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Introduction 

Age fifty is a symbolic marker for most of us. On July 27 and 28, 1965 Congress the 
House and Senate passed the Medicare bill, which was signed by President Johnson on 
July 30th.  Thus, in a little more than two years we will celebrate the 50th birthday of 
Medicare, which is with little doubt the most significant health legislation in the history 
of the country.i 

Most of the key participants in the battle for Medicare are gone, and in many ways the 
country is a very different place.  The Viet Nam War had not yet escalated into a major 
conflict.  Cars made by General Motors and Ford represented the dominance of American 
industry in the world. The first of the baby boom generation was entering college, and it 
was not yet understood that this bulge in the population was about to end.  In the nearly 
five decades that have passed Medicare has become the centerpiece for financing the 
American health system, and two generations of the elderly have used the program to pay 
their health expenses after retirement. 

In 1966 the 19 million Medicare recipients represented almost 10% of the population.  If 
we exclude the nonelderly disabled, who were not part of the original Medicare 
population, the current 39 million Medicare recipients are 13% of the population. If we 
include the disabled, the number is 47 million.  In less than two decades the Medicare 
enrollment is expected to grow to 81 million by 2030.  Medicare spending in 1968 
represented .6% of GDP. Today it is 3.6% of GDP, and is projected by the Medicare 
Trustees to be 5.1% of GDP by 2030, when the first of the baby boom generation will be 
in their early 80s. 

As Medicare approaches age fifty, we celebrate its success and worry about whether the 
organizational and financial premises on which the policy was constructed are sustainable.  
A long shelf of excellent books has been written on the subject of Medicare over the last 
five decades, and surely more will be added.  This little paper seeks the modest goal of 
exploring the central policy ideas that have evolved around the Medicare program. For a 
program as large and expansive as Medicare, it is remarkable in its consistency over time. 
The Medicare program in 2013 is in most fundamental respects very much like the 
program that began to pay doctors and hospitals in July 1966 for the services they 
rendered to those 65 and over.  

 

                                            
i The companion Medicaid piece (Title 19 of the SSA of 1935) has grown to be almost as 
significant a Medicare, but would have never become law on its own in 1965, and the Affordable 
Care Act of 2010 has yet to demonstrate the comprehensive reach of Medicare. 
 



 

After a brief consideration of why ideas are important for understanding policy and the 
process by which ideas shape the formulation and revision of policy, we will examine 
three large central Medicare policy ideas.  In the concluding sections of the paper a 
political analysis will appraise the nexus of ideas and policy-making in the evolution of 
Medicare to date as well as offer parting thoughts on the critical decade between 
Medicare’s fiftieth and sixtieth birthdays.  

Policy Ideas- Why Do They Matter? 

They float around in the “policy primeval soup” according to John Kingdon.1 Beland and 
Cox see them as “causal beliefs about social phenomenon” 2 New ones can disrupt 
existing policy networks.3  They “instill in policy actors the passion and drive for political 
engagement and confrontation”.4  “Coherent systems” of them can constitute a policy 
paradigm that becomes the lens that filters interpretative information.5 

These policy theory discussions refer, of course, to policy ideas. Kingdon quotes Keynes 
as observing that ideas—right and wrong- rule the world”6 Following Kuhn, Hall, 
Beland-Cox and others have observed policy paradigms are clusters of ideas that both 
dominate policy discussion and shape the causal belief systems that determine how 
participants in policy networks view ideas as they float in the primeval soup.7 

Two decades ago Sabatier lamented that political science too often neglected the force of 
ideas to concentrate instead on institutions and political behavior.8  The subsequent policy 
studies literature has rendered this observation less relevant, as there is now a rich 
conceptual and research exploration around the significance of ideas in the formulation 
and modification of policy. 

The focus of this paper will be policy ideas that have been crucial to the debates about 
Medicare that have taken place over the past five decades and are likely to continue into 
its sixth. Kingdon aptly observed that it both hard to precisely trace the origins of policy 
ideas (because they emerge from the primeval soup at an opportune time and have 
undergone metamorphosis in the process), and that the origin is trivial compared to 
understanding why the idea took hold and grew at a pivotal time in the process.9 

For our purpose here policy idea refers to an integrated set of proposals designed to 
address a problem that has a place on the policy agenda. The idea may have quickly 
emerged in response to events that created a threat or opportunity, or it may have been 
percolated for years in the primeval soup of one or more policy communities.  Such long-
term ideas might emerge periodically in response to an immediate agenda and then, if not 
adopted, slink back into the mud until the next opportunity. No doubt one could find 
dozens of such ideas in the fifty years of Medicare public discussion, but we will 
concentrate on the handful that have both been at the center of discussion and have 
seemed to have persisted over time, even as some of the elements have been transformed. 

The related concept of the policy paradigm also serves a useful purpose in this discussion. 
Hall and others have found clusters of ideas that are adopted by policy communities as 
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belief systems.10  When a strong policy paradigm exists this belief system can be a 
powerful interpretative filter that rejects new ideas. Ultimately if the psychological 
attachment to a policy paradigm within a policy network leads to resistance to change 
over time, even in the face of evidence of serious problems, then conditions may be 
propitious for the emergence of a new policy paradigm that may ultimately supplant the 
dominant one. 

In the sections that follow, the paper will begin by exploring the dominant Medicare 
policy paradigm as well as an alternative formulation that has emerged in the last decade 
and a half to challenge the status quo. Additionally, there are three policy ideas that have 
been at the center of Medicare debates for decades and are likely continue as focal points 
in the decade ahead.  

Medicare Big Ideas 

Central Policy Paradigm 

The origins of Medicare as a policy idea can be traced back almost a hundred years to the 
early years of the 20th century.11 President Franklin D. Roosevelt’s social insurance 
advisors wanted to include health care as part of the Social Security legislative package, 
but this was rejected because of anticipated opposition that might threaten the entire bill.  
A decade and half later President Truman proposed a National Health Insurance plan 
identical to the earlier proposal, but Congress ignored it. In the 1950s the cadre of 
academics/social security administrators who had developed the National Health 
Insurance idea decided to scale back the proposal to only apply it only to retirees, who 
were left out of the expanding work based system.12  The idea had apparently first been 
suggested by Dr Thomas Parran of the Public Health Service in 1937. He suggested it as 
an interim step.13 

Since the New Deal era there has been a health policy advocacy coalition or policy 
network that has nurtured and advocated the social insurance approach to financing 
health care.  I have previously labeled them “Social Insurance Advocates”.14 By the mid 
1960s they succeeded in achieving the enactment of their goal of expanding the social 
insurance system to include national health insurance for the elderly with the passage of 
Medicare.  

At the time Medicare was enacted social insurance advocates saw Medicare as the first 
legislative step toward a single universal national health insurance. When Senator Ted 
Kennedy, as the crown prince of the Democratic party, took up the banner to advocate for 
this idea in the late 1960s, most assumed it would be enacted within a short period of 
time. The Viet Nam War, impeachment politics, and a growing conservative and anti-
government strain of public opinion all worked against achieving this goal in the 1970s.15 

In the ensuing decades universal national health insurance has remained an ideal for some, 
but its decline as a practical goal is illustrated by the almost complete support by social 
insurance advocates of the Affordable Care Act of 2010.  This probably signals the end of 
the prospect for a single national program to finance all health care. 
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However, the social insurance advocates policy network continues to strongly promote 
sustaining Medicare as a public insurance program. There is a regular flow of books and 
articles that uphold the idea and offer supporting analysis.16 The National Academy of 
Social Insurance is a formal organization of scholars and researchers, and their 
publications represent an effort to strengthen and defend the social insurance principle.  
Their 1999 report, “Medicare and the American Social Contract” still represents a cogent 
argument for Medicare as social insurance. 17  

The core of the social insurance idea is that a public social insurance program is the best 
way to provide for the financing of health care.  Everyone is part of the same large risk 
group, which accommodates the large variations in individual yearly expenses incurred. 
There is a sense that everyone has a stake in the system because the rich and poor, the 
healthy and sick all share the same insurance program.  Current beneficiaries pay part of 
the cost of the program through premiums and cost sharing, but most of the cost of the 
program is borne by the working public through payroll and general tax revenue.  The 
working public, who are not yet eligible for the program, but will be at age sixty-five, 
raises most of the revenue. Thus, it is an intergenerational transfer program with an 
implied social contract. This generational compact guarantees health insurance coverage 
upon retirement as the trade-off for contributions to the program during one’s working 
years through payroll and income tax payments. It is a shared national benefit of 
citizenship, not a welfare program for the poor. The identical argument on the principle 
of social insurance has been the core belief of those who support Social Security. In fact 
the same people often make the arguments.  

Social insurance advocates never envisioned a British style National Health Service with 
the public sector as owner of all health facilities and employer of all employees. Rather 
the scope of government’s role allows it to maintain an arm’s length relationship with 
doctors and hospitals as paymaster to private sector health providers. This division 
between government as collector of Medicare revenue through the taxing power, and 
payer through a system of administratively determined prices for services has created the 
largest fault-line in the system.  

Judith Feder observed that in the early days of Medicare’s implementation that the 
mindset of the original administrators was one of fair payment for rendering health 
services to beneficiaries.  Later when costs began to rise more sharply than projected and 
threatened the sustainability of the program, a series of policies to control spending were 
enacted and implemented.18  As early 1967 Herman and Anne Sommers in their book 
Medicare and the Hospitals: Issues and Prospects raised doubts about the long-term 
viability of cost-reimbursement as a way to pay hospitals.19 In less than a decade all 
social insurance advocates recognized the fatal flaw in cost-based reimbursement, but 
struggled to find an acceptable alternative. ii 

Thus, the social insurance policy paradigm has its origins in the early 20th Century and 
has been sustained and expanded by succeeding generations of scholars and policy 

                                            
ii More on ideas around reimbursement will be provided below 
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research experts. Many elite opinion-makers (journalists, politicians, etc) fully accept and 
support the paradigm.  To the extent that policy paradigms filter down to the general 
public there remains a sense of Medicare as appropriately a public program, even if all 
the administrative details are not fully understood. 

Rise of Alternative Paradigm: Premium Support 

It is Alan Enthoven’s fault! Beginning in the late 1970s Enthoven began to argue for 
what might be called the “Kaiserization” of health finance and organization.  He named it 
“managed competition”.20  Enthoven first articulated an idea for organizing health finance 
that involved market competition, but was an annual competition for consumers who 
would select an organization to deliver their health services.  Employers would assist in 
subsidizing premium costs, but the individual would select their insurance carrier. The 
first articulation of this idea was a response to an invitation by President Carter’s 
Secretary of HHS, Joe Califano. This occurred when the Carter Administration was 
preparing its National Health Insurance proposal.  Enthoven’s idea was not accepted, but 
he wrote about it in a New England Journal of Medicine piece among others.21 

In reality the idea can be traced even further back in time.  The Kaiser system of HMOs 
in California had been a significant part of the health system since soon after WWII, but 
the model had not significantly expanded elsewhere. CALPERS (the California public 
employee system and the FEHBP (federal employees system) were examples of broad 
funding mechanisms in which individuals with a common third-party funding source 
could select from among competing insurance companies or HMOs.   In Enthoven’s view 
these “purchasing cooperatives” would be the marketplace with health providers 
organizing themselves into units similar to Kaiser HMOs.  Beneficiaries would choose 
among competing Kaiser-like HMOs on the basis of a calculation of price/value.  Only 
part of the cost would be subsidized, providing an incentive to select the HMO that 
offered the best value for the price. 

This idea was partially validated when the Clinton reform proposal used this model as the 
organizing principle for his comprehensive health reform proposal. From the mid-1980s 
forward businesses began to be alarmed by the rapidly rising cost of health care. With 
varying levels of comprehensiveness and enthusiasm many large corporations began 
supporting HMOs, managed care, and consumer choice. The Clinton plan never left the 
runway in Congress.  But, within a few years a new Medicare policy paradigm had 
emerged around the idea of managed competition.  

Jonathan Oberlander in his insightful book on Medicare chronicles the national consensus 
that existed around the program from its early days until the political upheavals of the 
mid-1970s when an alternative paradigm began to emerge as a serious contender for the 
dominant way to perceive how we as a nation ought to organize the financing of health 
care for retirees.22  There were several factors that contributed to the end of the Medicare 
consensus.   One was the dire projections of the Medicare Trustees for the sustainability 
of the program to the end of the 1990s.  Thus, Medicare was elevated to an agenda item. 
In 1995 the new Republican majority in Congress was concerned about the short-term 
threat of Part A-“bankruptcy”, but also raised alarms about the long-term problems with 
the program when baby boomers began to retire in a little more than a decade. It was hard 
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to see how the federal budget could be balanced in future years without reducing the 
trajectory of Medicare spending.  

In the preceding decade managed care and use of market competition to reduce health 
care spending growth had been the mantra for corporations newly worried about the 
impact of employee health insurance costs. In retrospect it should be no surprise that 
Republicans in Congress would see this as a viable idea to change Medicare as costs were 
reduced.   

In a 1995 issue of Health Affairs, Medicare policy scholars of various political 
persuasions weighed in on the how Medicare might be transformed from a social 
insurance system to one that essentially provides a voucher to Medicare recipients to use 
in purchasing a private insurance plan. It came to be called a “premium support” 
approach because the idea envisioned a major subsidy by the Medicare Administration to 
make the premium affordable.23  

In 1995 the Republican proposal to make this change in Medicare failed to become law 
when President Clinton choose to let the federal government shut down rather than sign 
the bill. In this showdown the President ultimately prevailed, although the subsequent 
compromise legislation created more choice for Medicare recipients under the expanded 
Medicare +Choice option.  A few years later the Bipartisan Commission on the Future of 
Medicare came one vote short of recommending a premium support system near the end 
of the Clinton Administration.24 

Early in the Bush Administration there were initial attempts to use the pending 
prescription drug legislation to begin a transformation of Medicare to the premium 
support approach, but even many Republicans in Congress resisted. 25 When Republicans 
regained control of the House of Representatives in 2010 their alternative budget 
proposal prominently featured shifting Medicare to a premium support system for those 
under 55.26  This issue became a prominent piece of the Presidential campaign debate in 
2012. 

Over the past two decades a comprehensive Medicare policy paradigm has emerged. 
Let’s call it the Consumer Choice approach.  The policy network advocacy coalition 
supporting this other way of viewing the Medicare program I have elsewhere referred to 
as Consumer Choice Champions.27 

In this alternative belief system Medicare recipients would be better served and the 
program would be more fiscally sound if the federal government ceased to pay providers 
on behalf of beneficiaries, and instead provided them with the equivalent of a voucher to 
cover most of the cost of purchasing a private insurance policy in something like a 
purchasing exchange to evaluate their options.  

They believe this competition would better restrain costs than the Medicare 
administrative price system, and would allow the Medicare system to be more flexible 
and adapt to changes in technology and medical practice. Since the financial 
responsibility of the federal government would be limited to the value of the voucher 
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each year, it is more likely that the federal government would be able to keep its costs 
within the range of revenue collected annually.28 

 Paradigm shift and exercise of power 

Beland and Cox argue that ideas are “causal beliefs about social phenomenon.” Clusters 
of these ideas may constitute a policy paradigm. 29 Such paradigms are not just debating 
society positions, but represent core beliefs of policy process participants.30  For most of 
the past twenty years these two competing paradigms have formed the intellectual case 
for either maintaining the Medicare status quo or transforming it.   

The argument is unlikely to be settled on its merits.  Both sets of protagonists can and do 
offer cogent arguments for their position. No set of computer models will settle the 
question of which paradigm offers the best set of ideas for the future.  We will discuss 
below a political analysis of how ideas and the exercise of power intersect in the process 
of picking winners and losers in a paradigm debate.  

 

Big Idea 2—program sustainability 

Will Medicare last another fifty years?  In the midst of seemingly incessant media 
coverage of the latest “Perils of Pauline” budget drama in Washington it is hard to avoid 
concluding that Medicare is about to fall into a huge policy sinkhole and disappear from 
sight before tomorrow morning. 

This second major policy idea is the persistent sustainability threat that keeps pushing 
Medicare back on the policy agenda. One needs to have only a passing acquaintanceship 
with the Medicare policy literature of the past forty years to see the issue of sustainability 
has been a constant subject of discussion.31 For those who wish to argue for major 
changes in Medicare the threat of insolvency is a handy cry to push Medicare back onto 
the agenda. 

One of the pieces of received wisdom among Medicare aficionados is that the Social 
Security actuaries in 1965 seriously underestimated how quickly the program would 
grow and thus abetted a solvency crisis within the first few years of the program that has 
never disappeared.  However, Somers pointed out in his 1967 book that hospital costs had 
been increasing much faster than the CPI for several years before Medicare was enacted. 
He indicated the actuarial estimates had attempted to be conservative, but still might not 
be accurate.32  Robert Myers, the actuary responsible for the estimates, years later pointed 
out that if one compares actual future expenses as a percent of taxable payroll rather than 
in dollars the original estimates were not so out of line.33  The unexpected factor was the 
strong inflationary trends in both the economy and the health industry that began with the 
escalation of the Viet Nam war soon after the Medicare enactment. 

Nevertheless, it has become a standard assumption that Medicare costs have been “out of 
control” since the early days of the program. Since the Part A Trust Fund is solely 
dependent on the payroll tax if health costs are rising faster than growth in the economy, 
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the projections will mark a line in the sand showing when the fund will have less cash 
than needed to pay hospitals.   

By 1970 the Medicare Trustees were projecting this to happen in two years. In the 
decades that followed the pattern persisted.  Health industry inflation coupled with 
economic slowdowns resulted in a threat to the solvency of the Part A Trust Fund.  Each 
time the doomsday approached Congress would take some action, increasing revenue or 
reducing reimbursements, to alter the projection trajectory. By 1975 the Trustees saw a 
twenty-year solvency. The pattern persisted.  

Patashnik and Zelizer argue that the Trust Fund structure of Medicare was a conscious 
attempt to assure cost restraint was a constant program goal with an automatic elevation 
to the policy agenda when program expenditures began to outrace inflation.34 Whether 
intentional or not, the consequence has been to elevate potential insolvency to an idea 
that has become an essential characteristic of the program. 

Richard Forster and Kent Clemens of the office of the CMS Actuary have usefully stated 
that the financial status of the Medicare Trust Funds is a fairly straightforward calculation. 
Likewise, the impact of Medicare on the federal budget can be determined without much 
disagreement. Sustainability, on the other hand, poses the question of whether or not the 
program will meet its substantive goals in a fiscally acceptable manner. This is a political 
judgment about success at what cost.35 

In the debate over sustainability there has frequently been a presumption that the Part A 
Trust Fund structure is immutable, program spending trends will never change, or that 
new sources of revenue can never be considered. The Medicare Actuary, and 
Congressional Budget Office are the official sources of financial projections.  They 
utilize standard sets of rules as the basis for their projections. The statute requires the 
Medicare Trustees to publish long-term projections, but Joseph White has critiqued the 
use of these estimates as a basis for policy-making. He argued that use of projections of 
current policy over decades into the future distorts current assessment of program options 
because there are too many variables in which small shifts can lead to very different 
conclusions. White contends the long-term estimates bias policymakers toward 
comprehensive and radical program change.  In his view regular incremental change and 
adjustment has and will produce a better outcome.36 

The sustainability policy idea plays out in several ways.  First is the question of Part A 
Trust Fund solvency. The Trustees annually project current revenue and expenditure 
trends for the Hospital Insurance Trust Fund and after accounting for the existing surplus 
estimate when the Fund will no longer have sufficient revenue to pay for all services. The 
most recent projection is for insolvency in 2024.37 

The CBO annually projects anticipated federal revenues and expenditures over the next 
ten years. This budget projection looks at Medicare spending as a whole without a focus 
on the individual trust funds or program components. In particular the CBO projections 
focus on Medicare spending as a share of the total federal budget. There are tables 
produced that show projections beyond ten years, but they reflect the same uncertainty 
problems White has cited.  The CBO projects federal health spending in both adjusted 
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dollars and as a percent of GDP. The most recent estimate is that for 2012 Medicare 
spending will be 3.7% of GDP.  Their twenty-five year projection is for this to rise to 6% 
by 2037.38  As a share of total federal spending Medicare was 15.1% in 2010 and will 
increase to 17% by the end of the decade.39 The CBO analysts recognize the fragile 
nature of these projections but are limited by the neutral constraints of the agency 
protocols. 

The sustainability idea plays out in the policy arena when participants seek to use the 
projections to support policy change that would move the projections downward.  If for 
example, Congress passed legislation this year that stated those over age eighty would no 
longer be eligible for Medicare, this would immediately have a very positive impact on 
the Medicare spending projections. Medicare would be seen as sustainable for decades. 
This “saving” does not render it a good policy.  There is zero chance such legislation will 
pass, but other less radical proposals have been seriously proposed.  

Despite assumptions that may create anomalies, the Trustee and CBO projections 
represent the official statements of the long-term program health.  Even with recognized 
flaws, they are the standard starting point for discussion of Medicare’s future. In the 
policy debate, the interpretation of the impact of spending growth diverges widely.40  

Sustainability is in the eye of the beholder.  

At what share of GDP is Medicare no longer sustainable? 

How much of a Medicare share of total federal spending is too much to sustain? 

Should the Medicare program be radically changed to make it sustainable for the 
next several decades? 

Will incremental program changes limit the growth of program spending 
sufficiently to render it sustainable for the next several decades? 

Are there likely changes in the practice of medicine and treatment technology that 
will impact the sustainability of Medicare spending trends? 

These types of questions are at the center of the discussions about the idea of Medicare 
sustainability.  

 

Big Idea 3- Cost Containment strategy 

“Every Dollar of Health Expenditure is a Dollar of Someone’s Income”--Robert Evans 

In that short sentence Robert Evans, the Canadian health economist, has nailed the 
essence of the health cost problem. The third of our three big policy ideas is cost 
containment strategy.  Much time, energy, and intellectual effort has been devoted to 
seeking viable cost containment strategies than any other element of Medicare policy.  
The books and papers written on the subject since 1967 would fill a good-sized room 
floor to ceiling. 
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Of course, no one seriously argues that Medicare costs will remain stable year after year, 
but they have risen faster than general inflation in the economy since the program began. 
And so have health care costs in general.  During the history of the program Medicare 
expenses have sometimes risen faster than health costs as a whole, and other times not.  
Because of Medicare’s huge role in the total system, they are likely to track fairly close.  

Medicare and general health costs have both usually been higher than the increase in 
GDP or the CPI, although they were very close in past two years.41 What follows is not a 
chronological development of attempts to control Medicare costs, but rather the 
identification of six distinct strategies that have either been used or seriously discussed at 
multiple times since the Medicare cost issues first emerged in the late 1960s. Today 
Medicare represents 20% of total health expenses, 15% of the federal budget, and 3.6% 
of GDP.  Together inpatient/outpatient hospital, physician/clinical payments represent 
about three-quarters of Medicare spending, and are thus the primary focus of cost 
reduction strategies.  Even small changes reducing the trajectory of Medicare spending 
could make a significant impact in the years ahead. 

A. Global Budgeting 

Most public agencies are funded by a global budget. The local police department receives 
a fixed appropriation per year from the City Council. They use this money to pay police 
officers, run a dispatching system, and buy police cars. It is the task of the Chief to 
allocate the budget to be able to meet the service demands. The budget does not depend 
on how many bank robbers were apprehended, or how many murders occurred. For many 
years one of the major health finance reform ideas was to follow in general the global 
budget model that existed in Great Britain and later at the provincial level in Canada.  
Hospitals would receive an annual budget and just like the police chief would be 
expected to provide all necessary services with the funds. 

Because Medicare never represented more than fraction of the to flow of funds into the 
health system for hospitals, this was never a serious idea for Medicare alone.  But, in the 
national health reform discussions of the late 60s and 70s, this idea remained a center- 
piece of the discussion for social insurance reformers.  The tag “single-payer system” was 
given to this approach.  Those 1970s proposals for comprehensive National Health 
Insurance proposed folding Medicare into a single comprehensive plan that covered all 
citizens.42  It harkened back to the original Franklin Roosevelt era idea that the new 
Social Security system would include coverage for health care.  

The August 2009 issue of the Journal of Health Politics, Policy, and Law was devoted to 
a series of articles on the single-payer system idea.43 This demonstrated that the idea has 
not disappeared.  Social insurance reformers continue to see this as the “gold standard” 
approach to cost containment and often cite the much low level of expenditure in Great 
Britain and the much slower trajectory of expenditure growth in Canada since they 
adopted national health insurance with a single payer system at the provincial level.44 

Since this was never under active discussion as a policy idea for Medicare alone, we 
conclude by stating that it applies as a Medicare cost containment strategy only if 
Medicare is expanded to include all or most of the population. 
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B. Supply restrictions 

The intellectual foundation for capital expenditure regulation is found in the 1959 
articulation of Roemer’s Law.  Roemer postulated that an excess supply of hospital beds 
in a region leads to greater utilization. As far back as the 1930s some in the hospital 
industry called for state regulation to control the tendency of hospitals to overbuild. In the 
1950s civic leaders instituted planning processes in an attempt to determine the ideal 
number of hospital beds for the community.  The New York Legislature in 1964 
established the first state Certificate of Need Program (CON).  Any new hospital 
construction needed to be reviewed by a regional planning agency, and approved 
ultimately by the state Public Health Department.  The new construction would not be 
licensed as a hospital without an approved certificate showing the need.  No institution 
could build or expand without first receiving a certificate of need. 

 
Congress in 1968 established a grant program to assist regions in establishing health-
planning agencies.  In states with CON laws, Comprehensive Health Planning Agencies 
(CHP) did the local review of hospital capital projects. Later in the mid-1970s Congress 
replaced CHPs with Health Systems Agencies (HSA).  Under this 1974 health planning 
law each regional was to have a planning agency and review capital projects.  States were 
to establish CON agencies, but in the interim, failure to gain HSA approval would result 
in reduced Medicare/Medicaid reimbursement for services provided in the new facilities.  
The Section 1122 provision of the Social Security Amendments of 1972 allowed the 
Secretary to withhold a portion of Medicare capital expenditure reimbursement from a 
facility that was constructed without compliance with local plans. 

 
During the 1970s most states and regions adopted a comprehensive planning process, 
including CON legislation. The results were mixed. Powerful local institutions were often 
able to gain approval for their projects, even if they did not meet the guidelines.  Planning 
agencies also wrestled with how to regulate new technology, such as CT scanners.45  The 
CON process seemed more successful at controlling the entry of new institutions 
(especially for-profit hospitals) into the market.    
 
The Carter Administration sought to have what amounted to a national CON program 
administered by the HSAs with regional limit or cap on the amount of capital spending.  
Institutions would need to compete for limited health care capital dollars.  Congress did 
not approve this proposal.   The Reagan Administration shifted the emphasis in health 
policy toward market-oriented approaches and ended federal support for HSAs and the 
regional planning process.  CON has survived in a number of states, but it has not been a 
key part of the national cost containment strategy for thirty years. 
 

For more than a decade capital expenditure regulation to control the supply of beds and 
expensive new equipment was seen as a critical component of a Medicare cost 
containment strategy.  In part the idea became discredited as a result of a growing 
perception that it had not been successful.  The nature of the process was such that local 
institutions were usually successful at pressuring planning agencies to approve their 
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projects. The Carter proposal would have treated it more as a budget process with a 
regional limit per year, but Congress did not accept this idea.  Finally, the enactment of the 
Prospective Payment System and the ultimate inclusion of capital expenditures as part of 
the standard payment cause capital expenditure decisions for institutions focus on the 
basic economics of the use institutional funds for the project. A few states have continued 
to operate aggressive CON programs and others have programs with limited effect and 
scope. It is hard to find recent research that even examines the relationship between supply 
and cost, or resurrect the idea that control of the supply of hospital beds or major 
equipment will have significant impact on cost.  One exception is the Dartmouth Project. 
A recent publication describing their analysis of geographic differences in Medicare costs 
stated: 
 

…..in regions where there are more hospital beds per capita, patients will be more likely to be 
admitted to the hospital—and Medicare will spend more on hospital care. In regions where there 
are more intensive care unit beds, more patients will be cared for in the ICU—and Medicare will 
spend more on ICU care. And the more CT scanners are available, the more CT scans patients will 
receive. Conversely, in regions where there are relatively fewer medical resources, patients get less 
care—and Medicare spends less. So geography becomes destiny for Medicare patients.46 

Thus, the supply regulation idea as a strategy for cost containment has not completely 
disappeared, but one finds very little active policy debate over how to contain Medicare 
costs by supply limitations.  
 

C. System consolidation 

Another Medicare provision of the Social Security Amendments of 1972 allowed HMOs 
to be reimbursed on a percapita basis for services rendered to Medicare recipients.  The 
idea of system consolidation that brought physicians and hospitals into the same 
organizational unit had been discussed for decades.   Citing especially the Kaiser-
Permanete experience in California, advocates argued that bringing together into one 
organizational unit physicians and the inpatient hospital would lead to cost savings in 
three important ways.  First, by pre-payment financing the provider incentive to overuse 
inherent in the fee for service system would be eliminated.  Second, making both 
physician and hospital part of the same organizational structure would enhance the 
coordination of services. Third, with prepayment there would be an incentive for the 
HMO (both physicians and the hospital) to provide preventive services and thus avoid 
costly unnecessary hospitalization.  

Paul Ellwood in 1971 coined the phrase Health Maintenance Organization (HMO). As 
the debater over National Health Insurance accelerated both reform proponents and those 
who wished to see a more market oriented approach to health finance supported 
expansion of HMOs.  For social insurance reformers who were seeking NHI legislation 
HMOs represented an organizational reform that promised better care at lower costs. Plus 
the prepaid element made it a perfect vehicle for the budget approach that was an 
essential element of the major NHI proposals.  For those who preferred a more market 
model to the major public sector expansion approach that had been the essence of the 
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NHI proposals, the HMO offered a novel way to think about organization and finance 
without the obvious cost control problems of the pure fee for service market.47  

National health insurance was not adopted, but Congress enacted legislation that provided 
grants to accelerate the development of HMOs.   They became eligible for Medicare 
reimbursement on a capitated basis in the Social Security Amendments of 1972, 

In the 1980s and 1990s the HMO expanded in use both among those insured in the 
workplace and Medicare recipients. There were some cost savings, but not as extensive 
as originally anticipated. The other side of cost savings also appeared in the form of 
complaints about inadequate care as HMOs sought to restrain cost with stringent 
utilization controls.  Most states now have regulations that require some type of appeal 
process for HMO denial of service complaints.48 

The managed care backlash of the late 1990s caused HMOs to appear less of a defensible 
cost control idea.  By the end of the 1990s it was a lot harder to find examples of 
advocacy of HMOs as a means to control costs. In the mid-1990s debate over premium 
support Medicare Advantage was created as a private plan alternative to traditional 
Medicare. This was a continuation and broadening of the trend toward the use of 
Medicare payments to private plans as an option of recipients.  This was first was 
authorized in Social Security Amendments of 1972 and expanded in the Balanced Budget 
Act of 1997 with the creation of Medicare + Choice.  In 2003 the further expansion led to 
another renaming, Medicare Advantage.  

Premium support advocates argued that the market competition among plans (many of 
which were HMOs) would result in significant cost savings for the Medicare program. 
Thus, the HMO integrated model remained a significant cost control strategy, even if use 
of the HMO name had tended to disappear. 

The current iteration of the consolidation idea comes in the form of Accountable Care 
Organizations (ACO).  The Affordable Care Act of 2010 (ACA) includes significant 
provisions for pushing the use of ACOs with bundled payments as ways of improving the 
quality of care and simultaneously reducing the rate of growth of Medicare expenses. A 
2006 article in Health Affairs by Elliott Fisher and colleagues is credited as the first 
example of the use of the term “Accountable Care Organization” in the literature.49  This 
was followed by a series of articles on this strategy for controlling Medicare expenses.50 

The idea emerged at the right time.  The term and the idea became Section 3022 of the 
Affordable Care Act of 2010.  Under this provision physician groups and hospitals linked 
by common patients are encouraged to form Accountable Care Organizations (ACO), 
which will coordinate care and receive bundled payments. When quality maintenance can 
be demonstrated, they will share in Medicare savings.  Unlike HMOs, the ACAs will not 
be at risk except they will not receive a savings bonus if their effort does not lead to 
reduced expenses. 

The concept continues the long fascination among health policy scholars and 
administrators to find a way to bring hospitals and physicians into the same 
organizational unit. The premise is that when they are part of one bureaucracy with a 



 14 

single Medicare payment stream there will be much more powerful incentives to avoid 
overutilization. The shared savings creates an incentive for both physicians and 
administrators to seek cost-effective treatment systems.  The required quality measures 
and the absence of a mandate for patients to seek care within the ACO protect patients 
against cost savings achieved at the expense of the best care. 

The ACO idea has not been the subject of hostile criticism in the same way as other 
provisions of the ACA, such as the individual mandate.  This may be due to less visibility 
or because the idea is to provide financial incentives without stringent provider regulation 
or mandates on consumers. There are critics of ACOs, who argue the concept will 
flounder during implementation because it has inherent contradictions and the medical 
system culture will make the desired cooperation impossible outside of limited 
experiments that are in essence special cases.51 At the moment use of ACOs offers the 
most significant new idea to control the long-term control of Medicare costs. Even ardent 
supporters concede it will be several years before the impact of ACOs can be verified.52 

 

D. Administered payments 

Hospital Payments 

Medicare has proved to be both a lasting program and a popular one. Thus, we sometimes 
forget that its passage in 1965 was not assured.  One of the key pieces in the negotiations 
between the Administration, the Congress, and interest groups had to do with how 
doctors and hospitals would be paid.53 These discussions took place over the years 
leading up to final passage. The issue was sometimes framed in terms of government 
control, but it was also about money. Hospitals in particular did not want to commit to a 
system in which the ebb and flow of annual budgets squeezed their anticipated large new 
revenue stream from Medicare. The Social Security Administration was responsible for 
the development of the legislation and negotiation with Congress. They were not 
oblivious to cost issues, but the first priority was passage and successful implementation 
of Medicare to provide financial coverage for the vulnerable retired population.54 

The initial idea for reimbursing hospitals and doctors fit this need for accommodation. 
Hospitals were to be paid for costs incurred.  Medicare patients received services and the 
bill was sent to the Social Security Administration.  In order to further assure Congress 
and the providers the government was going to use fiscal intermediaries (especially Blue 
Cross) to serve as a buffer between the government and the providers. Thus, government 
control over the delivery of health services would be minimalized under this system.  
Physicians were to be paid on the basis of their “reasonable and customary” fees, and 
hospitals on their actual cost to deliver the medical services. 

The initial estimates of total program cost were soon exceeded because of both general 
and medical inflation and increased intensity of services provided. The first attempt to 
modify the original cost based reimbursement was to tinker with the cost based method. 
Section 223 of the Social Security Amendments of 1972 authorized program 
administrators to distinguish between routine and ancillary costs.  Routine costs were 
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seen as the “hotel” costs of hospitalization and needed to be “reasonable”.  This of led to 
further manipulation of cost reports by hospitals.55 

Section 222 of the SSA of 1972 did authorize payment experiments, and this ultimately 
led to changes in the way Medicare paid providers, especially hospitals. A 1974 article in 
Inquiry by Dowling first raised the idea of a prospective payment system.56 This 
represented a new conceptual approach to paying hospitals, but retained the fee for 
services rendered element.  Thus, it continued to represent use of an administratively 
determined payment, although this began to recognize in law what had been obvious for 
several years, payments could not be based solely on what hospitals determined to be 
their cost to provide services to Medicare patients.  

Following Dowling’s model, a group from Yale developed a methodology for 
determining the fee that utilized Diagnostic Related Groups (DRGs) to determine an 
average set of hospital costs associated with treatment of a patient with a set of medical 
problems associated with that DRG. This prospectively determined payment was 
annually adjusted. The size of the adjustment was based on the appropriate inflation 
determination of an independent commission and approved by Congress. The annual 
adjustment was a mechanism to control the growth of Medicare hospital costs.   

Years later the first chairman of the Prospective Payment Assessment Commission, 
Stuart Altman, reflected that savings on hospital spending did occur, but slowly and with 
lower savings than had been hoped for because of the complexity of the enterprise and 
ability of hospitals to adjust practices to the new system. 57 

The politics surrounding 1983 enactment of the Prospective Payment System (PPS) were 
unique and benefitted from a contemporary crisis in the Social Security system as well as 
a broad concern that rising Medicare hospital costs required a different method of 
payment.58  The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) represented 
the final rejection of cost based reimbursement for hospitals. It extended limits on 
payments to ancillary as well as hotel costs and put a cap on future growth of Medicare 
reimbursement for hospitals.59 Thus the idea of cost-based reimbursement had come to be 
seen as untenable. By the time the Medicare TEFRA provisions were passed it was clear 
to everyone that a new and permanent system was needed.   TEFRA was not that system, 
but was rather the signal to the industry that cost-based reimbursement was over. 

The prospective payment system based on cost per DRG was an idea that had been under 
development and refinement for a decade. The New Jersey Public Health Department had 
received a Medicare waiver to experiment with this idea at the state level. When the 
Reagan Administration wanted to move quickly to institute a permanent system to 
replace the TEFRA rules, the PPS/DRG idea appeared to be the best available solution.  
The New Jersey experiment, although short-lived, showed it was feasible. Even at that 
point some in the Reagan Administration preferred moving in a market approach rather 
than use of an administrative fee schedule.  PPS was an idea ready to fast track to 
implementation with the likelihood of cost control success in a few years.60 
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Physician Payment 

Physician fees have proven to be a greater payment dilemma. The Medicare “customary, 
prevailing, and reasonable fees” principle for physician reimbursement was to linger for 
several additional years.  Similar to initial hospital reimbursement, physicians were 
reimbursed by Medicare based on their usual fees.  In 1965 this fee-for-service approach 
was both the only politically feasible method for paying doctors, and the only way 
consistent with the dominant organizational arrangements. Few physicians who would be 
treating Medicare patients worked for a salary, and capitation payments would at best 
have been only used for primary care.  With capitation there can be both the perception 
and the real danger of inadequate levels of service.   There was no alternative policy idea 
to physician reimbursement on the fee-for-service principle. Milton Roemer in a 1962 
article described fee-for-service, capitation, and salary as the basic alternatives for paying 
physicians.61  Fifty years later these three remain the choices.62 

The initial Medicare fee-for-service system was the physician equivalent of cost-based 
hospital payments.  This approach was also inherently inflationary. Congress in 1972 put 
a limit on annual growth of physician fees as a first attempt to halt high growth in 
physician costs.63  A decade later with physician fees rising more rapidly than hospital 
costs Congress put a temporary freeze on physician fees.  

The next step in the attempt to reform physician payment was the creation of the 
Physician Payment Review Commission (PPRC) to study new ways to pay physicians 
and report to Congress.  They utilized the research of Harvard economist William Hsiao, 
who analyzed the value of physician services based on the resources used.64 This work 
led the PPRC to recommend to Congress a Medicare physician fee schedule based on a 
resource determined relative value scale.   

The problem had been twofold.  Aggregate physician costs were rising much faster than 
growth in the economy, and there was an obvious distortion in the differences in fees paid 
for various types of services. This was causing unintended volume escalation in those 
services in which the fees were “overvalued”. The Omnibus Budget Reconciliation Act 
of 1989 established the new Medicare physician fee schedule to begin in 1992. In 
addition to the fee schedule, the problem of service volume was addressed by the 
adoption of Volume Performance Standards (VPS). This was a response to the likelihood 
of increases in volume of services because of restrictions in the growth of fees.  The VPS 
approach would limit fee updates based on maintaining total Medicare physician 
spending within an established target.65  The law also restricted the extent to which 
physicians could charge patients fees above what Medicare would pay. 

In 1997 Balanced Budget Act (BBA-97) Congress modified the VPS to use per capita 
growth in the GDP as the target for aggregate physician growth. It was called the 
Sustainable Growth Rate (SGR) formula.  When the previous year’s growth in Medicare 
physician fees exceeded the target, fees would be reduced in the following year.66 This 
began to occur in 2002.  In 2003 Congress ignored the SGR provision and provided a 
small fee increase.  This pattern continued in subsequent years. However, the SGR 
formula itself was never repealed or changed.  Under the budget scoring rules of the CBO, 
eliminating the SGR formula would add hundreds of billions of dollars to the projected 
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federal deficit, because future Medicare physician fees would need to be calculated on a 
more realistic basis.  

In 2013 the lingering impact of the SRG formula has come to be one of the dominant 
Medicare issues on the policy agenda. This has become a debacle with everyone now 
recognizing that the annual “Doc Fix” has been a prominent example of kicking the can 
down the road with what has become a difficult budget issue.  Today a good question is 
“why did anyone really think the volume penalty idea was really going to work?”  

William Glaser has written extensively on physician payment both here and in Europe. 
He initially expressed reservations about the feasibility of expenditure caps and targets; 
especially ones set unilaterally by the government and applied across the board. 67In the 
late 1980s there were a number of international examples of the use of expenditure 
targets to control the volume of services used with a fee schedule. Canada and Germany 
were often cited examples.68 The perceived success of this approach elsewhere, and the 
absence of viable competing ideas led to the VPS and later its SGR modification.  

Administered payments today 

By the 1980s Congress, health policy scholars, and the journalistic community were all 
part of a consensus that Medicare payment policies in the 1970s had contributed to 
rapidly growing costs because both hospitals and doctors were able to set their own fees.  
Short term freezing of payments to the level of the previous year was at temporary fix at 
best. Bundling hospital payments around an episode of care with a formula based on 
average payments per DRG proved to be a successful model. Once the political stage for 
hospital payment reform was set and idea gained broad acceptance in the policy 
community, the passage and implementation moved rather quickly.  A mechanism for 
regular updates was put in place with an independent commission recommending annual 
updates and other adjustments basis on professional analysis.  Congress ultimately makes 
the updates, but the Commission recommendation is the basis for that decision.   

As we noted above, there are new policy ideas, especially for system reorganization (see 
above) to further control the rate of growth of costs, but there are not ideas under active 
discussion for a major overhaul of the way hospitals are paid. There are constant 
discussions in MedPac and the literature about hospital payment policy adjustment. One 
cannot dismiss the aggregate impact of these small changes over time, but there is little 
current discussion about major change in the fundamental way that Medicare pays 
hospitals within the context of the PPS system of administered payment formula.    

On the other hand the problems with the SRG part of the physician payment system has 
created a payment crisis for both physicians and the government. In the late 1980s a 
consensus developed around a new methodology to pay physicians. Early in the Reagan 
Administration some consideration was given to a major shift in the way physicians 
would be paid by Medicare.  Both a precompetitive (privatization approach) or capitation 
were favored by some in the Administration, but neither were very well developed ideas.  
There was no prospect for any short-term savings from such a major change.69 There was 
also little prospect that Congressional Democrats would support such a different 
approach.  Thus the retention of a fee-for-serve methodology with the fees set 
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administratively, rather than by physicians themselves, became an acceptable policy idea 
to address the problem. This was combined with an attempt at volume control that is now 
widely regarded as a major failure.  For a decade failure to deal with the consequences of 
the SRG debacle has continued to exacerbate the problem. 

Ideas for Medicare physican payment reform 

With the question of how Medicare ought to pay physicians high on the policy agenda 
because of the broad recognition that the current system is broken and needs fixing, there 
are several policy ideas under active discussion. 

The policy ideas for reform of Medicare physician payments come in three types: SRG 
fixes, bundled payments, and shifts away from a fee schedule to some form of capitation.  
The latter two are accompanied by technical measures that attempt to reward quality 
outcomes in the reimbursement process. 

Potential SRG fixes are one of the policy topics high on the agenda of policymakers and 
analysts because everyone across the policy spectrum recognizes the serious Medicare 
physician reimbursement and budget problems created by SRG and the continued failure 
to address them. 

The “doc fix” budget problem directly flows from the way the CBO has scored what has 
become the annual override adjustment to the SRG. When VPS and then SRG were 
enacted it was correctly understood that a fee schedule only creates common payments 
for defined services. It does not control volume.  There is a real problem with volume 
abuse.  In essence the SRG became not a mechanism for control of volume of services, 
but a budget smoke and mirror scoring mechanism that hid for years the real long-term 
budget costs of the annual fee adjustments. The fees needed adjustment to avoid too large 
a gap between Medicare and private payers.  Congress was unwilling to either pay for the 
increases or find a new way to address volume. The proposed solutions all try to 
minimize the long-term price tag with fundamentally changing physician 
reimbursement.70  

The VPS/SRG model assumed that aggregate limits on total physician spending with a 
downward adjusting of fees for breaking limit would moderate the behavior of individual 
physicians.  The problem with the logic was that an individual physician could not 
exercise any control of the aggregate behavior of all colleagues. Increasing volume to 
make-up for declining fees was the way to game the system. This was exactly the 
opposite of the intent of VPS/SRG. 

More physicians are gravitating toward salary compensation, and there has been policy 
idea flirtation with again looking at some form of capitation.  Ginsburg in a recent article 
reminds the policy community that fee-for-service is likely to be the basis for most 
Medicare physician reimbursement in the foreseeable future.  He is skeptical that forms 
of capitation, such as bundled payments, medical homes, or accountable care 
organizations will broadly displace fee-for-service anytime soon.71 
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Two former Medicare administrators were recently pessimistic about an easy solution. 
Bruce Vladeck suggested that only by putting more money in the system for physician 
fees could be solved without created inequity or public/private fee distortion.72 Gail 
Wilensky saw a rather intractable problem with expansion of bundled payments and 
closer scrutiny of outliers as the best solutions.73  This is not to criticize them for lack of 
imagination, but to illustrate the paucity of policy ideas about how to pay physicians 
fairly and still retain control of aggregate Medicare physician costs.  

E. Use of private insurance plans 

As noted above, an important subset of the health policy community has fostered an 
alternative policy paradigm that rejects the argument for tinkering with the administrative 
payment system as the best strategy for containing costs.  The Consumer Choice 
Champions favor a radical change in the structure of Medicare.  They contend that ending 
traditional fee-for-service Medicare and replacing it with a system of vouchers to 
purchase private insurance is the only way costs will be controlled.74 

As early as 1970, the Brookings annual assessment of the federal budget indicated that 
the Nixon Administration was considering encouraging the use of pre-payment plans to 
control Medicare costs.75 At the beginning of the Reagan Administration there was 
already a vigorous policy debate over the merits of a market based health system 
(including Medicare) as opposed to a more significant role for government in utilizing 
more regulation and administered price reimbursement to control costs.76 In the mid-
1990s Republicans gained a Congressional majority and in a series of confrontations with 
the Clinton Administration sought to legislate major Medicare changes with a 
precompetitive approach.77  Despite the legislative failure by Congressional Republicans 
to shift Medicare to a premium support system during the Clinton Administration, efforts 
to push for this alternative policy idea have continued to this day. 

There are two arguments that seek to demonstrate how the use of private insurance plans 
will restrain the long-range growth of Medicare expenditures.  The first is simple and 
almost self-evident. If Medicare is moved from a defined benefit to a defined contribution 
system of vouchers to purchase a private plan, the federal government will be able to cap 
its annual financial responsibility by limiting the growth of the voucher.  The federal 
budget would be spared rapid growth by shifting additional costs to beneficiaries.  
Whether or not this would be good public policy has been and continues to be the subject 
of intense political debate. 

What is more relevant here is the disputed contention that extensive or exclusive use of 
private insurance plans would lower Medicare costs because market force negotiations 
over service and payment is superior to an administered price system for paying hospitals 
and physicians. This is the policy idea addressed here. 

After the 1972 Social Security Amendments Medicare paid health plans (usually HMOs) 
a fixed price per year to provide comprehensive services at least as good (and often more 
inclusive) as that found in traditional Medicare.  This was further expanded by actions in 
the BBA-97 and 2003 Medicare Modernization Act of 2003, which enhanced the 
expansion of the private insurance plan option in Medicare.  Today 27% of all Medicare 
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recipients are in Medicare Advantage.  Since the payments to Medicare Advantage plans 
are benchmarked against regional fee-for-service costs, it is not possible to draw a 
definitive conclusion from the current data about whether or not private plans are more 
cost-effective than Medicare fee-for-service.78  MedPac has estimated that recent 
Medicare Advantage costs are higher than they would have been had the recipients been 
in traditional Medicare.79  This is unlikely to convince proponents of premium support, 
who argue that an entirely redesigned system will produce lower costs.  

Actual proposals for expanding private plans in Medicare have usually projected 
implementation ten years or more into the future.  Policy change would therefore only 
impact those at least a decade from retirement. The most radical of these proposals would 
entirely eliminate traditional Medicare. Others would retain it as one of the choices, but 
Medicare funding would depend on a competitive bid process.80 Inherent in all of the 
premium support proposals is a belief that private insurance companies in a competitive 
environment will be better able to foster innovation in the delivery of care and create 
reimbursement policies that will not provide incentives to overuse or unnecessary 
tests/procedures.81 

Those opposed to moving away from traditional Medicare have pointed to historically 
lower Medicare costs compared to private insurance,82 greater projected costs for 
beneficiaries in various analyses of premium support plans, 83 and the growing body of 
evidence that concentration of providers and insurance plans weakens market power to 
constrain reimbursement costs.84 

The dueling numbers are not going to decide the issue. Each policy paradigm camp 
regularly produces analytic papers supporting their position and debunking the opposition. 
This philosophic debate over a policy idea is not going to be resolved by a better 
econometric model or a more elegantly designed analytic study.  There have been some 
suggestions for a compromise.  Judith Feder and her colleagues at the Urban Institute 
have suggested that a better (and quicker) way to introduce the benefits of competition 
into Medicare would be a strengthening the competitive opportunities of Medicare 
Advantage by ending overpayments, and at the same time implement great cost savings 
in Medicare.85 

F. All-Payer rate setting 

The cost containment strategy literature is replete with suggestions that Medicare pays 
too much or too little compared to private insurance companies.  For decades there have 
been complaints about cost shifting from Medicare to private pay patients.  This is a basis 
for some to call for a single-payer system, which was the original strategy for those who 
sought universal health insurance under Social Security.  To most observers this seems to 
be politically unacceptable, or at least an idea that would generate such controversy that 
policy entrepreneurs are dissuaded from even suggesting the concept. 

However, in the last few years there have been several voices urging a new consideration 
of the idea of an all-payer approach.86  The major long-term example of this payment 
method is found in Maryland. In the 1970s they obtained a waiver to include Medicare as 
they established an all-payer rate setting commission for hospital payments.87 The 
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evidence of success is not universally accepted, but it is nevertheless a model.  Also this 
approach has been utilized in other places, notably in Japan,88 and Germany.89 

In 1992 Ginsberg and Thorpe made the case of an All-Payer system rate setting system 
that used the emerging PPS and RBVS methodology would offer an opportunity for cost 
control without the type of single payer system that was still favored by many. They 
perceived this as accommodating competition among insurance plans and HMOs because 
rates could still be negotiated below the established payment standards.90 

Ewe Reinhardt in 2010 argued for an All-Payer system to level the playing field since 
weaker payers were absorbing a disproportionate share of the total costs of services. His 
model looked to the negotiated approach of Germany, rather than PPS/RBVS, as the best 
approach to determine the appropriate common rate for services.91 Joseph White in his 
All-Payer proposal pointed out that the system must be and perceived to be fair to both 
buyer and sellers of medical care.  Rates should cover the cost of providing necessary 
services, reflect geographic differences, and be subject to regular adjustment.92 

One of the central arguments of those who have advocated an All-Payer cost containment 
strategy is that it is necessary to end the complaints of unfairness from providers who 
claim that Medicare does not pay either hospitals or physicians for the real costs of 
providing services.  Therefore, they need to receive payments from private insurance 
plans, which are excess of real costs to provide quality services.  Because a point of 
argument is constantly made does not make it true. Advocates contend that an All-Payer 
system would be inherently fair because everyone would receive the same payment for 
providing the same service. 

The All-Payer idea in practice, in places such as Germany, has been built around a 
process of negotiation between payers and provider groups, such as associations 
representing doctors and hospitals.  In a large diverse health system environment such as 
the United States, it is hard to conceptualize how such a negotiated system would work in 
practice without some definitive body to resolve disputes.  A set of administrative 
payments, such as the PPS system, could be applied to all payers.  In fact some health 
plans use a modified form of Medicare payment as a basis for their negotiations with 
providers.  However, expanding the role of a MedPac type commission to set national all-
payer rates is hard to envision.  Each state could have a commission to set rates, such as 
Maryland uses for hospitals93, but some policy scholars have argued that Maryland has 
not been able to control total health costs in the state any better than comparable states.94 

The All-Payer idea has continued to receive consideration as a path toward lowering total 
health costs.  However, from the perspective of Medicare cost containment, it is unlikely 
that the all-payer rates for hospitals and physicians would in the end be any less than 
current payments. Thus, such as system may modify the overall cost curve, but probably 
will not significantly reduce Medicare’s share. 
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Conclusion-- Medicare Ideas and Policy Making: The Decade Ahead 

Even a casual observer of Medicare policy may observe that many additional policy ideas 
have not been addressed here.  Many currently argue that the age of Medicare eligibility, 
65, ought to be increased to 67 or even 70 to reflect increased longevity over the last five 
decades.  From the very beginning the Medicare benefit structure has been inadequate. 
Most beneficiaries need to purchase supplemental insurance to protect themselves against 
high deductibles and co-insurance, as well as catastrophic costs.  Long-term institutional 
care is not covered for the chronically ill Medicare beneficiary. Each of these and other 
elements of Medicare could have been explored as well.  

The central policy paradigm, program sustainability, and cost containment strategies were 
selected as the major policy ideas floating around the Medicare program today.  The three 
are intertwined.  Whether or not one accepts the central policy paradigm or not, tends to 
be the prism through which one views sustainability and cost containment. The need and 
viability of benefit expansion depends on a perspective about sustainability of the current 
program, and whether a cost containment strategy is likely to be successful. 

The Congressional Budget Office projection of the future Medicare costs for the federal 
budget is a critical part of the view of the debt, deficit, and state of federal government 
finances for the next two decades.  This places Medicare at the center of current and 
future policy discussions of the federal government finances.  

The policy ideas discussed are likely to frame the discussion for several years to come. 
Even if Medicare per recipient costs grow no faster than the CPI over the next two 
decades, program costs will rise because the babyboom generation has already begun to 
retire, and this will increase the absolute number of Medicare recipients in a significant 
way.  

The average voter may not frame their opinions about Medicare in terms of competing 
policy paradigms, but most are likely to align with either the dominant view of Medicare 
as a social insurance program, or see a competitive system as superior.  Policy elites and 
opinion makers have for years been viewing Medicare as either an essential system of 
social insurance, or one that ought to be transformed into a market-based system. As 
Feder and Rivlin have independently suggested, a political compromise might be possible 
among partisans on each side.95   

For this to happen the major participants in the policy process must come to the 
conclusion that Medicare is more sustainable and more likely to adopt a successful cost 
control strategy with a compromise approach. Otherwise the political forces in what 
Kingdon called the political stream96 will each seek to develop a majority coalition that 
supports its view of the future of the program.   

If the Congressional majorities and the President in 2015 and beyond, find the social 
insurance policy paradigm the best way to view Medicare, we might expect one type of 
policy path, with a view to sustainability and cost containment consistent with that policy 



 23 

paradigm. On the other hand, if the President and Congressional majorities in 2016 and 
beyond come to understand Medicare as Consumer Choice Champions, this will lead to 
very different approaches to sustain Medicare and contain the growth of program costs.  
Many of the ideas likely to be at the center of the debate over the next decade are not new. 
Most have been studied and debated for decades in one form or another. Majority 
coalition shifts, not new ideas are likely to be the decisive element in Medicare over the 
next fifty years.   

If policy entrepreneurs are able to refashion existing policy ideas in ways that social 
insurance advocates and consumer choice champions find acceptable, a window of 
opportunity may exist in the next few years to strengthen Medicare for the next fifty 
years.  
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