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Strategies for Slowing the
Growth of Health Spending

JOSEPH R. ANTOS AND ALICE M. RIVLIN

Health spending in the United States is high relative to other

countries and rising rapidly, but many Americans perceive they
are not getting their money’s worth, and tens of millions are not covered
by health insurance of any kind. As chapter 1 illustrated, federal health
spending, especially spending on Medicare and Medicaid, is clearly on
an unsustainable track. But cutting Medicare and Medicaid benefits and
restricting eligibility will shift the financial burden of health care to
other payers and increase the ranks of the uninsured without improving
the effectiveness of care or slowing the growth of total health spending
significantly.

In this chapter we focus on how federal programs could provide lead-
ership that will bring about positive change in the whole health system.
What reforms would slow the growth of total health spending and move
the whole health care system in the direction of greater efficiency and
effectiveness, broader coverage, and better health outcomes? This is a
tall order!
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Is Comprehensive Reform Necessary
to Slow Spending Growth?

Many health policy analysts believe that the United States will have little
success in slowing the growth of health spending until it undertakes com-
prehensive reform of its complex and fragmented health system. Advo-
cates of a strong government role in health care believe that slowing the
growth of health care spending would be a far more feasible task in a sim-
pler, more unified system covering most or all of the population. In that
view, a universal system with a single payer—or even a small number of
competing payers—would be in a far stronger position to cap spending,
negotiate payment rates with providers, insist on efficient delivery, or
refuse to pay for marginally effective services. In contrast, supporters of
competitive reform argue that efficiency can be achieved by giving con-
sumers choice and financial incentives, providing the tools for informed
decisionmaking, and providing subsidies to those in need. Such an
approach would reduce unnecessary spending, promote high quality care,
and better meet the demands of individuals for a health system that works.

However, comprehensive reform of any sort will take either a crisis
that forces widespread recognition of the need for sweeping change or
national leadership willing to invest enormous political capital in work-
ing out the necessary compromises among diverse vested interests. Nei-
ther will happen quickly. In the meantime, rising health spending will
likely put increasing upward pressure on federal and state budgets and
cause retrenchments in public spending and employer health coverage
that will leave more people uninsured.

The authors of this volume believe comprehensive reform is neces-
sary—although they may differ on what form it should take. They also
believe that the nation cannot wait for comprehensive health reform to
address the problem of rising spending in as many ways as possible.
Squeezing waste and inefficiency out of the system and putting in place
mechanisms to make health spending more effective can set the stage for
more comprehensive reform. We believe that many different approaches
to improving efficiency and slowing health spending growth should be
tried simultaneously. In the rest of this chapter we offer a comprehensive
menu of specific reforms, all of which merit attention.



STRATEGIES FOR SLOWING THE GROWTH OF HEALTH SPENDING 31

We have not attempted to estimate the potential cost savings of the
options described below. Many of the policy options are in early stages of
development and their likely impact on health spending cannot be
gauged. Many proposals would interact with others, sometimes reinforc-
ing and sometimes reducing their impact on cost, quality, and access to
care. The net impact of any policy reform depends on the specific options
that are adopted and how well they are implemented. In addition, we
have not prescribed a single best course of action to reform federal health
programs. As we argue below, the health system is a mix of market and
regulatory elements. A realistic reform strategy would include both mar-
ket-oriented and regulatory policy initiatives.

No Easy Answers

The debate on health care reform sometimes sounds like a contest over
which “silver bullet” will solve the whole problem—or a big part of it—
by offering better health care at lower cost for everyone. For example, the
impressive contributions of information technology to reducing cost and
improving quality in other sectors have generated a widely held hope
that information technology can greatly increase productivity in the
health sector. The common sense observation that avoiding illness saves
a trip to the doctor has been translated into the hope that a nation of
couch potatoes can adopt healthier lifestyles, resulting in billions saved
because disease has been prevented. Multimillion-dollar awards in mal-
practice cases that seem out of proportion to the actual harm have raised
hopes that legal reforms could substantially reduce the cost of health
care. Evidence that treatment of the same diagnosis varies greatly in
intensity and cost among providers—without observable differences in
outcomes—has generated enthusiasm for “evidence-based medicine” and
“pay-for-performance” and created a hope that aligning health reim-
bursement to outcomes can result in higher quality at lower cost.

All of these prescriptions have merit, but none is a silver bullet. Infor-
mation technology does have potential to reduce errors and save costs in
health care, but the required investment is high, and much of the benefit
would come from revolutionizing the way hospitals, physicians, and
other providers organize their work—not a quick or easy task. Prevention
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is, indeed, better than cure, but people cling tenaciously to bad health
habits such as smoking and overeating. Moreover, healthier folks use
medical care over a longer lifetime and do not necessarily spend less in the
long run. Limits on damage claims can reduce malpractice premiums sig-
nificantly in certain specialties, but their effects on overall health costs are
marginal. Similarly, while evidence-based medicine and pay-for-perfor-
mance are promising approaches, the needed evidence and performance
measures do not now exist. A major multiyear effort will be necessary to
move the health system toward rewarding performance.

In short, the prospect of a simple solution to the health spending crisis
is dim. Slowing the growth of health spending will require multiple pol-
icy interventions and persistent effort to address the serious problems of
our health system. Everyone—patient, provider, employer, taxpayer—will
ultimately be involved in the difficult decisions necessary to slow the
growth of spending to a sustainable rate.

The Problem of Third-Party Payment

When spending on video games or espresso drinks soars, no one tries to
design policies to second guess consumers and slow such spending. Soci-
ety relies on the price mechanism to keep supply and demand in balance
and ensure reasonably efficient production. But health care is often nec-
essary to life and health. Denying care to someone who needs it but can-
not pay is widely regarded as cruel and unconscionable, especially in an
emergency or with respect to a life-threatening condition. Moreover, the
need for health care is often unpredictable and comes in large lumps, for
example, when the patient suffers a heart attack, stroke, or serious acci-
dent. People naturally want protection from sudden, involuntary bills
that could bankrupt them.

These characteristics have led to third-party payment for most health
services. Many countries have national health programs paid out of tax
revenues. The United States has a complex system of private and public
health coverage. Many workers and their families obtain health insur-
ance through their employers, an arrangement that is subsidized through
the income tax. Seniors and the disabled are covered by Medicare, and
many of the poor are eligible for Medicaid or the State Children’s Health
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Insurance Program (SCHIP).! Some people purchase their own insurance
without employer help, but about 16 percent of Americans go without
health insurance, either paying for care directly, receiving charity care, or
going without care.

When a third party—whether the government or a private insurer—is
paying for care, the patient has little incentive to consider the price or find
the most efficient provider. Providers who know that the patient is not
paying the bill also have little inducement to economize. This phenome-
non, known as moral hazard, results in higher spending for health care
than would have occurred if the patient had paid the full cost directly.?

Moral hazard can be diminished by requiring that patients pay more of
the cost of their care out of their own pockets or by limiting the use of
health services through administrative mechanisms. Raising the deduct-
ible amount that must be paid before insurance kicks in, or increasing the
co-payments or coinsurance that patients pay when they receive a health
service, increases cost-awareness on the part of patients and discourages
the use of health services. However, even modest co-pays and deductibles
may cause hardship to low-income people. If they subsequently stop tak-
ing their medications or seeking care, chronic conditions may worsen,
leading to more aggressive treatment and higher costs.

Alternatively, health plans may reduce the impact of moral hazard by
directly limiting access to services. Managed care plans often require
patients to get a referral from a “gate-keeper” physician before accessing
specialist services. Direct limits on the use of services can be effective in
controlling spending, but they are unpopular with patients and providers.
During the early 1990s many employers turned to managed care plans
because they offered comprehensive coverage for lower premiums. Com-
plaints from workers coupled with a booming economy and tight labor
markets caused a backlash against managed care, with employers shifting
back to less-managed types of insurance coverage.

Public subsidies have encouraged the purchase of private insurance or
provided public health coverage to millions of people, but they have also
contributed substantially to the rapid growth of health spending. Only
about 25 percent of seniors had comprehensive hospital insurance in
1963; virtually all seniors gained that coverage with the implementation
of Medicare in 1966.3 Similarly, many low-income persons were given
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expanded access to care when Medicaid was enacted. Those programs
have helped to improve the health status of seniors and the poor, but they
also have added a large and rapidly growing burden on federal and state
budgets.

The tax system provides generous subsidies for the purchase of private
health insurance. In 2006 more than 170 million people will take advan-
tage of federal and state tax preferences for employer-sponsored insur-
ance worth $225 billion in reduced income and payroll taxes.* Tax
expenditures for health care are essentially entitlements, growing auto-
matically every year without any necessary intervention by Congress.
However, they receive less attention than the spending-side entitlements,
Medicare and Medicaid.

Nearly the entire amount of that tax expenditure comes from the
exclusion of employer premium contributions from the taxable income of
workers.’ Although the tax exclusion helps millions of people buy health
insurance, it also leads to higher spending on health insurance and pro-
motes insurance that covers more services with lower out-of-pocket cost
to be paid by consumers. Employer contributions to premiums also
reduce the apparent cost of insurance even though such contributions are
ultimately paid by the workers, whose wages grow less rapidly than they
otherwise would. Consequently, employer-sponsored insurance tends to
offer more generous coverage, which blunts the consumer’s sensitivity to
health care prices and encourages greater use of services.

Consumers directly paying only a fraction of the cost of their care are
apt to use services that are not worth as much as they cost. The cost of
additional care induced by this moral hazard effect of insurance is
reflected eventually in higher insurance premiums. By promoting gener-
ous coverage, tax incentives help fuel the escalation of health care costs
and insurance premiums.

The tax exclusion does not help people who are not working or who
work for a firm that does not offer health insurance coverage, regardless
of their income or health status. Among workers who benefit, those with
higher incomes stand to gain more from the exclusion than lower-income
workers. After income and payroll taxes, a high earner could save as
much as 50 cents for every dollar spent on health insurance premiums, at
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the margin. In contrast, a low earner might save as little as 3 cents on the
dollar for employer-sponsored insurance.®

Combining program spending for Medicare and Medicaid with the
health tax expenditures, federal and state governments will devote over
$875 billion to health care in 2006 and substantially larger amounts in
the future. Much of that money is not spent efficiently, resulting in health
care that does not return full value for the investment.

Seeking Efficient and Effective Care

Despite enormous advances in scientific knowledge, medicine remains
more an art than a science. Diagnosing a patient can be difficult if he or
she has multiple conditions or uncommon diseases. The choice of treat-
ment can be complicated because different patients with a particular dis-
ease may respond well or poorly to the same therapy. Physicians may well
disagree about the best treatment approach for a challenging patient.
Since physicians share experience and influence each other, it is not sur-
prising that there are substantial variations among locations and
providers in how particular diagnoses are treated.

Nonetheless, the variation in medical practice across the country is
much larger than one might expect to arise purely from different mixes of
patients or traditions of practice. Dr. Jack Wennberg and colleagues at the
Center for Evaluative Clinical Sciences at the Dartmouth Medical School
have long experience analyzing Medicare data to uncover variations in
resources used to treat the same diagnoses among regions, states, and
providers, as well as the outcomes associated with those treatments.

Three robust results emerge from this body of research and analysis.
First, the variations in resource use are huge. For example, Medicare
spending for the average patient living in Miami is about two and a half
times larger than it is in Minneapolis, even accounting for health and
demographic differences between the two populations.” A study of
Medicare patients suffering from one or more serious chronic diseases
showed that in the last six months of life such patients averaged more
than sixteen days in the hospital in New York and Hawaii, but less than
eight days in Utah and Oregon. In the last two years of life, Medicare
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spent an average of $40,000 on such patients in New Jersey and only
$25,000 in Ohio.?

Second, resource use is sensitive to supply. In areas with more hospital
beds per capita, Medicare patients were more likely to be hospitalized,
and in areas with more cardiologists per capita, Medicare patients with
heart disease had more cardiologist visits.

Third, and most surprising, more aggressive treatment styles and higher
spending levels do not result in better patient outcomes. One study that
followed three cohorts of Medicare patients (who were hospitalized for
hip fracture, colorectal cancer, and heart attack) found that greater care
intensity was associated with increased mortality rates.” However, all is not
well in low-spending areas: both high- and low-cost areas underutilize
effective services, such as mammography or vaccination for pneumonia.

These findings reflect a disturbing variability in efficiency in the health
system. They suggest that finding ways to make practices of the least effi-
cient providers more like the most efficient would save large amounts of
resources, both in Medicare and in the rest of the health system.

The challenge is moving from documenting inefficiency to reducing it
without doing more harm than good. Information on what works in
health care (and for whom) is inadequate, and providers often fail to use
available information on effective medicine. Fee-for-service payment
encourages greater resource use and rewards excessive treatment and
even medical errors. Medicare, for example, will pay for the readmission
of a patient to a hospital to treat an infection acquired in that hospital.

Major efforts are under way to address the lack of information on
effective treatment. New data sources are being developed, including
information from insurance claim records and patient registries that can
provide evidence of how well medical interventions work in day-to-day
practice rather than under the more carefully controlled (and less realis-
tic) conditions of clinical trials. Comparative effectiveness studies ana-
lyze the body of scientific literature to draw conclusions about which of
several treatment strategies are the most promising. Medicare has modi-
fied its coverage process to permit payment for certain treatments (such as
implantable cardiac defibrillators) on a provisional basis, contingent on
the development of evidence on the success of the treatment among
Medicare patients.
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It is sometimes said that only 15 percent of what doctors do is backed
by hard evidence.'” That may be an exaggeration, but it is clear that the
medical profession’s ability to treat patients has greatly outrun its knowl-
edge of what works best out of a growing range of options. Efforts to
improve the knowledge base must become an ongoing and substantial
part of the health system.

Despite the lack of clear evidence for much of what is done in medi-
cine, the wealth of treatment options can be overwhelming even for well-
trained physicians trying to keep up with medical progress. Methods
being developed to help physicians manage information overload include:

—Practice guidelines based on evidence rather than subjective judg-
ment or professional consensus;

—Disease management and other patient management methods that
rely on evidence-based protocols and improved coordination among
providers;

—Improved Internet access to the latest scientific studies; and

—Computer-based decision support tools.!!

Many physicians may not make the best use of such information tools,
however. Accessing computer-based information can interfere with face-
to-face interaction between physician and patient. Computers are typi-
cally not available in examining rooms, for example, although hand-held
devices may reduce this problem for physicians willing to use them.
Although younger physicians are more comfortable with such technol-
ogy, the practice style of many older physicians is incompatible with its
use. In addition, most physicians typically see patients with common dis-
eases that may be easily diagnosed, diseases that the physician has long
treated in conventional ways. Conventional practice may therefore lag
behind the best evidence unless new findings are brought to the physi-
clan’s attention.

The business realities of running a medical practice also inhibit physi-
cian adherence to evidence-based standards. Fee-for-service payment
combined with low negotiated reimbursement rates from insurers pro-
mote the use (and overuse) of health services. The patient is unlikely to
object to treatment that does not meet evidence standards since he or she
is largely shielded from the direct cost of care by insurance and is far less
knowledgeable about treatment alternatives than the physician. The
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insurance system has a bias in favor of treating rather than preventing dis-
ease, even though prevention might be less expensive.

To improve the efficiency and effectiveness of health care, the knowl-
edge base necessary for sound medical decisionmaking must be built and
that knowledge made accessible and usable to patients, physicians, and
payers. The financial incentives must be redirected toward more prudent
use of care while also finding mechanisms that ensure that patients seek
necessary care.

The Problem of the Uninsured

The American health financing system leaves about 45 million people
without health insurance at any given time and larger numbers without
coverage for some part of the year.!> Perhaps as many as 60 million peo-
ple are uninsured at any time during the year.’® Over the past two decades,
the number of people without health insurance has grown by 50 percent.

People without insurance have limited access to health care through
public hospitals and clinics and charity care offered by private providers.
As a result, the uninsured often have untreated ailments and chronic con-
ditions. Eventually they may require aggressive and expensive medical
interventions that could have been prevented with more timely and rou-
tine attention from a health provider.

The rising cost of health care is pushing more and more people into the
ranks of the uninsured. As insurance premiums rise, employers pare back
benefits, increase the share of costs that must be paid by employees, drop
coverage altogether, or decide not to offer it in the first place. Employ-
ment-based coverage is sensitive to the business cycle, declining during
periods of economic slowdown and rising during expansions. Dis-
turbingly, the share of the population with employer coverage did not
grow much above historical levels even during the record boom of the
1990s. Medicaid has proven to be a safety valve, growing as a share of the
total as private insurance enrollment fell off.

The rising numbers of uninsured also add to the total cost of health
care. Uninsured individuals impose a cost on everyone else when they
need health care and are unable to pay. Uncompensated care could
amount to as much as $35 billion annually.'"* Moreover, people without
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insurance tend to forgo preventive health care and delay treatment, which
can cause them to suffer needlessly, lead to complications, and require
more aggressive and expensive medical interventions. The uninsured tend
to seek care in hospital emergency departments—an exceedingly expen-
sive source of care.

Thus, the problem of the uninsured is not just a matter of fairness.
Reducing health spending growth in ways that further adds to the ranks
of the uninsured is not only inequitable; it tends to make the health sys-
tem even less efficient.

Reform Strategies

Objectives of a broad system reform include slowing the growth of health
spending by increasing the system’s efficiency, ensuring that more people
have access to health insurance, improving the availability of essential
health services, providing consumers control over their health care, and
promoting medical innovation. Some policy objectives are likely to be
incompatible with others, requiring careful balancing of goals. However,
it should be possible to make progress on a variety of objectives even as
the nation works to slow spending in a $2 trillion system.

Two basic approaches dominate the running debate among experts
and policymakers about the best reform strategy for the health system.
Market strategy proponents argue that promoting competition and con-
sumer choice would establish appropriate incentives for greater system
efficiency and ultimately lower growth in health spending. Regulatory
strategy advocates believe that stronger government action is needed to
control costs directly and to police an unruly marketplace to avoid risks
that individuals should not be forced to bear. Both sets of beliefs are
deeply held, causing a philosophical impasse that limits the scope of poli-
cies that can be seriously considered in Congress. We argue that a blended
strategy that uses both market and regulatory approaches is most likely to
be successful.

Market Reform Strategy

Proponents of a market strategy believe that if individuals had more
direct responsibility for the cost of their care, they would weigh these
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costs and the value they receive more carefully. Providers would be forced
to compete for consumer dollars on the basis of price, quality, and cus-
tomer service. This heightened competition would cause health care
providers to adopt more efficient practice styles. Prices for services would
be established in the market, reflecting both supply and demand condi-
tions more accurately than government-set prices. Such pricing would
provide incentives for continued medical innovation.

Giving consumers choices among competing health plans is not a new
idea to the federal government. The Federal Employees Health Benefits
Program (FEHBP) has offered federal employees and retirees a wide
choice of health plans since its founding in 1960. While having a choice of
health plans may make consumers more cost-conscious when they choose
plans, it still leaves a third party (the plan) paying most of the bills.

Another approach that reduces the moral hazard problem would
require consumers to pay out of pocket for most health expenditures,
while protecting them only from the catastrophic losses that could accom-
pany a major illness or accident. Such consumer-driven health plans typ-
ically offer insurance with a high deductible plus a savings account, to
which the individual or his employer may contribute, designed to help the
individual pay the out-of-pocket costs. Such plans encourage more pru-
dent decisionmaking on the part of both patients and physicians by mak-
ing both more aware of the cost of care and of the fact that consumers are
using their own money to pay for that care. Congress introduced this idea
into the discussion in 2003 when it enacted health savings accounts
(HSAs), an idea that is discussed in more detail later.

Reliable information on the cost, quality, and appropriateness of care
is needed if consumers are to make sound health care decisions. Such
information is not readily available today, and the information that is
available is fragmentary and difficult to interpret.

The price that the consumer will pay out of pocket for a service, for
example, depends on who delivers the service and whether the consumer
has satisfied his annual deductible. The cost of a full episode of care is a
better indicator of cost for conditions requiring hospitalization or the ser-
vices of more than one provider. However, since services are typically
billed individually, ascertaining a price for the full bundle can be difficult.
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Mortality rates, hospital readmission rates, and other commonly avail-
able quality indicators are inadequate assessments of provider quality and
must be interpreted with care. Data comparing the effectiveness of alter-
native treatments are not readily available, and the typical consumer
would need substantial medical knowledge or the advice of a physician to
interpret the studies that do exist.

Insurers, providers, and government agencies are beginning to develop
better consumer information. Many insurers have begun to experiment
with ways to make price data available to consumers.!* Aetna, for exam-
ple, gives its subscribers access to physician-specific rates for 25 common
services in its Cincinnati pilot project. CIGNA focuses its pricing infor-
mation on outpatient procedures, such as MRI (magnetic resonance
imaging), where the variation in cost is substantial and members are more
likely to consider choosing a provider based on cost. The White House
has urged providers to make price and quality data available to con-
sumers,'® and many states and the federal government make available
quality indicators for hospitals, nursing homes, and other providers.

Nonetheless, critics are concerned that the average consumer is poorly
equipped to interpret complex price and quality information and that
high out-of-pocket costs will cause people, especially those with low
incomes, to forgo both unnecessary and necessary care.!” That could
worsen health outcomes and increase costs.

Moreover, much health spending is concentrated among a small num-
ber of people with very high expenses: 10 percent of the population
accounts for 69 percent of the nation’s health spending.'® Much of the
spending for high-cost patients is above the deductible amount for a typ-
ical consumer-driven health plan and unaffected by financial incentives.
Other methods of limiting inappropriate spending, such as care manage-
ment for high-cost cases, may be more effective in controlling costs."’

The list of steps necessary to create a functioning health market is
daunting. It includes insurance market reform, improved health informa-
tion, better antitrust enforcement, malpractice reform, and restructured
and better-targeted subsidies to individuals for private insurance.? Since
such policies are controversial, and there are both political and technical
disagreements over how to proceed, the task will not be easy.



42 JOSEPH R. ANTOS AND ALICE M. RIVLIN

Regulatory Strategy

Critics of market-based reform argue there is a social responsibility to
make sure that everyone has access to good quality care when they need
it. Third-party payment has become the norm precisely because con-
sumers want, and deserve, to know that they will have the ability to pay
for medical services when the need arises. Consumers, especially people
who are ill, cannot become sufficiently informed on the technicalities of
medical practice to make wise choices and thus are likely to be unduly
influenced by providers.

Proponents of a regulatory strategy also argue that there is a social
responsibility to ensure that good quality care is delivered as efficiently as
possible. We cannot rely upon private companies to provide that care
without regulation, as experience shows that insurers seek to avoid cov-
ering people with serious health conditions and drug companies charge
substantially more than they need to cover their costs of production.
Large companies will exploit their market power to the disadvantage of
consumers. Moreover, large government programs have considerable
market power that should be exercised on behalf of consumers and tax-
payers. Proponents of stronger regulation assert that Medicare has been
more successful than private insurers in slowing the growth of health
spending, attributing that record to Medicare’s ability to price services
more aggressively.?! Many policymakers agree with that assessment
despite some evidence to the contrary.?

Admittedly, there are risks to setting lower prices for health services
than would have prevailed in an unregulated market, since health
providers may try to make up for the lower price by increasing the volume
of services. For that reason, Medicare price cuts have typically resulted in
less budgetary savings than might have been expected without the induced
growth in the use of services.”> Moreover, if prices are held to low levels
over the long term, health providers and suppliers exit the market. The
unwillingness of many providers to accept the low reimbursements under
Medicaid reduces options for low-income people enrolled in the program,
and some providers limit the number of Medicare patients they see.

Proponents of regulation argue that just because regulation has some-
times been carried out stupidly does not mean it cannot be done well.
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They envision a system of universal health coverage in which the govern-
ment uses its power to ensure that health services are effective and deliv-
ered efficiently. This could involve analyzing data to establish best
practices, promulgating practice guidelines, and refusing to pay for care
that did not conform to those guidelines, as well as imposing caps on
total health spending and devising rules for enforcing those caps.

Blended Strategy

In fact, America’s health system is a hodgepodge of market and regulatory
elements that have accreted over decades. Replacing this complex, hybrid
system with either a pure market system or pure regulated system seems
both unlikely and unworkable. Realistically, moving the current health
system toward greater efficiency as well as equity will take a blend of
market-oriented and regulatory reforms.

An example of a blended strategy would be aggressive implementation
of pay for performance by both public and private payers. Such a strat-
egy would recognize the basic tenet of the market model that informed
consumers will seek out providers who offer the best value in terms of
price, quality, and customer service. But it also recognizes that, as long as
a large fraction of health spending is covered by insurance, the most
important decisions about what and where to buy are made by third-
party payers, not individual consumers. Employers have taken steps to
promote more informed purchasing by their employees. For example, the
Leapfrog Group of large employers has received public acclaim for its
efforts to reward doctors and hospitals for improving the quality, safety,
and affordability of health care, and to help consumers reap the benefits
of making smart health care decisions. Medicare also has begun experi-
menting with ways to provide stronger financial incentives for hospitals
and physicians to provide high quality care under the rubric of P4P.

Regulation and markets are facts of life in the health system. Health
reform is likely to nudge the system toward either greater regulation or
more competitive markets, but a wholesale shift in one direction is
implausible. Policy proposals should be evaluated for their likely impact
on spending, access, and quality, as well as for their longer-term influence
on the balance between government and individual control.



44 JOSEPH R. ANTOS AND ALICE M. RIVLIN
Using Federal Programs to Lead the Way

The size and impact of federal health programs suggest that well-designed
reforms of these programs can serve as a catalyst for improvements of the
whole health system. Of course, the reverse is also true: Poorly conceived
federal policy can make matters worse for everyone, and it can be very
difficult to reverse even the most misguided federal policy once it has been
implemented.

Of all federal health programs, Medicare has the greatest leverage on
the day-to-day operation of the health system. As the largest single pur-
chaser of health care, Medicare policies directly affect virtually every
provider.

Since Medicare’s policies have the force of law, they have enormous
influence over a vast industry. Record keeping, coding, and billing prac-
tices established by Medicare are the industry norm. Medicare has intro-
duced innovations in payment methods, such as prospective payment
systems, that have been widely adopted by private insurers. Changes in
the way Medicare manages or pays for benefits, as with the prescription
drug benefit, can cause health plans and providers to alter the way they
manage both their Medicare and private business. Medicare’s recent
emphasis on price transparency and quality reporting, for example, is
likely to lead to greater access to such information for all consumers. Ini-
tiatives to test new ways to manage high-cost patients, to promote the use
of evidence-based treatment, and other innovations have stimulated inter-
est among private insurers and health plans in such approaches.

Innovative approaches are also being tested by states seeking to
improve the operation of their Medicaid programs, which together
account for as much total health spending as Medicare. Efforts to make
other federal health programs—including SCHIP, the Veterans Health
Administration (VHA), and the Defense Department’s TRICARE pro-
gram—more efficient could pay off in terms of reduced growth in federal
outlays. Lessons learned from such policies can often be applied more
broadly (see chapters 4 and 5). Indeed, examples of efficient practices in
VHA are already influencing other systems.

The federal tax system plays a major role in subsidizing employment-
based private health insurance. Restructuring the tax preference, perhaps
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by capping the amount that may be excluded from taxable income and
providing a refundable tax credit for health insurance, could better target
those in need and minimize the adverse incentives that promote ineffi-
ciency in the health system.?*

In addition, regulatory agencies, such as the Federal Trade Commis-
sion (FTC) and the Food and Drug Administration (FDA), establish and
enforce “rules of the road” for the health sector. The FTC seeks to pre-
vent anticompetitive business practices and to protect consumers against
unfair, deceptive, or fraudulent practices. In the health sector, that has
meant challenges to hospital mergers and other actions to discourage
anticompetitive behavior or to improve consumer knowledge. The FDA
regulates drugs and medical devices to ensure safety and effectiveness.
The approval of new drugs, generic versions of brand drugs, and medical
devices can have substantial impacts on the treatment of disease and the
cost of health care.

Research agencies, such as the National Institutes of Health (NIH) and
the Agency for Healthcare Research and Quality (AHRQ), contribute to
the development of medical innovation and improvements in clinical prac-
tice and the delivery of health care. Research on health system improve-
ments, including comparative effectiveness analysis, receives relatively
little funding, however, despite the large potential payoff to such work.

Policy Options

In this section, we discuss policy proposals that show promise of mitigat-
ing the projected increase in federal health spending and leading the non-
federal system toward greater efficiency at the same time (see table 2-1 for
a brief summary of proposals). While substantial work would be required
to implement any of them, they illustrate the many possible avenues to

pursue.

Setting Prices or Payment Rates

The way in which health care products and services are priced or reim-
bursed can determine the type of services that are provided, the quality of
the resulting care, and the cost of that care. Reimbursing providers on a
fee-for-service basis is widely seen as creating incentives to produce more
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Table 2-1. Reform Options for Federal Health Programs
and Health-Related Activities

Improve price setting

Pay-for-performance
Bidding

Leverage market
share

Develop information

Health information
technology (IT)

Data development

Research on outcomes
and effectiveness

Implement and evaluate reimbursement rates based on performance
(P4P) in federal programs, especially Medicare.

Design and implement bidding approaches to purchase of drugs,
devices, and packages of health services in federal programs.

Negotiate lower prices for medical products and services, using
federal programs’ market power and legal authority.

Develop standards for interoperable health IT for hospitals,
physicians, and other health providers.

Provide incentives and low-cost financing for adoption of systems
that meet the standards.

Use VA health system as laboratory to test improvements in health
IT, including hardware, software, and work methods.

Use incentives and requirements to meet target date for imple-
mentation of universal, portable, individual medical records.

Collect and make accessible data on cost and outcomes of health
treatments by diagnosis and provider, starting with Medicare
database.

Sponsor cost-effectiveness and comparative effectiveness studies of
medical treatments and disseminate results widely.

Improve health care delivery

Guidelines

Care management
and coordination

End-of-life care

Lower-cost delivery
settings

Health promotion
and disease
prevention

Create evidence-based practice guidelines by using Medicare’s
“coverage with evidence development” to assess use of treat-
ments and patients most likely to benefit

Give providers information to compare their performance against
their peers and measure their adherence to practice guidelines.

Increase incentives for Medicare beneficiaries to enroll in managed
care plans and participate in disease management programs.

Increase incentives for providers to cooperate with disease manage-
ment programs and improve coordination of patient care.

Promote greater public awareness of end-of-life health issues,
including importance of advance directives and understanding
of treatment options.

Increase incentives for use of lower-cost treatment settings.

Support studies on cost-effectiveness of preventive health services.
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Promote consumerism and competition

Premium support

Premium assistance

Health savings
accounts

Limit health outlays

Transform Medicare
and Medicaid

Introduce premium support in Medicare, modeled after Federal
Employees Health Benefits Program.

Encourage state experimentation in Medicaid to involve beneficia-
ries in decisions about their care, such as the “cash and counsel-
ing” demonstration.

Encourage high-deductible insurance plans tied to tax-favored
health savings accounts.

Convert Medicaid to indexed block grant that rewards better
health outcomes and lower-cost treatment.

Convert Medicaid and Medicare to modified entitlements, requir-
ing Congress to vote on total spending at least every few years.

Limit tax exclusion ~ Cap and gradually reduce tax exclusion for employer contributions

to health insurance premiums.

Other options

Drug approvals Streamline FDA approval process for new drugs and medical
devices; develop standards for new types of generics, including

follow-on biologics.

Malpractice reform  Reform tort system to reduce defensive medicine costs, improve

patient safety, and promote appropriate redress for injury.

tests, procedures, and office visits, even if these services are likely to pro-
vide only minimal improvements in the patient’s health. Managed care
plans can be more efficient, because they have an incentive to provide
only the services needed to keep the patient healthy. Medicare has not
required its beneficiaries to move into managed care (although they have
the option of enrolling in Medicare Advantage). Medicare has been an
innovator in developing more effective pricing methods within its tradi-
tional fee-for-service system, in which the vast majority of beneficiaries
are enrolled.

Medicare’s first major pricing reform was the shift in 1983 from cost-
based reimbursement to a prospective payment system (PPS) for hospital
services. Paying a fixed amount for a given diagnosis gives hospitals an
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incentive to reduce unnecessary costs.”* Consequently, lengths of stay
were reduced and hospital care became more efficient, although this
approach also encouraged hospitals to discharge patients to skilled nurs-
ing facilities and other providers of postacute care that is billed to
Medicare. Since then, Medicare has adopted prospective payment, or a
predetermined schedule of fees, for most covered services. The program
has analyzed ways to refine PPS, including payment adjustments for more
acutely ill patients and a single payment for a larger bundle of services
(such as the inpatient stay and some period of postacute care).
Pay-for-performance (P4P) is a promising tool for promoting high-
quality care and reducing unnecessary costs, although implementing such
a system poses major challenges.?® To be effective, quality measures must
identify real differences in provider performance, adjusting for the sever-
ity of illness of their patients and multiple dimensions of quality care.
Mortality or hospital readmission rates and patient satisfaction measure
only part of the broader quality concept that a well-designed P4P pro-
gram would reward. Physician acceptance of both P4P principles and the
specific quality measures is essential to making this approach successful
on a sustainable basis. It is not known how much money must be at stake
to promote improvements in provider performance. There are questions
about the capacity of poor performing physicians and hospitals to
improve the quality of their care when insurers reduce their reimburse-
ments. Medicare has the clout to advance P4P, but it must move forward
carefully to avoid institutionalizing an inadequate payment formula.
P4P has proven controversial among some conservatives.?” They argue
that Medicare has so much leverage over the market that the adverse con-
sequences of any error in assessing provider performance would be mag-
nified greatly. The fear is that Medicare’s size and regulatory authority
would create a de facto federal standard of care for private insurance that
would be difficult to modify, even though the science of medicine contin-
ued to evolve. One solution, according to that argument, is to prevent the
use of P4P in traditional Medicare while permitting smaller private plans
in Medicare Advantage to experiment with such payment systems.
While allowing traditional Medicare to develop P4P carries risks, the
program should not simply ignore the adverse incentives of its current
payment methods that discourage quality and efficiency. Those incentives
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influence medical practice regardless of who is paying the bill, and they
must be addressed if systemwide improvements are to be made in care
delivery.

Although a well-designed P4P system would provide financial incen-
tives for high-quality care, even that advance would not ensure that the
price level was appropriate. P4P, PPS, and other common formula-based
payment systems used in Medicare may not accurately reflect the market
conditions facing individual providers in local markets. At best,
Medicare’s payments approximate the average demand and supply con-
ditions in each market. But that means some services and providers are
overpaid, and others are underpaid. Consequently, exceptional growth in
program outlays for some services appears to be motivated by distorted
payment incentives.

Medicare has explored bidding approaches as an alternative to for-
mula-based payment methods. By requiring all sellers to submit their best
offer in advance, bidding approaches elicit prices that better reflect local
market conditions.

Bidding has been tested for pricing durable medical equipment (such as
wheelchairs, hospital beds, and oxygen equipment). Demonstration pro-
jects conducted between 1999 and 2002 in two locations found that bid-
ding reduced program costs by about 20 percent.?® A nationwide
competitive bidding system for durable medical equipment is expected to
begin in January 2007, although there are concerns that such a system
will drive smaller suppliers out of business, ultimately driving prices up
and reducing service to beneficiaries.

Greater controversy surrounds the decision to use bidding to set pay-
ments under the new Medicare drug benefit. Under this system, each pre-
scription drug plan (PDP) submits a bid detailing the list of covered drugs
(formulary), cost-sharing requirements (deductible, copayments, and cov-
erage gaps), distribution network (retail and mail-order pharmacies), and
the premium they propose to charge. Medicare pays an amount equal to
75 percent of the average premium, and beneficiaries pay the rest. This
approach relies on the PDPs to negotiate their best price from drug man-
ufacturers. Plans with lower costs can charge lower premiums and attract
more enrollment; larger plans are in a better bargaining position to
extract the greatest price concessions from manufacturers.
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Critics argue that this approach fails to take advantage of Medicare’s
aggregate buying power. If the program negotiated on behalf of all of its
beneficiaries, the resulting prices might be substantially lower than those
obtained by the PDPs. The cost of producing an additional pill is gener-
ally low, which leaves room for downward price flexibility. However,
drug manufacturers point out that the cost of research and testing a new
drug is high and only a few drugs are financial successes. If aggressive
government negotiation to lower prices to Medicare makes drug com-
panies significantly less profitable, it could retard the creation of new
pharmaceuticals.

Outside of Medicare, the government uses its market power and legal
authority to extract lower drug prices than generally seen in the market.
Congress requires drug manufacturers to provide rebates to state Medic-
aid programs, resulting in a Medicaid “best price” that is about 63 per-
cent of the list price.?”” The Department of Veterans Affairs (VA) does
even better, negotiating prices with drug manufacturers under the Federal
Supply Schedule that average 53 percent of the list price, although some
of the price difference is the result of not having to use retail pharmacies
for distribution. Federal Supply Schedule prices are available to all direct
federal purchasers of pharmaceuticals, including VA, the Defense Depart-
ment, and the Public Health Service. Congress gave VA considerable
leverage in its negotiations, and drug manufacturers must participate
in the Federal Supply Schedule to sell their pharmaceuticals under
Medicaid.

The challenge for policymakers is finding a balance between the short-
term savings and the longer-term consequences of direct negotiations or
other methods of setting prices administratively.

Developing Information

Any attempt to improve the efficiency of health services will require bet-
ter information to be successful. Federal action can improve the knowl-
edge base for clinical decisionmaking by promoting health information
technology, developing comprehensive data on patient care, and spon-
soring research on outcomes and effectiveness of care.

HEALTH INFORMATION TECHNOLOGY. More can be done to build
on the health information technology (IT) activities already under way at
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various federal agencies. Much attention has been given to the electronic
medical record (EMR) system used by VHA, which is one of the pioneers
in this area. Although that system can be improved to facilitate true inter-
operability across sites of care, it provides a solid demonstration of the
value of health IT.

The Veterans Health Information System and Technology Architecture
(VistA) provides comprehensive diagnostic and treatment information for
each patient as well as financial and management information. The sys-
tem allows providers not only to order various services (including med-
ications, x-rays, nursing orders, diets, and laboratory tests) but also to
review detailed information on the patient and his treatment. Although
providers in one facility cannot currently access EMR information on
care provided in another facility, VHA is working on a system upgrade
that will establish a single systemwide record that is accessible to all VA
providers (see chapter 5). The successful quality improvement initiatives
undertaken by VHA to date have relied in large part on the patient data
available through VistA.

The Department of Health and Human Services (HHS) is heavily pro-
moting the use of EMRs that can be linked together to enable data shar-
ing among doctors, hospitals, and other providers, as well as patients.3°
For example, the department is developing electronic standards in con-
junction with the private sector to promote the exchange of data across
computer systems. The Agency for Healthcare Research and Quality is
funding projects to develop interoperable health information systems at
the state and regional level. The CMS (Centers for Medicare & Medicaid
Services) has several demonstration projects to test how health IT can
improve the quality of care, and it is modifying the VA’s EMR software
for the physician office setting.

A recent executive order issued by the White House directs federal
health care programs—Medicare, VHA, TRICARE, the Federal Employ-
ees Health Benefit Program, and the Indian Health Service—to transition
to health IT that meets interoperability standards.?! In addition, the order
requires a similar upgrading of health IT capability used by providers,
health plans, and insurers who contract with those programs. Such
requirements establish a more certain market for improved health IT sys-
tems and software that could spur more rapid development.
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Recognizing that the cost of investing in health IT can be an insur-
mountable barrier for some providers, particularly small physician prac-
tices, Congress created a “safe harbor” that allows physicians to accept
donations of software for EMRs or for electronic prescribing, or for
information technology and training services.?? Such donations are likely
to be made by hospitals, health plans, or insurers, who might offer help
with health IT to providers in whom they have a financial interest. Previ-
ously, physicians could not accept such donations because of the poten-
tial for a conflict of interest.

Patients’ concerns about maintaining the privacy of their personal
information, heightened after recent reports of unauthorized disclosures
of patient data and other confidential information, are another barrier to
the widespread use of health IT. 3 Greater technical safeguards and more
enforcement are necessary.

DaTA DEVELOPMENT. Sound medical decisionmaking requires a
knowledge base of clinical research to ascertain what treatments are likely
to be successful and under what conditions. In addition, patients need
information about quality of care to make informed choices about which
providers to see. Both objectives can be furthered by efforts to assemble
data on the care of patients covered by federal programs.

Health IT, particularly EMRs, can provide a mechanism to efficiently
collect information on patients and the course of their treatments. Ideally,
a fully wired health system could monitor and analyze patient progress on
a large scale, enabling more reliable judgments about the effectiveness of
specific treatments and the value-added of providers. Until then, currently
existing Medicare and Medicaid data offer a potentially rich source of
patient information on which to base assessments of clinical effectiveness
and quality of care.

The obstacles to developing a usable database from those programs are
numerous. Medicare operates through regional carriers and intermedi-
aries with access to billing records but not detailed patient records. Med-
icaid is operated through state agencies that do not currently share
detailed information on billing and patient care with HHS. Assembling a
longitudinal file that represents all of the health care a beneficiary receives
through Medicare is a difficult undertaking, and combining data from
Medicare and Medicaid is currently impossible. Desirable information is
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often in paper records and not retrievable in any practical manner for a
large sample of patients.

Despite these difficulties, it is feasible to begin constructing a compre-
hensive patient-level database using Medicare data without waiting for
full adoption of health IT. Such a data source would be a powerful ana-
lytic tool, revealing the effectiveness of medical treatments for the entire
elderly patient population rather than a small sample of patients (as in
most research studies). In addition, such data would reflect the practical
problems of providing health care (such as physician or patient failure to
follow a strict treatment protocol, or treatment delivered to patients with
multiple problems). Clinical trials are more tightly controlled (typically
involving patients with one disease and tight adherence to protocols) and
yield evidence of the effectiveness of care under best practices, but those
results may not be found in actual care settings.

Less ambitious data development would also yield valuable informa-
tion. The CMS has undertaken a variety of projects to measure the qual-
ity of care offered by providers, ranging from hospital mortality data first
reported in the late 1980s to the recent release of information on the
amount of Medicare payments and the volume of services for thirty com-
mon elective hospital procedures.’*

The federal government could also expand its data collection beyond
Medicare and Medicaid. Federal insurance programs cover other large
populations, including federal employees and retirees, veterans, and mil-
itary personnel. Although there are legal, technical, and financial chal-
lenges, the government could explore partnerships with private insurers
and health plans for the purpose of developing comprehensive health
databases for a broad swath of individuals below the age of sixty-five.

Although it has several advantages in assembling health data, the gov-
ernment should provide other researchers, health plans, and insurers
access to the resulting information so they can analyze the data and make
judgments about effectiveness and quality.

RESEARCH OUTCOMES AND EFFECTIVENESS. The federal govern-
ment spends little money on research to improve the quality, cost, effi-
ciency, and effectiveness of our health care system. The lead federal agency
for such research is the Agency for Healthcare Research and Quality, with
an annual budget just over $300 million. Other agencies support health
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services research to some extent, but total federal outlays devoted to
improving the delivery of health care are miniscule compared with the
total amount spent for services.

Additional research could produce more evidence on the effectiveness
of health services and knowledge of therapeutic approaches with the
greatest chance of success given the patient’s condition. Comparative
effectiveness research can be difficult and expensive, particularly if the
research uses clinical trials to test multiple treatment options. A far less
costly approach synthesizes existing knowledge on a particular topic,
identifying what can be concluded based on past studies while identifying
gaps in knowledge.

Up-to-date analysis of a treatment’s effectiveness, or the comparative
effectiveness of a class of treatments, is an important input into a physi-
cian’s decision to pursue a course of treatment. It is more difficult to
assess whether a treatment is cost-effective.?® That is, how good are the
results likely to be and do they seem to justify the cost?

Cost-effectiveness could become an important consideration for insur-
ers determining what services to cover. However, private insurers and
public programs have been slow to adopt this approach, partly because
of the paucity of reliable data on treatment effectiveness. An even greater
challenge is cultural: the public and the medical profession do not seem
eager to accept that resource constraints could be a reason to limit cov-
erage for services. Whether an increase in life expectancy or quality of life
is worth the cost of treatment, and who should pay for that treatment,
are questions that must be viewed through the prism of personal and
societal values.

The Oregon Health Plan systematically applied cost-effectiveness stan-
dards to Medicaid coverage.’® Although that plan incorporated commu-
nity views into the final list of covered treatments, the idea of making
coverage decisions based on explicit resource constraints created a storm
of protest about rationing health care.

More commonly, public and private insurers explicitly limit coverage
to categories of medical services (such as dental services) as a contractual
matter. Decisions about whether to pay for specific treatment within a
covered category are typically based on the circumstances of the individ-
ual case, reflecting a medical necessity standard that may be based on



STRATEGIES FOR SLOWING THE GROWTH OF HEALTH SPENDING 55

common practice in the community rather than on formal analysis of sci-
entific evidence on effectiveness. Payment denials may be appealed in
many cases, and insurers may decide to pay for a service they had previ-
ously denied.

Medicare recently adopted an approach that combines speedier access
to new technologies with data on treatment effectiveness or its applica-
bility to particular patient groups. Under “coverage with evidence devel-
opment,” Medicare agrees to pay its share of the cost of a new treatment
for patients who have a specific disease and other characteristics that
make them good candidates for the treatment. Clinical evidence is col-
lected over the course of treatment and evaluated to determine whether
the coverage policy should be changed, either expanding access to the
treatment or further restricting its use.’’

Improving Health Care Delivery

Beyond creating better information on health services’ effectiveness and
quality of care, additional steps can be taken to improve health care
delivery.

GuiDELINES. Clinical guidelines are an important tool in promoting
appropriate, high quality care. They help physicians keep up with rapid
advances in medical knowledge and incorporate the latest evidence into
their decisions about the best course of treatment for a patient. However,
even an ambitious program to develop clinical effectiveness information
will leave large areas of medicine without a strong evidence basis.

The federal government can use its data development activities to gen-
erate more comprehensive clinical guidelines. Medicare and Medicaid
could examine provider-specific patterns of service use to identify the out-
liers from local or national norms. Further investigation would be neces-
sary to determine if providers failed to follow practice standards without
clear justification. Enforcement actions could include mandatory contin-
uing education to improve adherence to standards or financial penalties
for providers whose performance does not improve.

Federal programs (and private insurers) could present providers with a
scorecard benchmarking their performance against the average provider
performance in their market. Learning that they are outside professional
norms could be a strong incentive for individual providers to improve
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their performance. In addition, AHRQ could direct resources for further
study of methods to promote adherence to clinical standards.

CARE MANAGEMENT AND COORDINATION. Much of American
health care is uncoordinated and inefficient, resulting in less than optimal
care and higher costs.?® Providers often do not share information that
could reduce unnecessary services and avoid medical errors. Team
approaches to patient care are uncommon in outpatient settings, and the
patient’s own role is often overlooked. Private and public health pro-
grams have started exploring ways to improve care coordination, includ-
ing monitoring patient health status between visits and encouraging
patient self-management.

Tightly managed health maintenance organizations (HMOs) might
save 15 percent or more compared with plans that do not manage care.?’
Those potential savings led to growth of managed care plans during the
1990s, but such plans have proven unpopular with middle-class con-
sumers.*’ Today, most people’s plans offer little care coordination. Work-
ing-age people with employer-sponsored insurance primarily enroll in
loosely managed preferred provider organizations, and most seniors are
in traditional fee-for-service Medicare.

In contrast, Medicaid has long used managed care methods to control
costs. Medicaid programs rely on direct management of health services to
discourage unnecessary spending while maintaining reasonable access to
care. During the 1990s Medicaid managed care grew rapidly as states
used federal waivers to shift large numbers of beneficiaries out of fee-for-
service programs.*! By 2002, more than half of all Medicaid beneficiaries
were enrolled in HMOs or primary care case management programs.
Case management coordinates care across multiple providers, helping
patients with complex health problems to obtain services at the lowest
level of care that is medically appropriate.*?

Many states also use disease management programs, which focus on
specific diseases such as asthma, diabetes, high-risk pregnancies, and
other conditions that account for substantial Medicaid spending.
Although disease management programs vary considerably in their use of
specific techniques, the programs have three common elements—they
focus on the patient, providing education on managing their disease; they
actively monitor the patient’s condition and treatment protocols; and they
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coordinate care across providers, facilitating the sharing of information
during the course of treatment.*

Medicare has several demonstration projects under way, and several
completed projects, to test disease management approaches for patients
with chronic conditions and complex health needs. Numerous interven-
tions are being tried, including case management for high-cost beneficia-
ries, patient monitoring, data sharing, use of clinical guidelines, telemed-
icine, and patient support organizations.** However, more should be
done to promote coordination between Medicare and Medicaid for low-
income patients who often require a wide array of acute and long-term
care services.

It is too early to determine whether disease management programs can
reduce overall health spending.*’ Such programs incur additional costs for
screening, monitoring, and educating patients, and it is unclear whether
those costs are offset by savings from reduced use of other health services.
More work is needed to determine the most effective combination of dis-
ease management tools and techniques for high-cost patients. When
applied to a working population, disease management can also reduce
absenteeism and increase work productivity.

One key to promoting coordinated care is financial incentives. Fee-
for-service payments encourage physicians to see more patients for
shorter office visits, and it is difficult to provide effective coordination in
a fifteen-minute visit. Introducing a case manager, typically a nurse,
reduces the demand on physician time but is resisted by some physicians
as an imposition on their practice style. Alternatively, directly rewarding
physician involvement could promote coordinated care. In addition, bet-
ter patient management might be achieved if physicians were paid an
additional amount for coordinating with case managers and other
providers.

A variety of approaches should be tested to determine the optimal pay-
ment policy. P4P systems could include care coordination as one of the
standards of performance. Medicare has experimented with a single bun-
dled payment for hospital and physician services provided to cardiac
patients and found that such an approach fosters efficiency. Recently, the
CMS announced a gain-sharing project, in which hospitals would share
with doctors some of the savings from joint efforts to improve care.*®
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END-0OF-LIFE CARE. Because they cover the major health expenses of
elderly Americans, Medicare and Medicaid bear much of the cost of
dying in the United States, paying for about three-fourths of the total cost
of care for seniors in their last year of life. About a quarter of total
Medicare and Medicaid outlays is spent on care of patients in their last
year of life, though such patients account for only 5 percent of the elderly
population.*’

Although many seniors prefer not to die in the hospital, inpatient hos-
pital services account for more than 40 percent of the total paid by pub-
lic and private insurance and out-of-pocket spending for seniors in their
last year of life.** An alternative for some Medicare patients is hospice
care, which provides palliative services (including skilled nursing care,
medications for pain management, social services, short-term inpatient
care, and other services) to those expected to live no more than six
months. During the mid-1990s, hospice services accounted for only about
2 percent of total spending for seniors in their last year of life. The use of
Medicare’s hospice benefit has grown in recent years, with program out-
lays rising from $6.7 billion in 2004 to $9.8 billion in 2006.%

Much of the high cost of dying is from treating severe disease and func-
tional impairment.*® Greater adherence to evidence-based medical guide-
lines would help minimize unnecessary spending. Coordination between
acute care and long-term care providers, and between Medicare and Med-
icaid, should also be improved. End-of-life care involves the full spectrum
of acute- and long-term care services and financing streams that are not
well coordinated today.

LoweR-CosT DELIVERY SETTINGS. Visits to hospital emergency
departments (EDs) increased 26 percent over the past decade, to about
114 million visits annually by 2003.5' Close to one-third of those visits
were classified as nonurgent or semi-urgent. Routine care in the ED is
expensive, with charges estimated at two to five times higher than a typ-
ical office visit.*”?

A number of factors contribute to high ED use, including a growing
uninsured population that is dependent on the ED for care. The Emer-
gency Medical Treatment and Active Labor Act (EMTALA) of 1986
requires hospital EDs to screen all patients and stabilize them if necessary,
regardless of their ability to pay.®
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Many people with insurance coverage also use the ED for routine care.
Medicaid patients are significantly more likely to use ED services than the
uninsured or those with private coverage.** That may be due to their
greater need for medical services, little or no cost sharing, and lower
access to office-based physicians. Federal health insurance programs
could encourage their beneficiaries to use lower-cost sites of care, per-
haps by charging a fee to beneficiaries who habitually use the ED for rou-
tine care.’® Other policies would improve access to lower-cost sites of
care. For example, states might allow Medicaid patients to use walk-in
health clinics operating in major retail chains, or federally financed health
clinics might expand their hours to accommodate patients after most
physician offices are closed.*

HeaLTH PROMOTION AND DI1SEASE PREVENTION. The poor health
habits of average Americans—smoking, inappropriate use of alcohol and
drugs, poor diet, lack of exercise, and failure to seek timely help for ill-
nesses—add significantly to the cost of health care in the United States.
According to one analysis, 40 percent of deaths are the result of such
poor health habits.’” Chronic diseases, including diabetes, cancer, and
cardiovascular diseases, account for 70 percent of deaths in the United
States, and the cost of caring for people with these chronic diseases
accounts for more than three-fourths of the nation’s medical care costs.*®

Although the concepts of health promotion and disease prevention
have gained popularity among policymakers and the public, it is unclear
whether such policies would yield substantial cost savings. A study pub-
lished in 2000 found that increased participation in regular moderate
exercise among the more than 88 million inactive adults might reduce
national medical costs by as much as $77 billion annually, or almost
5 percent of national health expenditures.’® However, wide-scale behav-
ioral change is unlikely even with the most ambitious health promotion
campaign.

The obesity “epidemic” illustrates this challenge. Almost one-third of
the U.S. adult population is obese, and approximately two-thirds of adults
are obese or overweight. Excess weight is a risk factor for type 2 diabetes,
high blood pressure, coronary heart disease, stroke, and many types of
cancer. Obese individuals are estimated to have inpatient and ambulatory
care costs up to 36 percent higher than the general population.®
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Much of this problem is preventable—poor diets and sedentary
lifestyles are major contributors to obesity. However, despite widespread
knowledge that proper diet and exercise can reduce the risk of expensive
and debilitating disease, many people remain unwilling or unable to
change their behavior. In some cases, environmental or social conditions
compound the problem. For instance, lack of supermarkets in low-
income areas and the pervasiveness of “supersize me” fast food restau-
rants offering cheap, high-calorie food make it more difficult to maintain
healthy eating habits.

Some interventions, including childhood vaccination campaigns and
smoking cessation programs, have been successful in preventing disease
and generating cost savings. Researchers for the Centers for Disease Con-
trol and Prevention estimate that routine childhood immunizations
reduce direct medical costs by $9.9 billion.' California estimates that its
statewide tobacco prevention program resulted in overall cost savings of
$8.4 billion between 1990 and 1998.%? Nationwide, about 22 percent of
adults are smokers today, compared with 33 percent in 1979.63

Greater use can be made of proven methods to reduce the cost of pre-
ventable disease. In particular, not all state Medicaid programs cover
smoking cessation treatments even though smoking is more prevalent
among low-income populations. In 2003 thirteen states did not cover
such treatments despite the availability of funds earmarked for that pur-
pose through the multistate tobacco settlement reached in 1998.%

Even successful health promotion and disease prevention activities may
not reduce health care spending over the long term. Efforts that extend
healthy life spans might only defer the need for expensive health care to
later ages. Some interventions, such as medical screening, may not be
cost-effective since a large number of people may be screened to identify
the few who might have a disease, the screening and follow-up investiga-
tions and treatment can be expensive, and individuals incorrectly diag-
nosed as having the disease will incur both the cost and the physical
consequences of unnecessary follow-up treatment.

Another impediment to better health is the failure of many people to
adhere to their treatment regimens or to obtain care in an efficient man-
ner. Recently, several state Medicaid programs have taken steps to
encourage their enrollees to use health benefits more appropriately. West
Virginia, for example, will offer enrollees enhanced coverage if they
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formally agree to take their medications, adhere to health improvement
programs and health screening, not miss appointments, and use the hos-
pital emergency room only for emergencies.® Those who choose the
enhanced package will receive an array of preventive health services
(including tobacco cessation, nutritional education, diabetes care, and
chemical dependency/mental health services).

Promoting Consumerism and Competition

Numerous policy changes are required to introduce effective competition
and informed consumer and provider decisionmaking into the health care
market. Beyond prerequisites for effective market reform already dis-
cussed, such as payment methods that better reflect local market condi-
tions, price transparency, and better information on the clinical
effectiveness and quality of care, other possible steps include implement-
ing premium support and related consumer-directed purchasing models
and capping the exclusion of private health insurance premiums from
taxable income.

PrEmIuM SurPORT. The Federal Employees Health Benefits Program
is often cited as a model for the reform of Medicare and the broader
health system. Under FEHBP, federal employees and retirees have a wide
choice of competing health plans. About three-quarters of the insurance
premium is paid by the government based on the average bid from the
plans, with the remainder paid by enrollees.®®

All plans in FEHBP are required to offer coverage for hospitalization,
physician services, and other essential care, but they can augment the
basic package of benefits. An enrollee willing to pay the extra premium
may choose a health plan that is more expensive than average. This
arrangement, often referred to as “premium support,” limits the financial
exposure of the federal government without unduly restricting con-
sumers. It also fosters competition among the health plans, providing an
incentive for the plans to manage their costs and improve their benefits as
a way of gaining market share.

Several experts have proposed a premium support reform for
Medicare.®” The core of such a reform already exists in Medicare Advan-
tage, which offers beneficiaries a choice of health plans as an alternative
to traditional Medicare. Under full premium support, traditional
Medicare would be placed on the same competitive footing as Medicare
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Advantage plans, adjusting its premium and benefits to meet the compe-
tition from other plans.

Traditional Medicare would be given the same risk-adjusted subsidy
for a beneficiary’s care as the private plans receive. This is a controversial
change from current practice. To be successful, traditional Medicare
would need expanded authority to manage its costs, improve efficiency,
and become a better purchaser of health services.

The Medicare Modernization Act (MMA) of 2003 used the premium
support concept in designing the outpatient prescription drug benefit,
which pays a subsidy based on the average premium offered by compet-
ing private plans. Narrowing competition to a single health benefit
substantially reduces the scope for efficiency improvements, however,
since the private drug plans cannot realize the potential savings from a
well-managed pharmacy benefit that reduces use of inpatient and
other services.

The MMA also included a voluntary test of premium support that
would introduce direct price competition between traditional Medicare
and Medicare Advantage plans. Scheduled to begin January 2010 in a
limited number of local markets, the “Comparative Cost Adjustment Pro-
gram” would charge a higher (or lower) Part B premium to enrollees in
traditional Medicare if the cost of that program was higher (or lower)
than the average cost of all plans in a market area. This would encourage
enrollment in more efficient plans that charge lower premiums and put
market pressure on both private plans and traditional Medicare to seek
greater efficiency. The demonstration is unlikely to be implemented, how-
ever; previous attempts to test competitive pricing during the 1990s were
halted because of opposition from health plans and local politicians.®®

PREMIUM ASSISTANCE AND OTHER DEFINED CONTRIBUTION
AprrPROACHES. Both Medicaid and SCHIP programs may provide pre-
mium assistance to beneficiaries who are offered insurance by an
employer. Buying into an employer’s health plan can be cost-effective,
although states generally must supplement the private policies to ensure
full coverage for services and to pay deductibles and copayments that are
typically higher than allowed in Medicaid.®’

The CMS introduced the Health Insurance Flexibility and Account-
ability (HIFA) initiative in 2001, which allows states to restructure their
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Medicaid and SCHIP programs—including limiting enrollment, changing
benefits, and increasing beneficiary cost sharing—and encourages the use
of premium assistance.” The 2005 Deficit Reduction Act gave states even
more flexibility to redesign their Medicaid programs, including the abil-
ity to customize benefits for different groups of beneficiaries.

Florida is implementing fundamental changes in its Medicaid pro-
gram.”" Instead of receiving a fixed set of benefits, enrollees will be given
a fixed subsidy to meet their likely use of health services. The risk-
adjusted premium can be used to enroll in a Medicaid managed care plan
or to buy into an employer plan or individual coverage. Managed care
plans will have new authority to determine the benefits they will provide.
Adults, except for pregnant women, will be subject to a limit on the total
cost of benefits allowed each year. Individuals who opt out of the Medic-
aid program by purchasing private insurance will receive no subsidies
from the state other than their risk-adjusted premium.

There are a host of uncertainties associated with a reform as sweeping
as Florida’s.”” Accurate risk adjustment is essential to ensure beneficiaries
retain access to necessary care, but even the best estimation methods will
have difficulty accurately predicting future use of services. Rising health
costs may erode the beneficiary’s purchasing power unless states raise
subsidy levels over time. Medicaid beneficiaries will need assistance with
their health plan choices, and most states are not equipped to provide that
level of consumer protection.

States have implemented other reforms that provide Medicaid benefi-
ciaries with individual budgets for care, giving them more control over
how that money is spent. There is considerable interest among states in
using this approach for the provision of personal care services.”? Cash
and Counseling gives Medicaid beneficiaries who are eligible for personal
care services a consumer-directed allowance in lieu of traditional agency
services. Beneficiaries (or their family caregivers) can choose the combi-
nation of goods and services that they prefer, including hiring a relative to
provide assistance rather than relying on a home aide. This approach
improved patient satisfaction without increasing program costs.”*
Twenty-two states have established or are actively planning programs for
the frail elderly using this model, and the CMS has encouraged further
state experimentation in this area.”
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HearTH SAVINGS AccounTs. Congress authorized high-deductible
insurance tied to tax-favored health savings accounts (HSA) in 2003, elic-
iting substantial interest among employers. Increasing the deductible
makes beneficiaries more aware of the cost of their routine care and gen-
erally lowers the insurance premium. Many employers contribute a por-
tion of the premium savings to the HSA, which helps their employees
with the higher out-of-pocket cost.

The FEHBP introduced the option of high-deductible insurance cou-
pled with HSAs for federal employees and retirees in 2005.7¢ The new
plans generally cover the same services as traditional FEHBP plans.””
Enrollee deductibles are about twice as large as under traditional plans,
but premiums are lower and contributions to the enrollee’s HSA by the
health plan are substantial. In 2005 enrollees in the three largest high-
deductible plans saved an average of $90 a month for individual coverage
and $200 a month for family coverage, compared with the average pre-
mium charged by traditional plans.

It is too early to assess the impact of high-deductible coverage on the
use of services or the cost of the federal program. The new FEHBP plans
provide online access to decision support tools that could help beneficia-
ries assess their treatment options. Information on cost and quality is lim-
ited, however, reflecting the paucity of such information in the health
system as a whole. Enrollees in the new plans were younger and earned
higher federal salaries than the average FEHBP enrollee, raising concerns
that such plans might disproportionately attract younger and healthier
people. Although risk selection could raise the cost of traditional plans,
that is not an issue for the foreseeable future because enrollment in those
plans is very low—7,500 out of a pool of 8 million federal employees,
retirees, and family members.”®

High-deductible health plans with a tax-favored savings account were
first authorized for Medicare in 1997.” However, such plans have never
been offered to beneficiaries. The CMS recently announced a new initia-
tive to test more flexible approaches.®® If employers adopt HSAs widely,
future generations of seniors may want a similar option when they
become eligible for Medicare.

Tax ExcrLusioN. Reforming the tax treatment of health insurance
would promote greater cost consciousness on the part of both consumers
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and providers. Capping or eliminating the tax exclusion for employer-
sponsored insurance would also increase federal revenue. A gradual
reduction in the value of this tax break would give the market a chance
to accommodate the shift in demand toward less generous benefits and
greater cost-sharing requirements.

A capped exclusion would tax employees on any contributions for
health insurance or other tax-preferred health spending that exceeded
some limit, such as the average premiums paid by employers. Allowing
the cap to grow less rapidly than the growth in average premiums would
phase in the restriction on the tax break over time. If a cap set at average
employer contributions made in 2004 was not indexed, the Joint Com-
mittee on Taxation estimates that federal revenue would increase by
about $700 billion between 2006 and 2015.%

A cap on the private insurance subsidy would initially increase the cost
of coverage for high-income individuals, but eventually everyone would
be affected. Loss of the tax subsidy would raise the cost of health cover-
age, encouraging the purchase of less generous policies. It could also
cause some people to drop their coverage altogether. This reform is polit-
ically unpopular but holds great potential for health system reform.

Other Options

Beyond the considerable influence of the major health entitlement pro-
grams, other government entities contribute to the legal, institutional, and
scientific structure in which public and private health programs operate.
We focus on two policy options: improving the Food and Drug Adminis-
tration’s approval process for prescription drugs and restructuring the
tort liability system to promote better quality of care.

DrucG ArrrovaLs. One of the many functions of the Food and Drug
Administration is to protect consumers from unsafe or ineffective drugs
while ensuring that the regulatory process does not unduly impede the
introduction of innovative new products to the market.®? This delicate
balancing act has been the subject of intense public scrutiny after the FDA
failed to detect rare but serious side effects that emerged with some pop-
ular medications, including increased risk of cardiovascular disease asso-
ciated with the Cox-2 painkiller Vioxx.
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The limited size and narrow focus of clinical trials in the drug approval
process make them unlikely to identify problems that occur very rarely or
arise because of interactions with other medical treatments or in patients
with multiple conditions. Lengthening clinical trials would add to the cost
of drug development without significantly adding to the safety of
approved products.

Clinical trials typically measure the safety and effectiveness of a new
drug against a placebo rather than against alternative therapies. Head-to-
head trials of pharmaceuticals might yield insights about their compara-
tive effectiveness. However, such trials would be substantially longer and
more expensive. Drug approvals would be slowed significantly to the dis-
advantage of some patients who could benefit from a new treatment, but
uncertainties about the benefits and risks of the new product would
remain. This argues for paying greater attention to the health effects of
new drugs once they are on the market.

The FDA is taking steps to beef up its postmarketing surveillance of
new drugs.®? Broader investment in health IT, including electronic medical
records, would give the FDA real-time access to information on adverse
events. New tools are being developed that would more rapidly detect a
pattern of clinical results that needs investigation. Data collected under
the Medicare drug benefit should also be used to identify safety problems.

Requiring labels that identify drugs as being in their first two years on
the market would increase consumer awareness of their use of a newly
approved therapy, which could prompt patients to report possible adverse
effects to their physicians.®* An advertising ban during that period would
reduce consumer demand for new drugs and slow their diffusion into
medical practice. This would give the FDA more time to deal with any
safety issues that arise, but it would also delay some patients’ access to the
therapeutic benefits of the new drug.

A slowdown in drug approvals has raised concerns about the complex-
ity and adequacy of the approval process. In 2005 the FDA approved
twenty new drugs, down from thirty-six in 2004.%° The development and
review process is not keeping pace with drug discovery, to a great extent
because scientists test new discoveries using inefficient tools and techniques.

The FDA’s Critical Path Initiative is an effort to modernize the process
through which basic scientific discoveries translate into new medical
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treatments.?¢ By implementing standards for clinical trial design and uni-
form statistical methodologies, early warnings could predict failure before
advanced clinical trials take place. Helping pharmaceutical companies
“fail faster” on drugs that eventually would not be approved could
significantly reduce the cost of drug development. For example, shifting
5 percent of clinical failures from Phase III to Phase I trials would reduce
costs by $15 million to $20 million.?” In addition, clearer guidance for
product approvals and better communication between FDA and phar-
maceutical companies can smooth the development process and reduce
the cost of multiple reviews by the agency.

The FDA can promote price competition in the drug market by intro-
ducing close substitutes for brand name products more quickly. Some of
that competition comes from other brand name drugs in a therapeutic
class, the “me-too” drugs that are different molecules designed to treat a
common disease. Even stronger price pressure is exerted by the entry of
generic drugs. Generic drugs have the same active ingredients as the brand
name version, and usually cost 60 to 90 percent less.®® The price drops the
most with the first generic alternative to a brand-name drug and contin-
ues to fall as each new competitor reaches the market.

With many blockbuster drugs going off patent, the FDA faces a grow-
ing backlog of applications to bring new generic products to the market.
The strong demand for lower-cost pharmaceuticals has attracted compe-
tition within the generic market, resulting in multiple applications to sell
generic versions of many drugs. To manage the backlog, the FDA gives
priority to the first application for a generic equivalent of a branded prod-
uct. Better funding for the FDA’s Office of Generic Drug Approval, per-
haps through user fees levied on the manufacturers, could speed the
approval process.

Brand-name manufacturers have used a variety of techniques to reduce
generic competition, such as paying generic manufacturers to stay out of
the market.? Brand manufacturers also may threaten to launch their own
authorized generics, reducing the market share available to generic man-
ufacturers. The Federal Trade Commission is investigating actions that
could limit these techniques.

Biologics—complex molecules, such as proteins, derived from living
organisms and used as medical treatments—represent a significant part of
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the U.S. drug industry, with sales expected to top $57 billion by 2010.%°
The FDA approval process for biologics is complicated because their
manufacture involves living organisms. The Hatch-Waxman Act provides
a clear path for approval of generic drugs, but not for generic, or “follow-
on,” biologics.”! Moreover, there are difficult scientific questions about
what constitutes bioequivalence for these products. Consequently, the
potential for price-reducing competition in the biologics market is sharply
attenuated.

MALPRACTICE REFORM. The medical liability insurance system is in
upheaval, with rapid increases in insurance premiums and the exit of
major insurance carriers from the medical liability market. Between 2000
and 2002, malpractice insurance premiums rose by 15 percent on average
for all physicians.®* High-risk specialties faced even larger premium hikes:
22 percent for obstetricians-gynecologists and 33 percent for internists
and general surgeons. A general surgeon in Miami could expect to pay at
least $174,000 a year for liability coverage in 2002.%

As premiums rose, the availability of malpractice insurance dimin-
ished. The St. Paul Companies, which was the largest malpractice insurer
during the 1990s, dropped out of that market in 2002.°* Other large
insurance carriers have also exited the market.

These problems and heightened public awareness of patient safety
problems have prompted a feverish debate over capping malpractice
awards and attorneys’ fees. Physicians and liability insurers argue that
such caps would slow the growth of malpractice premiums and reduce
overall health spending. Trial lawyers argue that this unfairly penalizes
patients who have suffered from a medical mistake and have no other
recourse.

Capping malpractice awards would lower the cost of malpractice
insurance, but the impact on overall health costs would be modest. Cali-
fornia was one of the earliest states to impose such a cap through the
Medical Injury Compensation Reform Act (MICRA) of 1975, which
restricts noneconomic damages to $250,000 and limits attorneys’ fees.”
Federal legislation modeled after MICRA would lower malpractice pre-
miums by 25 to 30 percent.”® However, malpractice premiums amount to
less than 2 percent of overall health spending, resulting in only a 0.5 per-
cent reduction in national health expenditures.
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Additional savings are possible from reducing “defensive medicine,”
where physicians use tests and procedures that have little therapeutic
value but that provide a legal defense against a malpractice claim. The
adoption of caps on awards reduced spending for heart disease and heart
attack patients by about 4 percent with no adverse effect on mortality
rates or complications.”” However, the Congressional Budget Office
(CBO) found no evidence that tort reforms reduced medical spending
when considering a broader set of ailments.”®

Tort reform could be part of a broader effort to improve patient safety
and provide appropriate redress for injured patients. More attention
should be placed on preventing medical errors. Reengineering medical
workplaces can make errors less common and improve the response of
the system when errors do occur.”” Focusing blame on those involved with
an error is a poor strategy for improving patient safety, as most errors are
the result of mistakes by competent people working in stressful situations.
More could be done to improve provider performance through training,
guidelines, performance measurement, and research on patient safety.

When an injury does occur, patients need better access to a fairer lia-
bility system. Few patients who have experienced medical negligence
bring lawsuits, and few receive compensation.'” Claims are resolved
slowly, on average four to five years from the date of an incident.!"!
Injured patients receive only about 40 percent of the malpractice insur-
ance payments, with the rest going to legal and administrative fees.
Awards can be inequitable. Many patients with meritorious claims receive
nothing, while others are granted judgments that seem disproportionate
to the severity of their injury.

More structured payment rules and the use of alternative methods for
resolving malpractice claims would make the system more equitable.
One proposal would tie disclosure of the circumstances of patient injury
with an offer to pay for out-of-pocket losses in exchange for an agree-
ment not to pursue claims for pain and suffering.'”? Other proposals
include automatic payment for avoidable events that are identified in
advance, replacing the tort liability system with an administrative com-
pensation system (similar to workers compensation), and the creation of
specialized health courts that could be more systematic in their evalua-
tion of malpractice cases.'®
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Capping Health Spending

Even if an efficient health system can be achieved, that does not dictate
either the level of health spending or its rate of growth. Consequently,
policymakers must consider whether to limit directly the growth of health
spending. Spending limits take the regulatory approach, which tends to
favor social judgments over individual preferences, to an extreme. As a
society, we have never directly confronted the question of how much, in
a resource-constrained world, we are individually and collectively willing
to devote to health care, and how much to all other goods and services.
However, there have been sporadic attempts to limit spending in Medic-
aid and Medicare.

During the mid-1990s, the Oregon Health Plan expanded Medicaid
coverage to most low-income residents. To hold down budgetary costs,
the state prioritized health care services based on their clinical effective-
ness as judged by medical experts and reviewed through a series of town
meetings. This process was intended to establish both a scientific basis
and a community standard for acceptable care, bringing the public’s
views regarding adequate care to bear on the budget process. The goal
was to pay for the most appropriate care for each patient. The experiment
has not continued, however. Fiscal pressures and a slowing state economy
essentially halted the project by 2003, with the Oregon Health Plan
reverting to a more traditional Medicaid program.!®*

Congress imposed several methods of limiting the growth of Medicare
payments for physician services during the 1990s. The current formula,
called the sustainable growth rate (SGR), ties physician spending to
growth in the economy. Medicare adjusts its physician payment rates
annually to allow for increases in the cost of providing care. If Medicare
physician outlays grow faster than the SGR, the annual update is reduced.
That lowers the prices paid for physician services across the board to
account for excess growth in expenditures, which reflect increases in the
volume and complexity of services as well as price increases.

The SGR has generated a difficult political problem for Congress.
Medicare physician spending, like other health costs, is growing more
rapidly than GDP (gross domestic product). As a result, the formula auto-
matically imposes 4 to 5 percent reductions in Medicare’s payment rates
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virtually every year for the foreseeable future. Fee reductions of this mag-
nitude are untenable and, if sustained, would reduce access to care as
doctors take fewer Medicare patients in favor of more lucrative business.

However, permanently restoring the payment reductions would cost
several hundred billion dollars over the next decade. Any payment relief
granted to physicians also increases beneficiary premiums for Medicare
Part B, which are set at 25 percent of program costs. As a result, policy-
makers have resorted to one-year fixes, deferring the fee reduction and
providing a small increase in most years rather than establishing a new
permanent payment policy.

The SGR illustrates the challenges of broad efforts to cap the growth
of health spending. Without great care in their application, the govern-
ment’s budgetary savings might result in less access to necessary care or
higher private spending without substantially lowering the growth of
overall health spending.!®® Any limitation on spending will ultimately
entail difficult choices about what care is to be delivered to whom under
what circumstances. Such decisions might be made through a political
process, but they might also be made by consumers facing higher out-of-
pocket expenses for their care.

Conclusion

A plethora of policy options is available that could help ameliorate the
federal health spending crisis. Many of those options are likely to produce
one-time savings rather than a permanent reduction in the growth of out-
lays—not an ideal solution to the fiscal problem, but one that at least buys
time for further policy innovation. Every option requires development and
testing to be implemented in a way that balances reducing costs, ensuring
access to care, promoting high quality, and other objectives. Society does
not lack ideas to test, but it may lack the political will to proceed.

This volume focuses on the major federal programs that finance the
cost of health care through insurance or the direct provision of services.
Medicare and Medicaid are the largest of those programs, and both face
immediate financing problems that will only worsen with the aging baby
boom generation and the continuing trend toward the use of more ser-
vices and greater complexity of care. Other programs (SCHIP, VHA, and
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TRICARE) are smaller and pose less of a fiscal threat, but they are also
subject to rising cost pressures.

The succeeding chapters explore in greater depth the performance of
those programs and the steps that could be taken to improve their effi-
ciency, better serve their beneficiary populations, and slow their spending
growth. Lessons from such policy initiatives can help policymakers—and
society as a whole—work toward a high-value health system.
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