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Market-Driven Medicare Would Set 
US Health Care on a Better Course 
By James C. Capretta July 2021 
 

Medicare is the most decisive force in US health care. The program’s payment regulations heavily 
influence how hospitals, physician groups, and other providers organize themselves to maximize 
profits while delivering medical services to their patients (Medicare and non-Medicare alike). 
Advocates of government-enforced cost control favor using Medicare’s payment rules over pri-
vate options and market incentives to discipline expenses. Market advocates must offer an alterna-
tive that builds on the program’s existing consumer-oriented features. Program changes should 
emphasize strengthened price competition, informed and structured coverage options, and 
better financial incentives for migration toward low-cost, high-value care. Further, the program’s 
trust funds and insurance benefit need to be updated to complement and reinforce market dis-
cipline and to limit the financial burden imposed on current and future taxpayers. Market reforms 
in Medicare would encourage conforming changes in the commercial sector, which is one rea-
son they encounter stiff resistance from advocates of full governmental control. 

 

 

Medicare is the health insurance plan, and regulator, 
that few facilities or practitioners can afford to eschew 
or ignore. It is the nation’s largest payer of medical 
claims, and its rules and payment systems drive 
business planning and operational decisions in all of 
the nation’s major health systems and physician groups.  

Because of its influence, Medicare reforms have 
effects beyond the program’s immediate reach. When 
Congress changed how Medicare pays for inpatient 
hospital stays in 1983, by using a lengthy list of 
diagnoses to establish prospectively determined fees, 
commercial insurers quickly followed suit, with 
lasting consequences for the entire industry. Many 
other Medicare rules have had similarly consequen-
tial effects on how care is delivered to all patients, 
not just those enrolled in the program. 

While Medicare’s influence is extensive, it is not 
absolute. Private insurers are free to pay more for 
services than Medicare does (and use any form of 
reimbursement they find suitable) and manage 
costs through many different mechanisms that the 
federal government does not deploy (such as through 
managed care protocols). Further, medical service 
providers are not entirely dependent on the govern-
ment for their revenue and thus have a degree of 
autonomy that limits federal control. 

In addition, not all changes to Medicare have 
promoted tighter price regulation. In 1982, the pro-
gram allowed health maintenance organizations 
(HMOs) to offer Medicare-covered benefits for a 
fixed monthly payment from the government. That 
option has evolved into Medicare Advantage (MA), 
which constitutes more than a one-third share (and 



 

AMERICAN ENTERPRISE INSTITUTE    2 

growing) of enrollment. In 2010, Congress author-
ized experimentation with various provider-driven 
managed care arrangements using payment models 
that differ from the traditional rules. 

Advocates of government-run health care find 
Medicare’s regulations dictating payment terms 
appealing but its incorporation of some private 
options less so. Their plan to expand Medicare  
enrollment into a universal program (Medicare for 
All) is predicated on heavier use of government-
administered insurance than private options. 

Market advocates can advance their cause rather 
substantially by building on existing Medicare pro-
visions that open the program to private incentives 
and initiatives with strengthened competition and 
more effective consumer choice. As with previous 
significant amendments to Medicare, the results 
would have systemwide implications, with all US 
health care moving in a market-oriented direc-
tion.1 

Medicare’s Multiple Parts: Outdated  
Insurance and Misleading Trust Funds 

It is not necessary to examine and specify all of 
Medicare’s many detailed features to grasp its essence, 
which is that it is a publicly run, community-rated 
insurance plan that is heavily subsidized by taxpayers 
for a population (retirees and the disabled) that 
would have great difficulty securing health coverage 
on its own.2  

The program’s basic architecture and the pathways 
by which it provides insurance coverage for enrol-
lees’ medical expenses are important. Advancing 
market reforms does not require upending this 
basic design; rather, it requires inserting into it 
stronger price competition and more effective 
consumer incentives.  

At enactment, Medicare was modeled on the 
prevailing private-sector insurance plans of the day: 
not-for-profit Blue Cross Blue Shield coverage for 
hospitalizations and physician services. Congress 
also looked to Social Security, enacted three dec-
ades earlier, for important design characteristics. 
Among other things, Medicare was not set up as an 
insurance plan for the entire population; eligibility 

                                                             

1 The arguments for using market discipline, rather than regulation, are presented in detail in Capretta (2021). 
2 For a more detailed description of Medicare’s insurance value to enrollees, see Capretta (2018). 

is limited to persons who are mostly out of the 
workforce (or close to retirement): those age 65 
and older and the disabled (the same populations 
eligible for Social Security). It was assumed then, 
and remains so today, that working Americans and 
their families would secure insurance at their work-
places or by purchasing coverage in state-regulated 
markets for individual policies. 

Medicare’s covered benefits, which are defined 
in the law, are divided into two segments: part A 
for hospitalizations and other facility-based services 
and part B for physician and ambulatory care. Pre-
scription drug coverage (called part D) was added 
in 2003 and is financed similarly to part B.  

The hospital insurance (HI) trust fund is used 
to track part A receipts and spending and is con-
structed like Social Security, with payroll taxes col-
lected from current workers and their employers 
paying benefits for current retirees (so-called pay-
as-you-go financing). Workers “earn” their part A 
coverage for themselves and their spouses by paying 
employment taxes for a specified number of years 
(usually 10).  

When eligible persons enroll in part A, typically 
at age 65, they also can voluntarily enroll in parts B 
and D by agreeing to monthly premiums covering 
a portion of their total costs. The balance of parts 
B and D expenses, which are tracked in the supple-
mentary medical insurance (SMI) trust fund, is 
financed by transfers from the general fund of the 
Treasury—that is, taxpayers. At enactment, premi-
ums collected from enrolled beneficiaries were 
expected to cover 50 percent of total SMI expenses. 
However, as health inflation escalated in the pro-
gram’s first decade, Congress limited the rate of 
growth of beneficiary premiums below that of total 
expenses, which meant a higher burden on taxpay-
ers. Eventually, a new benchmark was set pegging 
aggregate beneficiary premiums to 25 percent of 
total costs, which remains the target today. 

Medicare’s benefit design, which may have made 
sense at enactment but now is outdated, leaves the 
program’s enrollees exposed to substantial costs. 
In part A, beneficiaries must pay a deductible before 
coverage begins for inpatient hospital stays ($1,484 
in 2021), a co-payment per day ($371 in 2021) for 
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stays between 61 and 90 days, and a higher copayment 
per day ($742 in 2021) beyond 90 days. Further, 
there is a lifetime limit of 60 days for inpatient 
stays lasting beyond 90 days; when those have been 
exhausted, the beneficiary is responsible for the 
full cost of inpatient care. In part B, the beneficiary 
must pay out of pocket for a deductible before cov-
erage begins ($203 in 2021) and then 20 percent of the 
cost of each service received (CMS 2021). 

Part D has a standard benefit with a $445 deduct-
ible in 2021 and a 25 percent beneficiary co-payment 
for all costs above $445 and below $10,048. Above 
$10,048, the beneficiary pays 5 percent of costs 
(Kaiser Family Foundation 2020). Prescription 
drug plans participating in part D are authorized to 
alter the standard cost sharing so long as the total 
actuarial value of what they are offering is equiva-
lent to the benefit defined by the law. 

Medicare’s trust funds attract considerable polit-
ical attention, for understandable reasons. HI relies 
entirely on tax collections, not subsidies, to meet 
its obligations, which means it could run short of 
funds and thus force Congress to take up corrective 
legislation. Earlier this year, the Congressional 
Budget Office (CBO) 
projected that the HI 
trust fund would be 
depleted of reserves in 
2026, after which it 
could not cover 100 
percent of benefit 
claims (CBO 2021).  

While the impending 
insolvency of HI can be 
a powerful motivator 
and, under the right 
circumstances, propel 
sensible reforms for-
ward, it has not always 
worked that way. Con-
gress’ interest is in  
ensuring Medicare ben-
eficiaries receive cover-
age of their medical 
expenses. The path of 
least political resistance 
might be to replenish 
the HI trust fund with 
changes that cause 

minimal controversy, even if that means ignoring 
the fundamental source of the program’s financial 
challenges. 

Figure 1 exposes why HI’s shortfall is a small part 
of the overall story. Because the SMI trust fund is 
financed mainly with transfers from the Treasury, 
it is perceived as perpetually solvent even though its 
burden on taxpayers is already immense and will 
become overwhelming in the coming decades. The 
2020 report on the program’s financial outlook esti-
mates that these transfers will total $5.3 trillion over 
the next decade alone. By 2050, the annual transfer 
will equal 2.8 percent of gross domestic product 
(GDP), up from 0.7 percent in 2000. 

The core problem is rapid growth of total Med-
icare spending, driven by an aging population and 
escalating costs for services, not an imbalance in 
HI-only income and outgo. In 1990, total program 
spending equaled 1.9 percent of GDP; three decades 
later, it had reached 4.0 percent of GDP. Medicare’s 
trustees expect costs will exceed 5.0 percent of GDP 
in 2030 and 6.0 percent in 2050 (Medicare Trus-
tees 2020).  

Figure 1. Total Medicare Spending and Sources of Financing 

 
  Source: Medicare Trustees (2020). 
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A Regulatory Colossus 

To minimize opposition from powerful lobbies, 
Medicare was written at enactment to mimic the 
prevailing fee-for-service (FFS) plans being sold by 
private insurers in the marketplace (as noted, 
these were mainly not-for-profit Blue Cross Blue 
Shield plans). The government pledged to pay for 
services based on “reasonable cost,” which in prac-
tice meant reimbursing providers for their self- 
reported expenses along with a standard additional 
margin. 

This passive approach was never going to be 
sustainable because Medicare was never going to 
be an ordinary insurance plan. Overnight, it became 
the nation’s largest single insurance plan, by enroll-
ment, and its payments quickly became the most 
important source of revenue (and growth) for the 
majority of facilities and practitioners. With Medi-
care offering an open-ended (and tax financed) 
source of funding, the initial payment system, with 
suppliers unilaterally determining their fees, was a 
recipe for rapid cost growth and inflationary pres-
sures. Unsurprisingly, Medicare spending escalated 
far more quickly than the program’s actuaries ini-
tially projected. From 1967 (the first full calendar 
year of Medicare coverage) to 
1975, program spending grew 
at an average annual rate of 
16.7 percent (Medicare Trus-
tees 2020). 

While it did not take long 
for Congress to recognize it 
had a Medicare cost problem, 
its legislative response took 
several years to gather momen-
tum and has been a continual 
(and incomplete) work in pro-
gress ever since. The inter-
mittent nature of the effort 
should not be confused with 
an unclear overall direction. 
Both Congress and the Cen-
ters for Medicare & Medicaid 
Services (CMS), the agency 
responsible for administering 
the program, have pushed for 
ever more complex and oner-
ous terms in every care setting 
as conditions for securing 

reimbursement from Medicare, and the payment 
amounts themselves are often set through opaque 
systems that are the subjects of controversy and 
disputes.  

Two amendments stand out in the long trans-
formation of Medicare into the undisputed regula-
tor of all meaningful financial questions when pay-
ing for medical services. (See Table 1 for a longer 
list of significant amendments since 1980.) 

First, in 1983, Congress created a new prospective 
payment system (PPS) for inpatient hospital services 
that phased out reimbursement based on each hos-
pital’s specific cost experiences. The Medicare PPS 
is built on a foundation of nearly 400 diagnostic-
related groups, which are used to adjust a standard 
national payment for inpatient stays for the clini-
cal complexity of individual cases. There are also 
adjustments for geographic differences in labor 
costs and many other factors (MedPAC 2020c).  

Running Medicare’s inpatient PPS required hos-
pitals to build complex billing systems conforming 
to the government’s coding specifications. Over 
the years, the system has been updated and refined 
countless times. Because hospitals have invested 
so heavily in meeting Medicare’s regulatory require-
ments, they are resistant to separate billing systems 

Table 1. Significant Medicare Amendments 

 
Source: Author. 
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from other payers. Consequently, private insurers 
have had little choice but to conform to the terms 
Medicare has established, and, today, with few excep-
tions, the program’s system of paying for inpatient 
stays is the basis for all such insurance claims. (Alt-
hough, as noted, commercial plans typically pay a 
percentage add-on to Medicare’s rates.)3 It follows 
that when Medicare adjusts its rules, there are cas-
cading effects throughout the entire health sector. 

Medicare’s regulation of physician fees followed 
a similar trajectory. In 1989, Congress authorized a 
new payment system using measures of the time 
and value of physician services to determine the fees 
they would be paid (along with geographic adjust-
ments for differences in service-related costs) 
(MedPAC 2016b). As with inpatient care, Medicare’s 
new requirements forced the nation’s physicians 
to adopt billing systems that complied with the 
new, federally determined terms for payment. With 
this new system in place, private insurers fell into 
line and adopted Medicare’s fee schedule as the 
starting point for their own claims processing systems.  

The physician fee schedule also was tied to a 
budgeting construct intended to control aggregate 
spending. The sustainable growth rate (SGR) was 
created in 1997 (to replace a predecessor system of 
spending discipline) and placed an annual limit on 
the inflation rate for total fees paid by Medicare, 
tied to GDP growth. When aggregate spending on 
physician fees was expected to grow faster than the 
allowable rate, an automatic cut in per services fees 
was supposed to eliminate the breach.  

The SGR quickly collided with political reality. 
The aggregate spending cap was expected to be 
breached several times in the early 2000s and by 
large amounts, which would have triggered absolute 
reductions in per service physician fees. Congress 
stepped in repeatedly to override the planned cuts, 
which made enforcement in subsequent years even 
more difficult (and politically unlikely). The inevi-
table abandonment of the discipline came in a 2015 
law that stipulated low annual updates in physician 

                                                             

3 There has been a long-running debate in the US over the relationship of Medicare pricing to fees paid by private insurers. Some 
analysts and industry representatives argue that lower Medicare fees lead to higher private insurance payments, which is referred 
to as “cost shifting.” The balance of empirical evidence and standard economic theory suggest otherwise, with lower Medicare pay-
ments leading to lower private insurance fees too. For useful descriptions of the interplay of the level of payment seen in commercial 
insurance versus Medicare, see Feldman et al. (2015) and Clemens and Gottlieb (2013). 

fees as a condition of repeal of the device disciplining 
aggregate spending. 

As noted, the government’s regulated payment 
systems are not mandatory for commercial insurers; 
they are free to set their own terms for financing 
care. In practice, however, their leverage in the mar-
ket is usually not sufficient to introduce their own 
models. Medical care providers build their expen-
sive and complex billing systems around Medicare’s 
rules, and there is an expectation that private insur-
ers will piggyback on this dominant model and not 
ask for a different payment basis. (This general 
rule has exceptions.) Mostly, providers negotiate 
with private payers over an appropriate percentage 
add-on to Medicare. The effect of this relationship 
between Medicare and private payers is to further 
amplify Medicare’s already significant influence over 
the operational characteristics of entities providing 
medical services. 

While the new payment systems for hospital and 
physician care have had the most far-reaching effects, 
Medicare’s regulatory reach goes well beyond them. 
CMS has issued a stream of payment rules affect-
ing payments for physician-administered drugs, 
ambulance services, skilled nursing care (after a 
hospital stay), outpatient services, laboratory tests, 
durable medical equipment, and much else. In most 
instances, Congress and the Medicare bureaucracy 
have labored to identify relevant data sources to set 
payments without referencing observed and reliable 
market prices (which are hard to come by in a sector 
so dominated by insurance payments, subsidies, 
and regulations).  

Once in place, Medicare’s payment regulations 
become all-important reference points for the sec-
tors they affect and thus targets for interest group 
pressure campaigns and lobbying in Congress. 

Plan Options in the Current Program 

Medicare enrollees have coverage options. Pre-
senting them more comprehensively, and with the 
different premium and cost implications front and 
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center, is central to injecting stronger market incen-
tives into the program. 
 
FFS with and Without Medigap Supplemental 
Insurance. At enactment, Medicare was designed 
to be a publicly administered, FFS insurance plan. 
Generally, providers are paid for each service they 
render to Medicare patients. CMS operates as the 
insurance company and has systems in place to 
process the flood of medical claims submitted by 
the hospitals, physicians, and others providing ser-
vices to the enrolled population. (CMS employs 
contractors to administer these payments.) Medi-
care FFS is the default option for providing cover-
age to enrolled beneficiaries, and it remains domi-
nant, both in its share of enrollment and the effect 
it has on the larger health system. It is mainly 
through FFS’s payment regulations that Medicare 
exerts influence systemwide. 

From the beginning, many Medicare partici-
pants found the cost-sharing requirements of FFS 
unattractive and sought ways to avoid paying out 
of pocket when using services. Employers stepped 
in and provided wraparound plans for millions of 
retired workers. In addition, private insurance plans 
began selling Medigap policies directly to individ-
uals. 

Today, it is more the exception than the rule for 
Medicare beneficiaries to pay out of pocket for cost 
sharing. As shown in Figure 2, only 11 percent of Med-
icare enrollees do not have additional insurance 

beyond Medicare. Medigap plans cover 22 percent 
of enrollees and employer plans an additional 19 per-
cent. The private insurance option in Medicare—
MA (discussed below)—covers 37 percent of enrol-
lees, and these plans provide, at minimum, a cata-
strophic limit on annual expenses and often much 
lower cost sharing across the board. 

In addition to private coverage, 11 percent of 
Medicare beneficiaries have incomes and assets 
low enough to also qualify for Medicaid, which 
pays for all expenses not covered by Medicare 
(along with long-term services and supports). 

Supplemental coverage is problematic in an FFS 
environment. FFS is unmanaged care; if a licensed 
provider renders a service to a patient, Medicare 
will presumably pay for it, with no review of the 
clinical value of the intervention. Cost sharing is 
supposed to ensure the enrollees are cost sensitive 
so that they self-police their use of services. When 
Medigap or other insurance fills in what Medicare 
does not cover, beneficiaries become insensitive to 
the cost of using more services. One study has esti-
mated Medigap coverage adds more than 20 percent 
to an individual’s expected costs (Cabral and Mahoney 
2017). 
 
Medicare Advantage. MA is the private insurance 
option in Medicare; program beneficiaries can 
elect during open enrollment each fall to get their 
Medicare-covered services through these commer-
cial plans instead of through the government-run 
FFS option. As shown in Figure 3, enrollment in 
MA has grown steadily over the past 15 years, with 
commercial insurance now administering Medicare 
coverage for 40 percent of the program’s total census 
(up from 14 percent in 2005). 

MA plans are paid a fixed monthly rate per enrol-
lee (sometimes called “capitation”) and are allowed 
to charge Medicare beneficiaries an additional 
monthly premium. Many MA plans offer benefits 
beyond Medicare coverage at no charge to the ben-
eficiaries as incentives for enrollment. 

The MA option has its origins in a modest 
amendment to Medicare in 1982, which introduced 
“risk contracting” for HMOs. The contention was that 
paying HMOs monthly capitated rates, instead of 
fees for every service rendered, would shift insur-
ance risk from the federal government to the private 
plans and thus improve incentives for cost control. 

Figure 2. Sources of Additional Coverage Beyond 
Medicare-Covered Benefits 

 
Source: MedPAC (2020a). 
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The plans were, and are, required to cover all med-
ically necessary care within the aggregate amount 
of monthly payments they receive from the federal 
government and the beneficiaries, which means they 
have an incentive to eliminate unnecessary expenses 
and keep their enrollees as healthy as possible. 

The risk contracting program has undergone 
many revisions since 1982, but the basic argument 
for its inclusion in Medicare has not really changed. 
It is expected that some privately administered 
managed care plans will provide coverage more effi-
ciently than FFS. Thus, they can offer benefits beyond 
what Medicare covers at little or no extra cost to the 
beneficiaries and reduce overall government expenses 
too. Program experience backs up the expectation 
that MA plans are more efficient than FFS is. MA is 
popular because many Medicare participants can 
get lower cost sharing and broader coverage with-
out paying the high premiums required by many 
Medigap insurance plans. 

Critics of MA contend it has never reduced the 
government’s costs, and they have a point; for 
many years Medicare’s payments to MA plans, 
                                                             

4 For an overview of the MA payment system, see MedPAC (2016b). 

which are set based on 
a combination of bids 
submitted from the 
plans and administra-
tively determined bench-
marks, exceeded 100 
percent of what Medi-
care would have spent 
to cover the same bene-
ficiaries directly through 
FFS. The MA bids reflect 
what the private plans 
estimate it would cost to 
provide benefits defined 
in Medicare law. For bids 
below the benchmarks, 
the MA plans get to 
keep a portion of the 
excess and are required 
to return it to their enrol-
lees as reduced cost shar-
ing, premium rebates, 
or coverage of non-
Medicare benefits. MA 
plans with bids above 

the benchmarks, which are rare, receive payments 
from the government equal to the benchmarks and 
must charge the beneficiaries a premium to cover 
their additional costs. 

Part of the reason MA has never cut program 
costs has been Congress’ reluctance to establish a 
neutral competition between MA and FFS by tying 
payments for both to a competitive bidding model. 
Doing so might mean enrollment in FFS is more 
expensive than it is under current law for some 
beneficiaries (especially those living in high-cost 
markets), which makes it politically controversial. 
Consequently, Congress has maintained the policy 
that the monthly premium for enrollment in FFS will 
be uniform nationally (and is equal to the premium 
for enrollment in part B), which complicates con-
structing a fair system for paying MA alternatives.4 

Even so, program data show that, on average, 
MA plans are less expensive than FFS is, as shown 
in Table 2. When measured on providing Medicare-
covered services (and not additional benefits), MA 
plans submitted bids indicating they can do so for 

Figure 3. MA Enrollment Relative to Total Enrollment 
 

 
 
Note: From 1997 to 2003, Medicare Advantage was called Medicare+Choice; earlier it was known as the 
HMO contracting program.   
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just 87 percent of the cost of FFS, and HMO bids 
suggest they can reduce costs by 14 percent relative 
to FFS. The actual payments to the MA plans are 
higher, with the plans required to use the rebates 
they receive (calculated as a percentage difference 
between their bids and the relevant benchmarks) 
as additional coverage and benefits for their enrol-
lees. On a net basis, program payments to MA plans 
(including the rebates) are above the costs of FFS. 
Thus, MA is not reducing overall Medicare spending.5 

One reason MA plans are so price competitive 
with FFS is a little-known provision in current law 
that diminishes hospitals’ leverage to extract pricing 
concessions. In the case of commercial insurance, 
medical service providers can require their patients 
to cover the cost difference between the prices they 
charge and what insurers pay for out-of-network 
care. In Medicare, hospitals that refuse to join an 
MA plan’s network can only charge patients the 
amount that would have been allowed if the person 
had remained in FFS. In other words, there is no 
financial advantage to remaining outside of MA 
plan networks. The provision limiting “balance bill-
ing” in this context is intended to protect Medicare 
beneficiaries, but an additional effect is to substan-
tially increase the ability of MA plans to pay rates 
for hospital care that track closely with FFS’s reg-
ulated payments (Berenson et al. 2015). 

 
Accountable Care Organizations. In the Affordable 
Care Act, Congress established a third option for receiv-
ing Medicare-covered services, through provider-
driven managed care plans—labeled Accountable 
Care Organizations (ACOs). 

ACOs were not created to compete with MA or 
FFS; rather, the objective was to establish a new 
                                                             

5 MedPAC has estimated that, when the risk profile of MA enrollees versus those in FFS is accurately assessed, the program overpays 
for MA coverage by 4 percent relative to what it would cost to care for the same beneficiaries in FFS. The agency also estimates that 
MA has never reduced costs for the Medicare program (MedPAC 2021). 

payment model within FFS that 
would emphasize high-value care 
rather than the provision of more 
revenue-generating services. Pro-
viders affiliated with ACOs con-
tinue to be paid based on Medi-
care FFS’s complex rules, but they 
also can qualify for yearly bonuses 
if they hold costs below specified 
benchmarks while meeting qual-

ity standards. 
The traditional conception of managed care is that 

it involves providing beneficial care within fixed 
amounts for an enrolled population, with per capita 
monthly payments establishing the total budget from 
which to finance all necessary and beneficial care.  

ACOs are different in that they are managed care 
entities operating in an FFS environment, often with-
out precise data on which patients they are expected 
to manage. In most cases, there is no enrollment of 
beneficiaries into the ACOs. Instead, CMS assigns 
beneficiaries to them based on physician claims data; 
if the doctor a beneficiary sees most often is affili-
ated with an ACO, then the beneficiary is automat-
ically assigned to it too. The ACO is then held 
accountable for the full cost and quality of the care 
the beneficiary receives. 

ACOs have delivered modest savings but gener-
ally disappointing overall results. The hope was 
that they would become catalysts for moving the 
provision of medical care in the US away from the 
still dominant FFS model, which Medicare’s size 
and influence (as the largest single payer of FFS 
claims) has done much to perpetuate. Instead, pro-
viders have joined ACOs in large numbers, but only 
on the condition that doing so entails little risk and 
minimal changes in their business plans.  
 

The Prescription Drug Benefit 

The 2003 law creating the prescription drug benefit—
in a new Medicare part D—did not conform to the 
government-administered model that had guided 
decision-making since 1965. Unlike parts A and B, 

Table 2. MA Benchmarks, Bids, and Payments Relative to FFS Costs

 
  Source: MedPAC (2021). 
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coverage for prescription drugs was to be provided 
entirely by private insurance, not a federally run 
plan; the law authorized the government to sponsor 
a fallback option only in markets with insufficient 
participation by commercial offerings. Further, the 
government was to have no role in setting drug 
prices. Instead, premium competition among the 
private plans was expected to hold down costs. 

As it happens, the fallback was an unnecessary 
backstop. From the start of the benefit in 2006, 
Medicare beneficiaries have had access to scores of 
private drug plan offerings in every region of the 
country.  

Like part B, enrollment in part D is voluntary; 
beneficiaries electing the coverage are required to pay 
a monthly premium for enrollment. Low-income 
enrollees get additional help from a special assistance 
provision, and many beneficiaries have access to 
drug coverage through their former employers or 
MA plans. Overall, in 2018, 88 percent of Medicare 
beneficiaries have insurance coverage for their pre-
scription drug expenses, and some portion of those 
who remain uninsured likely have access to discounted 
prescriptions through the Department of Veterans 
Affairs or other public programs (MedPAC 2020a). 

Part D was designed 
to inject consumer 
choice and market disci-
pline into Medicare us-
ing a reform framework 
often called “premium 
support.” Instead of 
providing coverage di-
rectly, the government 
pays insurers a fixed 
monthly amount based 
on submitted bids from 
the participating plans in 
each market area. Bene-
ficiaries select from 
among the offerings dur-
ing an annual open en-
rollment season each 
fall. Importantly, the 
government’s contribu-
tion does not increase 
when Medicare benefi-
ciaries select more expen-
sive plans. Consequently, 

part D enrollees have strong incentives to choose 
low-premium options to minimize their out-of-
pocket costs. 

The new program’s focus on controlling premi-
ums through competitive pressure has worked as 
planned, as shown in Figure 4. From 2012 to 2020, 
beneficiaries enrolled in part D paid a lower aver-
age monthly premium in 2020 ($27) than they did 
in 2012 ($30).  

While impressive, premium restraint does not 
tell the whole story because some part D costs do 
not fall within the premium structure. To encour-
age plan participation, the benefit was designed to 
limit the risk for private insurers when a benefi-
ciary’s prescription expenses exceed a specified 
annual amount, set at $10,048 in 2021 (Kaiser Fam-
ily Foundation 2020). Above this threshold, the 
federal government pays for 80 percent of all costs, 
with the plans covering 15 percent and the benefi-
ciaries the remaining 5 percent.  

This offloading of insurance risk onto the gov-
ernment has encouraged the part D plans to nego-
tiate price discounts as large rebates rather than 
lower list prices because higher pricing pushes 
more expenses above the catastrophic threshold. 

Figure 4. Part D Average Monthly Premiums, 2012 to 2020 
 

 
 
Source: MedPAC (2016 and 2020a). 
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This distortion has skewed the distribution of the 
federal government’s part D expenses, with more 
of the total costs attributable to catastrophic expenses 
and less to premium subsidization. In 2019, the 
share of the government’s total per capita spending 
associated with covering catastrophic expenses was 
80 percent, up from 36 percent in 2010 (Medicare 
Trustees 2020). 

Shifting more expenses into the catastrophic 
range of the benefit undermines the overall cost 
discipline of the program, as the plans are cost sen-
sitive mainly about drug spending they must cover 
from within the amounts they collect in premiums. 
Figure 5 shows that overall part D costs have increased 
by a cumulative 47 percent since 2006, while com-
bined spending on parts A and B have grown by 
46 percent (Medicare Trustees 2020). 

The Absence of Transparent, Market-
Driven Pricing and Consumer Incentives 

US health care has long been hampered by opaque 
and irrational pricing, which has made it all but 

                                                             

6 See Capretta (2019) for a detailed discussion of the impediments to price shopping in current law and the reforms that would make 
it much easier for consumers to find lower-priced options. 

impossible for consumers to play an active role in 
shopping for lower-cost care.6  

Medicare suffers from its own unique version of 
this general problem. While pricing for individual 
services is available, it is established in federal reg-
ulations using administrative data that may bear 
no relation to the pricing that would occur in a 
functioning market. Further, even with visibility 
into the regulated rates, it is still difficult for Med-
icare enrollees to know in advance of getting care 
what the all-in price will be for the services they will 
receive. That is because providers are not required 
to roll up their charges into pricing bundles covering 
full episodes of care. 

A related problem is the lack of an incentive 
among program enrollees to price shop, which is a 
consequence, partially, of explicit federal policies. 
In the program’s early years, beneficiaries’ expo-
sure to unexpected bills was a cause of great polit-
ical controversy. In response, Congress took a series 
of steps that have insulated most beneficiaries 
from pricing considerations. Hospitals and physicians 
that agree to participate in Medicare must accept 

as payment in full the 
federal government’s reg-
ulated rates, which min-
imizes the cost sharing 
the beneficiaries owe. Fur-
ther, whatever expenses 
patients do face are usu-
ally paid by non-Medicare 
coverage, such as Medigap 
plans or Medicaid. 

Providers are not  
required to participate 
in Medicare to receive 
payment; they can remain 
“out of network,” so to 
speak. However, if they 
do, they are also limited 
in the amounts they can 
bill to their patients 
(“balance billing”) above 
what Medicare pays for 
their services (Boccuti 
2016). This requirement 

Figure 5. Cumulative Growth Since 2006 of Parts A and B Compared to 
Part D 

 
 
Source: Medicare Trustees (2020). 
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further diminishes the incentive for the program’s 
enrollees to consider pricing before accessing ser-
vices. 

The Essential Reforms 

It will be difficult to inject stronger market disci-
pline into the provision of medical services in the 
US if Medicare does not lead the way, but the political 
challenge of reorienting the program away from 
price regulation toward competition and consumer 
choice should not be underestimated. Market reforms 
have been debated frequently over the past three 
decades, with disappointing results (an important 
exception was the adoption of the premium sup-
port model for delivering the part D benefit). The 
primary impediment has been a Congress wary of 
asking Medicare beneficiaries to play a more active 
role in cost control. 

To minimize opposition, reform must be seen as 
improving the financial status of most beneficiaries, 
not harming it. That can be done, even as reform 
lowers the government’s overall costs, by sharing a 
generous portion of the savings from more efficient 
provision of care with program enrollees.  

An effective reform plan will include a number of 
important changes, falling into four basic categories.7 

 
Rationalizing Benefits, Coverage Options, and the 
Enrollment Process. Medicare has become a con-
fusing and illogical set of benefits, organized into 
insurance components with separate cost-sharing 
requirements. Modern insurance plans are not 
designed with similarly fragmented benefit designs 
or multiple cost-sharing schemes for enrollees.  

Further, the current structure is a counterpro-
ductive mix of mandatory (for part A) and voluntary 
enrollment (for parts B and D), with further options 
to enroll in privately administered MA or Medigap 
plans. In addition, some beneficiaries are placed 
into ACOs without their knowledge. (This general 
pattern has some exceptions.)  

Adding to the complexity is the lack of a single 
coordinated system of enrollment across these 
components and coverage options, which only 
adds to the confusion. Under current processes, it 

                                                             

7 Medicare’s financial challenges are so severe that reforms beyond those mentioned here are likely necessary. A more far-reaching 
restructuring of the program is presented in Capretta (2018). 

is not a simple matter for beneficiaries to compare 
the all-in financial implications of the various com-
binations of coverage available to them. 

Reform should begin with modernization and 
simplification of the benefit structure and enroll-
ment process. Beneficiaries should be presented 
with the full range of their benefit options through 
one, government-administered enrollment portal. 
Through it, they should be able to compare com-
peting approaches for delivering covered services 
on an apples-to-apples basis and across the three 
main benefit components, as shown in Table 3. 

Parts A and B should be combined into a single 
insurance plan, with one deductible and cost-sharing 
structure designed to encourage cost-effective use 
of care. There should be no coinsurance for inpatient 
hospital stays, and the cost sharing should be adjusted 
to give all beneficiaries protection against high, 
annual out-of-pocket costs (a “catastrophic cap”). 
The actuarial value of this redesigned benefit 
should equal what is required for covered benefits 
in current Medicare law. (This ensures no increase 
in federal costs.) Enforcing this neutrality require-
ment will necessarily mean the upfront, unified 
deductible will rise to levels that may seem unat-
tractive to the program’s enrollees. Nonetheless, 
the distributional effects of the redesign would be 
positive, with the sickest beneficiaries getting relief 
from elimination of coinsurance for hospital stays 
and limits on their annual out-of-pocket expenses. 

Because of its unique design, part D should remain 
a separate benefit initially and be integrated into 
the combined Medicare insurance plan as premium 
support, as discussed below, is implemented for 
parts A and B. 

There should be three basic options for getting 
benefits covered under parts A and B. 

FFS, as administered by the federal govern-
ment, would remain an enrollment option for all 
beneficiaries in all regions of the country.  

ACOs would become provider-driven managed 
care plans competing with traditional FFS and MA 
plans. They would offer the full range of Medicare-
covered services for a fixed monthly premium. 
Providers participating in the various ACO demon-
stration models now being tested by CMS should 
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be given time to transition into entities capable of 
taking on insurance risk and providing organized 
care to an enrolled patient population. They could 
contract with other insurance plans to perform 
functions outside their core competencies. They 
could pay their affiliated providers on any basis 
they determine is effective, but, at their discretion, 
they would be free to continue using Medicare’s 
FFS payment rules. 

MA plans would be required to offer all enrollees 
a package of benefits actuarially equivalent to cov-
erage under parts A and B, without supplemental 
benefits (which would be offered separately). 

The next component of the benefit scheme 
would be for prescription drugs. Here, the part D 
program would operate much as it does today, with 
private plans competing for enrollment (and no 
government-administered option). The part D bene-
fit package should be updated to lessen the incen-
tive for using rebates for price discounts by requir-
ing the plans to cover more of the expenses above 
the catastrophic threshold. Beneficiaries opting for 
enrollment into FFS or an ACO would choose from 
stand-alone part D plans, while MA enrollees could 
accept their MA plan’s drug coverage option 
(which the MA plans would be required to offer) or 
decline enrollment into part D. 

Finally, Medicare beneficiaries should be allowed 
to buy supplemental benefits that they self-finance 
with premium payments, although the available 
plans should be regulated to prevent private wrapa-
round coverage from driving up public expenses. 

For enrollees in FFS, they should 
be allowed to purchase Medigap 
coverage—but only in a modified 
form to make sense in the context 
of unmanaged care. With FFS insur-
ance, cost sharing at the point of 
care is an important tool for moder-
ating use of services. As noted, 
Medigap insurance that fills in all 
cost sharing drives up FFS costs. 
Thus, Medigap plans sold to FFS  
enrollees should not be allowed to 
fully eliminate cost sharing when 
patients are using more discretion-
ary services in ambulatory settings. 
A minimum 10 percent coinsurance 

payment would provide a financial disincentive for 
overuse of services. 

ACO enrollees should be allowed to purchase 
Medigap coverage too, but the ACOs would be required 
to work with private Medigap plans to provide cov-
erage that works with the managed care practices of 
the plan. In particular, the Medigap plan should 
provide preferential cost sharing when enrollees 
use ACO-affiliated providers but not for out-of-
network care. 

MA plans attract enrollment today by offering 
supplemental coverage beyond the benefits required 
under current Medicare law. With these reforms, 
they could continue to offer these benefits, but 
they would be separated from statutorily required 
Medicare benefits and financed from beneficiary 
premiums. On a net basis, the effect likely will be 
similar to what occurs today, with MA plans 
achieving premium savings relative to FFS for ben-
efits under parts A and B, thus freeing up resources 
for providing expanded benefits without increas-
ing overall costs for the beneficiaries. 

This reformed structure of benefit components 
and competing sources of coverage, through a 
streamlined enrollment portal, would allow Medi-
care beneficiaries to see their options much more 
clearly than they do today. They could compare the 
premiums charged by FFS, ACOs, and MA plans 
when deciding how to secure their benefits under 
parts A and B. They also could see what their pre-
miums would be when combining options for A and 
B coverage with those for part D and supplemental 
benefits. Structuring the enrollment process in 

Table 3. Restructured Choices for Medicare Beneficiaries

 
  Source: Author. 
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this way would intensify the premium competition 
and lower overall costs.  

 
Ensuring Fair Premium Competition Among 
the Coverage Options. The crucial second piece of 
an effective reform is implementating strong price 
competition among the various coverage options. 
As noted, the part D benefit was designed to pro-
mote such competition, through a premium support 
design. Modest premium growth in the program 
has validated the model. 

The next step is to implement premium support 
in parts A and B. MA plans already submit compet-
itive bids under current law, but those bids are 
considered in relationship to benchmarks that are 
determined through administrative formulas. Fur-
ther, FFS does not participate in the bidding pro-
cess, so the competition is unbalanced. 

Fair competition requires submission of bids 
from FFS, ACOs, and MA plans for the same set of 
actuarially equivalent benefits, as defined in parts 
A and B of current Medicare law. FFS’s bid would 
be a calculation by the government of the per ben-
eficiary costs in each market. The government 
should continue to refine its risk adjustment meth-

odology to ensure the competition is based on effi-
cient care delivery and not differences in the under-
lying health status of the enrollees in the available 
coverage options. 

The government’s contribution toward coverage 
(its “premium support”) should be based on the 
submitted bids. One option for setting the govern-
ment’s payment would be to tie it to the second-
lowest bid in every market area (as defined in law 
or regulation). An alternative would be the average 
bid (weighted by enrollment) in each market. 

The CBO has analyzed the budgetary effects of 
both approaches, as shown in Figure 6. (The govern-
ment contribution would be net of the beneficiary 
premium, set at what is required for enrollment 
into part B under current law.)  

With the second-lowest bid, overall costs for 
the federal government would fall by 15 percent, 
but net beneficiary expenses would rise by 18 per-
cent, partly because FFS enrollees in high cost 
markets would pay significantly higher premiums. 
Using the average bid to set the government’s con-
tribution would still lower the federal government’s 
costs (by 8 percent), and it would leave beneficiaries 
(as a group) better off, with a 5 percent drop in their 
out-of-pocket expenses (including premiums).  

Figure 6. Premium Support Effects on Program and Enrollee Costs 

 
  Source: CBO (2017).  
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The CBO’s assessment of premium support 
confirms that competition would lower costs by 
encouraging migration into more efficient cover-
age options. It also suggests that the competition 
likely would slow cost growth in future years by  
encouraging development and adoption of cost- 
reducing technologies that improve the efficiency 
of care delivery (CBO 2017). 

As noted previously, MA plans today benefit 
from the prohibition on balance billing for services 
provided out of their networks, which makes it unprof-
itable for hospitals to opt out of contract negotia-
tions. To improve the functioning of the market-
place, this requirement should be revisited, especially 
as premium support would increase the pressure 
for cost reductions (and thus likely mitigate the 
potential for high costs). Relaxing this rule would 
force the MA plans to become more active manag-
ers of the care they provide. 

These added benefits would lessen 
the savings from reform but might 
diminish the political opposition that 
has made advancing reform legis-
lation so difficult in the past.  

The savings from more intensive premium com-
petition among the coverage options can be shared 
with Medicare enrollees to make the reform more 
attractive politically. One approach would be to 
expand Medicare-covered benefits and increase the 
government’s contribution toward the coverage. 
For instance, expanding Medicare benefits to include 
an annual out-of-pocket cost limit (so-called cata-
strophic protection) might be done as an add-on 
(rather than in an actuarially neutral manner). 
Medicare might also cover some benefits outside 
of what is provided in current law today (such as 
some dental services). These added benefits would 
lessen the savings from reform but might diminish 
the political opposition that has made advancing 
reform legislation so difficult in the past (Coulam 
et al. 2021). 
 

Competition and Price Shopping in FFS. Premium 
support is not the only means by which stronger 
market discipline can be introduced into Medicare. 
Enrollees in FFS can be encouraged to directly 
select low-cost and high-quality service providers too.  

Medicare should become a leader in using 
standardized pricing to foster strong competition 
among service providers. Hospitals and physicians 
today have weak incentives to post clear pricing for 
their services, and the complexity of medical care 
makes price comparisons difficult for patients when 
multiple line items are billed for a full episode of care. 
Commercial insurance plans have tested the value of 
several service-focused competitive payment systems 
in recent years that could inform Medicare reform. For 
instance, employers have tested reference-pricing 
schemes, tiered cost-sharing arrangements, and 
steering patients toward centers of excellence to 
reduce costs for themselves and their workers.  

CMS would promote strong price competition 
by building on these models and requiring participat-
ing providers to disclose pricing for standardized ser-
vices covering common procedures. The key is to 
ensure a coordinated, all-in price from all the prac-
titioners and facilities involved in delivering care to 
a patient. For instance, the government could require 
all providers involved in common surgeries to pro-
vide a combined all-in price for the services. 

An important next step is to incentivize the 
Medicare enrollees to shop for lower-priced options. 
Medicare could do this by calculating benchmarks 
in every market (based on prevailing FFS rates) for 
the list of standardized interventions. Beneficiar-
ies opting for providers that post prices below the 
benchmarks should keep some of the savings (per-
haps 50 percent). In some cases, for expensive care 
(such as common surgeries), the payment to the 
Medicare beneficiary could be thousands of dol-
lars, which would create strong incentives for the 
provider to price its services more aggressively and 
for the beneficiaries to migrate to the lowest-
priced options. There is strong evidence that this 
version of referenced-based pricing would deliver 
substantial savings for Medicare and the program’s 
enrollees (Robinson, Brown, and Whaley 2017). 

 
Modernizing the Trust Fund Structure. Medicare’s 
trust funds need updating to mirror the changes 
recommended for Medicare’s insurance design, 
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with parts A and B combined into one insurance 
offering. With the benefits combined, the trust 
funds should be merged too (into a singular Medi-
care trust fund), with all receipts and expenses of 
the existing HI and SMI trust funds redirected to 
the combined account. 

A crucial additional reform is recalibration of 
the basis for general fund support of the program’s 
spending obligations. It should not be unlimited, 
as it is today for parts B and D. Trust funds only 
work if their receipts are limited in some way and 
are defined to ensure affordability over time. That 
is distinctly not the case currently, with the gov-
ernment’s contribution to Medicare expected to 
rise to levels that are unaffordable for taxpayers. 

One reform option would be to tie the govern-
ment’s contribution to the new Medicare trust 
fund to what was paid in a reference year for parts 
B and D coverage and then index that amount for 
subsequent years to the rate of growth in the national 
economy. This adjustment would ensure that cur-
rent and future taxpayers contribute the same amount 
of their combined incomes each year toward ensur-
ing adequate health services for the nation’s elderly 
and disabled citizens. 

Changing the basis of general fund support for 
Medicare will not by itself ensure an appropriate 
political response when trust fund depletion becomes 
imminent, as it would if the support were tied to 
GDP growth. Congress can always override a previ-
ous law and could do so in this case by allowing 
general fund support to flow more freely. A reformed 
trust fund, in this sense, would be an imperfect 
mechanism for ensuring greater cost discipline.  

Nonetheless, this reform would be an improve-
ment over the status quo, which encourages an 
unhealthy and misguided focus on HI solvency, 
even as SMI spending becomes an ever-larger burden 
on taxpayers. A reformed trust fund mechanism 

might change the tenor of the political conversa-
tion around Medicare solvency, which might then 
help to spur Congress to consider effective remedies.  

Conclusion 

In the long-running debate over better health care 
cost control in the US, there is one important point 
of agreement: Medicare will be pivotal to whatever 
policy direction is chosen. Generally, as Medicare 
goes, so does the nation’s entire medical care system. 

The Medicare agenda for proponents of stronger 
government control is clear enough. They want to 
cement Medicare’s role as the nation’s unchallenged 
regulator of provider pricing, adjust existing rules 
with selective tests of alterative payment models, 
and force commercial insurance to lower its rates 
to Medicare’s levels. 

Market advocates have little choice but to advance 
an alternative vision because failing to do so will be 
seen as conceding there is no viable option for cost 
control to stricter price regulation. Fortunately, 
they will start from a promising baseline. At crucial 
points in Medicare’s history, expanded consumer 
options and private incentives for innovation and 
cost control have been inserted into the program’s 
overall design, albeit with restrictive conditions. 
Market advocates need only to build on these existing 
features of Medicare by strengthening price com-
petition and making it far easier, and more reward-
ing, for consumers to select options that reduce 
their costs while improving the care and the quality 
of the services they receive. 

While securing such reforms will be challenging 
politically, the payoff would be substantial. Medi-
care would become more efficient and sustainable, 
and its wide influence would ensure the cost of med-
ical care systemwide also was disciplined by more 
vigorous competition and effective consumer choice.  
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