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President Bush called the Medicare Prescription Drug, Improvement and Modernization Act of 
2003 (MMA) “a landmark achievement in American health care.”1  This legislation created 
Medicare Part D, a new outpatient prescription drug program, which truly is a significant 
development.  However, this law may have set in motion an even more profound change in 
Medicare’s structure.  The MMA redesigned the payments and rules for private health plans, 
which are an alternative to traditional Medicare, and renamed this program “Medicare 
Advantage”.  These changes, the nature of the drug benefit, and their effects on coverage that 
supplements Medicare could result in a large shift in enrollment to Medicare Advantage plans.  
In other words, it is possible that many, if not most, Medicare beneficiaries could be enrolled in 
private plans within the decade.  This issue brief explains why this may occur and raises 
questions about its implications on costs, satisfaction, and access to care.  
 
Historical Context: Medicare and Private Health Plans 
 
Medicare is the nation’s largest Federal health program.  In 2005, its gross spending totaled $333 
billion.  With the implementation of the Medicare drug benefit, program spending is projected to 
grow to $391 billion in 2006 and $543 billion in 2010, increasing at an average annual rate of 
more than a 10 percent.2  Medicare covers about 42 million people: 35.4 million seniors and 6.3 
million people with permanent disabilities under the age of 65.3 
 
Pre-1997:  For several decades, Medicare beneficiaries have been able to choose between two 
different delivery systems to obtain benefits.  Most individuals have received coverage through 
traditional, fee-for-service Medicare; this system pays all participating providers under a specific 
set of payment rules, and covers a defined set of benefits.  A minority of beneficiaries have 
obtained coverage through private health plans.  These health plans, typically HMOs, provide 
Medicare’s benefits, with some variability in cost sharing, premiums and supplemental benefits, 
to enrollees through networks of providers.   They are paid a fixed amount per person, or 
capitation rate.  Before 1997, Medicare paid risk-contracting health plans based on the average 
spending per person for fee-for-service Medicare in each county, known as the adjusted average 
per capita cost (AAPCC).  Medicare’s fixed capitation payment was calibrated to equal 95 
percent of the AAPCC for each enrollee, adjusted by a limited set of demographic characteristics 
to account for the specific risk profile of plan enrollees.   
 
The original intent of allowing managed care plans to offer Medicare benefits was to reduce 
costs (thus the 5% reduction in average payments to plans).  However, this private plan payment 
system resulted in overpayments since enrollees were significantly healthier than the average 
beneficiaries in the traditional program.  Thus, their average costs were well below the capitation 
payment.4  Because the rules required that private plans return overpayments to beneficiaries, 
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most did this through reduced premiums and supplemental benefits such as prescription drugs.  
Enrollment rose gradually to 5.4 million by 1997. 
 
1997-2003:  In the Balanced Budget Act of 1997 (BBA), Congress replaced the risk contract 
program with the Medicare+Choice program in an effort to increase Medicare enrollment in 
managed care plans.  Medicare+Choice allowed additional types of managed care plans to 
participate in Medicare – preferred provider organizations, provider-sponsored organizations, 
private fee-for-service plans and high-deductible plans linked with medical savings accounts.  
Medicare+Choice also changed the payment formula for Medicare-contracting health plans.  Per 
capita payments were set at the highest of three amounts – a minimum payment rate, a blended 
rate based on area-specific and national rates, or a rate that reflects a minimum increase – 
typically 2 percent – from the previous year’s rate.  These changes were intended to expand 
enrollment by creating new incentives for private plans to provide services in counties with 
comparatively low Medicare fee-for-service costs.   
 
In practice, these changes resulted in slow growth rates in the payments to private plans.  Most 
plans received a 2 percent increase in their Medicare payments each year, and few (if any) 
expanded coverage into new markets.  Private plan participation in Medicare fell from 346 plans 
in 1998 to 151 in 2003.5  Consequently, private plan enrollment among Medicare beneficiaries 
declined by 26 percent from 1998 to 2003 (from 6.2 to 4.6 million).  Satisfaction with the 
program, generally below that for the traditional program, dropped.6  In addition, concerns about 
risk selection grew.  One study found that estimated out-of-pocket cost sharing for enrollees in 
good health increased by 87 percent while that for enrollees in poor health increased by 140 
percent from 1999 to 2003.7  Even with the program downsizing, the Medicare Payment 
Advisory Commission reported that Medicare spent about 4 percent more for enrollees in private 
plans than it would have had the enrollees stayed in traditional Medicare in 2003.8  
 
Private Plan Expansion as Part of the Drug Benefit Legislation 
 
President Bush, beginning with his campaign in 2000, made “provid[ing] better health insurance 
options” through Medicare one of his goals.9  In 2002, he stated, “What's important to 
understand is that almost none of the treatments that I described … are part of Medicare's 
defined benefits. Many are only available through Medicare's private plans….  As we discuss 
Medicare … the defined benefit plan in Medicare limits the capacity of seniors to meet their 
needs. And that doesn't seem right to me.”10  Rather than promoting private plans to reduce costs 
(pre-1997) or promote choices (1997 law), the President viewed private plans as the only way to 
update and expand Medicare benefits.  This emphasis, and the means to achieving it (greater 
payments and flexibility for private plans compared to traditional Medicare), became a 
Congressional priority in its consideration of a Medicare drug benefit.   
 
The Medicare Modernization Act of 2003 (MMA) is primarily known for creating Part D.  This 
part of the program entitles Medicare beneficiaries to a choice of prescription drug plans.  For 
the first time, the benefit is delivered entirely through private plans, without a traditional 
Medicare fee-for-service alternative.  The cost sharing and formulary parameters for the basic 
drug benefit are set in law, but private plans offering the benefit may vary these key benefit 
design features within limits.  The average drug plan will be subsidized by an estimated 75 
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percent, although its design means that it covers only about half of the average drug costs of 
Medicare beneficiaries.11  Drug coverage began on January 1, 2006 after a temporary drug 
discount card program.  The MMA also created the Medicare Advantage (MA) program to 
replace the Medicare+Choice program.  The law made three major changes.12     
 
Different Payment System for Local Plans: The MMA scrapped the Medicare+Choice payment 
system and re-established the link between Medicare fee-for-service costs and managed care 
payments.  The legislation specified that in 2004, MA plans would be paid at least the fee-for-
service per capita amount in their contract area per enrollee, with yearly increases tied to 
increases in fee-for-service Medicare.  In many counties, particularly in rural areas, the rates 
were considerably above average fee-for-service amounts because of payment “floors” enacted 
to entice plans to underserved areas.  In 2005, rates were, on average, 7 percent higher than the 
cost for the same beneficiaries in the traditional program.13  Beginning in 2006, plans submit 
bids that will be compared to the county benchmark rate.  Medicare will pay the full bid if it is 
equal to the benchmark, beneficiaries will pay the excess amount if the bid is higher than the 
benchmark, and the plan can keep 75 percent of the savings if the bid falls below the benchmark.  
This system is designed to increase competition based on premiums.   
 
New Regional Plans:  The 2003 law created, for the first time, a regional private preferred 
provider organization (PPO) option.  The intent is two-fold: (1) to provide payment incentives 
for plans to serve regions that include rural areas that historically have been ignored by private 
plans; and (2) to offer an integrated private plan option to replace traditional Medicare and 
Medigap.  The new program allows PPOs to operate in at least one of 26 Federally-established 
service areas.  These service areas are no smaller than one state; in one case, it includes 7 states.  
These incentives include: shared financial risk between Medicare and the plans, in the form of 
risk corridors for 2006 and 2007; a network adequacy fund to finance payments to critical 
regional hospitals not included in the plan network; a blended payment rate that depends on 
plans’ actual bids in the region; and a regional stabilization fund. The regional plan stabilization 
fund will make $10 billion available, from 2007 through 2013, for incentives to promote plan 
entry and plan retention in regions with below-average private plan penetration.  These 
incentives may include annual bonus payments to organizations that offer plans in every region, 
or multi-year regional payment adjustments to regional plans.   
 
Premium Support Demonstration:  Lastly, the 2003 drug law created a “premium support” 
demonstration.  Premium support refers to a proposal to capitate payments for both private plans 
and the traditional program, assuming that competition between the two delivery systems will 
result in lower costs and higher quality.14  This proposal has proven controversial because of its 
potential to raise premiums in the traditional program and result in adverse selection.15  As a 
result, the final law limited premium support to a demonstration project in six metropolitan areas 
that begins in 2010.  
 
Interaction with Drug Benefit:  Virtually all Medicare Advantage plans must offer a drug 
benefit that meets the new Part D standards.  Private plans have the option of cross-subsidizing 
their drug benefit with any savings or overpayments on the non-drug part of Medicare’s benefit.  
Similarly, plans reap the savings of lower hospitalization and other costs due to a well-managed 
drug benefit (stand-alone prescription drug plans do not capture such savings).  And, private 
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plans can present to beneficiaries one premium for all of their benefits, including prescription 
drugs.16   
 
Estimated Private Plan Enrollment in 2003 
 
At the time that the Medicare Modernization Act of 2003 passed, the Congressional Budget 
Office (CBO) estimated that the Medicare Advantage changes would increase Federal spending 
by $14 billion over 10 years.  The regional PPO stabilization fund would account for most of 
these costs ($10 billion), while another $4 billion would result from payments per person that 
would still be higher than what Medicare would have paid had plan enrollees been in the 
traditional program.  CBO assumed that 13 percent of Medicare beneficiaries would enroll in 
private plans under the law, ending the projected decline in enrollment.  It did not anticipate that 
the regional PPO option would be viable, and calculated that few people would switch to local 
plans.17 
 
The Medicare Actuaries’ estimates of the Federal cost of the MMA were $139 billion higher 
than those of CBO ($534 billion vs. $395 billion for FY2004-13).18  Over 20 percent ($32 
billion) of this difference related to Medicare Advantage.  The Actuaries projected that 
enrollment in local private plans would reach 16 percent of the Medicare population by 2013. 
Another 16 percent would be enrolled in regional PPOs (Chart 1).  In other words, over twice as 
many beneficiaries would shift to private plans under the Medicare Actuaries’ versus CBO’s 
estimates.  This large difference of opinion was not a particular focus at the time, given the focus 
on the drug benefit’s cost estimates. 
 
What Has Changed  
 
Nearly three years have passed since these preliminary estimates of the cost and coverage 
implications the MMA.  Experience with the law, plus other trends, suggest that private plan 
enrollment in Medicare may grow faster than CBO’s projections, and even potentially faster than 
the Medicare Actuaries’ expectations.    
 
The President’s budget reports that enrollment in private plans rose to 5.7 million in 2005, or 
nearly 13 percent of the Medicare population.19  Between 2003 and 2006, plan participation in 
Medicare more than doubled, rising from 151 to 360 plans according to budget documents. This 
is the highest level of private plan participation in the program’s history (Chart 2).  And, the 
Administration reports that 98 percent of Medicare beneficiaries will have access to some type of 
local private plan in 2006, while regional PPOs will be an option for more than 80 percent of 
beneficiaries.  These numbers exceed expectations and, arguably, will continue to do so in the 
future for several reasons. 
 
Favorable Regulations for Private Plans:  The 2003 law explicitly built in payment incentives 
for private plans in Medicare.  The Administration used regulation and administrative actions to 
advance the goal as well.  For example, regulations on plan payments proposed a method for 
calculating the regional benchmarks for Medicare PPOs that significantly increased payments to 
such plans – by $60 billion over 10 years, according to one study.20  Private plans have also been 
given greater flexibility to increase as well as reduce Medicare’s specified levels of cost sharing.   
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More – and More Complex – Drug Plans:  Another surprise is the large number of participating 
prescription drug plans (plans that offer only prescription drugs to traditional Medicare 
enrollees).  The number of stand-alone drug plans available to beneficiaries ranges from 27 in 
Hawaii to 52 in Pennsylvania and West Virginia.21  This degree of choice is larger than 
anticipated by Congress which labored over policies to ensure at least two choices in each area.  
Each plan can, and typically does, differ on (a) cost sharing; (b) formulary (i.e., which drugs are 
covered); (c) pharmacy network; and (d) premiums.  This set of choices has proven confusing to 
beneficiaries.22  In some cases, this may mean that seniors mistakenly join private plans for all 
benefits rather than prescription drug plans.  It could also make the option of a single private plan 
that covers everything more appealing.  Lastly, insurers may be offering drug-only products as a 
way to market for their private plan options.  For example, Humana offers both types of plans 
and aims to “enroll and migrate” enrollees from its drug plan to its full benefit plan.23   
 
Decline in Supplemental Coverage:  Historically, most beneficiaries had retiree coverage or 
Medigap insurance to fill in Medicare’s benefit gaps and cost sharing.  The availability of such 
supplemental coverage has been declining, and could be exacerbated by the MMA.  If trends 
continue, beneficiaries who want to supplement their Medicare coverage may have to join a 
private plan to do so.   
 
The 2003 law has caused employers to re-think their retiree health benefits.  It allows employers 
offering drug coverage to their Medicare-eligible retirees to receive a subsidy for doing so under 
most circumstances.  Most employers report taking this option, but the erosion of retiree 
coverage continues.  Between 2003 and 2005 alone, the percent of large firms offering retiree 
coverage dropped from 38 to 33 percent.24  Looking forward, while 8 out of ten employers 
reported that they will continue drug coverage in their plans in 2006, only half reported that they 
would do so in 2010.25  For example, Nissan has announced that it will replace Medicare retiree 
coverage with a defined contribution to limit its liability.26  People with retiree coverage who go 
into either a drug plan or full-benefit private plan may not have the option of returning to their 
retiree plan.  About 44 percent of employers reported that a retiree who opts for a Medicare drug 
plan cannot return to the retiree plan for drug coverage, and 29 percent will drop all 
supplemental coverage for the retiree who chooses a Medicare drug plan.27  On top of this, the 
Administration has made it easier for employers to wrap around drug plans and enroll their 
retirees in specially-designed full-benefit private plans.28  In short, the availability of drug 
coverage – and all supplemental coverage – through former employers is likely to decline. 
 
A similar fate may be in store for the one in five beneficiaries with Medigap supplemental 
coverage.  This private health insurance relies on enrollment of a large and diverse group of 
seniors to make premiums affordable and plans viable.  However, with the introduction of the 
drug benefit, such seniors will have three different premiums and insurance policies: traditional 
Medicare, a prescription drug plan, and Medigap.  If a large fraction of seniors join Medicare 
Advantage plans as a result of this complexity, the premiums for those remaining in Medigap 
may rise, causing these policies to become unaffordable and unviable.  As with the erosion of 
retiree coverage, this could leave beneficiaries interested in supplemental coverage with no 
alternative to Medicare Advantage private plans. 
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Future and Questions 
 
The incentives for private plan participation, the complexity of the drug benefit, and vanishing 
supplemental coverage options may create a dynamic that propels people with Medicare to enroll 
in private plans at an unexpected and unprecedented rate.   This raises important questions for 
Medicare’s future: 
 
• Will the advantages of private plans be enough to overcome seniors’ historical hesitancy at 

accepting a limited network of providers?  Do Medicare beneficiaries prefer: a choice of 
plans, variable benefits, and reduced cost sharing available in Medicare Advantage, or 
stability of coverage, predictable benefits, and access to providers, characteristic of 
traditional Medicare?  

 
• What does a spike in private plan enrollment mean for Medicare benefits?  Has Medicare 

become a de facto defined contribution program? 
 
• What implications does growth in private plan enrollment have for access to care in rural and 

underserved areas?  What is the impact on the chronically ill, people with mental health 
problems, and people with long-term care needs? 

 
• How will the provider community – particularly physicians – react to the growth of Medicare 

Advantage plans?  Will they prefer and potentially participate only in private plans or 
continue to provide services through traditional Medicare?   

 
• How will an increase in enrollment in private plans affect the politics of Medicare payment 

policy?   As Medicare Advantage enrollment increases, will plans wield even greater 
negotiating power with Congress over payment formulas?  Or will fiscal pressures force 
down excess payments, at the risk of reducing supplemental coverage for beneficiaries?  
Does the President’s proposal of automatic cuts if Medicare spending exceeds a certain 
threshold change these dynamics? 
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