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and other entitlement programs 
play in driving up the deficit, but 
the need to reform Medicare long 
predates the economic collapse 
of 2008.

The most basic problem is 
that since the 1960s, health care 
spending (and Medicare along 
with it) has been growing 2 to 
2.5 percentage points faster than 
the economy as a whole. The re-
tirement of the baby boomers, 
which officially began in January 
2011 and will increase the Medi-
care population from its current 
level of 44 million to about 78 
million by 2030, will exacerbate 
the problem, but the primary is-
sue all along has been excess 
spending. From time to time, 
we have seen reductions in this 

rapid rate of growth — for in-
stance, during the 3 years after 
the Balanced Budget Act (BBA) 
was passed in 1997, when almost 
all providers of services to Medi-
care beneficiaries saw their reim-
bursements substantially reduced.1 
The first year after the BBA’s 
passage, spending on Medicare 
slowed dramatically; the second 
year, spending actually decreased 
by a small amount (which had 
never happened previously); the 
third year, spending grew at a 
moderate rate; and after that, 
spending increases were back up 
in the 7% range. The return to 
large increases occurred partly 
because Congress passed legis-
lation that gave back some reim-
bursement that had previously 

been cut, in response to vigorous 
lobbying by the health care pro-
vider community, and partly be-
cause providers learned how to 
respond more effectively to the 
BBA’s changes — that is, how to 
game the system.

We are currently in the midst 
of a period similar to 1998, the 
year after the enactment of the 
BBA. Reductions in reimburse-
ments to Medicare providers au-
thorized by the Affordable Care 
Act (ACA) are beginning to take 
effect, and if the legislated reduc-
tions actually occur, they will re-
duce spending on Medicare by 
more than $500 billion over a 
decade. The question is whether 
a Medicare program that relies 
on reductions to provider reim-
bursements without fundamen-
tally altering the incentives that 
providers face will be sustainable. 
Indeed, the actuary of the Centers 
for Medicare and Medicaid Ser-
vices (CMS) has repeatedly ques-
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tioned whether the ACA’s reduc-
tions will be sustainable without 
producing major problems of ac-
cess.2 Although the ACA also in-
cludes various pilot programs 
that could ultimately change pro-
viders’ incentives, the legislated 
changes primarily involve the 
same fee-for-service approach that 
has characterized Medicare in the 
past. The recently released pro-
posed rule for accountable care 
organizations (ACOs) was a dis-
couraging first effort at foster-
ing a different dynamic: it sets  
a minimum savings requirement 
that far exceeds what long-stand-
ing large-group practices were 
able to achieve in an earlier CMS 
demonstration project3 — though 
perhaps the final regulation will 
create an environment that is 
more amenable to ACOs or sim-
ilar organizations.

Congressman Paul Ryan (R-WI), 
chairman of the House Budget 
Committee, has proposed a very 
different strategy for slowing 
Medicare spending.4 It has vari-
ously been called a “defined con-
tribution” plan (as opposed to the 
current Medicare program, which 
is a defined benefit plan), a pre-
mium support program, and a 
voucher plan, among other terms. 
It would operate in a fashion very 
similar to that of the Federal  
Employees Health Benefit Plan 
(FEHBP), in which a wide range 
of private plans are available 
with varied benefits and types of 
networks, the subsidy doesn’t vary 
according to the plan the indi-
vidual chooses, and every Novem-
ber, individuals can continue in 
their plan or choose another one.

Under Ryan’s plan, Americans 
who will turn 65 in 2022 or later 
would receive a fixed subsidy 
from the government (the defined 
contribution). The subsidy for 
65-year-olds would be $8,000 — 

equivalent to the estimated aver-
age per-beneficiary spending by 
traditional Medicare in 2022. The 
subsidy would grow by a mea-
sure of inflation — specifically, 
the Consumer Price Index — and 
would increase for people who 
are older and sicker. Low-income 
beneficiaries would also receive a 
substantial amount of money in a 
medical savings account. A wide 
variety of private plans would be 
available. These plans could not 
discriminate on the basis of age 
or health status, and many other 
rules would need to be developed. 
Americans who are currently 55 
or older would be allowed to con-
tinue in the current Medicare pro-
gram if they wished to do so.

There has been no lack of crit-
icism of Ryan’s proposal. I agree 
with some concerns that have 
been raised about it, but rather 
than dismiss it in its entirety, I 
would relax some of the harsher 
provisions, recognizing that by 
doing so, I would diminish some 
of the savings it would create.

First, the rate of increase Ryan 
chose for the subsidy is too strin-
gent, especially for the new pro-
gram’s first decade. A rate of 
increase of the gross domestic 
product (GDP) plus 1% or 0.75% 
might be more achievable and is 
consistent with other proposed 
goals for Medicare growth.5 Pro-
posing increases that are too 
much of a stretch is unhelpful, 
as has been demonstrated repeat-
edly over the past 8 years, when 
Congress ignored the sustainable-
growth-rate measure that theo-
retically determines increases in 
Medicare’s physician fees.

Second, the subsidy must be 
sufficient for purchasing at least 
one available health plan in each 
geographic area at whatever per-
centage of premium coverage is 
assumed to be appropriate at the 

outset. Although an important 
policy decision must be made re-
garding subsidy levels, let us as-
sume that the subsidy would be 
expected to cover 75% of the 
cost of a premium for coverage 
of the benefits currently avail-
able to seniors. Today, Medicare 
has premium charges for Part B 
(physician and outpatient hospi-
tal care) and Part D (outpatient 
drugs), deductible and coinsur-
ance charges, and no catastrophic 
coverage, and the intent would be 
to continue the financial equiva-
lent of current practice. Thus, at 
least one plan would have to be 
available in each geographic area 
for which the Medicare subsidy 
would cover 75% of the premium, 
or whatever amount was chosen 
for 2022. Otherwise, the subsidy 
would need to be modified. I as-
sume that, as in the FEHBP, plans 
would vary widely in terms of 
their premiums, reflecting vari-
ous benefits and various arrange-
ments with provider networks.

Third, consideration should be 
given to making traditional Medi-
care available on a premium ba-
sis, so that the subsidy could be 
used to buy it as well as private 
plans. Since traditional Medicare 
will be available anyway as long 
as Americans who are currently 
55 years old are alive, continu-
ing Medicare as a choice, as a 
defined-contribution plan, might 
be a politically important com-
promise.

This approach, in my view, is 
much more attractive than the 
ACA’s strategy, which focuses ex-
clusively on reducing provider re-
imbursements and perhaps chang-
ing some provider incentives if 
the pilot programs are success-
ful and are implemented nation-
ally (of which we have no assur-
ance). The ACA gives the real 
power to the new Independent 
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Payment Advisory Board, which 
can reduce reimbursements if 
spending grows too fast. A mod-
ified Ryan plan would allow pri-
vate plans to introduce many of 
these changed incentives without 
permission from the government 
and would, for the first time, give 
seniors a reason to care about 
these alternative plans. That’s a 
very powerful difference.
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