Health

HENRY J. AARON AND
JACK MEYER

Projected increases in federal spending on health care programs
account for most of the anticipated gap between taxes and spending
over the next few decades. The gap is so large that cuts in other govern-
ment programs cannot plausibly close it. The remaining alternatives are
to cut Medicare and Medicaid benefits sharply or to accept huge tax
increases. Efforts to eliminate waste and improve efficiency should be
pursued and may yield sizable savings, but the savings will not be enough
to avoid difficult choices. The problem is just too large, and transforming
existing medical practices will take many years.

That challenge is hard enough, but it is only part of the problem. The
same hospitals and physicians that care for Medicare and Medicaid
patients also serve the privately insured. For decades per capita spending
in the private sector has risen at a rate similar to that of the public sector.
To seek significantly different standards of care for the populations in
the two sectors is neither practicable nor desirable. To significantly lower
Medicare and Medicaid costs, it may be necessary to limit care for every-
one. In plain terms, closing the federal fiscal gap will likely require health
care rationing for all.
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The Problem: Rising Health Care Costs

Growth of health care spending has outpaced the increase in income per
person for the past half-century by an average of more than 2.5 percent-
age points a year. The source of most of this increase has been the steady
march of medical science, which has generated impressive advances in
human well-being. From early antibiotics that quickly cured previously
intractable and often lethal infections, to artificial hips and knees and
imaging devices that have largely replaced exploratory surgery, these
advances have brought enormous benefits.!

But the advances have not been cheap. For decades health care spend-
ing has claimed ever larger shares of national income, rising from 5.7 per-
cent of gross domestic product in 19635, the year Medicare and Medicaid
were enacted, to 15.3 percent in 2003. Federal government expenditures
on health, which were a tiny 0.4 percent of gross domestic product in
19685, rose to 4.9 percent in 2004. Well-insured Americans have every
reason to seek essentially all beneficial services, however small the bene-
fit and however high the cost. Providers who are paid for each service ren-
dered have every incentive to supply those services. As a result, per capita
health spending in the United States exceeds that in every other nation by
at least 47 percent.?

Nor is the growth in health care spending likely to slow down.
Advances in molecular medicine and genomics, along with the aging of
the population, promise to turn the stream of innovative diagnostic and
therapeutic procedures into a torrent.> Rapid increases in the proportion
of the population that is aged or disabled, together with government pro-
grams that largely serve these groups, mean that growth in federal health
care spending will accelerate.

A continuation of past trends, with health care spending growing 2.5
percent a year more than income, may seem relatively benign. Were the
differential to persist, however, federal spending on health care by 2045
would claim as large a share of national income as the total federal bud-
get (other than interest on the national debt) does today. By 2022, annual
increases in total health care spending would absorb more than half of
economic growth—and by 2051, all of it.

Table 4-1 shows federal outlays on Medicare and Medicaid as a share
of gross domestic product and of federal spending under two alternative
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Table 4-1. Projection of Medicare and Medicaid Expenditures
as a Percent of Federal Outlays and of GDP

Medicare and Medicaid outlays

Percent of federal outlays® Percent of GDP

Historical Slowed Historical Slowed

trend growth trend growth

Year scenario® scenario? scenario scenario
2005 19.6 19.6 4.2 4.2
2010 23.2 22.5 5.3 4.8
2020 28.9 27.7 7.8 6.5
2030 33.6 30.8 11.5 8.4
2040 36.1 32.2 16.1 10.1

Source: Figures for 2005 are estimates taken from CBO, “The Budget and Economic Outlook: Fis-
cal Years 2006 to 2015 (Washington, January 2005). Figures for subsequent years are projections from
CBO, “The Long-Term Budget Outlook” (December 2003) (www.cbo.gov/showdoc.cfm?index=
4916&sequence=0 [March 17, 2005]).

a. Federal outlays net out premium payments because they are not a share of federal costs. GDP
shares are based on the gross cost of services paid in full or in part by Medicare and Medicaid.

b. National outlays on Medicaid as a share of GDP include spending by state and local governments,
set at two-thirds of federal outlays.

c. The historical trend scenario assumes that Medicare and Medicaid cost growth exceeds GDP by
2.5 percent a year.

d. The slowed growth scenario assumes that Medicare and Medicaid cost growth exceeds GDP by
1 percent a year.

assumptions—that per capita Medicare and Medicaid outlays continue to
increase at the trend rate of 2.5 percentage points a year more than per
capita income or that excess spending falls to 1 percentage point a year.

Such projections should provoke two reactions. The first is that mind-
less extrapolations are, well, mindless. Nothing, not even health care
costs, can continuously grow materially faster than something of which it
is a part. At some point, growth of health care spending must diminish.

The second reaction should be to wonder just how the growth of
health care spending will be slowed. Were advances in medical science to
lower costs rather than boost them, the adjustment would be quite pain-
less. Such an outcome is, however, quite improbable. Scientific advance-
ment often lowers prices, but it seldom lowers cost, which is price
multiplied by quantity.* Most important, the trends portrayed in table 4-
1 portend some very difficult budgetary choices.

One option is to adopt diverse measures to slow the growth of health
care spending in ways that do not undercut the access of the poor, elderly,
and disabled to beneficial care or treat them and privately insured Americans
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differently. The savings from the measures we describe could be signifi-
cant, although probably not as large as their advocates claim. In particu-
lar, they are unlikely to forestall very rapid growth in the share of federal
spending devoted to health programs.

If these measures do not control health care spending, the nation will
face a nasty dilemma. It could raise taxes sharply—and spend relentlessly
increasing shares of private income on health care as well. It could deny
beneficial care to some patients—that is, ration care. Or it could require
patients to pay directly for a larger share of the cost of care. For reasons
described below, we anticipate that the nation is likely to have to do some
of all three.

Measures to Curtail the Growth of Health Care Spending

Numerous studies document that the U.S. health care system generates a
great deal of care that promises no medical benefit and a distressing
amount that is downright harmful.’ Inappropriate care is not unique to
the United States, but certain features of the U.S. health care system may
encourage it.® The payment system rewards providers for doing more.
The threat of litigation frightens them into doing more. Physicians usually
practice as they were taught, even if current research does not validate
their methods. Poor organization of hospitals and doctor’s offices and
missed opportunities to use information technology to reduce medical
errors cause needless illness and death, although the number of such
adverse outcomes often is exaggerated.” And, of course, mortals—even
physicians—sometimes err.

Such waste and inefficiency can be reduced. Increased use of computers
to control the dispensing of medication and to maintain patient records
would reduce medical error. Reeducation of physicians and other pro-
viders can hasten the introduction of “best practices.” Well-designed tort
reform may reduce “defensive medicine”—care provided because it pro-
tects doctors against litigation, not because it is medically indicated.®

A review of forty-eight articles from leading professional journals
found that 20 percent of patients received unnecessary or “contraindi-
cated” chronic care and 30 percent received contraindicated acute care.
But the same authors also found that 30 percent of patients studied did
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not receive recommended acute care, 40 percent did not receive recom-
mended chronic care, and 50 percent did not receive recommended pre-
ventive care.” Furthermore, an Institute of Medicine study found that
overuse of services is more likely to be detected than underuse because
noticing error in medical records is easier than pinpointing where more
should have been done. Those who allege that health care costs could be
controlled by eliminating waste are more punctilious in citing statistics on
overuse than on underuse.!® Malpractice reforms that do no more than
cap damages may reduce somewhat the incentive to overprovide care cre-
ated by the threat of unlimited damages and thereby save money. How-
ever, they may also lead some providers to offer less care than they should
and thereby reduce needed care.

These studies clearly document that medical care is misdirected. They
do not show, however, that a system that targets recipients more accu-
rately would cost much less than the existing one. Recent research indi-
cates that Medicare expenditures could be reduced nearly 29 percent
without affecting health outcomes if the level of spending in high-cost
regions could be reduced to the level in low-cost regions.!! Such findings
hold the tantalizing promise of major savings. But persuading physicians
and hospitals in higher-cost cities such as New York and Miami to prac-
tice medicine the way it is done in lower-cost cities such as Minneapolis
and Seattle is not easy and may take many years to accomplish.

The first message from all of this research is that enacting and imple-
menting measures that simultaneously curtail waste and ensure provision
of needed care will take time and money. The second lesson is that pre-
cisely because solving these problems will take time, investments should
begin promptly. Research on cost-effective medicine is in its infancy.
Physicians’ habits in practicing medicine are notoriously hard to change.
But the possibility of training and mentoring new generations of physi-
cians to keep them up to date at relatively low cost is increasing with
computer-based data systems. Such systems also can be used to maintain
medical records, order medications and tests, and process patient bills,
although they will require the resolution of many as-yet-unsolved prob-
lems and large up-front investments.!2

Inefficiencies and inappropriate care could be reduced by revising pay-
ment incentives and by reorganizing the delivery of care into competing
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integrated delivery networks with limited provider panels. Capping the
exclusion from taxes of employer-financed insurance at a level that would
cover standard physician and hospital services would encourage busi-
nesses and individuals to shop for tightly managed health plans. Con-
sumers would be given incentives not to enroll in high-cost plans, and
providers would be rewarded for adhering to best medical practices
rather than for providing all possible services. Yet capping the exclusion
from personal income and payroll taxes of employer-financed health
insurance and fostering plans with tightly limited rosters of health care
providers have so far generated little political support.

The Medicare Modernization Act of 2003 contained a provision with
some promise for reducing the level of health care spending. Under that
provision, people who purchase so-called high-deductible health insur-
ance may deposit sums in highly tax-favored vehicles called health savings
accounts (HSAs) that may be used for health expenses at any time during
their lives or bequeathed to their heirs for health outlays. The deductibles
must be at least $1,000 for individuals and $2,000 for families. Annual
deposits in the accounts may not exceed the deductible or a cap.!3 HSAs
have some promise of slowing, at least temporarily, the growth of health
care spending. They also carry a threat. If they shift healthier-than-
average people from group to individual insurance plans, they could raise
the average price of traditional group insurance. If they lead to the demise
of group insurance, they would force older people and those with chronic
illnesses into the individual insurance market, where they would face very
high premiums.

Medicare and Medicaid Reforms

Certain changes in Medicare and Medicaid could reduce federal budget
outlays. Some would cut total spending. Others would simply shift gov-
ernment spending to private payers.

Raising the Age of Eligibility for Medicare

In 1965, Medicare legislation set the eligibility age at sixty-five, a seem-
ingly natural choice because “full” Social Security benefits were paid at
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Table 4-2. Impact on Medicare Costs of Increasing Medicare
Age of Eligibility?

Increased age of eligibility Savings as a percent of outlays
66 3.0
67 5.8
68 8.8
69 11.9
70 15.1
71 18.6
72 22.3

Source: Authors’ calculations based on data from the Congressional Budget Office.

a. The projections are based on data on relative Medicare spending by age of beneficiary for the year
1999, supplied by Tom Bradley of the Congressional Budget Office. We assume that the ratio of expen-
ditures at each age to average Medicare outlays per person persists into the future, as does the propor-
tion of Medicare beneficiaries at each age. Relative expenditures do not include any allowance for added
outlays under the Medicare drug benefit added by the Medicare Modernization Act of 2003. In fact, the
age composition of the elderly in 2030 will differ little from that in 2005. Whether relative outlays by
age will change will depend on the pattern of technological change and payment policy under Medicare.

age sixty-five."* Two important developments have occurred since then.
First, workers have begun to claim Social Security benefits at progres-
sively earlier ages—more than 70 percent of workers now claim benefits
between the ages of sixty-two and sixty-five. This shift might imply low-
ering the age of eligibility for Medicare, as most people lose their
employer-sponsored coverage when they retire.

Second, in 1983 Congress enacted legislation gradually increasing
from sixty-five to sixty-seven the age at which Social Security recipients
get a standard benefit—the so-called “full benefit age.”'> Some have sug-
gested that this change justifies increasing the age of eligibility for Medi-
care to age sixty-seven as well. Increasing the age of eligibility for Medicare
would probably marginally increase labor force participation and boost
payroll and income tax collections. However, the direct reduction in
Medicare spending would be surprisingly small—only about 6 percent
(see table 4-2), because younger retirees incur much smaller health bills
than do older retirees and raising the eligibility age has no effect on out-
lays for the non-elderly disabled.

In addition, these savings would be partly offset by increases in other
federal outlays. Ineligibility for Medicare would push some sixty-five- to
sixty-seven-year-olds into Medicaid and other government programs,
notably those of the Veterans Administration. The increase in Medicaid
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enrollments would be particularly problematic for states, which have rel-
atively inelastic revenue sources and operate under balanced budget
requirements. An increase in the Medicare eligibility age would also push
millions to seek private insurance coverage, but many have chronic ill-
nesses—“preexisting conditions,” in insurance jargon—that result in high
premiums or denial of coverage. Were an increase in the Medicare eligi-
bility age to come along without an increase in the actual age of retire-
ment, all of these problems would be exacerbated.

Increased Medicare Cost Sharing

Requiring Medicare enrollees to pay more for care than they now do
would lower federal outlays in two ways—by shifting costs from the gov-
ernment to the individual and by reducing individuals’ use of health ser-
vices by increasing the price that they have to pay. A major social
experiment in which participants were exposed to varying deductibles
provided evidence that the reductions in the use of care could be large.'®
The adverse health impacts from reduced use of health care services were
small for most enrollees, but they were most notable for the disadvan-
taged. Whether the large cost savings and small health effects would carry
over to the elderly and disabled populations is unclear, as both groups
were excluded from the experiment; moreover, the health problems of the
elderly differ greatly from those of the healthy, non-elderly population.
Medicare already requires considerable cost sharing by its enrollees.
Part A, which covers hospital and skilled nursing facility stays, imposes
higher deductibles and more cost sharing than most private plans and
provides no protection for very lengthy hospital stays.!” Enrollees must
pay sizable premiums for Part B—Supplemental Medical Insurance
(SMI)—which covers physicians’ services, durable medical equipment,
and the new drug benefit.® In 2003, Congress introduced income-related
premiums for SMI for the first time in Medicare’s history. Beginning in
2007, individuals and couples with incomes in excess of $80,000 and
$160,000 respectively will have to pay premiums set at 35 to 80 percent
of average premium cost. The top premiums will apply only when
income exceeds $200,000 for individuals and $400,000 for couples.
However, many people do not pay Part B premiums. About 33 percent of
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Medicare-enrolled retirees have retiree coverage from their former
employers that pays some or all deductibles, premiums, and copay-
ments.'” Other Medicare enrollees buy insurance themselves. And
approximately 7.2 million elderly and disabled people are eligible for
both Medicare and Medicaid, which pays most charges and covers cer-
tain services excluded from the Medicare benefits package—most
notably, nursing home care.?®

While raising the proportion of Medicare outlays paid by all enrollees
would reduce both budget outlays and consumption of medical services,
it would create two problems. First, increased premiums and charges for
care could seriously burden all but upper-income elderly and disabled
beneficiaries, especially if Social Security benefits are reduced.?! Second,
demand for preventive care, such as screening tests and maintenance ther-
apy to slow the development of progressive conditions, seems to be sen-
sitive to price. As a result, some analysts recommend providing such
services outside deductibles, at little or no charge.

Other cost-sharing reforms should be considered. The various
deductibles for different Medicare services could be replaced by a single
deductible covering all services. Cost sharing for various services could be
substantially increased, in combination with income-graduated waivers
for low- and middle-income beneficiaries. A stop-loss provision should be
added to Medicare to preclude the devastatingly large charges paid by
some recipients under the current system.

The potential budget savings from such reforms should not be exag-
gerated. Typical elderly and disabled Medicare beneficiaries have modest
incomes and few assets. For example, in 2002 only 15 percent of those
over age sixty-five lived in households with incomes of $50,000 a year or
more.?? Large increases in cost sharing would threaten Medicare’s basic
purpose, unless they were limited to the minority of beneficiaries with
high incomes.

New Medicare Purchasing Strategies

Medicare tries to limit costs by setting the price it will pay for various ser-
vices. Many observers now believe that alternative systems could both
lower costs and improve quality. Currently, for example, Medicare pays
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hospitals on the basis of each patient’s primary and secondary diagnosis
at admission and pays physicians for procedures performed. The system
is enormously complicated to administer, with thousands of different
prices; it also is virtually impossible to police fairly at a reasonable cost.
For example, without intrusive and expensive administration, how is
Medicare to know whether each physician or hospital correctly coded
the services performed? For purposes of cost control, the physician pay-
ment system has an important additional shortcoming—it controls the
price but not the quantity of services rendered. It thereby encourages the
provision of low-benefit or even useless tests and procedures. Some
observers believe that sizable savings could be achieved under alternative
purchasing systems with different incentives.

Pay FOR INSURANCE, NoT CARE. Medicare now pays for services for
88 percent of beneficiaries, while 12 percent are enrolled in prepaid group
plans. Medicare could instead pay a flat sum, adjusted for each patient’s
age and health status, to a health plan of the enrollee’s choice—including
HMOs, PPOs, point-of-service arrangements, or plans providing fee-for-
service care. Under one possible arrangement, modeled on the Federal
Employee Health Benefit Program (FEHBP), the federal government
would contribute a flat amount equal to a fixed percentage of a weighted
average of the premiums of the various plans participating. The current
FEHBP share is 72 percent.

Because enrollees pay extra for plans whose premiums exceed the gov-
ernment’s contribution, advocates of this approach maintain that they
will tend to enroll in cost-effective plans, driving plans to compete to
improve the quality of service and control costs. Critics express concern
that Congress will not raise federal payments as fast as health costs
increase, leading to erosion of Medicare coverage. Linking the federal
payment to the cost of a basic package of health services rather than to
costs—so-called “premium support”—might ameliorate this problem.?
Critics of insurance vouchers or premium support also fear that numer-
ous competing health plans would lack the leverage Medicare now has in
securing low prices from providers.

SELECTIVE PURCHASING. Medicare now pays for care rendered by
any willing provider for about 90 percent of current enrollees. Some
observers argue that Medicare could lower costs and improve quality of
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care if it selectively purchased coverage, either from health plans or
directly from providers. Favored vendors would be selected on the basis
of cost and quality of services. Medicare enrollees would face additional
charges if they chose a plan with high costs or of low quality. Incentives
that might push insurers and providers to improve care and lower costs
are more appealing to most people than stiff cost sharing at point of use,
particularly for an elderly and disabled population, most of whom have
modest income and few assets and many of whom lack the capacity or
information to make good choices on their own.

Medicaid Modifications

Contrary to popular belief, Medicaid spends far more to support care for
aged, blind, and disabled individuals than for poor mothers and their
dependent children. Although the aged, blind, and disabled represented
only 27 percent of Medicaid recipients in 2000, they accounted for
70 percent of program spending.?* Thus the same demographic trends
driving Medicare expenditures will also push up Medicaid outlays. Med-
icaid differs from Medicare in that a far larger share of its outlays go for
nursing home benefits. Medicaid pays for 50 percent of nursing home
care and 43 percent of total spending on long-term care.?

Medicaid is administered jointly with the states, most of which bear
40 to 50 percent of the costs. As a result, many changes to improve Med-
icaid efficiency are not entirely under federal control. Medicaid is the
most rapidly growing component of state budgets. As the baby boom
generation ages and eventually moves into the age brackets that make
heavy use of nursing home services, Medicaid costs will threaten to over-
whelm state budgets.

Unless enrollees become healthier or richer, federal Medicaid outlays
can be cut in only five ways: by curtailing services, by buying services
more cheaply or using them more efficiently, by encouraging people to
buy private long-term care insurance, by reducing fraud, and by shifting
Ccosts to states.

CURTAILING SERVICES. Major restrictions on eligibility or covered
services under Medicaid would directly undermine the program’s goal of
providing health care to the low-income population. Nor is significant
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cost sharing an option. Because Medicaid eligibility is based on lack of
income or wealth, increasing charges would amount to denying services
to enrollees. Nonetheless, because of severe fiscal pressures at the state
level, governors are currently doing exactly that. Some states are propos-
ing to pay only for primary and preventive care, leaving specialty care,
diagnostic services, and hospitalization uncovered. Others are instituting
premiums for at least some Medicaid enrollees.

BuYIiNG SERVICES MORE CHEAPLY OR UsING THEM MORE EFFI-
CIENTLY. The second way to lower the growth of Medicaid spending is
through new purchasing strategies. Medicaid now costs less than private
insurance, after adjustments are made for coverage and patient character-
istics, largely because Medicaid has stringently restricted fees. In addition,
Medicaid costs have risen less in recent years than the costs of private
care. Nonetheless, opportunities for additional economies exist. Medicaid
participants continue to rely on emergency rooms for routine care that
could be provided more effectively and economically in a physician’s
office. The lack of regular caregivers means that too often illnesses are not
caught early and chronic conditions and disabilities are not adequately
monitored, reducing the quality of care.?® Whether fixing those problems
would save money is less clear.

Several states have begun to buy health care at discounted prices for
low-income populations from one or a small number of providers. Such
contracts may incorporate quality indicators, such as reports that show
whether the organization provides appropriate care in a timely fashion.
States have also experimented with paying the employee’s share of
employer-sponsored health coverage for low-income workers and adding
coverage when that provided by an employer plan is narrower than the
Medicaid benefit package. This approach spares Medicaid the full cost of
coverage. As with other supposedly cost-saving measures, such inter-
ventions are more likely to improve the quality of services than to cut
their cost.

PRIVATE LONG-TERM CARE INSURANCE. The third way to lower
Medicaid spending is to encourage people to buy long-term care insur-
ance to protect themselves from nursing home costs, which currently run
more than $60,000 a year for a semiprivate room offering custodial



HEALTH 85

care.”” Although some analysts see private long-term care insurance as the
best hope for reducing the enormous projected growth in Medicaid
spending on nursing home care, finding ways to induce people to buy and
retain long-term care insurance has proven elusive.?® Insurers have been
loath to provide complete coverage because of uncertainty regarding ser-
vice costs many years in the future. On the buyers’ side, demand for long-
term care insurance has been weak.

REDUCING FrRAUD. Both Medicare and Medicaid pay large sums for
services that are both expensive and hard to monitor, a combination that
always breeds fraud. Medicare and Medicaid are not exceptional in this
regard. So-called Medicaid mills have defrauded the program of millions
in payment for needless procedures that were not, in fact, provided. For

]

years, “up-coding,” whereby providers bill for services that are more
highly reimbursed than those that they actually provided, was generally
acknowledged but rarely documented. The federal government has col-
lected more than $12 billion in settlements from fraud cases since 1986,
with the majority of those funds recovered from health care cases. Of
$2.1 billion recovered in civil fraud claims in FY2003, $1.7 billion
involved health care fraud—primarily against Medicare but more recently
including substantial Medicaid settlements.?’

SHIFTING CoOsTs TO THE STATES. The final way to rein in federal
Medicaid spending is to shift costs to the states. Currently the federal
government pays from 50 percent to 78 percent of state Medicaid service
costs. In 2003 the Bush administration first proposed converting Medic-
aid from a matching grant to a block grant,’® but the initiative was
adamantly opposed by both Republican and Democratic governors, who
recognized that states would face the full fiscal burden of rising enroll-
ments. That risk is particularly acute during recessions, when applica-
tions increase and state revenues fall. Because of united opposition from
the states, the administration did not reintroduce the block grant idea but
instead floated the idea of capping payments per enrollee. This proposal
provides the states some cushion against rising enrollments. They would
still be forced to pay all of any increase in health costs above the cap,
however, and they would be under heightened pressure to curtail benefits
and limit enrollments.
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Summary

There is no practicable way to estimate by how much the reforms
described in this chapter would lower Medicare and Medicaid spending or
health care outlays. Sizable reductions in the growth of government spend-
ing as a share of gross domestic product are doubtless possible. We believe,
however, that the evidence shows conclusively that eliminating large
increases in these budget shares is impossible without undermining the
purpose of both programs and adversely affecting the health of elderly, dis-
abled, and poor Americans. The largest reductions in government spend-
ing would result from increased cost sharing under Medicare, which
makes sense for those who can afford it, and raising the age of eligibility,
which might create more problems than it would solve. All of the measures
presented here would take years to implement. Meanwhile, the population
will be aging and using more health care per person, and physicians and
other scientists will be developing new beneficial—and costly—forms of
diagnosis and therapy. In the next section, we explore various ways in
which the nation might adjust to the resulting cost increases.

Confronting Rising Health Costs: Three Budget Options

We turn now to three ways to deal with the huge projected increase in
federal health care spending and its impact on the federal budget and on
Medicare and Medicaid recipients. The same scenarios are also described
in chapter 2, where their implications for other federal spending and the
non-elderly population are further elaborated.

—Under the first scenario, we assume that the age of eligibility for
Medicare remains sixty-five and that other aspects of the program are
unchanged. We assume also that coverage and benefits under Medicare
and Medicaid are unchanged and that health care costs continue to rise at
the historical average of 2.5 percentage points a year faster than eco-
nomic growth. Alternatively, some or all of the cost-reducing measures
described earlier in this chapter could be introduced, with all of the sav-
ings used to bring Medicare coverage up to the standards of typical pri-
vate insurance or to finance extended long-term care benefits. (This is the
“maintaining the social contract” scenario in chapter 2.)
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—The second scenario assumes that the growth of health care spend-
ing is somehow reduced from the historical average of 2.5 percentage
points to 1 percentage point a year more than per capita GDP. Such a
slowdown could occur in various ways. The Medicare eligibility age
might be increased to seventy. Some combination of system reforms, such
as those described earlier in this chapter, might be introduced. Or general
health care rationing might slow the growth of all health care spending,
public and private. We indicate the amount by which revenues would
have to increase to pay for remaining health benefits. (This is the “invest-
ing in the future” scenario in chapter 2.)

—Under the third scenario, we assume that the share of gross domes-
tic product devoted to Medicare and Medicaid increases solely because of
demographic changes in the population. This scenario implies that per
capita health care spending grows at the same rate as per capita income.
We describe some of the program changes that such a cost constraint
implies. (This is the “smaller government” scenario in chapter 2.)

Scenario 1: No Reduction in Growth of per Capita Health Costs

Under scenario 1, federal spending on Medicare and Medicaid will grow
dramatically (see table 4-1). We assume that all of the increase would
have to be covered by increased taxes. If growth of Medicare and Medic-
aid spending per beneficiary did not slow and if payroll and income taxes
were used to cover the added costs of Medicare and Medicaid, it would
be necessary to nearly double the Medicare payroll tax and increase all
personal income tax collections by more than 70 percent to cover
Medicare and Medicaid costs. (By 2040, payroll taxes would be two-and-
a-half times higher and income tax collections would need to more than
double.) Other possible ways of covering these increased costs are
described in chapter 5.3

Scenario 2: Slowed Growth of Health Costs per Beneficiary

The first scenario makes clear that if growth of health care spending con-
tinues at past rates, massive tax increases are inescapable. We therefore
suggest an approach that blends some program reductions with tax
increases that, while formidable, are less extreme than those with option 1.
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The second scenario is based on the assumption that the growth of per
capita Medicare and Medicaid spending will moderately decelerate until
the annual increase is just 1 percentage point more than the growth in
wages, the same assumption used in projections by Medicare’s actuaries.
To achieve this slowdown will take aggressive action. Such actions will
include most or all of the measures that various reformers have suggested
and that we described above, including some increase in the age of eligi-
bility for Medicare, increased cost sharing, selective purchasing, and the
application of information technology. Even with such measures, it is
unlikely that Medicare and Medicaid will be able to continue to provide
essentially all beneficial care to those whom they serve. Increasing the age
of eligibility for Medicare by five years would reduce spending by only
1.3 percent of GDP in 2030 and 1.5 percent in 2040. Medicare and Med-
icaid are likely to have to extend contracting with prepaid plans that not
only have incentives to provide care efficiently but that also are prepared
to ration care.

Medicare enrollees may be able to shoulder more cost sharing in the
future than they can now to the extent that health savings accounts are
adopted and people carry forward the unused balances in their accounts.
Whether HSAs will be widely used is still unclear. If they are used, people
may spend all or most of the funds deposited in such accounts during
their working lives. And those who carry sizable balances forward are
quite likely to reduce other forms of saving. For all of these reasons, the
net effect of HSAs on the capacity of future Medicare beneficiaries to
shoulder increased cost sharing is questionable.

If growth of per capita Medicare and Medicaid spending can be
slowed to 1 percentage point more than GDP, federal spending on health
care will still increase, as shown in table 4-1. Taxes would have to
increase by 4 percent of gross domestic product by 2030 and 6 percent by
2040 just to cover added health care spending on Medicare and Medic-
aid. That increase makes no allowance for tax increases for other pur-
poses—to balance the overall budget, to pay for added pension costs, to
cover long-term care benefits beyond those now provided under Medic-
aid, or for military emergencies.

But a reduction in the growth of health care spending from 2.5 per-
centage points a year more than GDP to just 1 percentage point a year
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more would be a monumental achievement. It will demand vigorous
action to promote cost-effective delivery of care and significant reduc-
tions in coverage.

Scenario 3: GDP and per Capita Health Care Spending
Rise at the Same Rate

Under the third scenario, we assume that sufficient changes are made in
Medicare and Medicaid to ensure that per beneficiary spending grows no
faster than total national per capita income. Even so, Medicare and Med-
icaid will claim a growing share of government spending because the pro-
portion of the population that is elderly and disabled is projected to
grow.3? If growth of per capita health spending did not exceed GDP
growth, demography alone would be projected to increase federal
Medicare and Medicaid expenditures from 4.2 percent of GDP in 2005 to
5.7 percent in 2030 and 6.2 percent in 2040.33

If per capita health costs continued to grow at historical rates, the share
of GDP absorbed by federal health care spending could be held to these
levels only by increasing the age of eligibility for Medicare from sixty-five
to seventy-nine by 2030 and eighty-three by 2040. Many would find such
increases in the age of eligibility unthinkable. As noted, even with such
sharp increases in the age of eligibility, the total cost of Medicare as a
share of gross domestic product would increase because the elderly and
disabled will constitute a growing share of the total population.

Alternatively, deductibles, copayments, and coinsurance could be
increased. This policy would shift costs now borne by Medicare to pro-
gram beneficiaries and to the states, as higher cost sharing would push
some people into Medicaid. In 2000, Medicare paid just under three-fifths
of total personal health care spending of beneficiaries living in the com-
munity.>* Whether that share will rise or fall depends in part on the char-
acter of medical advances and in part on policy. For example, the rapid
increase in drug costs from 5.6 percent of personal health care spending
in 1980 to 12.4 percent in 2003 increased out-of-pocket spending because
Medicare did not cover outpatient drugs. With the passage of the
Medicare Modernization Act of 2003, Medicare now covers some of
those costs.
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Policies that explicitly shift costs to enrollees would have two major
effects. First, they would tend to reduce total health care spending. Sec-
ond, they would increase the number of Medicare participants who also
are eligible for Medicaid and who would turn to the Veterans Adminis-
tration hospitals for care. The omission of the first effect understates bud-
get savings; the omission of the second overstates savings. We ignore both
such effects. Under this assumption, to hold the growth of per capita bud-
get outlays on Medicare to that of per capita income, it would be neces-
sary to lower the proportion of personal health care spending paid by
Medicare from just under 60 percent to about 29 percent in 2030 and 23
percent in 2040.

Some combination of increases in the age of initial entitlement and
cost sharing could also hold the growth in Medicare costs to growth
resulting entirely from demographic shifts. Were growth of overall federal
spending to be held to growth from demographic shifts, it would be nec-
essary also to cut Medicaid coverage. If cuts in Medicaid spending are
proportionately smaller than those in Medicare, holding growth of over-
all federal health care spending to what is attributable to growth of the
population served would require even larger Medicare cuts than those
indicated above. Even with the formidable cutbacks in coverage described
above, federal health care spending would increase by 2 to 3 percent of
GDP because of demographic forces alone.

The Rest of Health Care Spending

Nearly half of total health care spending now results from Medicare,
Medicaid, and federal and state health programs for veterans and their
families, and others.? Private health care spending will be affected less by
population aging than will Medicare and Medicaid outlays. But private
health care spending will be subject to the same upward pressures from
technology. As shown in table 4-3, continued growth at historical rates
indicates that total health care spending will absorb more than one-
fourth of gross domestic product by 2030 and more than one-third by
2040. Increased private costs for care will come on top of the sharply
higher taxes to support benefits for dependent populations. Under those
circumstances, we anticipate that pressures to ration care for the entire
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Table 4-3. Projection of National Health Care Spending
as a Percent of GDP under Two Scenarios?®

Historical Slowed growth

trend scenario scenario
Year (percent) (percent)
2005 15.6 15.6
2010 17.3 17.3
2020 21.6 19.8
2030 27.6 21.9
2040 35.2 24.1

a. The historical trend scenario assumes that Medicare and Medicaid cost growth exceeds GDP by
2.5 percent a year. The slowed growth scenario assumes that Medicare and Medicaid cost growth exceeds
GDP by 1 percent a year.

b. Estimates of the Centers for Medicare and Medicaid Services (www.cms.hhs.gov/statistics/nhe/
[March 17, 2005]) and authors’ calculations.

population will intensify. The idea of health care rationing now offends
most Americans. However, an ever-tightening squeeze on the capacity of
Americans to afford goods and services other than health care may well
persuade them that health care rationing, though very difficult and highly
controversial, is less repugnant than the alternatives. The challenge is to
develop ways to place systemwide limits on access to health care services
in both the public and private sectors that have a rationale that the pub-
lic can support.

How Do We Get from Here to There?

The United States can restrict health expenditures in three ways. It can
limit the quantity of care demanded by raising the cost of care at the time
of illness. It can slow the advance of technology. Or it can limit supply by
restricting the use of available technologies.

The United States already rations care to those who are not well
insured and do not have the means to pay for care. The 45 million peo-
ple without health insurance, for example, consume on average only a lit-
tle more than half of the health care services that insured people use.
Health insurance could be changed so that it pays only for costs of care
that exceed a high deductible. Two decades ago a major social experi-
ment demonstrated that increasing the cost of care significantly reduced
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the quantity of care demanded. Proponents of requiring patients to pay
more claim that doing so would also lower prices. Exposing patients to
increased charges would surely lower the level of spending, but it is
unlikely to reduce the growth of spending unless it slows the pace of
technological advancement, an outcome that would probably lower over-
all social welfare. Hopes that increasing patient charges would lower
prices may be unrealistic because individuals would be less able than
large groups to bargain for discounts. Most savings would result from
services forgone.

The second approach would reduce growth of health care expenditures
by directly controlling the principal engine of growth, the development of
new medical technology, by limiting support for medical research. This
approach would be of only limited efficacy because the United States is the
home of much but not all medical research. Furthermore, some U.S.
research is driven by the quest for profit and therefore would be hard for
public policy to control. More telling is that such controls would reduce
general welfare. Medical research has produced total benefits far greater
than its cost, even if considerable waste occurs at the margin.3¢

The third approach is the most promising—to limit the supply of care
by requiring care to be justified by “evidence-based” research. Total
expenditures would be limited by private or public regulation. Funds
would be allocated to services that produce a level of benefits per dollar
spent that exceeds some specified threshold. This approach is conceptu-
ally straightforward but formidably difficult to implement.3” Medical
knowledge of what technologies produce the greatest medical benefits in
particular cases is lacking for many—perhaps most—conditions.

We are not confident about which approach to limiting growth of
health care expenditures will—or should—be used. The nation is likely to
try some combination of all three approaches. That it can avoid all of
them seems unlikely.
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