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Executive Summary

The United States is at a fiscal tipping point—rhodtie to the explosive growth in
federal entitlement spending, especially on Medic@he long-term unfunded liability of
the Medicare program—promised benefits that ardinahced—is almost $37 trillion,
and it is relentlessly generating annual defidftedicare’s hospital insurance (HI) trust
fund faces a shortfall of $31.8 billion in 2012.eT6ongressional Budget Office (CBO)
estimates that Medicare spending will jump from@58lion in 2012 to $1.041 trillion

in 2022. Each year of delay makes reform that nhahker.

To preserve Medicare for the next generation afee$, The Heritage Foundation has
developed a Medicare premium support plan as pat oomprehensive budget reform,
Saving the American Drearwith premium support, the government makes a fixed
payment (a defined contribution) to a health plaosen by an enrollee. If an enrollee
wants to purchase a plan that is more expensivetileagovernment payment, the
enrollee may do so, paying the additional cosanlenrollee wants to buy a less
expensive plan, the enrollee may also do so, aad #e savings.

Health plans would compete directly with each ofbemarket share. Their ability to
retain or expand their enroliment would dependlgala their ability to provide the best
package of benefits and the highest quality of eatbe most competitive price. The
American Enterprise Institute, the Cato Instittite, National Center for Policy Analysis,
and the Progressive Policy Institute have all eselbithis general approach to
comprehensive Medicare reform.

A Powerful Consensus. Representative Paul Ryan (R—-WI), chairman of tbadé

Budget Committee, has been a leading championemhioim support. The House Budget
Resolution is the most recent version of his Medigaoposal. Representative Ryan also
joined Senator Ron Wyden (D—-OR) in offering an updgremium support proposal.
Likewise, Senators Richard Burr (R—NC) and Tom Gol{®—OK) have offered a robust



premium support plan, as have Dr. Alice Rivlin,nh@r Director of the Congressional
Budget Office, and former Senator Pete DomenicNR®): Senator Joseph Lieberman
(I-CT), along with Senator Coburn, has also proga@seajor reform of the current
Medicare fee-for-service (FFS) program.

The leading Medicare premium support proposaldudicg The Heritage Foundation’s,
have certain features in common:

« Arequirement that traditional M edicare compete with private plans. Under
the Heritage plan, Congress would transform theptexnMedicare FFS program
into a health plan with the capacity to competdwitivate plans chosen by
enrollees. All other leading proposals would doshme.

« Market-based bidsto deter mine gover nment payment for health plans.
Withthe Heritage proposal,the government’s contidyuto a Medicare enrollee’s
coverage would be based on an annual processgibried and national)
competitive bidding among health plans to proviteast the traditional
Medicare benefits. Seniors choosing plans belovgtwernment contribution
would receive a rebate and seniors choosing alle/gdvernment contribution
would pay the difference. All other leading propgesare based on similar
financing.

- An adjustment of beneficiary payment or taxpayer subsidiesfor income.
Taxpayers today directly finance between 85 peraedt90 percent of total
annual Medicare costs. Under the Heritage proposalent income thresholds
for taxpayer subsidies would be tightened, and gxdhasit entirely for the
wealthiest cohort of retirees. All other leadingposals retain or expand the
application of income-based subsidies for Medidemeefits.

« An authorization of an agency to over see the competitive program and
guar antee strong consumer protections. A federal agency should enforce
uniform rules for health insurance and rules farszomer protection, such as
marketing rules and fiscal solvency requirememid, administer a risk-
adjustment program. In the Heritage plan, the exgsCenter for Drug and Health
Plan Choice would fulfill that role, but would bediependent of the Centers for
Medicare and Medicaid Services (CMS), which ruaditional Medicare. All
other leading proposals put in place a mechanisemtorce rules for market
competition and guarantee strong consumer protectio

« A provision for, or improvement of, risk adjustment for health plans. With
patient choice among a wide array of competingglére affordability and
continuity of coverage can be disrupted by adveedection (the concentration of
older and sicker beneficiaries in certain plansstpushing up costs and driving
out plans. To cope with adverse selection andlstalihe market, the Heritage
plan improves upon the risk-adjustment mechanidnesiroent law. All other
leading proposals adopt risk-adjustment systemm$nrance.

New I ncentives. Premium support would be transformational. New poerful
economic incentives unleashed by the free-markeefoof patient choice and health



plan competition would not only improve quality,tlalso control costs and reverse
Medicare’s current rush toward disastrous debt.

No major proposal has yet been committed to lejigdanguage, and each differs in
degree and level of detail. Heritage, for instameeyld put Medicare on an annual
budget, but not all proposals do so. Heritage waigd build a clear wall of separation
between CMS and the administration of the new caitiyge system, but not all proposals
do so.

While all proposals provide protection from catagtiic illness, they differ on cost
sharing and subsidy levels based on income. Diffee in detail are important, but they
are of secondary importance to the economic implekpanded premium support
payment for Medicare benefits. This is a fundamlesitactural change in total Medicare
financing.

Abstract: Medicare is central to the debate on federal emtitént spending. A failure to
reform Medicare, and thus control entitlement speggdwill rob Americans of a fleeting
opportunity to escape ruinous debt, crushing tagtor severe austerity measures.
Medicare’s long-term unfunded liability is almo7trillion, and it is relentlessly
generating annual deficits. Medicare’s hospitalurence trust fund faces a shortfall of
$31.8 billion in 2012. The Congressional Budgeidefestimates that Medicare spending
will jump from $560 billion in 2012 to $1.041 tidh in 2022. Each year of delay makes
reform that much harder. This Heritage Foundati®eckgroundecompares the
Heritage reform plan, advanced 8aving the American Dregmwith five other reform
plans. They differ in detail, but their main feasarare similar. Congress should build on
this powerful consensus and craft a comprehengf@m of the Medicare program.

The United States is at a fiscal tipping point—rhodtie to the explosive growth in
federal entitlement spending, especially on Medicahe Congressional Budget Office
(CBO) estimates that Medicare spending will jungmfr$560 billion in 2012 to $1.041
trillion in 2022[1]

A Powerful Consensus. The good news is that some Members of Congredeiaiag a
powerful consensus on reforming Medicare. Send&aiard Burr (R—-NC) and Tom
Coburn (R—OK), and Representative Paul Ryan (R—gWBjrman of the House Budget
Committee, and Senator Ron Wyden (D—-OR) would im@nagpon the experience of
defined-contribution (“premium support”) financitigat today characterizes the
competitive private plan program in Medicare Pagrd the Medicare drug program in
Medicare Part D. In other words, the expansion ®fsdiem of financing that already
provides benefits for the vast majority of retireasuld be the least disruptive of all
changes, particularly the deep Medicare paymestmaindated by current 1d&] By
harnessing free-market forces of choice and compretialready serving the vast
majority of Medicare beneficiaries, these Membdr€angress would create a better
Medicare program for future retirees. Meanwhilen&er Joseph Lieberman (I-CT) and
Senator Tom Coburn would fix certain broken feadwethe existing Medicare program



that drive perverse economic incentives, whichium, contribute to escalating costs and
compromise the quality of care.

The Heart of Reform. Premium support is at the heart of major Medicaferm
proposals. It is a system of defined-contributiomcing, where the government makes
a direct and fixed payment to a health plan chdsean enrollee. If an enrollee wants to
purchase a plan that costs more than the governpagnient covers, the enrollee may do
so, paying the additional cost. If an enrollee wdantbuy a less expensive plan, the
enrollee can do that as well, and keep the savBgseficiaries would choose health
plans within an intense competitive environmentemplans would compete directly
with each other for market share. Their succesddwbepend on their ability to provide
the best package of benefits and the highest gualitare at the most competitive price.

Beyond a growing band of congressional leadersnjpma support is backed by such
public policy organizations as the American Entisginstitute, Bipartisan Policy Center,
the CATO Institute, National Center for Policy Aysik, and the Progressive Policy
Institute[3



