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Abstract Insurance coverage through the traditional Medicare program is complex, frag-
mented, and incomplete. Beneficiaries must purchase supplemental private insurance to fill
in the gaps. While impoverished beneficiaries may receive supplemental coverage through
Medicaid and subsidies for prescription drugs, help is limited for people with incomes above
the poverty level. This patchwork quilt leads to confusion for beneficiaries and high administra-
tive costs, while also undermining coverage and care coordination. Most important, Medicare’s
benefits fail to limit out-of-pocket costs or ensure adequate financial protection, especially for
beneficiaries with low incomes and serious health problems. This brief, part of a series about
Medicare’s past, present, and future, presents options for an integrated benefit for enrollees in
traditional Medicare. The new benefit would not only reduce cost burdens but also could poten-
tially strengthen the Medicare program and enhance its role in stimulating and supporting inno-

vations throughout the health care delivery system.

BACKGROUND

Over the past 50 years, Medicare has been meeting its goals of enhancing access to
health care and providing financial protection against high health costs for its elderly
and disabled beneficiaries.!? Still, Medicare’s outdated benefit design fails to limit
beneficiaries’ out-of-pocket costs for covered benefits, and the financial protection pro-
vided to low-income beneficiaries falls far short of what the Affordable Care Act offers
to the under-65 population. This brief examines illustrative policy options that would,
in combination, modernize Medicare’s benefits, improve health care access and afford-
ability for low-income beneficiaries, and reduce coverage complexity.

There is a pressing need for reform. An estimated 20 million of Medicare’s 52
million beneficiaries live on incomes below 200 percent of the federal poverty level.
Nine million beneficiaries have complex care needs with serious functional limitations
that hinder their ability to carry out daily activities.> Although the poorest are eligible
for Medicaid to supplement Medicare, under current policies beneficiaries with low or
modest incomes are eligible for only limited help with paying for premiums or medical
care expenses.

The absence of a ceiling on out-of-pocket costs can undermine the financial

security and exhaust the resources of even higher-income beneficiaries. That’s why
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This is the second of four briefs in The Commonwealth Fund's Medicare at 50 Years series that
explore the key issues confronting the Medicare program and discuss potential policy options. The first
brief explored the potential of value-based payment to improve beneficiary care and achieve savings.
Upcoming briefs in the series will focus on care for complex patients and Medicares fiscal outlook.

most beneficiaries supplement Medicare’s core benefits with coverage sold by private insurers, often
purchasing multiple plans. This fragmented coverage is inefficient, generates high administrative
costs, and undermines efforts to improve coordination of patient care and prevent avoidable hospital-
izations. With many beneficiaries filling in Medicare’s deductibles and coinsurance with supplemental
coverage, there is also little opportunity to use financial incentives to encourage the use of higher-
value, lower-cost care.

To modernize Medicare’s core benefits and update policies related to low-income beneficia-
ries, the brief discusses two complementary options. The first would offer a new Medicare-sponsored
plan choice. Available for an extra premium, it would provide an integrated design with prescription
coverage, more-affordable cost-sharing, and a limit on out-of-pocket costs—making supplemen-
tal coverage unnecessary. The second option would expand subsidies for Medicare’s premiums and
reduce cost-sharing for beneficiaries with incomes up to 200 percent of the federal poverty level in
ways that align with the Affordable Care Act’s policies for the under-65 population.

We discuss how the two policies could reinforce each other and strengthen Medicare’s ability
to provide beneficiaries with greater security, while creating a platform for future program innovation.
Modernizing Medicare’s benefit design and expanding low-income policies together have the poten-

tial to lower administrative costs and smooth transitions as adults become eligible for Medicare.

CURRENT MEDICARE BENEFITS AND LOW-INCOME PROVISIONS
Medicare has separate deductibles and cost-sharing provisions for Part A hospital, skilled nursing
facility, and home health services and for Part B physician, lab, and diagnostic benefits, with no limit
on annual out-of-pocket spending for covered services. Part A includes a $1,216 deductible per hos-
pital episode and substantial cost-sharing for longer-term hospitalization or skilled nursing stays after
a hospitalization. Part B has a $104.90 monthly premium ($1,259 per year per person), a separate
$147 annual deductible, and open-ended coinsurance of 20 percent for physician services (including
surgeons and other hospital inpatient physicians), therapy, durable medical equipment, and outpa-
tient services with no limit on out-of-pocket spending.

For prescription drug coverage, beneficiaries must buy a Part D plan with a separate pre-
mium that averages around $440 a year plus a deductible and cost-sharing that varies across private
plans. The Affordable Care Act (ACA) is phasing out Medicare’s gap in drug coverage—the “dough-
nut hole’—but beneficiaries requiring specialty drugs or multiple medications can still face substan-
tial costs.

Supplemental private coverage to fill in Medicare’s deductibles and cost-sharing is costly, with
Medigap premiums adding over $2,000 a year, depending on geographic area. It is also inefficient,
with 20 percent of the premium, on average, going toward administrative costs.”

Some low-income beneficiaries are eligible for assistance paying their Parts A and B cost-
sharing and Part B premiums.” Medicaid covers Medicare cost-sharing up to 100 percent of the pov-

erty level and provides subsidies for Part B premiums up to 135 percent of poverty for those meeting
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income and asset tests.® Personal asset limits for beneficiaries seeking extra help with Medicare premi-
ums or cost-sharing are $7,160 for an individual and $10,750 for a couple (in 2014). The complexity
of separate enrollment through Medicaid deters some poor Medicare beneficiaries from participating.
Just half of beneficiaries with incomes below $10,000 and only a fifth of those with incomes up to
$20,000 have Medicaid supplements for Medicare coverage. (Appendix Table 1 shows the distribu-
tion of beneficiaries by income level.)

Low-income beneficiaries apply separately to Medicare for help with Part D. Medicare
administers subsidies for Part D cost-sharing and premiums on a sliding scale up to 150 percent of
poverty. The Part D asset limit is $13,300 for individuals and $26,580 for couples, with lower limits
for full premium subsidies.

In contrast to Medicare, the ACA eliminates asset tests and provides substantial premium
and cost-sharing subsidies up to 200 percent of poverty for the under-65 population and expands
Medicaid to 138 percent of poverty for participating states.” ACA provisions exclude Medicare ben-
eficiaries. As a result, lower-income older adults who age into Medicare will face increased financial

burdens for coverage and care.

UNDERPROTECTED AND UNDERINSURED MEDICARE BENEFICIARIES

Facing gaps in benefits and premium costs, an estimated 25 percent of all beneficiaries and 40 percent
with incomes below twice the poverty level spent 20 percent or more of their income for premiums
plus medical care costs in 2014.% As Exhibit 1 illustrates, the percentage of beneficiaries with high
cost burdens falls sharply for those with incomes above 200 percent of poverty—to less than half the

levels experienced by low-income beneficiaries.’

Exhibit 1. Proportion of Medicare Beneficiaries Spending 20 Percent
or More of Income on Premiums and Medical Costs

Percent
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Source: Analysis of 2010 Medicare Current Beneficiary Survey, projected to 2014.
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An estimated one of five beneficiaries—11 million people—spent at least 10 percent of
their income on medical care alone in 2014, not including premiums. Despite having Medicare,
they were underinsured, spending a high share of their income on medical care.'’ The risk of being
underinsured was highest for low-income beneficiaries: an estimated one-third of those with incomes
up to 150 percent of poverty, and 30 percent of those with incomes between 150 percent and 200
percent of poverty were underinsured, which is at least twice the rate for beneficiaries with higher
incomes (Exhibit 2). On average, about half of low-income beneficiaries” out-of-pocket costs were for
Medicare covered benefits including prescription drugs; remaining costs were for dental, hearing, and

long-term care services beyond those covered by Medicare.

Exhibit 2. One of Five Medicare Beneficiaries Underinsured—
Spent 10 Percent or More of Income on Medical Care Alone
(premiums excluded)

Percent 11 million beneficiaries at risk—one-third of low-income underinsured
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Source: Analysis of 2010 Medicare Current Beneficiary Survey, projected to 2014.

Such high financial burdens undermine access to care, deplete incomes, and drain resources.
Notably, a recent study found that the elderly in the United States are far more likely to go without
care because of the cost and face problems paying medical bills than their counterparts in 10 other

high-income countries. Beneficiaries with complex care needs are particularly at risk.""

POLICY OPTIONS TO MODERNIZE BENEFITS AND IMPROVE LOW-
INCOME PROTECTIONS

To improve current Medicare benefits so that beneficiaries will not need to obtain supplemental cov-
erage, and to expand low-income provisions under Medicare to provide adequate financial security
for low- and modest-income beneficiaries, we suggest two related policies. The first policy, which we

call “Medicare Essential,” would modernize Medicare’s benefit design by offering a new option for a
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supplemental premium sponsored by Medicare with integrated benefits, including prescription drugs.
The second would protect low-income beneficiaries by expanding premium subsidies and reducing
cost-sharing for beneficiaries up to 200 percent of poverty with the expanded assistance provided

directly by Medicare.

Medicare Essential

Modernizing Medicare’s benefit design through the introduction of a new option, sponsored by
Medicare, that features integrated benefits and an out-of-pocket-cost limit for all covered services
would obviate the need for supplemental coverage. Such an option would reduce insurance complex-
ity for beneficiaries, lower administrative costs now incurred by private plans, and enable Medicare to
implement value-based incentives that reduce cost-sharing for beneficiaries seeking care from high-
quality, lower-cost providers.'? Such flexibility would complement federal payment policies to pro-
mote primary care, coordination, and care system innovations.

Exhibit 3 presents an illustrative benefit design for the Medicare Essential option and con-
trasts it with Medicare’s current core provisions. The illustrative design includes an overarching limit
on annual out-of-pocket expenses and one deductible, with exemptions for preventive care, primary
care, and prescription drugs. The design eliminates cost-sharing for hospital care after the deductible.
For physician care, patients make copayments for primary care, specialists, and emergency depart-
ment use. Cost-sharing for other Part B services with cost-sharing is reduced from the current 20
percent to 10 percent. A new overall limit on out-of-pocket costs for covered services includes pre-
scription medications. To model the potential premium costs and impact on beneficiaries, we set the
out-of-pocket limit at $3,400 and the deductible at $250.

Beneficiaries selecting this option would pay an extra premium set to fully finance the
enhanced benefits. The extra premium would be added to the current Part B premium, in one
monthly charge that would cover Parts A, B, and D benefits within an integrated insurance plan.

The extra premium for this new option, with drug benefits, comes to an estimated $85 per
month in 2014, in addition to Part B.!> At this level, the option would offer a lower-cost, simpler
alternative to purchasing Medigap and Part D plans. Compared with Medigap plans that enroll the
greatest number of beneficiaries (Plan F), beneficiaries would experience significant savings in premi-
ums (about $1,500 a year), although with somewhat higher cost—shau'ing.14

The combined Part B and Medicare Essential premium would likely be beyond the reach of
low-income beneficiaries. Thus, expanded subsidies (described below) for low- and modest-income
beneficiaries would be needed to work in tandem with Medicare Essential. If both policies were
enacted, lower-income beneficiaries would be more likely to rely on the expanded low-income poli-
cies. Medicare Essential as a voluntary option would be more likely to appeal to those with incomes

above 200 percent of poverty.
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Exhibit 3. Illustrative Benefit Design to Offer New “Medicare Essential” Choice

Medicare Essential Current Medicare A, B, D

Integrated cost-sharing and incentives. Benefits include

Benefit design prescription drugs. Parts A, B, and D (drugs) separate.
. Slngle. $250 anntfal dgductlble for all services. Exemptl.ons Hospital: $1.216 per episode.
Deductible for primary care (if registered with a primary care practice),
. . Part B: $147 per year.
preventive care, and prescriptions.

Hospital cost-sharing None. $304 per day for days 61to 90.

- char $20 primary care/$40 specialist visit/$50 emergency 20% open-ended; includes
Physician cost-sharing department (except for accidents and other urgent care). doctors for hospitalizations.
Other Part B services 10% coinsurance (therapy and durable medical equipment). 20% coinsurance.
Home health None. None.
Skilled nursing home $80 per day for days 21-100. $152 per day for days 21-100.

Prescription drugs low-cost for generics; 25% coinsurance for nonpreferred brand.

No deductible. Low/no cost-sharing for essential medications, Varies. Standard deductible $310:

T o L
Reference pricing, cost-sharing 25% multiple tiers.

Out-of-pocket limit $3,400 annually for all covered services, including drugs. None.

No deductible for primary care if beneficiary is registered with
a practice; $10 per-visit cost-sharing for those enrolled in

Illustrative value primary medical home practice. No deductible if referred by
. L . . ! . None.
incentives medical home or using high-value medical groups or networks.
Out-of-pocket limit lowered to $2,000 for patients using
certified high-value accountable care network or care team.
Monthly oremium™* Estimated $85 a month, including prescription drugs, Part B: $104.90 monthly.
Y P plus Part B at $104.90. Part D: $37 monthly average.

* For a discussion of Medicare Essential’s value-based design and value-incentives, see K. Davis, C. Schoen, and S. Guterman, “Medicare Essential:
An Option to Promote Better Care and Curb Spending Growth,” Health Affairs, May 2013 32(5):900-9.

** Premium estimate of Medicare Essential premium for 2014 assumes that all beneficiaries with Medigap and Medicare with incomes above 200

percent of poverty participate and that beneficiaries with employer-sponsored health insurance and Medicare Advantage remain with their current

coverage.

New Protections for Low-Income Beneficiaries

Aligning Medicare’s low-income protections with the ACA’s reforms for people under 65 would
gning

require an expansion of premium subsidies on a sliding scale relative to income and a reduction of

cost-sharing up to 200 percent of poverty. An illustrative option could include:

Expansion in eligibility for Part B premium subsidies from 135 percent of the federal poverty

level to 200 percent based on a sliding scale using ACA contribution rates.

For those with incomes between 100 percent and 200 percent of poverty and not eligible
for Medicaid, reduced cost-sharing for Medicare benefits and a new annual limit on out-of-

pocket costs.

For all beneficiaries with incomes below poverty, full Part B premium subsidies and minimal
cost-sharing for Medicare services through Medicaid. (Those wishing to do so could opt to

receive the more limited assistance available to beneficiaries just above poverty.)

Elimination of the asset test for all beneficiaries. Following the ACA, annual income alone

would determine eligibility for premium subsidies and reduced cost-sharing.

For illustrative purposes, we have specified the benefits to include: a unified deductible of

$250 a year, no separate deductible for hospital care, low copayments for visits, reduced coinsurance
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for other Part B benefits, and an out-of-pocket limit of $2,000 for Parts A and B services. This design
seeks to be in the actuarial value range for subsidized benefits for low-income adults in health plans
offered in the ACA’s insurance marketplaces."

To streamline the application process, Medicare, rather than Medicaid, would administer and
fund the expanded premium and cost-sharing subsidies for newly eligible beneficiaries who do not
qualify for full Medicaid. There would be just a single application to fill out. The policies would use

the same definition of income and draw on existing federal administrative systems.

Impact of Illustrative Policies

The combination of Medicare Essential with expanded low-income provisions would represent an
attractive new integrated option for beneficiaries with higher incomes and supplemental private cov-
erage. The estimated monthly cost, including drugs, would be more affordable than what is currently
available in the Medigap marketplace, largely as a result of lower administrative costs. If all current
higher-income beneficiaries with Medigap, as well as all those with Medicare only, were to participate
in such an option, an estimated 4 million of them would have lower costs.

If all beneficiaries who are income-eligible received the expanded low-income help, we esti-
mate that the combination of Medicare Essential and the new low-income provisions would reduce
from 25 percent to 15 percent the proportion of beneficiaries now paying 20 percent of their income
or more on health care and premiums (Exhibit 4). Not surprisingly, those with incomes below 200
percent of poverty would experience the biggest difference: the proportion of these individuals spend-
ing at least a fifth of their income would drop from 39 percent to 25 percent. But even beneficia-
ries with incomes between 200 percent and 400 percent of poverty would benefit from Medicare

Essential, with the proportion paying 20 percent or more dropping from 17 percent to 13 percent.

Exhibit 4. Impact of Two Policies (2014)

Proportion paying 20 percent or more of income on care and premiums

Percent m Current policy [ With low-income protections and Medicare Essential
50 -
40 -
30 -
25 25
20 -
15 17
13
10 -
4 3
o .
All <200% 200%-400% 400% FPL
beneficiaries FPL FPL or more

Source: Analysis of 2010 Medicare Current Beneficiary Survey, projected to 2014; modeled illustrative policies.
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The share of beneficiaries who would remain underprotected reflects the limits of Medicare’s
benefit package, which excludes important high-cost services such as hearing aids, dental care, and

long-term care services and supports.'®

SUMMARY AND DISCUSSION

Medicare’s current fragmented benefit design and inadequate subsidies for low-income beneficiaries
result in particularly high out-of-pocket cost burdens for beneficiaries living below 200 percent of
poverty. The cost burden puts their access to care at risk as well as their ability to afford care, causing
many to forgo other necessities or go into debt.

Expanding eligibility for low-income subsidies well beyond the poverty level will be necessary
to provide financial protection for those most at risk. Doing so would promote equity and mirror the
ACA’s provisions for the under-65 population, thereby smoothing transitions for people as they enter
the Medicare program. To streamline enrollment and lower administrative costs, eligibility for premi-
ums and cost-sharing help could be determined through a website with a single application.

As a companion policy, Medicare Essential could be designed so that the premium fully
finances the enhanced benefits at no cost to the federal budget. Medigap policies currently incur high
administrative costs, averaging 20 percent of premiums.” Medicare Essential would likely be particu-
larly attractive for beneficiaries currently buying Part D and Medigap policies, as they would realize
substantial premium savings from lower overhead costs and having an integrated plan with prescrip-
tion drugs. Since recent reforms prohibit Medigap policies from first-dollar coverage, Medicare
Essential would be competitive with private supplemental policies, all of which include at least some
cost-sharing.'®

To the extent that a substantial share of beneficiaries now purchasing Part D plans opt
for Medicare Essential, Part D pharmacy benefit managers (PBMs) would need to be selected by
Medicare to administer the drug benefit to retain their markets. Some PBMs would likely be dis-
placed. As this market is already highly concentrated and leading PBM groups now compete to
participate in integrated plans for the under-65 population, this transition should be possible with
only modest disruption in drug-pricing arrangements. By integrating the pharmacy benefit, Medicare
would in the future be able to use its purchasing power, as well as follow value-based design prin-
ciples, to ensure access to effective and essential medications.

Cost-sharing for all covered services could be structured to encourage beneficiaries to seek
high-value care. Enabling such a flexible benefit design would strengthen Medicare’s already signifi-
cant role in providing a national platform to improve health system performance on behalf of the
entire population. This leverage depends on Medicare being given the authority to adjust cost-sharing
based on the value of services, as recommended by the Medicare Payment Advisory Commission
(MedPAC) in a recent report.”” Over time, if the value-based approach spurred delivery system inno-
vation, potential savings would accrue to families, public programs, and private employers.*’

In contrast to premium-support proposals, which would shift financial risk to beneficiaries
if medical costs rise above some target rate, an approach like Medicare Essential would strengthen
Medicare’s ability to address costs over time.*! That’s because it uses payment incentives for providers
and incentives for patients to choose lower-cost, higher-quality care. By offering an integrated benefit
option, traditional Medicare would provide new competition for the Medicare Advantage private plan

market.
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Enhancing traditional Medicare’s core benefits in this way would begin to phase out Part
A and Part B cost-sharing and revamp Medicare’s core benefits with an out-of-pocket maximum.
However, an additional monthly premium would be needed to avoid high cost-sharing. In contrast,
MedPAC examined a more integrated design with an out-of-pocket maximum and the restriction
that the Part B premium could not increase. This constraint resulted in a $500 deductible, a $750
per hospital admission copayment, and a $5,000 annual out-of-pocket maximum.** Faced with such
cost-sharing, beneficiaries would likely continue to buy supplemental coverage for fear of incurring

high costs if they become sick.

Federal Budget Costs

Although Medicare Essential could be designed to be self-financing, federal spending would be nec-
essary to pay for expanded low-income premium and cost-sharing subsidies. We estimate an annual
cost of over $10 billion if all income-eligible beneficiaries participated.” To reduce federal budget
outlays, low-income provisions could initially be limited to 150 percent of the poverty level. Policies
could also be phased in, beginning with expanding premium subsidies to 150 percent of poverty as
recommended by MedPAC.* Or phasing could start with reduced cost-sharing up to 135 percent of
poverty.

Some of the options listed by the Congressional Budget Office (CBO) or recommended by
MedPAC could be adopted to finance federal costs. For example, CBO estimates that either expand-
ing Part D rebates for low-income beneficiaries or increasing alcohol and cigarette taxes would yield
more than $100 billion in federal savings or revenues over a decade.” Simplifying enrollment and
avoiding the need to supplement Medicare would also yield administrative savings that could be rede-
ployed to improve benefits.

Together, the policy options we describe could offer the potential for future savings that

would accrue not only to Medicare beneficiaries, but to the nation as a whole.
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STUDY METHODS AND DATA

We used the 2010 Medicare Current Beneficiary Survey (MCBS), inflated to 2014 and projected
enrollment, to assess current financial burdens and the impact of the specified policy options.
The 2010 Cost and Use files provide detailed information on out-of-pocket costs, including
out-of-pocket spending on premiums and benefits not covered by Medicare and premiums paid
for private plans. The nationally representative sample of beneficiaries has sufficiently robust
sample sizes to examine subgroups by income.

In the analysis, we divided beneficiaries into poverty groups that correspond to current Medicare
low-income policies and ACA thresholds for premium and cost-sharing subsidies. For married
couples, the MCBS asks about costs only for the person interviewed but reports the couple’s
total income. Thus, estimates of out-of-pocket costs as a share of income understate burdens
for married couples—-the estimates miss premium and care costs for the spouse.

We used income reported in the MCBS compared with poverty thresholds to determine likely
eligibility for expanded subsidies. In modeling the impact of expanding premium subsidies up
to 200 percent of poverty, we assumed that all would be eligible except those with employer-
based retiree coverage.

To assess the impact of provisions to reduce Medicare-related cost-sharing, we used information
on total liability for Medicare-covered services and modeled the change in out-of-pocket costs
with the specified change in benefit design for beneficiaries eligible to participate. We restricted
participation to beneficiaries enrolled in traditional Medicare with Medicare only, Medigap, or
Medicaid, excluding those with Medicare Advantage and employer-sponsored supplements.

To simplify modeling, we assumed that all income-eligible beneficiaries with Medicare only,
Medigap, and Medicaid above 100 percent to 200 percent of poverty would participate in the
new low-income expansion for Medicare reduced cost-sharing. We modeled the impact of the
specified reforms assuming full implementation and participation in 2014.

For Medicare Essential, we assumed only those with incomes above 200 percent of poverty
would participate and pay the added premium. For simplicity, we assumed that all beneficiaries
with incomes above 200 percent of poverty currently with Medicare only, Medigap, or Medicaid
would participate. And beneficiaries with employer-sponsored insurance or Medicare Advantage
would retain current coverage. We modeled just one year as if fully implemented in 2014. We
did not model the potential dynamic longer-term impact on total spending if positive incentives
succeeded in accelerating delivery system innovation to yield future cost savings.

THE COMMONWEALTH FUND

Appendix Table 1. Distribution of Medicare Beneficiaries by Poverty and Coverage

(estimated 2014)
Medicare Medicare

only Medicaid Employer Advantage Medigap Total

People (millions) 52 8.9 20.0 10.7 79 527
Poverty distribution—Share of each group

<100% poverty 151% 54.6% 2.2% 7.5% 52% 13.8%
100%-134% poverty 20.1% 27.3% 4.0% 10.4% 10.3% 1.8%
135%-149% poverty 5.0% 3.9% 2.0% 51% 3.5% 3.5%
150%-199% poverty 17.0% 9.1% 8.2% 15.3% 1.6% 1.2%
200%-399% poverty 30.3% 4.7% 38.1% 39.9% 38.5% 32.2%
400%-+ poverty 12.5% 0.5% 45.3% 21.7% 30.9% 27.6%

Source: Based on Medicare Current Beneficiary Survey 2010 distribution inflated to 2014 Medicare beneficiary count.
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