
s i x

The fastest-growing social program for older Americans, Medicare,
has itself reached midlife. In 2005 the Medicare program turned 40.
“Before Medicare” in health care is like “before computing” in the
business world. Medicare was enacted in 1965—before open-heart
surgery, before biotechnology, before radiation therapy, before
arthroscopy and colonoscopy. Film-based X-ray was the principal
means of noninvasive diagnosis, and the only definitive way of resolv-
ing diagnostic uncertainty was exploratory surgery inside the body
cavity or brain. Radical mastectomy was the definitive treatment for
breast cancer, and ambulatory surgery, except for the removal of warts
and cysts, was essentially unheard of. Pharmaceuticals were defined
primarily by the post–World War II regimen of antibiotics.

Medicare was designed to address what were, at the time, the two
major health care expenses for older citizens: hospitalization and
physician care. Physician care in 1965 not only was inexpensive but
also was provided by generalist physicians such as internists and
family practitioners. Surgical care was provided in large part by gen-
eral surgeons. Subspecialty medicine and surgery were in their in-
fancy.

In the ensuing forty years, subspecialties such as cardiology, or-
thopedic surgery, gastroenterology, and urology—crucial to caring
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for older patients—have flourished (thanks, in large measure, to
Medicare itself ) . These disciplines have acquired remarkable and ex-
pensive diagnostic tools such as flexible fiberoptic scopes and MRI
and computed tomographic (CT) scanning, as well as lasers, high-
technology implants for joint replacement, and a host of powerful
implantable devices. The volume of procedures using these less-
invasive technologies, not hospitalization or physician visits, is what
today powers Medicare expenses skyward.

This chapter discusses why the Medicare program needs to be
fundamentally rethought and restructured and outlines a four-step
reform agenda that can both slow the growth of its cost and better fo-
cus Medicare on improving the health of baby boomers.

Scaling Mount Everest

Medicare is the Mount Everest of federal entitlement programs.
By itself, Medicare is more than half the size of the GDP of Mexico.1

In fiscal 2005, Medicare spent about $342 billion to provide medical
services to those over age 65. In fiscal 2007, this amount jumped to
$444.7 billion with the incorporation of a prescription drug benefit.2

(Even with this large increase, however, Medicare represented only
22% of total U.S. health spending.)

Future Medicare spending is central to the catastropharian night-
mare. That is because the present value of Medicare, as well as Med-
icaid and other future promised health services to the baby boomers
and their younger brothers and sisters, has been estimated at approx-
imately $50 trillion of the $72 trillion in present value of future social
spending liabilities.3

Like most long-range budget estimates, which are reliably unreli-
able, these forecasts contain many straight-line extrapolations of cur-
rent trends. They assume historical health status and health care use
patterns of older Americans will continue and that existing payment
incentives (and their inflationary bias) will remain unchanged long
into the future. These Medicare spending forecasts are highly sensi-
tive to assumptions of future cost growth, which seem to change al-
most annually in ways that materially affect the projected “final” cost.4
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However dubious the validity of future Medicare cost growth fore-
casts, the need to modernize this program does not depend on the
impending senior boom. If there were no impending increase in the

number of Medicare beneficiaries, the program as currently designed
poses a threat to not only the federal budget but also the U.S. econ-
omy as a whole.

Medicare is like a Camaro Z-28, a high-powered fiscal gas-guzzler.
Medicare’s payment framework is not only fragmented and bewilder-
ingly complex. It is also inherently inflationary as well as biased to-
ward a style of health care increasingly out of phase with the needs of
older Americans. Getting better mileage out of Medicare spending,
as well as reinforcing a baby boomer inclination toward healthier liv-
ing, is essential to avoiding the catastropharian nightmare.

Although not by the conscious intent of its designers, Medicare
payment policy rewards health care providers for waiting until some-
thing is seriously wrong with a beneficiary before intervening, and
then lavishes taxpayer dollars on those who do the intervening. Un-
der the present Medicare payment scheme, the program pays princi-
pally for “bottom of the cliff ” medicine—repairing the damage from
long-established disease processes such as heart disease and diabetes
only after they threaten the life and independence of older people.

The big money, and therefore the most intense focus, in heart
care, for example, is not on the prosaic tasks of controlling hyperten-
sion or reducing cholesterol, but on the brinksmanship of cardiac di-
agnostics and open-heart surgery, late-stage interventions in a
preventable, life-threatening crisis that has been decades in the mak-
ing. By covering prescription drug spending, the Medicare Modern-
ization Act of 2003 went a considerable distance toward rectifying
some of the prevention problem (e.g., by covering beta blockers and
statins), while failing abjectly to address the skewed incentives re-
warding expensive, acute intervention.

Compelling financial incentives to perform expensive tests and
procedures have resulted in sustained double-digit growth in the vol-
ume of procedures for Medicare beneficiaries and, many observers
believe, a lot of expensive care of marginal benefit to patients.5 De-
spite recent earnest efforts by Congress to encourage some forms of
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prevention (such as covering mammograms as well as a “welcome to
Medicare” health assessment for newly enrolled beneficiaries),
Medicare continues to pay inadequately for primary and preventive
care. Primary care practitioners who rely on the Medicare program
for most of their income are courting insolvency.6

Acute Care Solutions to Chronic Disease Problems

Biological aging is accumulating overlapping chronic illnesses—
degenerative diseases of the bones and joints such as arthritis; de-
clining capacity of the liver, kidney, and lungs; failing eyesight and
hearing; and degenerative conditions of the brain, beginning with
memory loss and culminating in serious, life-threatening symptoms
of Parkinson’s or Alzheimer’s disease. A sufficient accumulation of
these deficits prevents older people not only from working but also
from living independently.

Accumulating disability also makes older people with these condi-
tions exceptionally vulnerable to accidents or opportunistic illnesses
such as pneumonia. Though, as was earlier discussed, disability rates
among older Americans are declining at an accelerating rate, chronic
illness is still the principal cost burden for the Medicare program.
Traditional Medicare paid for attention to chronic care only to the ex-
tent that the services were related to recovering from an episode of
hospitalization. Even today, Medicare finances “aftercare,” not “be-
fore care,” for chronic disease that represents the bulk of the older
person’s significant health risks.

Medicare’s bias toward acute medicine historically excluded from
coverage most forms of chronic care, such as skilled nursing care or
home health care, other than when they were directly tied to a hospi-
tal discharge. Though there has been some broadening of eligibility
for home health care services for conditions not directly linked to
hospitalization, most of the cost and inconvenience associated with
chronic health problems have been shifted to the families of older
people.7

Unpaid family caregivers, overwhelmingly women, absorb huge
costs not only in anxiety but also in inability to remain employed. An
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estimated 33.8 million adults participate in this informal care system
for family members, contributing an average of almost eighteen
hours of unpaid care a week.8 According to Ken Dychtwald, “the av-
erage 21st Century American will actually spend more years caring
for parents than for children.”9

A Bias toward Action

Medicare’s coverage and payment policies are not solely to blame
for an unaffordable national health care bill. They mirror the core in-
centives of private health plans. Physicians frequently blame the
need for lavish testing and intervention for all their patients, not just
older ones, on their malpractice risk—the danger that underdiagnos-
ing or undertreating a medical condition may land them in front of a
hostile jury.

There is a germ of truth to this argument: much inappropriate
medical expense has been added to our nation’s medical expense by
our tort liability system.10 I am an advocate of tort reform and believe
it has an important role to play in more affordable health care. But
the moral validity of physicians’ claims that tort liability drives them
to prescribe and treat more aggressively and defensively than appro-
priate is undercut at least in part by the fact that excessive diagnostic
tests and invasive procedures are highly profitable to the physicians
who perform them (increasingly the same physicians who order
them). The situation is analogous to that of the taxi driver who hap-
pily takes the “great circle route” to your destination and tells you that
it is safer than going there by a shorter route.

Medicare patients and families also bear responsibility for
Medicare’s cost escalation. Despite the fact that much disease among
older Americans is either self-limiting or “incurable,” Medicare has
abetted a “bias toward action” by both the health care system and the
patient. Like most Americans, Medicare beneficiaries believe that do-
ing something about a medical problem is inherently better than wait-
ing. Unlike the privately insured population, however, most
Medicare patients are completely sheltered from the final cost of ex-
pensive care. Because the marginal cost to Medicare patients of
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much expensive care is effectively zero, patient pressure on physi-
cians to use expensive clinical services is intensified.

The degree of patient exposure to the cost of care under Medicare
is an artifact of forty years of tinkering. There is comparatively large
exposure to the cost of a hospitalization, in which the beneficiary is
likely to have little influence on the decision, and negligible exposure
to the cost of a surgeon’s fee for elective surgery or a high-tech imag-
ing procedure, in which there is much greater physician discretion
and moral hazard.11

There is, on the other hand, enormous exposure (conceivably mil-
lions of dollars) to the cost of a serious illness on the “back end,” be-
cause there is no catastrophic cap on the total cost to the Medicare
patient and little patient control over expenses. With the new
Medicare prescription drug benefit, all beneficiaries, regardless of
their income or medical condition, also face a several-thousand-
dollar gap in coverage (the so-called doughnut hole) when their an-
nual drug costs exceed $2,250. After out-of-pocket spending reaches
$3,600, the plan pays 95 percent of drug costs.12

It has been estimated that the average Medicare beneficiary with-
out supplemental insurance will incur almost $190,000 in lifetime
costs for cost sharing of Medicare’s covered services (e.g., not includ-
ing long-term care costs).13 As a direct result, more than 85 percent of
Medicare beneficiaries are sheltered from any cost exposure to care
decisions through supplemental insurance. Of this group, 10 percent
have that exposure covered by Medicaid because they have either no
assets, low incomes, or both. Another 30 percent have employer-
based retiree coverage, 31 percent have supplemental MediGap insur-
ance purchased as individuals, and 15 percent have comprehensive
coverage through private health plans (under so-called Part C of
Medicare).

Thus, of the 42 million Medicare beneficiaries, fewer than 15 per-
cent have exposure to the cost of the care they receive. By compari-
son, only 17 percent of the 160 million people with corporate-
sponsored health coverage have so-called first-dollar coverage.14 A far
larger percentage of older Americans simply insure away cost expo-
sure under Medicare supplementation rather than enroll in managed
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care plans. The issue of who shares what costs for what services has
not been systematically examined; it has merely accumulated in po-
litically rigid program structures over forty-three years. At present,
the vast majority of the economic risk of future Medicare cost in-
creases is borne by younger workers who support the program with
their payroll deductions and income taxes.

A High-Maintenance Annuity for 
Health Care Providers

Because Medicare has formidable economic power with physi-
cians, hospitals, and other health care providers, the federal govern-
ment has been able to restrain the overall program cost below that of
employer-based private health insurance for all but a handful of the
past twenty years. It has done this by using its economic leverage as a
dominant purchaser of health services to fix both hospital rates and
physician fees through a complex system of price controls such as are
used in more centralized health care systems in Canada and Europe.

These price controls are a mechanical substitute for a better bal-
ancing of the risk of future health care costs among patients, health
care providers, and taxpayers. Price controls also have the unfortu-
nate political effect of converting the discussion about how providers
are paid into a second type of entitlement—the entitlement of
Medicare-dependent providers to an income. Medicare policy has be-
come, in actuality, an “incomes” policy for the vast U.S. health care
system. And despite its modest success relative to private health in-
surance in containing costs, Medicare’s spending has still risen at be-
tween double and triple the rate of inflation for most of the past
twenty years.

Medicare payment and coverage policy is inherently inflationary,
because it has masked both the cost and the value of care to the pa-
tient, while presenting powerful financial incentives for physicians to
call in colleagues to consult on medical problems, to order expensive
tests such as MRI scans and panels of laboratory tests, and to inter-
vene aggressively in situations of clinical uncertainty. The more ser-
vices they perform, the more Medicare pays them.
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It is a testimony to the stubborn persistence of ethical standards in
medicine that not all U.S. physicians choose to practice this way.
Though only a handful of health policy experts seem to care, the an-
nual amount of spending per Medicare beneficiary varies by nearly
threefold depending on where he or she lives (figure 6.1). In diverse
communities such as Bangor, Maine; Grand Rapids, Michigan; Om-
aha, Nebraska; and Portland, Oregon, physicians practice a far more
conservative brand of medicine, passing up opportunities to enrich
themselves by caring for Medicare patients.
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Ratio of Rates of Price Adjusted
Reimbursements for Noncapitated
Medicare to the U.S. Average
by Hospital Referral Region (1996)

1.30 to  1.81  (17)
1.10 to <  1.30  (54)
0.90 to <  1.10 (142)
0.75 to <  0.90 (81)
0.61 to <  0.75 (12)
Not Populated

Figure 6.1. Variation in Medicare Part A/Part B payment, by market area, 1996

Source: Dartmouth Atlas of Health Care, 1999. http://www.dartmouthatlas.org/

atlases/atlas_series.shtm.



In other communities, many in the nation’s Sunbelt, but also in
parts of the Northeast, however, physicians have learned to “mine”
older patients, loading them up with specialist consultations and ex-
pensive diagnostic tests and performing high-risk procedures often
of dubious value. And there is evidence that the increased services do
not improve health status, but rather the reverse.15

Diffuse Accountability for Patient Care

As it has grown, Medicare has accommodated a practice style in
which multiple physicians work on the same patient without com-
municating with one another or coordinating their activities. In some
communities, a hospitalized Medicare patient may have as many as a
dozen consulting physicians he or she may never see again. Each is
paid separately, and the payment for all physicians is separated from
the hospital payment for each admission. This bias toward multiple
autonomous actors is, again, not unique to Medicare; it replicates the
private financing systems like Blue Cross and Blue Shield on which
Medicare payment was modeled when the program was created in
1965. These programs have historically respected the right of each
physician to make decisions (and be paid) in complete isolation from
others caring for the same patient.

The lack of communication among multiple health care providers,
however, has a particularly dangerous side effect for older patients:
polypharmacy. A Medicare beneficiary fills, on average, 23 prescrip-
tions per year.16 Visit an older relative’s medicine cabinet sometime,
and you will see the problem with your own eyes: dozens of vials of
medications prescribed by as many as a half dozen different physi-
cians. You will find expired prescriptions that may no longer be clini-
cally effective. Or you will find prescriptions partly consumed,
abandoned before they could do what they were supposed to. Or you
will find prescriptions for drugs that were never intended to be taken
together due to toxic drug-drug interactions. And because they were
prescribed by physicians who did not communicate with one an-
other, no one except the pharmacy that filled them understood the
risks.
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The Food and Drug Administration, as part of its rigorous drug
approval process, requires that each individual drug be exhaustively
screened for toxic effects, both in laboratory cell culture and in func-
tioning human beings (most often young, white, and male), before it
is approved for broader use. However, the FDA does not perform the
real-world test of what happens when the new drug is added to a
complex soup of fifteen other medications, taken at odd times and in
varying doses by a frail, memory-impaired, eighty-three-year-old
woman.

As the older patient’s cognitive powers diminish, this arsenal of
drugs becomes progressively more dangerous to his or her health.
Medication errors account for as many as 30,000 deaths a year in
hospitals, where a nursing staff and charting system is available to
help keep track of the use of the drugs.17 The number of adverse drug
events outside hospitals has not been reliably estimated but may be
five to seven times as prevalent.

According to a study in JAMA, medication-related injuries among
older patients seen in an ambulatory setting are both common and
often preventable.18 If the findings of this study were generalized to
the population of 38 million Medicare enrollees, it would suggest that
more than 1.9 million adverse drug events occur in this population
each year.19

The Looming Physician Shortage

As if all these problems were not enough, an antiquated Medicare
physician payment system is conspiring with the impending retire-
ment of baby boom physicians to create a crisis of access to physi-
cians’ services when baby boomers begin enrolling in Medicare in
2011. Currently, 25 percent of Medicare beneficiaries report difficulty
finding a new physician.20

This problem will likely worsen with a wave of impending physi-
cian retirements. According to the American Medical Association,
some 38 percent of practicing physicians in the United States are
over the age of 50. Recent surveys suggest that as many as half of
physicians plan to make a change in their practices in the next few
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