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INTRODUCTION 

The Medicare program completed its 
30th year of operation on June 30, 1996. En
acted on July 30, 1965, as Title XVIII of the 
Social Security Act, and implemented on 
July 1, 1966, Medicare was seen as filling a 
gap in the Nation's social insurance sys
tem. That system had been providing in
come protection for the population age 65 
and over under the Social Security Act of 
1935. But until the 1965 Medicare amend
ments, many elderly persons were unpro
tected against the risk of financial hardship 
arising from large hospital and medical 
bills. 

The passage of the Medicare legislation 
was preceded by many decades of debate 
in Congress over the need for a Federal 
health insurance program for the elderly. 
Although private health insurance was 
gradually taking hold in the United States, 
it was acquired primarily through em
ployer-based group coverage. In 1963, 2 
years before Medicare was enacted, about 
75 percent of adults under age 65 had hos
pital insurance coverage, while the corre
sponding figure for persons 65 years of age 
and over was only 56 percent (Andersen, 
Lion, and Anderson, 1976). Yet the idea of 
government sponsorship of health insur
ance was vigorously challenged for many 
years by various opponents. 

The events leading up to the landmark 
Medicare legislation have been described 
as "an excellent case history illustrating 

how major social policy decisions in the 
United States are refined and shaped by 
the legislative process" (Corning, 1969). 
The debates over how hospitals, physicians, 
and other providers would be paid and how 
the program would be administered were 
highly charged. Compromises that were 
made to enable the passage of the legisla
tion have been discussed by many partici
pants in the process and by many scholars 
(Cohen, 1985; Fullerton, in this issue; 
Myers, 1970). These decisions have been 
described by Starr as "the politics of 
accommodation" (Starr, 1982). 

The 30-year experience of the Medicare 
program as it grew into a major social insti
tution is no less of an extraordinary case 
history, illustrating how such a pivotal pro
gram can be shaped by many diverse 
forces and can itself shape and transform 
fundamental sectors of our society. Count
less articles and books have analyzed the 
many forces that have had an impact on 
Medicare, and the impact of the Medicare 
program itself on the beneficiaries, the 
health care industry, the Federal budget, 
and the economy in general. Knowledge 
and experience gained about the far-reach
ing effects of Medicare (and Medicaid) are 
likely to have a strong influence on any ma
jor health insurance initiative for a long 
time to come. 

The 30th anniversary of Medicare 
comes at a time when the call for financial 
constraint in government budgets is widely 
heard. As our Nation, along with nearly ev
ery major country, considers significant 
changes in the size and structure of its so
cial welfare programs, it is important to un
derstand how Medicare fits into our 
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Nation's social welfare system. This under
standing is complicated by the fact that 
Medicare consists of two distinct programs 
designed with different financing approaches 
—one program for hospital care, post-hos
pital skilled nursing facility (SNF) care, 
home health services, and hospice care, and 
another program for physician services, re
lated professional and supplier services, 
and outpatient care. 

Although individual countries have fash
ioned social welfare systems that vary 
greatly, these systems, as shown by 
Thompson (1994), are comprised of some 
combination of relatively well-defined ap
proaches. The most frequent approaches 
used are social insurance programs, 
means-tested programs, voluntary pro
grams encouraged by tax expenditures, 
employer and employee mandated pro
grams, and universal programs financed 
from general revenues. 

Social insurance is the foundation and 
the major component of the social welfare 
system of most countries. Medicare's hos
pital insurance (HI) program (known as 
Part A) was designed to be closely tied to 
our Nation's old age and survivors insur
ance (OASI) program. OASI was estab
lished to provide monthly benefits to re
tired workers, their dependents, and their 
survivors. With the expansion of Medicare 
in 1972, disabled workers covered under 
the Social Security disability insurance 
(SSDI) program (and disabled depen
dents) were eligible for Medicare. Medi
care HI eligibility is gained from eligibility 
under the OASI and SSDI programs, which 
are tied to work in employment covered 
under Social Security. Currently about 95 
percent of all jobs in the United States are 
covered (McCoy, Iams, and Armstrong, 
1994). OASI, SSDI (together denoted as 
OASDI), and HI are financed by a payroll 
tax on employees, employers, and the self-
employed. Contributions, based on current 

wages, are posted to separate trust funds. 
OASDI and HI were structured to embrace 
each of the seven elements identified by 
Thompson as essential components of the 
social insurance approach: (1) compulsory 
participation during the working years, (2) 
government sponsorship, (3) contributory 
finance, with most or all of the resources 
required to run the program raised through 
explicit contributions, (4) eligibility derived 
from contributions, (5) benefits prescribed 
by law, (6) benefits not directly related to 
contributions, and (7) a separate account
ing and explicit long-range financing plan 
(Thompson, 1994). 

Medicare's supplementary medical in
surance program (SMI), known as Part B, 
is a "hybrid" social welfare program 
(McCoy, Iams, and Armstrong, 1994), 
sharing some of the elements of social in
surance (government sponsorship and 
benefits prescribed by law) and some of 
the elements of universal programs (volun
tary participation and the required pay
ment of a premium to participate). One of 
the essential characteristics of social 
insurance—compulsory contributions made 
during the working years—was not in
cluded in the design of Part B. Public dis
course about ensuring the solvency of 
Medicare often fails to differentiate the 
separate financing mechanisms prescribed 
by law for Part A and Part B, thereby ob
scuring the potential, but differing, options 
for Medicare's Part A and Part B programs. 

In this article, we provide a review of 30 
years of Medicare program data, updating 
two previous articles that focused on the 
impact of Medicare on its beneficiaries af
ter 10 years and after 20 years of operation 
(Gornick, 1976; Gornick et al., 1985). In ad
dition, we discuss Medicare's role in the 
evolving U.S. health care system and con
clude with an overview of major issues and 
challenges for the future of Medicare. 
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Earlier Anniversaries 

When Medicare was enacted in 1965, 
only a little more than one-half of the aged 
were insured for hospital care. With the 
implementation of Medicare on July 1, 
1966, virtually the entire elderly population 
in the Nation was made eligible for Part A 
coverage, and almost all had voluntarily en
rolled in Part B. Participation in Medicare 
required provider compliance with Title VI 
of the Civil Rights Act of 1964; almost over
night the Medicare legislation brought an 
end to segregation in hospitals. On the eve 
of Medicare's startup, there was an ab
sence of concern among economists that 
price (or unit cost) might increase signifi-
cantly. The major concern was that in
creased demand for services among the 
newly insured elderly would exceed supply 
and strain the capacity of the health care 
system (Klarman, 1966). 

The Tenth Anniversary 

Our review of 10 years of program data 
concentrated on the experience of the 
aged, examining the impact of Medicare as 
insurance. The review showed that the 
aged population had grown from 19.1 mil
lion enrollees in 1966 to 22.5 million in 
1975. The implementation of Medicare did 
not result in an unbounded increase in de
mand for covered services. There was a 
modest increase (estimated at 4.6-7.4 per
cent) in hospital admissions from the year 
before Medicare started to 1967, 
Medicare's first full year (Pettengill, 1972). 
After that, although hospital admission rates 
continued to rise slowly, the number of 
days of hospital care used per 1,000 enroll
ees was the same in 1973 as it was in 1967 
as a result of the decline in length of stay. 
The proportion of beneficiaries using Part B 
services and the average number of services 

remained at a relatively constant level 
throughout Medicare's first decade. 

Surveys of the elderly, confirmed by uti
lization patterns, indicated that the major
ity of Medicare enrollees were in good 
health. Similar to many other forms of in
surance, in any given year most of the 
aged used relatively low levels of Medi
care-covered services, while a small pro
portion used relatively high amounts. Al
though many of the high-cost beneficiaries 
survived, analyses showed that utilization 
increased substantially as beneficiaries ex
perienced their final illnesses and ap
proached death (Lubitz and Prihoda, 1984; 
Gornick, McMillan, and Lubitz, 1993; 
Lubitz and Riley, 1993; Lubitz, Beebe, and 
Baker, 1995). 

During Medicare's first decade, one of 
the most notable legislative changes oc
curred: Eligibility for Medicare was ex
panded in 1972 to include disabled persons 
receiving cash benefits under the Social 
Security disability program and persons 
with end stage renal disease (ESRD). 

There were several conclusions drawn 
from the review. In its first decade, Medi
care had succeeded in accomplishing its 
primary goal of paying the major portion of 
large hospital and medical bills for the en
rolled population. Yet the data showed that 
Medicare enrollees still faced substantial 
out-of-pocket liability for their total health 
care bill, a potential burden for lower in
come beneficiaries. In its short history, 
Medicare had a significant impact on the 
Nation's entire health care system. It is 
well known now that the price of medical 
care services spiraled when Medicare was 
implemented and continued to rise for 
many years to come. In response, a num
ber of activities were begun, including re
search and experiments in new payment 
mechanisms, and the testing of second-
opinion programs for elective surgeries. 
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The Twentieth Anniversary 

Our accounting of 20 years of Medicare 
concentrated on the experience of the 
aged, the disabled, and ESRD enrollees. HI 
enrollment had risen from 19.1 million eld
erly in 1966 to nearly 30 million persons by 
1984—more than 27 million elderly and 
nearly 3 million disabled persons. In 1984 
those entering Medicare at age 65 could 
expect to live an additional 16.8 years, com
pared with 14.6 additional years for their 
counterparts in 1965. The ESRD enrolled 
population increased from 16,000 persons 
in 1974 to nearly 82,000 persons in 1983. 
The economic status of the elderly had im
proved substantially since Medicare be
gan. In 1966, 29 percent of the elderly had 
incomes at or below the poverty level, while 
in 1984 the figure had fallen to 12 percent 

Among the most notable utilization pat
terns during the first two decades were 
those relating to hospital admissions and 
home health agency (HHA) services. Hos
pital admission rates continued to increase 
yearly for both the aged and disabled (but 
this trend would be dramatically altered 
when the Medicare hospital prospective 
payment system went into effect), and 
HHA service use increased sharply. Treat
ment patterns for persons with ESRD 
changed substantially with Medicare en
titlement. Before Medicare, about 40 per
cent were dialyzing at home, but this figure 
fell to 9 percent by 1979. The development 
of immunosuppressant drugs increased 
the success of kidney transplantation, and 
the number of transplants paid for by Medi
care in 1984 was more than double the 
number in 1974. During the first two de
cades, the rate of growth of benefit pay
ments for Part A and Part B far exceeded 
inflation in the general economy. 

National health expenditures, reported 
then as a percent of the gross national 
product (GNP), rose from 6.0 percent of 

the GNP in 1965 to 10.6 percent of the GNP 
in 1984, reflecting increases in both public 
and private sector spending for health care. 
The continuing inflation in health care 
spending was attributed to a number of fac
tors: increases in the number of customary 
services such as laboratory tests, the de
velopment of new and costly technologies, 
such as open heart surgery, changes in the 
organization of care, such as intensive care 
units, the response of health care providers 
to payment methods that offered financial 
incentives to increase medical care spend
ing, and the rising expectations in the Na
tion (and in other nations) that quality 
health care services be readily available. 

During Medicare's second decade, nu
merous activities were underway to stem 
the excess growth in health care spending, 
including the implementation of the profes
sional standards review organization 
(PSRO) program, later to be replaced by 
the peer review organization (PRO) pro
gram, the institution of a network of health 
system agencies (HSAs) to oversee 
areawide health planning, and the encour
agement of the growth of health mainte
nance organizations (HMOs). Some of 
these approaches were judged to be inef
fective or inconclusive in controlling the es
calation in health care spending. Notewor
thy among all these efforts was the 
establishment in the 1983 amendment to 
the Social Security Act of the Medicare 
hospital prospective payment system 
(PPS). There was general agreement that 
Medicare's physician payment method also 
needed to be changed, and a number of 
possible reform alternatives were studied. 
The solvency of the Part A trust fund was 
becoming a growing concern. By the end 
of Medicare's second decade, the ratio of 
workers to Social Security aged and dis
abled cash beneficiaries had declined from 
4.0 to 1 in 1965 to 3.3 to 1 in 1985, and the 
trend in this ratio would continue downward. 

182 HEALTH CARE FINANCING REVIEW/Winter 1996/Volume 18, Number 2 



The Thirtieth Anniversary 

This article begins with an overview of 
the Medicare program in terms of financ
ing, eligibility, coverage, and administra
tion (pages 183-187). Then we continue our 
accounting of program trends, updating 
earlier tables, in beneficiary enrollment, 
use of services, and costs.1 There were 
also new trends to track for this review, in
cluding the composition of the disabled 
population as human immunodeficiency 
virus (HIV)/acquired immunodeficiency 
syndrome (AIDS) and substance abuse 
grew as causes of disability awards; the 
election of the hospice benefit by an in
creasing proportion of beneficiaries with 
terminal cancer; and enrollment of Medi
care beneficiaries in HMOs. We devote a 
separate part of this review to Medicare 
and the changing health care marketplace 
and conclude with a discussion of issues 
and challenges for the future. In the Tech
nical Note, we provide an overview of the 
history of legislative activity to reform 
Medicare. 

OVERVIEW OF THE MEDICARE 
PROGRAM 

Financing of Part A 

In 1967, the first full year of Medicare, 
employees and employers each contrib
uted a payroll tax of 0.5 percent to the HI 
trust fund, on a maximum taxable wage 
base of $6,600. Over time the HI tax rate 
and wage base were increased to keep the 
Medicare program solvent; beginning in 
1994 the Medicare tax was required on to
tal wages. For 1996 employees and employ
ers each paid a 1.45-percent tax on wages; 
self-employed people paid 2.9 percent. The 

1For a concise overview of the first 30 years, see De Lew, 1995. 

taxes contributed by current workers and 
employers are earmarked for the HI trust 
fund and are used to pay for services re
ceived by current Medicare beneficia
ries—a system known as "pay as you go." 
The HI trust fund maintains a balance that 
is drawn upon when expenditures exceed 
revenues. The principal and earned inter
est in conjunction with estimates of future 
contributions and outlays are the factors 
used in projecting the solvency of the HI 
trust fund. 

Financing of Part B 

The Part B trust fund is financed by 
monthly premiums paid by (or for) persons 
currently enrolled in Part B and by the 
Federal Government from general rev
enues. When Medicare began in 1966, the 
Part B monthly premium (usually de
ducted from monthly Social Security ben
efit checks) was $3.00. Until 1976 the pre
mium rate was set by law to cover 50 
percent of program costs for aged enroll-
ees. From 1976 to 1983, the percent in
crease in the premium rate was limited to 
the percent increase in Social Security ben
efits. However, because costs were rising 
faster than increases in Social Security ben
efits, the portion of program costs covered 
by the premium decreased substantially, to 
approximately 25 percent by 1983. Be
tween 1984 and 1990, Congress set the pre
mium to cover 25 percent of program costs 
for aged enrollees. In 1990 Congress legis
lated specific premium rates for each year 
from 1991 to 1995. In 1993 Congress legis
lated that for the period 1996-98, the Part B 
premium cover 25 percent of program 
costs for aged enrollees. 

Eligibility 

When Medicare began on July 1, 1966, 
19.1 million persons, virtually the entire 
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population age 65 and over, were eligible to 
participate in Part A Because Part A is tied 
to the Nation's social insurance system, 
more than 17 million persons were auto
matically entitled to Part A as cash benefi
ciaries of the OASI or the railroad retire
ment program, while a special transitional 
provision added about 2 million of the re
maining aged individuals in the Nation. At 
startup, aliens, State, local, and Federal 
civil service employees and annuitants 
were among the comparatively few aged 
persons excluded from Medicare participa
tion. The 1982 amendments to the Social 
Security Act brought the Federal civil serv
ice into Medicare. Currently, persons who 
reach age 65 and who have 40 or more 
quarters of coverage under OASI are auto
matically covered for Medicare Part A. 

The 1972 Social Security amendments 
expanded HI eligibility to include two addi
tional groups. The first group is disabled 
persons receiving cash benefits for 24 
months under the SSDI program. The 
SSDI program was established in 1956 to 
provide cash benefits to disabled workers. 
To receive cash benefits, disabled workers 
must first meet insured status require
ments based on quarters of employee con
tributions to the disability trust fund. Sec
ond, they must meet the Social Security 
criteria of disability: the inability to engage 
in any substantial gainful activity by reason 
of a medically determinable physical or 
mental impairment expected to result in 
death or to last for a continuous period of at 
least 12 months. The SSDI program also 
covers disabled adult dependents age 18 or 
over who were disabled in childhood, and 
disabled widows and widowers who are 50 
years of age or over. Thus, eligibility for HI 
is tied to the SSDI program, and the inclu
sion of this group in HI was stimulated by 
the same reasons that Medicare was estab
lished for the aged: the greater need of dis
abled persons for health care services and 

their lack of access to private health insur
ance (Krute and Burdette, 1981; Stanley 
and Swisher, 1969; Brehm and Cormier, 
1970; Duchnok, 1981; Advisory Council on 
Social Security, 1965). 

The second group made eligible for 
Medicare by the 1972 amendments was 
persons suffering from ESRD who were re
ceiving kidney dialysis for 3 months or who 
required immediate kidney transplanta
tion. ESRD enrollees are not required to 
meet the same coverage criteria as the dis
abled group; however, eligibility as an 
ESRD patient requires meeting the basic 
Social Security coverage criteria, that is, 
being in the current or fully insured status. 
Persons with ESRD were seen as having a 
life-threatening illness that entailed cata-
strophically high costs for survival. 

The 1972 amendments went into effect 
on July 1, 1973, adding 1.7 million persons 
to Medicare. Since then, although the num
bers of enrollees have grown substantially, 
the Medicare legislation has not been ex
panded to include any additional groups or 
other catastrophic illnesses. Eligibility un
der Medicare is individual, requiring that 
each person meet the criteria set up for en
rollment. Thus, family members not meet
ing the aged, disabled, or ESRD criteria 
are not entitled to participate in Medicare. 

In 1995, 96 percent of the aged and 90 
percent of the disabled entitled to Part A 
also participated in Part B through pay
ment of the monthly Part B premium. Per
sons age 65 years or over not entitled to 
Part A can participate in Part B by paying 
the monthly Part B premium. Aged indi
viduals not entitled to Part A can neverthe
less enroll if they pay the Part A monthly 
premium, which was $289 in 1996 (or $188 
for persons with 30-39 quarters of cover
age). The Part A premium is set each year 
to cover the full costs of the HI program. 
Persons who buy into Part A must also buy 
Part B. 
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Covered Services and Cost-Sharing 
Requirements 

Part A 

Medicare's HI program or Part A has a 
more complex set of benefits and cost-shar
ing features than generally found in private 
health insurance plans today. For example, 
the beneficiary is liable for an inpatient 
hospital deductible if the hospital admis
sion begins a new "episode of illness." The 
concept of an episode of illness is not gen
erally used in other health insurance plans, 
and it is difficult for the beneficiary to pre
dict how many deductibles would have to 
be paid during 1 year. Moreover, unlike 
most private health insurance plans, Medi
care was designed without a cap on out-of-
pocket liability. Because the open-ended li
ability leaves the beneficiary unprotected 
against large cost-sharing amounts, the 
majority of beneficiaries have private insur
ance. Analyses have shown, however, that 
only a small proportion of Medicare benefi
ciaries experience catastrophically high 
cost-sharing liability (Gornick, Beebe, and 
Prihoda, 1983; Health Care Financing Ad
ministration, 1986). Legislation enacted in 
1988 (Medicare Catastrophic Coverage Act 
of 1988, Public Law 100-360) restructured 
Medicare to incorporate a cap on out-of-
pocket costs and established a simpler set 
of cost-sharing rules. The repeal of this leg
islation in 1989 returned Medicare essen
tially to the same open-ended liability first 
enacted in 1965, which is described next. 

Part A covers 90 days of inpatient hospi
tal care in a benefit period, which begins 
the first day of hospitalization and ends 
when the beneficiary has not been an inpa
tient in a hospital or SNF for 60 continuous 
days. No limit is placed on the number of 
benefit periods an individual may have. 
Each beneficiary has a one-time (lifetime) 

reserve of 60 days that can be used if the 
90 days available in a benefit period are 
exhausted. 

Part A also covers up to 100 post-hospital 
days in a SNF if the beneficiary is certified 
to need such care. In addition Part A cov
ers an unlimited number of HHA visits if 
the beneficiary is confined to the home and 
needs such services. There are no cost-
sharing requirements for HHA services. 

Medicare beneficiaries are required to 
pay an inpatient hospital deductible in each 
benefit period, which by law has been set 
each year to approximate the cost of 1 hos
pital day. In 1967 the inpatient hospital de
ductible was $40. Over the 30 years of op
eration of the Medicare program, hospital 
daily costs have risen well beyond inflation 
in the general economy; by 1997 the Medi
care hospital deductible had risen to $760. 
Patients who are seriously ill and rehospi-
talized may be liable for multiple hospital 
deductibles in one year. Coinsurance is not 
required until after 60 days; for the 61st-
90th day of inpatient hospital care, coinsur
ance, set at one-fourth of the hospital de
ductible, is required ($190 each day in 
1997). The 60 lifetime reserve days carry 
with them a coinsurance requirement that 
is equal to one-half the hospital deductible 
($380 coinsurance in 1997 for each lifetime 
reserve day of care). 

For SNF care, coinsurance, set at one-
eighth of the hospital deductible ($95 in 
1997), is not required for the first 20 days 
but is required for the 21st-100th day of 
SNF care. Because the SNF coinsurance 
amount is tied to the costs of inpatient hos
pital care rather than the costs of SNF care, 
the SNF coinsurance amount for which the 
beneficiary is liable may, on occasion, be as 
much as or more than the full cost of an 
SNF day of care. 

Effective November 1, 1983, hospice 
benefits became available for Medicare 
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enrollees. Terminally ill beneficiaries may 
elect to receive hospice benefits, which 
provide counseling services and palliative 
care for symptom management and pain 
control, rather than care that focuses on 
curing the illness. The major objective of 
hospice care is to allow terminally ill 
patients to die among family and loved 
ones, as free of pain as possible. Cost-shar
ing requirements are $5 for hospice outpa
tient drugs and approximately $5 per day 
for inpatient respite care. 

Part B 

The SMI program or Part B covers phy
sician and other professional services and 
certain supplies ordered by physicians. It 
also covers outpatient services, rural 
health clinic visits, and home health visits 
for persons without Part A When Medi
care began in 1966, the Part B annual de
ductible was $50. Currently beneficiaries 
are required to meet a $100 annual deduct
ible. Physicians can accept or reject "as
signment." Acceptance means that the phy
sician agrees to accept as full payment the 
Medicare allowed charge. On assigned 
claims, the program pays 80 percent and 
the beneficiary is liable for 20 percent of 
the Medicare allowed charge. On unas-
signed claims, the beneficiary is liable for 
an additional amount (up to a limit), if the 
physician's charge is above the Medicare 
allowed charge. 

For more than 20 years, many Medicare 
beneficiaries were liable for the full amount 
of the physician's charge over the Medi
care allowed charge. But the enactment of 
the Omnibus Budget Reconciliation Act of 
1989 (OBRA 1989) introduced significant 
changes in Medicare physician payment 
policy. The charge-based system for paying 
physicians was replaced by a Medicare fee 
schedule, a resource-based relative value 
system. Moreover, limits were established 

on the amount that physicians' charges could 
exceed the fee schedule amount OBRA 1989 
also instituted target rates of growth in 
expenditures for physician services. 

In 1984 Medicare implemented the phy
sician participation (PAR) program to en
courage physicians to accept assignment. 
Physicians who voluntarily participate in 
the PAR program agree to accept assign
ment on all their claims. Physicians not in 
PAR receive a 5-percent reduction on all 
Medicare fees paid to them. Since 1993, on 
unassigned claims, enrollee liability can be 
no higher than 15 percent of the non-par
ticipating physician fee schedule amounts. 
In 1995 PAR physicians accounted for 90 
percent of all allowed charges for physician 
services. 

Covered and Non-Covered Services 

Medicare does not cover some impor
tant health care services that the elderly of
ten use, including routine physical exami
nations, outpatient drugs, and some home 
health and nursing services required by 
those with chronic care needs. Eyeglasses, 
dental services, and hearing devices are 
not covered. 

To improve access to certain preventive 
services, Medicare began to cover Pap 
smears in 1990, screening mammography 
in 1991, and influenza immunization in 
1993. Coverage of the pneumococcal 
vaccine began much earlier, in 1981. 

Programs for Low-Income Persons 
and Medigap 

Beneficiaries with low incomes may 
qualify for programs that are intended to 
reduce the burden of the cost-sharing fea
tures under Medicare. State Medicaid pro
grams generally cover the Part B Medicare 
premium and cost-sharing requirements 
for Medicare beneficiaries who are also 
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enrolled in Medicaid. Two other programs 
cover some or all of the beneficiary liability. 
The Qualified Medicare Beneficiary 
(QMB) program requires State Medicaid 
programs to pay all Medicare premiums, 
deductibles, and coinsurance for low-
income Medicare enrollees, and the Speci
fied Low-Income Medicare Beneficiaries 
(SLMB) program requires State Medicaid 
programs to cover Medicare Part B premiums 
only. 

The lack of a cap on out-of-pocket liabil
ity and the cost-sharing features of Part A 
have stimulated the market for private 
supplemental insurance plans, often re
ferred to as "medigap” plans. Since Medi
care began, 70-80 percent of enrollees have 
purchased medigap insurance or had such 
coverage paid for on their behalf, generally 
through retiree health benefits. Medigap 
plans are designed to cover part or all of 
the beneficiary liability from the 
deductibles and coinsurance required by 
Medicare. Some plans include non-covered 
Medicare services as well, such as outpa
tient drugs. Reports that medigap plans 
were difficult to understand and that some 
beneficiaries had duplicate coverage from 
multiple plans led to legislation requiring 
that medigap policies be uniformly 
structured into 1 of 10 plans. 

Program Payments and 
Administration 

When Medicare was first implemented, 
the program operated primarily on a fee-
for-service (FFS) basis, with private insur
ance companies contracted to serve as fis
cal agents for Medicare. In 1996 Medicare 
had contracts with approximately 70 fiscal 
agents to review claims and pay bills. 

Part A was originally designed to pro
vide reimbursement to hospitals for any 
reasonable costs incurred in the provision 
of services. This retrospective cost-based 

system was modeled after some private in
surance payment practices that prevailed at 
the time. Hospital costs spiraled the first 
year Medicare was implemented and for 
many years that followed. Payment meth
ods used by Medicare were considered to 
be major factors in the continuing escala
tion of Medicare expenditures. Over time a 
number of legislative provisions were en
acted to increase Medicare's control over 
hospital payments. The enactment of the 
Medicare hospital PPS on October 1, 1983, 
brought about the farthest-reaching hospi
tal payment change by moving from a cost-
based system into a payment system set 
prospectively. Under PPS, payment is made 
at a predetermined specific rate for each 
discharge, according to the diagnosis-
related group (DRG) in which the discharge 
is classified. 

Part B was designed to provide pay
ments to physicians based on customary, 
usual, and reasonable charges. The 
charge-based physician payment system 
was replaced by the Medicare fee sched
ule, which went into effect on January 1, 
1992, under a transition period ending in 1996. 

The Tax Equity and Fiscal Responsibility 
Act of 1982 (TEFRA) included major revi
sions to the Medicare law to encourage the 
growth of HMO participation. This issue is 
discussed in the section "The Changing 
Health Care Marketplace." 

Over time certain features in the admin
istration of the program were altered to im
prove Medicare's efficiency, effectiveness, 
and quality of care. The PSRO program 
was established primarily to improve effi
ciency under the cost-based hospital pay
ment system. With the implementation of 
PPS, the PSRO program was replaced by 
the PRO program not only to improve effi
ciency but to ensure effectiveness and 
quality of care. 
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PROGRAM TRENDS 

In this section, we provide information 
on Medicare enrollment, use of services, 
and program payments. These data were 
selected from Medicare administrative 
data files and other sources to provide a 
broad perspective on the beneficiary popu
lation and their use and costs of Medicare 
services. The tables show the latest avail
able data; the final year shown varies at 
times because the data were drawn from 
many sources. 

Enrollment and Demographics 

Over its 30-year history, Medicare has 
provided health insurance coverage for 
more than 69 million elderly persons and 
10 million disabled persons under age 65. 
In 1995, of the nearly 264 million persons in 

the United States, more than 37 million (14 
percent) were enrolled in Medicare's HI 
program: 33.1 million persons age 65 and 
over and 4.5 million disabled persons un
der age 65. An overview of trends in the 
demographic, health, and economic charac
teristics of the Medicare population follows. 

Enrollees Age 65 Years and Over 

Virtually the entire U.S. population age 
65 and over is entitled to Medicare. Cur
rently, only 2-3 percent of the aged popula
tion do not have the necessary number of 
quarters of covered employment to be eli
gible for Medicare. In 1966, when Medi
care began, there were 19.1 million per
sons age 65 and over (9.7 percent of the 
U.S. total) enrolled in Part A (Table 1). 
Over the next three decades, the elderly 
population grew more than twice as fast as 

Table 1 
Number and Percent Distribution of Medicare Hospital Insurance Enrollees 

65 Years of Age and Over, by Age, Sex, Race, and Census Region: 1966, 1984, and 19941 

Characteristic 

Total 

Age 
65-74 Years 
75-84 Years 
85 Years or Over 

Sex 
Male 
Female 

Race 
White 
All Other Than White 
Unknown 

Census Region 
Northeast 
North Central 
South 
West 
Outlying, Foreign, 

and Unknown 

1966 
Number 

in 
Millions 

19.1 

12.0 
5.9 
1.2 

8.1 
11.0 

17.0 
1.4 
0.6 

5.0 
5.5 
5.4 
2.8 

0.3 

Percent 

100 

63 
31 
6 

43 
57 

89 
8 
3 

26 
29 
28 
15 

2 

1984 
Number 

in 
Millions 

27.1 

15.8 
8.5 
2.8 

10.9 
16.2 

23.9 
2.4 
0.8 

6.2 
7.0 
8.7 
4.6 

0.5 

Percent 

100 

58 
32 
10 

40 
60 

88 
9 
3 

23 
26 
32 
17 

2 

1994 
Number 

in 
Millions 

32.4 

18.1 
10.6 
3.7 

13.1 
19.3 

28.7 
3.5 
0.3 

6.9 
7.9 

11.0 
5.9 

0.6 

Percent 

100 

56 
33 
11 

41 
59 

89 
11 

1 

21 
24 
34 
18 

2 

Percent 
Change 
1966-94 

69.6 

50.7 
80.2 

206.8 

62.2 
75.1 

68.7 
147.4 
-57.6 

38.9 
43.5 

103.5 
111.7 

112.7 
1Data are for July 1 of each year. 
0SOURCES: Health Care Financing Administration: Data from the Bureau of Data Management and Strategy and the Office of Research 
and Demonstrations. 
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the population as a whole. By 1994 there 
were 32.4 million elderly Medicare enroll-
ees, representing 12.4 percent of the 260.4 
million U.S. population. 

The oldest age group, persons 85 years 
of age and over, grew fastest, more than tri
pling in numbers. The proportion of 
women age 65 and over during this period 
edged up slightly from 57 percent of the 
aged population in 1966 to 59 percent in 
1994, and persons of races other than white 
increased from 8 percent of the total in 
1966 to 11 percent in 1994. 

The distribution of the aged Medicare 
population has shifted geographically over 
time. When the program started, more 
than one-half of HI enrollees (55 percent) 
resided in the Northeast and North Cen
tral U.S. Census Regions. By 1994, 52 per
cent of the aged population lived in the 
South and West. 

Life Expectancy and Health Status 
of the Aged 

Increases in the number of Medicare en
rollees during the past three decades and 
shifts in the distribution of enrollees by age 
and sex reflect, in part, increases in longev
ity in the United States. Between 1900 and 
1994, life expectancy for the average 
American increased from about 47 to 76 
years (Table 2). Persons who reached age 
65 in 1994 averaged more than 17 addi
tional years of life compared with the aver
age of nearly 12 additional years in 1900. 
From 1965, when Medicare was enacted, 
to 1994, life expectancy at age 65 increased 
nearly 3 full years. Those who reached age 
75 in 1994 could expect to live, on average, 
11 additional years. 

These increases in longevity along with 
changes in birth rates and other demo
graphic trends have had a striking impact 
on the age composition of the U.S. popula
tion. The proportion of the elderly in the 

United States and in many other countries 
(including the industrialized nations in the 
West and Japan) has been steadily increas
ing, and that trend is expected to continue 
during the first two decades of the 21st cen
tury. As noted earlier, less than 10 percent 
of the U.S. population was 65 years of age 
or over when Medicare began. By the year 
2020, estimates from the U.S. Bureau of the 
Census indicate that persons age 65 and 
over will comprise 16.4 percent of the total 
U.S. population (Table 3). 

As the number of persons age 65 and 
over increases, it is important to recognize 
that this age group spans some 30-35 years, 
exhibiting wide variations in health, func
tional limitations, lifestyle, attitudes, behav
iors, and socioeconomic status. The vast 
majority of Medicare's elderly live in the 
community, without any functional limita
tions. National surveys indicate that more 
than 70 percent consider their health to be 
"good" or "excellent" (Mentnech, 1995). As 
shown in Table 4, in 1993, there were 
nearly 29 million elderly persons living in 
the community (95 percent of all elderly), 
and 78 percent were independent in all of 
the activities of daily living (ADLs), such as 
bathing and dressing, as well as indepen
dent in all of the instrumental activities of 

Table 2 
Life Expectancy at Birth and Average 

Remaining Years at Age 65 and Age 75: 
United States, Selected Years 1900-94 

Year 
1900 

1930 

1950 

1960 

1965 

1970 

1980 

1985 

1990 

1991 

1992 

1993 

1994 

At Birth 
47.3 

59.3 

68.2 

69.7 

70.2 

70.8 

73.7 

74.7 

75.4 

75.5 

75.8 

75.5 

75.7 

At Age 65 

11.9 

12.3 

13.9 

14.3 

14.6 

15.2 

16.4 

16.7 

17.2 

17.4 

17.5 

17.3 

17.4 

At Age 75 

— 
— 
— 
— 
— 
— 
10.4 

10.6 

10.9 

11.1 

11.2 

10.9 

11.0 
0SOURCES: National Center for Health Statistics: Health, 
United States, 1995. Hyattsville, MD, 1996, and data from the 
National Vital Statistics System. 
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Table 3 
Projected U.S. Population: Years 2000, 2010, and 20201 

Population 

All Persons 
&emsp;Age 65 or Over 

&emsp;&emsp;65-74 Years 
&emsp;&emsp;75-84 Years 
&emsp;&emsp;85 Years or Over 

Persons Age 65 or 
Over as a Percent 
of Total Population 

2000 2010 2020 
Number in Millions 

276.2 
35.3 
18.6 
12.4 
4.3 

12.8 

300.4 
40.2 
21.0 
13.2 
6.0 

13.4 

325.9 
53.4 
30.9 
15.5 
7.0 

16.4 
1Estimates are for July 1 of each year. 
0SOURCE: U.S. Bureau of the Census: Data from the Population Division. 

Table 4 
Estimated Percent of Community-Dwelling Elderly With and 

Without Functional Impairment1 by Age, Sex, and Race: United States, 1993 

Age, Sex, 
and Race 

Total 

Age Group 
65-69 Years 
70-74 Years 
75-79 Years 
80-84 Years 
85 Years or Over 

Sex 
Male 
Female 

Race 
White 
All Other 

Number of 
Persons in 

the Community 
(Millions) 

28.7 

7.6 
8.4 
6.1 
3.9 
2.6 

11.8 
16.9 

25.5 
3.2 

Estimated Percent of Persons Age 65 or Over With 

No 
Limitations 

78 

87 
84 
77 
66 
47 

82 
74 

78 
72 

IADL1 

Impairment 
Only 

5 

3 
4 
5 
6 
6 

3 
5 

4 
6 

1-2 
ADL2 

Impairments 

12 

7 
8 

12 
18 
27 

10 
13 

11 
14 

3 or 
More ADL2 

Impairments 

6 

3 
4 
6 

10 
20 

5 
7 

6 
9 

1IADL is instrumental activities of daily living, which include shopping for groceries, housework, paying bills, and telephoning. 
2ADL is activities of daily living, which include bathing, dressing, toileting, getting in and out of bed, and eating. 
0SOURCE: Health Care Financing Administration, Office of the Actuary: Data from the Medicare Current Beneficiary Survey, 1993. 
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daily living (IADLs), such as cooking 
meals, shopping for groceries, and house
work. Another 5 percent were free of any 
ADL limitations but needed some assis
tance with IADL tasks. The remaining 18 
percent had some level of ADL impairment 

Table 4 shows that age is a major factor 
associated with functional impairment. In 
the age groups up to age 84, at least two 
out of three aged persons were free of any 
functional limitations, but by age 85 and 
over, more than one-half needed some 

assistance in functioning. Gender and race 
also play a role. The proportion of elderly 
men without any functional limitations (82 
percent) is higher than the proportion of 
women (74 percent), reflecting in large 
part the fact that female Medicare beneficia
ries are, on average, older than male benefi
ciaries. The proportion of white persons with
out any functional limitations (78 percent) is 
higher than the proportion of persons of 
races other than white (72 percent). 



Two important factors associated with 
leaving the community for nursing home 
residences are gender and age (Table 5). 
In 1990 the nursing home population was 
75 percent female. The disproportionate 
number of females in nursing homes re
flects a number of factors, including their 
greater longevity and the fact that they are 
more likely to be widowed and living alone. 
As age increases, the risk of nursing home 
residence increases substantially, from less 
than 2 percent for those under age 75 to 
nearly 50 percent by age 95 and over. The 
overall proportions of the elderly living in 
nursing homes—about 5 percent—did not 
change appreciably between 1980 and 
1990. 

Trends in Mortality 

Figure 1 shows trends in mortality rates 
for the period 1950-93 for three age groups: 
65-74 years, 75-84 years, and 85 years and 
over. The number of deaths per 10,000 fell 
from 2,020 to 1,497 for the oldest age 
groups, from 933 to 578 in the middle age 
group, and from 407 to 259 in the youngest 
age group. Mortality rates declined most 
notably during the period 1960-80. 

Table 6 shows trends in mortality rates 
for all causes and for the leading causes of 
death during the period 1950-93. Deaths 
from all causes declined 19 percent, from 
6,232 per 100,000 in 1950 to 5,048 per 
100,000 in 1993. Although rank orders of 
the causes of death are unavailable for 
1950 and 1960, heart disease, malignant 
neoplasms, and cerebrovascular disease 
clearly have been the three leading causes 
of death throughout the period 1950-93. 
For many of the leading causes of death, 
mortality rates per 100,000 have changed 
substantially during the period 1950-93; 
mortality resulting from heart disease 
(2,843 deaths in 1950) declined 33 percent 
by 1993, and mortality resulting from cere
brovascular disease declined 56 percent 
during the period 1950-93. These declines 
very likely reflect the influences of many 
factors, including advances in medical and 
surgical treatments for these diseases, 
such as the use of revascularization proce
dures and lipid-lowering drugs, blood pres
sure control, and access to medical and 
surgical services provided by Medicare, as 
well as lifestyle changes, such as smoking 
cessation, healthier diets, and increased 
exercise. Over this same time period, the 

Table 5 

Estimated Number of Persons Age 65 or Over, Percent Distribution, 
and Percent of Age Group Residing in Nursing Homes, by Age and Sex: 1980 and 1990 

Age and Sex 

Total 

Age 
65-74 Years 
75-84 Years 
85-89 Years 
90-94 Years 
95 Years or Over 

Sex 
Male 
Female 

1980 

Number in 
Thousands 

1,233.0 

239.0 
506.3 
276.3 
158.8 
52.7 

NA 
NA 

Percent 
Distribution 

100 

19 
41 
22 
13 
4 

— 
— 

Percent 
Residing in 

Nursing 
Home 

4.8 

1.5 
6.6 

17.6 
29.1 
41.0 

— 
— 

1990 

Number in 
Thousands 

1,590.8 

244.7 
607.3 
378.6 
247.6 
112.5 

397 
1,194 

Percent 
Distribution 

100 

15 
38 
24 
16 
7 

25 
75 

Percent 
Residing in 

Nursing 
Home 

5.1 

1.4 
6.1 

18.6 
33.1 
47.1 

— 
— 

0NOTE: NA is not available. 
0SOURCE: U.S. Bureau of the Census: Data from the Decennial Census, 1980 and 1990. 
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Figure 1 

Death Rates for All Causes per 10,000 Persons 65 Years of Age or Over, 
by Age Group: Selected Years 1950-93 

2,500 

2,000 
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1,000 

500 

0 

85 Years of Age or Over 

75-84 Years of Age 

65-74 Years of Age 

1950 1960 1970 1980 1985 1990 1993 

Year 

SOURCE: National Center for Health Statistics: Health, United States 1995. Hyattsville, MD. 1996. 
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rate of malignant neoplasms rose 33 per
cent, reflecting to some extent increased 
cancer mortality in older persons who 
might otherwise have died—without the 
advances already noted—from heart or 
cerebrovascular disease. 

Many other changes have occurred in 
the past 30 years in health care services 
and lifestyle that are not necessarily re
flected in current mortality rates but are 
expected to have a beneficial impact on the 
health of Medicare beneficiaries age 65 
and over. Examples of these changes in
clude the use of hormonal therapy for post
menopausal women, which is expected to 
lower the incidence of osteoporosis and 
heart disease, hip and knee replacement 
surgery for Medicare beneficiaries with 

osteoarthritis to improve mobility and qual
ity of life, and the growth in retirement and 
life care communities, which may provide 
an environment that promotes quality of life. 

Mortality rates differ substantially by 
gender and race (Table 7). The crude mor
tality rate per 100,000 in 1993 for all causes 
for men (5,768 deaths) was 27 percent 
greater than for women, and the crude rate 
for black persons (5,723) was 14 percent 
greater than for white persons. Death rates 
from heart disease and cancer were higher 
for men than for women, and for black per
sons than white persons. Death rates from 
cerebrovascular disease were also higher 
for black persons than for white persons 
and higher for women than for men. With 
the exception of chronic obstructive 
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Table 8 
Number of Persons 65 Years of Age or Over 

per 1,000 Aged Persons Receiving Social 
Security Benefits and SSI: 

United States, Selected Years 1940-94 

Year 

1940 
1945 
1950 
1955 
1960 
1965 
1970 
1975 
1980 
1985 
1990 
1991 
1992 
1993 
1994 

Receiving 
Social 

Security 
Benefits1 

Receiving 
Supplemental 

Security 
Income2 

Number per 1,000 Aged 
7 

62 
164 
394 
616 
752 
855 
904 
914 
917 
924 
923 
924 
921 
920 

217 
194 
224 
179 
141 
117 
104 
111 
87 
71 
66 
65 
65 
64 
64 

1Old age survivors and disability insurance. 
2For 1940-73, data refer to Old Age Assistance program. 
Beginning January 1974, Supplemental Security Income 
superseded the Old-Age Assistance Program. 
0NOTES: SSI is Supplemental Security Income. 
0SOURCE: Social Security Administration: Annual Statistical 
Supplement, Baltimore, MD, 1995. 

pulmonary disease and pneumonia and in
fluenza, rates for all of the other leading 
causes were higher for black persons than 
white persons. 

Economic Status of the Aged Population 

The implementation of Social Security in 
the United States had a profound effect on 
the economic status of the population age 
65 and over. In 1940 when the Social Secu
rity program was in its earliest years, less 
than 1 percent of the aged (7 persons out of 
1,000 age 65 and over) received Social Se
curity benefits, and more than 20 percent 
of the aged (217 persons per 1,000 age 65 
and over) received payments under the 
welfare program for aged poor (Table 8). 
Twenty years later, in 1960, more than 60 
percent of the aged received Social Security 

benefits, and only 14 percent were deemed 
"poor" and in receipt of welfare. By the 
1990s, 92 percent or more received Social 
Security benefits, and only a little more 
than 6 percent received benefits under the 
welfare system. 

The impact of Social Security on the eco
nomic status of the elderly population is 
further reflected in the proportion of per
sons with income below the poverty level. 
Table 9 provides a contrast of trends in pov
erty in the U.S. population for two age 
groups—persons 65 years of age and over 
and children 17 years and under. In 1966, 
15 percent of the total U.S. population of 
193 million persons were living below the 
poverty level; among elderly persons, 29 
percent were living at or below the poverty 
level. Over the first three decades of Medi
care, the economic status of the elderly im
proved significantly. By 1994 the propor
tion of the elderly living in poverty fell to 12 
percent. However, during these same three 
decades, the economic position of children 
under 18 years of age eroded significantly, 
with the proportion living in poverty rising 
from 17 percent in 1966 to 22 percent in 1994. 

Table 10 shows sources of income and 
the effect of family size on the economic 
status of the elderly for 1994. There were 
10 million family units consisting of an 
aged person living alone or with non-rela
tives, and 11 million multiperson family 
units with a household member 65 years or 
over. In the single-person households, 2.4 
million persons (23 percent) had incomes 
at or below the poverty level, compared 
with less than 1 million persons (6 percent) 
in multiperson families. 

For the average person living alone in 
1994, income from Social Security repre
sented 47 percent of total income; in the av
erage multiperson family, Social Security 
income represented 34 percent of total 
income. Although the value of Medicare 
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Table 9 

Number and Percent Poor of Persons of All Ages, Persons 65 Years of Age or Over, and 
Children 17 Years of Age or Under: United States, Selected Years 1959-94 

Year 
1959 
1966 
1970 
1975 
1980 
1985 
1990 
1992 
1993 
1994 

All Ages 

Total1 

177 
193 
203 
210 
225 
237 
249 
254 
259 
262 

Number 
of Poor1 

39.5 
28.5 
25.3 
25.9 
29.3 
33.1 
33.6 
36.9 
39.3 
38.1 

Percent 
Poor 
22 
15 
13 
12 
13 
14 
14 
15 
15 
15 

65 Years or Over 

Total1 

16 
18 
19 
22 
25 
27 
30 
31 
31 
31 

Number 
of Poor1 

5.5 
5.1 
4.7 
3.3 
3.9 
3.5 
3.7 
4.0 
3.8 
3.7 

Percent 
Poor 
35 
29 
25 
15 
16 
13 
12 
13 
12 
12 

17 Years or Under 

Total1 

64 
70 
70 
65 
62 
62 
65 
67 
69 
70 

Number 
of Poor1 

17.2 
12.1 
10.5 
10.9 
11.1 
12.5 
13.3 
14.5 
15.6 
15.1 

Percent 
Poor 
27 
17 
15 
17 
18 
20 
21 
22 
23 
22 

1Numbers in millions. 
0SOURCES: Social Security Administration: Annual Statistical Supplement, Baltimore, MD, 1984-85, 1995, 1996. 

Table 10 

Income From Earnings and Other Sources for Aged Families: 1994 

Type of Money Income 
Received During Year 

Families and Unrelated Individuals 

Median Household Income 

Earnings 
Public Program Payments 

&emsp;Social Security 
&emsp;Supplemental Security Income 
&emsp;Other Public Assistance 
&emsp;Other Programs 

Other Sources 
&emsp;Dividends, Interest, Rent 
&emsp;Private Pension, Annuities, Other 

Total 
Earnings 
Public Program Payments 

&emsp;Social Security 
&emsp;Supplemental Security Income 
&emsp;Other Public Assistance 
&emsp;Other Programs 

Other Sources 
&emsp;Dividends, Interest, Rent 
&emsp;Private Pension, Annuities, Other 

Aged Family Units 
Individuals Age 65 or 
Over Living Alone or 

With Non-Relatives Only 
Total Not Poor Poor 

Multiperson Families With 
Household Member 

Age 65 or Over 
Total Not Poor Poor 

Number in Millions 
10.4 8.0 2.4 11.2 10.5 0.7 

Amount 
$11,331 $13,803 $5,427 $26,402 $27,828 $6,747 

Percent Receiving Income 
13 

93 
7 
3 
5 

64 
39 

16 

95 
3 
3 
5 

73 
49 

2 

85 
22 

3 
5 

33 
8 

42 

93 
5 
5 

10 

76 
54 

44 

94 
4 
5 

11 

78 
57 

20 

72 
21 
11 
6 

37 
19 

Percent Distribution of Income 
100 

11 

47 
1 
1 
1 

20 
19 

100 
11 

45 
1 
1 
1 

21 
20 

100 
(1) 

82 
10 
1 
1 

3 
3 

100 
29 

34 
1 
1 
2 

14 
19 

100 
29 

34 
1 
1 
2 

14 
19 

100 
7 

66 
10 
5 
1 

3 
8 

1Less than 0.05 percent. 
0SOURCE: Social Security Administration: Annual Statistical Supplement, Baltimore, MD, 1996. 

benefits is not counted as income, Medi
care has very likely been a major factor in 
preserving assets that provide income 
from dividends, interest, and rent. In 1994 

income from such assets accounted for 20 
percent of all income for persons living 
alone and 14 percent of all income for 
multiperson families (Table 10). 
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Table 11 

Number and Percent Distribution of Disabled-Worker Awards, 
by Diagnostic Group: 1982, 1987, and 1993 

Diagnostic Group1 

Total 

All Groups 
&emsp;Infectious and Parasitic Diseases2 

&emsp;Neoplasms 
&emsp;Endocrine, Nutritional, and Metabolic Diseases 
&emsp;Diseases of Blood and Blood-Forming Organs 
&emsp;Mental Disorders 
&emsp;Diseases of: 

&emsp;&emsp;Nervous System and Sense Organs 
&emsp;&emsp;Circulatory System 
&emsp;&emsp;Respiratory System 
&emsp;&emsp;Digestive System 
&emsp;&emsp;Genitourinary System 
&emsp;&emsp;Skin and Subcutaneous Tissue 
&emsp;&emsp;Musculoskeletal System 

&emsp;Congenital Anomalies 
&emsp;Injuries 
&emsp;Other3 

1982 1987 1993 

Number 
298,531 415,848 635,238 

Percent Distribution 
100.0 

0.8 
17.1 
4.4 
0.3 

10.6 

9.0 
24.9 
6.6 
2.0 
1.1 
0.3 

16.4 
0.8 
5.6 
0.2 

100.0 
1.1 

13.3 
5.1 
0.3 

19.5 

8.5 
18.5 
5.5 
1.5 
1.4 
0.3 

15.3 
0.2 
5.0 
4.5 

100.0 
5.9 

12.6 
4.9 
0.3 

26.1 

7.2 
14.0 
4.3 
1.6 
2.1 
0.2 

14.8 
0.1 
3.0 
2.2 

1Diagnostic classifications for 1987 based on International Classification of Diseases, 9th Revision, Clinical Modification, 1979. 
Classifications for 1993 based on Impairment Codes established by the Social Security Administration. 
2Effective in 1990 and thereafter, records for human immunodeficiency virus and acquired immunodeficiency syndrome are shown in the 
"infectious and parasitic diseases" group; these records were previously counted in the "other" group. 
3Includes "unknown" diagnoses. 
0SOURCE: Social Security Administration: Social Security Bulletin 58(3):15, Fall 1995. 

The aging of the U.S. population, as well 
as their living arrangements and economic 
status, present challenges to the Nation to 
understand how best to promote and pre
serve health and economic security and 
how to provide access to needed services 
effectively and efficiently. There is concern 
that the rising numbers of the oldest-old 
will result in an increasing number of institu
tionalized persons. However, cross-national 
studies indicate that the number of persons 
institutionalized is not directly proportional to 
the size of the elderly population in a nation 
(Doty, 1988). Thus, there is the potential in 
a society to focus efforts on promoting 
independent living for an aging population. 

Disabled Population Under Medicare 

Unlike Medicare's nearly universal cov
erage of persons age 65 and over in the 
United States, coverage of disabled persons 
is much more limited. As noted earlier, 

eligibility for Medicare is tied to the 
award of cash benefits under the SSDI 
program. Table 11 shows the number of 
disabled workers who were awarded 
cash benefits under the SSDI program in 
1982, 1987, and 1993, by diagnostic 
group. The number of disabled-worker 
awards rose from 298,531 in 1982 to 
635,238 in 1993. During this period, four 
predominant reasons for granting dis
abled-worker awards were circulatory 
system diseases, neoplasms, mental dis
orders, and musculoskeletal problems, 
although shifts have occurred in the dis
tribution of newly awarded persons by di
agnostic group. Among the new awards, 
mental disorders accounted for 10.6 per
cent in 1982 and 26.1 percent in 1993—in 
part a result of increases in disability 
from alcohol and drug abuse. Infectious 
and parasitic diseases also showed a sub
stantial increase among the new awards, 
accounting for 0.8 percent in 1982 and 
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5.9 percent in 1993—reflecting, in large 
part, the rise in the incidence of HIV/AIDS. 

Persons with cash awards as disabled 
workers or disabled dependents (those age 
18 or over who were disabled in childhood 
or those disabled widows and widowers 
who are age 50 or over) are eligible for 
Medicare's HI program only after cash 
benefits have been received for 24 months. 
A comparison of the number of persons un
der age 65 in August 1993 who received 
cash benefits under the SSDI program (5.1 
million persons) with the number of persons 
under age 65 in 1993 enrolled in Medicare 
as disabled persons (3.9 million persons) 
indicates that about 20 percent had not met 

the 24-month waiting period (Social Secu
rity Administration, 1994; Health Care 
Financing Administration, 1995b). 

Table 12 shows the growth of the dis
abled population enrolled in Medicare. In 
1973, the first year disabled persons were 
covered, 1.7 million persons under age 65 
were enrolled in the HI program; by 1994 
enrollment had grown to 4.1 million per
sons. Of the total disabled population cov
ered by Medicare, approximately 80 per
cent are disabled workers, 16 percent are 
dependents 18 years of age and over who 
were disabled in childhood, and 4 percent 
are disabled dependent widows and widow
ers 50 years of age and over (data not shown). 

Table 12 
Number and Percent Distribution of Disabled Medicare Hospital Insurance Enrollees 
Under 65 Years of Age, by Age, Sex, Race, and Census Region: 1973, 1984, and 19941 

Characteristic 
Total 

Age 
Under 35 Years 
35-44 Years 
45-54 Years 
55-59 Years 
60-64 Years 
Unknown 

Sex 
Male 
Female 
Unknown 

Race 
White 
All Other 
Unknown 

Census Region 
Northeast 
North Central 
South 
West 
Outlying, Foreign, 

and Unknown 

1973 
Number 

in 
Thousands 

1,731 

192 
218 
439 
367 
515 

— 

1,119 
612 

— 

1,445 
253 
32 

373 
405 
633 
273 

47 

Percent 
100.0 

11.1 
12.6 
25.4 
21.2 
29.7 

— 

64.7 
35.3 

— 

83.5 
14.6 
1.8 

21.6 
23.4 
36.6 
15.8 

2.7 

1984 
Number 

in 
Thousands 

2,884 

388 
422 
584 
581 
908 

— 

1,830 
1,054 

— 

2,326 
502 
56 

604 
660 

1,053 
460 

107 

Percent 
100.0 

13.5 
14.6 
20.3 
20.1 
31.5 

— 

63.5 
36.5 

— 

80.6 
17.4 
2.0 

20.9 
22.9 
36.5 
16.0 

3.7 

1994 
Number 

in 
Thousands 

4,135 

537 
859 

1,033 
652 
861 
192 

2,377 
1,565 

192 

3,080 
862 
192 

782 
947 

1,572 
711 

122 

Percent 
100.0 

13.0 
20.8 
25.0 
15.8 
20.8 
4.7 

60.5 
37.9 
4.7 

74.5 
20.9 
4.6 

18.9 
22.9 
38.0 
17.2 

3.0 

Percent 
Increase 
1973-94 

139 

180 
294 
135 
78 
67 
— 

112 
156 
— 

113 
241 
500 

110 
134 
148 
160 

160 
1Data are for July 1 of each year. 

0SOURCES: (1973 data) U.S. Department of Health, Education, and Welfare: Health Insurance for the Aged and Disabled, DHEW Pub. No. 
(SSA-76-22705), Washington, DC. (1984 data) Health Care Financing Administration: Annual Medicare Program Statistics, Pub. No. 03238, 
Washington, DC. (1994 data) Health Care Financing Administration: Data from the Bureau of Data Management and Strategy and 
Office of Research and Demonstrations. 
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Over time the age distribution of the dis
abled population covered by Medicare has 
shifted to a younger composition. The pro
portion age 44 years and under increased 
from 24 percent in 1973 to 34 percent in 
1994, very likely reflecting in part in
creases in disability awards to younger per
sons because of HIV/AIDS and substance 
abuse. Since 1973 men have comprised 60 
percent or more of the disabled population 
enrolled in Medicare, reflecting in part the 
fact that disability coverage under Medicare 
is tied to covered employment. Persons of 

all races other than white made up about 
15 percent of the disabled under Medicare 
in 1973 and almost 21 percent in 1994. 

ESRD Population Under Medicare 

There has been a very rapid growth in 
the incidence of Medicare ESRD cases. In 
1994, 61,577 persons were newly treated 
for ESRD, 4 times as many as the 15,344 
new cases in 1978 (Table 13). The increase 
in new cases primarily reflects expanded 
criteria for "treatability." Although the 

Table 13 

Number of Persons Newly Treated for End Stage Renal Disease (ESRD) in Medicare's 
Hospital Insurance Program, by Age, Sex, Race, and Cause of Renal Failure: 1978, 1986, and 19941 

Characteristic 

Total 

Age 
0-14 Years 
15-24 Years 
25-34 Years 
35-44 Years 
45-54 Years 
55-64 Years 
65-74 Years 
75-84 Years 
85 Years or Over 

Sex 
Male 
Female 

Race 
White 
Black 
Native American 
Asian 
Other or Unknown 

Diagnosis 
Diabetes 
Glomerulonephritis 
Hypertension 
Cystic Kidney Disease 
Interstitial Nephritis 
Obstructive Nephropathy 
Other 
Unknown 
Missing 

1978 1986 1994 

Percent 
Increase 
1978-94 

Number of Persons 

15,344 

331 
1,108 
1,787 
2,064 
2,870 
3,505 
2,871 

748 
60 

8,607 
6,737 

10,534 
3,978 

39 
39 

754 

1,461 
1,991 
1,918 

534 
197 
675 
342 

1,356 
6,870 

32,198 

420 
1,180 
2,991 
3,666 
4,463 
7,250 
8,005 
3,796 

427 

17,660 
14,538 

21,928 
8,957 

344 
520 
449 

9,501 
4,704 
8,140 
1,217 

1,363 
846 

1,905 
2,374 
2,148 

61,577 

430 
1,249 
3,462 
5,910 
8,654 

12,254 
17,694 
10,410 

1,514 

32,861 
28,716 

40,148 
17,471 

686 
1,454 
1,818 

23,170 
6,202 

17,560 
979 

1,562 
939 

4,968 
2,435 
3,762 

301 

30 
13 
94 

186 
202 
250 
516 

1292 
2423 

282 
326 

281 
339 

1659 
3628 

141 

1486 
212 
816 

83 
693 

39 
1353 

80 
-45 

Annual Compound 
Rate of Growth 

1978-86 1986-94 1978-94 

Percent 

9.7 

3.0 
0.8 
6.7 
7.4 
5.7 
9.5 

13.7 
22.5 
27.8 

9.4 
10.1 

9.6 
10.7 
31.3 
38.2 

-6.3 

26.4 
11.3 
19.8 
10.8 
27.4 

2.9 
23.9 

7.3 
-13.5 

8.4 

0.3 
0.7 

1.8 
6.2 
8.6 
6.8 

10.4 
13.4 
17.1 

8.1 
8.9 

7.9 
8.7 
9.0 

13.7 
19.1 

11.8 
3.5 

10.1 
-2.7 
1.7 

1.3 
12.7 

0.3 
7.3 

9.1 

1.6 
0.8 
4.2 
6.8 
7.1 
8.1 

12.0 
17.9 
22.4 

8.7 
9.5 

8.7 
9.7 

19.6 
25.4 

5.7 

18.9 
7.4 

14.8 
3.9 

13.8 
2.1 

18.2 
3.7 

-3.7 
0NOTES: Cause of all renal failure is determined from the ESRD Medical Evidence form (HCFA-2728). “Unknown" is unknown cause as stated 
by the reporting physician. "Missing" means that the HCFA-2728 form was not completed. 
0SOURCE: Health Care Financing Administration: Data from the Bureau of Data Management and Strategy, ESRD Program Management, 
and Medical Information System. 
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annual compound rate of growth in num
ber of enrollees of 8.4 percent during the 
period 1986-94 was lower than the rate of 
9.7 percent during the period 1978-86, 
there is no indication of a leveling off. 

The growth rate is very much age-re
lated. For those under age 25, there was 
little change in number of new patients. 
For persons age 65-74, the number of new 
cases treated for ESRD in 1994 (17,694 
cases) was 6 times the number in 1978 
(2,871 cases). For ages 85 and over, the 
number of new cases in 1994 was 25 times 
the 1978 figure. As a percent of all new 
ESRD cases, the age group 65 and over ac
counted for only 24 percent in 1978 but 48 
percent in 1994. 

Growth rates have been greater for 
women than for men and greater for persons 
of races other than white than for white 
persons. In terms of incidence rates (not 
shown in Table 13), black persons, Native 
Americans, and Asian Americans have inci
dence rates that are 4 times, 3 times, and 1.2 
times as high, respectively, as white persons. 

Patients whose diabetes was the cause of 
renal failure experienced higher morbidity 
and mortality than other patients. Prior to 
the ESRD program, diabetes was consid
ered a contraindication to treatment; by 
1978 persons whose ESRD was the result 
of diabetes accounted for 17 percent of newly 
treated patients (excluding missing diagno
sis). By 1994 such patients accounted for 
40 percent of newly treated patients. 
Changes over time in the racial composition 
and in the cause of renal failure among ESRD 
beneficiaries are partially the result of 
better reporting. Prior to 1982 race and 
cause of renal failure were missing for 
many cases. 

Table 14 shows trends in the prevalence 
of ESRD cases enrolled in Medicare. The 
total ESRD population during the period 
1978-94 increased at an annual compound 
rate of growth of 10.8 percent. In 1994 the 

total number of persons with ESRD en
rolled in Medicare (235,388 persons) was 
more than 5 times as great as in 1978 
(45,435); more than 1 in 3 were 65 years of 
age or over. 

Dual Eligibility 

Of the aged population enrolled in Medi
care, about 10-12 percent are also eligible 
for Medicaid; among disabled Medicare 
enrollees, about 33-35 percent are also eli
gible for Medicaid. For Medicare-covered 
services, Medicare is the first payer. 

Utilization 

The tables that follow on utilization were 
generated primarily from Medicare's 
claims data system maintained by HCFA. 
Claims data represent the experience of 
beneficiaries receiving services in the FFS 
sector; these beneficiaries comprised 
about 90 percent of all Medicare enrollees 
in 1995. 

Table 15 shows the number of persons 
per 1,000 enrollees who received services 
covered by the HI program in 1967, 1983, 
and 1994. In 1967, 185 persons per 1,000 
enrollees received inpatient hospital ser
vices. In 1983 the corresponding number 
was 242 persons per 1,000. During the 
1980s, the introduction of PPS and the 
growth in the number of surgeries per
formed on an outpatient basis coincided 
with a decline in the number of aged per
sons treated on an inpatient basis. By 1994 
the number of persons treated on an inpa
tient basis fell to 201 per 1,000, a rate that 
has been relatively steady over the past few 
years. Between 1983 and 1994, the overall 
decline in the rate of persons served on an 
inpatient basis was 17 percent, but in the 
age group 65-69, the portion served declined 
28 percent, and in the age group 70-74, it 
declined 22 percent. 
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Table 14 

Number of Persons With End Stage Renal Disease (ESRD) Enrolled in Medicare's Hospital Insurance 
Program, by Age, Sex, and Cause of Renal Failure: 1978,1984, and 19941 

Characteristic 

Total 

Age 
0-14 Years 
15-24 Years 
25-34 Years 
35-44 Years 
45-54 Years 
55-64 Years 

65-74 Years 
75-84 Years 
85 Years or Over 

Sex 
Male 
Female 

Race 
White 
Black 
Native American 
Asian 
Other or Unknown 

Diagnosis 
Diabetes 
Glomerulonephritis 
Hypertension 
Cystic Kidney Disease 
Interstitial Nephritis 
Obstructive Nephropathy 
Other 
Unknown 
Missing 

1978 

45,435 

605 
3,222 
6,126 
7,151 
9,271 

10,169 
7,238 
1,571 

82 

25,562 
19,873 

30,938 
12,267 

98 
104 

2,028 

2,935 
7,729 
5,138 
2,154 

733 
2,307 

735 
4,872 

18,832 

1986 
Number of Persons 

118,519 

1,488 
5,160 

14,346 
18,678 
19,394 
24,915 
24,093 

9,526 
919 

64,842 
53,677 

77,451 
36,033 

1,061 
1,649 
2,325 

22,521 
22,870 
25,345 

6,249 
5,221 
3,778 
6,216 
9,945 

16,374 

1994 

235,388 

1,826 
6,241 

20,028 
35,087 
41,175 
45,336 
54,084 
27,610 

4,001 

127,601 
107,787 

145,686 
76,392 

2,875 
5,713 
4,722 

67,906 
37,888 
58,667 

9,519 
7,766 
4,911 

16,218 
13,358 
19,155 

Percent 
Increase 
1978-94 

418 

202 
94 

227 
391 
344 
346 
647 

1,657 
4,779 

399 
442 

371 
523 

2,834 
5,393 

133 

2,214 
390 

1,042 
342 
959 
113 

2,107 
174 

2 

1978-86 

12.7 

11.9 
6.1 

11.2 
12.8 
9.7 

11.9 
16.2 
25.3 
35.3 

12.3 
13.2 

12.2 
14.4 
34.7 
41.3 

1.7 

29.0 
14.5 
22.1 
14.2 
27.8 

6.4 
30.6 

9.3 
-1.7 

Annual Compound 
Rate of Growth 

i 1986-94 
Percent 

9.0 

2.6 
2.4 
4.3 
8.2 
9.9 
7.8 

10.6 
14.2 
20.2 

8.8 
9.1 

8.2 
9.8 

13.3 
16.8 
9.3 

14.8 
6.5 

11.1 
5.4 
5.1 
3.3 

12.7 
3.8 
2.0 

1978-94 

10.8 

7.1 
4.2 
7.7 

10.5 
9.8 
9.8 

13.4 
19.6 
27.5 

10.6 
11.1 

10.2 
12.1 
23.5 
28.5 

5.4 

21.7 
10.4 
16.4 
9.7 

15.9 
4.8 

21.3 
6.5 
0.1 

1 Data are for December 31 of each year. 

NOTES: Cause of all renal failure is determined from the ESRD Medical Evidence form (HCFA-2728). "Unknown" is unknown cause as stated by the 
reporting physician. "Missing" means that the HCFA-2728 form was not completed. 

SOURCE: Health Care Financing Administration: Data from the Bureau of Data Management and Strategy, ESRD Program Management, and Medical 
Information System. 

Between 1983 and 1994, the number of 
SNF users increased by 230 percent and 
HHA users increased by 109 percent. SNF 
and HHA utilization accelerated when 
Medicare clarified its coverage and pay
ment policies for these postacute services. 
SNFs were mandated to provide a higher 
standard of care to achieve the highest 
practical physical, mental, and psychosocial 
well-being and to help patients discharged 
from the hospital become more independent 
As a consequence, new types of patients 
were admitted for SNF care. The growth in 
the use of HHA services is also largely 

attributed to changes in Medicare coverage 
guidelines, including legislation removing 
limits on the number of HHA visits. 

Age is a major factor in the use of HI 
services (Table 15). In 1994, 133 persons 
per 1,000 enrollees aged 65-69 years were 
hospitalized, compared with 323 per 1,000 
at age 85 years and over; similarly, SNF 
and HHA use increased with age, the rate 
per 1,000 enrollees rising for SNF services 
from 9 to 103 users and for HHA services 
from 42 to 202 users. Gender and race play 
a smaller role. In 1994 the user rate was a 
little higher for men for inpatient hospital 
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services, but the rate was higher for 
women for both SNF and HHA services. 

Racial differences in the number of per
sons using inpatient services have de
creased over time. In 1967, 189 white per
sons per 1,000 enrollees received inpatient 
hospital services, while only 138 persons of 
all other races received such services; 
however, in 1994 the rates of persons served 
by race were very similar. Although overall 
hospital use rates by race are now essentially 
the same, detailed analyses by race show that 
substantial differences exist in use of specific 
procedures. In 1994 more white enrollees re
ceived SNF services compared with persons 
of all other races (34 versus 28 per 1,000), but 
the reverse was true for HHA services (93 
versus 116 per 1,000). 

Table 16 shows trends in short-stay hos
pital discharges. During 1967 there were 
268 discharges per 1,000 enrollees; the dis
charge rate increased steadily throughout 
the 1970s. As noted earlier the introduction 
of the hospital PPS in 1983 coincided with a 
decline in the hospital discharge rate and 
in average length of stay. Since 1985 the 
discharge rate has been relatively flat, 
ranging from 326-337 discharges per 1,000 
during the period 1985-94. Similarly, since 
1985 the average stay has fluctuated in the 
range of 8.8-7.4 days per stay, far below the 
average stay of 13.1 days in 1967. The de
cline in average length of stay reflects a 
number of factors. New technologies, such 
as laproscopic surgery for gall bladder re
moval, have shortened length of stay. For 
some conditions, such as hospitalization for 
fracture of the femur, length of stay has 
fallen 10 days or more. The decline in the 
average length of stay has occurred at the 
same time that case mix has increased. 
Procedures such as cataract removal, for 
example, that formerly were done on an in
patient basis are now done on an outpatient 
basis, leaving a relatively more severe case 
mix in the hospital. Although the decline in 

the length of the hospital stay has been 
substantial, studies to date have generally 
shown that outcomes have not been ad
versely affected. Lower rates of hospitaliza
tion as well as shorter stays resulted in a 
30-percent decline between 1967 and 1994 
in the number of days of care per 1,000 
used by aged enrollees (falling from 3,513 
days per 1,000 enrollees in 1967 to 2,498 
days per 1,000 in 1994). 

In contrast, SNF and HHA utilization in
creased. Between 1985 and 1994, the num
ber of SNF days of care per 1,000 enrollees 
more than tripled, reaching 1,167 days per 
1,000 enrollees in 1994, while HHA visit 
rates increased nearly fivefold, reaching 
6,426 visits per 1,000 enrollees in 1994. 

The number of disabled persons served 
per 1,000 enrollees under the HI program 
and rates of use of HI services are shown 
in Tables 17 and 18. Patterns of HI utiliza
tion by the disabled are generally similar to 
the patterns shown for the aged; in particu
lar, the introduction of PPS in 1983 was ac
companied by declines in the number of dis
abled persons served per 1,000 enrollees, in 
the hospital discharge rate, in average length 
of stay, and in the number of days of care per 
1,000 enrollees. Moreover, as shown for the 
aged, there has been a substantial increase in 
recent years in SNF and HHA utilization by 
the disabled population under Medicare. 
The rates in 1994 (352.8 SNF days per 
1,000 and 4,408 HHA visits per 1,000) were 
about 4 times as high as in 1985. 

The number of aged persons served un
der Medicare's Part B program is shown in 
Table 19. In 1967 only 359 persons age 65 
and over per 1,000 enrollees met the Part B 
deductible and received covered physician 
and other supplier services; and only 58 
persons per 1,000 received covered outpa
tient services. By 1994 nearly 90 percent re
ceived physician and other supplier services, 
and nearly 60 percent received outpatient 
services. The growth in the number who 
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received physician and other supplier serv
ices is a reflection in part of the Part B de
ductible ($50 in 1966 and $100 presently), 
which did not keep up with medical care 
inflation, and in part of changes in the pro
cess of submitting claims for payment. In 
the earlier days of Medicare, if a 
beneficiary's physician did not accept as
signment, the beneficiary was responsible 
for submitting a claim to Medicare for pay
ment. A substantial proportion of beneficia
ries with relatively small bills very likely 
did not bother to send in their claims if 
they knew they had not met the deductible. 
Currently, most physicians accept assign
ment, and all are required to submit claims 
for all their patients. Although the changes 
in physician use rates likely reflect in
creased reporting, the substantial growth 
in the number of persons who used outpa
tient services reflects a real increase over 
time in the use of outpatient services, in
cluding increased use of outpatient hospital 
and freestanding facilities. 

Among the aged, racial differences in 
number of persons served diminished sub
stantially. In 1967 the number of persons of 
all races other than white (246 persons per 
1,000 enrolled) who received physician 
and other supplier services was 33 percent 
lower than the rate for white persons (367 
per 1,000 enrolled). In 1994 the differential 
between race groups was only 8 percent. 

There was a corresponding growth in the 
number of disabled persons served per 1,000 
enrolled under Medicare's Part B program 
(Table 20). Similar to the finding for the 
aged, the growth in the use of Part B serv
ices was widespread across all age, sex, and 
race groups, for both time periods. 

Trends for ESRD Enrollees 

Trends in the ESRD population by type of 
therapy have changed substantially because 
of the increase in kidney transplantation 

(Table 21). In 1978 only 5,509 patients, 12.1 
percent of all ESRD patients, had a function
ing graft By 1994 the number of ESRD pa
tients with a functioning graft had risen to 
49,866 or 21.2 percent of all ESRD patients. 
Most of the increase in the proportion of pa
tients with a functioning graft occurred dur
ing the 1980s. This was the result of two 
factors: increasing numbers of transplants 
and increasing transplant success rates. In 
1978 the 1-year graft survival rate was 55 per
cent for cadaveric transplants and 76 percent 
for living donor transplants. By 1993 these 
graft survival rates had increased to 87 per
cent and 94 percent, respectively. It is impor
tant to note that Medicare enrollment figures 
actually understate the total impact of kidney 
transplantation on the ESRD population be
cause transplant recipients whose Medicare 
entitlement is due solely to ESRD lose Medi
care entitlement 3 years after the transplant 
In 1994 there were more than 19,000 such 
persons. 

Table 22 shows trends in place of service 
and type of dialysis used. Dialysis is per
formed either at a dialysis facility or at home. 
In 1979, 87 percent of those on dialysis re
ceived services in an outpatient facility. In 
1994 the figure was 82 percent Until the late 
1970s, the major forms of dialysis were 
hemodialysis and intermittent peritoneal 
dialysis. Since that time, continuous ambula
tory peritoneal dialysis (CAPD) and continu
ous cycling peritoneal dialysis (CCPD) have 
largely replaced hemodialysis as the 
preferred form of home dialysis.2 

Use of Hospice Services 

Beginning in 1983 Medicare beneficia
ries who were terminally ill and wished to 

2 The data shown in Table 22 are taken from the annual ESRD 
facility survey and differ slightly from data in the previous 
table. ESRD facility survey data reflect all ESRD patients, not 
just Medicare enrollees, who represent 93 percent of all ESRD 
patients. Also, facilities in their first year of operation are not 
required to report on this form. 

206 HEALTH CARE FINANCING REVIEW/Winter 1996/Volume 18, Number 2 



Table 21 

Number of Persons With End Stage Renal Disease Enrolled in Medicare's 
Hospital Insurance Program, Number Receiving Dialysis, Number With a 

Functioning Graft, and Annual Number of Transplants: 1978-91 

Year 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 

ACRG 

Total 
Number 
45,435 
53,734 
61,766 
69,416 
78,468 
88,757 
98,263 
108,125 
118,519 
129,845 
141,079 
154,976 
171,072 
188,365 
205,220 
220,847 
235,388 

10.8 

Number 
Receiving 
Dialysis 
39,926 
46,765 
53,510 
59,881 
67,050 
75,219 
81,911 
88,538 
94,956 
102,914 
111,647 
122,988 
135,765 
149,188 
162,129 
173,365 
185,522 

10.1 

Percent 
Receiving 
Dialysis 
87.9 
87.0 
86.6 
86.3 
85.4 
84.7 
83.4 
81.9 
80.1 
79.3 
79.1 
79.4 
79.4 
79.2 
79.0 
78.5 
78.8 

— 

Number With 
Functioning 

Graft 
5,509 
6,969 
8,256 
9,535 
11,418 
13,538 
16,352 
19,587 
23,563 
26,931 
29,432 
31,988 
35,307 
39,177 
43,091 
47,482 
49,866 

Percent 
14.8 

Percent With 
Functioning 

Graft 
12.1 
13.0 
13.4 
13.7 
14.6 
15.3 
16.6 
18.1 
19.9 
20.7 
20.9 
20.6 
20.6 
20.8 
21.0 
21.5 
21.2 

— 

Annual 
Number of 

Transplants 
2,905 
3,279 
3,472 
3,938 
4,953 
5,684 
6,502 
7,195 
8,502 
8,395 
8,269 
8,236 
9,049 
9,334 
9,370 
10,169 
10,520 

8.4 
NOTE: ACRG is annual compound rate of growth. 

SOURCES: Health Care Financing Administration: Data from the Bureau of Data Management and Strategy, ESRD Program Management and 
Medical Information System. 

forgo traditional treatment for the terminal 
illness could elect the hospice benefit, 
which provides additional services, such as 
symptom management, pain control, sup
portive medical and social services, nurs
ing services, and counseling. Table 23 
shows trends in the number of persons us
ing hospice services under the Medicare 
program, by type of hospice program. The 
number of aged and disabled Medicare en-
rollees electing the hospice benefit rose 
from 40,356 in 1988 to 204,439 in 1993, rep
resenting an annual compound rate of 
growth of 38 percent. In 1993, 102,791 en-
rollees (about one-half of the total) were in 
freestanding hospice programs; HHAs 
served 29 percent, hospital-based pro
grams served 19 percent, and SNF-based 
programs served about 2 percent of 
hospice enrollees. 

Of all hospice patients in 1993, the over
whelming majority were persons age 65 
years and over (U.S. Department of Health 

and Human Services, 1994), and nearly all 
had cancer (Banaszak-Holl and Mor, 1995). 
Table 24 provides estimates of the number 
of deaths and the proportion of terminally 
ill beneficiaries and those with cancer that 
elected hospice among the elderly. The 
number of aged Medicare beneficiaries 
electing hospice has grown steadily, reach
ing an estimated 11.7 percent of those ter
minally ill in 1993. The number of aged 
Medicare beneficiaries terminally ill with 
cancer who elected hospice reached an 
estimated 52 percent in 1993. 

Program Costs and Out-of-Pocket 
Liability 

Program Payments 

HI and SMI benefit payments for the pe
riod 1966-95 are shown in Table 25, along 
with percent changes from year to year and 
the annual compound rate of growth during 
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Table 23 

Number of Medicare Beneficiaries Enrolled in Hospice Programs, 
by Hospice Type: 1988-93 

Year 

1988 
1989 
1990 
1991 
1992 
1993 

ACRG1 

Total 

40,356 
60,802 
76,491 
108,413 
156,583 
204,439 

38.3 

Freestanding 

18,396 
25,351 
30,861 
53,184 
78,374 
102,791 

41.1 

Type of Hospice 

Hospital-
Based 

4,315 
10,269 
14,870 
21,717 
31,734 
39,017 

Percent 
55.3 

SNF-Based 

1,494 
1,818 
2,353 
2,040 
3,084 
4,265 

23.3 

HHA-Based 

16,151 
23,364 
28,407 
31,472 
43,391 
58,366 

29.3 
1Annual compound rate of growth, 1988-93. 

NOTES: SNF is skilled nursing facility. HHA is home health agency. 

SOURCE: Health Care Financing Administration: Data from the Bureau of Policy Development. 

this period. Growth in Medicare expendi
tures reflects several factors: the average an
nual increase in enrollment of about 2 per
cent, changes in intensity of service use, and 
inflation in the general economy, as well as 
the additional inflation associated with the 
costs and payments for medical care. 

In 1967, Medicare's first full year of op
eration, benefit payments for the 19.5 mil
lion aged persons enrolled in Medicare to
taled $4.6 billion; in 1995 benefit payments 
for the 37 million aged and disabled enroll-
ees totaled $181.4 billion. Annual compound 

growth rates during the period 1967-95, 
both nominal and real, were higher for the 
SMI program than the HI program. In both 
programs the annual percent growth in 
benefit payments has fluctuated consider
ably from year to year, often exhibiting 
relatively low rates of growth as new 
payment policies were implemented. 

Changes in Medicare payment polices 
and utilization patterns have shifted the 
distribution of program payments by type 
of service. In 1967 inpatient hospital pay
ments accounted for 62.7 percent of the total, 

Table 24 

Use of the Medicare Hospice Benefit: 1988-93 

Year 
1988 
1989 
1990 
1991 
1992 
1993 

Number of 
Aged and 
Disabled2 

Beneficiaries 
Enrolled 

in Hospice 
40,356 
60,802 
76,491 
108,413 
156,583 
204,439 

Number 
Enrolled 

in Hospice 
(Column A) 

38,338 
57,762 
72,666 
102,992 
148,754 
194,217 

Number 
Dying 

Annually 
(Column B) 
1,527,043 
1,505,848 
1,540,380 
1,565,269 
1,578,091 
1,657,235 

Aged Only 

Estimated 
Deaths from 

Cancers 
(Column C) 

324,187 
336,206 
345,387 
354,768 
362,060 
371,549 

Percent3 of 
Terminally III 
Enrolled in 
in Hospice 

2.5 
3.8 
4.7 
6.6 
9.4 
11.7 

Estimated 
Percent4 of 

Terminally III 
With Cancer 

Enrolled 
in Hospice 

12 
17 
21 
29 
41 
52 

1Aged beneficiaries include all persons age 65 and over. 
2 Disabled beneficiaries include persons with end stage renal disease. 
3(Column A/Column B)100. 
4(Column A/Column C)100. 

NOTE: It is estimated that 95 percent of Medicare hospice enrollees are age 65 or over. 

SOURCES: Health Care Financing Administration, Bureau of Policy Development and Bureau of Data Management and Strategy. U.S. Department 
of Health and Human Services: High-Cost Hospice Care, Report to Congress, Washington, DC, 1994. National Center for Health Statistics, 
Vital Statistics Division. 
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Table 25 

Medicare Benefit Payments and Average Annual Percent Change: 
Selected Years 1966-95 

Year 
1966 
1967 
1970 
1975 
1980 
1985 

1990 
1991 
1992 
1993 
1994 

1995 

ACRG1 

ACRRG2 

Total 
Amount 

in Billions 
$1.0 
4.6 
7.1 
15.6 
35.7 
70.5 
108.7 

118.9 
133.2 
149.3 
161.9 
181.4 

14.8 
8.0 

Hospital Insurance 

Amount in 
Billions 

$0.9 
3.4 
5.1 

11.3 
25.1 
47.6 
66.2 

71.5 
83.9 
93.5 
103.3 
116.4 

13.4 

7.5 

Average Annual 

Percent Change 

From Previous 
Year Shown 

— 
— 

14.7 
17.2 
17.2 
13.7 

6.8 
8.0 

17.3 
11.4 
10.5 
12.7 

Percent 

— 
— 

Supplementary Medical Insurance 

Amount in 
Billions 

$0.1 

1.2 
2.0 
4.3 
10.6 

22.9 
42.5 
47.3 
49.3 
55.8 
58.6 
65.0 

15.3 
9.2 

Average Annual 

Percent Change 
From Previous 
Year Shown 

— 
— 

18.1 
16.7 
20.0 

16.6 
13.1 
11.5 
4.1 

13.2 
5.1 

10.9 

— 
— 

1Annual compound rate of growth 1967-95. 
2Annual compound real rate of growth 1967-95, adjusted for changes in Consumer Price Index 1967-95. 

NOTE: Benefit payments do not include costs for administrative services. 

SOURCE: (Board of Trustees, Federal Hospital Insurance Trust Fund, 1996). 

whereas in 1994 these services accounted 
for 51.7 percent (Table 26). As expected, 
payments for SNFs, HHA services, and 
outpatient services in 1994 took a much 
larger share of the total compared with 
1983. By 1994, of total payments, HHA 
services accounted for 8.7 percent, outpa
tient services for 9.3 percent, and SNF 
payments for 4.1 percent. 

Per Capita Payments in FFS Sector 

Table 27 shows per capita payments for 
the aged and disabled in the FFS sector in 
1994, by age, sex, and race. Among the 
aged, per capita payments more than 
doubled as age increased, rising from 
$2,817 per person in the group age 65-69 
years to $6,208 per person age 85 and over. 

Table 26 

Distribution of Medicare Hospital Insurance and Supplementary Medical Insurance Payments 
for Aged and Disabled Beneficiaries, by Type of Service: 1967,1983, and 1994 

Type of Service 
Total 

Inpatient Hospital 
Physicians and 

Other Suppliers 
Skilled Nursing Facility 
Home Health Agency 
Outpatient Services 

1967 
Amount in 

Millions 
$4,239 

2,659 

1,224 
274 

43 
38 

Percent 
100.0 

62.7 

28.9 
6.5 
1.0 
0.9 

19 
Amount in 

Millions 
$53,438 

34,519 

13,661 
428 

1,388 
3,442 

83 

Percent 
100.0 

64.6 

25.6 
0.8 
2.6 
6.4 

1994 
Amount in 

Millions 
$146,549 

75,714 

38,490 
5,954 

12,694 
13,696 

Percent 
100.0 

51.7 

26.3 
4.1 
8.7 
9.3 

Annual C 
Rate of 

1967-83 
17.2 

17.4 

6.3 
2.8 

24.3 
32.5 

ompound 
Growth 

1983-94 
9.6 

7.4 

9.9 
27 

22.3 
13.4 

NOTES: Amounts include program payments for the year of service. Amounts do not include payments to health maintenance organizations or payments 
for administrative services. 

SOURCES: Social Security Administration (1971); Health Care Financing Administration: Health Care Financing Review, 1995 Statistical Supplement, 1995b. 

210 HEALTH CARE FINANCING REVIEW/Winter 1996/Volume 18, Number 2 



The sharpest age gradient was for SNF 
services; per capita payments were only 
$50 in the youngest age group but $581 in 
the oldest age group. Racial differences in 
per capita payments were greater for Part 
A services than for Part B services. 

Per capita payments for the disabled 
($4,637) were greater than for the aged 
($4,193). Disabled women had higher per 
capita payments ($5,069) than disabled 
men ($4,353), and disabled beneficiaries of 
races other than white had substantially 

Table 27 

Medicare Hospital Insurance and Supplementary Medical Insurance 
per Capita Payments for Aged and Disabled Enrollees,1 

by Type of Service, Age, Sex, and Race: 1994 

Age, Sex 
and Race 

Aged Persons 
Total 

Age 
65-69 Years 
70-74 Years 
75-79 Years 
80-84 Years 
85 Years or Over 

Sex 
Male 
Female 

Race 
White 
All Other 

Disabled Persons3 

Total 

Age 
Under 35 Years 
35-44 Years 
45-54 Years 
55-59 Years 
60-64 Years 

Sex 
Male 
Female 

Race 
White 
All Other 

Total 

$4,193 

2,817 
3,739 
4,753 
5,542 
6,208 

4,325 
4,104 

4,117 
4,757 

4,637 

4,277 
4,260 
4,352 
4,751 
5,547 

4,353 
5,069 

4,230 
5,812 

Inpatient 
Hospital 

$2,157 

1,506 
1,974 
2,472 
2,773 
2,987 

2,372 
2,012 

2,112 
2,511 

2,530 

2,466 
2,364 
2,302 
2,560 
3,009 

2,481 
2,603 

2,338 
3,083 

Part A 
Skilled 
Nursing 
Facility 

$187 

50 
93 
185 
336 
581 

145 
216 

187 
184 

62 

26 
40 
53 
79 
109 

57 
70 

61 
64 

Home 
Health 

Agency2 

$382 

141 
250 
414 
671 
907 

299 
438 

353 
611 

241 

124 
180 
230 
284 
365 

194 
313 

229 
276 

Part B 
Physician and 

Other 
Suppliers 

$1,180 

901 
113 

1,329 
1,417 
1,437 

1,238 
1,142 

1,174 
1,227 

1,197 

973 
1,063 
1,153 
1,260 
1,492 

1,075 
1,379 

1,149 
1,334 

Outpatient 
Services 

$386 

329 
373 
421 
428 
442 

391 
382 

369 
516 

815 

853 
812 
841 
781 
787 

742 
925 

639 
1,323 

1 Data exclude persons enrolled in health maintenance organizations. 
2 Home health agency payments do not include payments for persons in hospice programs. 
3Includes persons with end stage renal disease. 

NOTES: Total includes persons enrolled in either Part A or Part B. Therefore, Part A and Part B per capita amounts do not add to the total 
on each line. 

SOURCE: Health Care Financing Administration: Data from the Bureau of Data Management and Strategy; data development from the Office 
of Research and Demonstrations. 
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higher per capita payments ($5,812) than 
did white beneficiaries ($4,230). 

Variations in Overall per Capita Payments 

Since Medicare was implemented, per 
capita payments have varied substantially 
by geographic area. Table 28 shows per 
capita payments in the FFS sector by State 
for 1993. The lowest per capita payment 
was $2,606 in South Dakota, and the high
est was $5,230 in the District of Columbia. 
Per capita payments can also vary substan
tially within States; even adjacent counties 
can have per capita payments that differ 
considerably because of differences in 
quantity and mix of services. 

The majority of beneficiaries in any 
given year are in excellent or good health 
and have relatively low payments made on 
their behalf. As shown in Figure 2, among 
the aged population in 1994,16 percent had 
no payments made on their behalf. There 
were another 46 percent with payments of 
less than $1,000. Thus, 62 percent of all ben
eficiaries had Medicare payments of less 
than $1,000. Nearly 21 percent had payments 
of between $1,000 and $4,999, which means 
that 83 percent of Medicare beneficiaries had 
payments of less than $5,000 made on their 
behalf. The remaining aged population con
sisted of 10 percent with payments between 
$5,000 and $14,999 and 8 percent with 
payments of more than $15,000. 

Table 28 

State Annual per Capita Medicare Payment per Beneficiary 
and State Ranking: 1993 

State 
Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
District of Columbia 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 

Average per Capita Payment 

Annual per 
Capita 

Payment1 

$3,797 
3,245 
3,708 
3,171 
4,873 
3,471 
3,967 
3,834 
5,230 
4,364 
3,879 
3,035 
2,782 
3,880 
3,515 
2,957 
3,468 
3,348 
4,473 
2,930 
4,508 
4,655 
3,829 
3,146 
3,607 
3,579 

Ranking 
18 
31 
19 
35 
2 
26 
10 
16 
1 
6 
15 
40 
48 
14 
24 
43 
27 
30 
5 
44 
4 
3 
17 
36 
20 
22 

$3,861 

State 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

Annual per 
Capita 

Payment1 

$2,842 
2,626 
3,555 
3,030 
4,180 
2,718 
4,296 
3,097 
2,824 
3,597 
3,489 
3,077 
4,302 
3,945 
3,074 
2,606 
3,933 
3,920 
3,177 
2,862 
3,226 
3,222 
3,379 
3,014 
3,363 

Ranking 
46 
45 
23 
41 
9 

49 
8 
37 
47 
21 
25 
38 
7 
11 
39 
51 
12 
13 
34 
45 
32 
33 
28 
42 
29 

1The denominator includes persons with both Part A and Part B coverage as of July 1994. Persons enrolled in health maintenance 
organizations or residing outside of the United States are excluded from all data. 

SOURCE: Health Care Financing Administration: Data from the Bureau of Data Management and Strategy; data development by the Office 
of Research and Demonstrations. 
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Figure 2 

Percent Distribution of Medicare Enrollees 65 Years of Age and Over, 
by Amount Reimbursed: 1994 
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SOURCE: Health Care Financing Administration: Data from the Bureau of Data Management and Strategy; 
data development by the Office of Research and Demonstrations. 

Payments in the Last Year of Life 

Studies of Medicare payments for per
sons in their last year of life have attracted 
attention and have often been misquoted 
and misinterpreted. Contrary to what is of
ten believed, there is no evidence that per
sons in their last year of life now account 
for a larger share of Medicare expendi
tures than in earlier years. During the pe
riod 1976-88, payments for persons in then-
last year of life, as a percent of total annual 
Medicare payments, changed very little, 
fluctuating between 27.2 and 30.6 per
cent (Lubitz and Riley, 1993). Moreover, 
not all decedents incur large Medicare 
expenses in their last year of life: In 1988, 
57 percent of decedents incurred less 
than $10,000 of Medicare expenses, and 
80 percent incurred less than $20,000 
(data not shown). 

The concentration of expenses in the 
last year of life has led to a belief that 
large program savings are possible by re
ducing the amount of care for the dying. 
This idea has been challenged. It has 
been observed that, in practice, it is very 
difficult for clinicians to predict when 

patients will die. Many persons with seri
ous illnesses who incur large Medicare ex
penses survive. Furthermore, hospice care 
and advance directives have shown only 
limited potential for cost savings at the end 
of life (Scitovsky, 1984; Emanuel and 
Emanuel, 1994; Emanuel, 1996). 

Payments for ESRD Beneficiaries 

Table 29 shows trends in total and per 
capita payments for all Medicare beneficia
ries and for beneficiaries with ESRD. Total 
ESRD payments reached $8.4 billion in 
1994, representing 5.1 percent of total ex
penditures in 1994, compared with only 2.1 
percent of the total in 1974. The increase 
in ESRD payments as a percent of total 
Medicare outlays reflects the increase in 
the number of ESRD patients. 

In terms of per capita outlays, in 1974 per 
capita payments for ESRD patients ($16,487) 
were more than 30 times as great as per 
capita payments for other Medicare enroll
ees ($529), whereas in 1994 per capita pay
ments for ESRD patients ($36,343) were 
only about 8 times the per capita amount 
paid for all Medicare enrollees ($4,496). 
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Table 29 

Total Population, Benefits Paid, and per Capita Payments for Beneficiaries With 
End Stage Renal Disease (ESRD) and All Medicare Beneficiaries: 1974-94 

Year 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 

Medicare 
24,201 
24,959 
25,663 
26,458 
27,164 
27,859 
28,478 
29,010 
29,494 
30,026 
30,455 
31,083 
31,750 
32,411 
32,980 
33,579 
34,203 
34,871 
35,598 
36,339 
36,950 

Total Population 
in Thousands 

ESRD 
16.0 
22.7 
28.9 
34.8 
45.2 
53.4 
61.4 
68.9 
77.8 
87.9 
97.2 
106.7 
116.8 
127.6 
138.2 
151.2 
166.0 
182.9 
200.3 
216.6 
232.2 

ESRD as 
a Percent 
of Total 

Medicare 
0.07 
0.09 
0.11 
0.13 
0.17 
0.19 
0.22 
0.24 
0.26 
0.29 
0.32 
0.34 
0.37 
0.39 
0.42 
0.45 
0.49 
0.52 
0.56 
0.60 
0.63 

Medicare 
$12,803 
15,668 
18,881 
22,216 
25,758 
30,011 
36,388 
43,571 
51,182 
58,342 
64,907 
70,268 
75,058 
80,759 
88,156 
99,999 
109,625 
120,195 
135,860 
148,578 
166,126 

Benefits Paid 
in Millions 

ESRD 
$264 
416 
589 
737 
920 

1,163 
1,438 
1,697 
1,917 
2,188 
2,327 
2,619 
3,038 
3,364 
3,764 
4,425 
5,142 
5,936 
6,760 
7,563 
8,439 

ESRD as 
a Percent 

of Total 
Medicare 

2.1 
2.7 
3.1 
3.3 
3.6 
3.9 
4.0 
3.9 
3.7 
3.8 
3.6 
3.7 
4.0 
4.2 
4.3 
4.4 
4.7 
4.9 
5.0 
5.1 
5.1 

per Capita Payments 

Medicare 
$529 
628 
736 
840 
948 

1,077 
1,278 
1,502 
1,735 
1,943 
2,131 
2,261 
2,364 
2,482 
2,641 
2,982 
3,204 
3,456 
3,817 
4,089 
4,496 

ESRD 
$16,487 
18,348 
20,362 
21,180 
20,345 
21,645 
23,445 
24,629 
24,650 
24,903 
23,933 
24,541 
26,020 
26,356 
27,226 
29,260 
30,974 
32,453 
33,744 
34,913 
36,343 

Ratio of 
ESRD to 
Medicare 

31.2 
29.2 
27.7 
25.2 
21.5 
20.1 
18.3 
16.4 
14.2 
12.8 
11.2 
10.9 
11.0 
10.6 
10.3 
9.8 
9.7 
9.4 
8.8 
8.5 
8.1 

SOURCE: Health Care Financing Administration: Data from the Bureau of Data Management and Strategy, ESRD Program Management and Medical 
Information System. 

Per capita ESRD expenditures were held 
down by two factors. First, major parts of 
the cost of ESRD services have been sub
ject to tight payment control. The payment 
for an average dialysis session in 1974 was 
about $135. In 1994 payment was about 
$130, a slight reduction in nominal dollars 
and more than a 60-percent reduction in 
real dollars. Another major cost component 
that has been held below inflation is the 
monthly capitation payment to nephrologists 
for the routine care of dialysis patients. 

The second factor holding down per capita 
costs has been the shift of beneficiaries from 
dialysis to functioning-graft status through 
transplantation. After the initial high costs of 
kidney transplantation, the cost to Medicare 
for a beneficiary with functioning graft is about 
one-sixth that of a beneficiary on dialysis. 

Payments for Beneficiaries Electing 
Hospice Care 

Table 30 shows trends in hospice use 
and payment. Since 1988 for those electing 

hospice, the average number of covered 
days of hospice care has increased, rising 
from 37.2 days in 1988 to 53.8 days in 1993. 
Average payments per patient have in
creased, rising from $2,935 in 1988 to 
$5,625 in 1993. In 1993 Medicare total pay
ments for beneficiaries electing hospice 
were nearly $1.2 billion. 

Beneficiary Cost-Sharing and 
Out-of-Pocket Costs 

Table 31 shows changes in Medicare 
cost-sharing requirements from 1966 to 
1997. Both the Part A inpatient hospital de
ductible ($40 in 1966 and $760 in 1997) and 
the monthly Part B premium ($3 in 1966 
and $43.80 in 1997) kept pace to some ex
tent with medical care inflation. As noted 
earlier, however, the annual Part B deduct
ible was $50 in 1966 and only $100 in 1997. 

Data from the Medicare Current Benefi
ciary Survey show that Medicare pay
ments comprise the largest source of pay
ment for all personal health care 
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Table 30 
Total Medicare Payments, Average Number 
of Medicare Covered Days, and Average 

per Capita Payment for Beneficiaries 
Enrolled in Hospice Programs: 1988-93 

Year 
1988 
1989 
1990 
1991 
1992 
1993 

ACRG1 

Total 
Payments 
in Millions 

$118 
205 
309 
445 
854 

1,150 

57.6 

Average 
Number of 
Covered 

Days 
37.2 
44.8 
48.4 
44.5 
56.1 
53.8 
Percent 

7.7 

Average 
Payment per 

Hospice 
Patient 

$2,935 
3,378 
4,037 
4.108 
5,452 
5,625 

13.9 
1 Annual compound rate of growth, 1988-93. 

SOURCE: Health Care Financing Administration, Bureau of 
Policy Development. 

expenditures for the aged and disabled en
rolled in Medicare (Table 32). Health care 
spending in 1992 for the aged enrolled in 
Medicare totaled $214 billion, of which 
Medicare paid 55 percent; for the disabled 
enrolled in Medicare, health care spending 
totaled $33 billion, and Medicare covered 

43 percent of the total. As expected, Medi
care has been the more important source 
of spending for services that Medicare cov
ers—inpatient hospital, outpatient hospital, 
and physician/supplier services. Medicaid 
payments comprised 14 percent of health 
care spending for all Medicare enrollees; 
for the aged, Medicaid payments made up 
12 percent of the total, and for the disabled 
enrolled in Medicare, Medicaid payments 
made up 25 percent of the total. But Medicaid 
covered 47 percent of all nursing home care 
spending for aged Medicare beneficiaries 
and 62 percent of nursing home care spend
ing for disabled Medicare beneficiaries. 

As a percent of total spending, payments 
made out-of-pocket—that is, spending not 
covered by insurance or other sources— 
averaged 21 percent for the aged and 13 
percent for the disabled under Medicare. 
And as expected, out-of-pocket spending 
was greatest for services that Medicare 
does not cover, such as prescription drugs 
and nursing home care. 

Table 31 

Medicare Cost Sharing and Premium Amounts: Selected Years 1966-97 

Year 

1966 
1967 
1970 
1975 
1980 
1985 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 

ACRG2 

Hospital 
Insurance 
Deductible 

$40 
40 
52 
92 

180 
400 
592 
628 
652 
676 
696 
716 
736 
760 

10.3 

Hospital Insurance 
Skilled Nursing 
Facility Daily 
Coinsurance 
After 20 Days 

(1) 

$5.00 
6.50 

11.50 
22.50 
50.00 
74.00 
78.50 
81.50 
84.50 
87.00 
89.50 
92.00 
95.00 

Monthly 
Premium 

$3.00 
3.00 
5.30 
6.70 
9.60 

15.50 
28.60 
29.90 
31.80 
36.60 
41.10 
46.10 
42.50 
43.80 

Percent 
10.3 9.3 

Supplementary 
Medical 

Insurance 

I 
Annual 

Deductible 

$50 
50 
50 
60 
60 
75 
75 

100 
100 
100 
100 
100 
100 
100 

2.3 
1 Benefit not provided. 
2Annual compound rate of growth, 1967-97. 

SOURCES: Social Security Administration: Annual Statistical Supplement, 1995; Health Care Financing Administration: 1995 Data 
Compendium. 
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National Health Expenditures and Medicare 

National health expenditures increased 
from $26.9 billion in 1960 to $988.5 billion 
in 1995 (Table 33). National health care 
spending as a percent of gross domestic 
product (GDP) was only 5.1 percent in 
1960. Over time this percentage has grown 
steadily, reaching 13.4 percent in 1992. 
During the period 1993-95, health care 
spending as a percent of GDP exhibited vir
tually no change, hovering at 13.5-13.6 
percent of GDP. 

Over the period 1970-95, Medicare ex
penditures increased at an annual com
pound rate of growth of 13.6 percent, and 
national health expenditures increased-

11.0 percent, the difference reflecting in 
large part the growth in Medicare enroll
ment compared with the total population. 

Table 34 shows information developed 
from the health data files of the Organiza
tion for Economic Cooperation and Devel
opment (1995) for selected countries. In 
1960 health care spending as a percent of 
GDP was highest in Canada, 5.5 percent, 
followed by the United States, 5.3 percent. 
Since 1960 health care spending as a per
cent of GDP has risen substantially in ev
ery country; by 1993 the proportion of 
GDP that went for health care ranged from 
5.7 percent in Greece to 14.1 percent in the 
United States. 

Table 32 

Personal Health Care Expenditures for Medicare Enrollees by 
Source of Payment and Type of Service: 1992 

Service Type 
and Group 

All Services 
All Beneficiaries 
Aged 
Disabled 

Inpatient Hospital 
All Beneficiaries 
Aged 
Disabled 

Outpatient Hospital 
All Beneficiaries 
Aged 
Disabled 

Physician/Supplier 
All Beneficiaries 
Aged 
Disabled 

Prescription Drugs 
All Beneficiaries 
Aged 
Disabled 

Nursing Home Care 
All Beneficiaries 
Aged 
Disabled 

Total 
Expenditures 

in 
Billions 

$247 
214 

33 

81 
71 
10 

19 
16 
3 

57 
51 
6 

16 
14 
2 

58 
48 
10 

Medicare 

53 
55 
43 

87 
88 
77 

62 
62 
64 

63 
64 
57 

— 
— 
— 

6 
7 
3 

Medicaid 

14 
12 
25 

1 
1 
4 

4 
3 
7 

3 
2 
9 

10 
8 

24 

50 
47 
62 

Source of Payment 
Private 

Insurance 

Percent Distribution1 

10 
10 
8 

8 
7 
10 

20 
22 
13 

15 
15 
12 

25 
26 
21 

2 
2 

— 

Out-of-
Pocket 

20 
21 
13 

2 
2 
2 

10 
10 
8 

18 
17 
18 

58 
60 
44 

36 
42 
14 

Other 
Sources 

3 
2 
11 

2 
1 
7 

4 
3 
8 

1 
1 
4 

7 
6 
11 

6 
2 
21 

1 Numbers may not add to 100 because of rounding. 

NOTE: Payments for services not shown, including dental, home health, hospice, and all other services, totaled $14 billion for the aged 
and $2 billion for the disabled. 

SOURCE: Health Care Financing Administration, Office of the Actuary: Medicare Current Beneficiary Survey. 
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Table 33 

National Health Expenditures as a Percent of Gross Domestic Product 
and Medicare Expenditures as a Percent of National Health 

Expenditures: Selected Years 1960-95 

Year 
1960 
1970 
1980 
1990 
1991 
1992 
1993 
1994 
1995 

1970-95 ACRG 

Gross 
Domestic 
Product 

in Billions 
$527 
1,036 
2,784 
5,744 
5,917 
6,244 
6,553 
6,936 
7,254 

8.1 

National Health Expenditures 
Percent 

Amount 
in Billions 

$26.9 
73.2 

247.2 
697.5 
761.7 
834.2 
892.1 
937.1 
988.5 

11.0 

of Gross 
Domestic 
Product 

5.1 
7.1 
8.9 

12.1 
12.9 
13.4 
13.6 
13.5 
13.6 
Percent 
— 

Medicare Expenditures 

Amount 
in 

Billions 

— 
$7.7 
37.5 

112.1 
123.0 
138.3 
150.9 
167.6 
187.0 

13.6 

Percent of 
National 
Health 

Expenditures 

— 
10.5 
15.2 
16.1 
16.2 
16.6 
16.9 
17.9 
18.9 

— 
NOTE: ACRG is annual compound rate of growth. 

SOURCE: Health Care Financing Administration, Office of the Actuary: Data from the Office of National Health Statistics. 

Table 34 

Health Care Expenditures as a Percent of Gross Domestic Product (GDP) 
for Selected Countries: 1960-93 

Country 
Greece 
Ireland 
Denmark 
United Kingdom 
Portugal 
Spain 
Japan 
Sweden 
New Zealand 
Norway 
Iceland 
Belgium 
Australia 
Italy 
Germany 
Netherlands 
Finland 
Austria 
France 
Switzerland 
Canada 
United States 

1960 
2.9 
3.8 
3.6 
3.9 
NA 
1.5 
3.0 
4.7 
4.3 
3.3 
3.3 
3.4 
4.9 
3.6 
4.8 
3.8 
3.9 
4.4 
4.2 
3.3 
5.5 
5.3 

Total Expenditures on 
Health as Percent of GDP 

1970 
4.0 
5.3 
6.1 
4.5 
2.8 
3.7 
4.6 
7.1 
5.2 
5.0 
5.0 
4.1 
5.7 
5.2 
5.9 
5.9 
5.7 
5.4 
5.8 
5.2 
7.1 
7.3 

1980 
4.3 
8.7 
6.8 
5.6 
5.8 
5.7 
6.6 
9.4 
7.2 
6.6 
6.2 
6.6 
7.3 
6.9 
8.4 
7.9 
6.5 
7.9 
7.6 
7.3 
7.4 
9.3 

1990 
5.3 
6.7 
6.5 
6.0 
6.6 
6.9 
6.8 
8.6 
7.4 
7.5 
7.9 
7.6 
8.2 
8.1 
8.3 
8.0 
8.0 
8.4 
8.9 
8.4 
9.4 
12.7 

1993 
5.7 
6.7 
6.7 
7.1 
7.3 
7.3 
7.3 
7.5 
7.7 
8.2 
8.3 
8.3 
8.5 
8.5 
8.6 
8.7 
8.8 
9.3 
9.8 
9.9 
10.2 
14.1 

Total per Capita 
Expenditures on Health 
in U.S. Dollars (1993) 

$500 
922 

1,296 
1,213 

866 
972 

1,495 
1,266 
1,179 
1,592 
1,564 
1,601 
1,493 
1,523 
1,815 
1,531 
1,363 
1,777 
1,835 
2,283 
1,971 
3,299 

NOTES'. U.S. figures on national health expenditures as a percent of GDP shown here may differ from figures in Table 33 because of 
differences in methods and updates. NA is not available. 
SOURCES: Organization for Economic Cooperation and Development: Health Data File, 1995, and the Health Care 
Financing Administration. 
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Personal Health Care Expenditures 

In 1995 about 89 percent of national health 
expenditures were for personal health care 
for individuals, including hospital and phy
sician services, nursing home care, labora
tory services, and drugs and sundries. The 

remaining 11 percent was spent on pro
gram administration and net cost of private 
health insurance (5 percent), government 
public health activities (3 percent), and 
research and construction (3 percent). 

Figure 3 shows the substantially differ
ent roles various public and private payers 

Figure 3 
Percent of Total Personal Health Care Expenditures, by Type of Service and Source of Funds: 

United States, 1995 

Total 
($878.8 Billion) 

21% 

3% 

15% 

9% 21% 

32% 

Physician 
($201.6 Billion) 

20% 

2% 

7% 

5% 

18% 

48% 

Nursing Home 
($77.9 Billion) 

9% 3% 

2% 

47% 

37% 

2% 

32% 

3% 

14% 15% 

3%' 

32% 

Hospital 
($350.1 Billion) 

Private Insurance 

Out of Pocket 

Other Private 

Medicaid 

Medicare 

Other Government 

SOURCE: Health Care Financing Administration, Office of the Actuary: Data from the Office of National Health Statistics. 
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played in 1995 in spending for personal 
health care in the United States, by type of 
service. As a payer, Medicare covered 21 
percent of all spending for personal health 
care services, but 32 percent for hospital 
care, 20 percent for physician services, and 
9 percent for nursing home care. Private in
surance covered 32 percent of all spending 
and 32 percent for hospital care but 48 per
cent for physician services and 3 percent 
for nursing home care. Medicaid covered 
15 percent of all spending and 15 percent 
for hospital care but 7 percent for physician 
services and 47 percent for nursing home 
services. 

Medicare Compared With Private Health 
Insurance 

Between 1969 and 1993, both Medicare 
and private health insurance experienced a 
rapid growth in their total outlays for 
health care benefit payments. During the 
period 1969-93, on a per enrollee basis, the 
average annual increase in payments un
der Medicare was slightly lower than the 
increase in private health insurance spend
ing. For the 1993-95 period, however, aver
age annual growth in Medicare per en
rollee spending changed very little, while 
the average annual growth in private 

health insurance spending decelerated 
sharply, which may reflect managed care's 
influence on health care spending (Levit et 
al., 1996). 

HMO Participation and Payment 

Medicare beneficiaries have the option 
of enrolling in HMOs. As shown in Table 
35, as of September 1995, 2.8 million per
sons (8.6 percent of aged Medicare benefi
ciaries) were enrolled in HMOs that had 
risk contracts with HCFA and nearly 
689,000 persons (2.1 percent of the total) 
were enrolled in other capitated systems. 
Enrollees in risk contracts and other 
capitated systems combined comprised 
10.7 percent of Medicare's total aged popu
lation. HMO enrollment was lowest among 
the oldest age group, 85 years and over 
(8.6 percent of the age group). Men were 
slightly more likely to belong to HMOs 
than women (11.2 and 10.3 percent, 
respectively). 

Figure 4 shows that there are wide varia
tions geographically in the percent of Medi
care beneficiaries enrolled in HMOs. The 
highest penetrations of the HMO market in 
Medicare, more than 25 percent, are in 
Oregon, California, Arizona, and Nevada. 

Table 35 

Number and Percent of Medicare Beneficiaries 65 Years of Age and Over Enrolled in 
Health Maintenance Organizations (HMOs), by Contract Type, Age, and Sex: September 1995 

Aqe and Sex 
Total 

Age 
65-74 Years 
75-84 Years 
85 Years or Over 

Sex 
Male 
Female 

Total Number 
of Medicare 

Beneficiaries1 

32,798,540 

18,294,080 
10,773,820 
3,730,640 

13,258,160 
19,540,380 

Risk Contracts 

Number 
2,811,959 

1,668,381 
909,968 
233,610 

1,206,255 
1,605,704 

Percent 
in HMOs 

8.6 

9.1 
8.5 
6.3 

9.1 
8.2 

HMO Enrollees Age 65 or Over 
Cost Contracts and HCPPs2 

Number 
688,592 

318,402 
284,655 
85,535 

273,101 
415,491 

Percent 
in HMOs 

2.1 

1.7 
2.6 
2.3 

2.1 
2.1 

Total 

Number 
3,500,551 

1,986,783 
1,194,623 
319,145 

1,479,356 
2,021,195 

Percent 
in HMOs 

10.7 

10.9 
11.1 
8.6 

11.2 
10.3 

1 Includes persons age 65 and over enrolled in Part A or Part B as of July 1,1994. 
2 Includes 174,709 persons enrolled in cost contracts. 

NOTE: HCPP is health care prepayment plan (Part B only). 

SOURCE: Health Care Financing Administration: Office of Managed Care. 
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Medicare beneficiaries who enroll in 
risk HMOs must be enrolled in both Part A 
and Part B. Additional benefits, such as 
drug coverage, may be offered by the 
HMO. The HMO may charge beneficiaries 
a monthly premium, but it cannot exceed 
the actuarial value of the deductibles and 
coinsurance ($72 per month in 1996) 
required by FFS Medicare, unless non-
covered services are included. 

Payments for Beneficiaries in HMOs 

Table 36 shows trends in the number of 
Medicare beneficiaries enrolled in risk 
contracts, and per capita and total Medi
care payments for these enrollees. Enroll
ment increased from 1.0 million beneficia
ries in fiscal year 1988 to 2.9 million 
enrollees in fiscal year 1995. The number 
of risk contract plans in 1988 was 154 and 
in 1995, 176. Total Medicare HMO risk 
contract payments in fiscal year 1995 were 
$12.2 billion and per capita payments for 
HMO risk contract enrollees in 1995 were 
$4,213. 

THE CHANGING HEALTH CARE 
MARKETPLACE 

Health care services were paid for pri
marily on an FFS basis when Medicare be
gan. There were a few HMOs, such as 
Kaiser-Permanente, Group Health Coop
erative of Puget Sound, and Health Insur
ance Plan of New York, that were created 
primarily in the 1930s and 1940s to meet 
the needs of employers and unions. Be
cause plans faced the organized resistance 
of local medical societies and had limited 
public support, the HMO movement did 
not expand until several decades later. 

In 1970 to control rising health care 
costs, the Nixon administration focused at
tention on HMOs (Starr, 1982). At that 
time, there were 33 HMOs in the United 
States serving 3 million people (Wrightson, 
1990). After 3 years of legislative activity, 
the Health Maintenance Act of 1973 was 
passed. Following enactment of this legisla
tion, there were ups and downs in the 
growth of HMOs. In recent years, however, 
there has been sustained growth in HMOs 

Table 36 
Total Medicare Payments, Number of Risk Contracts, Number of 

Medicare Enrollees, and Annual Payments per Medicare Beneficiary 
Enrolled in Risk-Contract Health Maintenance Organizations:1 

Fiscal Years 1988-95 

Fiscal Year 

19882 

1989 
1990 
1991 
1992 
1993 
1994 
1995 

ACRG3 

Total 
Medicare 
Payments 
In Millions 

$2,615 
3,388 
4,156 
4,865 
5,725 
7,213 
9,089 
12,246 

23.9 

Total 
Number of 

Risk 
Contract 

Plans 

154 
132 
96 
90 
92 
107 
145 
176 

Percent 
— 

Total 
Number of 
Medicare 
Enrollees 

1,047,580 
1,109,158 
1,216,617 
1,345,750 
1,505,608 
1,737,096 
2,123,778 
2,906,932 

17.4 

Annual 
Medicare 
Payments 

per Enrollee 

$2,497 
3,055 
3,416 
3,615 
3,802 
4,152 
4,279 
4,213 

5.5 
1 Excludes beneficiaries in cost contracts or health care prepayment plans. 
21988 data include data from November 1987 through September 1988. 
3Annual compound rate of growth 1989-95. 

SOURCE: Health Care Financing Administration: Office of Managed Care. 
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and other managed care systems in the 
health care marketplace. As the number 
and type of HMO plans have grown, the 
relative importance of for-profit plans and 
multi-State plans has increased. In 1995 
there were 591 HMOs covering about 27 
percent of the working population; an addi
tional 43 percent of the working population 
were covered by preferred provider orga
nizations or point of service plans (KPMG 
Peat Marwick, 1995; Group Health Asso
ciation of America, 1995). 

Medicare offered a prepaid option for 
many years, with the goals of increased 
beneficiary choice and cost containment. 
Before the 1972 amendments to the Social 
Security Act, prepaid plans could partici
pate in Medicare's Part B program 
through the health care prepayment plan 
(HCPP) option, which paid plans for Part B 
physician and supplier services on a cost 
basis. The 1972 amendments allowed 
HMOs to be paid for Part A and Part B 
services on a cost basis or on a risk-shar
ing basis, using the adjusted average per 
capita cost (AAPCC) methodology. The 
AAPCC is an estimate of what Medicare 
would have expended if HMO enrollees 
had remained in FFS. Per capita payments 
are adjusted for the enrollee's age, gender, 
institutional status, and welfare status.3 In 
addition, the AAPCC is computed at the 
county level to adjust for county-level varia
tions in prices and patterns of utilization. 
HMOs were paid 100 percent of the 
AAPCC. 

Under the 1972 amendments, payments 
were subject to retrospective adjustments 
based on HMO costs; the difference be
tween the HMO's costs and the AAPCC 
was shared between the government and 
the HMO. The retrospective nature of this 
methodology did not appeal to HMOs; in 
the beginning of 1980, only one plan had a 
risk contract and 33 participated under the 

cost-reimbursement option (Trieger, Galblum, 
and Riley, 1981). Beginning in 1982 a pro
spective payment model based on the 
AAPCC was tested in 26 HMOs in the 
Medicare Competition Demonstrations. By 
the time the TEFRA provisions were imple
mented in 1985, about 300,000 Medicare 
beneficiaries were in demonstration HMOs. 

TEFRA established prospective payment 
for risk contracts and set the payment at 95 
percent of the AAPCC. An adjusted com
munity rate (ACR) is calculated by the 
HMO to estimate the premium the HMO 
would have charged its Medicare mem
bers, based on the premium-setting ap
proach used for its non-Medicare enroll
ees. HMOs are required to return any 
difference between 95 percent of the 
AAPCC and the ACR to their Medicare 
members in the form of additional benefits 
or reduced cost-sharing. 

The number of Medicare beneficiaries in 
HMOs has grown from about 1 million at 
the beginning of 1986 to about 3.5 million 
(or 10.7 percent of elderly Medicare enroll
ees) as of September 1995. The number of 
HMO plans—in particular those with risk 
contracts—has fluctuated, reflecting with
drawal of some plans, as well as the con
solidation taking place in the HMO market. 

HMOs must provide all Medicare cov
ered services. A premium may be charged 
up to the actuarial value of the deductibles 
and coinsurance required by Medicare. 
HMOs may offer benefits not covered by 
Medicare for which they may charge an 
additional premium. The majority of HMOs 
do not charge monthly premiums and most 
offer extra benefits such as eye exams and 
outpatient prescription drugs that are not 

3 Although ESRD beneficiaries may not enroll in HMOs, Medi
care beneficiaries who are diagnosed with ESRD after HMO en
rollment may remain. In 1995 there were 6,000 such persons na
tionwide. There is an ESRD AAPCC for each State, with no ad
justers for patient characteristics. 
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covered by Medicare. HMOs therefore 
may be viewed as offering an attractive al
ternative to FFS Medicare, especially be
cause the need for medigap-type insurance 
is eliminated. 

Access, Satisfaction, Quality and 
Utilization in HMOs 

The evaluations of the Medicare Compe
tition Demonstrations and of the experi
ence of HMOs under TEFRA examined 
satisfaction, access, quality of care, and use 
of services (Langwell and Hadley, 1989; 
Brown et al., 1993). HMO hospital use was 
found to be 17 percent lower than under 
FFS, but physician visit rates were similar. 
These evaluations found that even though 
HMOs used fewer resources in providing 
care, the quality of inpatient and ambula
tory care was similar to FFS; overall satis
faction was similar among HMO enrollees 
and FFS; HMO enrollees were less satis
fied with certain dimensions of their care 
such as information about their treatments 
given by the physician and ease of seeing 
the physician of their choice; at the same 
time, they were more satisfied with costs of 
care. However, a more recent study com
paring changes in health status over time 
found greater health declines among the 
chronically ill elderly in HMOs compared 
with similar patients in FFS. The study was 
confined to Medicare enrollees in three cit
ies (Ware, et al., 1996). In the rapidly 
changing health care marketplace, a major 
challenge is the design and development of 
ongoing methods for monitoring access 
and quality of care in HMOs. 

Payment Issues 

The AAPCC has been the focus of de
bate. Concern has centered on two issues: 
biased selection and the link of HMO pay
ment to FFS spending. Early comparisons 

of Medicare beneficiaries in HMOs and 
FFS (Eggers, 1979; Eggers and Prihoda, 
1982) showed that HMOs were attracting 
healthier enrollees. Later studies con
firmed these findings (Langwell and 
Hadley, 1989; Brown et al., 1993; Riley et 
al., 1996). The analyses showed that the 
variables used in the AAPCC were not ad
equate to adjust for the healthier enroll
ment mix, resulting in an estimated over
payment to HMOs of 6 percent. The 
findings stimulated research to produce 
health-status adjustors that went beyond 
those now used (Lubitz, 1987; Ellis and 
Ashe, 1995). No fundamental change has 
yet been made to the AAPCC, but alterna
tive health-status adjustors are expected to 
be used in a number of demonstration 
projects under development. 

Biased selection has been a difficult 
problem to resolve in Medicare. HMOs in 
Medicare have a degree of flexibility in 
their operations, such as plan design, pre
mium setting, facility location, marketing 
techniques, rules about referrals, and pro
vider selection. These options can influ
ence enrollment mix as well as the cost of 
delivering services, and many of these op
tions are not available in FFS Medicare. 
For example, in FFS Medicare, all qualified 
providers are eligible to participate. 
Changes in provider eligibility, benefits, 
and payment method can only be made 
through legislation. Moreover, FFS Medi
care operates without the cost constraints 
of a preset capitated amount. In addition 
the lack of a coordinated open enrollment 
through an independent enrollment 
mechanism (such as the Federal Employ
ees Health Benefit [FEHB] program), 
rather than enrollment through the indi
vidual plans, and the monthly option to 
switch to FFS or another HMO act to 
exacerbate biased selection in Medicare. 

A second criticism of the AAPCC is that 
it is based on local area per capita FFS 
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Medicare spending. The AAPCC reflects 
the geographic variation in per capita 
Medicare payments (see Table 28). Not 
only does the AAPCC differ significantly 
across States, it can vary substantially in 
neighboring counties. 

Options for Changes in Payment 
Methods 

Advocates of market-based approaches 
to cost containment believe that pricing 
based on FFS costs does not take advan
tage of the ability of HMOs (and other 
capitated health systems) to establish a 
competitively set price for Medicare ben
efits (Dowd et al., 1992). It has been ar
gued that the concepts of managed compe
tition can be applied to Medicare under a 
system in which prices for the Medicare 
benefit package would be based on bids 
from HMOs and perhaps other kinds of 
health plans in a market area (Enthoven 
and Kronick, 1989). Medicare would use 
the bids to establish its premium contribu
tion toward coverage in a market area. 
Beneficiaries joining plans with higher pre
miums would be responsible for the differ
ence. Various proposals include or exclude 
the FFS Medicare. Under one version of 
this system, if the FFS bid were higher 
than the Medicare contribution, beneficia
ries would be required to pay more for FFS 
coverage than they presently pay. HCFA is 
planning demonstration projects on com
petitive pricing that would test some of 
these concepts. 

Other Proposals for Medicare 

Insurance and delivery options beyond 
Medicare FFS and traditional HMOs have 
been considered for Medicare. Options in
clude provider-sponsored networks (PSNs), 
preferred provider organizations (PPOs), 
and medical savings accounts (MSAs). A 

PSN is an integrated network of providers, 
some of whom assume risk as providers for 
an HMO. Some PSNs are interested in con
tracting directly with Medicare on a risk 
basis, on the assumption that providers will 
enjoy greater autonomy by controlling the 
insurance and delivery system. 

In addition the concept of MSAs has 
been proposed as a cost-containment 
mechanism that allows free choice of pro
vider and the ability to pay for services out
side of the regular benefit package (e.g., 
long-term care) in return for a large de
ductible (National Center for Policy Analy
sis, 1994). The sponsor (e.g., employer) 
would contribute an annual sum to the 
participant's account, which would be used 
to pay for non-covered services and serv
ices used before the deductible is reached. 
Unused funds in the account can be car
ried over from year to year, and, under 
some proposals, used for non-medical pur
chases. The key issue is selection bias. A 
shift of healthy individuals to MSAs would in
crease Medicare spending and threaten the 
risk-pool concept of Medicare, in which the 
healthy and sick are covered under one 
system. To combat this, beneficiaries could 
be locked into MSAs for many years, but 
this might be politically unfeasible. In 1996 
the Kennedy-Kassebaum legislation was 
enacted to conduct demonstrations among 
workers in small firms to test effects of 
MSAs on younger, non-Medicare populations. 

Demonstrations in Managed Care 

A number of projects are underway that 
could indicate new directions for Medi
care. A demonstration project known as 
"Choices" will test Medicare contracting 
with alternative plans. The demonstration 
will investigate how health plan types that 
already have a place in the private sector, 
such as PPOs and PSNs, might be included 
in Medicare. It will also test new payment 
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approaches, such as partial capitation, 
health-status adjustors, and primary care 
case management. 

The first congressionally mandated So
cial HMO (SHMO) demonstration project 
began in four sites in 1985. Additional 
SHMO projects will be undertaken in six 
HMOs, which will use geriatrically ori
ented models of care to guide the delivery 
of both acute and long-term care (LTC) 
services. Under this legislation, demon
strations are also being developed to test 
capitated payments for Medicare beneficia
ries with ESRD. The SHMO concept ad
dresses some of the long-standing prob
lems of LTC—the lack of patient-centered 
coordinated care and of financial incentives 
to avoid hospital and nursing home stays. 

The concept of combining acute and 
long-term care is being tested successfully 
in the On-Lok and PACE projects. These 
projects have been limited to a relatively 
small number (less than 3,000 are enrolled 
presently) of frail, elderly, "nursing home 
certifiable" patients, most of whom are cov
ered by both Medicare and Medicaid 
(Branch, Coulam, and Zimmerman, 1995). 
("Nursing home certifiable" patients are 
persons residing in the community who 
are certified as having a level of medical 
and functional limitations that would 
qualify them for Medicaid nursing home 
benefits.) The goal of these projects is to 
avoid institutionalization by providing inte
grated health and social services through 
adult day health centers. 

Capitation for the Chronically III 

Most HMO plans are focused on the 
acute care needs of a working population 
and their families. Many do not have the 
experience and infrastructure to care for 
the chronically ill or the financial incen
tives to enroll them, because there is not 
yet a risk-adjusted payment system in 

place. For patients with long-term care 
needs, it may be necessary to pool funding 
sources and coordinate benefits in order to 
deliver care efficiently and reward plans 
for cost-savings efforts. 

Persons dually entitled to Medicare and 
Medicaid are a special challenge, because 
it is often difficult to coordinate care under 
the two programs. Currently proposals are 
being studied that alter the delivery and 
payment mechanisms for these dually en
titled persons to increase incentives to pro
vide coordinated, patient-centered care. 
Special demonstration programs covering 
this population are under development in a 
few States. 

This overview of the health care market
place illustrates that the health care deliv
ery and payment environment in which 
Medicare operates has changed substan
tially since Medicare's founding. The in
creased role for managed care and the 
growth in for-profit providers and delivery 
systems are leading examples of the chang
ing health care system. The challenge will 
be to preserve protection for aged and dis
abled beneficiaries while introducing inno
vations to serve beneficiaries better and 
control costs. 

ISSUES AND CHALLENGES FOR 
THE FUTURE 

Thirty Years of Medicare and Beyond 

This review of the 30-year experience of 
the Medicare program indicates that the 
changing demographic configuration of the 
United States has had and will continue to 
have a major impact on Medicare. Enroll
ment in the Medicare program has doubled 
during its 30-year history; the number of eld
erly has been growing faster than the rest of 
the U.S. population; and in the next 25 years, 
the oldest age group (85 years and over) is 
expected to nearly double in size. 
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Part of the increase in Medicare enroll
ment is a result of the 1972 amendments to 
the Social Security Act. Enrollment of dis
abled persons under age 65 reached 4.1 
million persons in 1994. The number of 
persons with ESRD reached 235,000 per
sons in 1994, and more than 1 in 3 persons 
being treated for ESRD was 65 years of age 
or over. 

Currently 95 percent of those age 65 and 
over are living in the community. As age in
creases, however, the rates of functional 
limitation and institutionalization increase. 
The growing number of older persons pre
sents new challenges for the health care 
system and for the entire society to find 
ways to promote health, independent liv
ing, and quality of life. For persons known 
to be in the last months of life, the hospice 
benefit, which provides palliative and sup
port service, can promote quality of 
remaining life. 

The Nation's social insurance system 
has had profound impacts on the economic 
status of the elderly. In 1994,12 percent of 
aged persons were living at or below the 
poverty level, compared with 15 percent 
for the Nation as a whole and 22 percent of 
children under 18 years of age. 

Over time patterns of Medicare utiliza
tion have changed substantially, as a result 
of a variety of factors, including the imple
mentation of Medicare PPS for hospitals 
and the dramatic changes taking place in 
the health care delivery system. During 
the period 1983-94, the number of aged 
persons using inpatient hospital services in 
the FFS sector declined 17 percent, while 
SNF and HHA users increased by 230 and 
140 percent respectively. In 1994 the aver
age hospital length of stay had declined to 
7.4 days for the aged, and the average 
number of days of care declined to 2,498 
days per 1,000 aged enrollees. By 1995, 
10.7 percent of the elderly were enrolled in 
HMOs. With increasing pressures from 

managed care and increased enrollment in 
HMOs, hospital use may decline further. 

The large growth of Medicare expendi
tures over its 30-year history reflects sev
eral factors, including increases in the 
number of persons enrolled, escalation in 
health care costs, changes in health care 
technology, and changes in the number 
and mix of services used. By 1995 Medi
care benefit payments totaled $116.4 billion 
for HI and $65.0 billion for SMI. Although 
payments for hospital and physician and re
lated services account for the greatest per
centage of Medicare payments, in the past 
decade, outpatient, HHA, and SNF pay
ments have been increasing at a rapid rate. 

Perhaps the most significant fact high
lighted in this review is that national health 
expenditures in 1995, $988.5 billion, con
sumed 13.6 percent of the GDP. The United 
States leads all other OECD nations in the 
percent of GDP expended for health care. 
In 1995 Medicare's share of personal 
health care spending in the United States 
was 21 percent of total spending. 

The 30th anniversary of Medicare oc
curs at a time when the Nation's entire so
cial welfare system is being debated, mak
ing the issues and challenges for Medicare 
more formidable than ever before. Medi
care is among the most valued social insti
tutions in the Nation because of the peace 
of mind that comes from guaranteed health 
insurance coverage for the elderly and dis
abled. The future of Medicare, however, is 
challenged by pressing financial concerns 
and other issues, which are summarized in 
the next section. 

Issues and Challenges 

There are four major challenges that 
confront Medicare's future: 

• Preserving the solvency of the Medicare 
trust funds. 
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• Promoting effective use of health care 
services by all, including vulnerable sub
groups of the Medicare population. 

• Maintaining access and quality of care in 
the changing health care marketplace. 

• Assuring the affordability of health care 
services for Medicare beneficiaries. 

Preserving the solvency of the Medicare 
trust funds. There are short-term and 
longer term financing problems in the 
Medicare program. The HI or Part A pro
gram, which operates on a pay-as-you-go 
basis, depends on the payroll tax on cur
rent workers' earnings as the primary 
source of financing. In 1995 the payroll tax 
accounted for about 86 percent of total HI 
income; interest on assets, taxation of So
cial Security benefits, and other sources of 
income accounted for the remaining 14 
percent of revenue. Expenditures for HI 
benefits in 1995 accounted for 99 percent of 
total expenses, and administrative costs 
accounted for the remaining 1 percent. 

Projections by Medicare's Board of 
Trustees on the short- and longer range fi
nancial status of the HI trust fund are made 
annually, based on current Medicare law. 
For the past few years, near-range projec
tions for the HI trust fund have estimated 
that the fund will be depleted shortly after 
the turn of the century. In 1995, for the first 
time, HI program expenditures of $117.6 
billion exceeded the total HI income of 
$115.0 billion; $2.6 billion of the $132.8 bil
lion in assets was drawn to cover the bal
ance. The HI program can continue to 
make expenditures in excess of income for 
the next few years by continuing to draw 
down on the trust fund assets. However, 
the HI trust fund assets are presently 
projected to be depleted early in 2001. 

Longer range actuarial analyses based 
on current law indicate that the HI pro
gram is severely underfinanced over the 
next 75 years. The payroll tax is scheduled 

to remain at 2.90 percent, but HI program 
costs are expected to escalate when those 
born during the 1946-64 baby boom reach 
age 65 after 2010. The retirement of the 
baby-boom generation will be financed by 
the relatively small number of persons 
born after 1965 (Board of Trustees, Fed
eral Hospital Insurance Trust Fund, 1996). 
Demographic projections indicate that the 
ratio of workers per HI beneficiary will de
cline substantially. In 1995 there were 144 
million workers to finance HI for 37 million 
Medicare beneficiaries, or a ratio of 3.9 
workers to 1 beneficiary, but by the year 
2030, the ratio is projected to be only 2.2 
workers to 1 beneficiary. To, bring the HI 
program into actuarial balance over just 
the next 25 years would require that out
lays be reduced by 39 percent or that in
come be increased by 63 percent or some 
combination of the two (Board of Trustees, 
Federal Hospital Insurance Trust Fund, 
1996). 

Under current law, the SMI or Part B 
program is expected to grow rapidly, but 
would remain in balance into the future be
cause of the automatic financing on a year-
to-year basis. However, the spiraling costs 
of the SMI program and the impact of these 
costs on the Federal budget raise serious 
concerns. 

The same issues surrounding the sol
vency of Medicare confront the social secu
rity programs of many other nations. A re
port presented to the 1995 meeting of the 
International Social Security Association, 
an organization of social security institu
tions, points to worldwide concerns related 
to increased longevity, the growing num
bers of frail elderly, and the changing de
mographic configurations. The principal is
sue raised in the report is the widespread 
belief that the future of social security 
around the world can no longer be ensured 
by merely increasing contribution rates or 
by readjusting benefit entitlements 
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(Hoskins, 1995). Rather, in many countries 
there is pressure for radical reform in the 
financing of social security programs, espe
cially in medical care and pensions. This 
reflects the conviction that the rising costs 
of these programs affect jobs and interna
tional competitiveness. In many countries, 
there is growing support for a three-
pillared system of social protection, consist
ing of a public program, a private program 
(attached to employment), and individual 
private savings. 

Promoting effective use of health care ser
vices by all, including vulnerable subgroups 
of the Medicare population. A major goal of 
the Medicare program is to provide access 
to care for the elderly. Analysis of Medicare 
data for 1967, the first full year of the pro
gram, indicated that the hospital admission 
rate for black beneficiaries was only 71 per
cent of the rate for white beneficiaries. This 
difference raised concerns about access to 
hospital services under Medicare because 
morbidity and mortality rates are higher 
for black beneficiaries. Over time, how
ever, the racial differential in overall hospi
talization rates was eliminated, leading 
many analysts to believe that access to care 
had been equalized. 

More in-depth studies of the use of spe
cific medical and surgical services by race 
and income groups, however, have raised 
new concerns about access and effective
ness of care. In 1993 the rates of use of 17 
common surgical procedures were lower 
among black beneficiaries, and coronary 
artery bypass surgery, coronary 
angioplasty, and hip and knee replacement 
among black beneficiaries were less than 
one-half the rate for white Medicare benefi
ciaries. Moreover, black beneficiaries and 
lower income beneficiaries tended to have 
lower rates of ambulatory physician ser
vices, influenza immunizations, and mam
mography, but higher rates of lower limb 
amputations and bilateral orchiectomies 

(Health Care Financing Administration, 
1995a, 1995c, 1996; Gornick et al., 1996). 
These differences by race and income indi
cate that there are subgroups of the Medi
care population that are vulnerable in 
terms of access to primary care and to pre
ventive services, as well as to referral-sen
sitive procedures such as revascularization 
procedures. These findings also suggest 
that black beneficiaries and lower income 
beneficiaries are at higher risk for under
going procedures that may be associated 
with less-than-optimal management of 
chronic diseases. Although Medicare has 
proved to be necessary for providing access 
to services, it is clearly not sufficient for en
suring that primary, preventive, and elective 
services are used effectively by vulnerable 
subgroups in the Medicare population. 

Moreover, the wide and persistent varia
tions found by geographic area in the use 
of many medical and surgical procedures 
raise continuing questions about appropri
ateness and cost-effectiveness in the deliv
ery of health care. Geographic variations 
are likely to reflect several factors, includ
ing differences in the availability of health 
care resources and uncertainty among 
physicians about the effectiveness of many 
services (Wennberg, Barnes, and Zubkoff, 
1982). Procedure rates for surgeries such 
as radical prostatectomy can vary sixfold 
across States (Lu-Yao et al., 1993). 

In Medicare and among other major pro
viders of health care coverage, there is a 
growing concern about the need for better 
information on the appropriateness, out
comes, and effectiveness of services pro
vided to beneficiaries, and interest in devel
oping methods for monitoring access and 
quality of care. There is also a movement to 
understand what types of information ben
eficiaries want and to develop and dissemi
nate information that providers and con
sumers can use to improve health status 
and to make informed choices. 
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Maintaining access and quality of care in 
the changing health care marketplace. The 
health care marketplace is rapidly being 
transformed by the growth of organized 
health care systems. Currently nearly 90 
percent of the Medicare population re
ceives services in the FFS sector. But re
cent trends in HMO enrollment suggest 
that Medicare beneficiaries are likely to 
continue to respond in greater numbers to 
incentives to enroll in HMOs. It is likely 
that as people become eligible for Medi
care, they will have more familiarity with 
and experience in organized health care 
systems than older beneficiaries had and 
may choose to continue to receive their 
health care in such an environment. Oth
ers who receive services in the FFS sector 
may decide to enroll in an HMO in order to 
eliminate the expense of private medigap 
insurance. 

Surveys of Medicare enrollees indicate 
that overall satisfaction is similar between 
HMO and FFS beneficiaries, but HMO en
rollees are less satisfied with certain di
mensions of access. As managed care orga
nizations grow, the major issues will be 
monitoring the effects of increased com
petitiveness in the health delivery system, 
especially the effects that may result from 
pressure to maximize profits. Those Medi
care beneficiaries who enjoy higher socio
economic status and who are informed and 
knowing consumers are likely to learn best 
how to take advantage of ways to optimize 
the health care they receive in the new 
health care marketplace. This group may 
benefit most from the cost-containment 
goals of HMOs and other managed care or
ganizations. Monitoring access, quality of 
care, and equity in the use of services in 
FFS and managed care settings will be of 
growing importance, especially for lower 
income and other vulnerable subgroups of 
the Medicare population. 

When Medicare began, there was rela
tively little data to monitor the program. 
Over time Medicare administrative data be
came available and began to provide ongo
ing, reliable, and timely information to ana
lyze the use and costs of Medicare 
services. Demographic information is 
maintained on 100 percent of the enrollees, 
and service utilization is maintained on 100 
percent of the claims submitted for pay
ment. The fact that a unique identifier is 
used for each enrollee and each provider 
means that information can be linked for 
each beneficiary, across services, and over 
time. In the FFS sector, Medicare requires 
uniformity across the Nation in billing 
methods, definitions of services, and medi
cal coding. These features, along with 
vastly expanded computer capabilities, 
have made the Medicare administrative 
data system a national resource for re
searchers and policy analysts, providing 
comparable and reliable data to conduct 
program studies and evaluations. 

This 30-year review of the use and 
costs of Medicare services has drawn, in 
large measure, upon administrative data 
available for the approximately 90 per
cent of Medicare beneficiaries who cur
rently receive services in the FFS sector. 
There are no comparable data available 
to monitor and evaluate access and utili
zation for Medicare beneficiaries in 
HMOs and related organizations. Al
though surveys can be used for monitor
ing overall patterns of care in HMOs and 
other managed care settings, their rela
tively small sample size limits the devel
opment of information for vulnerable 
subgroups of the population. As more 
beneficiaries enroll in HMOs, a major 
challenge is to develop new data systems 
for monitoring and evaluating the perfor
mance of the Medicare program in the 
changing health care market, so that 
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access and equity can continue to be 
monitored and evaluated for all participating 
in Medicare. 

Assuring the affordability of health care 
services for Medicare beneficiaries. A major 
reason for the enactment of Medicare was 
the greater health care needs of the elderly 
compared with persons under age 65 
(Moon and Davis, 1995). Per capita health 
care expenses are about four times as great 
for the elderly as for those under the age of 
65. In 1967 Medicare payments accounted 
for 32 percent of the personal health care 
expenses for the elderly; by 1969 the pro
portion had increased to 45 percent, and it 
remained fairly constant through 1987 
(Cooper and Worthington, 1972; Waldo et 
al., 1989). In 1992 Medicare covered 55 
percent of personal health care expendi
tures for the elderly. Medicaid covered 12 
percent, and private health insurance, 10 
percent. Out-of-pocket spending totaled 21 
percent. 

About 70 percent of Medicare beneficia
ries purchase private supplemental insur
ance (medigap) policies or have retiree 
health coverage. These plans pay for some 
or all of the cost-sharing required by Medi
care and for some uncovered services 
such as prescription drugs. Low-income 
Medicare beneficiaries have had Medicaid 
and the QMB and SLMB programs avail
able for assistance in paying for expenses 
that Medicare does not cover. However, 
the elderly as individuals can still face sub
stantial out-of-pocket expenses for health 
care. Unlike most private health insurance 
policies, there is no cap on cost-sharing re
quirements for services covered by Medi
care, nor does Medicare cover many of the 
services beneficiaries use, such as outpa
tient drugs, eyeglasses, hearing aids, or 
long-term care. 

Although the elderly as a group are less 
likely than the general population to be liv
ing at or below the poverty level, they still 

are at risk of financial ruin from the costs of 
chronic illness. Only a small proportion of 
the elderly have long-term care insurance. 
The elderly who need to reside in a nurs
ing home (averaging an estimated $38,000 
annually in the mid-1990s) are at risk of be
coming impoverished and in need of Med
icaid coverage. The challenge for the fu
ture is to maintain affordable quality health 
care for Medicare beneficiaries and for the 
Nation as a whole. 

In conclusion, Medicare is one of the 
Nation's most highly valued programs. It 
seems inevitable, however, that over a 30-
year period, many of the changes experi
enced by our dynamic society would have 
profound impacts on the Medicare pro
gram. It seems equally inevitable that the 
Medicare program itself, given its magni
tude and its own evolution, would have sig
nificant impacts on our society. The data 
provided in this report illustrate and reflect 
some of these impacts. The major policy 
concerns that confront Medicare today re
flect the shifts and transformations the Na
tion has experienced. Options to resolve 
the current issues are being suggested and 
considered by policymakers. Medicare's 
30-year history of making health care avail
able to so many will, with certainty, help 
ensure that finding solutions to the issues 
that challenge Medicare's future will be 
among the Nation's highest priorities. 

TECHNICAL NOTE: OVERVIEW 
OF HISTORY OF MEDICARE 
LEGISLATIVE ACTIVITY 

Medicare Legislation 

There has been a plethora of legislation 
affecting the Medicare program over the 
last 30 years (Table 37). When enacted, the 
Medicare statute was 58 pages; over the in
tervening years, it has grown nearly sevenfold 
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to 400 pages. Much of this legislative ac
tivity constitutes relatively minor or mod
est improvements to the program. This 
Technical Note provides an overview of 
major legislation organized by category 
(eligibility, payment policy, benefits, and 
financing) and by proposals for health re
form under the Nixon, Carter, Bush, and 
Clinton administrations. 

Eligibility 

Significant expansion in eligibility for 
Medicare occurred only once, in 1972, 
when the disabled under age 65, who quali
fied for Social Security disability benefits, 

and those with ESRD, became eligible to 
enroll in Medicare. Proposals have been 
advanced to permit people with specific dis
eases to receive Medicare coverage with
out having to wait 24 months (e.g., persons 
with HIV or AIDS), but these proposals 
have not been enacted. 

Payment Policy 

Most of the major legislative activity has 
focused on payment policy. When Medi
care began in 1966, the payment methods 
were reasonable cost reimbursement for 
hospitals and allowable charges for physi
cians. Since then, payment policy has been 

Table 37 
Significant Medicare Legislation 

Year 

1965 

1972 

1980 

1980 

1981 

1982 

1983 

1985 

1988 

1989 

1989 

1990 

1993 

Public Law 

89-97 

92-603 

96-265 

96-499 

97-35 

97-248 

98-21 

99-272 

100-360 

101-234 

101-239 

101-508 

103-66 

Action 

Enactment of Medicare. 

Medicare eligibility extended to disabled beneficiaries after they are entitled to cash benefits for 24 
months and to those with end stage renal disease (ESRD) after a 3-month course of dialysis. 

Medicare Supplemental Insurance brought under Federal oversight. 

Prior hospitalization requirement for home health services and limitation on number of visits eliminated. 

Medicare hospital and medical deductibles increased, hospital payments tightened, prospective 
payment for ESRD. 

Medicare utilization and quality control peer review organization program (known as PROs) established, 
replacing professional standards review organizations (PSROs); Medicare coverage extended to 
hospice care for those certified as terminally ill; prospective risk-contracting option for health 
maintenance organizations (HMOs) added to existing contract options; rate-of-increase limits placed on 
inpatient hospital services; Medicare made secondary payer for aged workers and their spouses. 

Hospital prospective payment, based on patient's diagnosis, adopted to replace cost-based payment; 
Federal workers required to pay the hospital insurance (HI) payroll tax. 

Medicare coverage made mandatory for newly hired State and local government emloyees. 

(Medicare Catastrophic Coverage Act) Largest expansion of Medicare benefits since program enacted; 
highlights included an outpatient prescription drug benefit, a cap on patient liability for catastrophic 
medical expenses, expanded skilled nursing facility benefits, and modifications to the cost-sharing and 
episode-of-illness provisions of Part A. Expansions funded in part by an increase in the Part B premium 
and a new supplemental income-related premium for Part A beneficiaries. 

Medicare Catastrophic Coverage Act repealed, benefits restored to their previous levels, and new 
premiums canceled. 

New fee schedule for physician services phased in as part of Medicare physician payment reform, 
limiting the amount above the new fee schedule that physicians could charge beneficiaries; physician 
payment increases tied to volume performance standards. 

Medicare supplemental insurance policies subjected to new standards; Part B deductible increased to 
$100; inpatient hospital capital costs moved from reasonable-cost to prospective-payment basis; wage 
base for HI payroll tax separated from wage base for old age survivors and disability insurance (OASDI) 
payroll tax and set at $125,000. 

Wage base cap removed for HI payroll tax: all wages taxed; new tax on Social Security benefits above 
a certain threshold, revenues placed in HI trust fund. 

SOURCE: (De Lew, 1995). 
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a focus of congressional attention in large 
part because the rate of increase in spend
ing has driven policymakers to devise new 
tools to try to control spending. Such tools 
have included TEFRA risk contracts for 
HMOs, prospective payment for inpatient 
hospital services (phased in during the 
mid-1980s), and a resource-based relative 
value scale for physician services (phased 
in during the early 1990s). 

Today, policymakers view payment 
methods—such as prospective payment for 
hospital services and capitated payment 
amounts for health plans—as important 
factors in sharing the risk of the costs of 
health care services with providers and 
health plans. Medicare's innovations in 
payment policy—especially prospective 
payment for hospitals—have been adopted 
by other payers in the United States as well 
as by payers in other countries. 

Benefits 

When enacted Medicare did not cover 
routine physicals or preventive services; 
coverage was generally limited to medical 
conditions resulting from illness or injury. 
Over time as the importance of preventive 
services has become clear, Medicare cov
erage has been extended to certain preven
tive services including: pneumococcal, in
fluenza, and hepatitis B vaccines; screening 
mammography; and Pap smears. Proposals 
to cover additional preventive services, 
such as colorectal cancer screening, have 
been advanced in Congress but not en
acted. Other changes in covered services 
include coverage of hospice care, partial 
hospitalization for mental health services, 
and removal of the 100-visit limit on home 
health services. 

The most significant benefit expansion 
was the 1988 Medicare Catastrophic Cov
erage Act. It included a cap on patient li
ability for catastrophic health expenses, an 

outpatient prescription drug benefit, an 
improved SNF benefit, and other benefits. 
However, it was repealed in 1989, in re
sponse to opposition to an income-related 
tax to help finance the program. 

Financing 

At the program's inception, Medicare de
rived revenue primarily from the Part A 
payroll tax, the Part B premium, and gen
eral revenues. Part A revenue sources 
have subsequently expanded in several 
ways. The payroll tax rate has been in
creased several times over the program's 
30-year history, from 0.35 percent (each, 
for employees and employers) in 1966 to 
1.45 percent (each, for employees and em
ployers) in 1996. The number of workers 
paying the tax has increased: Coverage 
was extended to Federal employees in 1983 
and to newly hired State and local workers 
in 1986. The cap on the wage base subject 
to the HI payroll tax was originally linked 
to the cap on the OASDI wage base. The 
link with OASDI was subsequently broken, 
and the cap was raised and then removed 
altogether. Now all Social Security covered 
wages are subject to the HI payroll tax. Ad
ditional general revenues are now col
lected, and a portion of the tax collected on 
higher income Social Security beneficiaries 
is deposited in the HI trust fund. The levels 
of Part A and B premiums, deductibles, 
and coinsurance have also increased over 
the program's history. The Part B pre
mium was originally set to cover one-half of 
the program's cost, with the remainder 
coming from general revenues. Over time 
as health costs grew faster than the in
crease in Social Security benefits, the in
crease in the Part B premium was tied to 
the Social Security cost of living adjust
ment (COLA), in order to protect beneficia
ries from a reduction in their Social Security 
check. Thus the Part B premium now 
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finances a smaller share of program spending, 
which is currently set at 25 percent 

Proposals for Health Reform and 
Medicare 

Since Medicare's enactment, several 
proposals to reform the health system have 
been advanced by the Nixon, Carter, Bush, 
and Clinton administrations. Although the 
proposals differed in many of their particu
lars, they shared a common fate in the halls 
of Congress: None was enacted. The pro
posals used several different models to ex
tend coverage to the uninsured, such as 
tax credits and deductions (Bush) or em
ployer mandates (Nixon, Carter, and 
Clinton). Any proposal to reform the health 
care system to provide coverage to the un
insured must specify whether such ben
efits will be delivered through an expan
sion of existing public programs, such as 
Medicare and/or Medicaid, through the 
creation of a new public program, or 
through subsidies for the purchase of pri
vate plans. In addition such proposals often 
advance a strategy for the containment of 
health care costs, either in public programs 
alone or throughout the health care sys
tem. The following sections provide an 
overview of how these proposals were in
tended to modify Medicare in the context 
of their broader reform efforts. These pro
posals provide some insight into the 
concerns of different administrations. 

Nixon Administration 

The Nixon proposal would have modi
fied Medicare to make benefits similar to 
the reformed health system, including out
patient prescription drugs; more extensive, 
though still limited, coverage of mental 
health services; an annual deductible on all 
Part A and Part B services, with a separate 

deductible for outpatient prescription 
drugs; 20-percent cost-sharing on all ser
vices beyond the deductible, subject to an 
annual cap on out-of-pocket liability; and an 
unlimited number of inpatient hospital 
days. All public employees would be re
quired to participate in Medicare and pay 
the payroll tax. Low-income Medicare ben
eficiaries would receive premium and cost-
sharing assistance. Disabled Medicare 
beneficiaries would no longer receive 
Medicare coverage; they would instead be 
part of a new, publicly subsidized, State-ad
ministered plan that would also include 
Medicaid beneficiaries, other low-income 
individuals, early retirees (regardless of in
come), and employers who opted to pur
chase such coverage. Payments to provid
ers would be based on the same system 
used in the State by the revamped health 
system. Employers would be required to 
pay 65 percent of the cost of the basic plan 
and would be subsidized if costs exceeded 
3 percent of payroll. 

Carter Administration 

The Carter proposal would have com
bined Medicare and Medicaid into a new 
Federal program, administered by private 
carriers. The program would have built on 
Medicare and would have included an out
patient prescription drug benefit, a cap on 
out-of-pocket liability, unlimited inpatient 
hospital days, a ban on physician balance 
billing of patients, and expanded cost-shar
ing protections for low-income elderly. The 
new Federal program would also be avail
able to individuals (including early retirees 
and part-time workers), and small firms 
that wanted to purchase coverage. Employ
ers would have been required to cover 75 
percent of the costs of the basic plan and 
would have been subsidized for costs 
exceeding 5 percent of payroll. 

HEALTH CARE FINANCING REVIEW/Winter 1996/Volume 18. Number 2 233 



Bush Administration 

The Bush proposal would have left Medi
care largely untouched, other than to ad
vance several proposals to reduce the rate 
of growth in spending, such as reducing 
payments to hospitals that train physicians 
and/or serve a disproportionate share of 
low-income individuals. No new Medicare 
benefits were proposed as such, although 
Medicare beneficiaries would have been 
encouraged to join managed care plans un
der which they could receive additional 
benefits such as outpatient drugs and pre
ventive services. The administration's 
health reform proposal did not include an 
income-related Part B premium for Medi
care beneficiaries (where higher income 
Medicare beneficiaries paid a higher per
centage of the Part B premium), though 
the President's budget did include such a 
proposal. 

Employers were not required to contrib
ute toward the cost of health insurance. A 
tax credit for the poor and a tax deduction 
for the middle class would be available to 
encourage families to purchase health 
insurance. 

Clinton Administration 

The Clinton proposal would have added 
an outpatient prescription drug benefit to 
Medicare and imposed numerous changes 
to slow the rate of growth in Medicare 
spending. Higher income Medicare benefi
ciaries would have paid 75 percent of the 
Part B premium. The benefit package 
available to the general population would 
have included additional benefits such as a 
cap on patient liability. Medicare beneficia
ries would have been able to receive addi
tional benefits if they enrolled in managed 
care plans. Employers would have been re
quired to contribute 80 percent of the cost 

of the basic plan and would be subsidized 
for costs that exceeded 3.5-7.9 percent of 
payroll (depending on firm size and the 
firm's average wage). 

Summary 

In summary, although the basic struc
ture of the Medicare program has changed 
little since its enactment, substantial legis
lative activity over the intervening period has 
improved the program in areas such as eligi
bility, benefits, payment policy, and financing. 
Although the efforts of four recent adminis
trations to enact reform in the rest of the 
health care arena have not borne fruit, these 
efforts suggest a number of approaches to 
improve the Medicare program as well as the 
rest of the health care system. 
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