, accounting for 47 percent of the Nation’s medical bill. In 1982, expenditures for
hospital care increased 16 percent above the previous year, and hospital costs rose
three times the general rate of inflation.

Due to health care inflation, the cost of private health insurance coverage has
been rising rapidly in recent years. As employers pay increasingly higher medical
insurance premiums, these increased costs are manifested in higher prices and, per-
haps, in greater unemployment. Unchecked medical cost inflation which causes
higher prices can mean a weakening of America’s competitive position in the world.

A true effort to address the basic issues of health care cost-containment in an
equitable fashion will require an agenda defined to include more than the medicare
program. We will need to determine the proper resources to address and meet the
health care concerns of our Nation’s young, middle-aged, and older persons. Careful-
ly designed, but not necessarily greatly increased, cost-sharing may be able to play a
constructive role in addressing the medical inflation issue. Methods of paying for
both physician and hospital care that do encourage efficiency and do not encourage
price increases will also be part of the solution.

Simply requiring larger out-of-pocket payments from medicare beneficiaries is not
a promising solution to the financing problems of the medicare program, and by
itself, it is not an appropriate response to those problems. In fact, while increasing
out-of-pocket expenditures alone may buy temporary solvency time for the medicare
hospital insurance program, this bought time may act to deflect attention and effort
away from difficult, yet more hopeful, solutions.

In exploring solutions to health care cost-inflation, we must also remember that
the elderly and disabled Americans served by the medicare program represent an
unusually vulnerable group of citizens. A large majority live on fixed incomes and a
disproportionate number suffer from chronic illnesses. With the bulk of medicare’s
funding now going for rapidly rising hospital costs, little serious attempt has been
given to closing gaps in medicare coverage which still remain, such as outpatient
drugs, basic dental services, and long-term care. These gaps remain a burden and
source of real concern for many other Americans. The financial impact of medical
services not reimbursed under medicare is also considerable. Health care costs for
the elderly not paid by medicare equal almost the same share of income that health
care costs consumed for older Americans before enactment of the medicare pro-

am.
gl‘As the ranking minority member of the Senate Special Committee on Aging, I
look forward to reviewing today’s testimony from our recognized panel of health
care experts on the related subjects of medicare financing and health care cost-con-
tainment. Hopefully, with your help, we can begin constructive debate regarding the
health care financing issues which face our country.

STATEMENT OF SENATOR WiLLIAM S. COHEN

Mr. Chairman, I commend you for scheduling today’s hearing on the serious fund-
ing shortfall facing the medicare program. Adequate and affordable health care is
vital to all Americans, and particularly so in the case of our senior population.

21-733 0—83—2
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The rising cost of medical care is particularly frightening to older Americans,
many of whom live on limited or:fixed incomes and find it difficult to make ends
meet. For these individuals, expenditures for health care comprise a significant por-
tion of their monthly income. I recently heard from one of my constituents, an 80-
year-old widow, who wrote, “It seems like every time I have a prescription refilled
they’ve increased the prices.” Of the $333.75 per month she receives from social se-
curity, $111.32 goes for prescription medicine and health insurance costs. When
fully a third of one’s monthly pay check is eaten up by such costs, which shows no
sign of abatmg, it is no wonder we hear a clamoring for something to be done.

With increasing out-of-pocket expenditures for medicine and routine medical serv-
ices, the existence of a health care program like medicare becomes absolutely vital
to the elderly for their acute care needs: Statistics tell us that health care costs are
disproportionately higher for those over 65 years of age, in some cases 2% times the
cost of care for younger individuals. Complicating the situation is the fact that ap-
proximately 80 percent of the elderly suffer from at least one chronic medical condi-
tion.

Medicare serves as the major source of insurance for acute medical care services
for the elderly and, since July 1973, for disabled persons receiving social security. In
fiscal year 1982, nearly 29 million persons were enrolled in medicare hospital insur-
ance, 90 percent of whom were 65 or older.

Because the medicare program focuses on the acute care needs of the elderly, it
has become an indispensable program for this segment of our population. In 1978,
medicare paid for 69 percent of hospital and physician expenses for the elderly.
Today, that figure is even higher. The program’s financial difficulties, which the
committee gathers today to discuss, thus affect the expanding elderly population of
this country, and we must study thé available options very carefully to insure that a
resolution of this significant problem does not have an undue impact on those who
need extensive health care the most.

The looming medicare deficit, estimated to grow to $300 to $400 billion by 1995,
coupled with the rate at which the program’s costs are expanding—an average
annual rate of 17.7 percent—present a formidable challenge to Congress. The same
sense of urgency and commitment that characterized our recent efforts to reform
the social security system must be repeated in the case of the medicare program,
which now constitutes one of the largest and most rapidly expanding areas of the
Federal budget. In fiscal year 1982, it comprised 7 percent of budget outlays, a huge
percentage for a single program.

Clearly, the average elderly citizen is deeply concerned with skyrocketing hospital
costs and with suggestions that they pay more out-of-pocket for their acute care
needs. But the fact remains that some significant changes will have to be made if
the system is to remain solvent.

The staff of the Aging Committee has put together an objective, frank, and thor-
ough report on the options available to Congress in resolving this issue. While it
paints a pessimistic picture, it does provide us with an excellent basis on which to
begin meaningful discussions.

In addition, the Congressional Budget Office has issued a report entitled “Chang-
ing the Structure of Medicare Benefits: Issues and Options” which provides Con-
gress with sufficient facts and figures that demonstrate the immediate need to take
action.

The medicare financing issue is a complex and emotional issue. But its impacts
are very real and human to the millions of Americans who depend on medicare
benefits for their health care needs. I trust that this hearing and others that follow
will help us identify the various paths we might take in correcting the current situ-
ation.

Again, I commend the chairman and the staff for their work on this issue.

Chairman HEginz. Dr. Rivlin, we welcome you. I just want to
again thank you and your staff for the excellent report you have
given to us. It is statistically very, very solid, and it is the kind of
effort we are gomg to need as we move to try and tackle this prob-
lem.

Dr. Rivlin.
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STATEMENT OF DR. ALICE M. RIVLIN, WASHINGTON, D.C., DIREC-
TOR, CONGRESSIONAL BUDGET OFFICE; ACCOMPANIED BY
PAUL B. GINSBURG, DEPUTY ASSISTANT DIRECTOR, HUMAN
RESOURCES AND COMMUNITY DEVELOPMENT DIVISION; AND
MARILYN MOON, ANALYST, HUMAN RESOURCES AND COMMU-
NITY DEVELOPMENT DIVISION

Dr. RivLiN. Thank you very much, Mr. Chairman.

I am delighted to be here as you tackle this very difficult prob-
lem. I would agree with your analysis that it is perhaps the most
difficult problem that the Congress will face in the upcoming years,
considerably harder for a lot of reasons than the social security
problem, as you noted.

Total medicare outlays have been growing at an average annual
rate of 17.7 percent since 1970, largely because of rapidly rising
medical care costs, and CB(O projections suggest continued high
growth. This projected growth in outlays threatens the solvency of
the hospital insurance trust fund, which is financed almost exclu-
sively by payroll taxes.

As indicated in the Congressional Budget Office report prepared
for this committee, without changes in current law, the HI trust
fund would be depleted by 1988 and, by the end of 1995, would
have a cumulative deficit of about $300 billion, as figure 1 in my
prepared statement shows.?!

The urgency of the HI financing problem has overshadowed the
equally serious problems in the other part of medicare—supple-
mentary medical insurance or SMI. Although SMI does not face in-
solvency in its trust fund, because transfers from general revenues
are required by law, its increased outlays, which account for about
one-third of total medicare expenditures, are adding significantly to
the Federal deficit. .

My testimony this morning will discuss, first, the factors that
contribute ‘to the growth in medicare outlays and the scope of the
problem facing both portions of medicare in the next few years,
and second, the tradeoffs among general options for dealing with
this problem.

Medicare serves as the principal insurer of acute health care ex-
penditures for 29 million elderly and disabled persons. It reim-
burses hospitals and most other providers directly for the costs of
covered services used by enrollees, with HI paying for short-stay
hospital inpatient care and SMI covering physician visits, outpa-
tient services, and other miscellaneous medical care. In fiscal year
1982, medicare outlays totaled $50 billion, of which $35 billion was
for HI.

In HI, most of the projected growth in outlays stems from higher
expenditures per person rather than growth in the number of
beneficiaries. For example, over the period 1982 to 1995, hospital
costs attributable to medicare beneficiaries are projected to grow at
an average annual rate of 13.2 percent, of which growth in the
number of beneficiaries and their increasing age explain only 2.2
percentage points. Slightly over half of the higher per capita ex-
penditures is expected to come from rising prices that hospitals pay

1See page 13.
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for labor and other inputs. The remainder is due to increased serv-
ictis provided per patient and higher rates of admissions to hospi-
tals

The projected HI deficit results from the fact that the earnings
that are taxed to provide the fund’'s revenues are projected to grow
much more slowly than hospital costs—7 percent per year as com-
pared to 13.2 percent. As a consequence, despite the significant pro-
gram cuts enacted in 1981 and 1982, balances in the HI trust fund
will start declining in 1984 and be depleted within 4 years.

Like HI, outlays under SMI are also projected to increase rapid-
ly, by almost 16 percent per year through 1988. This growth is ex-
pected to result from increases in the amount paid for each service,
more services delivered per beneficiary, and changes in the mix of
services toward more costly procedures.

Financing for SMI, in contrast to HI, is based on premiums paid
by enrollees and on appropriations from general revenues. The
monthly premiums, now $12.20, are currently set so as to insure
that beneficiaries pay approximately one-quarter of the costs of
SMI. After 1985, however, the premium increase will again be lim-
ited to the increase in the Consumer Price Index. Between 1972
and 1982, this type of limitation led to a decline in the share of
SMI outlays covered by premiums from the originally legislated 50
percent to the current share of 25 percent.

Since by law appropriations from general revenues to SMI must
be sufficient to guarantee solvency of the trust fund, SMI does not
face a financing crisis per se. Rather, concern arises over this part
of medicare because the projected growth of SMI is so much higher
than the growth of general revenues—that is, Federal tax revenues
not earmarked for specific purposes.

Under current projections, general revenue contributions would
have to rise about 17 percent per year to finance the growth in
SMI. Figure 2 in my prepared statement illustrates the projected
growth in SMI outlays and premiums. Such growth would increase
the share of those revenues from 3.7 to 5.7 percent of the Federal
tax revenues not earmarked for other uses. If general revenue con-
tributions to SMI were restricted to a rate of growth that would
leave their share of general revenues unchanged, outlays would
have to be reduced by almost $27 billion over the 1984 through
1988 period.

As to options, medicare’s financing problems reflect the increas-
ing medical care costs occurring throughout the health care
system. In 1982, 10 percent of the gross national product was devot-
ed to medical care, up from only 6 percent in 1965. Since medicare
finances services purchased from the private sector without any re-
striction on the beneficiary’s choice of provider, systemwide
changes in the delivery of medical care may be necessary to slow
the growth of medicare outlays.

Since most broad reforms that would control system costs are not
likely to have a major impact on medicare outlays in the short run,
however, it will also be necessary to make program changes that
directly affect outlays or revenues. Moreover, the deficit in the HI
trust fund is of such a magnitude that resolving it through any
single change in medicare is unlikely to be politically acceptable.
Some combination of available options will likely be required, af-
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fecting three basic groups—that is, providers, beneficiaries, and
taxpayers.

One major strategy for reducing the growth in medicare outlays
‘would be to limit the amounts that medicare pays to providers—
that is, hospitals and physicians. To the extent that costs of provid-
ing services would be shifted to other payers, however, this ap-
proach would pass the effects of the cuts onto other users of health
care.

Changes in hospital reimbursement. In the last year, the Con-
gress has enacted major revisions in medicare hospital reimburse-
ment. The Tax Equity and Fiscal Responsibility Act of 1982 re-
duced reimbursements substantially and initiated a transition
toward a prospective reimbursement system. The 1983 Social Secu-
rity Amendments speeded the move to prospective reimbursement
and chose diagnostic-related groups, or DRG’s, as the basis of pay-
ment. Prospective reimbursement carries strong incentives for hos-
pitals to contain costs, since hospitals that provide less costly care
can keep the difference between their reimbursements and actual
costs, while less efficient hospitals do not recoup all their costs.

But the legislation left unresolved a major question—how tight
the prospective rates are to be after 1985. This is to be decided by
the Secretary of Health and Human Services, advised by an inde-

- pendent commission. By 1985, reimbursements are projected to be
about 9 percent below the level they would have been if they had
continued to be based on actual costs. The Secretary might choose
to maintain this 9-percent gap or might continue to tighten the
limits further—for example, by continuing the formula specified
for 1984 and 1985.

While successive tightening of reimbursements could cut Federal
outlays substantially if applied only to medicare reimbursements
and not to those of other payers, it would run a substantial risk of
reducing beneficiaries’ access to quality care.

Changes in physician reimbursement. Currently, the level of re-
imbursement received by physicians under SMI is based on “rea-
sonable” charges, which may not exceed the lowest of physicians’
actual charges, their customary charges for that service, or the ap-
plicable prevailing charges in the locality. Since 1976, annual in-
creases in prevailing charges have been limited by an economic
index designed to cut growth of physicians’ reimbursements. By
1981, average reimbursable charges were 32 percent lower than
actual submitted charges.

Mr. Chairman, are you eager to observe a time limit on the testi-
mony.

Senator PErcY [presiding]. I think I would leave it to your judg-
ment as to whether you want to complete your statement. That is
perfectly all right.

Dr. RivuiN. I would be happy to complete it, but——

Senator PErcy. If you want to summarize it, the entire text of it
will be incorporated in the record. Regretfully the chairman had to
go to the floor for his amendment, and I have to go to the floor
when he comes back to manage the Adelman nomination. So it will
just depend on whether you want to complete the statement in full
or go to questions.
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Dr. RivuiN. Well, let me finish reading it. It will take about 5
more minutes to finish it, and I think that will be the most useful.

Senator PErcy. Fine.

Senator Burbick. I will be here to listen.

Senator PErcy. Good, good.

I will be here for 45 minutes, so we have time.

Dr. Rivuin. Fine.

One way to cut Federal costs further would be to apply more
stringent limits to the growth of “reasonable’” charges. For exam-
ple, the administration has proposed freezing all physicians’ reim-
bursement rates for 1 year. _

Alternatively, there could be more basic changes in the structure
of reimbursements for particular services or types of physicians.
For example, the growth in fees for surgery could be limited for
several years. Many contend that our medical care system overem-
phasizes surgery and other acute procedures relative to primary
care. Changing relative reimbursements could influence this mix of
medical services.

As long as physicians are not required to accept assignment,
however—that is, as long as they are permitted to charge patients
in excess of “reasonable” charges—budget savings resulting from
reduced reimbursements might be achieved mostly at the expense
of higher costs for beneficiaries. To avoid this, limits on growth in
physicians’ fees could be combined with a change in rules concern-
ing assignment. Physicians could be required to accept assignments
or be encouraged to do so by paying higher reimbursements to
those who do. While these options could limit the additional
charges that would be passed on to beneficiaries, they could also
result in some physicians refusing to participate in medicare,
thereby limiting beneficiaries’ access to care.

Beneficiaries are now required, under both portions of medicare,
to share some of the costs of covered services. Hospitalized benefici-
aries must pay a deductible amount in each benefit period, but are
not liable for additional cost sharing until they have been confined
for more than 60 days. Under SMI, the most important cost shar-
ing is the 20 percent of each covered service that must be paid by
the beneficiary once a relatively small deductible has been met.

Beneficiaries could pay a greater share of the costs of medicare-
covered services through higher premiums, deductible amounts, or
coinsurance. Such changes could generate large amounts of Federal
savings, although they would do so by substantially increasing out-
of-pocket costs for the elderly and disabled. While beneficiaries
have not been subject to major increases in cost-sharing to date,
they already pay about one-fourth of the rapidly rising costs of
medicare-covered services and even more for other health services
not covered by medicare.

In general, choosing among strategies for having beneficiaries
pay a greater share of costs involves important tradeoffs. For ex-
ample, increases in costs to beneficiaries across the board—such as
through premiums—would affect large numbers of beneficiaries,
but each by a small amount. HI currently has no premium, and if
the goal is to spread the costs among beneficiaries, such a premium
might be considered.



11

On the other hand, options that are tied to the use of medical
care services, such as a required payment for each day of hospital-
ization, might result in somewhat lower use of health care services,
but would concentrate the additional liability on the small portion
of beneficiaries who already have the highest medical expenses.
Such persons might be protected through catastrophic limits on the
liability of any one beneficiary, but this would diminish substan-
tially the Federal savings from cost-sharing.

The administration has proposed several changes that would di-
rectly affect beneficiaries, including an increase in the SMI premi-
um and an expansion of hospital coinsurance, combined with a cat--
astrophic cap on liability for hospital bills. The SMI premium
would rise gradually over time to a maximum of 35 percent of the
average SMI benefits, reducing general revenues required for SMI
by $8.6 billion over the 1984 to 1988 period. 4

The coinsurance proposal woild effectively shift the burden of
costs from those who have very long hospital stays to those with
shorter periods of hospitalization. The proposal’s catastrophic pro-
tection would substantially decrease costs for less than 1 percent of
medicare beneficiaries, while increasing coinsurance for the nearly
one-fourth of medicare beneficiaries with hospital stays of fewer
than 60 days. The net results of these effects would be 5-year
budget savings of $8.4 billion.

A third approach to maintaining the solvency of the HI trust
fund would be increased taxes—higher payroll taxes or transfers
from general revenues. But any tax increase implies that current
taxpayers would be supporting a level of benefits for medicare par-
ticipants that already is well in excess of contributions made by
such individuals. Further, if SMI outlays were not also reduced, in-
creased individual and corporate income tax revenues would be re-
quired to help finance those benefits. On the other hand, this ap-
proach would avoid increasing beneficiaries’ out-of-pocket costs for
medical services or reducing their access to quality care.

The payroll tax contributions by employees and employers are
now scheduled to rise from the current 1.3 percent of covered
wages to 1.35 percent in 1985 and 1.45 percent in 1986. Combined
with other scheduled increases in social security payroll taxes, this
means that these rates will increase by 1.9 percentage points, or 31
percent, between 1975 and 1990. Further increases could cover the
HI trust fund deficit but might have adverse effects on employ-
ment, since the cost to employers of hiring workers would rise.
Moreover, social security payroll taxes are already accounting for
an increasing share of total Federal revenues, rising from 26 per-
cent in 1980 to 33 percent in 1988, and this approach would exacer-
bate this trend.

General revenues could be used to aid HI, as well as to maintain
SMI at its projected levels. Medicare benefits, unlike social security
retirement benefits, are not related to the amount of payroll contri-
butions made by beneficiaries, and hence might be appropriately fi-
nanced by taxes from all sources. This approach would not change
the overall tax burden compared to increased payroll tax rates,
however, it would merely redistribute it. Moreover, the projections
of continued high Federal deficits imply that higher taxes of var-
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ious sorts might be needed to replace revenues used to-finance
medicare.

In conclusion, Mr. Chairman, the projected growth in medicare
poses problems for controlling the Federal deficit and for insuring
the solvency of the HI trust fund, a problem whose magnitude,
without changes in current law, will continue to expand for the
foreseeable future.

There are various options, and they are all difficult. The CBO
stands ready to help the committee as you think about them.

Senator Percy. Dr. Rivlin, I thank you very much indeed.

[The prepared statement of Dr. Rivlin follows:]

PREPARED STATEMENT OF DR. ALicE M. RivLIN

Total medicare outlays have been growing at an average annual rate of 17.7 per-
cent since 1970, largely because of rapidly rising medical care costs, and
Congressional Budget Office (CBO) projections suggest continued high growth. This
projected growth in outlays threatens the solvency of the hospital insurance (HI)
trust fund, which is financed almost exclusively by payroll taxes. As indicated in a
CBO report prepared for this committee, without changes in current law the HI
trust fund would be depleted by 1988 and, by the end of 1995, would have a cumula-
tive deficit of about $300 billion (see figure 1).1

The urgency of the HI financing problem has overshadowed the equally serious
problems in the other part of medicare—supplementary medical insurance (SMI).
Although SMI does not face insolvency in its trust fund, because transfers from gen-
eral revenues are required by law, its increased outlays—which account for about
one-third of total medicare expenditures—are adding significantly to the Federal
deficit.

My testimony today will discuss: The factors that contribute to growth in medi-
care outlays and the scope of the problem facing both portions of medicare in the
next few years; and the tradeoffs among general options for dealing with the prob-
lem. ’

1 The recent passage of the Social Security Amendments of 1983 has resolved some of the un-
certainty about the projected size of the deficit, making the $300-billion estimate contained in
the CBg report more relevant than the re&rt’s $400-billion estimate. For a discussion of the
general HI financing problem, see Special Committee on A%ing, U.S. Senate, committee print,
‘Prospects for Medicare’s Hospital Insurance Trust Fund,” 98-17 (March 1983).
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Figure 1.
End-of-Year Balances in the Hospital Insurance Trust Fund
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SOURCE: Preliminary CBO estimates.

NOTE: The figures presented here assume that the hospital reimbursement payment rates created
under the Social Security Amendments of 1983 will be updated yearly so as to maintain
the same level of stringency 2s would have occurred if the Tax Equit