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OVERVIEW

Medicare is a nationwide health insurance program for the aged
and certain disabled persons. The program consists of two parts—
part A; hospital insurance and part B, supplementary medical in-
surance. Total program outlays were $194.2 billion in fiscal year
1996. Net outlays after deduction of beneficiary premiums were
$174.2 billion.

COVERAGE

Almost all persons over age 65 are automatically entitled to
Medicare part A. Part A also provides coverage, after a 24-month
waiting period, for persons under age 65 who are receiving Social
Security cash benefits on the basis of disability. Most persons who
need a kidney transplant or renal dialysis may also be covered, re-
gardless of age. In fiscal year 1997, part A covered an estimated
38.1 million aged and disabled persons (including those with chron-
ic kidney disease).

Medicare part B is voluntary. All persons over age 65 and all
persons enrolled in part A may enroll in part B by paying a month-
ly premium—$43.80 in 1997 and 1998. In fiscal year 1997, part B
covered an estimated 36.5 million aged and disabled persons.

BENEFITS

Part A provides coverage for inpatient hospital services, up to
100 days of posthospital skilled nursing facility (SNF) care, home
health services, and hospice care. Patients must pay a deductible
($760 in 1997 and $764 in 1998) each time their hospital admission
begins a benefit period. (A benefit period begins when a patient en-
ters a hospital and ends when she has not been in a hospital or
SNF for 60 days.) Medicare pays the remaining costs for the first
60 days of hospital care. The limited number of beneficiaries re-
quiring care beyond 60 days are subject to additional charges. Pa-
tients requiring SNF care are subject to a daily coinsurance charge
for days 21–100 ($95 in 1997 and $95.50 in 1998). There are no
cost-sharing charges for home health care and limited charges for
hospice care.
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Part B provides coverage for physicians’ services, laboratory serv-
ices, durable medical equipment, outpatient hospital services, and
other medical services. The program generally pays 80 percent of
Medicare’s fee schedule or other approved amount after the bene-
ficiary has met the annual $100 deductible. The beneficiary is lia-
ble for the remaining 20 percent.

PAYMENTS FOR SERVICES

Taken together, spending for inpatient hospital and physicians’
and related services accounts for close to 70 percent of Medicare
benefit payments. Medicare makes payments for inpatient hospital
services under a prospective payment system (PPS); a predeter-
mined rate is paid for each inpatient stay based on the patient’s
admitting diagnosis. Payment for physicians’ services is made on
the basis of a fee schedule. Specific payment rules are also used for
other services.

ADMINISTRATION

Medicare is administered by the Health Care Financing Adminis-
tration (HCFA) within the Department of Health and Human Serv-
ices (DHHS). Much of the day-to-day work of reviewing claims and
making payments is done by intermediaries (for part A) and car-
riers (for part B). These are generally commercial insurers or Blue
Cross Blue Shield plans.

FINANCING

Medicare part A is financed primarily through the hospital insur-
ance (HI) payroll tax levied on current workers and their employ-
ers. Employers and employees each pay a tax of 1.45 percent on all
earnings. The self-employed pay a single tax of 2.9 percent on earn-
ings.

Part B is financed through a combination of monthly premiums
levied on program beneficiaries and Federal general revenues. In
1997 and 1998, the premium is $43.80. Beneficiary premiums have
generally represented about 25 percent of part B costs; Federal
general revenues (that is, tax dollars) account for the remaining 75
percent.

FEDERAL OUTLAYS

Total program outlays were $194.2 billion in fiscal year 1996.
Net outlays (that is, net of premiums beneficiaries pay for enroll-
ment, largely for part B) were $174.2 billion.

Tables 2–1, 2–2, and 2–3 provide historical spending and cov-
erage data for Medicare. Table 2–4 provides State-by-State infor-
mation for fiscal year 1996.
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TABLE 2–1.—MEDICARE OUTLAYS, FISCAL YEARS 1967–2007

[In millions of dollars]

Fiscal year Part A Part B
Total

Medicare
outlays

Medicare
premium
offsets

Net
Medicare
outlays

Percent in-
crease (over
prior year)

1967 .......... $2,597 $798 $3,395 ($647) $2,748 ................
1968 .......... 3,815 1,532 5,347 (698) 4,649 69.2
1969 .......... 4,758 1,840 6,598 (903) 5,695 22.5
1970 .......... 4,953 2,196 7,149 (936) 6,213 9.1
1971 .......... 5,592 2,283 7,875 (1,253) 6,622 6.6
1972 .......... 6,276 2,544 8,820 (1,340) 7,480 13.0
1973 .......... 6,842 2,637 9,479 (1,427) 8,052 7.6
1974 .......... 8,065 3,283 11,348 (1,708) 9,640 19.7
1975 .......... 10,612 4,170 14,782 (1,907) 12,875 33.6
1976 .......... 12,579 5,200 17,779 (1,945) 15,834 23.0
TQ .............. 3,404 1,401 4,805 (541) 4,264 NA
1977 .......... 15,207 6,342 21,549 (2,204) 19,345 NA
1978 .......... 17,862 7,350 25,212 (2,443) 22,769 17.7
1979 .......... 20,343 8,805 29,148 (2,653) 26,495 16.4
1980 .......... 24,288 10,746 35,034 (2,945) 32,089 21.1
1981 .......... 29,248 13,240 42,488 (3,340) 39,148 22.0
1982 .......... 34,864 15,559 50,423 (3,856) 46,567 19.0
1983 .......... 38,551 18,317 56,868 (4,253) 52,615 13.0
1984 .......... 42,295 20,374 62,669 (4,942) 57,727 9.7
1985 .......... 48,667 22,730 71,397 (5,562) 65,835 14.0
1986 .......... 49,685 26,217 75,902 (5,739) 70,163 6.6
1987 .......... 50,803 30,837 81,640 (6,520) 75,120 7.1
1988 .......... 52,730 34,947 87,677 (8,798) 78,879 5.0
1989 .......... 58,238 38,316 96,554 (11,590) 84,964 7.7
1990 .......... 66,687 43,022 109,709 (11,607) 98,102 15.5
1991 .......... 70,742 47,021 117,763 (12,174) 105,589 7.6
1992 .......... 81,971 50,285 132,256 (13,232) 119,024 12.7
1993 .......... 91,604 54,254 145,858 (15,305) 130,553 9.7
1994 .......... 102,770 59,724 162,494 (17,747) 144,747 10.9
1995 .......... 114,883 65,213 180,096 (20,241) 159,855 10.4
1996 .......... 125,300 68,946 194,246 (20,088) 174,158 8.9
1997 1 ....... 136.1 72.7 208.8 (20.2) 188.6 8.3
1998 1 ....... 141.1 79.6 220.7 (21.2) 199.5 5.8
1999 1 ....... 144.6 88.8 233.4 (23.4) 210.0 5.3
2000 1 ....... 147.9 98.4 246.3 (25.8) 220.4 5.0
2001 1 ....... 156.7 112.8 269.5 (28.6) 241.0 9.3
2002 1 ....... 157.9 121.0 278.9 (31.8) 247.1 2.5
2003 1 ....... 168.6 138.5 307.0 (35.5) 271.6 9.9
2004 1 ....... 178.8 154.3 333.1 (39.8) 293.4 8.0
2005 1 ....... 195.6 174.2 369.8 (44.2) 325.6 11.0
2006 1 ....... 200.7 182.8 383.5 (48.7) 334.8 2.8
2007 1 ....... 219.8 207.7 427.5 (53.5) 374.0 11.7

1 CBO projections (excludes discretionary spending; in billions of dollars).

Note.—Totals may not add due to rounding. TQ = transitional quarter.

Source: Office of the President, 1997.
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TABLE 2–4.—MEDICARE ESTIMATED BENEFIT PAYMENTS BY STATE, FISCAL YEAR 1996

State
Medicare esti-
mated benefit

payments 1

HI and/or SMI
Medicare enroll-

ment 2

Estimated benefit
payments per en-

rollee

Alabama ......................................... $3,349,478 650,941 $5,146
Alaska ............................................. 155,548 35,281 4,409
Arizona ............................................ 2,949,642 613,992 4,804
Arkansas ......................................... 1,749,406 426,645 4,100
California ........................................ 21,688,154 3,690,130 5,877
Colorado .......................................... 2,021,955 432,283 4,677
Connecticut ..................................... 2,810,930 506,169 5,553
Delaware ......................................... 474,232 103,216 4,595
District of Columbia ....................... 1,206,754 77,271 15,617
Florida ............................................. 16,046,099 2,654,681 6,044
Georgia ........................................... 4,444,248 848,854 5,236
Hawaii ............................................. 612,461 152,948 4,004
Idaho ............................................... 522,788 152,673 3,424
Illinois ............................................. 7,792,373 1,623,430 4,800
Indiana ........................................... 3,770,224 829,586 4,545
Iowa ................................................ 1,641,893 475,130 3,456
Kansas ............................................ 1,630,982 385,357 4,232
Kentucky ......................................... 2,610,256 595,583 4,383
Louisiana ........................................ 3,937,599 585,918 6,720
Maine .............................................. 791,042 205,132 3,856
Maryland ......................................... 3,005,428 609,601 4,930
Massachusetts ................................ 5,884,023 942,272 6,245
Michigan ......................................... 6,565,577 1,360,512 4,826
Minnesota ....................................... 2,593,008 635,709 4,079
Mississippi ...................................... 2,016,230 401,697 5,019
Missouri .......................................... 4,122,022 838,377 4,917
Montana .......................................... 469,724 131,847 3,563
Nebraska ......................................... 933,547 250,284 3,730
Nevada ............................................ 1,003,697 202,347 4,960
New Hampshire .............................. 652,613 159,275 4,097
New Jersey ...................................... 5,958,095 1,177,159 5,061
New Mexico ..................................... 799,360 215,930 3,702
New York ......................................... 14,860,448 2,653,492 5,600
North Carolina ................................ 4,688,836 1,048,981 4,470
North Dakota .................................. 438,228 103,170 4,248
Ohio ................................................ 7,870,293 1,676,437 4,695
Oklahoma ........................................ 2,471,759 491,628 5,028
Oregon ............................................ 1,801,354 472,197 3,815
Pennsylvania ................................... 11,468,028 2,077,870 5,519
Rhode Island .................................. 866,931 169,186 5,124
South Carolina ................................ 2,144,121 520,408 4,120
South Dakota .................................. 446,865 117,421 3,806
Tennessee ....................................... 4,486,558 783,385 5,728
Texas ............................................... 12,732,603 2,116,951 6,015
Utah ................................................ 812,811 191,387 4,247
Vermont .......................................... 306,150 84,454 3,625
Virginia ........................................... 3,277,225 833,145 3,934
Washington ..................................... 2,826,104 698,966 4,043
West Virginia .................................. 1,372,605 331,343 4,143
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TABLE 2–4.—MEDICARE ESTIMATED BENEFIT PAYMENTS BY STATE, FISCAL YEAR
1996—Continued

State
Medicare esti-
mated benefit

payments 1

HI and/or SMI
Medicare enroll-

ment 2

Estimated benefit
payments per en-

rollee

Wisconsin ........................................ 2,909,048 766,625 3,795
Wyoming ......................................... 197,719 61,465 3,217
Puerto Rico ..................................... 952,913 489,944 1,945
All other areas ................................ 36,142 321,269 112

Total all areas ....................... 191,176,132 37,979,904 5,034
1 In thousands of dollars.
2 As of September 30, 1996.

Note.—Benefit payments for all areas represent actual Department of Treasury (DOT) disbursements.
Distribution of benefit payments by State is based on a methodology which considered actual payments
to HMOs and estimated payments for other providers of Medicare services. Estimated payments were de-
termined by applying the relative weight of each State’s share of total fee-for-service provider payments
for fiscal year 1996 to the DOT disbursements net of managed care payments.

Source: Health Care Financing Administration.

ELIGIBILITY AND COVERAGE

AGED

Part A
Most Americans age 65 or older are automatically entitled to pro-

tection under part A. These individuals (or their spouses) estab-
lished entitlement during their working careers by paying the HI
payroll tax on earnings covered by either the Social Security or
Railroad Retirement Systems.

The HI tax was extended to Federal employment with respect to
wages paid on or after January 1, 1983. Beginning January 1,
1983, Federal employment is included in determining eligibility for
protection under Medicare part A. A transitional provision allows
individuals who were in the employ of the Federal Government
both before and during January 1, 1983, to have their prior Federal
employment considered as employment for purposes of providing
Medicare coverage. Employees of State and local governments,
hired after March 31, 1986, are also liable for the HI tax.

Persons age 65 or older who are not automatically entitled to
part A may obtain coverage, providing they pay the full actuarial
cost. The 1997 monthly premium is $311 ($187 for persons who
have at least 30 quarters of covered employment). The 1998 month-
ly premium is $309 ($170 for persons who have at least 30 quarters
of covered employment).

Part B
Part B of Medicare is voluntary. All persons age 65 or older (even

those not entitled to part A) may elect to enroll in the SMI Pro-
gram by paying the monthly premium. The 1997 and 1998 pre-
mium is $43.80 per month. Persons who voluntarily enroll in part
A are required to enroll in part B.
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DISABLED

Part A
Part A also covers, after a 2-year waiting period, people under

age 65 who are either receiving monthly Social Security benefits on
the basis of disability or receiving payments as disabled Railroad
Retirement System annuitants. (Dependents of the disabled are not
eligible.) In addition, most people who need a kidney transplant or
renal dialysis because of chronic kidney disease are entitled to ben-
efits under part A regardless of age.

Part B
Persons eligible for part A by virtue of disability or chronic kid-

ney disease may also elect to enroll in part B.

NUMBER OF BENEFICIARIES

In fiscal year 1996, 32.9 million aged and 4.8 million disabled
had protection under part A. Of those, 7.2 million aged and 1.0 mil-
lion disabled actually received reimbursed services. In fiscal year
1996, 31.9 million aged and 4.1 million disabled were enrolled in
part B. About 27.0 million of the aged and 3.3 million of the dis-
abled actually received reimbursed services (table 2–2).

BENEFITS AND BENEFICIARY COST SHARING

PART A
Part A coverage includes:
Inpatient hospital care.—The first 60 days of inpatient hospital

services in a benefit period are subject to a deductible ($760 in cal-
endar year 1997; $764 in 1998). A benefit period begins when a pa-
tient enters a hospital and ends when he has not been in a hospital
or SNF for 60 days. For days 61–90 in a benefit period, a coinsur-
ance amount ($190 in calendar year 1997; $191 in 1998) is im-
posed. When more than 90 days are required in a benefit period,
a patient may elect to draw upon a 60-day lifetime reserve. A coin-
surance amount ($380 in calendar year 1997; $382 in 1998) is im-
posed for each reserve day.

Skilled nursing facility care.—SNF care is up to 100 days (follow-
ing hospitalization) in a skilled nursing facility for persons in need
of continued skilled nursing care and/or skilled rehabilitation serv-
ices on a daily basis. After the first 20 days, there is a daily coin-
surance ($95 in calendar year 1997; $95.50 in 1998) amount.

Home health care.—Home health visits are provided to persons
who need skilled nursing care on an intermittent basis, or physical
therapy, or speech therapy. The Balanced Budget Act of 1997
gradually transfers from part A to part B home health visits that
are not part of the first 100 visits following a beneficiary’s stay in
a hospital or SNF (that is, postinstitutional visits) and during a
home health spell of illness. The transfer will be phased in over 6
years, between 1998 and 2003, with the Secretary transferring one-
sixth of the aggregate expenditures associated with transferred vis-
its in 1998; two-sixths in 1999; three-sixths in 2000; four-sixths in
2001; five-sixths in 2002; and six-sixths in 2003. Beginning Janu-
ary 1, 2003, part A will cover only postinstitutional home health
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services for up to 100 visits during a home health spell of illness,
except for those persons with part A coverage only, who will be cov-
ered for services without regard to the postinstitutional limitation.

Hospice care.—Hospice care services are provided to terminally
ill Medicare beneficiaries with a life expectancy of 6 months or less
for two 90-day periods, followed by an unlimited number of 60-day
periods. The medical director or physician member of the hospice
interdisciplinary team must recertify, at the beginning of 60-day
periods, that the beneficiary is terminally ill.

PART B

Part B of Medicare generally pays 80 percent of the approved
amount (fee schedule, reasonable charge, or reasonable cost) for
covered services in excess of an annual deductible ($100). Services
covered include:

Doctor’s services.—This category includes surgery, consultation,
and home, office and institutional visits. Certain limitations apply
for services rendered by dentists, podiatrists, and chiropractors and
for the treatment of mental illness.

Other medical and health services.—Laboratory and other diag-
nostic tests, x-ray and other radiation therapy, outpatient hospital
services, rural health clinic services, DME, home dialysis supplies
and equipment, artificial devices (other than dental), physical and
speech therapy, and ambulance services are also required.

Specified preventive services.—These services include a screening
mammography once every 2 years for persons over age 65 and at
specified intervals for the disabled; and effective January 1, 1998
annual mammograms for all women over age 40. A screening pap
smear (and, effective January 1, 1998, a screening pelvic exam) is
authorized once every 3 years, except for women who are at a high
risk of developing cervical cancer. Effective January 1, 1998, cov-
erage is provided for specified colorectal screening procedures. Ef-
fective July 1, 1998, coverage is authorized for diabetes self-man-
agement training services and bone mass measurements for high-
risk persons. Prostate cancer screenings are covered beginning Jan-
uary 1, 2000.

Drugs and vaccines.—Generally Medicare does not pay for out-
patient prescription drugs or biologicals. Part B pays for immuno-
suppressive drugs for 30 months following an organ transplant (ex-
tended to 36 months after 1997), erythropoietin for treatment of
anemia for persons with chronic kidney failure, and certain speci-
fied oral cancer drugs. The program also covers flu shots, pneumo-
coccal pneumonia vaccines, and hepatitis B vaccines for those at
risk.

Home health services.—Home services include an unlimited num-
ber of medically necessary home health visits for persons not cov-
ered under part A. The 20-percent coinsurance and $100 deductible
do not apply for such benefits. As noted above, the Balanced Budg-
et Act of 1997 gradually transfers some home health costs from
part A to part B, beginning in 1998.

Table 2–5 illustrates the deductible, coinsurance and premium
amounts for both part A and part B services from the inception of
Medicare.
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FINANCING

The Medicare Hospital Insurance Trust Fund (HI) finances serv-
ices covered under Medicare part A. The Supplementary Medical
Insurance Trust Fund (SMI) finances services covered under Medi-
care part B. The trust funds are maintained by the Department of
the Treasury. Each trust fund is actually an accounting mecha-
nism; there is no actual transfer of money into and out of the fund.
Income to each trust fund is credited to the fund in the form of
interest-bearing government securities. The securities represent ob-
ligations that the government has issued to itself. Expenditures for
services and administrative costs are recorded against the fund.

HOSPITAL INSURANCE TRUST FUND—INCOME

The primary source of income to the HI fund is HI payroll taxes.
This source accounted for $106.9 billion (88.3 percent) of the total
$121.1 billion in income for fiscal year 1996. Additional income
sources include premiums paid by voluntary enrollees, government
credits, interest on Federal securities, and taxation of a portion of
Social Security benefits.

Payroll taxes
The HI Trust Fund is financed primarily through Social Security

payroll tax contributions paid by employees and employers. Each
pays a tax of 1.45 percent on all earnings in covered employment.
The self-employed pay 2.9 percent. Prior to 1994, there was an
upper limit on earnings subject to the tax. An upper limit of
$68,400 in 1998 continues to apply under Social Security. Table 2–
6 shows the history of the contribution rates and maximum taxable
earnings base for the HI Programs.

Other income
The following are additional sources of income to the HI fund:

1. Railroad retirement account transfers.—In fiscal year 1996,
$401 million was transferred from the railroad retirement
fund. This is the estimated amount that would have been in
the fund if railroad employment had always been covered
under the Social Security Act.

2. Reimbursements for uninsured persons.—HI benefits are pro-
vided to certain uninsured persons who turned 65 before 1968.
Persons who turned 65 after 1967 but before 1974 are covered
under transitional provisions. Similar transitional entitlement
applies to Federal employees who retire before earning suffi-
cient quarters of Medicare-qualified Federal employment pro-
vided they were employed before and during January 1983.
Payments for these persons are made initially from the HI
Trust Fund, with reimbursement from the general fund of the
Treasury for the costs, including administrative expenses, of
the payments. In fiscal year 1996, $419 million was transferred
to HI on this basis.
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TABLE 2–6.—CURRENT LAW SOCIAL SECURITY PAYROLL TAX RATES FOR EMPLOYERS
AND EMPLOYEES AND TAXABLE EARNINGS BASES, 1977–98

Calendar year

Employee and employer rates, each
(percent) HI taxable

earnings
base

Maximum HI
taxOASDI

combined HI OASDHI
combined

1977 ................................ 4.95 0.90 5.85 $16,500 $148.50
1978 ................................ 5.05 1.10 6.05 17,700 194.70
1979 ................................ 5.08 1.05 6.13 22,900 240.45
1980 ................................ 5.08 1.05 6.13 25,900 271.95
1981 ................................ 5.35 1.30 6.65 29,700 386.10
1982 ................................ 5.40 1.30 6.70 32,400 421.20
1983 ................................ 5.40 1.30 6.70 35,700 464.10
1984 ................................ 5.70 1.30 7.00 37,800 491.40
1985 ................................ 5.70 1.35 7.05 39,600 534.60
1986 ................................ 5.70 1.45 7.15 42,000 609.00
1987 ................................ 5.70 1.45 7.15 43,800 635.10
1988 ................................ 6.06 1.45 7.51 45,000 652.50
1989 ................................ 6.06 1.45 7.51 48,000 696.00
1990 ................................ 6.20 1.45 7.65 51,300 743.85
1991 ................................ 6.20 1.45 7.65 1 125,000 1,812.50
1992 ................................ 6.20 1.45 7.65 130,200 1,887.90
1993 ................................ 6.20 1.45 7.65 135,000 1,957.50
1994 ................................ 6.20 1.45 7.65 2 none no limit
1995 ................................ 6.20 1.45 7.65 none no limit
1996 ................................ 6.20 1.45 7.65 none no limit
1997 ................................ 6.20 1.45 7.65 none no limit
1998 ................................ 6.20 1.45 7.65 none no limit

1 Prior to 1991, the upper limit on tax earnings was the same as for Social Security. The Omnibus
Budget Reconciliation Act of 1990 raised the limit in 1991 to $125,000. Under automatic indexing provi-
sions, the maximum was increased to $130,200 in 1992 and $135,000 in 1993.

2 The Omnibus Budget Reconciliation Act of 1993 eliminated the indexing provision entirely beginning
in 1994.

Source: Health Care Financing Administration.

3. Premiums from voluntary enrollees.—Certain persons not eligi-
ble for HI protection either on an insured basis or on the unin-
sured basis described above may obtain protection by enrolling
in the program and paying a monthly premium ($311 in 1997;
for persons who have at least 30 quarters of covered employ-
ment, $187 in 1997). This accounted for an estimated $1,107
million of financing in fiscal year 1996.

4. Payments for military wage credits.—Sections 217(g) and
229(b) of the Social Security Act, prior to modification by the
Social Security Amendments of 1983, authorized annual reim-
bursement from the general fund of the Treasury to the HI
Trust Fund for costs arising from the granting of deemed wage
credits for military service prior to 1957, according to quin-
quennial determinations made by the Secretary of Health and
Human Services. These sections, as modified by the Social Se-
curity Amendments of 1983, provided for a lump-sum transfer
in 1983 for costs arising from such wage credits. In addition,
the lump-sum transfer included combined employer-employee
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HI taxes on the noncontributory wage credits for military serv-
ice after 1965 and before 1984. After 1983, HI taxes on mili-
tary wage credits are credited to the fund on July 1 of each
year. The Social Security Amendments of 1983 also provided
for: (1) quinquennial adjustments to the lump-sum amount
transferred in 1983 for costs arising from pre–57 deemed wage
credits; and (2) adjustments as deemed necessary to any pre-
viously transferred amounts representing HI taxes on non-
contributory wage credits. In fiscal year 1996, this adjustment,
including the quinquennial adjustment, was $2.3 billion.

5. Tax on Social Security benefits.—Beginning in 1994, the trust
fund acquired an additional funding source. The Omnibus
Budget Reconciliation Act of 1993 (OBRA 1993) increased the
maximum amount of Social Security benefits subject to income
tax from 50 to 85 percent and provided that the additional rev-
enues would be credited to the HI Trust Fund. Revenue from
this source totaled $4.1 billion in fiscal year 1996.

6. Interest.—The remaining income to the trust fund consists al-
most entirely of interest on the investments of the trust fund.
Interest amounted to an estimated $10.5 billion in fiscal year
1996.

SUPPLEMENTARY MEDICAL INSURANCE TRUST FUND—INCOME

Part B is financed from premiums paid by the aged, disabled and
chronic renal disease enrollees and from general revenues. The pre-
mium rate is derived annually based on the projected costs of the
program for the coming year. The monthly premium amount in cal-
endar years 1997 and 1998 is $43.80.

When the program first went into effect in July 1966, the part
B monthly premium was set at a level to finance one-half of part
B program costs. Legislation enacted in 1972 limited the annual
percentage increase in the premium to the same percentage by
which Social Security benefits were adjusted for changes in cost of
living (that is, cost-of-living adjustments or COLAs). Under this
formula, revenues from premiums soon dropped from 50 to below
25 percent of program costs because part B program costs in-
creased much faster than inflation as measured by the Consumer
Price Index on which the Social Security COLA is based.

Since the early 1980s, Congress has regularly voted to set part
B premiums at a level to cover 25 percent of program costs, in ef-
fect overriding the COLA limitation. The 25-percent provisions first
became effective January 1, 1984. General revenues covered the re-
maining 75 percent of part B program costs. Congress took this
general approach again in OBRA 1990. However, OBRA 1990 set
specific dollar figures, rather than a percentage, in law for 1991–
95. These dollar figures reflected the Congressional Budget Office’s
(CBO) estimates of what 25 percent of program costs would be over
the 5-year period. Program costs grew at a slower rate than antici-
pated, in part due to subsequent legislative changes. As a result,
the 1995 premium of $46.10 covered an estimated 31.5 percent of
program costs.

OBRA 1993 extended the policy of setting the part B premium
at a level to cover 25 percent of program costs for 1996–98. As was
the case prior to 1991, a percentage rather than a fixed dollar fig-
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ure was used. As a result, the 1996 premium was $42.50, a full
$3.60 less than the 1995 premium. The 1997 and 1998 premiums
are $43.80. The Balanced Budget Act of 1997 permanently sets the
part B premium equal to 25 percent of program costs.

FINANCIAL STATUS OF HOSPITAL INSURANCE TRUST FUND

The Hospital Insurance Trust Fund balance is dependent on total
income to the HI Trust Fund exceeding total outlays from the fund.
Tables 2–7 and 2–8 show historical information from the 1997
Trustees’ Report on the operation of the trust fund. The Trustees’
Report also included projections. However, the Congress subse-
quently passed the Balanced Budget Act of 1997 which substan-
tially changed the expected operations of the fund. Tables 2–7, 2–
8, and 2–9 show preliminary projections for the 1997–2007 period
made following the enactment of the Balanced Budget Act.

The 1997 Trustees’ Report (Board of Trustees, Hospital Trust
Fund, 1997) stated that the program failed to meet both short-
range and long-range tests of financial adequacy. Disbursements
began to exceed income in 1995. Under the trustee’s 1997 inter-
mediate assumptions, the fund would have become insolvent in
2001. The Trustees’ Report had projected that the fund’s shortfall
would be $23.4 billion at the end of calendar 2001. The shortfall
would continue to build each year, rising to $429.8 billion at the
end of fiscal year 2006 and $471.6 billion at the end of calendar
year 2006.

The projections included in the 1997 Trustees’ Reports have been
substantially modified as a result of the enactment of the Balanced
Budget Act (table 2–9). This legislation provides for the transfer of
a portion of home health spending (currently the fastest growing
part A expenditure) from part A to part B. It also includes addi-
tional provisions designed to stem the growth in part A expendi-
tures. These provisions include the implementation of prospective
payment systems for home health services and skilled nursing fa-
cility services and limits on the increases in hospital payments.
When the Balanced Budget Act of 1997 was enacted, CBO pro-
jected that the insolvency date would be postponed from 2001 to
fiscal year 2007. Subsequently, the administration estimated that
the year of exhaustion would be 2010 (see table 2–9).

Despite short-term improvements, the fund still faces insolvency.
Beginning in fiscal year 1996, HI costs began to rise faster than
income. The CBO expects this trend to continue, though at a some-
what slower pace as the result of the Balanced Budget Act of 1997.
The administration projects that income will still slightly exceed
costs over the short term and costs will again exceed income after
2007. Historically, the shortfall has been primarily attributable to
the increase in hospital payments which have accounted for over 65
percent of HI benefit payments.

Beginning in 2011, the program will begin to experience the im-
pact of major demographic changes. First, baby boomers (persons
born between 1946 and 1964) begin turning age 65. Second, there
will be a shift in the number of covered workers supporting each
HI enrollee. In 1996, there were 3.9 workers for every beneficiary;
in 2030 there will only be an estimated 2.3.
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The combination of expenditure and demographic factors is also
reflected in the increasing size of the HI Program relative to other
sectors of the economy. According to the 1997 Trustees’ Report, the
program’s cost is expected to rise from 1.7 percent of gross domestic
product (GDP) in 1996 to about 5 percent of GDP in 2070. This es-
timate was made prior to enactment of the Balanced Budget Act
of 1997.

FINANCIAL STATUS OF SUPPLEMENTARY MEDICAL INSURANCE TRUST
FUND

Because the SMI Trust Fund is financed through beneficiary pre-
miums and Federal general revenues, it does not face the prospect
of depletion, as does the HI Trust Fund. However, the rising cost
of the program is placing a burden on the trust fund, and by exten-
sion on beneficiaries (in the form of premiums) and Federal general
revenues. Table 2–10 shows historical information from the 1997
Trustees’ Report (Board of Trustees, Federal Hospital Insurance
Trust Fund, 1997).

COMPARISON OF MEDICARE LIFETIME BENEFITS WITH BENEFICIARY
CONTRIBUTIONS

Medicare beneficiaries typically get back considerably more in
Medicare benefits than they contribute in payroll taxes and pre-
miums over their lifetimes. CBO has estimated (based on the 1996
Trustees’ Report) the extent to which Medicare enrollees’ contribu-
tions (through the HI payroll tax and the SMI premium) cover the
expected value of their benefits under the program. Results are
presented only for self-insured men and women (that is, those who
obtain benefits on the basis of their own work history) who worked
each year at an average wage from 1966 until retirement at age
65. Three groups of persons are shown—persons who reach 65 as
of 1985, 1995, and 2005. All estimates, which were made prior to
the enactment of the Balanced Budget Act of 1997, are dependent
on uncertain projections of future health spending.

For a self-insured man who worked continuously at an average
wage from 1966 (when Medicare began) until retirement in 1985,
the present discounted value of their contributions is about 29 per-
cent of the expected value of lifetime Medicare benefits. For men
retiring in 1995, contributions represent about 37 percent of bene-
fits; for those retiring in 2005, contributions represent about 41
percent. Contributions through HI payroll taxes increases relative
to HI benefits for later retirees because the HI payroll tax (which
began in 1966) was paid for a greater proportion of their working
years. Conversely, contributions through SMI premiums relative to
SMI benefits decline because, under the law in effect prior to the
Balanced Budget Act of 1997, after 1998 annual premium increases
were limited by the percentage increase in the Social Security
COLA (see table 2–11).
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TABLE 2–11.—CONTRIBUTIONS AS A PERCENT OF EXPECTED LIFETIME BENEFITS
UNDER MEDICARE FOR SELECTED SELF-INSURED ENROLLEES REACHING AGE 65 AS
OF 1985, 1995, OR 2005

Category
Year

1985 1995 2005

Self-insured men who earned average wages:
Hospital insurance .............................................. 31.6 50.4 66.2
Supplementary medical insurance ...................... 24.3 17.8 11.5

Medicare total ............................................ 28.9 37.3 41.0

Self-insured women who earned average wages:
Hospital insurance .............................................. 26.0 42.7 56.9
Supplementary medical insurance ...................... 24.5 16.9 11.8

Medicare total ............................................ 25.5 31.8 36.0

Note.—Contributions include employers’ and employees’ hospital insurance (HI) payroll taxes, interest,
and supplementary medical insurance (SMI) premiums. Any other taxes paid by enrollees are not in-
cluded. Estimates are for beneficiaries with sufficient work history to qualify for benefits. However, up to
20 percent of Medicare beneficiaries qualify on the basis of their spouse’s work history, not their own.
For spouse-insured beneficiaries, contributions as a percent of benefits are lower because spouse-insured
beneficiaries paid little or no HI payroll taxes. Estimates assume an expected lifetime at age 65 of 15
years for men (to age 80) and 19 years for women (to age 84). Present discounted values for expected
benefits were obtained using the average interest rate projected for HI Trust Fund earnings over the
same years.

Source: Congressional Budget Office.

Contributions by self-insured women as a percentage of expected
benefits are smaller than they are for men. Actual contributions by
men and women are the same in the illustrative calculations. How-
ever, a woman’s lifetime benefits are larger because a woman’s life-
time expectancy is 4 years longer at age 65 (table 2–11).

In 1995 dollars, the present discounted value of Medicare bene-
fits net of contributions (that is the net transfer or subsidy value)
is estimated at $32,222 for men and $41,355 for women who retired
in 1985. For those retiring in 1995, the value is estimated at
$51,813 for men and $68,777 for women. CBO projects that values
will continue to increase in the future, reaching $71,868 for men
and $91,594 for women by 2005 (table 2–12).
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TABLE 2–12.—PRESENT DISCOUNTED VALUE OF LIFETIME BENEFITS, CONTRIBUTIONS,
AND NET TRANSFER UNDER MEDICARE FOR SELECTED SELF-INSURED ENROLLEES
REACHING AGE 65 IN 1985, 1995, OR 2005

[In constant 1995 dollars]

Category
Year

1985 1995 2005

Self-insured men who earned average
wages:

Benefits ............................................. $45,305 $82,599 $121,898
Contributions ..................................... 13,083 30,787 50,030

Net transfer .............................. 32,222 51,813 71,868

Self-insured women who earned average
wages

Benefits ............................................. 55,483 100,862 143,036
Contributions ..................................... 14,128 32,084 51,442

Net transfer .............................. 41,355 68,777 91,594

Note.—Contributions include employers’ and employees’ HI payroll taxes, interest, and SMI premiums.
Any other taxes paid by enrollees are included. Net transfer is benefits net of contributions. Estimates
are for beneficiaries with sufficient work history to qualify for benefits. However, up to 20 percent of
Medicare beneficiaries qualify on the basis of their spouse’s work history, not their own. For spouse-
insured beneficiaries qualify on the basis of their spouse’s work history, not their own. For spouse-
insured beneficiaries, contributions as a percent of benefits are lower and the net transfer is larger be-
cause spouse-insured beneficiaries paid little or no HI payroll taxes. Estimates assume an expected life-
time at age 65 to 15 years for men (to age 80) and 19 years for women (to age 84). Present dis-
counted values for unexpected benefits were obtained using the average interest rate projected for HI
Trust Fund earnings over the same years. The CPI–U was used to get constant 1995 dollars.

Source: Congressional Budget Office.

PART A SERVICES—COVERAGE AND PAYMENTS

INPATIENT HOSPITAL SERVICES

Medicare part A provides reimbursement for inpatient hospital
care through the prospective payment system (PPS), established by
Congress in the Social Security Amendments of 1983 (Public Law
98–21). Before the enactment of PPS, Medicare paid hospitals ret-
rospectively for the full costs they incurred, subject to certain limits
and tests of reasonableness. Congress had previously acted to con-
tain growing hospital costs by placing certain limits on routine in-
patient care operating costs. However, medical costs continued to
grow faster than the rate of inflation in the early 1980s, so PPS
was enacted to constrain the growth of Medicare’s inpatient hos-
pital costs by providing incentives for hospitals to provide care
more efficiently (see appendix D for further information about hos-
pital services).

Under PPS, fixed hospital payment amounts are established in
advance of the provision of services on the basis of a patient’s diag-
nosis. Hospitals that are able to provide services for less than the
fixed PPS payment may keep the difference. Hospitals with costs
that exceed the fixed PPS payment lose money on the case. The
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system’s fixed prices are determined in advance on a cost-per-case
basis, using a classification system of over 500 diagnosis-related
groups (DRGs). Each Medicare case is assigned to one of the DRGs
based on the patient’s medical condition and treatment. DRGs are
assigned relative weights to reflect the variation in the costs of
treating a particular diagnosis. The DRG-based payment rate is de-
signed to represent the national average cost per case for treating
a patient with a particular diagnosis. Payments for a particular
DRG will vary among different hospitals depending on the hos-
pital’s location and certain other characteristics. In a particular
hospital, all cases assigned to the same DRG are reimbursed at the
same predetermined rate.

The PPS payment rates are updated each year using an update
factor which is determined, in part, by the projected increase in the
hospital market basket index (MBI). The hospital MBI measures
the cost of goods and services that are purchased by hospitals,
yielding one price inflator for all hospitals in a given year.

In addition to the basic DRG payment for each case, PPS hos-
pitals may also receive certain supplemental Medicare payments.
Additional hospital payments include indirect medical education
costs, disproportionate-share hospital payments, outlier payments,
and payments for inpatient dialysis provided to end-stage renal dis-
ease beneficiaries. Certain categories of hospital expenses are not
included in the PPS rates and are reimbursed in some other way,
including direct medical education costs and capital-related costs.
Certain facilities receive special treatment under PPS, particularly
certain types of isolated or essential hospitals in rural areas, in-
cluding regional referral centers (RRCs), sole community hospitals
(SCHs), and Medicare-dependent small rural hospitals.

Specialized facilities are excluded from PPS and are paid on the
basis of reasonable costs subject to rate of increase limits. PPS-
exempt facilities include psychiatric hospitals, rehabilitation hos-
pitals, children’s hospitals, cancer research centers, and long-term
care hospitals. States are also allowed to apply for a waiver from
PPS and establish a prospective system for setting hospital rates
instead of what would be paid under PPS; Maryland is the only
State that continues to operate under such a waiver.

Table 2–13 provides 1995 data on the utilization of inpatient hos-
pital services by type of enrollee and type of hospital.

SKILLED NURSING FACILITY SERVICES

Coverage
The Medicare Program covers extended care services provided in

nursing homes for beneficiaries who require additional skilled
nursing care and rehabilitation services following a hospitalization.
These extended care services, commonly known as skilled nursing
facility (SNF) benefits, are covered under part A of the program for
up to 100 days per spell of illness and must be provided in a skilled
nursing facility certified to participate in Medicare. A spell of ill-
ness is that period which begins when a beneficiary is furnished
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inpatient hospital or SNF care and ends when the beneficiary has
been neither an inpatient of a hospital nor an SNF for 60 consecu-
tive days. A beneficiary may have more than one spell of illness per
year.

In order to be eligible for SNF care, the beneficiary must have
been an inpatient of a hospital for at least 3 consecutive days and
must be transferred to a SNF, usually within 30 days of discharge
from the hospital. Furthermore, a physician must certify that the
beneficiary is in need of skilled nursing care or other skilled reha-
bilitation services, which as a practical matter can only be provided
on an inpatient basis and which are related to the condition for
which the beneficiary was hospitalized.

Covered SNF services include the following:
—Nursing care provided by or under the supervision of a reg-

istered nurse;
—Room and board;
—Physical or occupational therapy or speech-language pathology;
—Medical social services;
—Drugs, biologicals, supplies, appliances, and equipment ordi-

narily furnished by a SNF for the care of patients;
—Medical services of interns and residents in training under an

approved teaching program of a hospital with which the SNF
has a transfer agreement; and

—Other services necessary to the health of patients that are gen-
erally provided by SNFs.

Reimbursement
Medicare has reimbursed the great bulk of skilled nursing facil-

ity (SNF) care on a retrospective cost-based basis. This has meant
that SNFs have been paid after services were delivered for the rea-
sonable costs (as defined by program) they incurred for the care
they provided. For these purposes, the costs SNFs incurred for pro-
viding services to beneficiaries were divided into three major cat-
egories: (1) routine service costs—nursing, room and board, admin-
istrative, and other overhead costs; (2) ancillary services, such as
therapy services, laboratory, radiology procedures, supplies and
other equipment; and (3) capital-related costs, including net depre-
ciation expense, taxes, lease and rental payments, improvements
that extend the life of or increase productivity of assets, net inter-
est expense, and so forth.

Routine costs have been subject to national average per diem
limits, adjusted to reflect differences in wage levels from area to
area. Ancillary service and capital costs have been paid on the
basis of reasonable costs and neither have been subject to limits.

Beginning July 1, 1998, the Balanced Budget Act of 1997 phases
in a prospective payment system for SNFs that will pay a Federal
per diem rate for covered SNF services. Covered services will in-
clude part A SNF as well as all services for which payment may
be made under part B during the period when the beneficiary is
provided covered SNF care (excluding, however, physician services,
certain nurse practitioner and physician assistant services, cer-
tified nurse-midwife services, qualified psychologist services, serv-
ices of a certified registered nurse anesthetist, certain dialysis serv-
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ices and drugs, and in 1998 only, the transportation costs of elec-
trocardiogram equipment).

The Federal per diem payment will cover routine service costs,
ancillary costs, and capital-related costs, but will not include costs
associated with approved educational activities. The actual per
diem rate received by a facility will include adjustments for case
mix based on a resident classification system established by the
Secretary to account for relative resource utilization of different pa-
tient types. The labor-related portion of the rate will also include
budget-neutral adjustments to reflect the relative levels of wages
and wage-related cost for the geographic area in which the facility
is located.

The resident classification system used by the Secretary for the
new SNF prospective payment system is expected to be similar to
that developed under a Health Care Financing Administration
demonstration known as resource utilization groups (RUGs)–III.
Under RUGs–III, classification is based on residents’ clinical condi-
tions; extent of services needed, such as nursing care, rehabilita-
tion, respiratory/ventilator care of tube feedings; and functional
status, such as the amount of support needed to eat or toilet. This
new system pays, for example, three times more for bedridden, se-
verely ill patients needing a variety of therapies than for ambula-
tory patients who need only posthospital monitoring and surgical
wound treatment.

For a beneficiary residing in a SNF (or a part of a facility that
includes a SNF) but no longer eligible for part A SNF care, pay-
ments for part B covered services will have to be made to the facil-
ity whether or not the item or service was furnished by the facility,
by others under arrangement, or under any other contracting or
consulting arrangement. This requirement is often referred to as
the ‘‘consolidated billing’’ provision of the new law. Payment for
part B items and services must include a code identifying the items
or services delivered. In addition, bills submitted by physicians
must include the SNFs provider number.

Growth in payments
For the past several years, SNF care has been one of Medicare’s

fastest growing benefits. SNF spending in calendar year 1990 stood
at $2.5 billion; by calendar year 1996 it had increased to $11.7 bil-
lion, for an average annual growth rate of 29 percent (see table 2–
14). Because spending for SNF care has been growing at a faster
rate than other benefits, both its share of total Medicare spending
as well as its share of total part A expenditures have increased sig-
nificantly, actually doubling during this same period. Table 2–14
presents historical SNF spending data on a calendar year basis.

Table 2–15 shows that since 1990 the number of Medicare bene-
ficiaries receiving SNF care grew from 638,000 to 1,145,000 in 1996
or by 79.5 percent; the number of covered days grew from 25.1 mil-
lion to 40.2 million or by 60 percent. Payment per day, however,
tripled, increasing by 198 percent during the period, and reached
$292 per day.
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TABLE 2–14.—ESTIMATED MEDICARE PAYMENTS FOR SKILLED NURSING FACILITY CARE
BY TYPE OF SERVICE, 1983–96 1

Payments
(in billions)

Percent
change 2

Calendar year:
1983 ........................................................................... $0.5 ....................
1984 ........................................................................... 0.6 6.9
1985 ........................................................................... 0.6 2.9
1986 ........................................................................... 0.6 0.2
1987 ........................................................................... 0.6 8.8
1988 ........................................................................... 0.9 47.1
1989 ........................................................................... 3.5 275.7
1990 ........................................................................... 2.5 ¥29.0
1991 ........................................................................... 2.9 18.4
1992 ........................................................................... 4.5 55.3
1993 ........................................................................... 6.5 44.4
1994 ........................................................................... 8.4 29.2
1995 1 ......................................................................... 10.4 23.8
1996 1 ......................................................................... 11.7 12.5

1 Estimated.
2 Rounding in payments may not reflect actual change.

Note.—Payments reported here are incurred expenditures, net of beneficiary copayments.

Source: Health Care Financing Administration, Office of the Actuary, and Prospective Payment Assess-
ment Commission (1995, 1996).

TABLE 2–15.—MEDICARE SKILLED NURSING FACILITY UTILIZATION AND PAYMENTS PER
PERSON SERVED, 1983–96

Calendar year

People served Days Payment per day

Number Per 1,000
enrollees

Number
(in millions)

Per person
served Amount Percent

change

1983 ......................... 265,000 9 9.3 35.1 $56 ................
1984 ......................... 299,000 10 9.6 32.2 58 3.2
1985 ......................... 314,000 10 8.9 28.4 65 11.1
1986 ......................... 304,000 10 8.2 26.8 71 9.6
1987 ......................... 293,000 9 7.4 25.4 84 19.3
1988 ......................... 384,000 12 10.7 27.8 87 2.6
1989 ......................... 636,000 19 29.8 46.8 117 34.6
1990 ......................... 638,000 19 25.1 39.5 98 ¥16.1
1991 ......................... 671,000 20 23.7 35.3 123 25.9
1992 ......................... 785,000 22 29.0 36.9 157 27.1
1993 ......................... 908,000 25 34.4 37.9 188 20.1
1994 ......................... 1,068,000 29 37.1 39.7 226 20.1
1995 ......................... 1,110,000 30 39.8 35.1 267 18.1
1996 1 ...................... 1,145,000 30 40.2 35.1 242 9.3

1 Estimated.

Source: Health Care Financing Administration, Office of the Actuary.
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Tables 2–14 and 2–15 also show that SNF utilization and spend-
ing first began to increase significantly in 1988 and 1989. These in-
creases can be traced to significant changes that occurred in the
benefit at that time. First HCFA issued new coverage guidelines
that became effective early in 1988. The guidelines provided SNFs
a great deal more information than had previously existed about
criteria that must be met for a beneficiary to receive Medicare cov-
erage. Prior to this time, studies had pointed to a lack of adequate
written guidance on coverage criteria that led to inconsistencies in
coverage decisions for a benefit that was intended to be uniform
across the country. As a result, many SNFs were reluctant to ac-
cept Medicare beneficiaries because of the possibility that a submit-
ted claim would be retroactively denied. The 1988 guidelines clari-
fied coverage criteria by providing numerous examples of covered
and noncovered care. Furthermore, the guidelines explained that
even when a patient’s full or partial recovery is not possible, care
could be covered if it were needed to prevent deterioration or to
maintain current capabilities. Previously, some care had been de-
nied because patients’ health status was not expected to improve.

The second major, though temporary, change in Medicare’s SNF
benefit came in 1988 with the enactment of the Medicare Cata-
strophic Coverage Act (MCCA). Effective beginning in 1989, this
legislation: eliminated the SNF benefit’s prior hospitalization re-
quirement; revised the coinsurance requirement to be equal to 20
percent of the national average estimated per diem cost of SNF
services for the first 8 days of care; and authorized coverage of up
to 150 days of care per calendar year (rather than 100 days per
spell of illness). These changes were repealed in 1989, and the SNF
benefit’s structure assumed its prior form. Table 2–14 shows that
spending for SNF care decreased by 29 percent between 1989 and
1990, but did not drop back to 1988 levels. Studies have suggested
that the coverage guidelines and MCCA changes together might
have caused a long-run shift in the nursing home industry toward
Medicare patients that would not end with the repeal of MCCA.
This trend is reflected in data showing a 65-percent increase, from
8,638 to 14,219, in facilities participating in Medicare between
1989 and 1996.

As noted above, large average annual rates of growth in Medi-
care SNF spending can be explained not only by increases in vol-
ume of services covered, but also by significant increases in reim-
bursements per day of care. Prospective Payment Assessment Com-
mission analysis has shown that Medicare reimbursement policies
may explain this increase. While routine care costs are subject to
per diem limits, ancillary services are not. Higher ancillary service
use, therefore, results in greater Medicare payments. In addition,
a SNF may claim high ancillary service use as a justification for
an exemption from routine service cost limits, thereby increasing
those payments. In 1990, charges for physical, occupational,
speech, and respiratory therapy services were approximately 15
percent of total Medicare SNF charges. By 1994, these services rep-
resented over 30 percent of charges. Although final payments for
therapy and other ancillary services are based on costs rather than
charges, these estimates reveal the relative importance of these
services in the overall growth of Medicare Program payments for
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SNF services. This growth is expected to be controlled in the future
by the new SNF prospective payment system mandated by the Bal-
anced Budget Act of 1997.

HOME HEALTH SERVICES

Coverage
Both parts A and B of Medicare cover home health visits for per-

sons who need skilled nursing care on an intermittent basis or
physical therapy or speech therapy. Persons must also be home-
bound and under the care of a physician who establishes and peri-
odically reviews a plan of care for the patient. While a beneficiary
cannot become eligible for home health on the basis of needing only
occupational therapy, this need can continue eligibility for home
health care coverage, even if intermittent skilled nursing care or
physical or speech therapy are no longer needed.

Medicare’s home health benefit is intended to serve beneficiaries
needing acute medical care that must be provided by skilled health
care personnel, and was never envisioned as providing coverage for
the nonmedical supportive care and personal care assistance need-
ed by chronically impaired persons. If beneficiaries meet the re-
quired eligibility criteria, they become entitled to an unlimited
number of home health visits. Home health visits are not subject
to deductibles or coinsurance.

For beneficiaries meeting the qualifying criteria, Medicare’s
home health benefit covers the following services:

—Part-time or intermittent nursing care provided by or under
the supervision of a registered nurse;

—Physical or occupational therapy or speech-language pathology
services;

—Medical social services;
—Part-time or intermittent services of a home health aide who

has successfully completed a training program approved by the
Secretary;

—Medical supplies (excluding drugs and biologicals) and durable
medical equipment;

—Medical services provided by an intern or resident in training
under an approved training program with which the agency
may be affiliated; and

—Certain other outpatient services which involve the use of
equipment that cannot readily be made available in the bene-
ficiary’s home.

In 1989, as a result of an agreement reached in a class action
lawsuit, Duggan v. Bowen, HCFA published new manual instruc-
tions that clarified the criteria which must be met for Medicare
coverage of home health services. The coverage guidelines, for ex-
ample, specify that to meet the requirement of needing ‘‘intermit-
tent’’ skilled nursing care, an individual must have a medically pre-
dictable recurring need for skilled nursing services. This need can
be met in most instances if the individual requires these services
at least once every 60 days. The guidelines further provide that a
service is not considered a skilled nursing service merely because
it is performed by or under the direct supervision of a licensed
nurse; instead the inherent complexity of the service, the condition
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of the patient, and accepted standards of medical and nursing prac-
tice must be considered. Skilled nursing services may be justified
for such purposes as treatment of illness or injury; observation and
assessment of a patient’s condition when only the specialized skills
of a medical professional can determine a patient’s status; manage-
ment and evaluation of a patient care plan to ensure that essential
nonskilled care is achieving its purpose; and teaching and training
activities for the patient and the patient’s family or care givers.

The Balanced Budget Act included several provisions which clari-
fied coverage criteria for home health care:

—Persons will no longer be able to qualify for Medicare’s home
health benefit on the basis of needing skilled nursing care for
venipuncture for the purpose of obtaining a blood sample.

—Effective for services furnished on or after October 1, 1997, the
Medicare statute includes definitions for part-time and inter-
mittent skilled nursing and home health aide services. For pur-
poses of receiving skilled nursing and home health aide serv-
ices, ‘‘part-time or intermittent’’ is defined as skilled nursing
and home health aide services furnished any number of days
per week as long as they were furnished (combined) less than
8 hours each day and 28 or fewer hours each week (or, subject
to review on a case-by-case basis as to the need for care, less
than 8 hours each day and 35 or fewer hours per week). For
purposes of qualifying for Medicare’s home health benefit be-
cause of a need for intermittent skilled nursing care, ‘‘intermit-
tent’’ is defined as skilled nursing care that is either provided
or needed on fewer than 7 days each week, or less than 8 hours
of each day for periods of 21 days or less (with extensions in
exceptional circumstances when the need for additional care is
finite and predictable).

—The Secretary of Health and Human Services is required to
conduct a study on the criteria that should be applied for de-
termining whether an individual should be considered home-
bound for purposes of qualifying for Medicare’s home health
benefit. The criteria should include the extent and cir-
cumstances under which a person may be absent from the
home but nonetheless qualify. The Secretary is required to re-
port to Congress by October 1, 1998, and make specific rec-
ommendations on such criteria.

—Effective for services furnished on or after October 1, 1997, the
Secretary is required to establish normative guidelines for the
frequency and duration of home health services. Payments will
be denied for visits that exceed the normative standards. The
Secretary is also authorized to establish a process for notifying
a physician when the number of home health visits furnished
according to a prescription or certification of the physician sig-
nificantly exceeds the threshold normative guidelines. The Sec-
retary may adjust the thresholds to reflect demonstrated dif-
ferences in the need for home health services among different
beneficiaries.

Reimbursement
Home health care agencies have been reimbursed on the basis of

reasonable costs, up to specified limits. Cost limits are determined



135

separately for each type of covered home health service (skilled
nursing care, physical therapy, speech pathology, occupational
therapy, medical social services, and home health aide), and accord-
ing to whether an agency is located in an urban or rural area. Cost
limits, however, have been applied to aggregate agency expendi-
tures; that is, an aggregate cost limit is set for each agency that
equals the limit for each type of service multiplied by the number
of visits of each type provided by the agency.

The Balanced Budget Act reduces the per visit cost limits from
112 percent of the mean labor-related and nonlabor per visit cost
to 105 percent of the national median of labor-related and nonlabor
costs for freestanding home health agencies, effective for cost-
reporting periods beginning October 1, 1997 (in effect, delaying the
cycle for updating the limits).

In addition, home health agencies, for cost-reporting periods be-
ginning on or after October 1, 1997, will be paid the lesser of: (1)
their actual costs (that is, allowable reasonable costs); (2) the per
visit limits, reduced to 105 percent of the national median, applied
in the aggregate; or (3) a new blended agency-specific per bene-
ficiary annual limit applied to the agency’s unduplicated census
count of patients. The blended per beneficiary limit will be based
75 percent on an agency’s own costs per beneficiary and 25 percent
on the average cost per beneficiary for agencies in the same census
region (adjusted for differences in labor costs). These costs will be
calculated from cost reports for cost-reporting periods ending in fis-
cal year 1994, recognizing 98 percent of reasonable costs for that
period and updating them by the home health market basket. The
costs associated with nonroutine medical supplies would be in-
cluded in this calculation. For new providers and those providers
without a 12-month cost-reporting period ending in fiscal year
1994, the per beneficiary limit will equal the median of these limits
(or the Secretary’s best estimates) applied to home health agencies.
Home health agencies that have altered their corporate structure
or name will not be considered new providers for these purposes.
For beneficiaries using more than one home health agency, the per
beneficiary limitation will be prorated among the agencies.

The Secretary is required to establish the per visit limits in effect
for fiscal year 1998 by January 1, 1998, and the per beneficiary
limits by April 1, 1998. For subsequent fiscal years (beginning Oc-
tober 1), the Secretary will be required to establish limits by the
prior August 1.

Prospective payment for home health care
Beginning October 1, 1999, the Secretary is required to establish

a prospective payment system (PPS) for home health and imple-
ment the system. All services covered and paid on a reasonable cost
basis at the time of enactment of the Balanced Budget Act includ-
ing medical supplies, must be paid on a prospective basis. For the
new prospective system, the Secretary will consider an appropriate
unit of service and the number, type, and duration of visits pro-
vided within that unit, potential changes in the mix of services pro-
vided within that unit and their cost, and a general system design
that provides for continued access to quality services. In imple-
menting the system, the Secretary can provide for a transition of



136

not longer than 4 years during which a portion of the payment will
be based on agency-specific costs, but only if aggregate payments
are not greater than they would have been if a transition had not
occurred.

Under the new system, the Secretary will compute a standard
prospective payment amount (or amounts) that will initially be
based on the most current audited cost report data available to the
Secretary. For fiscal year 2000, payment amounts under the pro-
spective system must be computed in such a way that total pay-
ments will equal amounts that would have been paid had the sys-
tem not been in effect, but will also reflect a 15-percent reduction
in cost limits and per beneficiary limits in effect September 30,
1999. To assure savings from this reduction, the Secretary will be
required to reduce cost limits and per beneficiary limits in effect
September 30, 1999, by 15 percent, even if the Secretary is not pre-
pared to implement the new system on October 1.

The payment amount for a unit of home health service will be
adjusted by a case-mix adjustor factor established by the Secretary
to explain a significant amount of the variation in the cost of dif-
ferent units of service. The labor-related portion of the payment
amount will be adjusted by an area wage adjustment factor that
reflects the relative level of wages and wage-related costs in a par-
ticular geographic area as compared to the national average.

Claims for home health services furnished on or after October 1,
1998, will have to contain an appropriate identifier for the physi-
cian prescribing home health services or certifying the need for
care. Claims will also be required to include information on the
length of time of a service unit, as measured in 15-minute incre-
ments. The categories of services for which time information must
be included on a claim are skilled nursing care; physical and occu-
pational therapy and speech-language pathology; medical social
services; and home health aide services.

In order for home health services to be considered covered care,
home health care agencies will be required to submit claims for all
services, and all payments will have to be made to a home health
agency without regard to whether the item or service was fur-
nished by the agency, by others under arrangement, or under any
other contacting or consulting arrangement.

Transfer of some home health payments to part B
Under current law, both parts A and B of Medicare cover home

health. Neither part of the program applies deductibles or coinsur-
ance to covered visits, and beneficiaries are entitled to an unlim-
ited number of visits as long as they meet eligibility criteria. Sec-
tion 1833(d) of Medicare law prohibits payments under part B for
covered services to the extent that individuals are also covered
under part A for the same services. As a result, the comparatively
few persons who have no part A coverage are the only beneficiaries
for whom payments have been made under part B.

The Balanced Budget Act of 1997 gradually transfers from part
A to part B home health visits that are not part of the first 100
visits following a beneficiary’s stay in a hospital or SNF (that is,
postinstitutional visits) and during a home health spell of illness.



137

The transfer will be phased in over a period of 6 years, between
1998 and 2003, with the Secretary transferring one-sixth of the ag-
gregate expenditures associated with transferred visits in 1998 and
an additional one-sixth each year thereafter until fully imple-
mented in 2003. Beginning January 1, 2003, part A will cover only
postinstitutional home health services for up to 100 visits during
a home health spell of illness, except for those persons with part
A coverage only, who will be covered for services without regard to
the postinstitutional limitation.

The increase in the part B premium attributable to transferred
expenditures will be phased in over a period of 7 years, between
1998 and 2004. For 1998, the part B premium will be increased by
one-seventh of the extra costs due to the transfer; for 1999, the
part B premium will be increased by two-sevenths of the extra
costs; for 2000, three-sevenths; for 2001, four-sevenths; for 2002,
five-sevenths; for 2003, six-sevenths; and for 2004, the total of the
extra costs due to the transfer.

Postinstitutional home health services are defined for these pur-
poses as services furnished to a Medicare beneficiary: (1) after an
inpatient hospital or rural primary care hospital stay of at least 3
consecutive days, initiated within 14 days after discharge; or (2)
after a stay in a SNF, initiated within 14 days after discharge.
Home health spell of illness is defined as the period beginning
when a patient first receives postinstitutional home health services
and ending when the beneficiary had not received inpatient hos-
pital, SNF, or home health services for 60 days.

Claims administration for transferred visits will continue to be
done by part A fiscal intermediaries.

In related Medicaid provisions, States will receive allotments to
cover under their Medicaid Programs that portion of the Medicare
part B premium attributable to the transfer of visits to part B for
Medicare beneficiaries with incomes between 135 and 175 percent
of poverty. The Federal Government will pay 100 percent of these
costs, just so long as a State does not exceed its allotment. (See
Specified Low-Income Beneficiaries, below.)

The Balanced Budget Act also includes a provision requiring the
Secretary, not later than October 1, 1997, to report to the Com-
merce, Ways and Means, and Finance Committees on an estimate
of Medicare home health outlays under parts A and B during each
of fiscal years 1998–2002. Not later than the end of each of the
years 1999–2002, the Secretary is also required to submit a report
that compares actual outlays with estimated outlays. If the Sec-
retary finds for a fiscal year that actual outlays were greater than
estimated outlays, the report is also required to include rec-
ommendations regarding beneficiary copayments or such other
methods as will reduce the growth in outlays for Medicare home
health services.

Growth in payments
For the past several years, the home health benefit has been

Medicare’s fastest growing benefit. As table 2–16 indicates, spend-
ing for home health began to increase in 1989 when the total stood
at $2.5 billion. By 1996, spending had increased to $18.1 billion, for
an average annual rate of growth of 33 percent. Because spending
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for home health has been growing at a faster rate than other bene-
fits, its share of total net Medicare spending has also increased. Al-
most all home health claims have been paid out of the Medicare
Part A Hospital Insurance Trust Fund, but beginning with fiscal
year 1998, this will change as explained above.

TABLE 2–16.—MEDICARE PAYMENTS FOR HOME HEALTH, 1983–96 1

Calendar year Payments
(in billions)

Percent
change 2

1983 .................................................................................... $1.6 NA
1984 .................................................................................... 1.8 17.5
1985 .................................................................................... 1.9 4.0
1986 .................................................................................... 1.9 ¥0.5
1987 .................................................................................... 1.9 ¥1.2
1988 .................................................................................... 2.0 8.3
1989 .................................................................................... 2.5 23.3
1990 .................................................................................... 3.9 53.2
1991 .................................................................................... 5.6 43.6
1992 .................................................................................... 7.9 41.1
1993 .................................................................................... 10.3 30.4
1994 .................................................................................... 13.3 30.1
1995 .................................................................................... 16.2 21.8
1996 3 .................................................................................. 18.1 11.7

1 Includes both part A and part B expenditures.
2 Rounding in payments may not reflect actual change.
3 Estimated.

NA—Not applicable.

Note.—Payments reported here are incurred expenditures rather than outlays.

Source: Health Care Financing Administration, Office of the Actuary and Prospective Payment Assess-
ment Commission (1995, 1996).

Table 2–17 shows that most of the growth in home health spend-
ing has been the result of an increasing volume of services being
covered under the program, both in terms of increasing numbers of
users and an increasing number of covered visits per user. The
number of persons served per 1,000 enrollees increased from 50 in
1989 to 99 in 1996, an increase of 98 percent over the period. Aver-
age number of visits per person served increased from 27 in 1989
to 76 in 1996, an increase of 181 percent.

Increasing per-visit costs for home health services have ac-
counted for comparatively little spending growth. Payments per
visit increased at a relatively low rate, from $54 per visit in 1989
to $62 in 1996, a 14.8-percent increase for the period.

Some portion of growth in the volume of covered visits may rep-
resent a delayed response to an increasing need for skilled home
care resulting from incentives, contained within Medicare’s hospital
prospective payment system, to discharge patients more quickly to
their homes. During early years of hospital prospective payment,
HCFA had in place medical review and claims processing policies
that had resulted in high denial rates for home health care. These
policies were relaxed by 1989. In addition, the 1989 revised home
health guidelines are believed to have liberalized coverage policies,
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increasing the number of allowed visits per week and duration of
eligibility. Furthermore, the revised guidelines may have opened
the door to eligibility for persons who have ongoing medical prob-
lems that require personal care assistance associated more with
long-term care rather than acute care. Other factors that explain
growth in spending include aging of the population, technological
advances that have made possible a level of care in the home that
previously was only available in hospitals and other institutions,
and increased supply of services because of the expanding number
of agencies participating in Medicare (9,939 in 1996 compared to
5,686 in 1989).

TABLE 2–17.—MEDICARE HOME HEALTH CARE UTILIZATION AND PAYMENTS PER VISIT,
1983–96

Calendar year of
service

People served Visits
Payment per

visit
Percent

change 1
Number Per 1,000

enrollees
Number

(in millions)
Per 1,000
enrollees

Per person
served

1983 ............. 1,318,000 45 36.9 1,234 28 $43 NA
1984 ............. 1,498,000 50 40.4 1,330 27 46 7.3
1985 ............. 1,549,000 50 39.4 1,274 25 49 6.5
1986 ............. 1,571,000 50 38.0 1,204 24 50 3.4
1987 ............. 1,544,000 48 35.6 1,104 23 53 5.2
1988 ............. 1,582,000 48 37.1 1,130 23 55 3.8
1989 ............. 1,685,000 50 46.2 1,379 27 54 ¥0.9
1990 ............. 1,940,000 57 69.5 2,038 36 56 2.2
1991 ............. 2,223,000 64 100.2 2,875 45 56 ¥1.8
1992 ............. 2,523,000 72 134.9 3,863 54 58 3.8
1993 ............. 2,868,000 80 169.1 4,742 59 61 4.1
1994 ............. 3,175,000 87 220.7 6,090 70 60 ¥0.3
1995 ............. 3,570,000 96 266.4 7,158 75 61 0.7
1996 2 .......... 3,735,000 99 285.7 7,578 76 62 3.8

1 Rounding in payments may not reflect actual change.
2 Estimated.

NA—Not applicable.

Source: Health Care Financing Administration, Office of the Actuary and Prospective Payment Assess-
ment Commission (1995, 1996).

HOSPICE SERVICES

Coverage and benefits
Medicare covers hospice care, in lieu of most other Medicare ben-

efits, for terminally ill beneficiaries. Hospice care emphasizes pal-
liative medical care, that is, relief from pain, and supportive social
and counseling services for the terminally ill and their families.
Services are provided primarily in the patient’s home. The Tax Eq-
uity and Fiscal Responsibility Act of 1982 (TEFRA), Public Law
97–248, first authorized Medicare part A coverage for hospice care
(for the period November 1, 1983 to October 1, 1986); in 1986, Con-
gress made the hospice benefit a permanent part of the Medicare
Program, effective April 7, 1986.
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For a person to be considered terminally ill and eligible for Medi-
care’s hospice benefit, the beneficiary’s attending physician and the
medical director of the hospice (or physician member of the hospice
team) must certify that the individual has a life expectancy of 6
months or less. As a result of an amendment in the Balanced
Budget Act, persons electing hospice are covered for two 90-day pe-
riods, followed by an unlimited number of 60-day periods. The med-
ical director or physician member of the hospice team must recer-
tify at the beginning of each new election period that the bene-
ficiary is terminally ill. Services must be provided under a written
plan of care established and periodically reviewed by the individ-
ual’s attending physician and by the medical director of the hos-
pice.

Covered hospice services include the following: (1) nursing care
provided by or under the supervision of a registered nurse; (2)
physical or occupational therapy or speech-language pathology
services; (3) medical social services; (4) services of a home health
aide who has successfully completed a training program approved
by the Secretary of DHHS; (5) homemaker services; (6) medical
supplies (including drugs and biologicals) and the use of medical
appliances; (7) physician services; (8) short-term inpatient care (in-
cluding both respite care and procedures necessary for pain control
and acute and chronic symptom management); (9) counseling, in-
cluding dietary counseling, for care of the terminally ill beneficiary
and for adjustment to the patient’s death (bereavement counseling
is not a reimbursable service); and (10) any other item or service
which is specified in a patient’s plan of care and which Medicare
may pay for (effective April 1, 1998).

Medicare’s hospice benefit is intended to be principally an in-
home benefit. For this reason, Medicare law prescribes that respite
care, or relief for the primary care giver of the terminally ill pa-
tient, may be provided only on an intermittent, nonroutine, and oc-
casional basis and may not be provided consecutively over longer
than 5 days. In addition, the aggregate number of inpatient care
days provided in any 12-month period to Medicare beneficiaries
electing hospice care can not exceed 20 percent of the total number
of days of hospice coverage provided to these persons.

Only two covered hospice services—outpatient drugs or
biologicals and respite care—are subject to coinsurance. Outpatient
drugs and biologicals are subject to a coinsurance amount that ap-
proximates 5 percent of the cost of the drug to the hospice program,
except that the amount may not exceed $5 per prescription. For
respite care, coinsurance equals 5 percent of program payments for
respite, but may not exceed Medicare’s inpatient hospital deduct-
ible during a hospice coinsurance period (defined as the period
when hospice election is not broken by more than 14 days).

Covered services must be provided by a Medicare-certified hos-
pice. Certified hospices must be either public agencies or private
organizations primarily engaged in providing covered hospice serv-
ices and must make services available on a 24-hour basis, in indi-
viduals’ homes, on an outpatient basis, and on a short-term inpa-
tient basis. Hospices must routinely directly provide substantially
all of the following ‘‘core’’ services: nursing care, medical social
services, and counseling services. The remaining hospice services
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may be provided either directly by the hospice or under arrange-
ments with others. If services are provided through arrangements
with other providers, the hospice must maintain professional man-
agement responsibility for all such services, regardless of the facil-
ity in which the services are furnished.

The hospice program must also have an interdisciplinary group
of personnel which includes at least one registered professional
nurse and one social worker employed by the hospice; one physi-
cian employed by or under contract with the hospice; plus at least
one pastoral or other counselor.

Reimbursement
In implementing Medicare’s hospice benefit, HCFA established a

prospective payment methodology. Under this methodology, hos-
pices are paid one of four prospectively determined rates, which
correspond to four different levels of care, for each day a Medicare
beneficiary is under the care of the hospice. Reimbursement will
thus vary by the length of the patient’s period in the hospice pro-
gram as well as by the characteristics of the services (intensity and
site) furnished to the beneficiary.

The four rate categories for reimbursing hospices are:
1. Routine home care day.—Routine home care day is a day on

which an individual is at home and is not receiving continuous
home care. The routine home care rate is paid for every day
a patient is at home and under the care of the hospice regard-
less of the volume or intensity of the services provided on any
given day as long as less than 8 hours of care are provided.
This rate is $95.77 for services provided between October 1,
1997 and September 30, 1998.

2. Continuous home care day.—A continuous home care day is a
day on which an individual receives hospice care consisting
predominantly of nursing care on a continuous basis at home.
Home health aide or homemaker services or both may also be
provided on a continuous basis. Continuous home care is fur-
nished only during brief periods of crisis and only as necessary
to maintain the terminally ill patient at home. Home care
must be provided for a period of at least 8 hours before it
would be considered to fall within the category of continuous
home care. Payment for continuous home care will vary de-
pending on the number of hours of continuous services pro-
vided. Currently this rate is $558.99 for 24 hours or $23.29 per
hour.

3. Inpatient respite care day.—An inpatient respite care day is
one on which the individual who has elected hospice care re-
ceives care in an approved facility on a short-term (not more
than 5 days at a time) basis for the respite of his caretakers.
Currently this rate is $99.07.

4. General inpatient care day.—A general inpatient care day is
one on which an individual receives general inpatient care in
an inpatient facility for pain control or acute or chronic symp-
tom management which cannot be managed in other settings.
Care may be provided in a hospital, skilled nursing facility, or
inpatient unit of a freestanding hospice. Currently this rate is
$426.05.
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To reflect differences in wage levels from area to area, each of
these four payment rates is adjusted by the hospital area wage
index used by Medicare for adjusting payments to hospitals, skilled
nursing facilities, and home health agencies. HCFA separates each
of the national payment rates for hospice care into components
which reflect the estimated proportion of the rate attributable to
wage and nonwage costs. The wage component of each rate is then
adjusted by the index applicable to the area in which the hospice
is located.

The Omnibus Budget Reconciliation Act (OBRA) of 1989 required
that the payment rates be increased by the hospital market basket
percentage increase each fiscal year. OBRA 1993, however, reduced
the updates for the prospective rates as follows: for fiscal year
1994, the hospital market basket percentage increase minus 2.0
percentage points; for fiscal years 1995 and 1996, the hospital mar-
ket basket minus 1.5 percentage points; and for fiscal year 1997,
market basket minus 0.5 percentage points.

The Balanced Budget Act of 1997 reduces the hospice payment
update to market basket minus 1 percentage point for each of fiscal
years 1998–2002.

Medicare law requires that payments to a hospice for care fur-
nished over the period of a year be limited to a ‘‘cap amount.’’ The
cap amount is applied on an aggregate rather than a case-by-case
basis. Therefore, each individual hospice’s cap amount is calculated
by multiplying the yearly cap amount by the number of Medicare
beneficiaries who received hospice care from the hospice during the
cap period. Medicare defines a cap year as the period from Novem-
ber 1 through October 31 of the following year. The cap amount for
the period November 1, 1996 through October 31, 1997, is $14,394.
Cap amounts are updated annually by the percentage change in
the medical care component of the Consumer Price Index (CPI–U)
for Urban Consumers.

Hospice program data
Table 2–18 shows that the number of hospices participating in

Medicare has grown from 553 in 1988 to 2,090 in 1996. Table 2–
19 indicates that spending for the benefit has increased signifi-

TABLE 2–18.—NUMBER OF HOSPICES BY PROVIDER TYPE WITH PERCENTAGE OF TOTAL,
1988–96

Provider type
Month and year

7/88 7/89 5/90 9/91 1/92 5/93 8/94 6/95 10/96

Freestanding ............. 191 220 260 394 404 499 608 656 762
Hospital based ......... 138 182 221 282 291 341 401 447 507
Skilled nursing facil-

ity based .............. 11 13 12 10 10 10 12 18 21
Home health agency

based ................... 213 286 313 325 334 438 583 674 800

Total ................ 553 701 806 1,011 1,039 1,288 1,604 1,795 2,090

Source: Health Care Financing Administration, Bureau of Program Operations.
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cantly, rising from $118.4 million in fiscal year 1988 to $1.8 billion
in fiscal year 1995. The number of beneficiaries electing Medicare’s
hospice benefit has increased from about 40,000 in fiscal year 1988
to almost 303,000 in fiscal year 1995. The average number of days
a beneficiary spends in hospice care has risen from 37 to 68 days
during this period, and the average amount spent per beneficiary
has increased from $2,935 to $8,049. The vast majority of care paid
for by the program is routine home care.

PART B SERVICES—COVERAGE AND PAYMENTS

PHYSICIANS SERVICES

Medicare pays for physicians services on the basis of a fee sched-
ule which went into effect in 1992. The fee schedule assigns rel-
ative values to services. Relative values reflect three factors: physi-
cian work (time, skill, and intensity involved in the service), prac-
tice expenses, and malpractice costs. These relative values are ad-
justed for geographic variations in the costs of practicing medicine.
Geographically-adjusted relative values are then converted into a
dollar payment amount by a dollar figure known as the conversion
factor. In 1997, there are three conversion factors—one for surgical
services, one for primary care services, and one for other services.
The conversion factors in 1997 are $40.96 for surgical services,
$35.77 for primary care services, and $33.85 for other services (for
a further discussion of physician payment issues, see appendix E).

The conversion factors have been updated each year by a formula
called the default formula. However, Congress may elect to reduce
the update that would otherwise apply. The default formula has
been based on two factors: (1) inflation as measured by the Medi-
care economic index (MEI); and (2) a comparison of actual physi-
cian spending in a base period compared to an expenditure goal
known as the Medicare volume performance standard (MVPS). Spe-
cifically, the update has been equal to the MEI, plus or minus the
difference between the MVPS for the second preceding fiscal year
and actual expenditures for that year. (Thus fiscal year 1995 data
were used in determining the calendar year 1997 update.) How-
ever, regardless of actual performance during the base period,
there has been a limit on the actual reduction (but not increase).

The Balanced Budget Act of 1997 specified that there will be a
single conversion factor beginning in 1998. The 1998 amount—
$36.69 is the 1997 primary care conversion factor, updated to 1998
by the average of the three separate updates that would occur in
the absence of the legislation. Beginning in fiscal year 1998, the
MVPS is replaced with a cumulative ‘‘sustainable growth rate’’
based on real GDP growth. The 1998 rate is 1.5 percent. This new
target will begin affecting updates in 1999. An upper limit is placed
on allowable fee increases—3 percentage points above inflation.
The lower limit on decreases is changed from inflation minus 5 per-
centage points to inflation minus 7 percentage points.

Anesthesiologists are paid under a separate fee schedule which
uses base and time units. A separate conversion factor ($16.68 in
1997) applies. The Balanced Budget Act of 1997 specifies that be-
ginning in 1998, the conversion factor equals 46 percent of the sin-
gle conversion factor, except as adjusted for changes in work, prac-
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tice expense, or malpractice relative value units. The 1998 factor
is $16.88.

Medicare payments are made for physicians’ services after the
annual deductible requirement of $100 has been satisfied. Payment
is set at 80 percent of the fee schedule with beneficiaries respon-
sible for the remaining 20 percent, which is referred to as coinsur-
ance.

Medicare payment is made either on an ‘‘assigned’’ or ‘‘unas-
signed’’ basis. By accepting assignment, physicians agree to take
the Medicare fee schedule amount as payment in full. Thus, if as-
signment is accepted, beneficiaries are not liable for any out-of-
pocket costs other than standard deductible and coinsurance pay-
ments. In contrast, if assignment is not accepted, beneficiaries may
be liable for charges in excess of the Medicare approved charge,
subject to limits. This procedure is known as balance billing.

Medicare’s Participating Physician Program was established to
provide beneficiaries with the opportunity to select physicians (des-
ignated as ‘‘participating physicians’’) who have agreed to accept
assignment on all services provided during a 12-month period.
Nonparticipating physicians continue to be able to accept or refuse
assignment on a claim-by-claim basis. There are a number of incen-
tives for physicians to become participating physicians, the chief of
which is that the fee schedule payment amount for nonparticipat-
ing physicians is only 95 percent of the recognized amount paid to
participating physicians. Additional incentives include more rapid
claims payment and widespread distribution of participating physi-
cian directories.

Nonparticipating physicians may not charge more than 115 per-
cent of Medicare’s allowed amount for any service. Medicare’s al-
lowed amount for nonparticipating physicians is set at 95 percent
of that for participating physicians. Thus, nonparticipating physi-
cians are only able to bill 9.25 percent (115 percent times 95 per-
cent) over the approved amount for participating physicians.

SERVICES OF NONPHYSICIAN PRACTITIONERS

The physician fee schedule is also used for calculating payments
made for certain services provided by nonphysician practitioners.

Physician assistants and nurse practitioners
Currently, separate payments are made for physician assistant

services, when provided under the supervision of a physician: (1) in
a hospital, skilled nursing or nursing facility; (2) as an assistant at
surgery; or (3) in a rural area designated as a health manpower
shortage area. Payments equal a percentage of what would be paid
if the services were performed by a physician, namely 65 percent
of the fee schedule amount for services performed as an assistant-
at-surgery, 75 percent for other hospital services, and 85 percent
for other services, including services ‘‘incident to’’ physicians serv-
ices.

Currently, separate payments are made for nurse practitioner
services, provided in collaboration with a physician, which are fur-
nished in a nursing facility. Payments equal 85 percent of the phy-
sician fee schedule amount. Nurse practitioners and clinical nurse
specialists are paid directly for services provided in collaboration
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with a physician in a rural area. Payments equal 75 percent of the
physician fee schedule amount for services furnished in a hospital
and 85 percent of the fee schedule amount for other services.

The Balanced Budget Act of 1997 removes the restriction on set-
tings for these practitioners, effective January 1, 1998. Payment for
services can only be made if no facility or other provider charges
are paid in connection with the service. Payment will equal 80 per-
cent of the lesser of either the actual charge or 85 percent of the
fee schedule amount for the same service if provided by a physi-
cian. For assistant-at-surgery services, payment will equal 80 per-
cent of the lesser of either the actual charge or 85 percent of the
amount that would have been recognized for a physician serving as
an assistant-at-surgery. The physician assistant may be in an inde-
pendent contractor relationship with the physician.

Certified nurse midwife services
Certified nurse midwife services are paid at 65 percent of the

physician fee schedule amount.

Certified registered nurse anesthetists (CRNAs)
CRNAs are paid under the same fee schedule used for anesthe-

siologists (see above). Payments for services furnished by an anes-
thesia care team composed of an anesthesiologist and a CRNA are
capped at a percentage of the amount that would be paid if the an-
esthesiologist were practicing alone. The percentage is 105 percent
in 1997 and 100 percent in 1998 and thereafter. The payments are
evenly split between each practitioner.

Clinical psychologists and clinical social workers
Diagnostic and therapeutic services provided by clinical psycholo-

gists are paid under the physician fee schedule. Payments for serv-
ices provided by clinical social workers are equal to 75 percent of
the amount allowed for clinical psychologists. Some services are
subject to the psychiatric services limitation which limits Medicare
payments for some services to 50 percent of incurred expenses.

Physical or occupational therapists
Payments for physical or occupational therapists in independent

practice are made under the physician fee schedule, subject to an
annual limit of $900 per patient in billed charges for each type of
therapist. Beginning in 1999, BBA places a $1,500 per patient limit
on all physical therapy services and a separate $1,500 limit on all
occupational therapy services. The limits do not apply to services
provided by hospitals.

CLINICAL LABORATORY SERVICES

Medicare provides coverage for diagnostic clinical laboratory
services. These services may be provided by an independent labora-
tory, a physician’s office laboratory, or a hospital laboratory to out-
patients. Since 1984, Medicare has paid for clinical laboratory serv-
ices on the basis of a fee schedule. Fee schedules have been estab-
lished on a carrier service area basis. The law set the initial pay-
ment amount for services performed in physicians’ offices or inde-
pendent laboratories at the 60th percentile of the prevailing charge
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established for the fee screen year beginning July 1, 1984. Simi-
larly, the initial fee schedule payment amount for services provided
by hospital-based laboratories serving hospital outpatients was set
at the 62d percentile of the prevailing charge level. Subsequent
amendments to the payment rules limited application of the hos-
pital fee schedule to ‘‘qualified hospitals.’’ A qualified hospital is a
sole community hospital (as that term is used for payment pur-
poses under Medicare’s hospital prospective payment system)
which provides some clinical diagnostic tests 24 hours a day in
order to serve a hospital emergency room which is available to pro-
vide services 24 hours a day, 7 days a week.

The fee schedule payment amounts have been increased periodi-
cally since 1984 to account for inflation. The updates have gen-
erally occurred on January 1 of each year. Allowable increases in
1991, 1992, and 1993 were limited to 2 percent per year. There
were no increases in 1994 and 1995. The increase in 1996 was 2.9
percent. The increase in 1997 is 2.7 percent. The Balanced Budget
Act of 1997 freezes the fee schedule for the 1998–2002 period.

Beginning in 1988, the law established national ceilings on pay-
ment amounts. Initially the ceiling was set at 115 percent of the
median for all fee schedules for that test. This percentage has been
lowered several times. In 1997, the ceiling is 76 percent of the me-
dian. The Balanced Budget Act sets the ceiling at 74 percent of the
median beginning in 1998.

As of January 1, 1998, HCFA is eliminating the use of old codes
for certain automated panel/profile tests and replacing them with
revised codes. The Balanced Budget Act of 1997 makes several
changes with respect to the administration of the lab benefit. It re-
quires the Secretary to divide the country into no more than five
regions and designate a single carrier for each region to process lab
claims (excluding those for services provided to inpatients of hos-
pitals and skilled nursing facilities) no later than July 1, 1999. The
allocation of claims to a particular carrier would be based on
whether the carrier serves the geographic area where the specimen
is collected or other method selected by the Secretary. The require-
ment will not apply to those physicians office labs that the Sec-
retary determines would be unduly burdened by the application of
billing responsibilities with respect to more than one carrier.

The Balanced Budget Act also requires the Secretary, by January
1, 1999, to adopt uniform coverage, administration, and payment
policies for lab tests using a negotiated rulemaking process. The
policies would be designed to eliminate variation among carriers
and to simplify administrative requirements. The use of interim re-
gional policies are permitted in cases where a uniform national pol-
icy has not been established.

Payment for clinical laboratory services (except for those pro-
vided by a rural health clinic) may only be made on the basis of
assignment. The law specifically applies the assignment require-
ment to clinical laboratory services provided in physicians’ offices.
Payment for clinical laboratory services equals 100 percent of the
fee schedule amount; no beneficiary cost sharing is imposed.

Laboratories must meet the requirements of the Clinical Labora-
tory Improvement Amendments of 1988. This legislation, which fo-
cused on the quality and reliability of medical tests, expanded Fed-
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eral oversight to virtually all laboratories in the country, including
physician office laboratories.

DURABLE MEDICAL EQUIPMENT AND PROSTHETICS AND ORTHOTICS

Medicare covers a wide variety of durable medical equipment
(DME). Medicare law specifies that DME includes, but is not lim-
ited to, iron lungs, oxygen tents, hospital beds, and wheelchairs
used in a patient’s home. A patient’s home can include an institu-
tion, such as a home for the aged, so long as the institution is not
a hospital or skilled nursing facility. Health Care Financing Ad-
ministration (HCFA) guidelines implementing the law provide a
definition for DME that allows additional items to be covered. The
guidelines define DME as equipment which: (1) can withstand re-
peated use; (2) is primarily and customarily used to serve a medical
purpose; (3) generally is not useful to a person in the absence of
an illness or injury; and (4) is appropriate for use in the home.
Each of these requirements must be met before an item can be con-
sidered covered DME. Medicare also covers related supplies that
are necessary for the effective use of DME; such supplies include
drugs and biologicals which must be put directly into equipment in
order for it to achieve its therapeutic benefit or to assure its proper
functioning. With these definitions, HCFA has issued coverage
guidelines for numerous DME items.

Medicare law defines prosthetic devices as items that replace all
or part of an internal body organ (including colostomy bags and
intraocular lenses) and prosthetics and orthotics such as leg, arm,
back and neck braces, and artificial legs, arms and eyes. Program
guidelines give additional examples of covered prosthetic devices.
These include cardiac pacemakers, breast prostheses for
postmastectomy patients, and a urinary collection and retention
system that replaces bladder function. Examples of prosthetics and
orthotics include rigid and semirigid back braces, special corsets,
and terminal limb devices, such as artificial hands and hooks.

Reimbursement for durable medical equipment
Medicare pays for DME on the basis of a fee schedule originally

enacted in the Omnibus Budget Reconciliation Act (OBRA) of 1987
and modified on several occasions since then. Prior to OBRA 1987,
reimbursement for DME was generally made on the basis of rea-
sonable charges. The fee schedule first became effective January 1,
1989.

Under the DME fee schedule, reimbursement is the lesser of ei-
ther 80 percent of the actual charge for the item or the fee schedule
amount. Covered DME items are classified into five groups for de-
termining the fee schedule amounts: (1) inexpensive or other rou-
tinely purchased durable medical equipment (defined as equipment
costing less than $150 or which is purchased at least 75 percent
of the time); (2) items requiring frequent and substantial servicing;
(3) customized items (defined as equipment constructed or modified
substantially to meet the needs of an individual patient); (4) other
items of durable medical equipment (frequently referred to as the
‘‘capped rental’’ category); and (5) oxygen and oxygen equipment.

In general, the fee schedules establish national payment limits
for DME. The limits have floors and ceilings. The floor is equal to
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85 percent of the weighted median of local payment amounts and
the ceiling is equal to 100 percent of the weighted median of local
payment amounts.

Prosthetics and orthotics are also paid according to a fee sched-
ule that is based on principles similar to the DME fee schedule.
The fee schedule establishes regional payment limits for covered
items. The payment limits have floors and ceilings. The floor is
equal to 90 percent of the weighted average of regional payment
amounts; the ceiling is 120 percent. Fee schedule amounts are up-
dated annually by the Consumer Price Index for all Urban Con-
sumers.

The Balanced Budget Act freezes payments for DME at the 1997
level for 1998–2002. It limits the update for prosthetics and
orthotics to 1 percent for those years.

In addition, under the Balanced Budget Act, payments for oxygen
are reduced in 1998 to 75 percent of the 1997 payment limits. Be-
ginning in fiscal year 1999 and continuing through subsequent
years, oxygen payments are limited to 70 percent of the 1997 lev-
els. The Secretary is also authorized to establish separate classes
of oxygen and oxygen equipment and establish separate national
monthly payment limits for each class, as long as expenditures are
neither more nor less than what would have been made without
the separate classes. In addition, the Secretary is required to estab-
lish service standards for home oxygen providers. The General Ac-
counting Office is required to submit a report to Congress, includ-
ing recommendations for legislation, by February 1999 regarding
beneficiary access to home oxygen equipment.

The Balanced Budget Act of 1997 also permits the Secretary to
establish fee schedules for certain items of medical equipment
which are currently paid on a reasonable charge basis.

Medicare payments for DME are intended to pay for items which
are reasonable and medically necessary. Upgraded or deluxe items
of DME purchased or rented for a beneficiary’s convenience or
other purposes do not meet these criteria. A beneficiary who wants
an upgraded item must purchase it from the supplier and then
seek Medicare reimbursement. The reimbursement will be based on
the amount paid for the kind of item normally used to meet the in-
tended purpose. The Balanced Budget Act authorizes (but does not
require) the Secretary to publish regulations allowing reimburse-
ment for upgraded DME. The regulations must include consumer
protection safeguards and a determination of fair market prices for
upgraded items of DME. If the regulations are released, a bene-
ficiary could rent or purchase an upgraded item and Medicare
would pay the supplier the standard fee for the item; the bene-
ficiary would be responsible for paying the additional cost of the
upgrade. The supplier’s charge for the upgraded item could not ex-
ceed the established fee schedule amount (if any).

Table 2–20 shows total Medicare allowed payment amounts in
calendar year 1995 for DME, prosthetics and orthotics, and other
covered items that are not paid according to the fee schedule, as
well as non-DME items that are paid according to the fee schedule.
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TABLE 2–20.—ALLOWED AMOUNTS FOR DURABLE MEDICAL EQUIPMENT, PROSTHETICS,
ORTHOTICS, AND CERTAIN OTHER ITEMS, CALENDAR YEAR 1994

[In millions of dollars]

Category Allowed
amounts

Inexpensive/routinely purchased 1 ................................................................... $367.0
Items with frequent maintenance 2 ................................................................ 71.4
Customized items 3 .......................................................................................... 0.2
Capped rental 4 ............................................................................................... 886.1
Oxygen 5 ........................................................................................................... 1,654.9
Prosthetics/orthotics 6 ...................................................................................... 802.6
Other 7 .............................................................................................................. 922.0

Total ................................................................................................... 4,704.2
1 Inexpensive defined as equipment for which the purchase price does not exceed $150. Routinely pur-

chased defined as equipment that is acquired 75 percent of the time by purchase. These items include
commode chairs, electric heat pads, bed rails, and blood glucose monitors.

2 Paid on a rental basis until medical necessity ends; includes such items as ventilators and continu-
ous and intermittent positive breathing machines.

3 Includes such items as wheelchairs adapted specifically for an individual. Payment based on individ-
ual determination.

4 Items of DME on a monthly rental basis not to exceed a period of continuous use of 15 months. In-
cludes such items as hospital beds and wheelchairs.

5 Payment for oxygen and oxygen equipment based on a monthly rate per beneficiary. Payment not
made for purchased equipment except where installment payments continue.

6 These items include covered prosthetic and orthotic devices (except for items included in the cat-
egories ‘‘customized items’’ and ‘‘items requiring frequent maintenance,’’ and transcutaneous electrical
nerve stimulators, parenteral/enteral nutritional supplies and equipment, and intraocular lenses).

7 This category includes other covered items, such as enteral formulae and enteral medical supplies,
that are not paid according to the fee schedules. It also includes non-DME items that are paid accord-
ing to the DME fee schedule, such as surgical dressings.

Source: Health Care Financing Administration, Bureau of Data Management and Strategy. Data from
the part B Medicare Annual Data System.

Administration of the fee schedule
Consolidation of administration.—On June 18, 1992, the Health

Care Financing Administration (HCFA) published a final rule re-
garding DME claims payments. The rule established four regional
carriers to process all claims for DME and prosthetics and
orthotics. HCFA argued that, as a result of this consolidation,
greater efficiency in claims processing would be achieved, and vari-
ance in coverage policy and utilization parameters would be greatly
reduced.

In addition, the rule also required that the responsibility for
processing claims for beneficiaries residing within each regional
area would fall to the regional carrier for that area. This change
was made in order to eliminate ‘‘carrier shopping,’’ that is, filing
claims in those carrier areas that have higher payment rates.

Overused items.—OBRA 1990 required the Secretary to develop
a list of DME items frequently subject to unnecessary utilization;
the list must include seat-lift mechanisms; transcutaneous elec-
trical nerve stimulators (TENS); and motorized scooters. Carriers
are directed to determine, in advance, whether payment will be
made for items on the Secretary’s list. DME suppliers must obtain
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carriers’ approval before providing items on the list to Medicare
beneficiaries.

Certificates of medical necessity.—All DME must be prescribed by
a physician in order to be reimbursed by Medicare. Instead of a
physician’s prescription, carriers may require the physician to sub-
mit a certificate of medical necessity to document that an item is
reasonable and medically necessary. OBRA 1990 prohibited DME
suppliers from distributing completed or partially completed certifi-
cates and established penalties for suppliers who knowingly and
willfully distribute forms in violation of the prohibition. The pur-
pose of this provision was to prohibit DME suppliers from directly
marketing items to Medicare beneficiaries by providing them with
completed certificates that could then be submitted to their physi-
cians. It was hoped that requiring physicians to complete the cer-
tificates would encourage them to take a more active role in consid-
ering their patients’ needs for DME, while simultaneously reducing
suppliers’ ability to influence DME acquisition.

The Social Security Amendments of 1994 modified this prohibi-
tion to allow suppliers to distribute forms to physicians or bene-
ficiaries with some limited information such as the supplier’s iden-
tification number, a description of the item, or payment informa-
tion.

Inherent reasonableness.—The Secretary is permitted to increase
or decrease Medicare payments in cases where the payment
amount is ‘‘grossly excessive or grossly deficient and not inherently
reasonable.’’ The Secretary’s authority to make these payment ad-
justments is generally referred to as ‘‘inherent reasonableness au-
thority.’’

In order to make a payment adjustment, the Secretary must
demonstrate that the payment meets several criteria of inherent
reasonableness specified by law. In addition, the Secretary must
publish a notice in the Federal Register outlining his proposal to re-
duce or increase payment amounts, the proposed methodology for
adjusting the payment amount, and the potential impact of the
payment adjustment. The Secretary is also required to meet with
representatives of the affected suppliers, to provide a 60-day public
comment period, and to publish a final determination in the Fed-
eral Register. The final determination must include an explanation
of the factors and data the Secretary took into consideration in
making the determination.

According to HCFA, the Secretary rarely uses inherent reason-
ableness authority because the requirements are too stringent and
the notice requirements too burdensome.

Competitive bidding
Investigations have shown that Medicare pays higher prices for

certain medical supplies than those paid by other health care in-
surers and other government agencies, including the Department of
Veterans Affairs (VA). In order to lower payments, the Secretary
currently must initiate the inherent reasonableness process or rely
on congressional legislation. Thus, critics suggested granting the
Secretary the authority to engage in a competitive bidding arrange-
ment similar to the one used by the VA. The Balanced Budget Act
provided such authority on a limited basis by authorizing not more
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than five 3-year competitive bidding demonstration projects. Within
established competitive acquisition areas, providers of part B serv-
ices (excluding physician services) will compete for contracts to sup-
ply items or services. At least one of the projects must include oxy-
gen and oxygen equipment. The Secretary may limit the number
of suppliers within an area to that number necessary to meet the
projected demand for items and services covered under the con-
tract. The Secretary will evaluate the effect of these projects on
Medicare payments, access, quality, and diversity of product selec-
tion and report these evaluations annually to Congress. All projects
must terminate by December 31, 2002.

Requirements for participation in Medicare
The Social Security Amendments of 1994 established require-

ments for suppliers of medical equipment. Some of the require-
ments codified regulations proposed by HCFA in 1992. In order to
be paid under Medicare, suppliers must be issued a supplier num-
ber. To obtain this number, the supplier must receive and fill or-
ders from its own inventory or inventory in other companies with
which it has contracted. Suppliers must also deliver Medicare cov-
ered items to beneficiaries, honor any warranties, answer any ques-
tions or complaints, maintain and repair rental items, and accept
returns of substandard or unsuitable items. The law further re-
quired that the supplier must comply with all State and Federal
regulations, must maintain an appropriate physical plant, and
must have proof of insurance coverage.

The Secretary is not permitted, except under specific cir-
cumstances, to issue multiple supplier numbers to one supplier.

The law also addressed marketing and sales activities of suppli-
ers. Except under specified conditions, a supplier is prohibited from
making unsolicited telephone calls to Medicare beneficiaries to sell
them equipment. If such a sale is made, the supplier will not be
paid by Medicare and costs paid by the beneficiary must be re-
funded by the supplier. Penalties were established for suppliers
that violate this provision.

HOSPITAL OUTPATIENT DEPARTMENT SERVICES

Medicare hospital outpatient department (OPD) services are re-
imbursed under Medicare part B. Services provided in outpatient
hospital settings and included in expenditure data for this service
setting are: emergency room services, clinic, laboratory, radiology,
pharmacy, physical therapy, ambulance, operating room services,
end-stage renal disease services, durable medical equipment, and
other services such as computer axial tomography and blood. Serv-
ices rendered by physicians in OPD settings are not included in
these expenditure data.

Prior to 1983, hospital outpatient services, excluding physicians’
services, were paid for on a reasonable cost basis. Some services,
such as emergency services, are still reimbursed on a reasonable
cost basis. However, Congress has enacted a number of provisions
that have altered the ways hospital OPDs are paid for many of
their services and has placed limits on payments for others. For ex-
ample, outpatient dialysis services are paid on the basis of a fixed
composite rate; clinical laboratory services are paid on the basis of
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a fee schedule; x-ray services are subject to a limit on payments;
and ambulatory surgical facility fees for surgeries performed in
hospital outpatient departments are based on a weighted average
of the hospital’s costs and the prevailing fee that would be paid to
a freestanding ambulatory surgical facility in the area.

The aggregate payment to hospital OPDs and hospital-operated
ambulatory surgical centers (ASCs) for covered ASC procedures is
equal to the lesser of the following two amounts: (1) the lower of
the hospital’s reasonable costs or customary charges less
deductibles and coinsurance; or (2) the amount determined based
on a blend of the lower of the hospital’s reasonable costs or cus-
tomary charges, less deductibles and coinsurance, and the amount
that would be paid to a freestanding ASC in the same area for the
same procedures. For cost-reporting periods beginning on or after
January 1, 1991, the hospital cost portion and the ASC cost portion
are 42 and 58 percent, respectively.

Payments for services delivered in hospital OPDs were $12.9 bil-
lion in calendar year 1995. Payments to hospital OPDs constituted
approximately 20 percent of all Medicare part B payments in 1995
and about 8 percent of total parts A and B Medicare payments.
Table 2–21 provides information on the number of part B enrollees,
covered charges, aggregated reimbursements and reimbursements
per enrollee for hospital outpatient services from 1974 to 1995.
Table 2–22 shows the percent distribution of Medicare hospital
OPD charges, by type of service, for 1995.

The law provides for a reduction in payment for services paid on
a cost-related basis, other than capital costs, by 5.8 percent of the
recognized costs for payments. The Balanced Budget Act of 1997
extends the reduction through cost-reporting periods, occurring
through January 1, 2000. The reduction also applies to cost por-
tions of blended payment limits for ambulatory surgery and radiol-
ogy services. The Balanced Budget Act also extends the reduction
in reimbursement for capital costs for OPDs by 10 percent for cost-
reporting periods occurring through January 2000. Sole community
hospitals and rural primary care hospitals are exempt from these
reductions.

The Balanced Budget Act requires the Secretary to establish a
prospective payment system for covered OPD services furnished be-
ginning in 1999. The Secretary is required to develop a classifica-
tion system for covered OPD services, such that services within
each group are comparable clinically and with respect to the use
of resources. The Secretary is also required to establish relative
payment rates for covered OPD services using 1996 hospital claims
and cost report data, and to determine projections of the frequency
of use of each service or group of services in 1999. In addition, she
must determine a wage adjustment factor to adjust for relative geo-
graphic differences in labor and labor-related cost that must be ap-
plied in a budget-neutral manner and establish other adjustments
as necessary, including adjustments to account for variations in co-
insurance payments for procedures with similar resource costs, and
to ensure equitable payments under the system. Finally, the Sec-
retary must develop a method for controlling unnecessary increases
in the volume of covered OPD services.
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TABLE 2–21.—MEDICARE HOSPITAL OUTPATIENT CHARGES AND REIMBURSEMENTS BY
TYPE OF ENROLLMENT AND YEAR SERVICE INCURRED, SELECTED YEARS 1974–95

Type of enrollment and
year of service

Number of
SMI 1 enrollees
in thousands

Covered
charges in
thousands

Program payments

Amount in
thousands Per enrollee Percent of

charges

All beneficiaries:
1974 ............. 23,166,570 $535,296 $323,383 $14 60.4
1976 ............. 24,614,402 974,708 630,323 26 64.7
1978 ............. 26,074,085 1,384,067 923,658 35 66.7
1980 ............. 27,399,658 2,076,396 1,441,986 52 69.4
1982 ............. 28,412,282 3,164,530 2,203,260 78 69.6
1983 ............. 28,974,535 3,813,118 2,661,394 92 69.8
1984 ............. 29,415,397 5,129,210 3,387,146 115 66.0
1985 ............. 29,988,763 6,480,777 4,082,303 136 63.0
1986 ............. 30,589,728 8,115,976 4,881,605 160 60.1
1987 ............. 31,169,960 9,794,832 5,690,786 183 58.2
1988 ............. 31,617,082 11,833,919 6,371,704 202 53.8
1989 ............. 32,098,770 14,195,252 7,160,586 223 50.4
1990 ............. 32,635,800 18,346,471 8,171,088 250 44.5
1991 ............. 33,239,840 22,016,673 8,612,320 259 39.1
1992 ............. 33,956,460 26,799,501 9,941,391 293 37.1
1993 ............. 34,642,500 32,026,576 10,938,545 315 34.2
1994 ............. 35,178,600 36,323,649 11,813,522 336 32.6
1995 2 ........... 31,806,740 40,476,180 12,933,358 407 31.9

Average annual rate of growth:
1974–95 ....... 1.5 22.9 19.2 17.4 ——
1974–83 ....... 2.5 24.4 26.4 23.3 ——
1984–95 ....... 0.7 20.7 13.0 12.2 ——

Aged:
1974 ............. 21,421,545 394,680 220,742 10 55.9
1976 ............. 22,445,911 704,569 432,971 19 61.5
1978 ............. 23,530,893 1,005,467 648,249 28 64.5
1980 ............. 24,680,432 1,517,183 1,030,896 42 69.9
1982 ............. 25,706,792 2,402,462 1,645,064 64 68.5
1983 ............. 26,292,124 2,995,784 2,066,207 79 69.0
1984 ............. 26,764,150 4,122,859 2,679,571 100 65.0
1985 ............. 27,310,894 5,210,762 3,211,744 118 61.6
1986 ............. 27,862,737 6,529,273 3,809,992 137 58.4
1987 ............. 28,382,203 7,859,038 4,522,841 159 56.4
1988 ............. 28,780,154 9,790,273 5,098,546 177 52.1
1989 ............. 29,216,027 11,855,127 5,767,589 197 48.7
1990 ............. 29,691,180 15,384,510 6,563,454 221 42.7
1991 ............. 30,183,480 18,460,835 6,842,329 227 37.1
1992 ............. 30,722,080 22,253,657 7,741,774 252 34.8
1993 ............. 31,162,480 26,556,415 8,522,089 273 32.1
1994 ............. 31,443,800 29,768,892 9,116,610 290 30.6
1995 2 ........... 28,020,760 33,110,441 9,900,199 353 29.9

Average annual rate of growth:
1974–95 ....... 1.3 23.5 19.9 18.5 ——
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TABLE 2–21.—MEDICARE HOSPITAL OUTPATIENT CHARGES AND REIMBURSEMENTS BY
TYPE OF ENROLLMENT AND YEAR SERVICE INCURRED, SELECTED YEARS 1974–95—
Continued

Type of enrollment and
year of service

Number of
SMI 1 enrollees
in thousands

Covered
charges in
thousands

Program payments

Amount in
thousands Per enrollee Percent of

charges

1974–83 ....... 2.3 25.3 28.2 25.8 ——
1984–95 ....... 0.4 20.9 12.6 12.1 ——

Disabled:
1974 ............. 1,745,019 140,617 102,641 59 73.0
1976 ............. 2,168,467 270,139 197,352 91 73.1
1978 ............. 2,543,162 378,600 275,409 108 72.7
1980 ............. 2,719,226 559,213 411,090 152 73.5
1982 ............. 2,705,490 762,068 558,195 206 73.2
1983 ............. 2,682,411 817,335 595,187 222 72.8
1984 ............. 2,651,247 1,006,351 707,575 267 70.3
1985 ............. 2,677,869 1,270,015 870,560 325 68.5
1986 ............. 2,726,991 1,586,703 1,071,613 393 67.5
1987 ............. 2,787,757 1,773,664 1,167,945 417 65.8
1988 ............. 2,836,928 2,043,646 1,273,158 449 62.3
1989 ............. 2,882,743 2,340,124 1,392,897 483 59.5
1990 ............. 2,944,620 2,961,961 1,607,634 546 54.3
1991 ............. 3,056,360 3,555,838 1,769,991 579 49.8
1992 ............. 3,234,380 4,545,843 2,199,617 680 48.4
1993 ............. 3,480,020 5,470,161 2,416,456 694 44.2
1994 ............. 3,734,800 6,463,757 2,696,912 722 41.7
1995 2 ........... 3,785,980 7,465,739 3,033,158 801 40.6

Average annual rate of growth:
1974–95 ....... 3.8 20.8 17.5 13.2 ——
1974–83 ....... 4.9 21.6 21.6 15.9 ——
1984–95 ....... 3.3 20.0 14.1 10.5 ——

1 1974 is the first full year of coverage for disabled beneficiaries under Medicare; SMI = supple-
mentary medical insurance.

2 Beginning in 1995, the utilization rates per 1,000 enrollees do not reflect managed care enrollment;
that is, Medicare enrollees in managed care plans are not included in the denominator used to calculate
the utilization rates.

Note.—Numbers may not add to totals because of rounding. Hospital outpatient services include clin-
ics or hospital-based renal dialysis facility services, and surgical facility or hospital-based ambulatory
surgical center services provided to hospital outpatient.

Source: Health Care Financing Administration, Bureau of Data Management and Strategy. Data from
the Medicare Decision Support System; data developed by the Office of Research and Demonstrations.

The Secretary is authorized to periodically review and revise the
groups, relative payment weights, wages, and other adjustments to
take into account changes in medical practice, medical technology,
the addition of new services, new cost data, and other relevant in-
formation. Any adjustments made by the Secretary must be made
in a budget-neutral manner. If the Secretary determines that the
volume of services increased beyond amounts established through
those methodologies, the Secretary is authorized to adjust the up-
date to the conversion factor in a subsequent year.
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TABLE 2–22.—PERCENT DISTRIBUTION OF HOSPITAL OUTPATIENT CHARGES UNDER
MEDICARE BY TYPE OF SERVICE, 1995

Service category Percent of
charges

Radiology ..................................................................................................... 20.5
Laboratory .................................................................................................... 13.0
Operating room ............................................................................................ 11.4
End-stage renal disease ............................................................................. 7.9
Pharmacy ..................................................................................................... 6.2
Emergency room .......................................................................................... 3.2
Clinic ........................................................................................................... 1.7
Physical therapy .......................................................................................... 2.5
Medical supplies ......................................................................................... 9.3
All other 1 ..................................................................................................... 20.4

1 Includes computerized axial tomography, durable medical equipment, and blood.

Source: Health Care Financing Administration, Bureau of Data Management and Strategy; Data from
the Medicare Decision Support System.

A hospital may bill a beneficiary for the coinsurance amount
owed for the outpatient services provided. The beneficiary coinsur-
ance is based on 20 percent of the hospital’s submitted charges for
the outpatient service, whereas Medicare usually pays based on the
blend of the hospital’s costs and the amount paid in other settings
for the same service. As a result, the amount the beneficiary pays
in coinsurance does not equal 20 percent of the program’s allowable
payment. On average, beneficiaries pay 37 percent of the total pay-
ment.

The Balanced Budget Act provides for a new method for deter-
mining beneficiary coinsurance beginning in 1999. Hospital OPD
coinsurance payments are limited to 20 percent of the national me-
dian of the charges for the service (or services within the group)
furnished in 1996 updated to 1999 using the Secretary’s estimate
of charge growth. The Secretary is required to develop rules for the
establishment of a coinsurance payment amount for a covered OPD
service not furnished during 1996, based on its classification within
a group of such services. In addition, the Balanced Budget Act pro-
vides for the entire fee schedule amount (program payments plus
beneficiary coinsurance payments) to be updated by the market
basket increase minus 1 percentage point for years 2000 through
2002, and by the market basket percentage increase in subsequent
years. Beneficiary coinsurance payments are to be subtracted from
the fee schedule amount to determine Medicare Program payments.
Over time, beneficiary cost sharing will move closer to the 20 per-
cent of Medicare’s recognized amount applicable for most part B
services.

The Secretary must establish a procedure under which a hos-
pital, before the beginning of a year (starting with 1999), can elect
to reduce the coinsurance payment for some or all covered OPD
services to an amount that is not less than 20 percent of the total
amount (Medicare Program plus beneficiary coinsurance payment)
for the service involved, adjusted for relative differences in labor
costs and other factors. A reduced coinsurance payment can not be
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further reduced or increased during the year involved, and hos-
pitals can disseminate information on the reduction of coinsurance
amounts.

AMBULATORY SURGICAL CENTER SERVICES

Medicare reimburses ambulatory surgical centers (ASCs) for per-
forming surgical procedures on an ambulatory basis. ASCs are paid
a prospectively determined rate for use of an operating room asso-
ciated with covered surgical procedures. Excluded are the physi-
cians charge for professional services performed and other medical
items and services (for example, durable medical equipment for the
patient’s home use) for which separate payment is authorized
under Medicare. Participating ASCs are paid 80 percent of the pro-
spectively determined rate for facility services, adjusted for re-
gional wage variations. The rate is intended to represent HCFA’s
estimate of a fair payment, taking into account the costs incurred
by ASCs generally in providing services that are furnished in con-
nection with performing a surgical procedure.

For payment purposes, ASC services are divided into nine
groups, and the ASC facility payment for all procedures in each
group is established at a single rate adjusted for geographic vari-
ation. The ASC payment groups for fiscal year 1998 range from
$314 for a procedure in payment group one, to $928 for a procedure
in payment group eight. Payment for group nine, allotted exclu-
sively to extracorporeal shockwave lithotripsy services, was estab-
lished and published in the Federal Register on December 31, 1991
(vol. 56, no. 251, 67666); however, a court decision in American
Lithotripsy Society v. Sullivan, 785 F.Supp. 1034 (D.D.C. 1992),
currently prohibits payment for these services under the ASC bene-
fit. The Secretary is required to review and update standard over-
head amounts annually. The ASC facility payment rates are re-
quired to result in substantially lower Medicare expenditures than
would have been paid if the same procedure had been performed
on an inpatient basis in a hospital.

Medicare also requires that payment for insertion of an intra-
ocular lens include an allowance that is reasonable and related to
the cost of acquiring the class of lens involved. OBRA 1993 also re-
duced the amount of payment for an intraocular lens inserted dur-
ing or subsequent to cataract surgery in an ASC on or after Janu-
ary 1, 1994 and before January 1, 1999, to $150.

OBRA 1993 eliminated inflation updates in the payment
amounts for ASCs for fiscal years 1994 and 1995. The Social Secu-
rity Act Amendments of 1994 (Public Law 103–432) required the
Secretary to survey, not later than January 1, 1995, and every 5
years thereafter, the actual audited costs incurred by ASCs, based
on a representative sample of procedures and facilities. In addition,
the 1994 legislation provides for an automatic application of an in-
flation adjustment during a fiscal year when the Secretary does not
update ASC rates based on survey data of actual audited costs. The
act also provides that ASC payment rates be increased by the per-
centage increase in the Consumer Price Index for Urban Consum-
ers (CPI–U), as estimated by the Secretary for the 12-month period
ending with the midpoint of the year involved, if the Secretary has
not updated rates during a fiscal year, beginning with fiscal year
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1996. The update for 1996 was 2.9 percent; the update for 1997
was 2.6 percent.

The Balanced Budget Act sets the annual update for ASC fees
at the CPI–U minus 2 percentage points for fiscal years 1998–2002,
specifying that the update cannot be less than zero. The update for
fiscal year 1998 was 0.6 percent. In 1997, there were 2,433 ASCs,
a 400-percent increase over the 485 facilities which were participat-
ing in Medicare in 1985. As shown in table 2–23, payments for
ASC services totaled $688.9 million in 1996. Table 2–24 shows the
top 10 procedures performed in ASCs in 1996.

TABLE 2–23.—MEDICARE-CERTIFIED AMBULATORY SURGICAL CENTERS: UTILIZATION
AND PROGRAM BENEFIT PAYMENTS FOR FACILITY SERVICES, 1993–96

Year Number of
services

Allowed charges
for ASC facility

services

Program payments
for ASC facility

services

1993 ..................................................... 1,059,644 $625,005,465 $495,313,388
1994 ..................................................... 1,298,740 721,315,789 572,001,981
1995 ..................................................... 1,497,934 836,270,472 659,726,047
1996 1 ................................................... 1,527,130 867,629,247 688,910,712

1 Short file, as of December 1996 (89 percent complete).

Source: Health Care Financing Administration, Bureau of Data Management and Strategy. Data from
part B Extract and Summary System.

TABLE 2–24.—HIGH VOLUME PROCEDURES PERFORMED AT MEDICARE-CERTIFIED
AMBULATORY SURGICAL CENTERS, 1996

Current proce-
dural terminol-

ogy code
Short descriptor

Volume of
Medicare

cases

66984 ........ Remove cataract, insert lens ................................................. 525,520
66821 ........ After cataract laser surgery ................................................... 165,281
43239 ........ Upper GI endoscopy, biopsy ................................................... 78,391
45378 ........ Diagnostic colonoscopy .......................................................... 59,972
45385 ........ Colonoscopy, lesion removal .................................................. 41,699
62289 ........ Lumbar or caudal epidural .................................................... 35,340
45380 ........ Colonoscopy and biopsy ......................................................... 34,744
43235 ........ Upper GI endoscopy, diagnosis .............................................. 24,055
45384 ........ Colonoscopy ............................................................................ 22,537
52000 ........ Cystourethroscopy ................................................................... 19,048

Source: Health Care Financing Administration, Bureau of Data Management and Strategy. Data from
the National Claims History Procedure Summary File.

OTHER PART B SERVICES

Preventive services
Screening mammograms.—In 1997, Medicare covered a screening

mammography once every 2 years for persons over age 65. The pro-
gram covers mammographies for the disabled according to the fol-
lowing schedule: age 35–39—one baseline screening; age 40–50—
one every 2 years, except one every year for women at high risk;
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and age 50–64—one every year. The Balanced Budget Act author-
izes coverage for annual mammograms for all women over age 40
beginning January 1, 1998. The deductible is waived for these serv-
ices.

Payment for a mammogram is based on the lesser of the actual
charge, the amount established for the global procedure under
Medicare’s fee schedule, or the payment limit established for the
procedure. The 1997 limit is $63.34; the 1998 limit is $64.73.

Screening Pap smears; pelvic exams.—In 1997, a screening pap
smear was authorized once every 3 years, except for women who
were at a high risk of developing cervical cancer. Beginning in
1998, coverage is authorized every 3 years for screening pelvic
exams; annual coverage is authorized for women at high risk. Pay-
ment is based on the clinical diagnostic laboratory fee schedule (see
above).

Prostate cancer screening tests.—The Balanced Budget Act au-
thorizes coverage, beginning January 1, 2000, for an annual pros-
tate cancer screening test for men over age 50. The test could con-
sist of any (or all) of the following procedures: (1) a digital rectal
exam; (2) a prostate-specific antigen blood test; and (3) after 2002,
such other procedures as the Secretary finds appropriate for the
purpose of early detection of prostate cancer.

Colorectal screening.—The Balanced Budget Act authorizes cov-
erage of and establishes frequency limits for colorectal cancer
screening tests, effective January 1, 1998. A covered test is any of
the following procedures furnished for the purpose of early detec-
tion of colorectal cancer: (1) screening fecal-occult blood test (for
persons over 50, no more than annually); (2) screening flexible
sigmoidoscopy (for persons over 50, no more than one every 4
years); (3) screening colonoscopy for high-risk individuals (limited
to one every 2 years); and (4) such other procedures as the Sec-
retary finds appropriate for the purpose of early detection of
colorectal cancer. Payment limits are established for the tests.

The Balanced Budget Act requires the Secretary, within 90 days
of enactment, to publish a determination on the coverage of screen-
ing barium enema. The Secretary has determined that barium
enema tests, as an alternative to either a screening flexible
sigmoidoscopy or a screening colonoscopy, will be covered in accord-
ance with the same screening parameters specified for those tests.

Diabetes screening tests.—The Balanced Budget Act specifies
that, effective July 1, 1998, Medicare’s covered benefits will include
diabetes outpatient self-management training services. These serv-
ices are defined as including educational and training services fur-
nished to an individual with diabetes by a certified provider in an
outpatient setting. They will be covered only if the physician who
is managing the individual’s diabetic condition certifies that the
services are needed under a comprehensive plan of care to ensure
therapy compliance or to provide the individual with necessary
skills and knowledge (including skills related to the self-
administration of injectable drugs) to participate in the manage-
ment of their own condition. Certified providers for these purposes
are defined as physicians or other individuals or entities that, in
addition to providing diabetes outpatient self-management training
services, provide other items or services reimbursed by Medicare.
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Providers must meet quality standards established by the Sec-
retary. They are deemed to meet the Secretary’s standards if they
meet standards originally established by the National Diabetes Ad-
visory Board and subsequently revised by organizations that par-
ticipated in the establishment of standards of the Board, or if they
are recognized by an organization representing persons with diabe-
tes as meeting standards for furnishing such services.

In addition, beginning January 1, 1998, Medicare will cover blood
glucose monitors and testing strips for type I or type II diabetics
(without regard to a person’s use of insulin, as determined under
standards established by the Secretary in consultation with appro-
priate organizations). The national payment limit for testing strips
is reduced by 10 percent beginning in 1998.

Bone mass measurements.—The Balanced Budget Act authorizes
coverage, beginning July 1, 1998, for bone mass measurement for
the following high risk persons: an estrogen-deficient woman at
clinical risk for osteoporosis; an individual with vertebral abnor-
malities; an individual receiving long-term glucocorticoid steroid
therapy; an individual with primary hyperparathyroidism; or an in-
dividual being monitored to assess osteoporosis drug therapy. The
Secretary would be required to establish frequency limits.

Drugs/vaccines
Medicare generally does not cover outpatient prescription drugs.

Despite the general limitation, Medicare law specifically authorizes
coverage for the following drugs:

—Immunosuppressive drugs.—Drugs used in immunosuppressive
therapy (such as cyclosporin) during the first 30 months follow-
ing a covered organ transplant. The coverage period is ex-
tended to 3 years beginning in 1998.

—Erythropoietin (EPO).—EPO for the treatment of anemia for
persons with chronic kidney failure.

—Osteoporosis drugs.—Injectable drugs approved for the treat-
ment of postmenopausal osteoporosis provided to an individual
by a home health agency. A physician must certify that the in-
dividual suffered a bone fracture related to postmenopausal
osteoporosis and that the individual is unable to self-admin-
ister the drug.

—Oral cancer drugs.—Oral drugs used in cancer chemotherapy
when identical to drugs which would be covered if not self-
administered.

The Balanced Budget Act also authorizes coverage, effective Jan-
uary 1, 1998, for oral antinausea drugs used as part of an
anticancer chemotherapeutic regimen, subject to specified condi-
tions.

Generally, Medicare payment for drugs has been based on the
lower of the estimated acquisition cost or the national average
wholesale price. These provisions do not apply when payment is
based on reasonable costs. Special limits apply in the case of eryth-
ropoietin; the limit is $10 per 1,000 units. Osteoporosis drugs can
only be paid on the basis of reasonable costs.

The Balanced Budget Act specifies that, effective January 1,
1998, in any case where payment is not made on a cost or prospec-
tive payment basis, the payment will equal 95 percent of the aver-
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age wholesale price. The Secretary is authorized to pay a dispens-
ing fee to pharmacies. Further, the Secretary is required to study
the effect of this provision on average wholesale prices.

Medicare also pays for influenza virus vaccines (flu shots), pneu-
mococcal pneumonia vaccine, and hepatitis B vaccine for persons at
risk of contracting hepatitis B. Cost-sharing charges do not apply
for pneumococcal pneumonia or influenza virus vaccines; cost-
sharing charges do apply for hepatitis B vaccines.

Ambulance services
Medicare pays for ambulance services provided certain conditions

are met. The services must be medically necessary and other meth-
ods of transportation must be contraindicated. Ambulance services
are currently paid on the basis of reasonable costs when such serv-
ices are provided by a hospital; otherwise the payment is based on
reasonable charge screens developed by individual carriers based
on local billings (which may take a variety of forms). Based on
these local billing methods, carriers develop screens for one or more
of the following four main billing methods: (1) a single all inclusive
charge reflecting all services, supplies, and mileage; (2) one charge
reflecting all services and supplies, with separate charge for mile-
age; (3) one charge for all services and mileage, with separate
charges for supplies; and (4) separate charges for services, mileage,
and supplies. Within each broad payment method, additional dis-
tinctions are made based on whether the service is basic life sup-
port service or advanced life support, whether emergency or non-
emergency transport was used, and whether specialized advanced
life services were rendered.

The Balanced Budget Act of 1997 specifies that the reasonable
cost and charge limits will apply through 1999, with annual in-
creases equal to the CPI minus 1 percentage point. A fee schedule
will be implemented in 2000. The aggregate amount of payments
in 2000 cannot exceed what would be paid if the interim reductions
remained in effect in that year. Annual increases in subsequent
years will equal the CPI increase, except that in 2001 and 2002
there will be a 1-percentage point reduction. The act specifies that
coverage is provided for advanced life support services provided by
paramedic intercept service providers in rural areas under contract
with one or more volunteer ambulance services.

END-STAGE RENAL DISEASE SERVICES

COVERAGE

The Medicare Program covers individuals who suffer from end-
stage renal disease if they are: (1) fully insured for old age and sur-
vivor insurance benefits; (2) entitled to monthly Social Security
benefits; or (3) spouses or dependents of individuals described in (1)
or (2). Such persons must be medically determined to be suffering
from end-stage renal disease and must file an application for bene-
fits. In 1996, 8.4 percent of the population suffering from end-stage
renal disease (ESRD) who needed renal dialysis and 11.6 percent
who needed kidney transplants did not meet any of these require-
ments and thus were not eligible for Medicare renal benefits.
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Benefits for qualified end-stage renal disease beneficiaries in-
clude all part A and part B medical items and services. ESRD
beneficiaries are automatically enrolled in the part B portion of
Medicare and must pay the monthly premium for such protection.

Table 2–25 shows estimates of expenditures, number of bene-
ficiaries, and the average expenditure per person for all persons
with ESRD (including the aged and disabled) from 1974 through
2002. Total projected program expenditures for the Medicare End-
Stage Renal Disease Program for fiscal year 1998 are estimated at
$11.0 billion. In fiscal year 1998, there are an estimated 287,169
beneficiaries, including successful transplant patients and persons
entitled to Medicare on the basis of disability who also have ESRD.

TABLE 2–25.—END-STAGE RENAL DISEASE MEDICARE BENEFICIARIES AND PROGRAM
EXPENDITURES, 1974–2002

[Expenditures in millions of dollars]

Fiscal year Expenditures
(HI & SMI) HI beneficiaries Per person cost

1974 ........................................................... $229 15,993 $4,319
1975 ........................................................... 361 22,674 15,921
1976 ........................................................... 512 28,941 17,691
1977 ........................................................... 641 35,889 17,861
1978 ........................................................... 800 43,482 18,398
1979 ........................................................... 1,009 52,636 19,169
1980 ........................................................... 1,245 54,725 22,750
1981 ........................................................... 1,464 61,487 23,810
1982 ........................................................... 1,640 69,267 23,676
1983 ........................................................... 1,984 78,361 25,319
1984 ........................................................... 2,325 87,609 26,538
1985 ........................................................... 2,835 96,965 29,237
1986 ........................................................... 3,165 106,568 29,699
1987 ........................................................... 3,490 117,020 29,824
1988 ........................................................... 3,998 128,075 31,216
1989 ........................................................... 4,653 140,324 33,159
1990 ........................................................... 5,251 154,575 33,971
1991 ........................................................... 5,634 170,718 33,003
1992 ........................................................... 6,433 186,729 34,451
1993 ........................................................... 7,192 202,988 35,429
1994 ........................................................... 7,877 220,359 35,747
1995 ........................................................... 8,652 237,469 36,436
1996 ........................................................... 9,560 254,157 37,614
1997 ........................................................... 10,252 270,672 37,875
1998 ........................................................... 11,008 287,169 38,334
1999 ........................................................... 11,849 303,765 39,007
2000 ........................................................... 12,795 320,593 39,909
2001 ........................................................... 14,121 337,774 41,806
2002 ........................................................... 15,606 355,387 43,914

Note.—Estimates for 1979–2001 are subject to revision by the Office of the Actuary, Office of Medi-
care and Medicaid Cost Estimates; projections for 1994–2001 are under the fiscal year 1996 budget as-
sumptions.

Source: Health Care Financing Administration, Office of the Actuary.
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When the ESRD Program was created, it was assumed that pro-
gram enrollment would level out at about 90,000 enrollees by 1995.
That mark was passed several years ago, and no indication exists
that enrollment will stabilize soon.

Table 2–26 shows that new enrollment for all Medicare bene-
ficiaries receiving ESRD services grew at an average annual rate
of 7.4 percent from 1989 to 1994. Most of the growth in program
participation is attributable to growth in the numbers of elderly
people receiving services and growth in the numbers of more seri-
ously ill people entering treatment. Table 2–26 shows the greatest
rate of growth in program participation is in people over age 75,
at 12.0 percent, followed by people of ages 65–74 with a growth
rate of 9.1 percent. The largest rate of growth in primary causes
of people entering ESRD treatment was diabetes. People with dia-
betes frequently have multiple health problems, making treatment
for renal failure more difficult.

The rates of growth in older and sicker patients entering treat-
ment for end-stage renal disease indicate a shift in physician prac-
tice patterns. In the past, most of these people would not have en-
tered dialysis treatment because their age and severity of illness
made successful treatment for renal failure less likely. Although
the reasons that physicians have begun treating older and sicker
patients are not precisely known, it is clear that these practice pat-
terns have resulted, and will continue to result, in steady growth
in the number of patients enrolling in Medicare’s End-Stage Renal
Disease Program.

End-stage renal disease is invariably fatal without treatment.
Treatment for the disease takes two forms: transplantation and di-
alysis. Although the capability to perform transplants had existed
since the 1950s, problems with rejection of transplanted organs
limited its application as a treatment for renal failure. The 1983
introduction of a powerful and effective immunosuppressive drug,
cyclosporin, resulted in a dramatic increase in the number of trans-
plants being performed and the success rate of transplantation.

Table 2–27 indicates that the number of kidney transplants in
1995 was more than double the number performed in 1980. Despite
the significant increases in the number and success of kidney
transplants, transplantation is not the treatment of choice for all
ESRD patients. A chronic, severe shortage of kidneys available for
transplantation now limits the number of patients who can receive
transplants. Even absent a shortage of organs, some patients are
not suitable candidates for transplants because of their age, sever-
ity of illness, or other complicating conditions. Finally, some ESRD
patients do not want an organ transplant.

For all of these reasons, dialysis is likely to remain the primary
treatment for end-stage renal disease. Dialysis is an artificial
method of performing the kidney’s function of filtering blood to re-
move waste products. There are two types of dialysis: hemodialysis
and peritoneal dialysis. In hemodialysis, still the most common
form of dialysis, blood is removed from the body, filtered and
cleansed through a dialyzer, sometimes called an artificial kidney
machine, before being returned to the body. There are three types
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TABLE 2–27.—TOTAL KIDNEY TRANSPLANTS PERFORMED IN MEDICARE-CERTIFIED U.S.
HOSPITALS, 1979–95

Calendar year Total
transplants

Living donor Cadaveric donor

Number Percent Number Percent

1979 ............................ 4,189 1,186 28 3,003 72
1980 ............................ 4,697 1,275 27 3,422 73
1981 ............................ 4,883 1,458 30 3,425 70
1982 ............................ 5,358 1,677 31 3,681 69
1983 ............................ 6,112 1,784 29 4,328 71
1984 ............................ 6,968 1,704 24 5,364 76
1985 ............................ 7,695 1,876 24 5,819 76
1986 ............................ 8,976 1,887 21 7,089 79
1987 ............................ 8,967 1,907 21 7,060 79
1988 ............................ 8,932 1,816 20 7,116 80
1989 ............................ 8,899 1,893 21 7,006 78
1990 ............................ 9,796 2,091 21 7,705 79
1991 ............................ 10,026 2,382 24 7,644 76
1992 ............................ 10,115 2,536 25 7,579 75
1993 ............................ 10,934 2,828 26 8,106 74
1994 ............................ 11,312 3,000 26 8,312 73
1995 ............................ 11,902 3,416 29 8,426 71

Source: Health Care Financing Administration, Bureau of Data Management and Strategy.

of peritoneal dialysis. Intermittent peritoneal dialysis (IPD) and
continuous cycling peritoneal dialysis (CCDP) requires the use of a
machine while continuous ambulatory peritoneal dialysis (CAPD)
does not require the use of a machine. Under peritoneal dialysis,
filtering takes place inside the body by inserting dialysate fluid
through a permanent surgical opening in the peritoneum (abdomi-
nal cavity). Toxins filter into the dialysate fluid and are then
drained from the body through the surgical opening. Hemodialysis
is usually performed three times a week, IPD is performed once or
twice a week, while CAPD and CCPD require daily exchanges of
dialysate fluid.

REIMBURSEMENT

Medicare reimbursement for facility-based dialysis services pro-
vided by hospital-based and independent facilities are paid at pro-
spectively determined rates for each dialysis treatment session.
The rate, referred to as a composite rate, is derived from area wage
differences and audited cost data adjusted for the national propor-
tion of patients dialyzing at home versus in a facility. Adjustments
are made to the composite rate for hospital-based dialysis facilities
to reflect higher overhead costs.

Beneficiaries electing home dialysis may choose either to receive
dialysis equipment, supplies, and support services directly from the
facility with which the beneficiary is associated (method I) or to
make independent arrangements for equipment, supplies, and sup-
port services (method II). Under method I, the equipment, supplies,
and support services are included in the facility’s composite rate.
Under method II, payments are made on the basis of reasonable
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charges and limited to 100 percent of the median hospital compos-
ite rate, except for patients on continuous cycling peritoneal dialy-
sis, in which case the limit is 130 percent of the median hospital
composite rate.

Kidney transplantation services, to the extent they are inpatient
hospital services, are subject to the prospective payment system.
However, kidney acquisition costs are paid on a reasonable cost
basis.

The composite rate is not routinely updated, nor are method II
reasonable charge payments. There is no specific update policy for
reasonable costs of kidney acquisition; 100 percent of reasonable
costs are reimbursed. In fiscal year 1998, the composite rate is
$130 for hospitals and $126 for freestanding facilities.

PRIVATE HEALTH PLANS IN MEDICARE

The Medicare Risk Contract Program in its current form (section
1876 of the Social Security Act) was authorized as part of the Tax
Equity and Fiscal Responsibility Act of 1982 (TEFRA). It gives
Medicare beneficiaries the option to enroll in a private health plan,
typically a health maintenance organization (HMO). (An HMO is a
type of managed care plan that acts as both insurer and provider
of health care services to an enrolled population.) The program re-
ceives a predetermined, per capita payment from Medicare for each
enrolled beneficiary and is at risk for providing each enrollee Medi-
care-covered items and services. The Risk Contract Program built
upon an earlier Medicare provision, originating in the 1970s, which
authorized private plans to contract with Medicare on a cost-
reimbursement basis.

The Balanced Budget Act of 1997 made several major changes to
underlying Medicare law dealing with private health plans. First,
it replaces the risk program (and most other Medicare managed-
care options, such as plans with cost contracts) with a program
called Medicare+Choice (new part C of Medicare). Second, it cre-
ates a new set of private plan options for Medicare beneficiaries.
Third, it establishes a new method for paying participating private
health plans. Under the Balanced Budget Act of 1997, every indi-
vidual entitled to Medicare part A and enrolled in part B will be
able to elect the existing package of Medicare benefits through ei-
ther the existing Medicare fee-for-service program (traditional
Medicare) or through a Medicare+Choice plan.

This section describes the rules and standards under which both
the old and new program operate. The Risk Contract Program is
characterized as the ‘‘current’’ program; the new program is gen-
erally referred to as Medicare+Choice.

PLAN OPTIONS AND RULES FOR ENROLLMENT BEFORE THE
BALANCED BUDGET ACT OF 1997

Prior to the implementation of Medicare+Choice, which should be
fully in place by 1999, persons enrolling in Medicare have two basic
coverage options. They may elect to obtain services through the tra-
ditional fee-for-service system under which program payments are
made for each service rendered. Alternatively, under section 1876
of the Social Security Act, they may elect to enroll with a managed
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care organization which has entered into a payment agreement
with Medicare.

Three types of managed care organizations are authorized under
section 1876 to contract with Medicare: an entity that has a risk
contract with Medicare, an entity that has a cost contract with
Medicare, and a health care prepayment plan (HCPP) that has a
cost contract to provide Medicare part B services. Risk contracts
are frequently referred to as TEFRA risk contracts and cost con-
tracts are frequently referred to as TEFRA cost contracts because
the TEFRA legislation established the rules governing these types
of contracts.

Risk contracts
Both HMOs and competitive medical plans (CMPs) are permitted

to sign risk contracts with Medicare. (A CMP is a health plan that
is not a federally qualified HMO but that meets specific Medicare
requirements.) By contrast, provider-sponsored organizations
(PSOs) and preferred provider organizations (PPOs) that are not
organized under the laws of a State and are neither a federally
qualified HMO or CMP are not eligible to contract with Medicare
under the Risk Contract Program. Allowing PSOs and PPOs to
compete for Medicare beneficiaries is one of the major changes
made by the Balanced Budget Act of 1997.

Medicare makes a single monthly capitation payment for each of
its enrollees. This payment has been called the adjusted average
per capita cost (AAPCC). The Balanced Budget Act of 1997 changed
the capitation payment methodology, as discussed below. In return,
the entity agrees to provide or arrange for the full range of Medi-
care services through an organized system of affiliated physicians,
hospitals, and other providers.

In general, a beneficiary in an area served by an HMO or CMP
with a risk contract may voluntarily choose to enroll in the organi-
zation. With a few exceptions, the beneficiary must obtain all cov-
ered services through the HMO or CMP, except in emergencies.
Typically, the beneficiary is not responsible for many of the cost-
sharing charges associated with traditional Medicare. In some
cases, the beneficiary may be charged a monthly premium by the
organization. In 1995, risk plans were authorized to offer point-of-
service (POS) options in which enrollees can go out of plan for serv-
ices, with cost-sharing responsibilities varying with the choice of
provider (higher cost sharing is associated with the use of nonnet-
work providers).

Cost-based plans
Beneficiaries may also enroll in organizations with TEFRA cost

contracts. These entities must meet essentially the same conditions
of participation as risk contractors. Under a cost contract, Medicare
pays the actual cost the entity incurs in furnishing covered services
(less the estimated value of beneficiary cost sharing).

The other type of cost-based arrangement is the health care pre-
payment plan. A HCPP arrangement is similar to a TEFRA cost
contract except that it provides only part B services. Further, there
are no specific statutory conditions to qualify for a HCPP contract.
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Enrollment
With certain exceptions, any Medicare beneficiary residing in the

area served by a risk plan or cost plan may enroll. Under the rules
in effect until Medicare+Choice is implemented, the plans must
have an annual open enrollment period of at least 30 days dura-
tion. During this period, they must accept beneficiaries in the order
in which they apply up to the limits of its capacity, unless doing
so would lead: (a) to violation of the rule requiring HMOs to have
no more than 50 percent of their enrollees as Medicare-Medicaid
beneficiaries, or (b) to an enrolled population unrepresentative of
the population in the area served by the HMO. As of January 1,
1997, the Secretary is authorized to waive this ‘‘50–50 rule’’ if she
finds it in the public interest. This provision was included in the
Balanced Budget Act of 1997, which also repeals the 50–50 rule as
of January 1, 1999.

An enrollee may request termination of his or her enrollment at
any time. An individual may file disenrollment requests directly
with the HMO or at the local Social Security Office. Disenrollment
takes effect on the first day of the month following the month dur-
ing which the request is filed. The HMO may not disenroll or
refuse to reenroll a beneficiary on the basis of health status or need
for health services.

The Secretary is authorized to prescribe procedures and condi-
tions under which eligible organizations contracting with Medicare
may inform beneficiaries about the organization. Brochures, appli-
cation forms, or other promotional or informational material may
be distributed only after review and approval by the Secretary of
Health and Human Services (DHHS). HMOs must provide enroll-
ees, at the time of enrollment and annually thereafter, an expla-
nation of rights to benefits, restrictions on services provided
through nonaffiliated providers, out-of-area coverage, coverage of
emergency and urgently needed services, and appeal rights. A ter-
minating HMO must arrange for supplementary coverage for Medi-
care enrollees to pay for certain cost-sharing charges during any
preexisting condition exclusion under their successor coverage for
the lesser of 6 months or the duration of the exclusion period.

TRENDS IN PLAN AVAILABILITY AND ENROLLMENT

As of 1997, a small but growing portion of Medicare beneficiaries
are enrolled in managed care plans. Recent growth in enrollment
reflects increases in both the number of plans with Medicare risk
contracts and the number of Medicare enrollees per plan.

Availability of Medicare risk plans
In the 1980s, many large HMOs did not participate in Medicare.

Participation by health plans, however, has grown rapidly in the
past 5 years, especially since 1993 (chart 2–1).
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CHART 2–1. NUMBER OF RISK PLANS PARTICIPATING IN MEDICARE, 1987–97

Note: All data are for December, except that June data are used for 1997.

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
data from Health Care Financing Review, 1996 Statistical Supplement and Medicare Managed Care Contract
Reports.

By law, each risk plan is available for a specific service area.
Plans define their service areas as a set of counties and partial
counties (partial counties are identified by ZIP code). Typically, a
plan serves some portion of a single State or a multistate metro-
politan area. Analysis by the Physician Payment Review Commis-
sion (PPRC; 1997) shows that, in June 1997, 67 percent of all Medi-
care beneficiaries had at least one risk plan available to them
(chart 2–2). (PPRC has now merged with the Prospective Payment
Assessment Commission to become the Medicare Payment Advisory
Commission or MedPAC.) Almost 60 percent of all beneficiaries had
a choice of plans, and one-third had five or more available to them.
In 2 years, the proportion of all beneficiaries without access to at
least one risk plan had dropped 12 percent, while the number with
access to at least five plans had more than doubled.



172

CHART 2–2. DISTRIBUTION OF MEDICARE BENEFICIARIES BY NUMBER OF RISK PLANS
AVAILABLE IN THEIR AREA, 1995–97

Note: Area is defined as the ZIP codes in a risk plan’s service area.

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
Health Care Financing Administration enrollment data.

Access to risk plans, however, is much greater in urban areas
than in rural areas (chart 2–3). All residents of central urban areas
have at least one plan available, and most have more. By contrast,
rural beneficiaries rarely have even one plan available.

Enrollment trends for Medicare managed care
Historically, few Medicare beneficiaries have enrolled in HMOs,

but the numbers have risen steadily to 14.2 percent of all bene-
ficiaries in mid 1997 (chart 2–4). The largest numbers and all of
the growth have been in risk plans, in which enrollment increased
from 3.3 percent in 1990 to 12.6 percent in June 1997. By contrast,
enrollment in cost contracting plans fell to a low of 1.6 percent in
1997. Nationally, enrollment in risk plans grew about 30 percent
from June 1996 to June 1997.



173

CHART 2–3. DISTRIBUTION OF MEDICARE BENEFICIARIES IN URBAN AND RURAL
LOCATIONS BY NUMBER OF AVAILABLE PLANS, JUNE 1997

Note: Urban counties are divided into central counties and others; rural counties are divided into urban
fringe counties and others.

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
Health Care Financing Administration enrollment data.

In addition to enrollment in risk and cost plans, over 16,000
beneficiaries had enrolled in plans offered through the Medicare
Choices Demonstration Project as of mid 1997. This project was es-
tablished to give Medicare beneficiaries expanded choices among
types of managed care plans and test new ways to pay for managed
care.

Patterns of enrollment differ across urban and rural locales. Risk
plan enrollment in central urban areas (cities at the core of metro-
politan areas) was about 24 percent in June 1997, about twice the
level in outlying urban areas. That level was up from 17 percent
2 years earlier. Risk plan enrollment in rural areas was about 1.8
percent. Although low, it has been rising rapidly over the past 2
years. Enrollment in cost contract plans is more evenly distributed.

Enrollment patterns are not uniform around the country, with
risk plan enrollment higher generally in western States (chart 2–
5). In particular, over one-third of the beneficiaries in Arizona (37
percent) and California (37 percent) were in risk plans in June
1997. The highest levels of enrollment in eastern States were in
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Florida (24 percent), Massachusetts (17 percent), Pennsylvania (19
percent), and Rhode Island (16 percent).

CHART 2–4. PERCENT OF MEDICARE BENEFICIARIES ENROLLED IN RISK AND COST
PLANS, 1990–97

Note: All data are for December, except that 1997 data are from June.

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
Medicare Managed Care Contract Reports.

Further evidence of the degree of concentration is that five
States account for just over two-thirds of all risk enrollees but just
over one-third of all Medicare beneficiaries. Almost half of all risk
enrollees live in California and Florida. New enrollees, however,
come from a somewhat different mix of States than do current risk
enrollees. Beneficiaries in California and Florida represent under
one-fourth of net new enrollment between June 1996 and June
1997, whereas Pennsylvania has the largest share of new enrollees
(14 percent).

Although enrollment in the risk program initially was con-
centrated on the west coast and Florida, other areas, especially in
the East and Midwest, have seen rapid rises in risk plan enroll-
ment over the last 2 years. Urban areas with the greatest share
of national enrollment growth tend to be those where Medicare
payments are high. New competition has entered many of these
markets, but the newer entrants do not necessarily attract the
most new enrollees.
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Although nearly 300 risk plans participate in Medicare, risk con-
tracts are concentrated among a few large national firms. Just 12
large national firms enroll over three-fourths of all risk plan enroll-
ees (chart 2–6). The largest firm is Pacificare (including its recent
merger partner, FHP) with 21 percent of risk plan enrollees nation-
wide. Kaiser Permanente, the Blue Cross Blue Shield companies,
and Humana are the next largest firms participating in Medicare.
The concentration of enrollment appears to be declining, possibly
because of the large number of recent new entrants into the pro-
gram. Countering this trend, however, may be corporate mergers,
which tend to increase enrollment concentration.

CHART 2–5. PERCENT OF MEDICARE BENEFICIARIES ENROLLED IN RISK PLANS, BY
STATE, JUNE 1997

Note: Enrollment in eight States falls in a different category than it would based on HCFA’s monthly
reports because certain plans serve beneficiaries in States other than where they are located.

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
Health Care Financing Administration enrollment data.

Projections of enrollment show continued growth. Forecasts by
the Congressional Budget Office (CBO) suggest enrollment will
reach about 34 percent by 2005, modestly above the 29-percent rate
projected under prior law.
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CHART 2–6. PERCENT OF PLAN ENROLLEES WHO ARE IN RISK PLANS AFFILIATED WITH
NATIONAL FIRMS, JUNE 1997

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
Health Care Financing Administration enrollment data.

PLAN OPTIONS AND RULES FOR ENROLLMENT IN MEDICARE+CHOICE

The Balanced Budget Act establishes Medicare+Choice, which
will give beneficiaries an expanded array of private plan alter-
natives to traditional Medicare. Each Medicare+Choice plan will
have to provide the same benefits as required under traditional
Medicare. Standards for Medicare+Choice plan organization and
performance are discussed below. Also discussed below are bene-
ficiary and provider protections.

Plan options
A Medicare+Choice plan can be: (1) a coordinated care plan, (2)

a private fee-for-service plan, or (3) on a limited demonstration
basis, a combination of a medical savings account (MSA) plan and
contributions to a Medicare+Choice MSA.

Coordinated care plans may be offered by an HMO (with or with-
out a point-of-service plan), a PPO, or a PSO. PPOs are generally
groups of physicians and hospitals who contract with an insurer or
employer to serve a group of enrollees on a fee-for-service basis at
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negotiated rates that are lower than those charged to nonenrollees.
PPOs do not traditionally have primary care gatekeepers. A PSO
is generally a cooperative venture of a group of providers who con-
trol its delivery and financial arrangements.

The Balanced Budget Act defines a private fee-for-service plan as
a plan that: reimburses hospitals, physicians, and other providers
at a rate determined by the plan on a fee-for-service basis without
placing the provider at financial risk; does not vary rates for a pro-
vider based on the utilization relating to the provider; and does not
restrict the selection of providers among those who are lawfully au-
thorized to provide the covered services, and who agree to accept
the terms and conditions of payment established by the plan.

The Balanced Budget Act defines an MSA plan as a plan that re-
imburses Medicare-covered services after a specified deductible (up
to $6,000) is met. The difference between the premium for the
high-deductible plan and applicable Medicare+Choice capitation
payment would be placed into an account for the beneficiary to use
in meeting his or her expenses below the deductible. The MSA op-
tion is offered on a demonstration basis. Up to 390,000 individuals
can enroll in MSA plans (specific rules for MSA plans are described
below).

As Medicare+Choice begins operation, probably late in 1998,
most existing risk and cost-based contracts will be phased out. No
new risk contracts may be initiated after Medicare+Choice stand-
ards are released, and no risk contracts may be renewed after Jan-
uary 1999. Existing risk-contract plans will be able to convert to
Medicare+Choice if they meet the new program requirements. Ef-
fective immediately, no new cost-based contracts may be initiated,
and most cost-based contracts may not be renewed beyond Decem-
ber 2002.

Enrollment rules for Medicare+Choice
With two exceptions, beneficiaries will be able to enroll in any

Medicare+Choice plan that serves their area. The first exception
applies to beneficiaries not enrolled in part B. The second exception
applies to persons qualifying for Medicare on the basis of end-stage
renal disease (ESRD); however, persons already enrolled who later
develop ESRD may remain enrolled in the plan.

After a transition period (through 2001) in which individuals are
able to make and change elections on an ongoing basis, elections
will be made and changed only during an annual coordinated elec-
tion period. There will also be a 3-month period after making an
election in which individuals can change their election (except for
a 6-month period in 2002). Additional election periods (called spe-
cial election periods) will apply for newly eligible Medicare bene-
ficiaries (based on age, but not disability) and beneficiaries who ex-
perience certain events; for example, the individual is no longer eli-
gible to participate in a plan because she moves or because the
plan has terminated its contract with Medicare. Table 2–28 sum-
marizes the enrollment schedule for Medicare+Choice.
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TABLE 2–28.—TRANSITION TO ANNUAL COORDINATED ELECTION OF MEDICARE+CHOICE
PLANS

Date Event

June 1, 1998 ............. Secretary of DHHS must issue regulations implementing
standards (other than those for solvency) for Medicare+Choice
plans. Medicare+Choice contracts cannot be signed until such
standards are in place. Upon signing a contract with DHHS,
Medicare+Choice plans begin accepting Medicare beneficiaries
on a continuous open enrollment and continuous disenrollment
basis.

November 1998 ......... Medicare+Choice Information Fair nationwide coordinated edu-
cational and publicity campaign. Individuals can begin enroll-
ing in Medicare+Choice MSAs (with coverage becoming effec-
tive January 1, 1999).

January 1, 1999 ........ Current risk contract enrollees are hereafter considered to be
enrolled in Medicare+Choice plans. MSA plans begin providing
coverage.

November 1999 ......... First coordinated annual election period for Medicare+Choice
plans (for coverage becoming effective January 1, 2000) and
first mailing of informational materials to all Medicare bene-
ficiaries.

December 31, 2001 .. Last day of continuous open enrollment/disenrollment during
which an individual can change elections an unlimited num-
ber of times.

January 1, 2002 ........ First year in which elections become locked in. First 6 months
of 2002 is a transition period when an individual can change
election only once (other than an election during the coordi-
nated annual election period or in the case of an event quali-
fying for a special election). Limited exceptions are provided.

December 31, 2002 .. New elections end for Medicare+Choice MSA plans (unless
390,000 cap is reached prior to this date).

January 1, 2003 ........ New elections become effective the first day of January follow-
ing each election period. Each year there is a 3-month period
when an individual can change election one time. Otherwise,
elections cannot be changed until the next annual coordinated
election period (unless individual qualifies for special enroll-
ment period). Limited exceptions are provided.

Source: Congressional Research Service analysis of provisions in the Balanced Budget Act of 1997.

Marketing rules
Medicare+Choice organizations and the plans they offer to Medi-

care beneficiaries must meet certain marketing rules. They will
have to submit marketing material to the Secretary at least 45
days before distribution. The material can then be distributed if it
is not disapproved by the Secretary (whereas in the previous rules
active approval was required). The Secretary is required to dis-
approve such material if it is inaccurate or misleading. Each orga-
nization must conform to fair marketing standards, and must not
permit an organization to provide for cash or other monetary re-
bates as an inducement for enrollment or otherwise. The Secretary
is permitted to prohibit an organization or its agent from complet-
ing any portion of any election form on behalf of any individual.
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Information to beneficiaries
The Secretary is required to provide for activities to disseminate

broadly information on traditional Medicare and Medicare+Choice
plans to current and prospective Medicare beneficiaries. The infor-
mation has to be comparative in order to help beneficiaries make
informed choices among available options. The Secretary is re-
quired to conduct an educational and publicity campaign during
November 1998 to inform Medicare+Choice individuals about the
identity of Medicare+Choice plans and risk contract plans offered
in different areas and the election process. As shown in table 2–
28, the Secretary is required to provide comprehensive information,
including plan comparisons, to beneficiaries every November, be-
ginning with 1999.

Specifically, the Secretary is required to mail to all individuals
eligible for Medicare+Choice general and comparative plan infor-
mation. This mailing must occur at least 15 days before each an-
nual, coordinated election period. (Such information will also be
sent to newly eligible beneficiaries in advance of their initial enroll-
ment period.)

The general information is to include: (1) benefits and cost-shar-
ing requirements under the traditional Medicare Program; (2) the
procedures for electing traditional Medicare and Medicare+Choice;
(3) a general description of procedural rights (including grievance
and appeals procedures) for both traditional Medicare and
Medicare+Choice; (4) information on benefits and other features of
supplemental coverage, including Medigap and Medicare Select;
and (5) notice that a Medicare+Choice organization may terminate
its contract with Medicare or otherwise cease to be available to an
enrolled individual and what would happen in that event.

The comparative plan information for Medicare+Choice will have
to include: (1) benefits, cost-sharing requirements, and the extent
to which an enrollee may obtain benefits through out-of-network
providers; (2) plan premiums; (3) plan service areas; (4) quality and
performance information, including disenrollment rates, enrollee
satisfaction, health outcomes, and compliance data; (5) supple-
mental benefits, if any, and their premiums.

The Secretary is required to maintain a toll-free number and
internet site to facilitate access to information on Medicare+Choice
plans. Nonfederal entities may be used to carry out information ac-
tivities required under the Balanced Budget Act. The
Medicare+Choice organizations will be required to furnish the Sec-
retary with the information needed to enable the Secretary to com-
ply with these requirements.

Medicare+Choice organizations will be required to pay a ‘‘user
fee’’ to offset HCFA’s costs of providing beneficiaries with compara-
tive plan information, conducting annual information fairs, main-
taining the toll-free information number and internet site, and con-
ducting the other activities designed to inform Medicare bene-
ficiaries about their insurance options. This user fee must equal
the organization’s share (as determined by the Secretary) of the ag-
gregate amount of fees which are appropriated for a fiscal year.
The amounts collected are authorized to be appropriated, and are
capped at $200 million in fiscal year 1998; $150 million in fiscal
year 1999; and $100 million in fiscal year 2000 and subsequent
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years. However, Public Law 105–78, providing for appropriations
for the Departments of Labor, Health and Human Services, and
Education, provides for only $95 million in user fees for fiscal year
1998. Report language accompanying the legislation suggests that
HCFA should give priority in using these funds to: (1) publishing
a comparative booklet to be mailed to beneficiaries describing the
new Medicare+Choice plans; (2) contracting for a toll-free number
and maintaining an internet site for questions about
Medicare+Choice options; and (3) operating Medicare+Choice infor-
mation fairs and funding future dissemination of information
through local information centers and other forms of public rela-
tions.

Nondiscrimination
Medicare+Choice organizations are required to accept eligible in-

dividuals without restriction during election periods (also referred
to as open enrollment periods). In general, organizations and plans
cannot deny enrollment on the basis of health status related fac-
tors. These include: health status, medical condition (including
both physical and mental illnesses), claims experience, receipt of
health care, medical history, genetic information, evidence of insur-
ability (including conditions arising out of acts of domestic vio-
lence), and disability. These provisions do not apply if they will re-
sult in enrollment misrepresentative of the Medicare population in
the service area. An organization can deny enrollment in the event
it has reached the limits of its capacity. Organizations also cannot
terminate an enrollee’s election except for failure to pay premiums
on a timely basis, disruptive behavior, or because the plan ends for
all Medicare+Choice enrollees.

PAYMENTS TO PLANS THROUGH 1997

There are two basic components of the risk program payment
methodology used through 1997. The first is the actuarial method
used to calculate risk plan payment rates each year. The second is
the adjusted community rate (ACR) mechanism through which risk
contracting plans determine the amount of Medicare noncovered
benefits that they will provide to Medicare enrollees and the pre-
miums they are permitted to charge for those benefits. As described
below, the Balanced Budget Act made substantial changes in the
calculation of plan payment rates, but only modest changes in the
ACR mechanism.

Capitation payments to risk contracting plans
Under the old system, Medicare paid risk plans 95 percent of an

actuarial projection, at the county level, of what the program would
have paid if the beneficiary had remained in the traditional fee-for-
service sector. This payment rate was known as the adjusted aver-
age per capita cost (AAPCC). The Health Care Financing Adminis-
tration (HCFA) recalculated AAPCCs every calendar year based on
estimates of national average spending, county spending, and bene-
ficiary characteristics.

National Medicare per capita expenditures.—In the first stage of
the AAPCC calculation, HCFA actuaries used historical program
expenditures to project national per capita program expenditures
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for the coming calendar year. These U.S. per capita costs (USPCC)
were needed to update historical spending at the county level. Sep-
arate projections were made for part A services and part B services
for the aged, the disabled, and people with ESRD. These projec-
tions took into account expected inflation and changes in utilization
patterns and services covered by the Medicare Program. The
USPCC was reported in terms of monthly per capita expenditures
because risk plans are paid on a monthly basis.

County level Medicare per capita expenditures.—In the second
stage, HCFA estimated expected per capita program expenditures
for the aged and the disabled in each county, and for people with
ESRD in each State. County level per capita spending differed from
the national average because of differences in input prices, practice
patterns, health status, utilization, and Medicare payments for spe-
cial purposes such as graduate medical education and support for
disproportionate-share hospitals. Risk adjusters were applied to
these data to approximate what Medicare per capita spending in
the fee-for-service sector would have been in each year if a county
had the same demographic characteristics as the nation as a whole.
These projected risk-weighted per capita payments are the AAPCC.

Enrollee-level payment to plans.—Finally, HCFA calculated what
it would pay a risk plan for each individual enrollee. This payment
was based on 95 percent of the AAPCCs for the enrollee’s county
of residence and was adjusted by national risk adjusters to reflect
each enrollee’s demographic characteristics, such as age, sex, and
whether the person is in a nursing home (see section below on risk
adjustment). Medicare also paid plans 95 percent of the State level
end-stage renal disease AAPCCs for enrollees with end-stage renal
disease.

Payment issues
For several years, certain issues have been raised about the

AAPCC-based payment methodology. Payment rates varied widely
across the country and from year to year. Risk plans also were paid
for graduate medical education and disproportionate-share hospital
(DSH) payments that they may not actually have incurred.

Geographic variation and volatility.—Certain policies in place
under the old system led to significant variation in risk payments
across the country. Nationally, in 1997, AAPCCs ranged from $221
to $767. AAPCCs for central urban counties ($546) and other urban
counties ($436) were higher on average than AAPCCs for rural
counties adjacent to urban areas ($393) or the most rural counties
($371). Furthermore, because Medicare risk payments were county
based, neighboring counties often had substantially different
AAPCCs that could not be explained by differences in plan costs.
For example, the AAPCC varied by over $200 per month among the
counties adjacent to Chicago or to Washington, DC. These geo-
graphic variations in AAPCCs resulted from local differences in fee-
for-service Medicare expenditures that in turn reflected service use
patterns (both volume and intensity), provider input prices (for ex-
ample, cost of wages or supplies), and Medicare payments for spe-
cial purposes (for example, payments for graduate medical edu-
cation).
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In addition, many counties experienced substantial changes in
the AAPCC from year to year, despite the use of multiple years of
expenditure data to smooth changes in per capita spending. Per
capita costs for counties with small Medicare populations fluc-
tuated more over time than per capita costs for counties with larg-
er Medicare populations.

Both the levels of AAPCC-based payment rates and their vola-
tility over time have influenced Medicare risk plan enrollment
rates. PPRC’s analysis indicated that, in urban counties, the level
of payments is one of the important factors influencing enrollment
rates, with higher enrollment rates where payment rates are high.
Payment volatility appears to have had a weaker but measurable
effect, with lower enrollment rates where volatility is high.

Medical education and disproportionate-share payments.—Medi-
care fee-for-service payments for inpatient hospital stays include
payments for direct and indirect medical education costs incurred
by teaching hospitals and extra payments to hospitals that serve
a disproportionate share of low-income beneficiaries. Under the old
payment system, these payments were retained in the expenditures
used to calculate the AAPCCs. As a result, an AAPCC reflected a
county’s average monthly per capita cost for fee-for-service medical
education and disproportionate share hospitals. These amounts
may not correspond with actual risk plan costs, however, because
not all plans have medical education programs or use teaching or
disproportionate-share hospitals. Each type of payment averaged
about 3 percent of the AAPCC rates overall. The shares of total
payments, however, varied across the country.

Payments for services in VA or defense facilities.—In some areas,
many Medicare enrollees obtain services from Veterans Adminis-
tration or Department of Defense facilities. As a result, Medicare
expenditures are reduced in these areas. Because the AAPCCs
were based on Medicare fee-for-service expenditures, the exclusion
of these services meant that the AAPCC did not represent the aver-
age service use of Medicare beneficiaries in the fee-for-service sec-
tor. The value of the services provided by these non-Medicare Pro-
grams averaged about 3 percent of total Medicare per enrollee costs
across all States, although it varied substantially across individual
States.

MEDICARE+CHOICE PAYMENTS TO PLANS

The Balanced Budget Act substantially restructured the system
for setting the rates by which Medicare pays plans. While
Medicare+Choice is not yet in place, the Balanced Budget Act re-
quires HCFA to determine 1998 payments to risk plans using the
new capitation payment methodology. The rates for 1998, the first
to be so calculated, were issued in September 1997.

In general, the program makes monthly payments in advance to
each participating health plan for each covered individual in a pay-
ment area (typically a county). The Secretary is required to deter-
mine annually, and announce by March 1 before the calendar year
concerned, the annual Medicare+Choice capitation rate for each
payment area, and the risk and other factors to be used in adjust-
ing such rates.
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Payments to Medicare+Choice organizations and payments to
Medicare+Choice MSAs are made from the Medicare Trust Funds
in proportion to the relative weights that benefits under parts A
and B represent of Medicare’s actuarial value of the total benefits.

Calculation of the payment rate
The major factors for determining Medicare’s annual

Medicare+Choice capitation rates are summarized in table 2–29.
The annual Medicare+Choice capitation rate, for a payment area
(for a contract for a calendar year) is set at the highest of three
amounts calculated for each county:

—a rate calculated as a blend of an area-specific (local) rate and
a national rate,

—a minimum or floor rate, and
—a rate reflecting a minimum increase from the previous year’s

rate.
Each year, the two components of the blended rate and the floor
rate will be updated by a national growth percentage. Each part of
the system is described in more detail below.

Blended rates.—The blended capitation rate is designed to shift
county rates gradually away from local rates, which reflect the
wide variations in fee-for-service costs discussed above, toward a
national average rate. Blending is designed to reduce payments in
counties where AAPCCs historically have been higher than the na-
tional average rate, and to increase payments in counties where
AAPCCs have been lower. The blended rate is defined as the sum
of:

—a percentage of the annual area-specific Medicare+Choice capi-
tation rate for the year for the payment area, and

—a percentage of the input-price adjusted annual national
Medicare+Choice capitation rate for the year.

The area-specific (local) rate is based on the 1997 AAPCC for the
payment area with two adjustments. First, the area-specific rate is
reduced to remove an amount corresponding to graduate medical
education (GME) payments (described below). Second, rates are up-
dated each year by the national growth percentage (described
below).

The national rate is the weighted average of all local area-spe-
cific rates. This component of the blend is adjusted to reflect dif-
ferences in certain input prices, such as hospital labor costs, by a
formula stated in the law. The Balanced Budget Act allows the Sec-
retary to change the method for making input-price adjustments in
the future.

The percentage applied to the area-specific rate will be reduced
in increments over 6 years from 90 percent in 1998 to 50 percent
in 2003, while the corresponding percentage for the national rate
is increased over the same 6 years from 10 percent to 50 percent
(table 2–29). In 2003, the blended rate will be based on 50 percent
of area-specific costs and 50 percent of national, input-price ad-
justed costs. Each year, the blended rates may be raised or lowered
to achieve budget neutrality (described below).
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TABLE 2–29.—MAJOR FACTORS FOR DETERMINING MEDICARE PAYMENTS TO
MEDICARE+CHOICE PLANS

Factor Rule established in the Balanced Budget Act of 1997
Blended counties
(blend of local and
national rates).

General ................... Transition over 6 years to 50–50 blend
of local and national rates. National
rates are adjusted for differences in
input prices.

1998 .......................
1999 .......................
2000 .......................
2001 .......................
2002 .......................
2003 and after .......

90 percent local, 10 percent national.
82 percent local, 18 percent national.
74 percent local, 26 percent national.
66 percent local, 34 percent national.
58 percent local, 42 percent national.
50 percent local, 50 percent national.

Minimum payment
(‘‘floor’’) rate.

1998 ....................... Minimum of $367 or 150 percent of
1997 payment outside the United
States.

1999 and after ....... Previous year’s payment times annual
percentage increase.

Minimum percent
increase.

1998 .......................
1999 and after .......

102 percent of 1997 payment rate.
102 percent of prior year’s rate.

Treatment of pay-
ments for graduate
medical education
(GME) and dis-
proportionate-share
hospitals (DSH).

GME payments excluded in equal inter-
vals over 5 years. DSH payments not ex-
cluded.

Budget neutrality .... Total Medicare+Choice payments may
not exceed what would have been spent
if payments were entirely based on local
rates.

Annual percentage
increase.

1998 .......................
1999–2002 .............
After 2002 ..............

Increase in Medicare per capita expend-
itures minus 0.8 percentage points.
Increase in Medicare per capita expend-
itures minus 0.5 percentage points.
Increase in Medicare per capita expend-
itures.

Risk adjustment ...... Payments are adjusted by Secretary to
reflect demographic and other factors.
Study is to be done of risk adjusters
based on health status. Starting 2000,
payments are risk adjusted based on
Secretary’s recommendations.

Source: Congressional Research Service analysis of provisions in the Balanced Budget Act of 1997.
Minimum (floor) rates.—Each county is also subject to a floor

rate, designed to raise payment in certain counties more quickly
than would occur through the blend alone. The minimum rate is
set at $367 for 1998 (but not to exceed, in the case of an area out-
side the 50 States and the District of Columbia, 150 percent of the
1997 payment rate). For subsequent years, this payment amount
will be increased by the national growth percentage (described
below). In about one-third of all counties, the 1998 payment rate
had to be raised to meet the floor.
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Minimum percentage increase.—The minimum increase rule pro-
tects counties that would otherwise receive only a small (if any) in-
crease. In 1998, the minimum rate for any payment area is 102
percent of its 1997 AAPCC. For subsequent years, it will be 102
percent of its annual Medicare+Choice capitation rate for the pre-
vious year.

Exclusion of payments for graduate medical education.—Pay-
ments (direct and indirect) for GME are excluded or ‘‘carved out’’
of the payments to Medicare+Choice plans over 5 years. Specifi-
cally, in determining the local rate prior to determining the blend-
ed rate, amounts attributable to payments for the indirect costs of
medical education and for direct graduate medical education costs
are deducted from the 1997 payment amount. The amount ex-
cluded begins at 20 percent in 1998, rising in equal amounts until
it reaches 100 percent in 2002. Payments for disproportionate-
share hospitals are not carved out.

National growth percentage.—The national per capita
Medicare+Choice growth percentage is defined as the projected per
capita increase in total Medicare expenditures minus a specific re-
duction set in law. In 1998, the reduction is 0.8 percentage points;
from 1999 through 2002, it is 0.5 percentage points. There is no re-
duction after 2002. (Starting with the 1999 rates, adjustments will
be made for errors in the previous year’s projection of spending.)
The actual national growth percentage for 1998, after the reduc-
tion, is 2.6 percent. Estimated growth percentages for the period
1999–2002 have been estimated by CBO to range from about 4–6
percent.

Budget neutrality.—Once the rates are calculated for each coun-
ty, based on the greatest of the blended rate, floor, and minimum
increase, total payments are compared to a budget-neutral amount.
A budget neutrality adjustment is applied as necessary to the
blended rates to ensure that the aggregate of payments for all pay-
ment areas equals that which would have been made if the pay-
ment were based on 100 percent of the area-specific capitation
rates for each payment area. In no case may rates be reduced
below the floor or minimum increase amounts for the particular
county. In some years, it may not be possible to achieve budget
neutrality because no county rate may be reduced below its floor
or minimum increase. The law makes no provision for achieving
budget neutrality after all county rates are at the floor or mini-
mum increase. When this situation occurred for the 1998 rates,
HCFA chose to waive the budget-neutrality rule rather than one of
the other rules.

Rates for disabled and ESRD beneficiaries.—Payment rates for
disabled and ESRD beneficiaries are set using a similar method as
that for aged beneficiaries except that ESRD rates are calculated
on a statewide basis. In particular, the same floor rates also apply
to both groups of beneficiaries, even though payments for disabled
beneficiaries have been historically 15 percent lower than for aged
beneficiaries.

Geographic basis for payment rates.—A Medicare+Choice pay-
ment area is defined as a county or equivalent area specified by the
Secretary. (In the case of individuals determined to have ESRD,
the Medicare+Choice payment area is each State, or other payment
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areas as the Secretary specifies.) Upon request of a State for a con-
tract year (beginning after 1998), the Secretary will redefine
Medicare+Choice payment areas in all or a portion of the State to:
(1) a single statewide payment area; (2) a metropolitan system; or
(3) a single payment area consolidating noncontiguous counties (or
equivalent areas) within a State.

Special rules for MSA plans.—Special rules will apply for pay-
ments to MSA plans. If the monthly premium for an MSA plan
(that is, a high deductible plan) for a Medicare+Choice payment
area is less than the monthly capitation rate for the area and year
involved, the Secretary is required to deposit the difference in a
Medicare+Choice MSA established by the individual. For cases
when an MSA election was terminated before the end of the year,
the Secretary will have to establish a procedure to recover deposits
attributable to the remaining months.

Risk adjustment
Actual payments to plans depend on the characteristics of the

beneficiaries who enroll. The rate for an enrollee’s county of resi-
dence (or State in the case of ESRD enrollees) is adjusted by na-
tional risk adjusters to reflect each enrollee’s demographic charac-
teristics (table 2–30).

TABLE 2–30.—CALCULATION OF RISK PLAN MONTHLY PAYMENT ON BEHALF OF
SELECTED BENEFICIARIES, LOS ANGELES COUNTY, CALIFORNIA, 1998

(Part A rate ×
Part A

risk
ad-

juster)

+ (Part B rate ×
Part B

risk
ad-

juster)

= Total pay-
ment

Male 1 ($364.81 × 0.65) + ($270.19 × 0.80) = $453.28
Female 2 ($364.81 × 2.10) + ($270.19 × 1.65) = $1,211.91

1 Age 68, non-Medicaid, noninstitutionalized, nonworking.
2 Age 87, non-Medicaid, institutionalized, nonworking:

Note.—The monthly payment for an average beneficiary in Los Angeles County is $635.00.

Source: Medicare Payment Advisory Commission analysis.

The risk adjusters currently in use reflect the relative level of
program spending for groups defined on the basis of age, sex, insti-
tutional status, Medicaid enrollment, and working aged with
employment-based insurance coverage (table 2–31). Disability and
ESRD status are handled through separate rates for each county
(or State, in the case of ESRD), rather than as a national risk ad-
juster.

The Physician Payment Review Commission, among others, has
presented evidence of significant risk selection in the Medicare
managed care program. For the 6 months before enrolling in man-
aged care plans, beneficiaries’ costs were 37 percent below those of
a fee-for-service comparison group. In the 6 months after
disenrolling, beneficiaries’ costs were 60 percent above the fee-for-
service average (chart 2–7). The current system does a poor job of
risk adjustment because the risk adjusters used provide little infor-



187

mation about beneficiaries’ health and explain only 1 percent of the
variation in their health case costs.

TABLE 2–31.—MEDICARE RISK ADJUSTERS FOR AGED BENEFICIARIES, 1998

Sex and age group Institu-
tional

Noninstitutional

Medicaid Non-
Medicaid

Working
aged

Part A—hospital insurance:
Male:

85 and over ............................ 2.25 2.60 1.35 0.90
80–84 ..................................... 2.25 2.35 1.20 0.80
75–79 ..................................... 2.25 1.95 1.05 0.70
70–74 ..................................... 2.25 1.50 0.85 0.45
65–69 ..................................... 1.75 1.15 0.65 0.40

Female:
85 and over ............................ 2.10 2.10 1.20 0.80
80–84 ..................................... 2.10 1.70 1.05 0.70
75–79 ..................................... 2.10 1.45 0.85 0.55
70–74 ..................................... 1.80 1.05 0.70 0.45
65–69 ..................................... 1.45 0.80 0.55 0.35

Part B—supplementary medical insur-
ance:

Male:
85 and over ............................ 1.95 1.70 1.15 1.00
80–84 ..................................... 1.95 1.70 1.15 0.90
75–79 ..................................... 1.95 1.55 1.10 0.80
70–74 ..................................... 1.80 1.35 0.95 0.65
65–69 ..................................... 1.60 1.10 0.80 0.45

Female:
85 and over ............................ 1.65 1.25 1.00 0.85
80–84 ..................................... 1.65 1.25 0.95 0.75
75–79 ..................................... 1.65 1.25 0.95 0.70
70–74 ..................................... 1.65 1.15 0.85 0.55
65–69 ..................................... 1.50 1.05 0.70 0.40

Note.—Values indicate the multiplier used for a beneficiary with a particular set of characteristics;
average beneficiary has a multiplier of 1.00. A separate set of risk adjusters is used for disabled bene-
ficiaries.

Source: Health Care Financing Administration.

By March 1, 1999, the Secretary must submit to Congress a re-
port on a method of risk adjustment of payment rates that accounts
for variations in per capita costs based on health status. The Bal-
anced Budget Act calls for the new risk adjustment methodology to
be in effect for payments to plans as of January 1, 2000.
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CHART 2–7. COSTS AS A PERCENTAGE OF AVERAGE MEDICARE SPENDING PER
BENEFICIARY

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
1989–94 Medicare claims and denominator files, 5-percent sample.

Unresolved issues for plan payment
As policy changes in the method of paying plans are imple-

mented, several unresolved issues remain. Some issues are rel-
atively technical, such as the absence of any alternative mechanism
to achieve budget neutrality in a situation where all rates are re-
duced to floors or minimum updates. Other issues, among those de-
scribed above, were not resolved by the Balanced Budget Act of
1997. They include adjustments to local rates for Medicare pay-
ments to disproportionate-share hospitals or for services bene-
ficiaries receive from Veterans Administration and Department of
Defense facilities, and basing payment on geographic areas larger
than counties. Longer range issues include determining whether
adequate progress toward reducing variation in rates will result
from the rules in the Balanced Budget Act.

COUNTY PAYMENT RATES, 1997–2003

The payment rates used in 1998 are the first to be calculated
under the new rules established by the Balanced Budget Act.
Based on HCFA’s projection of overall Medicare growth, the na-
tional growth percentage for 1998 is set to be 2.6 percent for aged
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beneficiaries. This amount results from an estimated 3.4 percent
Medicare spending growth, less the 0.8-percent reduction required
by the Balanced Budget Act. The carve-out for graduate medical
education spending for an average county is about 0.8 percent, so
the effective average increase in county payment rates, before
floors and minimum increases are applied, is 1.8 percent.

After applying the floors and minimum increases, the average
county payment rate (weighted by beneficiaries) is $484, about a 3-
percent increase over 1997. The difference between this average
and the 1.8-percent increase expected from the formula results
from the Balanced Budget Act requirement to create floor rates and
minimum increases. The fact that the 1.8-percent increase is below
the minimum increase of 2 percent also illustrates why the budget-
neutrality requirement could not be met for 1998 rates.

The increases from 1997 to 1998 would have been even lower
under the policy that was replaced by the Balanced Budget Act.
This is because the Balanced Budget Act did not provide for a cor-
rection for HCFA’s overprojection of 1997 spending a year earlier.
Had such a correction been applied, the 1997 base rates used as
the starting point for the calculation of 1998 monthly county rates
would have been lower by an average of about $10. After the statu-
tory reduction, the effective national growth percentage would then
have been 0.3 percent instead of 2.6 percent.

As noted above, each county rate is set at the greatest of the
amounts calculated under three rules—its blended rate, minimum
increase, and floor. Because of the low national growth percentage
in 1998, no county rate will be set by the blended rate rule. About
one-third of all counties are set at the floor, with the rest receiving
the minimum 2-percent increase (chart 2–8).

Sample calculations show how the rates are determined (table 2–
32). After the initial calculation of rates under the three rules
(blended, floor, and minimum increase) but before budget neutral-
ity, the rates are set simply at the highest of these three amounts.
Among the sample counties shown in the table, there are two coun-
ties whose rates are determined by each rule. The budget-
neutrality adjustment only applies to the counties whose rates are
set by the blended-rate rule (Hennepin and Fairfax Counties in
table 2–32) because rates may never fall below the rates set by the
other two rules. The 1998 rates for such counties were reduced
below where they would have been by about 1–2 percent because
of this adjustment. Had the budget-neutrality adjustment been
smaller, then rates for these counties would have been set between
the blended and minimum-increase amounts.

Geographic variations
Large variation in county payment rates was one of the motivat-

ing forces behind some of the changes enacted in the Balanced
Budget Act. The establishment of a floor rate removed some of the
greatest variation. The combination of the low national growth per-
centage and the budget-neutrality rule, however, delayed the appli-
cation of the blended-rate rule. Only when county rates are more
heavily based on the national component of the blend will more of
the county variation be reduced.
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CHART 2–8. RULE USED TO DETERMINE COUNTY PAYMENT RATES, BY YEAR, 1998–
2003

Note: Analysis based on actual rates for 1998 and simulated rates for 1999–2003, using dynamic enroll-
ment growth assumptions.

Source: Medicare Payment Advisory Commission simulations of payment rates under the Balanced Budget
Act of 1997.

TABLE 2–32.—CALCULATION OF MONTHLY PAYMENT RATES FOR SAMPLE COUNTIES,
1998

County 1997 ac-
tual rate

Calculation under separate rule Determination of rate

Minimum
update Floor Blend

(90:10)

Before
budget neu-
trality ad-
justment

Actual rate
(after budg-
et neutrality
adjustment)

Los Angeles, CA .. 622.55 635.00 367.00 625.92 635.00 635.00
Dade, FL .............. 748.23 763.19 367.00 737.10 763.19 763.19
Hennepin, MN ...... 405.63 413.74 367.00 419.34 419.34 413.74
Fairfax, VA ........... 400.54 408.55 367.00 417.44 417.44 408.55
Arthur, NE ............ 220.92 225.34 367.00 244.89 367.00 367.00
Presidio, TX ......... 229.70 234.29 367.00 255.58 367.00 367.00

Note.—Before budget-neutrality adjustments are applied, county rates are determined by the highest of
the three rates calculated under separate rules. In 1998, the budget-neutrality adjustment lowered all
blended rates so that they were no higher than the minimum update or floor rates. As a result, rates for
Hennepin and Fairfax Counties were set by the minimum update rule instead of the blend rule.

Source: Medicare Payment Advisory Commission analysis.
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Across the counties, there is a substantial range above and below
the average payment rate (chart 2–9). For 1997, the lowest rates
in the country were $221 in two rural Nebraska counties (Arthur
and Banner). The highest rates in 1997 were $767 and $748, re-
spectively, in Richmond County, New York (Staten Island), and
Dade County, Florida (Miami). In 1998 the floor rate brings the na-
tional minimum rate (excluding territories) up to $367, while the
highest rate (Richmond County) rises to $783. Despite these ex-
treme values, about half of all beneficiaries live in counties with
1998 rates between about $400 and $540.

CHART 2–9. MEAN, MINIMUM, AND MAXIMUM COUNTY PAYMENT RATES, BY LOCATION,
1997–98

Note: The tick mark on each bar indicates the mean county payment rate (weighted by the number of
beneficiaries in each county). The length of each bar represents the range of payment rates.

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
payment rates under the Balanced Budget Act of 1997.

Regionally, payment varies considerably, with higher payments
generally in more urbanized areas (chart 2–9). The 1998 floor most-
ly affects rural counties, but it raises rates for some urban counties
as well. Since all counties not affected by the floor get the same in-
crease for 1998 (that is, 2 percent), payment rates will continue to
be higher in urban areas and lowest in the most rural areas. The
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average payment in central urban counties is more than $100
above that for other urban counties and nearly $160 above that for
rural counties. The range within each of the urban-rural categories
remains substantial as well.

Payment rates range widely across markets as well as across
counties. For example, plans serving southern Florida will be paid
an average of $675 per month in 1998, compared with $409 in
Minneapolis-St. Paul (table 2–33). Moreover, within some markets
that encompass more than one county, the range of monthly pay-
ment rates across counties is $200 or greater. Plans competing in
the same market may receive substantially different payments for
beneficiaries who live on opposite sides of a county boundary.
These differing payment levels appear to affect plan participation
and enrollment. The Balanced Budget Act will eventually reduce
some of this variation, but generally not until increases are high
enough to support blended rates. Among the largest markets, the
only significant compression of variation for 1998 occurs in Min-
neapolis-St. Paul, where many suburban counties have rates raised
to the $367 floor.

TABLE 2–33.—MONTHLY PAYMENT RATES FOR AGED ENROLLEES IN SELECTED AREAS,
1998

County Payment
rate

Washington, DC-Maryland-Virginia:
Prince George’s County, MD ................................................................... $614
Washington, DC ...................................................................................... 596
Montgomery County, MD ......................................................................... 501
Arlington County, VA ............................................................................... 460
Falls Church City, VA .............................................................................. 456
Alexandria City, VA ................................................................................. 456
Fairfax City, VA ....................................................................................... 425
Loudoun, VA ............................................................................................ 422
Fairfax County, VA .................................................................................. 409

Minneapolis-St. Paul, MN metro area:
Ramsay (St. Paul) ................................................................................... 431
Hennepin (Minneapolis) .......................................................................... 414
Anoka ...................................................................................................... 403
Dakota ..................................................................................................... 387
Washington ............................................................................................. 373
Carver ...................................................................................................... 367
Scott ........................................................................................................ 367

Southern Florida:
Dade (Miami) .......................................................................................... 763
Broward (Ft. Lauderdale) ........................................................................ 663
Palm Beach ............................................................................................. 577

Southern California:
Los Angeles ............................................................................................. 635
Orange ..................................................................................................... 584
San Bernardino ....................................................................................... 544
Riverside ................................................................................................. 526

Source: Health Care Financing Administration.
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Impact of reforms beyond 1998
This section uses the results of simulations conducted by

MedPAC to assess the impact of the new payment rules established
by the Balanced Budget Act. These simulations incorporate the
published 1998 rates and simulated rates from 1999 to 2003, using
CBO’s assumptions about spending growth to set the annual na-
tional growth percentage. Dynamic assumptions about enrollment
growth are incorporated into these simulations, that is, it is as-
sumed that enrollment will respond to changes in payment rates
leading to a different distribution of plan enrollment across the
United States (regardless of how much the level of enrollment
changes).

Source of payment rate determination.—Based on projections by
MedPAC, it appears that there may be no counties with rates set
by the blended rate rule in 1999, the same result as in 1998. This
result assumes that the projected national growth percentage for
1999 will be too low to achieve budget neutrality and that at least
some enrollment is shifting to counties affected by the floor rate or
the minimum increase.

Starting in 2000, the national growth percentage is projected to
be high enough to pay for increased enrollment in counties where
rates have been raised to the floor or minimum increase and still
support some higher blended rates. By 2003, when all transitions
are complete, over 80 percent of all counties are projected to be at
their blended rates, with 2 percent raised to the minimum increase
and 16 percent raised to the floor rate (chart 2–8).

Once the various phased-in changes (blended percentages and
phasing out of GME payments) are complete in 2003, the projection
is that 16 percent of counties will remain at floor rates unless the
Congress makes further changes in the payment methodology. This
result occurs because floor rates and blended rates grow each year
by the same amount.

The small number of counties that are still affected by the mini-
mum increase in 2003 (2 percent of all counties) should in the fu-
ture receive blended rates, given no further shift in the blend pro-
portions. As long as the national growth percentage is greater than
2 percent, blended rates for these counties will eventually rise
above the minimum increase.

Reducing volatility in payments.—The Balanced Budget Act effec-
tively eliminates the year-to-year volatility inherent in county pay-
ment rates under the old rules. In 1998, the $367 floor rate caused
volatility in the sense that rates for many counties rose dramati-
cally to achieve that floor. But, from 1999 to 2003, as various
changes are phased in, county rates generally will increase by a
minimum of 2 percent each year and a maximum of about 2 per-
centage points above the national growth percentage that year. The
differences among counties reflect the relative magnitudes of such
factors as the amount of GME payments being excluded and the
input-price adjustments (for example, hospital wages). After 2003,
all county rates will increase uniformly by the national growth per-
centage (except for those few counties still affected by the mini-
mum-increase rule).

Reducing variation in payments.—The rate system in the Bal-
anced Budget Act will reduce the amount of variation occurring
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under current law (chart 2–10). Although central urban counties
remain on average substantially above the national average and all
other types of counties remain below, the range is reduced over the
first 5 years of new rates. In the first year, the only source for re-
ducing variation is the use of the floor rate, since all other county
rates are increased by a uniform 2 percent. Floor rates apply to
about half of the most rural counties and to decreasing proportions
of counties in the more urban categories.

CHART 2–10. EFFECT OF NEW RATES ON REGIONAL VARIATION, USING DYNAMIC
ENROLLMENT GROWTH ASSUMPTIONS, 1997–2003

Note: Analysis based on actual rates for 1998 and simulated rates for 1999–2003.

Source: Medicare Payment Advisory Commission simulations of payment rates under the Balanced Budget
Act of 1997.

At the individual county level, changes can be more dramatic
(chart 2–11). As a proportion of the national average rate, those
rural counties paid at very low rates (for example, Arthur County,
Nebraska) will get a big increase the first year, then stay at just
under 80 percent of the national average. Counties with historically
high rates (for example, Richmond County, New York) will get only
a 2-percent increase each year and thus fall from nearly two-thirds
above the national rate to only 50 percent above it. Other counties
converge toward rates driven by local input-price variations.

The degree to which variation is reduced is influenced by at least
two factors. First, the low national growth percentages projected
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for Medicare+Choice combined with the guaranteed 2-percent in-
crease limit the influence of the blended rates. Second, stopping the
blended rates at a 50–50 blend, together with the appropriate ap-
plication of input-price adjustments, limits the potential for conver-
gence toward a national rate.

CHART 2–11. EFFECT OF NEW RATES ON COUNTY VARIATION, 1997–2003, USING
DYNAMIC ENROLLMENT GROWTH ASSUMPTIONS

Note: Analysis based on actual rates for 1998 and simulated rates for 1999–2003.

Source: Medicare Payment Advisory Commission simulations of payment rates under the Balanced Budget
Act of 1997.

ADJUSTED COMMUNITY RATE (ACR)

The adjusted community rate mechanism is a process through
which health plans determine the minimum amount of Medicare
noncovered benefits they are required to provide to Medicare en-
rollees and the premiums they are permitted to charge for those
benefits. This system, which has been in place for the Risk Con-
tract Program, will continue with only a few changes under
Medicare+Choice. HCFA, however, is considering administrative
changes to this system.

No later than May 1 of each year, each Medicare+Choice organi-
zation is required to submit to the Secretary for each of its
Medicare+Choice plans specific information about premiums, cost
sharing, and additional benefits (if any). Under Medicare’s rules, a
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plan may not earn a higher return from its Medicare business than
it does in the commercial market. The Secretary will be required
to review this information and approve or disapprove the pre-
miums, cost-sharing amounts, and benefits. The Secretary will not
have the authority to review the premiums for either MSA plans
or private fee-for-service plans.

Beneficiaries are expected to share in any projected cost savings
between Medicare’s capitation payment to a plan and what it
would cost the plan to provide Medicare benefits to its commercial
enrollees. To accomplish this, a plan must provide additional bene-
fits and reduced cost sharing to its enrollees. A plan is also per-
mitted to offer extra benefits, known as supplemental benefits, be-
yond those required by the ACR mechanism.

The ACR process requires a plan to use its costs and revenues
from its commercial business to estimate the cost of providing serv-
ices to Medicare enrollees. These costs are adjusted to reflect dif-
ferences between Medicare and commercial enrollees with regard to
both utilization of services and the range of covered benefits. The
plan’s commercial revenues are used to calculate an allowance for
administrative costs and profits.

As with medical costs, the allowance for administrative costs and
profits for Medicare-covered services provided to Medicare enrollees
is calculated by applying the ratio of administrative to direct pa-
tient care expenses for commercial enrollees. This provides plans
with expected profits on Medicare enrollees that probably are com-
parable in percentage terms to profits on commercial members, but
substantially larger in terms of dollars per member.

In the first year of Medicare participation, plans may use utiliza-
tion factors provided by HCFA or obtained from other sources. In
subsequent years, plans are supposed to use factors based on their
own utilization data. Because the Balanced Budget Act drops the
existing requirement that at least half of a plan’s enrollment be
commercial (the 50–50 rule), procedures will be created to calculate
the ACR for plans without such enrollment.

REQUIRED NONCOVERED SERVICES

Plans must provide additional benefits or reduced premiums to
Medicare enrollees valued at the difference between the projected
cost of providing Medicare services and expected revenue for Medi-
care enrollees. HCFA calls this difference between expected Medi-
care costs and revenues ‘‘savings.’’ These savings are distributed to
Medicare enrollees in the form of additional benefits either as serv-
ices or as reduced cost sharing (table 2–34).

Plans calculate the cost of providing Medicare noncovered serv-
ices to make up this difference between their expected revenues
and costs in the same way they determine their costs of providing
Medicare covered services. They choose which additional benefits to
offer. The total cost of these additional benefits must at least equal
the ‘‘savings’’ on Medicare-covered services (table 2–34).

Allowable cost sharing
Plans are permitted to charge Medicare enrollees the expected

cost of additional benefits (that is, Medicare noncovered services
beyond the amount required to spend the savings) plus the na-
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tional average amount of beneficiary cost sharing for Medicare-
covered services. Plans can collect these payments through a com-
bination of copayments and premiums. Premiums cannot exceed
the difference between total allowable beneficiary cost sharing and
expected copayments. Plans may choose to waive part or all of this
allowable premium for all enrollees. Thus, plans report on the ACR
proposal the maximum premium that will be charged to any Medi-
care enrollee (table 2–34).

TABLE 2–34.—CALCULATION OF ADJUSTED COMMUNITY RATE AND MAXIMUM MONTHLY
PREMIUM USING NATIONAL AVERAGE AMOUNTS, 1995

Component Weighted
average

Cost of covered benefits and administrative overhead ............................... $433.14
Less average fee-for-service cost sharing .......................................... ¥65.08

Adjusted community rate (ACR) .................................................. 368.06

Average Medicare payment rate ................................................................... 409.97
Less ACR .............................................................................................. ¥368.06

‘‘Savings’’ .................................................................................... 41.91

Additional benefits ........................................................................................ 35.02
Net waived cost sharing ............................................................................... +51.59

Less ‘‘savings’’ ..................................................................................... ¥41.91

Maximum monthly premium ........................................................ 44.70

Monthly premium to be charged ................................................................... 17.65
Waived monthly premium .............................................................................. 27.05

Note.—Weighted averages are based on the number of enrollees in each risk plan.

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis
of adjusted community rate proposal data from the Health Care Financing Administration.

Differences for private fee-for-service and MSA plans
For private fee-for-service plans, most of the same rules apply as

for other Medicare+Choice plans. For example, they must provide
additional benefits to beneficiaries in the amount of the savings
calculated through the ACR. Allowable cost sharing (not including
premiums) cannot exceed the comparable cost sharing in tradi-
tional Medicare. But there is no limit on the additional premium
charged by these plans. For MSA plans, there are no restrictions
provided through the ACR process. These plans must submit infor-
mation on premiums charged, but no review or approval by the
Secretary is required.
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ADDITIONAL BENEFITS AND PREMIUMS IN THE MEDICARE RISK
PROGRAM

Although plans may charge premiums to enrollees, about two-
thirds of plans do not do so for their basic package (chart 2–12).
These are commonly referred to as zero-premium plans. The pro-
portion of zero-premium plans increased by about one-third in the
past 2 years. One in nine plans charges a monthly premium of over
$40 for their basic package. (Plans may charge higher premiums
for high-option packages that include more extensive benefits.)

CHART 2–12. DISTRIBUTION OF MEDICARE RISK PLANS BY PREMIUMS CHARGED, 1995
AND 1997

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
Medicare Managed Care Contract Reports.

At least two reasons explain why a risk plan may offer a zero-
premium plan. The first is that Medicare’s capitation payment to
a plan exceeds its costs (a ‘‘savings’’ in the terms of the ACR) and
the plan chooses to add only enough benefits to match the savings.
In this case, no premium would be allowable under the ACR rules.
The second is that a plan is allowed to charge a premium to cover
the cost of the total benefits offered, but the plan waives its pre-
mium to stay competitive in its local market. In the latter case, the
plan may not be at risk of taking a loss on its Medicare business
because profits and overhead based on commercial rates are in-
cluded in its allowed costs under the ACR calculation.

Nearly all plans offer some additional benefits to enrollees be-
yond those in traditional Medicare (chart 2–13). These include both
required benefits offered to meet ACR rules and optional benefits
the plan chooses to offer. Benefits widely available include routine
physicals, eye exams, and immunizations. Two-thirds of plans offer
some outpatient drug coverage as an additional benefit in their
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basic package. In addition, about half of plans offer a high-option
package that may include more extensive benefits.

The ACR data allow analysis of patterns in the availability of ad-
ditional benefits. Risk plans with the most generous packages in
1996 served areas having above-average payment rates. They also
expected to incur below-average costs in providing Medicare bene-
fits (table 2–35). For example, plans that offered the richest pack-
ages served counties where payment rates were 17 percent above
average, and they projected costs 7 percent below average. By con-
trast, plans offering the fewest extra benefits anticipated below-av-
erage payment rates and projected costs 3 percent above average.

CHART 2–13. PERCENTAGE OF MEDICARE RISK PLANS OFFERING ADDITIONAL
BENEFITS IN THEIR BASIC OPTION PACKAGE, JUNE 1995 AND JUNE 1997

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis of
Medicare Managed Care Contract Reports, June 1995 and June 1997.

At the market level, similar patterns appear. In Miami, which
has one of the highest payment rates in the country, plans had an
average Medicare savings of over $100 per month for 1995, mean-
ing that they were required to provide this amount to beneficiaries
in benefits (table 2–36). Including optional benefits, they provided
a total of over $125 in benefits for no premium. Where Medicare
payment rates were lower, plans typically provided fewer benefits.
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TABLE 2–35.—CHARACTERISTICS OF MEDICARE RISK PLANS RANKED BY VALUE OF
EXTRA BENEFITS, 1996

Decile

Average

Standardized extra
benefits

Plan pay-
ment index Cost index

All ................................................................. $ 77 1.00 1.00
10 (highest) .................................................. 148 1.17 0.93
9 .................................................................. 111 1.06 0.96
8 .................................................................. 99 1.03 0.99
7 .................................................................. 90 1.03 0.96
6 .................................................................. 82 1.02 1.01
5 .................................................................. 73 1.06 1.09
4 .................................................................. 60 0.92 1.04
3 .................................................................. 51 0.92 1.02
2 .................................................................. 39 0.91 0.97
1 (lowest) .................................................... 15 0.87 1.03

Note.—Extra benefits are the sum of any savings and the amount of waived premium, standardized
by the Medicare hospital wage index for the risk plan’s service area. They are expressed as per member
per month values. The decile averages are for 10 equal-sized groups of plans, ranked by the value of
extra benefits.

Source: Prospective Payment Assessment Commission (now Medicare Payment Advisory Commission)
analysis of adjusted community rate proposal data from the Health Care Financing Administration.

TABLE 2–36.—RISK-PLAN BENEFITS AND MONTHLY PREMIUMS BASED ON ADJUSTED
COMMUNITY RATE PROPOSALS BY MARKET, 1995

[Dollars per month]

Primary metropolitan statistical area
Number

of
plans

Medicare
payment

Required
benefit
value

Optional
benefit
value

Premium
charged

United States ............................. 174 $382.27 $25.17 $56.67 $22.04
Boston ........................................ 8 360.06 4.09 71.56 47.84
Chicago ...................................... 3 418.79 24.45 38.31 0.00
Los Angeles ............................... 13 462.88 68.83 37.18 6.08
Miami ......................................... 8 488.65 106.27 20.75 0.00
Minneapolis ............................... 3 333.93 0.00 75.89 60.97
New York .................................... 5 465.95 53.37 46.77 8.80
Philadelphia ............................... 6 434.12 19.30 66.85 10.00
Portland, OR .............................. 7 315.07 9.38 64.52 46.00
San Francisco ............................ 8 390.51 21.50 56.96 20.25
Nonmetropolitan California ....... 6 369.00 14.43 60.19 31.08
Nonmetropolitan Florida ............ 5 353.36 12.46 73.61 9.80
Nonmetropolitan Pennsylvania .. 3 402.32 6.70 62.18 18.14

Note.—Required benefit value is equal to Medicare savings in the adjusted community rate proposal;
optional benefit value is equal to the maximum monthly premium. Values are unweighted averages of all
Medicare risk plans.

Source: Physician Payment Review Commission (now Medicare Payment Advisory Commission) analysis
of 1995 adjusted community rate proposal data from the Health Care Financing Administration.
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In Minneapolis, for example, plans’ revenues matched their ad-
justed costs, so that beneficiaries received no required additional
benefits in 1995. Plans offered $76 in optional benefits, but charged
a $61 premium.

BENEFICIARY PROTECTIONS

Risk contract plans currently operating under section 1876 of the
Social Security Act must comply with requirements designed to
limit beneficiaries’ financial liability and to assure beneficiaries of
certain rights and remedies. Most of these requirements have been
included and expanded in the new Medicare+Choice Program. A
few of the areas in which there are significant differences between
the risk plan requirements and those for Medicare+Choice relate to
beneficiary liability, access to emergency medical services, and
quality assurance. In addition, the Medicare+Choice requirements
largely incorporate procedures for expedited review of coverage de-
nials that were issued by HCFA in final regulations on April 30,
1997.

Beneficiary financial liability
Enrollees currently in risk plans pay the part B premium and

have the same balance billing protections as beneficiaries under
traditional Medicare, so long as they do not obtain unauthorized
services from a provider that is not part of the plan’s network.
Under traditional (fee-for-service) Medicare, for example, hospitals
must accept Medicare’s payment as payment in full for inpatient
services except for required beneficiary cost sharing. Similarly, par-
ticipating physicians agree to accept Medicare’s payment amount
as payment in full. They can only bill patients for the coinsurance
and any unmet deductible. Physicians who are not ‘‘participating’’
physicians in the Medicare Program, and who do not accept Medi-
care’s payment as payment in full, can bill beneficiaries only 15
percent above Medicare’s recognized payment amount. (Medicare’s
recognized payment for these physicians is actually 95 percent of
the fee schedule amount for the service.) The amount in excess of
Medicare’s recognized payment amount is known as ‘‘balance bill-
ing.’’ Balance billing limits do not apply to certain services (for ex-
ample, durable medical equipment).

In the new program, all Medicare+Choice enrollees will continue
to pay the part B premium. Additional beneficiary out-of-pocket li-
abilities will differ depending on the type of Medicare+Choice plan
the individual elects (table 2–37). The rules for beneficiary finan-
cial liability apply to the basic benefit package and required addi-
tional benefits. The basic benefit package includes benefits required
under traditional Medicare. Medicare+Choice plans might also
have to cover additional benefits as part of the basic package if
their capitation payment exceeds the estimate of the amount it
would cost them to cover Medicare’s benefits for a commercial pop-
ulation (as described in the section on the adjusted community
rate).
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Enrollees in Medicare+Choice coordinated care plans are likely to
experience the least amount of out-of-pocket costs (compared to
other Medicare+Choice options). For them, the amount of cost shar-
ing per enrollee (including premium) for covered services can be no
more than the actuarial value of the deductibles, coinsurance, and
copayments under traditional Medicare. Neither a contracting nor
a noncontracting physician, hospital, or other provider can impose
balance billing charges on coordinated care enrollees. Coordinated
care plans will have to pay noncontracting providers at least the
same amount they would have received if the enrollee was in tradi-
tional Medicare, including allowed balance billing amounts.

The rules for private fee-for-service plans and MSA plans are dif-
ferent (table 2–37). Generally, contract providers will be allowed to
bill enrollees in private fee-for-service plans up to 15 percent above
the fee schedule the plan uses. In contrast to traditional Medicare,
this privilege extends to all categories of providers, including hos-
pitals. The term ‘‘contract provider’’ refers to providers who have
entered into an explicit agreement with a plan establishing pay-
ment amounts for services rendered to the plan’s enrollees. A pro-
vider can be deemed to have a contract with a Medicare+Choice
private fee-for-service plan if, before furnishing services to the en-
rollee of such a plan, the provider: (1) received a notice of the indi-
vidual’s enrollment in a private fee-for-service plan and had been
informed of the terms and conditions of the plan’s payment or (2)
if the provider was given reasonable opportunity to obtain such in-
formation. For MSA plans, unlimited balance billing is allowed, re-
gardless of whether the deductible has been met. Plans could deter-
mine whether they count these amounts toward the deductible.

Access to emergency services
Each Medicare+Choice plan must ensure access to emergency

services for emergency medical conditions. The so-called prudent
layperson definition will apply. This definition states that an emer-
gency medical condition is one manifesting itself by acute symp-
toms of sufficient severity (including severe pain) that a prudent
layperson, who possesses an average knowledge of health and med-
icine, could reasonably expect the absence of immediate medical at-
tention to result in: (1) placing the health of the individual in seri-
ous jeopardy (and in case of a pregnant women, her health or that
of her unborn child); (2) serious impairment to bodily functions, or
(3) serious dysfunction of any bodily organ or part.

Quality standards
In the current risk program, a risk plan is required to have ar-

rangements for an ongoing quality assurance program that stresses
health outcomes and provides review by physicians and other
health care professionals of the process followed in providing health
services. External review is conducted by a peer review organiza-
tion (PRO) or similar organization that contracts with the Sec-
retary to do review of specified Medicare services. Such reviews
cover both inpatient and outpatient care. The Secretary also has
the right to inspect or otherwise evaluate the quality, appropriate-
ness, and timeliness of services provided and the facilities of the or-
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ganization when there is reasonable evidence of some need for in-
spection.

In the new program, Medicare+Choice organizations and plans
must have a quality assurance program that: (1) stresses health
outcomes and provides data permitting measurement of outcomes
and other indices of quality; (2) monitors and evaluates high vol-
ume and high risk services and the care of acute and chronic condi-
tions; (3) evaluates the continuity and coordination of care that en-
rollees receive; (4) is evaluated on an ongoing basis as to its effec-
tiveness; (5) includes measures of consumer satisfaction, and (6)
provides the Secretary with certain information to monitor and
evaluate the plan’s quality. Only coordinated care plans (and not
private fee-for-service and nonnetwork MSA plans) will have to
comply with other quality assurance requirements, such as provid-
ing for internal peer review, establishing written protocols for utili-
zation review, and establishing mechanisms to detect under and
over utilization.

Most Medicare+Choice organizations must obtain external review
of the quality of their inpatient and outpatient services and of their
response to written complaints about poor quality of care from an
independent quality review and improvement organization (such as
a PRO). In addition, the external review requirement does not
apply to private fee-for-service plans and nonnetwork MSA plans
that do not have utilization review programs. However, the Sec-
retary is required to ensure that the external review activities do
not duplicate the review activities conducted as part of the accredi-
tation process. Also, the Secretary may waive the external review
requirement if she determines that the organization has consist-
ently maintained an excellent record of quality assurance and com-
pliance with other Medicare+Choice requirements. Plans may be
deemed to have met all these requirements if they are accredited
by an organization whose accreditations are no less stringent than
Medicare’s.

Grievances and appeals
A Medicare+Choice organization must have meaningful proce-

dures for hearing and resolving grievances between the organiza-
tion and enrollees. It also must maintain a process for determining
whether an individual enrolled within the plan is entitled to re-
ceive a health service and the amount (if any) that the individual
must pay for the service. These determinations must be made on
a timely basis, appropriate to the urgency of the situation. The ex-
planation of the determination must be in understandable lan-
guage and state the reasons for the denial. A description of the re-
consideration and appeals processes must be provided.

Upon request by the enrollee, the organization generally will
have to provide for reconsideration of a determination. The recon-
sideration must occur within a time period specified by the Sec-
retary, but (except where an expedited process is appropriate) no
longer than 60 days after receipt of the request. A reconsideration
of a denial of coverage based on lack of medical necessity must be
made by a physician with appropriate expertise who was not in-
volved in the initial determination.
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An enrollee in a Medicare+Choice plan or a physician will be able
to request an expedited determination or reconsideration. If the re-
quest is made by a physician, a Medicare+Choice organization is
required to expedite the determination or reconsideration if the re-
quest indicates that the normal time frame for making the deter-
mination or reconsideration could seriously jeopardize the life or
health of the enrollee or the enrollee’s ability to regain maximum
function. The time limits for the organization to respond to the re-
quest will be established by the Secretary but must be within 72
hours of receipt of the request.

PLAN STANDARDS

Current program standards and contractor requirements
Under the existing program, managed care organizations seeking

to enroll Medicare beneficiaries must meet standards that are spec-
ified under section 1876 of the Social Security Act. These include
minimum enrollment requirements (they generally must have at
least 5,000 members; those serving primarily rural areas may have
1,500 members). In addition, the entity seeking the Medicare con-
tract must be organized under State law and be a federally quali-
fied HMO or a CMP. The entity must provide physicians’ services
primarily through physicians who are either employees or partners
of the organization or through contracts with individual physicians
or physician groups. The entity also has to assume full financial
risk on a prospective basis for Medicare services, except that it may
obtain stop-loss coverage and other insurance for catastrophic and
other specified costs. Finally, it has to make provision for protec-
tion against the risk of insolvency. Provider-sponsored organiza-
tions (PSOs) that are not organized under the laws of a State and
are neither a federally qualified HMO or CMP are not eligible to
contract with Medicare under the Risk Contract Program.

Current contracts with risk plans are for 1 year, and may be
made automatically renewable. However, the contract may be ter-
minated by the Secretary at any time (after reasonable notice and
opportunity for a hearing) if the organization fails substantially to
carry out the contract, carries out the contract in a manner incon-
sistent with the efficient and effective administration of Medicare
HMO law, or no longer meets the requirements specified for Medi-
care HMOs. The Secretary also has authority to impose lesser sanc-
tions.

Medicare+Choice standards
The Medicare+Choice standards and requirements draw exten-

sively from those under current law. Contracts with
Medicare+Choice organizations will be made for at least 1 year and
will be automatically renewable in the absence of notice by either
party of intention to terminate. Organizations must have at least
5,000 individuals (or 1,500 in the case of a PSO) who are receiving
health benefits through the organization or at least 1,500 individ-
uals (or 500 in the case of a PSO) who are receiving health benefits
if the organization primarily serves individuals residing outside of
urbanized areas.
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The Secretary is required to establish by regulation standards for
Medicare+Choice organizations and plans. By June 1, 1998, the
Secretary must issue interim standards based on currently applica-
ble standards for Medicare risk plans (except for Federal solvency
standards that apply to PSOs, as described below). In certain
areas, these Federal standards will preempt any State law or regu-
lation with respect to Medicare+Choice plans to the extent such
law or regulation is inconsistent with the Federal standards. State
standards that are preempted are: (1) benefit requirements, (2) re-
quirements relating to inclusion or treatment by providers, and (3)
coverage determinations (including related appeals and grievance
processes).

Organizational and financial requirements.—In general, a
Medicare+Choice organization must be organized and licensed
under State law as a risk-bearing entity eligible to offer health in-
surance or health benefits coverage in each State in which it offers
a Medicare+Choice plan. A Medicare+Choice organization must as-
sume full risk for Medicare benefits on a prospective basis. How-
ever, an organization may obtain insurance or make other arrange-
ments to cover: (1) aggregate costs in excess of a level specified by
the Secretary; (2) medically necessary services provided by nonnet-
work providers; and (3) no more than 90 percent of the amount by
which its costs exceed 155 percent of its income. The organization
also may make arrangements with physicians or other health care
professionals and health care institutions to assume all or part of
the financial risk on a prospective basis for the provision of Medi-
care benefits by these individuals and entities.

Provider-sponsored organizations.—Special rules apply to PSOs.
A PSO is defined as a public or private entity that is established
or organized and operated by a health care provider or group of af-
filiated providers. A PSO must provide a substantial proportion of
health care under a Medicare+Choice contract directly through the
provider or affiliated group of providers. The affiliated providers
must share, directly or indirectly, substantial financial risk with
respect to Medicare benefits and have at least a majority financial
interest in the entity.

A PSO may seek a waiver of State law by filing an application
with the Secretary by no later than November 1, 2002. The waiver
will be effective for 3 years and is not renewable. The Secretary
will have to approve the waiver application if the State denied the
PSO’s licensing application based on its failure to meet solvency re-
quirements that are the same as the Federal ones or that the State
imposed as a condition of approval procedures or standards regard-
ing solvency that were different from those applied under Federal
law. Waivers are also available if the State fails to act on a sub-
stantially complete license application within 90 days.

A waiver granted to a PSO will depend on the organization’s
compliance with all State consumer protection and quality stand-
ards insofar as such standards: (1) would apply to the organization
if it were licensed under State law; (2) are generally applicable to
other Medicare+Choice organizations and plans in the State; and
(3) are consistent with the Federal standards established under the
act. Certain State standards will be preempted as they apply to
PSOs and Medicare+Choice plans more generally (as described
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above). The Secretary is required to report by December 31, 2001
on whether the waiver process should be continued after December
31, 2002. The report must consider the impact of the waiver proc-
ess on beneficiaries and the long-term solvency of Medicare.

The Secretary is required to establish, on an expedited basis and
using a negotiated rulemaking process, final standards related to
financial solvency and capital adequacy of organizations seeking to
qualify as PSOs. The target date for publication of the resulting
rule is April 1, 1998. The negotiated rulemaking committee was ap-
pointed by the Secretary in October 1997. In establishing the
standards for PSO solvency, the Secretary is required to take into
consideration any standards developed by the National Association
of Insurance Commissioners specifically for risk-based health care
delivery organizations.

Provider protections and requirements.—Each Medicare+Choice
organization is required to establish reasonable procedures relating
to the participation of physicians in any Medicare+Choice plan it
offers. The procedures include: (1) providing notice of the rules re-
garding participation; (2) providing written notice of adverse par-
ticipation decisions; and (3) providing a process for appealing ad-
verse decisions. The organization must consult with contracting
physicians regarding the organization’s medical policy, quality, and
medical management procedures. The use of gag clauses (restrict-
ing communications between providers and their patients) is pro-
hibited. The use of physician financial incentive plans is also lim-
ited. (A financial incentive plan is any compensation arrangement
between the organization and a physician or physician group that
may directly or indirectly have the effect of reducing or limiting
services provided to enrollees.)

Protections against fraud.—Like the current program,
Medicare+Choice requires contractors to comply with various dis-
closure and notification requirements. Medicare+Choice organiza-
tions are required to report financial information to the Secretary,
including information demonstrating that the organization is fis-
cally sound, a copy of the financial report filed with HCFA contain-
ing information on ownership, and a description of transactions be-
tween the organization and parties in interest.

The Secretary is also required to audit annually the financial
records of at least one-third of the Medicare+Choice organizations
(including data relating to utilization, costs, and computation of the
adjusted community rate). In addition, the Secretary has the right
to inspect or otherwise evaluate the quality, appropriateness, and
timeliness of services, as well as the organization’s facilities, if
there is reasonable evidence of need for such inspection. Also, the
Secretary has the right to audit and inspect any books and records
that pertain either to the ability of the organization to bear the
risk of potential financial loss or pertain to services performed or
determinations of amounts payable under the contract.
Medicare+Choice contracts must require the organization to pro-
vide and pay for advance written notice to each enrollee of a plan
termination, along with a description of alternatives for obtaining
benefits. They must also require that organizations notify the Sec-
retary of loans and other special financial arrangements made with
subcontractors, affiliates, and related parties.
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Sanctions and termination of contracts.—The Secretary is author-
ized to carry out specific remedies in the event that a
Medicare+Choice organization: (1) fails substantially to provide
medically necessary items and services required to be provided, if
the failure adversely affects the individual; (2) imposes premiums
on individuals that are in excess of those allowed; (3) acts to expel
or refuses to reenroll an individual in violation of Federal require-
ments; (4) engages in any practice that would have the effect of de-
nying or discouraging enrollment (except as permitted by law) of el-
igible individuals whose medical condition or history indicates a
need for substantial future medical services; (5) misrepresents or
falsifies information to the Secretary or others; (6) fails to comply
with rules regarding physician participation; or (7) employs or con-
tracts with any individual or entity that has been excluded from
participation in Medicare. The remedies include civil money pen-
alties, and suspension of enrollment until the Secretary is satisfied
the deficiency has been corrected and is not likely to recur. A non-
complying plan can also be terminated from participation in
Medicare+Choice if the Secretary determines that the organization:
(1) fails substantially to carry out the contract; (2) is carrying it out
in a manner substantially inconsistent with the efficient and effec-
tive administration of Medicare+Choice; or (3) no longer substan-
tially meets Medicare+Choice conditions.

DEMONSTRATIONS AUTHORIZED BY THE BALANCED BUDGET ACT

The Balanced Budget Act authorizes several demonstrations in
conjunction with the Medicare+Choice Program. The most impor-
tant of these are a medical savings account option for Medicare
beneficiaries, a test of whether savings can be achieved by setting
payments to plans through competitive pricing of plan premiums,
and a test of the feasibility of using enrollment brokers for
Medicare+Choice.

Medical savings account (MSA) demonstration
The Balanced Budget Act authorizes a demonstration to test the

feasibility of medical savings accounts for the Medicare Program.
Although this is the first use of this system in Medicare, the
Health Insurance Portability and Accountability Act of 1996 (Public
Law 104–1) authorized an MSA demonstration for employed indi-
viduals who are not yet eligible for Medicare.

The Medicare+Choice option is a combination of an MSA plan
providing health insurance with an annual deductible initially lim-
ited to $6,000 and a Medicare+Choice MSA. Initial enrollment for
MSA plans will take place in November 1998 for the 1999 plan
year. Under the terms of the demonstration, new enrollments will
not be allowed after 2002 or after the number of enrollees reaches
390,000.

MSA plans will not be available to certain low-income or disabled
individuals, among others. When enrolled in an MSA plan, individ-
uals will not be able to have other health insurance (including
Medigap policies), with some exceptions, and they must reside in
the United States for at least half the year. Individuals will be able
to disenroll from an MSA plan only during an annual election pe-
riod or under special circumstances.
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An MSA plan will provide reimbursement for items and services
covered under parts A and B of Medicare, though only after the en-
rollee incurs countable expenses equal to the annual deductible
(limited to $6,000, indexed for inflation). Countable expenses in-
clude at least those payable by Medicare under parts A and B as
well as the deductibles, coinsurance, and copayments the enrollee
would have paid under those parts. At a plan’s option, other ex-
penses (such as prescription drugs or charges that exceed what
Medicare would have paid) may also be counted.

After the deductible is met, the plan will have to reimburse at
least 100 percent of parts A and B expenses (the provider charges)
or 100 percent of what Medicare would have paid for these ex-
penses without regard to deductibles or coinsurance, whichever is
less. Providers delivering services to those with MSA plans will not
be subject to balance billing limitations, and the plans will not be
required to pay any balance billing charges, though some might do
so (see table 2–37).

Contributions to a Medicare+Choice MSA will be made annually
from the enrollee’s capitation rate after the MSA plan insurance
premium has been paid. Contributions to accounts will be exempt
from taxes, as will account earnings. Withdrawals will likewise not
be taxed nor be subject to penalties if they are used to pay unreim-
bursed enrollee medical expenses that are deductible under the In-
ternal Revenue Code. However, qualified withdrawals cannot be
made to pay insurance premiums other than for long-term care in-
surance, continuation coverage (such as COBRA), or coverage while
an individual is receiving unemployment compensation.

Nonqualified withdrawals will be included in the individual’s
gross income for tax purposes. Withdrawals would also be subject
to an additional 50-percent penalty to the extent they exceed the
amount by which the account balance on December 31 of the prior
year is greater than 60 percent of the MSA plan deductible for the
year of withdrawal. For example, if the account balance on Decem-
ber 31 were $3,500 and the plan deductible the next year were
$5,000, the amount that could be withdrawn for nonqualified pur-
poses without the penalty is $500 (that is, $3,500 minus 60 percent
of $5,000). The 50-percent penalty will not apply in cases of death
or disability. Account balances at death will be subject to various
tax treatments depending on their disposition.

If MSA plan enrollees switch to another Medicare+Choice option
or traditional Medicare, they will be able to maintain their account
and use it to pay qualified medical expenses. No additional con-
tributions will be allowable unless enrollees elect an MSA plan
again.

Medicare competitive pricing demonstration
Under its demonstration authority, HCFA attempted to initiate

a project in 1996 and 1997 to determine whether changes in meth-
ods for paying health plans, specifically a shift to some form of ne-
gotiated rates, would have the effect of increasing the efficiency
and economy of providing Medicare services. HCFA’s plan called for
the application of competitive bidding as a method for establishing
payments for risk contract HMOs in either the Baltimore or the
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Denver area. Through a combination of court and legislative deci-
sions, these demonstrations have been terminated.

The Balanced Budget Act of 1997 requires the Secretary of
DHHS to establish a demonstration project under which payments
to Medicare+Choice organizations in certain areas are determined
in accordance with a competitive pricing methodology.

The Secretary is required to designate, in accordance with rec-
ommendations of the newly created Competitive Pricing Advisory
Committee (CPAC), up to seven Medicare payment areas in which
the project would be conducted. The Balanced Budget Act spells out
the composition and responsibilities of the CPAC. The CPAC is re-
quired to recommend to the Secretary four specific areas to be in-
cluded. Demonstrations in two areas should begin January 1, 1999,
and in two other areas on January 1, 2000. Of the four areas rec-
ommended, three must be in urban areas and one in a rural area.
By December 31, 2001, the committee could recommend to the Sec-
retary the designation of up to three additional payment areas to
be included in the project. The CPAC will terminate on December
31, 2004.

For each Medicare payment area in the project, the Secretary
will (in accordance with recommendations of the CPAC), establish
the benefit design among plans, structure the method for selecting
plans, establish methods for setting the price to be paid to plans,
and provide for the collection and dissemination of plan informa-
tion. In doing this, the Secretary will have to consult an area advi-
sory committee created for that payment area. The Secretary is re-
quired to monitor the project and report to Congress on its impact
by the end of 2002.

Medicare+Choice enrollment demonstration
Under both the risk program and the Medicare+Choice Program,

plans with Medicare contracts may directly market to and enroll
Medicare beneficiaries. The Balanced Budget Act authorizes the
Secretary to conduct a 3-year demonstration using a third-party
contractor (sometimes called a broker) to conduct Medicare+Choice
plan enrollment and disenrollment functions in an area. The dem-
onstration must be conducted separately from the Medicare com-
petitive pricing demonstrations. Before implementing the project,
the Secretary must consult with affected parties on the design of
the project, the selection criteria, and the establishment of perform-
ance standards. The Secretary is required to establish performance
standards for accuracy and timeliness of enrollment and
disenrollment. In the event that the third-party contractor fails to
comply substantially with the performance standards, the enroll-
ment and disenrollment functions will be performed by
Medicare+Choice organizations until a new contractor is appointed
by the Secretary.

SELECTED ISSUES

UTILIZATION AND QUALITY CONTROL PEER REVIEW ORGANIZATIONS

The Medicare Utilization and Quality Control Peer Review Orga-
nization Program was established by Congress under the Tax Eq-
uity and Fiscal Responsibility Act of 1982 (TEFRA, Public Law 97–
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35). Building on the former professional standards review organiza-
tions, the new peer review organizations (PROs) were charged by
the 1982 law with reviewing services furnished to Medicare bene-
ficiaries to determine if the services met professionally recognized
standards of care and were medically necessary and delivered in
the most appropriate setting. Major changes were made to the PRO
Program by the Social Security Act Amendments of 1983 (Public
Law 98–21) and subsequent budget reconciliation acts. Most PRO
review is focused on inpatient hospital care. However, there is lim-
ited PRO review of ambulatory surgery, postacute care, and serv-
ices received from Medicare HMOs.

There are currently 53 PRO areas, incorporating the 50 States
and the territories. Organizations eligible to become PROs include
physician-sponsored and physician-access organizations. In limited
circumstances, Medicare fiscal intermediaries may also be eligible.
Physician-sponsored organizations are composed of a substantial
number of licensed physicians practicing in the PRO review area
(for example, a medical society); physician access organizations are
those which have available to them sufficient numbers of licensed
physicians so that adequate review of medical services can be as-
sured. Such organizations obtain PRO contracts from the Secretary
of DHHS through a competitive proposal process. Each organiza-
tion’s proposal is evaluated by HCFA for technical merit using spe-
cific criteria that are quantitatively valued. Priority is given to phy-
sician-sponsored organizations in the evaluation process. Effective
October 1, 1996, all 53 PROs are operating under the fifth round
of contracts (also referred to as the ‘‘fifth scope of work’’).

In general, each PRO has a medical director and a staff of nurse
reviewers (usually registered nurses), data technicians, and other
support staff. In addition, each PRO has a board of directors, com-
prised of physicians and, generally, representatives from the State
medical society, hospital association, and State medical specialty
societies. The Omnibus Budget Reconciliation Act of 1986 (Public
Law 99–509) requires each board to have a consumer representa-
tive. Because the board is usually consulted before a case is re-
ferred by the PRO to the DHHS inspector general for sanction, it
assumes a major role in the PRO review process. Each PRO also
has physician advisors who are consulted on cases in which there
is a question regarding the nurse reviewer’s referral. Only physi-
cian advisors can make initial determinations about services fur-
nished or proposed to be furnished by another physician.

PROs are paid by Medicare on a cost basis for their review work.
Spending for the PROs in fiscal year 1996 totaled $191 million; in
fiscal years 1997 and 1998, spending was expected to be $269 mil-
lion and $279 million, respectively. Spending varies considerably
from year to year depending on where the PROs are in their con-
tract cycles. HCFA has indicated that actual spending for 1997 and
1998 may be considerably lower than these figures. Funds for the
PRO Program are apportioned each year from the Medicare HI and
SMI Trust Funds in an amount that is supposed to be sufficient
to finance PRO Program requirements. This is the same procedure
as that followed for payment of Medicare services provided directly
to beneficiaries. HCFA is bound by law to follow the apportion-
ments in the running of the PRO Program; as such, the apportion-
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ments determine contract specifications and serve as a device to
control spending.

The PRO review process combines both utilization and quality re-
view. In conducting utilization review, the PRO determines wheth-
er the services provided to a Medicare patient were necessary, rea-
sonable, and appropriate to the setting in which they were pro-
vided. Although some utilization review is done on a prospective
basis, the bulk of the reviews are done retrospectively. When a
PRO determines that the services provided were unnecessary or in-
appropriate (or both), it issues a payment denial notice. The provid-
ers, the physicians, and the patient are given an opportunity to re-
quest reconsideration of the determination.

The PRO checks for indications of poor quality of care as it is
conducting utilization review. If a PRO reviewer detects a possible
problem, further inquiry is made into the case. If it is determined
that the care was of poor quality, the PRO must take steps to cor-
rect the problem. Specific sanctions are required if the PRO deter-
mines that the care was grossly substandard or if the PRO has
found that the provider or the physician has a pattern of sub-
standard care. In addition, under section 9403 of COBRA (Public
Law 99–272), as amended by Public Law 101–239, authority exists
for the PROs to deny payments for substandard quality care. This
provision, however, has never been used.

Each of the contracts between DHHS and the PROs must contain
certain similar elements outlined in a document known as the
Scope of Work. Under the third and previous scopes of work, PRO
review was centered on case-by-case examinations of individual
medical records, selected primarily on a sample basis. This ap-
proach to medical review was criticized by the Institute of Medicine
and others as being costly, confrontational, and ineffective. The
fourth scope of work incorporated a new review strategy called the
Health Care Quality Improvement Initiative. PROs were required
to use explicit, more nationally uniform criteria to examine pat-
terns of care and outcomes using detailed clinical information on
providers and patients. Instead of focusing on unusual deficiencies
in care, the PROs were instructed to focus on persistent differences
between actual indications of care and outcomes from those pat-
terns of care and outcomes considered achievable. HCFA believed
that this approach would encourage a continual improvement of
medical practice in a way that would be viewed by physicians and
providers as educational and not adversarial.

The fifth scope of work similarly emphasizes continuous quality
improvement. Sample case reviews, other than those mandated by
law (such as those relating to hospital notices of noncoverage and
to beneficiary complaints) are no longer required. Instead, each
PRO is required to conduct 4–18 quality improvement projects each
year, depending on the size of their beneficiary populations.

SECONDARY PAYER

Generally, Medicare is the ‘‘primary payer,’’ that is, it pays
health claims first, with an individual’s private or other public
health insurance filling in some or all of Medicare’s coverage gaps.
However, in certain cases, the individual’s other coverage pays
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first, while Medicare is the secondary payer. This phenomenon is
referred to as the Medicare Secondary Payer (MSP) Program.

An employer (with 20 or more employees) is required to offer
workers age 65 and over (and workers’ spouses age 65 and over)
the same group health insurance coverage as is made available to
other employees. Workers have the option of accepting or rejecting
the employer’s coverage. If the worker accepts the coverage, the
employer’s plan is primary for the worker and/or spouse who is
over age 65; Medicare becomes the secondary payer. Employers
may not offer a plan that circumvents this provision.

Similarly, a group health plan, offered by a large employer with
100 or more employees, is the primary payer for employees or their
dependents who are on the Medicare Disability Program. The pro-
vision applies only to persons covered under the group health plan
because the employee (generally the spouse of the disabled person)
is in ‘‘current employment status’’ (that is, is an employee or is
treated as an employee by the employer).

Secondary payer provisions also apply to ESRD individuals with
employer group health plans (regardless of employer size). Prior to
enactment of the Balanced Budget Act of 1997, the group health
plan was the primary payer for 18 months for persons who became
eligible for Medicare ESRD benefits. The employer’s role as pri-
mary payer was limited to a maximum of 21 months (18 months
plus the usual 3-month waiting period for Medicare ESRD cov-
erage). The Balanced Budget Act extends the application of the sec-
ondary payer provisions for the ESRD population from 18 to 30
months. This applies to items and services furnished on or after
August 5, 1997 for periods beginning on or after February 5, 1997.

Medicare is also the secondary payer when payment has been
made, or can reasonably be expected to be made, under workers’
compensation, automobile medical liability, all forms of no-fault in-
surance, and all forms of liability insurance.

The law authorizes a data match program which is intended to
identify potential secondary payer situations. Medicare bene-
ficiaries are matched against data contained in Social Security Ad-
ministration and Internal Revenue Service files to identify cases in
which a working beneficiary (or working spouse) may have em-
ployer-based health insurance coverage. Cases of previous incorrect
Medicare payments are identified and recoveries are attempted.
The Balanced Budget Act clarifies that recoveries can be initiated
up to 3 years after the date the service was furnished. Further, re-
coveries may be made from third-party administrators except
where such administrators cannot recover amounts from the em-
ployer or group health plan.

Table 2–38 shows savings attributable to these Medicare second-
ary payer provisions. In fiscal year 1996, combined Medicare part
A and B savings are estimated at $2.9 billion.
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TABLE 2–38.—MEDICARE SAVINGS ATTRIBUTABLE TO SECONDARY PAYER PROVISIONS
BY TYPE OF PROVISION, FISCAL YEARS 1988–96

[In millions of dollars]

Year and Medicare part
Workers’

compensa-
tion

Working
aged

End-stage
renal dis-

ease
Automobile Disability Total

1988:
Part A ............................ $110.1 $786.7 $88.4 $149.6 $275.5 $1,410.3
Part B ............................ 18.1 313.8 20.2 22.3 93.5 467.9

Total .......................... 128.2 1,100.5 108.6 171.9 369.0 1,878.2

1989:
Part A ............................ 99.4 867.7 75.0 179.6 399.3 1,621.0
Part B ............................ 27.5 337.1 25.1 28.2 137.0 554.9

Total .......................... 126.9 1,204.8 100.1 207.8 536.3 2,175.9

1990:
Part A ............................ 120.9 981.6 144.1 220.1 498.4 1,965.1
Part B ............................ 21.6 325.8 21.5 26.4 123.2 518.5

Total .......................... 142.5 1,307.4 165.6 246.5 621.6 2,483.6

1991:
Part A ............................ 107.4 932.7 144.9 235.6 526.6 1,947.2
Part B ............................ 21.2 417.5 40.2 26.6 186.2 691.7

Total .......................... 128.6 1,350.2 185.1 262.2 712.8 2,638.9

1992:
Part A ............................ 118.9 1,044.9 140.8 233.9 600.9 2,139.4
Part B ............................ 17.3 398.3 37.4 34.5 182.9 670.4

Total .......................... 136.2 1,443.2 178.2 268.4 783.8 2,809.8

1993:
Part A ............................ 100.4 1,073.1 133.6 239.6 657.8 2,204.5
Part B ............................ 11.3 392.2 32.8 28.9 192.3 657.5

Total .......................... 111.7 1,465.3 166.4 268.5 850.1 2,862.0

1994:
Part A ............................ 96.5 1,101.1 130.2 265.9 682.3 2,276.0
Part B ............................ 13.0 398.1 31.8 32.7 211.8 687.4

Total .......................... 109.5 1,499.2 162.0 298.6 894.1 2,963.4

1995:
Part A ............................ 107.0 1,068.0 142.0 295.5 728.9 2,341.4
Part B ............................ 10.5 360.3 39.0 40.2 215.5 665.5

Total .......................... 117.5 1,428.3 181.0 335.7 944.4 3,006.9
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TABLE 2–38.—MEDICARE SAVINGS ATTRIBUTABLE TO SECONDARY PAYER PROVISIONS
BY TYPE OF PROVISION, FISCAL YEARS 1988–96—Continued

[In millions of dollars]

Year and Medicare part
Workers’

compensa-
tion

Working
aged

End-stage
renal dis-

ease
Automobile Disability Total

1996:
Part A ............................ 93.6 1,062.5 133.4 335.0 728.5 2,353.0
Part B ............................ 11.1 295.1 34.3 50.1 196.4 586.9

Total .......................... 104.7 1,357.6 167.6 385.0 924.9 2,939.9

Source: Health Care Financing Administration, Bureau of Program Operations.

SUPPLEMENTING MEDICARE COVERAGE

In 1995, 7.7 percent of the total Medicare population were en-
rolled in Medicare managed care plans. Approximately 87 percent
of persons not enrolled in Medicare managed care plans had some
form of supplementary coverage. Of these, 33 percent had individ-
ually purchased coverage, known as Medigap; 31 percent had
employer-provided coverage; 6 percent had both Medigap and
employer-provided coverage; 15 percent had Medicaid; and 2 per-
cent had other supplemental coverage such as the military or veter-
ans benefits. Approximately 13 percent of the fee-for-service popu-
lation had Medicare coverage only (see table 2–39).

TABLE 2–39.—SUPPLEMENTAL INSURANCE STATUS OF BENEFICIARIES IN MEDICARE
FEE-FOR-SERVICE, 1995

Type of coverage Persons
(in percent)

Medigap ......................................................................................................... 33
Employer provided .......................................................................................... 31
Medigap and employer provided ..................................................................... 6
Medicaid .......................................................................................................... 15
Other supplemental ......................................................................................... 2
Medicare only .................................................................................................. 13

Total ...................................................................................................... 100

Source: Physician Payment Review Commission, 1997.

Medigap
Medigap policies offer coverage for Medicare’s deductibles and co-

insurance and for some services not covered by Medicare. The typi-
cal premium for a community-rated plan is estimated to be $1,300
in 1997 (Physician Payment Review Commission, 1997). The Omni-
bus Budget Reconciliation Act of 1990 provided for a standardiza-
tion of Medigap policies; the intention was to enable consumers to
better understand policy choices and to prevent marketing abuses.
Implementing regulations generally limit the number of different
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types of Medigap plans that can be sold in a State to no more than
10 standard benefit plans, known as ‘‘plan A’’ to ‘‘plan J.’’ The
standardized plan A covers a core benefits package. Each of the
other nine includes the core package plus a different combination
of additional benefits. Four plans make up an estimated three-
quarters of plan sales: plan A, 7 percent; plan B, 16 percent; plan
C, 22 percent; and plan F (the most frequently sold policy), 33 per-
cent. Only plan H, plan I, and plan J offer some drug coverage; to-
gether they account for 14 percent of plan sales. Beneficiaries who
purchased policies prior to the standardization requirement may
renew these policies; however, policies issued after July 1992 must
be one of the 10 standard plans. Approximately half of the bene-
ficiaries with Medigap policies have nonstandardized plans.

The Balanced Budget Act of 1997significantly changed certain
Medigap enrollment requirements, effective July 1, 1998. Prior to
that date, the following rules apply. All insurers offering Medigap
policies are required to offer a 6-month open enrollment period for
persons turning age 65. This is known as guaranteed open enroll-
ment. There is no guaranteed open enrollment for the under-65 dis-
abled population. At the time insurers sell a Medigap policy,
whether or not during an open enrollment period, they are per-
mitted to limit or exclude coverage for services related to a pre-
existing health condition; such exclusions cannot be imposed for
more than 6 months. An individual who has met the preexisting
condition limitation in one Medigap policy does not have to meet
the requirement under a new policy for previously covered benefits.
However, an insurer could impose exclusions for newly covered
benefits.

The Balanced Budget Act also expands the guaranteed issue re-
quirements, effective July 1, 1998. Specifically, the law guarantees
issuance of specified Medigap policies without a preexisting condi-
tion exclusion for certain continuously enrolled individuals. The in-
surer is prohibited from discriminating in the pricing of such policy
on the basis of the individual’s health status, claims experience, re-
ceipt of health care, or medical condition.

The guaranteed issuance is extended to the following persons
provided they enroll within 63 days of termination of other enroll-
ment:
1. An individual enrolled under an employee welfare benefit plan

that provides benefits supplementing Medicare and the plan
terminates or ceases to provide such benefits.

2. A person enrolled with a Medicare+Choice organization who
discontinues enrollment under circumstances permitting
disenrollment other than during an annual election period.
(These include: (1) the termination of the entity’s certification,
(2) the individual moves outside of the entity’s service area; or
(3) the individual elects termination due to cause.)

3. An individual enrolled with an HMO and enrollment ceases for
the reasons noted above.

4. An individual enrolled under a Medigap policy and enrollment
ceases because: (1) of the bankruptcy or insolvency of the
issuer, or because of other involuntary termination of coverage
and there is no provision under applicable State law for the
continuation of such coverage, (2) the issuer substantially vio-
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lates a material provision; or (3) the issuer misrepresented the
policy’s provisions.

5. An individual who: (1) was enrolled under a Medigap policy; (2)
subsequently terminates such enrollment and enrolls with a
Medicare+Choice organization, a risk or cost contract HMO, a
similar organization operating under a demonstration project
authority, or a Medicare Select policy; and (3) terminates such
enrollment during any period within the first 12 months dur-
ing which the individual is permitted to terminate enrollment,
but only if the individual was never previously enrolled with
such an entity.

6. An individual who upon first becoming eligible for Medicare at
age 65, enrolls in a Medicare+Choice plan, and disenrolls from
such plan within 12 months.

The guaranteed issue is generally for plan A, B, C or F. However:
(1) for persons described in (5) it refers to the same policy in which
the person was previously enrolled; and (2) for persons described
in (6) it is for any Medigap policy. At the time of the event which
resulted in the cessation of enrollment or loss of coverage, the orga-
nization, insurer, or plan administrator (whichever was appro-
priate) would have to notify the individual of his or her rights and
the obligations of issuers of Medigap policies.

The Balanced Budget Act prohibits the imposition of a preexist-
ing exclusion period for persons who on the date of application,
have at least 6 months of creditable coverage. Specifically, such an
exclusion can not be imposed on an individual who, on the date of
application, has a continuous period of at least 6 months of health
insurance coverage defined as ‘‘creditable coverage’’ under the
Health Insurance Portability and Accountability Act (HIPAA). If
the individual has less than 6 months coverage, the policy would
have to reduce the period of any preexisting exclusion by the aggre-
gate of periods of ‘‘creditable coverage’’ applicable to the individual
as of the enrollment date. The rules used to determine the reduc-
tion would be based on rules used under HIPAA.

The Balanced Budget Act provides for high deductible Medigap
plans. Specifically, it adds 2 plan types to the current list of 10
standard Medigap plans. These will offer the benefit package of ei-
ther plan F or plan J, except for the high deductible feature. The
high deductible is $1,500 in 1998 and 1999, increased by the CPI
in subsequent years. The beneficiary would be responsible for ex-
penses up to this amount.

Medicare Select
OBRA 1990 established a demonstration project under which in-

surers could market a product known as Medicare Select. Select
policies are the same as other Medigap policies except that they
will only pay in full for supplemental benefits if covered services
are provided through designated health professionals and facilities
known as preferred providers. OBRA 1990 limited the demonstra-
tion project to 3 years (1992–94) and to 15 States. The Social Secu-
rity Amendments of 1994 (Public Law 103–432) extended Select for
6 months. Public Law 104–18 extended the program for 3 years (to
June 30, 1998) and to all States. A permanent extension beyond
the 3 year period is authorized unless the Secretary determines
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that the Select Program significantly increased Medicare expendi-
tures, significantly diminished access to and quality of care, or did
not result in lower Medigap premiums for beneficiaries. This deter-
mination must be made by December 31, 1997, based on a study
completed by June 30, 1997.

Public Law 104–18 also required the General Accounting Office
(GAO) to determine the extent to which individuals who are con-
tinuously covered under a Medigap policy are subject to medical
underwriting if they change the policy under which they are cov-
ered. Further, GAO was required to identify options, if necessary,
for modifying the Medigap market to make sure that continuously
insured beneficiaries are able to switch plans without medical un-
derwriting. Many of the issues identified in the GAO report were
addressed in the Balanced Budget Act of 1997.

Employer-based policies
In 1995, employer-based policies covered 37 percent of Medicare

beneficiaries. Employer-based plans are typically more comprehen-
sive than Medigap plans. Generally they are defined benefit plans
which may overlap significantly with Medicare benefits. As a re-
sult, employers use a variety of approaches to coordinate their
plans with Medicare (which is the primary payer for retirees). The
costs of coverage are generally shared by the employer and retiree.
In 1996, large firms (over 500 employees) shared the costs for 43
percent of individual retiree plans, and paid in full for an addi-
tional 29 percent of plans. In 1996, retirees on average spent $948
for their employer-sponsored coverage (Foster Higgins, 1996).

In recent years, the percentage of employers offering retiree
health coverage for their Medicare retirees has dropped. Between
1994 and 1996, the number of large firms offering such coverage
dropped from 40 percent to 33 percent (Foster Higgins, 1996).

In addition, many other employers are pursuing strategies to
lower their liabilities for retiree health costs. Some employers are
moving toward a defined contribution model for retiree health ben-
efits. Others are using Medicare risk plans and other managed care
organizations to deliver services to their retirees. A number of
large employers (accounting for over 2 million Medicare-eligible re-
tirees) have joined the National Medicare HMO initiative to nego-
tiate contracts with Medicare risk plans for the provision of bene-
fits in excess of those otherwise offered by the plans (Physician
Payment Review Commission, 1997).

Impact of supplemental insurance on Medicare spending
Medicare cost-sharing requirements are intended, in part, to en-

courage cost-conscious utilization. Insurance that supplements
Medicare by covering deductibles and coinsurance removes these
incentives. Many analyses have addressed how supplemental insur-
ance affects beneficiaries’ use of Medicare-covered services and the
cost of those services to Medicare. Typically, these studies have es-
timated that Medicare spending for beneficiaries with supple-
mental coverage are one-quarter to one-third higher, on average,
than expenditures for beneficiaries without such coverage.

A Physician Payment Review Commission analysis (Physician
Payment Review Commission, 1997) of the Medicare Current Bene-
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ficiary Survey (MCBS) found a similar effect: Medicare expendi-
tures for beneficiaries covered by supplemental insurance were
about 30 percent higher than they were for those without such cov-
erage. Subsequent analysis showed that the effect of secondary cov-
erage on Medicare expenditures differs, depending on the source of
coverage. Expenditures for beneficiaries having Medicare only are
less than 75 percent of those for beneficiaries with Medigap. Spend-
ing for beneficiaries with employer-provided benefits average only
about 10 percent less (chart 2–14).

CHART 2–14. COMPARISON OF PROJECTED PER CAPITA SPENDING FOR AVERAGE
BENEFICIARIES, BY TYPE OF SUPPLEMENTAL INSURANCE AND YEAR

Note.—These spending levels represent the expected differences in outlays after other factors have been
taken into account.

Source: Physician Payment Review Commission analysis of data from the 1993 and 1995 Medicare Cur-
rent Beneficiary Survey. The sample size for 1993 was 11,285 and the sample size for 1995 was 13,261.

Higher utilization among beneficiaries with supplemental insur-
ance translates into increased Medicare costs because Medicare is
the primary payer for those services. The MCBS analysis found
that per capita expenditures for Medicare beneficiaries with
Medigap insurance were from $1,000 to $1,400 higher than those
for beneficiaries with Medicare only. Per capita spending for bene-
ficiaries with employer-provided supplements were from $700 to
$900 higher than those for beneficiaries with no supplemental cov-
erage.



221

These results reflect the difference in spending by source of in-
surance, once other factors have been considered. High service use
among beneficiaries with secondary insurance appears to be a con-
sequence of having such insurance, presumably reflecting the re-
duced financial burden associated with using additional services.

QUALIFIED MEDICARE BENEFICIARIES (QMBS)

Medicare beneficiaries are liable for specified cost-sharing
charges; namely, premiums, deductibles, and coinsurance. Such
charges could pose a potential hardship for some persons, espe-
cially those who do not have supplementary protection, either
through an individually-purchased ‘‘Medigap’’ policy or employer-
based coverage. Certain low-income persons are entitled to have
their Medicare cost-sharing charges paid by the Federal-State Med-
icaid Program. More limited coverage is available for two other
population groups: (1) persons who meet the QMB criteria (see
below) except that their income is slightly in excess of the poverty
line; and (2) qualified disabled and working individuals. Persons
meeting the qualifications for coverage under one of these cat-
egories, but not otherwise eligible for Medicaid, are not entitled to
the regular Medicaid benefits package. Instead, they are entitled to
have Medicaid make specified payments in their behalf.

QMB eligibility
State Medicaid Programs are required to make Medicare cost-

sharing assistance available to QMBs. A QMB is an aged or dis-
abled Medicare beneficiary who has: (1) income at or below the
Federal poverty line ($7,890 for a single, $10,610 for a couple in
1997); and (2) resources below 200 percent of the resources limit
set for the Supplemental Security Income (SSI) Program (the QMB
resource limits are $4,000 for an individual and $6,000 for a cou-
ple). Certain items, such as an individual’s home and household
goods, are excluded from the calculation.

Persons meeting the QMB definition are entitled to Medicare
part A. Included is the relatively small group of aged persons who
are not automatically entitled to part A coverage, but who have
bought part A protection by paying a monthly premium. Not in-
cluded are working disabled persons who have exhausted Medicare
part A entitlement but who have extended their coverage by pay-
ment of a monthly premium.

QMB benefits
Medicaid is required to pay Medicare premiums and cost-sharing

charges for the QMB population as follows: (1) part B monthly pre-
miums; (2) part A monthly premiums paid by the limited number
of persons not automatically entitled to part A protection; (3) coin-
surance and deductibles under part A and part B including the
Medicare hospital deductible, the part B deductible, and the part
B coinsurance; and (4) coinsurance and deductibles that health
maintenance organizations (HMOs) and competitive medical plans
charge their enrollees.

Medicaid coverage is limited to payment of these charges unless
the individual is otherwise eligible for Medicaid. A person eligible
for regular Medicaid benefits as well as QMB assistance is entitled
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to Medicaid payment for Medicare premiums and cost-sharing
charges as well as to the full range of Medicaid services otherwise
available to them.

Payment of QMB benefits
States are required to pay part A and part B premiums in full

for the QMB population. They are also required to pay the req-
uisite deductibles and coinsurance, though the actual amount of
the payment may vary. State Medicaid Programs frequently have
lower payment rates for services than those applicable under Medi-
care. Federal program guidelines permit States to either: (1) pay
the full Medicare deductible and coinsurance amounts; or (2) only
pay those amounts to the extent that the Medicare provider or sup-
plier has not received the full Medicaid rate for the service. If the
Medicare service is not covered under the State Medicaid Program,
the State may either pay the full Medicare deductibles and coinsur-
ance amounts or alternatively provide for reasonable payments
(subject to approval by DHHS).

Twenty-nine States instituted policies which used payment rates
below those applicable under Medicare. However, the U.S. Court of
Appeals for four judicial circuits issued decisions which required
States in their jurisdictions to pay the full Medicare cost-sharing
expenses for QMBs. As a result, 8 of the 29 States were required
to change their policies. However, in May 1997, another judicial
circuit found that California could cap payments to Medicare pro-
viders at Medicaid payment rates. This issue was subsequently ad-
dressed by the Balanced Budget Act of 1997 which permits States
to limit total payments to the amount which would otherwise be
paid by Medicaid. The provision is effective on enactment, except
that it also applies to services furnished before that date if pay-
ment for such services is subject of a pending lawsuit.

Buy-in
All States have buy-in agreements with the Secretary that allow

them to enroll their QMB population in part B. Some States have
also elected to include payment of part A premiums under their
buy-in agreements. Payment of premiums under a buy-in agree-
ment is advantageous to the State because premiums paid through
this method are not subject to delayed enrollment penalties which
might otherwise be applicable in the case of delayed enrollment or
reenrollment.

The buy-in agreements for the QMB population are in addition
to the traditional buy-in agreements that States have for other pop-
ulation groups. Under these traditional buy-in agreements, States
enroll in Medicare part B persons who are eligible for both Medi-
care and Medicaid. As a minimum, States may limit buy-in cov-
erage to persons receiving cash assistance; alternatively, they may
add some or all categories of other persons who are eligible for both
programs.

Specified low-income Medicare beneficiaries (SLMBs)
States are also required to pay Medicare part B premiums for

SLMBs. These are persons meeting the QMB criteria except that
their income is slightly over the QMB limit. In 1997, the SLMB in-
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come limit is 120 percent of the Federal poverty line. Medicaid pro-
tection is limited to payment of the Medicare part B premiums, un-
less the beneficiary is otherwise eligible for Medicaid.

The Balanced Budget Act of 1997 requires State Medicaid Pro-
grams, effective January 1, 1998 through December 31, 2002, to
pay part B premiums for beneficiaries with incomes up to 135 per-
cent of poverty. For Medicare beneficiaries with incomes between
135 and 175 percent of poverty, State Medicaid Programs are re-
quired to cover that portion of the Medicare part B premium attrib-
utable to the transfer of home health visits from part A to part B.

The Federal Government will pay 100 percent of the costs associ-
ated with expanding Medicare part B premium assistance from 120
percent to 135 percent, as well as the extra premium cost attrib-
utable to the home health transfer for persons between 135 and
175 percent. To cover these costs, the Secretary will be required to
provide for allocations to States based on the sum of: (1) a State’s
number of Medicare beneficiaries with incomes between 135 and
175 percent of poverty, and (2) twice the number of Medicare bene-
ficiaries with incomes between 120 and 135 percent of poverty, rel-
ative to the sum for all eligible States. Total amounts available for
allocations are $200 million for fiscal year 1998, $250 million for
fiscal year 1999, $300 million for fiscal year 2000, $350 million for
fiscal year 2001, and $400 million for fiscal year 2002. The Federal
matching rate for each participating State will be 100 percent up
to the State’s allocation. If a State exceeds its allocation, the
matching rate on the excess is zero. Payments are to be made from
Medicare part B for the costs of this program.

Qualified disabled and working individuals (QDWIs)
Medicaid is authorized to provide partial protection against

Medicare part A premiums for QDWIs. QDWIs are persons who
were previously entitled to Medicare on the basis of a disability,
who lost their entitlement based on earnings from work, but who
continue to have the disabling condition. Medicaid is required to
pay the Medicare part A premium for such persons if their incomes
are below 200 percent of the Federal poverty line, their resources
are below 200 percent of the SSI limit, and they are not otherwise
eligible for Medicaid. States are permitted to impose a premium,
based on a sliding scale, for individuals between 150 and 200 per-
cent of poverty.

Data
As of May 1997, Medicare reported that there were 317,753

Medicare part A beneficiaries for whom QMB payments for part A
premiums were being made. As of the same date, States reported
a total of 4,987,918 part B buy-ins of which 2,429,792 were sepa-
rately identified as QMBs and 242,749 were separately identified
as SLMBs (see table 2–40). However, these numbers are low due
to reporting problems. The QMB and SLMB numbers include per-
sons who were eligible for the full Medicaid benefit package. No
QMB-only or SLMB-only number is available. Nationwide there
were 18 QDWIs in May 1997; this information is not broken down
by State.
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TABLE 2–40.—NUMBER OF QUALIFIED MEDICARE BENEFICIARIES AND PART B BUY-INS
BY STATE, MAY 1997

State Part A QMBs Part B buy-ins
Part B buy-ins
identified as

QMBs by State

Alabama ..................................................... 3,444 122,455 30,441
Alaska ......................................................... 630 6,821 15
Arizona ........................................................ 433 48,777 31,519
Arkansas ..................................................... 4,027 79,371 21,534
California .................................................... 78,784 767,174 403,732
Colorado ...................................................... 512 50,574 12,589
Connecticut ................................................. 2,453 50,639 41,009
Delaware ..................................................... 468 8,293 1,900
District of Columbia ................................... 1,264 14,374 269
Florida ......................................................... 40,583 303,138 214,388
Georgia ....................................................... 7,017 167,895 46,156
Hawaii ......................................................... 4,855 18,597 3,779
Idaho ........................................................... 264 14,099 8,121
Illinois ......................................................... 3,686 144,828 112,728
Indiana ....................................................... 1,841 76,479 49,777
Iowa ............................................................ 1,326 49,865 35,551
Kansas ........................................................ 602 37,243 13,216
Kentucky ..................................................... 3,230 104,766 30,041
Louisiana .................................................... 5,570 115,045 26,254
Maine .......................................................... 10 31,861 13,748
Maryland ..................................................... 6,256 59,858 46,670
Massachusetts ............................................ 14,814 131,730 104,371
Michigan ..................................................... 5,748 130,454 38,093
Minnesota ................................................... 3,118 56,216 17,444
Mississippi .................................................. 7,269 106,647 74,407
Missouri ...................................................... 662 79,264 58,821
Montana ...................................................... 455 11,798 9,602
Nebraska ..................................................... 1 17,356 652
Nevada ........................................................ 983 16,374 12,057
New Hampshire .......................................... 28 6,041 1,425
New Jersey .................................................. 7,188 134,114 87,141
New Mexico ................................................. 535 33,599 7,441
New York ..................................................... 190 349,797 168,195
North Carolina ............................................ 11,522 203,477 32,471
North Dakota .............................................. 8 5,683 1,363
Ohio ............................................................ 6,643 176,472 79,081
Oklahoma .................................................... 4,722 62,727 56,416
Oregon ........................................................ 37 49,120 26,801
Pennsylvania ............................................... 15,609 172,703 114,830
Puerto Rico ................................................. 0 0 0
Rhode Island .............................................. 840 17,213 1,812
South Carolina ............................................ 1,904 100,941 84,818
South Dakota .............................................. 779 12,766 4,560
Tennessee ................................................... 8,316 161,479 66,794
Texas ........................................................... 43,166 334,970 94,082
Utah ............................................................ 158 14,523 9,804
Vermont ...................................................... 241 12,996 3,228
Virgin Islands ............................................. 0 210 0
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TABLE 2–40.—NUMBER OF QUALIFIED MEDICARE BENEFICIARIES AND PART B BUY-INS
BY STATE, MAY 1997—Continued

State Part A QMBs Part B buy-ins
Part B buy-ins
identified as

QMBs by State

Virginia ....................................................... 2,961 109,046 42,105
Washington ................................................. 4,548 81,054 29,654
West Virginia .............................................. 3,714 43,386 39,095
Wisconsin .................................................... 4,114 76,831 17,871
Wyoming ..................................................... 225 5,778 1,936
Northern Marianas ...................................... 0 311 0
Guam .......................................................... 0 690 0

Total .............................................. 317,753 4,987,918 2,429,792

Note.—See text for data limitations; QMB = qualified Medicare beneficiary.

Source: Health Care Financing Administration.

LEGISLATIVE HISTORY, 1980–97

This section summarizes major Medicare legislation enacted into
law, beginning with the Social Security Disability Amendments of
1980 and continuing chronologically through the Balanced Budget
Act of 1997. Previous editions of the Green Book review legislation
enacted before 1980. Since only technical changes were included in
the Social Security Amendments of 1994, this act is not discussed
here.

The summary highlights major provisions; it is not a comprehen-
sive list of all Medicare amendments. Included are provisions
which had a significant budget impact, changed program benefits,
modified beneficiary cost sharing, or involved major program re-
forms. Provisions involving policy changes are mentioned the first
time they are incorporated in legislation, but not necessarily every
time a modification is made. For example, the enactment of the ini-
tial secondary payer provisions are noted in 1980, 1981, and 1982.
Subsequent clarifying amendments to these provisions are not
mentioned. The descriptions include either the initial effective date
of the provision or, in the case of budget savings provisions, the fis-
cal years for which cuts were specified.

SOCIAL SECURITY DISABILITY AMENDMENTS OF 1980, PUBLIC LAW
96–265

Established a voluntary certification program for Medicare sup-
plemental policies in States that failed to establish equivalent or
more stringent standards. (Federal program put in place July 1,
1982.)

OMNIBUS RECONCILIATION ACT OF 1980, PUBLIC LAW 96–499

Home health services
Liberalized home health benefits by eliminating the number of

visits limits, the prior hospitalization requirement, and the deduct-
ible for any benefits provided under part B. (Effective July 1, 1981.)
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Ambulatory surgical services
Required the Secretary to develop a list of surgical procedures

that could appropriately be performed on an outpatient basis in an
ambulatory surgical center and provided that payments would be
made for facility services on the basis of prospectively determined
rates. (Effective on enactment.)

Secondary payer
Provided that Medicare would be the secondary payer where pay-

ment could be made under liability or no-fault insurance. (Effective
on enactment.)

PUBLIC LAW 96–611 (AN AMENDMENT TO THE SOCIAL SECURITY
ACT)

Authorized coverage for pneumococcal vaccines. (Effective July 1,
1981.)

OMNIBUS BUDGET RECONCILIATION ACT OF 1981 (OBRA 1981),
PUBLIC LAW 97–35

Part A deductible
Increased the multiplier for computing the inpatient hospital de-

ductible by 12.5 percent. (Effective January 1, 1982.)

Part B deductible
Eliminated the use of medical expenses incurred during the last

3 months of the preceding calendar year for determining whether
an individual had met the part B deductible for the current cal-
endar year. The part B deductible was also increased from $60 to
$75. (Effective January 1, 1982.)

Medicare secondary payer
Modified the existing Medicare benefit payment coordination

rules for persons with end-stage renal disease (ESRD), making the
individual’s private employer group health plan the primary payer
and Medicare the secondary payer for the first 12 months after an
individual was determined to be eligible for Medicare under the
ESRD provisions. (Effective October 1, 1981.)

TAX EQUITY AND FISCAL RESPONSIBILITY ACT OF 1982 (TEFRA),
PUBLIC LAW 97–248

Part A provider payments
Expanded prospective limits on hospital costs reimbursed under

Medicare originally enacted in the Social Security Amendments of
1972 (Public Law 92–603), to include, in addition to routine costs,
all other inpatient hospital operating costs, such as ancillary costs
(for example, laboratory, operating room, pharmacy, and so forth)
and costs of special care units (for example, intensive care units).
Established a 3-year Medicare ceiling (or target rate) on the allow-
able annual rate of increase in operating costs per case for inpa-
tient hospital services. Required the Secretary to develop proposals
for the prospective payment of hospitals under Medicare by the end
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of 1982. (Effective for hospital cost-reporting periods beginning on
or after October 1, 1982.)

Part B premium
Increased the part B premium to cover 25 percent of program

costs for the aged for 1-year periods beginning July 1, 1983 and
July 1, 1984. This provision was subsequently extended through
1990. (Effective July 1, 1983.)

Reimbursement for inpatient radiology and pathology services
Eliminated the special 100-percent reimbursement rate for radi-

ologist and pathologist services furnished directly to hospital inpa-
tients, and the exemption of such services from being subject to the
part B deductible and coinsurance. (Effective for items or services
furnished on or after October 1, 1982.)

Medicare secondary payer for older workers
Amended the existing benefit payment coordination rules making

Medicare secondary payer for older workers with private employer
group health insurance coverage. Required private employers with
20 or more full-time workers to provide older workers with the
same coverage provided for workers under age 65. Subsequently ex-
tended to spouses. (Effective January 1, 1983.)

Hospice care
Authorized 210 days of hospice care for terminally ill Medicare

beneficiaries with a life expectancy of 6 months or less. (Effective
for the period from November 1, 1983 to October 1, 1986, with ben-
efit becoming permanent and day limit repealed at a later date.)

Health maintenance organizations (HMOs) and competitive medical
plans (CMPs)

Provided for contracts with HMOs or CMPs on a risk sharing
(prospective) basis. Individuals eligible to receive benefits under
Medicare would be eligible to enroll with any HMO or CMP that
had a Medicare contract and served the geographic area in which
the individual resided. Medicare’s payment to the entity with a
risk-sharing contract would be made on a per capita basis for each
class of beneficiary enrolled in the plan, adjusted for factors such
as age, disability status, and other factors. (Effective when the Sec-
retary certified to Congress that the payment methodology was
adequate.)

Peer review organizations (PROs)
Established the PROs to review the medical necessity and rea-

sonableness of care, quality of care, and the appropriateness of the
setting in which the care was delivered for Medicare services fur-
nished primarily in hospitals. Repealed authorization for the Pro-
fessional Standards Review Organizations (PSROs), which had
been charged since 1972 with reviewing both Medicare and Medic-
aid services. (Effective on enactment.)
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Hospital insurance (HI) tax for Federal employees
Required Federal employees to begin paying the Medicare HI tax

and to earn eligibility for HI coverage under Medicare. (Effective
January 1, 1983.)

SOCIAL SECURITY AMENDMENTS OF 1983, PUBLIC LAW 98–21

Part A hospital reimbursement
Established a new method of Medicare reimbursement for hos-

pital inpatient care, called the prospective payment system (PPS).
Under this system, payment for each patient would be made at pre-
determined, specific rates based on the average cost of treating
similar patients. Categories of patients would be defined by the
diagnosis-related groups (DRGs) patient classification system
which assigned each inpatient to a DRG based on the diagnosis
and other factors. (Effective for hospital cost-reporting periods be-
ginning on or after October 1, 1983.)

PROs
Authorized PROs to deny payment to a hospital for unnecessary

or inappropriate services. (Effective on enactment.)

DEFICIT REDUCTION ACT OF 1984 (DEFRA), PUBLIC LAW 98–369

Physicians’ services
Froze physicians fees for 15 months, established the Participat-

ing Physicians’ Program, and froze billed charges of nonparticipat-
ing physicians. (Freeze effective July 1, 1984 through September
30, 1985.)

Laboratory services
Established two fee schedules for clinical laboratory services, one

for independent laboratories and physicians and one for services
provided by hospital outpatient labs. Required independent labora-
tories to accept assignment on claims and waived patient cost-shar-
ing charges on such claims, and permitted physicians to bill for lab
services only when they personally performed or supervised the
performance of the test. (Fee schedules effective July 1, 1984, with
schedule for outpatient hospital services initially limited to 3 years
and made permanent in subsequent legislation.)

Hepatitis B vaccine
Authorized coverage for hepatitis B vaccine and its administra-

tion when furnished to a high risk individual. (Effective September
1, 1984.)

EMERGENCY EXTENSION ACT OF 1985, PUBLIC LAW 99–107

Froze PPS payment rates for inpatient hospital services at fiscal
year 1985 levels and continued physician payment freeze through
November 14, 1985. Subsequent acts (Public Law 99–155, Public
Law 99–181, Public Law 99–189, and Public Law 99–201) extended
the freezes through March 14, 1986. (See below for further exten-
sion through April 30, 1986.)
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CONSOLIDATED OMNIBUS BUDGET RECONCILIATION ACT OF 1985
(COBRA), PUBLIC LAW 99–272

Hospital patient protection
Established requirements for hospitals participating in Medicare

to examine and treat patients in active labor or with emergency
medical conditions (also known as ‘‘antidumping’’ provisions). (Ef-
fective on first day of first month beginning at least 90 days after
enactment.)

Hospital payment freeze
Extended freeze on payments through April 30, 1986 and re-

duced PPS updates for the remainder of fiscal year 1986. (Effective
on enactment.)

Indirect medical education
Began phased reduction of payments for indirect costs of medical

education. (Applied to cost-reporting periods beginning on or after
May 1, 1986.)

Direct graduate medical education
Replaced cost-based hospital reimbursement for direct costs of

medical education with a hospital-specific cost amount per ap-
proved full-time equivalent resident. Limited the period of resi-
dency training for which payments would be made. (Applied to
cost-reporting periods beginning on or after July 1, 1985.)

Disproportionate-share hospitals
Codified payment adjustments for hospitals serving a dispropor-

tionate share of low-income patients. (Effective May 1, 1986.)

Physician fee freeze
Extended fee freeze from March 14, 1986 through April 30, 1986

for participating physicians and through December 1, 1986 for non-
participating physicians. Required the Secretary in consultation
with the newly established Physician Payment Review Commission
to develop a relative value scale for payments for physician serv-
ices. (Fee freeze extension was effective on enactment; other
changes became effective later in 1986.)

Return on equity
Began phase-out of return on equity capital for for-profit hospital

services and reduced return on equity for other services. (Effective
for hospitals for cost-reporting periods beginning on or after Octo-
ber 1, 1986; for other providers, on or after October 1, 1985.)

Coverage of new State and local employees
Extended Medicare HI tax to State and local government employ-

ees hired on or after April 1, 1986 and established Medicare part
A entitlement for these employees. (Effective beginning after March
31, 1986 for both tax and entitlement to coverage.)
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OMNIBUS BUDGET RECONCILIATION ACT OF 1986 (OBRA 1986),
PUBLIC LAW 99–509

Part A deductible
Changed the annual indexing of the part A (hospital) deductible

from an amount based on the average cost of 1 day of inpatient
hospital care to an amount based on the applicable percentage in-
crease used for prospective payment rates, adjusted to reflect
changes in real case mix. (Effective for services provided on or after
January 1, 1987.)

Payments for physicians’ services
Provided for higher recognized payment screens for participating

physicians beginning January 1, 1987. Imposed limits on balance
billing for nonparticipating physicians known as the maximum al-
lowable actual charge (MAACs). (Effective January 1, 1987 with
MAAC limits effective for 4 years.)

Secondary payer for the disabled
Made Medicare the second payer for disabled Medicare bene-

ficiaries who elected to be covered under employer plans as a cur-
rent employee (or family member of such employee) of an employer
with at least 100 employees. (Effective January 1, 1987 through
December 31, 1992. Subsequently modified and extended.)

Payment for cataract surgical procedures
Reduced the prevailing charges of participating and nonpartici-

pating physicians for certain cataract surgical procedures. (Effec-
tive for services furnished on or after January 1, 1987 until the
earlier of December 31, 1990 or 1 year after the Secretary reported
to Congress on the relative value scale.)

Ambulatory surgery
Revised payment methodology for ambulatory surgery provided

in hospital outpatient departments to be the lesser of costs or
charges or a blend of hospital costs and ASC rates (reaching 50/50
in fiscal year 1988). Required the Secretary to develop a prospec-
tive payment system for ambulatory surgery performed in out-
patient departments. (Applied to payment rates for cost-reporting
periods beginning on or after October 1, 1987.)

Vision care
Provided for payment for vision care services furnished by optom-

etrists if the services were among those covered by Medicare and
the optometrist was legally authorized to perform that service.
(Prior to this change, Medicare only covered optometrist services
related to the treatment of aphakia.) (Effective April 1, 1987.)

Physician assistants
Provided for coverage of and separate payment for services per-

formed by a physician assistant if the service would be covered
when performed by a physician. (Effective January 1, 1987.)
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MEDICARE AND MEDICAID PATIENT AND PROGRAM PROTECTION ACT
OF 1987, PUBLIC LAW 100–93

Fraud and abuse
Amended titles XI, XVIII, and XIX of the Social Security Act to

improve antifraud provisions. Established civil penalties and sanc-
tion authority, including mandatory exclusion from Medicare, Med-
icaid, and other programs under the Social Security Act for specific
acts of fraud or abuse. (Effective on the 15th day after enactment.)

Beneficiary protections and information clearinghouse
Improved program protections for beneficiaries and created an

information-reporting system concerning sanctions taken by State
entities to prevent sanctioned providers in one State from setting
up practices anew in another. (Generally effective on the 15th day
after enactment.)

BALANCED BUDGET AND EMERGENCY DEFICIT CONTROL
REAFFIRMATION ACT OF 1987, PUBLIC LAW 100–119

Froze payment rates at fiscal year 1987 levels through November
20, 1987, and mandated a sequester order that resulted in Medi-
care payment reductions of 2.324 percent effective November 21,
1987. (Effective as specified.)

OMNIBUS BUDGET RECONCILIATION ACT OF 1987 (OBRA 1987),
PUBLIC LAW 100–203

Part A and B reductions under sequester order
Extended payment reductions under the sequester order for all

inpatient hospital services (including capital and direct medical
education) until March 31, 1988, and for other part A services until
December 31, 1987. Froze part B prevailing charges and the cus-
tomary charges for physicians’ services for the period January 1
through March 31, 1988 at 1987 levels, and extended the sequester
order for part B services through March 31, 1988. (Effective on en-
actment.)

Hospital inpatient payment rates
Reduced the update factors for PPS hospitals for fiscal year 1988

and fiscal year 1989. Established separate updates for large urban,
‘‘other urban,’’ and rural areas. (Effective for discharges occurring
on or after April 1, 1988, for fiscal year 1988 update factors.)

Hospital capital payments
Reduced hospital capital-related payments by 7 percent between

October 1 and December 31, 1987; by 12 percent for the remainder
of fiscal year 1988, beginning January 1, 1988; and by 15 percent
for fiscal year 1989. Required Secretary to establish a prospective
payment system for capital to begin with cost-reporting periods be-
ginning on or after October 1, 1991. (Effective as specified.)
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Physician payments
Reduced payment update for 1988 and 1989 for participating

physicians for nonprimary care services, beginning on April 1,
1988. Reduced nonparticipating physician payments to 95.5 percent
of prevailing charges for participating physicians for services fur-
nished from April 1 to December 31, 1988; for fiscal year 1989, fur-
ther reduced payments to 95 percent of the prevailing charges of
participating physicians. Added a 5-percent bonus payment for
services provided in underserved areas, effective January 1, 1989
in rural areas and January 1, 1991 in urban areas. (Effective as
specified.)

Reductions in overpriced procedures
Expanded list of overpriced procedures (previously limited to cat-

aract surgery) and reduced prevailing charges for them. Reduced
prevailing charges by 2 percent from the 1987 level, and further re-
duced prevailing charges by specified amounts if the prevailing
charge was above 85 percent of the national average level. (Effec-
tive for items and services provided on or after April 1, 1988.)

Durable medical equipment (DME) fee schedule
Froze payment screens for DME for 1 year from January 1

through December 31, 1988. Required the Secretary to establish a
fee schedule for the fee screen year beginning January 1, 1989, for
each of 6 categories of DME services. (Effective date of fee schedule
for items furnished on or after January 1, 1989.)

Ambulatory surgery copayment
Required that the deductible and coinsurance requirements be

imposed for assigned physicians’ services provided in ASCs and
hospital outpatient departments. (Effective for services furnished
on or after April 1, 1988.)

Flu vaccine
Provided coverage of influenza vaccine and its administration if

a demonstration conducted by the Secretary found it to be cost ef-
fective. (Effective date of 24-month demonstration October 1, 1988;
Secretary authorized coverage effective May 1, 1993.)

Therapeutic shoes for diabetics
Provided coverage for therapeutic shoes for diabetics contingent

on the demonstration of their cost effectiveness by the Secretary.
(Effective date of 24-month demonstration October 1, 1988; Sec-
retary authorized coverage effective May 1, 1993.)

Coverage of mental health services
Increased the limit on recognized charges for the outpatient

treatment of mental disorders beginning in calendar year 1988. Be-
ginning calendar year 1989, the payment limit would not include
brief office visits to prescribe or monitor prescription drugs used as
treatment. (Effective January 1, 1988.)
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MEDICARE CATASTROPHIC COVERAGE ACT OF 1988 (MCCA), PUBLIC
LAW 100–360

Part A benefits
Modified hospital coverage by specifying a maximum of one hos-

pital deductible per year and eliminating the day limits, coinsur-
ance charges, and spell of illness provisions. Modified skilled nurs-
ing facility (SNF) benefit by requiring coinsurance for the first 8
days of care; eliminating coinsurance for days 21–100; covering up
to 150 days per year; and eliminating the prior hospitalization re-
quirement. Modified home health benefit by expanding definition of
intermittent care and permitting extension of hospice benefit be-
yond 210 days. (Hospital and SNF benefits effective January 1,
1989; home health and hospice benefits effective January 1, 1990.)

Part B benefits
Established a maximum out-of-pocket limit (‘‘catastrophic cap’’)

on beneficiary liability for part B cost-sharing charges, and set cap
at level to cover 7 percent of beneficiaries. Added coverage for rou-
tine mammography screening and home intravenous drug therapy
services. Provided respite coverage for up to 80 hours per year for
chronically dependent individuals who had met the catastrophic or
prescription drug cap. (Effective January 1, 1990.)

Catastrophic drug benefits
Established, effective January 1, 1990, a limited prescription

drug benefit for two categories of drugs (home intravenous (IV)
drugs and immunosuppressive drugs) once the beneficiary met a
$550 deductible. Extended, beginning January 1, 1991, catastrophic
coverage for all outpatient prescription drugs once the beneficiary
met a $600 deductible (indexed to cover 16.8 percent of bene-
ficiaries in future years). Set the coinsurance at 50 percent, drop-
ping to 20 percent by 1993. (Limited coverage effective beginning
in 1990; coverage for all drugs beginning in 1991, with full imple-
mentation in 1993.)

Financing
Added an additional amount to the monthly part B premium.

Added a supplemental premium (a surtax collected in conjunction
with the Federal income tax) for persons with income tax liability
above $150. (Effective for part B premiums beginning January 1,
1989; supplemental premiums effective for tax years beginning
after 1988.)

Qualified Medicare beneficiaries (QMBs)
Required Medicaid to pay Medicare premiums and cost-sharing

charges for Medicare beneficiaries below poverty. (Coverage phased
in beginning January 1, 1989)

MEDICARE CATASTROPHIC COVERAGE REPEAL ACT OF 1989, PUBLIC
LAW 101–234

Repealed the Medicare and financing provisions included in the
1988 law. Generally the repeal restored prior law provisions as if
the catastrophic act had not been passed. For hospital and SNF
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benefits which had gone into effect in 1989, prior law provisions
were restored, effective January 1, 1990 with transition provisions
included for persons in a hospital or SNF on that date. The addi-
tional part B premium was repealed, effective January 1, 1990. The
QMB provision was not repealed.

OMNIBUS BUDGET RECONCILIATION ACT OF 1989 (OBRA 1989),
PUBLIC LAW 101–239

Sequester
Extended sequester affecting part A and HMO payments (a re-

duction of 2.1 percent) through December 31, 1989, and extended
sequester for part B payments (a 2.1-percent reduction) through
March 31, 1990. (Effective on enactment.)

Hospital capital payments
Extended the 15-percent reduction in hospital capital payments

for discharges occurring during the period January 1 through Sep-
tember 30, 1990. (Effective on enactment.)

DRG weighting factors
Reduced the weighting factors for each diagnosis-related group

(DRG) by 1.22 percent for hospital discharges occurring in fiscal
year 1990 and revised the update factors for fiscal year 1990. (Ef-
fective on enactment.)

Disproportionate-share adjustment for hospitals
Increased the adjustment for certain hospitals that served a dis-

proportionate share of low-income patients. (Effective for dis-
charges occurring on or after April 1, 1990.)

Additional payments for rural hospitals
Extended rural referral centers designations for 3 years; ex-

panded the Sole Community Hospital Program; established new
criteria for Medicare-dependent small rural hospitals; and estab-
lished the Essential Access Community Hospital Program. (Effec-
tive for varying periods after enactment.)

Physician payment reform
Established a fee schedule for payment of physician services

based on a resource-based relative scale, to be phased in over a 5-
year period beginning January 1, 1992.

Physician payments
Delayed the inflation update from January 1 until April 1, 1990

and reduced the 1990 update for certain physician services; re-
duced payments for certain overvalued procedures; and reduced
payments under the radiology fee schedule. (Effective for the 9-
month period beginning on April 1, 1990.)

Clinical lab fee schedule
Established a ceiling on lab fee schedule payments at 93 percent

of the national median for the particular test. (Effective for lab
tests performed on or after January 1, 1990.)
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Durable medical equipment update
Eliminated the inflation update in the fee schedules for durable

medical equipment. (Effective for equipment provided during cal-
endar year 1990.)

Mental health services
Eliminated the dollar limit on payments for mental health serv-

ices, and expanded settings in which services of clinical psycholo-
gists and clinical social workers could be covered. (Dollar limit
elimination effective January 1, 1990; expanded settings provision
effective July 1, 1990. )

Pap smear coverage
Authorized coverage of pap smears, once every 3 years, more

often for women at high risk of developing cervical cancer. (Effec-
tive July 1, 1990.)

Agency for Health Care Policy and Research (AHCPR)
Created the AHCPR and authorized the agency to undertake re-

search on the effectiveness, efficiency, quality, and outcomes of
health care services, assuring that the needs and priorities of Medi-
care were reflected in such research. (Effective on enactment.)

Self-referral
Prohibited physician referral to clinical laboratories with which

the referring physician has a financial relationship. (Effective Jan-
uary 1, 1992.)

OMNIBUS BUDGET RECONCILIATION ACT OF 1990 (OBRA 1990),
PUBLIC LAW 101–508

General payment freeze
Froze payments for part A services at fiscal year 1990 levels for

the period October 21 through December 31, 1990. Reduced part B
payments by 2 percent for November 1980 and December 1990. (Ef-
fective as specified.)

Hospital inpatient payment rates
Reduced update factors for PPS hospitals for fiscal years 1991–

93. Set update factors for rural hospitals such that rural payment
rates would equal those for ‘‘other urban’’ hospitals by fiscal year
1995. Increased and made permanent payment adjustments to
disproportionate-share hospitals. (Effective for fiscal years 1991–
95.)

Hospital capital payments
Reduced capital payments by 15 percent for fiscal year 1991; for

fiscal years 1992–95, required reductions in hospital payments
equal to 10 percent of what would have been paid for capital costs
on a reasonable cost basis. (Effective for fiscal years 1991–95.)

Physician payments
Reduced the 1991 inflation update for primary care services and

froze rates for other services; reduced 1992 increases for nonpri-
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mary care services. Continued payment reductions for overpriced
procedures and added to the list of such procedures. Established
new limits on balance billing charges to be phased in over the
1991–93 period. (Payment limits effective for calendar years 1991
and 1992; balance billing limits effective beginning in 1991.)

Hospital outpatient payments
Reduced by 5.8 percent payments for services paid on a reason-

able cost basis. (Effective for fiscal years 1991–95.)

Durable medical equipment (DME)
Replaced regional limits on DME fees with phased-in national

upper and lower limits and reduced DME update. (Update reduc-
tions effective for calendar years 1991 and 1992; national limits ef-
fective for 1991 and later years.)

Clinical laboratory services
Limited the update for clinical laboratory services to 2 percent

per year for 1991–93 and reduced the national limits on laboratory
fee schedules. (Update reductions effective for calendar years 1991–
93; national limit reductions effective January 1, 1991.)

Injectable drugs for osteoporosis
Added coverage of injectable drugs for treatment of bone frac-

tures of homebound individuals with osteoporosis who were unable
to self-administer the drug. (Effective January 1, 1991 through De-
cember 31, 1995.)

Mammography
Added coverage of mammography screenings at specified inter-

vals. (Effective January 1, 1991.)

Part B deductible
Increased the part B deductible from $75 to $100. (Effective Jan-

uary 1, 1991.)

Part B premium
Set part B premiums at fixed dollar amounts projected to equal

25 percent of program costs. (Effective for fiscal years 1991–95.)

Medigap
Established mandatory standards for Medigap policies, including

uniform benefit packages, to replace the previous voluntary certifi-
cation system. (Generally effective no later than 1 year after pro-
mulgation of model regulation by National Association of Insurance
Commissioners.)

Federally qualified health centers (FQHCs)
Established cost-based reimbursement for services furnished by

FQHCs, including federally funded community and migrant health
centers and similar facilities. (Effective October 1, 1991.)
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HI tax
Raised the income level subject to the HI tax. (Effective January

1, 1991.)

OMNIBUS BUDGET RECONCILIATION ACT OF 1993 (OBRA 1993),
PUBLIC LAW 103–66

Payment for part A services
Reduced update factors for inpatient hospital and hospice serv-

ices for fiscal years 1994–97; reduced hospital capital payment
rates for fiscal years 1996–98; froze cost limits for SNFs for fiscal
years 1994–95; eliminated return on equity payments for SNFs.
(Payment reductions effective as specified; elimination of return on
equity effective October 1, 1993.)

Payment for physician services
Reduced updates for services other than primary care. Reduced

Medicare volume performance standards (MVPS) for 1994 and sub-
sequent years and increased the potential reductions in fee updates
for failure to meet the MVPS for 1995 and subsequent years. (Up-
date reductions effective for calendar years 1994 and 1995.)

Payment for other part B services
Froze payment rates for certain DME services, clinical laboratory

services, ASC services, and home health agencies. Extended exist-
ing reductions in payments for hospital outpatient services for fis-
cal years 1996–98. (Payment freezes generally effective for 1994
and 1995.)

Graduate medical education
Froze per resident payment amounts for nonprimary care resi-

dents. (Effective for fiscal years 1994 and 1995.)

Part B premium
Extended policy of setting part B premium at 25 percent of pro-

gram costs. (Effective for calendar years 1996–98.)

Oral cancer drugs
Added coverage of certain self-administered anticancer drugs.

(Effective January 1, 1994.)

Physician ownership and referral
Extended self-referral prohibition to additional services, includ-

ing DME, physical therapy, home health, prescription drugs, and
hospital services. (Effective for referrals made after December 31,
1994.)

Part A revenue provisions
Eliminated upper limit on earnings subject to HI payroll tax.

Also transferred into part A trust fund new revenues from in-
creased taxation of Social Security benefits. (Effective January 1,
1994.)
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HEALTH INSURANCE PORTABILITY AND ACCOUNTABILITY ACT OF
1996, PUBLIC LAW 104–1

Added new criminal health care fraud provisions, strengthened
existing civil and criminal fraud and abuse provisions and provided
funding for new antifraud programs (generally effective on enact-
ment or January 1, 1997).

BALANCED BUDGET ACT OF 1997, PUBLIC LAW 105–33

Hospitals
Froze PPS hospital and PPS-exempt hospitals and units and lim-

ited updates for fiscal years 1999–2002. Established a prospective
payment system for inpatient rehabilitation hospitals, effective be-
ginning in fiscal year 2001. Rebased capital payment rates and pro-
vided for additional reductions over the fiscal year 1997–2002 pe-
riod. Reduced the IME payment from the current 7.7 percent to 5.5
percent by fiscal year 2001 and reformed direct GME payments
(generally effective on enactment or October 1, 1997).

Skilled nursing facilities
Provided for a phase in of a prospective payment system that will

pay a Federal per diem rate for covered SNF services (generally ef-
fective July 1, 1998).

Home health
Provided for the establishment of a prospective payment system

for home health services. Provided for a reduction in per visit cost
limits prior to the implementation of the prospective payment sys-
tem, clarified the definitions of part-time and intermittent care,
and provided for a study of the definition of homebound. Provided
for the transfer of some home health costs from part A to part B
(prospective payment effective October 1, 1999, reduction in cost-
limits effective on enactment, definition clarification effective Octo-
ber 1, 1997, and transfer of costs effective January 1, 1998).

Hospice
Reduced the hospice payment update for each of fiscal year 1998

through fiscal year 2002, and clarified the definition of hospice care
(generally effective on enactment).

Physicians
Provided for use of a single conversion factor; replaced the vol-

ume performance standard with the sustainable growth rate; pro-
vided for phased-in implementation of resource-based practice ex-
penses; and permitted use of private contracts under specified con-
ditions (generally effective January 1, 1998).

Hospital outpatient departments
Extended reductions in payments for outpatient hospital services

paid on the basis of costs through December 1999 and established
a prospective payment system for hospital outpatient departments
for covered services beginning in 1999 (generally effective on enact-
ment).
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Other providers
Froze payments for laboratory services for fiscal years 1998–

2002; provided for establishment of a fee schedule in 2000 for pay-
ment for ambulance services (generally effective on enactment).

Beneficiary payments
Permanently set the part B premium at 25 percent of program

costs and expanded the premium assistance beginning in 1998
available under the Specified Low-Income Medicare Beneficiary
(SLMB) Program (effective on enactment).

Prevention initiatives
Authorized coverage for annual mammograms for all women over

40. Added coverage for screening pelvic exams, prostate cancer
screening tests, colorectal cancer screening tests, diabetes self-
management training services, and bone mass measurements for
certain high-risk persons (generally effective in 1998, except pros-
tate cancer screening effective 2000).

Supplementary coverage
Provided for guaranteed issuance of specified Medigap policies

without a preexisting condition exclusion for certain continuously
enrolled aged individuals (effective July 1, 1998).

Competitive bidding
Provided for competitive bidding demonstrations for furnishing

part B services (not including physicians services) (effective on en-
actment).

Commissions
Established a 17-member National Advisory Commission on the

Future of Medicare (with appointments to be made by December 1,
1997). Established the Medicare Payment Advisory Commission re-
placing the Prospective Payment Assessment Commission and the
Physician Payment Review Commission (with appointments to be
made by September 30, 1997).

Medicare+Choice
Established a new part C of Medicare called Medicare+Choice.

This program is built on the existing Medicare Risk Contract Pro-
gram which enabled beneficiaries to enroll, where available, in
health maintenance organizations (HMOs) that contracted with the
Medicare Program. The Medicare+Choice Program expands, begin-
ning in 1999, the private plan options that could contract with
Medicare to other types of managed care organizations (for exam-
ple, preferred provider organizations and provider-sponsored orga-
nizations), private fee-for-service plans, and, on a limited dem-
onstration basis, high deductible plans (called medical savings ac-
count plans) offered in conjunction with medical savings accounts
(effective on enactment).
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CBO SAVINGS AND REVENUE ESTIMATES FOR BUDGET
RECONCILIATION ACTS, 1981–93

Table 2–41 shows estimates of savings and revenue increases for
budget reconciliation legislation enacted from 1981 to 1993. These
estimates were made at the time of enactment by the Congres-
sional Budget Office (CBO). It should be noted that the estimates
are compared with the CBO budget baseline in effect at the time.
The savings from the various reconciliation bills cannot be added
together.

TABLE 2–41.—MEDICARE SAVINGS ESTIMATES, 1981–93

[In billions of dollars]

Legislative act Savings

Omnibus Budget Reconciliation Act of 1981:
Spending reductions for fiscal years 1982–84 ..................................... $4.3

Tax Equity and Fiscal Responsibility Act of 1982:
Spending reductions for fiscal years 1983–87 ..................................... 23.1

Social Security Amendments of 1983:
Spending reductions for fiscal years 1983–88 ..................................... 0.2
Revenue increases for fiscal years 1983–88 ........................................ 11.5

Deficit Reduction Act of 1984:
Spending reductions for fiscal years 1984–87 ..................................... 6.1

Consolidated Omnibus Budget Reconciliation Act of 1985:
Spending reductions for fiscal years 1986–81 ..................................... 12.6

Omnibus Budget Reconciliation Act of 1986:
Spending reductions for fiscal years 1987–89 ..................................... 1.0

Omnibus Budget Reconciliation Act of 1987:
Spending reductions for fiscal years 1988–90 ..................................... 9.8

Omnibus Budget Reconciliation Act of 1989:
Spending reductions for fiscal years 1990–94 ..................................... 10.9

Omnibus Budget Reconciliation Act of 1990:
Spending reductions for fiscal years 1991–95 ..................................... 43.1
Revenue increases for fiscal years 1991–95 ........................................ 26.9

Omnibus Budget Reconciliation Act of 1993:
Spending reductions for fiscal years 1994–98 ..................................... 55.8
Revenue increases for fiscal years 1994–98 ........................................ 53.8

Health Insurance Portability and Accountability Act of 1996:
Spending reductions for fiscal years 1996–2002 ................................. 3.0

Balanced Budget Act of 1997:
Spending reductions for fiscal years 1998–2002 ................................. 116.4
Spending reductions for fiscal years 1998–2007 ................................. 393.8

Note.—Savings relative to baseline at time of enactment. Figures cannot be summed.

Source: Committee on Ways and Means, (1988, 1989, 1991); Congressional Budget Office.
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MEDICARE HISTORICAL DATA

Tables 2–42 through 2–52 present detailed historical data on the
Medicare Program. Tables 2–42, 2–43, and 2–44 present detailed
enrollment data. Table 2–45 describes the percentage of enrollees
participating in a State buy-in agreement. Tables 2–46 and 2–47
show the distribution of Medicare payments by type of coverage
and by type of service. Tables 2–48 and 2–49 show the number of
persons served and the average reimbursement per person served
and per enrollee. Table 2–50 shows the utilization of hospital serv-
ices. Table 2–51 presents Medicare utilization and reimbursement
by State. Table 2–52 shows the number of participating institutions
and organizations.
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TABLE 2–45.—NUMBER AND PERCENTAGE OF INDIVIDUALS ENROLLED IN SUPPLE-
MENTARY MEDICAL INSURANCE UNDER STATE BUY-IN AGREEMENTS BY TYPE OF
BENEFICIARY AND BY YEAR OR 1995 AREA OF RESIDENCE, SELECTED YEARS 1968–
95

Year or area of residence 1

All persons Aged Disabled

Number in
thousands

Percent of
SMI en-
rolled

Number in
thousands

Percent of
SMI en-
rolled

Number in
thousands

Percent of
SMI en-
rolled

Year:
1968 ............................ 1,648 8.8 1,648 8.8 NA NA
1975 ............................ 2,846 12.0 2,483 11.4 363 18.7
1980 ............................ 2,954 10.9 2,449 10.0 504 18.9
1981 ............................ 3,257 11.7 2,659 10.6 598 21.7
1982 ............................ 2,791 9.8 2,288 8.9 503 18.6
1983 ............................ 2,654 9.3 2,177 8.4 477 18.1
1984 ............................ 2,601 8.9 2,127 8.0 474 18.2
1985 ............................ 2,670 9.0 2,164 8.0 505 19.2
1986 ............................ 2,776 9.2 2,222 8.0 554 20.9
1987 ............................ 2,985 9.6 2,337 8.2 648 23.2
1988 ............................ 3,033 9.6 2,341 8.1 691 24.4
1989 ............................ 3,351 10.4 2,549 8.7 802 27.8
1990 ............................ 3,604 11.0 2,714 9.1 890 30.2
1991 ............................ 3,768 10.4 2,817 8.7 949 27.8
1992 ............................ 4,066 12.0 2,972 9.7 1,083 33.6
1993 ............................ 4,353 12.6 3,122 10.0 1,231 35.5
1994 ............................ 4,625 13.2 3,243 10.3 1,382 37.2
1995 ............................ 4,895 13.7 3,369 10.6 1,526 38.7

Area of residence: 1

Alabama ...................... 124 20.1 86 16.4 34 41.5
Alaska ......................... 6 19.4 4 14.8 2 50.0
Arizona ........................ 46 8.0 31 6.0 15 30.0
Arkansas ..................... 83 20.3 58 16.7 22 41.5
California .................... 783 22.4 561 17.9 204 63.6
Colorado ...................... 49 12.2 32 9.0 17 42.5
Connecticut ................. 45 9.4 31 7.1 19 51.4
Delaware ..................... 6 6.2 4 4.6 3 33.3
District of Columbia ... 15 21.4 11 17.5 4 57.1
Florida ......................... 284 11.1 211 9.0 77 42.3
Georgia ........................ 170 21.1 119 17.5 48 45.3
Hawaii ......................... 18 12.9 14 10.8 4 44.4
Idaho ........................... 14 9.7 8 6.2 5 41.7
Illinois ......................... 144 9.3 89 6.4 54 37.8
Indiana ........................ 84 10.6 53 7.5 29 34.9
Iowa ............................ 53 11.5 33 7.8 18 48.6
Kansas ........................ 36 9.7 24 7.1 12 41.4
Kentucky ...................... 101 17.8 67 14.3 35 42.2
Louisiana .................... 114 20.5 80 17.1 35 44.9
Maine .......................... 29 14.9 18 10.6 12 57.1
Maryland ..................... 64 11.2 44 8.5 19 38.8
Massachusetts ............ 122 13.9 83 10.6 49 59.0
Michigan ..................... 145 11.2 75 6.5 53 37.6
Minnesota ................... 57 9.4 35 6.3 26 53.1
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TABLE 2–45.—NUMBER AND PERCENTAGE OF INDIVIDUALS ENROLLED IN SUPPLE-
MENTARY MEDICAL INSURANCE UNDER STATE BUY-IN AGREEMENTS BY TYPE OF
BENEFICIARY AND BY YEAR OR 1995 AREA OF RESIDENCE, SELECTED YEARS 1968–
95—Continued

Year or area of residence 1

All persons Aged Disabled

Number in
thousands

Percent of
SMI en-
rolled

Number in
thousands

Percent of
SMI en-
rolled

Number in
thousands

Percent of
SMI en-
rolled

Mississippi .................. 111 28.9 77 24.4 30 51.7
Missouri ...................... 77 9.6 48 6.7 28 34.1
Montana ...................... 11 8.7 7 6.3 5 38.5
Nebraska ..................... 17 7.1 9 4.1 8 44.4
Nevada ........................ 15 8.2 10 6.1 5 33.3
New Hampshire ........... 6 4.1 3 2.2 3 23.1
New Jersey .................. 127 11.3 92 9.0 39 42.4
New Mexico ................. 31 16.1 22 12.6 9 40.9
New York ..................... 313 12.6 232 10.5 105 42.7
North Carolina ............ 177 17.8 138 16.1 56 47.9
North Dakota ............... 6 6.0 4 4.3 2 25.0
Ohio ............................. 173 10.8 119 8.3 54 32.5
Oklahoma .................... 65 13.8 45 10.8 17 38.6
Oregon ......................... 45 10.0 29 7.1 16 42.1
Pennsylvania ............... 166 8.3 105 5.8 64 38.8
Rhode Island ............... 15 9.6 10 7.0 6 40.0
South Carolina ............ 103 20.9 69 16.6 31 48.4
South Dakota .............. 13 11.6 9 8.8 4 44.4
Tennessee ................... 150 20.2 104 16.4 52 55.3
Texas ........................... 322 16.1 252 14.1 75 41.4
Utah ............................ 15 8.4 8 5.0 6 40.0
Vermont ....................... 12 15.2 8 11.4 5 62.5
Virginia ....................... 110 14.0 74 10.8 34 40.5
Washington ................. 76 11.5 46 7.8 29 49.2
West Virginia .............. 40 12.5 26 9.7 16 34.0
Wisconsin .................... 86 11.7 45 6.8 31 45.6
Wyoming ...................... 5 8.6 3 5.8 2 40.0
Puerto Rico ................. 0 0.0 0 0.0 0 0.0
Guam and Virgin

Islands 2 ................. 1 8.9 1 9.1 0 6.3

United States ..... 4,892 13.9 3,367 10.7 1,525 41.7
All areas ............ 4,895 13.7 3,369 10.6 1,526 41.0

1 State of residence is not necessarily State that bought coverage.
2 Data for these areas combined to prevent disclosure of confidential information.

NA—Not available.

Source: Health Care Financing Administration, Bureau of Data Management and Strategy.
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TABLE 2–47.—DISTRIBUTION OF MEDICARE BENEFIT PAYMENTS BY TYPE OF
COVERAGE, TYPE OF SERVICE, AND TYPE OF ENROLLEE, 1995

Type of coverage and service

Type of enrollee

All enrollees Aged Disabled

Amount
(in millions)

Percentage
distribu-

tion

Amount
(in millions)

Percentage
distribu-

tion

Amount
(in millions)

Percentage
distribu-

tion

Hospital insurance ......... $116,176 78.9 $102,889 64.8 $13,287 59.3
Inpatient .................... 89,127 60.5 77,607 48.9 11,520 51.4
Skilled nursing facil-

ity .......................... 9,595 6.5 9,176 5.8 419 1.9
Home health agency 15,571 10.6 14,317 9.0 1,254 5.6
Hospice ...................... 1,883 1.3 1,789 1.1 94 0.4

Supplementary medical
insurance ................... 64,973 44.1 55,844 35.2 9,129 40.7
Physicians 1 ............... 40,435 27.5 35,813 22.6 4,622 20.6
Outpatient hospital ... 15,394 10.5 11,955 7.5 3,439 15.3
Home health agency 194 0.1 194 0.1 0 0.0
Group practice plan .. 6,883 4.7 6,096 3.8 787 3.5
Independent labora-

tory ........................ 2,067 1.4 1,786 1.1 281 1.3

Total payments ..... 181,149 100.0 158,733 100.0 22,416 100.0
1 Includes other services.

Source: Health Care Financing Administration, Bureau of Data Management and Strategy.
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TABLE 2–52.—MEDICARE PARTICIPATING INSTITUTIONS AND ORGANIZATIONS, 1984 AND
1996

Institution or organization
Year

1984 1996

Hospitals ............................................................................. 6,675 6,273
Short stay ....................................................................... 6,038 5,185
Long stay ........................................................................ 637 1,088

Skilled nursing facilities ..................................................... 5,952 14,177
Home health agencies ........................................................ 4,684 8,860
Independent laboratories .................................................... 3,801 5,769
Laboratories registered under the Clinical Laboratory Im-

provement Act (CLIA) ..................................................... NA 157,335
Outpatient physical therapy providers ............................... 791 2,432
Portable x-ray suppliers ...................................................... 269 609
Rural health clinics ............................................................ 420 2,217
Comprehensive outpatient rehabilitation facilities ............ 48 403
Ambulatory surgical centers ............................................... 155 2,265
Hospices .............................................................................. 108 2,161
Facilities providing services to renal disease benefit ....... 1,335 3,082

Hospital certified as both renal transplant and renal
dialysis center ............................................................ 147 156

Hospital certified as renal transplant centers .............. 16 81
Hospital dialysis facilities .............................................. 117 256
Nonhospital renal dialysis facilities .............................. 645 2,212
Dialysis centers only ...................................................... 359 334
Inpatient care ................................................................. 51 43

Hospital and skilled nursing facility beds:
Hospitals ......................................................................... 1,144,142 1,038,105

Short stay ................................................................... 1,023,465 912,054
Long stay ................................................................... 120,677 126,051

Skilled nursing facilities ................................................ 530,403 671,839

NA—Not available.

Source: Health Care Financing Administration, Bureau of Data Management and Strategy.
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