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Abstract

Facing projected growth in federal deficits, policymakers may increasingly look to Medicare for opportunities to slow spending.
Medicare Advantage, which has grown to over one-third of the Medicare population, now costs the federal government over
$230 billion a year. Competition in the program is weak in many parts of the country and federal subsidies are distributed
unevenly to beneficiaries who are enrolled. This article offers a potential approach toward reforming the Medicare Advantage
payment system, which could lower federal costs and enhance equity in the program. It builds a simple framework containing
policy options and uses 2015 Centers for Medicare and Medicaid Services data to estimate the stylized impact on federal
spending and enrollee benefits.
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What do we already know about this topic?

The Medicare Advantage program, founded on private insurers competing in a regulated market, has grown to 21 million
beneficiaries but faces challenges surrounding affordability and equity.

How does your research contribute to the field?

Reforming the Medicare Advantage payment system, by allowing insurer pricing decisions (the bids) to competitively
set plan payments (the benchmarks) with a protective adjustment factor at the discretion of policymakers as proposed
here, could generate savings for taxpayers and the Medicare Trust Fund while improving equity of benefits across
Medicare beneficiaries.

What are your research’s implications toward theory, practice, or policy?

Reforming the way Medicare Advantage plans are paid could render the Medicare Advantage program more affordable
for the government and more equitable for beneficiaries.

Introduction beneficiaries.*” Although the Affordable Care Act (ACA)
aimed to lower federal payments to Medicare Advantage
plans, much of the cuts were effectively offset through quality-
based payments to plans.

The federal deficit is poised to grow after passage of 2 recent
laws. The 2017 Tax Cuts and Jobs Act and the 2018 Budget
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In addition to costs, policymakers face other important
problems in Medicare Advantage. Competition between
insurers, a key tenet of the program, is weak in many parts of
the country.* Moreover, federal subsidies are distributed to
beneficiaries unequally. For example, the benefits provided
by Medicare Advantage plans beyond traditional Medicare
(called “rebates”) including reduced cost-sharing and cover-
age of additional benefits were worth $344 per month in
Miami-Dade, Florida, in 2015, compared with $68 among
similar plans in Faulkner, Arkansas, even though enrollee
risk scores in both counties were nearly identical.” Making
Medicare Advantage more affordable while improving the
equity of program benefits for beneficiaries is an important
policy goal that could be achieved through reforming the
way Medicare Advantage plans are paid.

Current Medicare Advantage Payments

To date, Medicare Advantage plan payments have been set
using traditional Medicare costs. The Centers for Medicare
and Medicaid Services (CMS) sets a “benchmark™ payment
rate annually, for each county, that it is willing to pay a plan for
insuring a Medicare beneficiary.® In response, plans submit to
CMS the payment they request to insure a beneficiary—the
plan “bid.” The relationship between this bid and the bench-
mark determines a plan’s payment and its rebate. If a plan’s
bid is higher than the benchmark, CMS pays the plan the
benchmark, and the plan charges enrollees a premium for the
difference. If the bid is lower than the benchmark, the plan is
paid its bid plus a share of the difference between its bid and
the benchmark (50%-70%, depending on plan quality) as its
rebate, which the plan must return to beneficiaries through
lower cost-sharing or additional benefits (such as vision, hear-
ing, or dental coverage). Thus, the lower the bid, the larger the
rebate a plan receives with which to attract enrollees. If the
market is competitive, plans have an incentive to bid low.

Reforming Medicare Advantage
Payments

Under current law, because the CMS benchmark—the key
federal policy lever—is not determined at all by the plan bid,
the ability of competition among Medicare Advantage plans
to lower government spending is blunted. Allowing bids to,
in part, determine the benchmark would enable bids below
the benchmark to directly reduce government costs through
lowering the final benchmark. In so doing, it could enhance
insurer competition (as plans would need to bid lower to gen-
erate the same amount of rebates), make rebates more equi-
table across the country, and notably lower the cost of
Medicare Advantage for the government and taxpayers.

In its simplest form, this can be achieved by setting each
county’s benchmark to be the lesser of 2 numbers—the cur-
rent benchmark (based solely on traditional Medicare costs)

and the average bid in a county. In other words, the final
benchmark would be the lesser of:

Current benchmark versus average bid.

Under this scenario, if the average bid exceeds the current
benchmark (plans asking for more than what the government
is willing to pay), the current benchmark would still be final.
However, if the average bid is less than the current bench-
mark (plans asking for less than what the government is will-
ing to pay), then the average bid would be the final
benchmark. Rebates would be calculated based on the bid
and benchmark in the same way as under current law. This
provides an opportunity for competition through bids to
drive down federal spending, notably in regions where tradi-
tional Medicare costs are high (due to more intensive prac-
tice patterns and other factors) and rebates are concentrated
among relatively few enrollees. Moreover, this guarantees
that, in every county, the final benchmark is no higher than
that under current law.

Driving benchmarks all the way down to average bids
(implying fairly large reductions in rebates), however, may be
untenable for some plans or beneficiaries, possibly causing
them to exit Medicare Advantage. To mitigate the reductions
in rebates and help prevent such exit, the new benchmark
could include a protective factor for plans and beneficiaries—
a “buffer”—that allows policymakers to decide how many
enrollees are affected by the new benchmark (and to what
extent), as well as how much federal savings are generated.
This buffer amount could be set as a percentage, “x,” of the
current law benchmark, such that the final benchmark is the
lesser of the following (for more details on the data and meth-
ods, please see the appendix):

Current benchmark versus

(average bid + x * current benchmark).

Projected Savings and Rebates

Table 1 illustrates the potential impact of this policy under
different buffer scenarios using 2015 CMS data, assuming a
zero plan bid response—in other words, no changes in plan
bids in response to resulting changes in benchmarks. The
new benchmark would decrease the cost of Medicare
Advantage under every buffer scenario. Projected savings
for the government ranged from 0.8% of Medicare Advantage
costs when the buffer is 20% (affecting a small share of
enrollees), to 7.3% of Medicare Advantage costs when the
buffer is 5% (affecting the majority of enrollees). In the
extreme, projected savings were largest (11.4%) when there
was no buffer—in other words when the new benchmark was
simply the average bid.

Disparities in rebates would be narrowed at every buffer
level, as enrollees in counties with the most generous rebates
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Table I. Potential Impact of Reforming the Medicare Advantage Payment System, Assuming No Plan Bid Response.
New benchmark scenarios
Current Average bid Average bid + Average bid + Average bid Average bid
law + 20% buffer 15% buffer 10% buffer + 5% buffer (no buffer)
Benchmark $ per enrollee per month
Average final benchmark® 808.85 801.61 789.46 768.60 735.73 696.26
Rebates $ per enrollee per month
Average enrollee rebates 83.03 76.57 66.86 52.01 31.14 12.30
Quartile of average rebates®
Lowest rebate quartile 16.71 16.66 16.35 14.86 823 .12
Second rebate quartile 49.31 48.80 46.93 41.10 22.73 5.48
Third rebate quartile 87.72 86.67 80.58 62.18 37.58 15.17
Highest rebate quartile 181.09 156.21 124.89 90.78 56.58 27.80
Enrollees affected % of enrollees
Facing current benchmark 100.0 79.8 62.7 36.0 9.0 0.1
Facing new benchmark — 20.2 373 64.0 91.0 99.9
Savings for Medicare* % of current law spending
Relative to current law — 0.8 2.1 42 73 1.4

Note. Medicare Advantage public use data from the Centers for Medicare and Medicaid Services, 2015; HMO plans, local PPO plans, private fee-for-
service plans, medical savings account plans, and special needs plans were included in the analysis. These plan types comprise the vast majority of
enrollment. Employer group waiver plans, regional PPOs, and cost contracts were excluded as they have different payment systems and incentives. Details
of the data and methods are provided in the appendix. HMO = health maintenance organization; PPO = preferred provider organization.

*National average final benchmark weighted by enrollment and adjusted for quality (plan star level). Under the new benchmark scenarios, the final

benchmark equals the lesser of the current law and the new benchmark.

®Rebate quartiles were calculated based on enrollment and kept consistent across definitions of the new benchmark. These quartiles are unrelated to the
quartiles of counties by which the Affordable Care Act calculates county-level benchmarks.

“Estimated federal savings assuming no change in plan bids and enrollment.

would face a decrease in rebates and enrollees already receiv-
ing lower rebates would be less affected by the policy. For
example, under the 20% and 15% buffer scenarios, rebates in
the 3 lowest quartiles (75% of enrollees) would face a 0% to
8% cut (Table 1). Nevertheless, under the assumption of no
changes in plan bids, rebates could be substantially lower
relative to the level under current law in areas with generous
rebates, depending on the buffer level. Lower rebates could
lead to decreased enrollment in Medicare Advantage (eg,
beneficiaries choosing traditional Medicare instead). To the
extent this happens, the projected federal savings would be
an overestimate, especially if less healthy enrollees transfer
their costs to traditional Medicare. However, a prior decline
in rebates from 2009 to 2010 of roughly 20% did not sup-
press Medicare Advantage enrollment; instead, enrollment
continued to grow.”*

On the contrary, the assumption of no changes in plan
bids may render the projected savings conservative.
Evidence shows that Medicare Advantage plans change
their bids when benchmarks change; within 2006 to 2015,
for every dollar change in the benchmark, bids changed by
50 to 60 cents and rebates by about 27 to 34 cents in the
same direction.”"" Therefore, because competition is imper-
fect and plans are evidently not bidding their costs, lower
final benchmarks would likely lead to lower bids, which
would mitigate the reduction in rebates. Lower bids then
would directly lower Medicare Advantage spending, which

would boost projected savings, again assuming no changes
in enrollment.

Table 2 shows the analogous projections assuming a plan
bid response of 50% —in other words, for every dollar that
the final benchmark is below the current law benchmark,
projected bids were $0.50 lower (eg, if the final benchmark
is $100 less than the current law benchmark, the projected
bid would be $50 less than the bid under current law). Under
each buffer scenario, projected federal savings are larger
than that under the assumption of no plan bid response, from
0.9% savings at a 20% buffer to 8.3% savings at a 5% buffer,
due to the lower bids. Disparities in rebates would similarly
narrow, but rebates are larger than those under a zero bid
response at every level of the buffer, again due to the lower
bids protecting beneficiary rebates from facing the full
effects of the benchmark decrease.

Implications

Reforming the Medicare Advantage payment system by
allowing plan pricing decisions (bids) to partially set plan
payments (benchmarks) with a flexible adjustment factor
(buffer) that helps protect beneficiary rebates at the discre-
tion of policymakers has several advantages. First, it saves
money. By lowering final benchmarks and encouraging
lower bids, the policy makes the Medicare Advantage pro-
gram more affordable for the government and taxpayers.
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Table 2. Potential Impact of Reforming the Medicare Advantage Payment System, Assuming a 50% Plan Bid Response.
New benchmark scenarios
Current Average bid + Average bid + Average bid Average bid Average bid
law 20% buffer 15% buffer + 10% buffer + 5% buffer (no buffer)
Benchmark $ per enrollee per month
Average final benchmark® 808.85 801.61 789.46 768.60 735.73 696.26
Rebates $ per enrollee per month
Average enrollee rebates 83.03 79.80 74.84 67.02 55.66 43.17
Quartile of average rebates®
Lowest rebate quartile 16.71 16.68 16.48 15.56 11.27 451
Second rebate quartile 49.31 49.05 47.94 44.53 34.40 22.47
Third rebate quartile 87.72 87.20 84.13 74.63 61.54 48.03
Highest rebate quartile 181.09 168.65 152.83 135.14 117.06 99.18
Enrollees affected % of enrollees
Facing current benchmark 100.0 79.8 62.7 36.0 9.0 0.1
Facing new benchmark — 20.2 373 64.0 91.0 99.9
Savings for Medicare® % of current law spending
Relative to current law — 0.9 23 4.7 8.3 12.8

Note. Medicare Advantage public use data from the Centers for Medicare and Medicaid Services, 2015; HMO plans, local PPO plans, private fee-for-
service plans, medical savings account plans, and special needs plans were included in the analysis. These plan types comprise the vast majority of
enrollment. Employer group waiver plans, regional PPOs, and cost contracts were excluded as they have different payment systems and incentives. Details
of the data and methods are provided in the appendix. HMO = health maintenance organization; PPO = preferred provider organization.

*National average final benchmark weighted by enrollment and adjusted for quality (plan star level). Under the new benchmark scenarios, the final

benchmark equals the lesser of the current law and the new benchmark.

®Rebate quartiles were calculated based on enrollment and kept consistent across definitions of the new benchmark. These quartiles are unrelated to the
quartiles of counties by which the Affordable Care Act calculates county-level benchmarks.

“Estimated federal savings assuming no change in plan enrollment and a 50% plan bid response (for every dollar that the final benchmark is lower than the
current law benchmark, bids would be $0.50 lower than the observed bids under current law).

Second, it may enhance plan competition. By allowing bids
to play a role in determining the benchmark, bidding lower
becomes more important for plans looking to earn a rebate
with which to attract enrollees. Third, it makes Medicare
Advantage more equitable by narrowing the gap in rebates;
enrollees living in counties with preexisting less generous
rebates are less affected. This policy proposal is related to
theoretical advancements in selection in insurance markets
that suggest benchmarks should generally be set lower than
average costs in traditional Medicare. '

In the fiscal year 2017 budget, the Obama Administration
proposed a similar system with the new benchmark equal to
the average bid plus a buffer of 5%." The CBO projected it
would save $77.2 billion over 10 years. Notably, this proposal
was among a set of Medicare reforms that was the principal
source of savings expected to fund the remainder of federal
government outlays. It is also related to a recent proposal to
expand competitive bidding in Medicare Advantage.'*

By allowing policymakers to choose the buffer level, this
policy allows them to toggle a critical trade-off between fed-
eral savings and enrollee rebates, which encourages plan
efficiency. Having a buffer to help plans stay in the market is
substantially less draconian than lowering the benchmark to
the average bid. It is also less draconian than prior proposals
to set the benchmark as the second-lowest bid in each county
(eg, the Ryan-Wyden and Domenici-Rivlin proposals),
which allow only 1 plan in each county to receive a rebate."

This proposal has several notable limitations. First, even
with the protective buffer and the aid of a plan bid response, the
narrowing of disparities in rebates requires some beneficiaries
(albeit those already receiving the most generous rebates) to see
a decrease in rebates. Lowering benefits after they have been
established is always a challenging prospect. Second, this pro-
posal does not address incentives for advantageous selection of
healthier beneficiaries, which has been documented in Medicare
Advantage.' In fact, it is possible that plans might respond to a
decline in their benchmark by intensifying selection behavior,
rather than improving efficiency or quality to compete more
effectively. Third, this proposal also does not address the quality
incentives for plans, which has been shown to help offset some
of the intended effects of the ACA on Medicare Advantage
spending. The influence of plan star ratings on the calculation of
the benchmark and rebate was kept the same as under current
law in the calculation of savings and rebates.

As Medicare spending grows amid burgeoning deficits,
some policymakers advocate reforming the entire Medicare
program toward a Medicare Advantage model. If this hap-
pens, finding savings in Medicare Advantage will be critical.
Others argue for abolishing private plans altogether in favor
of a Medicare-for-All program. In that case, reducing
Medicare costs will also be needed. In the middle of this cru-
cial debate, the approach proposed here to generate savings
while improving equity in Medicare Advantage may offer a
path forward.
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Appendix

This appendix describes the data and methods used to con-
duct the analysis of potential impact of reforming the
Medicare Advantage benchmark formula.

Data

To construct the analytic data set, this study used the follow-
ing Centers for Medicare and Medicaid Services (CMS) pub-
lic use data.

e Monthly enrollment and plan information by contract
/plan/state/county in 2015 (https://www.cms.gov
/Research-Statistics-Data-and-Systems/Statistics
-Trends-and-Reports/MCRAdvPartDEnrolData
/Monthly-Enrollment-by-Contract-Plan-State
-County.html).

e Medicare Advantage benchmark data by county in
2015  (https://www.cms.gov/Medicare/Health-Plans
/MedicareAdvtgSpecRateStats/Ratebooks-and
-Supporting-Data.html).

e Medicare Advantage star ratings data by contract in
2015 (https://www.cms.gov/Medicare/Prescription
-Drug-Coverage/PrescriptionDrugCovGenln
/PerformanceData.html).

e Medicare Advantage plan payment data by county
and by plan in 2015 (https://www.cms.gov/Medicare
/Medicare-Advantage/Plan-Payment/Plan-Payment
-Data.html).

These data were combined to create an analytic data set
comprising enrollment, benchmark, bid, rebate, and plan
characteristics (including plan type and star rating) at the
plan-by-county level. Of note, to verify the accuracy of
plan rebates in the Medicare Advantage plan payment data,
the 2012 plan payment data were compared with the 2012
Medicare Advantage bid pricing data public use files, which
contained plan bids, rebates, and other information, and
were released pursuant to §422.272 Release of Medicare
Advantage bid pricing data (https://www.cms.gov/
Medicare/Health-Plans/MedicareAdvtgSpecRateStats/
DataFiles.html).

Methods

This analysis included health maintenance organization
(HMO) plans, local preferred provider organization (PPO)
plans, private fee-for-service plans, medical savings account
plans, and special needs plans. These plan types operate
under the same bidding system and comprise the bulk of
Medicare Advantage enrollment. Employer group waiver
plans, regional PPO plans, and cost contracts were excluded
as they are governed by different payment systems or have
different incentives.

Each county has its own benchmark. Under current law,
this benchmark is determined by historical traditional
Medicare spending. Each plan submits a single bid, but can
offer itself in multiple counties. The relationship between the
bid and the benchmark determines the final plan payment,
with plan quality (stars) also playing a role in the benchmark
starting in 2012. In this study, the mean bid was calculated as
a weighted average (based on plan enrollment) of observed
plan bids with each county. Under different scenarios of the
new benchmark, the mean bid was augmented by a “buffer”
that was set to equal a percentage of the county benchmark,
as follows:

New benchmark = Mean bid (ie, no buffer)
New benchmark = Mean bid + 0.05 X Current law
benchmark

e New benchmark = Mean bid + 0.10 X Current law
benchmark

e New benchmark = Mean bid + 0.15 X Current law
benchmark

e New benchmark = Mean bid + 0.20 X Current law
benchmark.

Under each buffer scenario, the new benchmark was com-
pared with the current law benchmark. The lesser of the 2
was the final benchmark for the county under the proposed
policy. Of note, the role of plan quality on the benchmark
was unchanged within the 2 benchmarks.

To calculate new rebates under each scenario of the pro-
posed policy, the final benchmark was compared with the
actual bids. Following Medicare Advantage current law, if
the bid is /ess than the final benchmark, the rebate is set equal
to a given percent of the difference depending on a plan’s star
rating. Plans with 4.5 to 5 stars receive 70% of the difference
as a rebate, plans with 3.5 to 4 stars received 65%, and plans
with 3 or fewer stars received 50%. This formula is shown
below:

0.50 (ﬁnal benchmark — bid)
(planrisk) if < 3.5stars
0.65 (ﬁnalbenchmark - bid)
Rebate = (planrisk) if 3.5to4.49stars
0.70 (ﬁnal benchmark — bid)
(planrisk) if > 4.5stars

If the bid is greater than the final benchmark, then the
rebate is zero (Medicare Advantage plans must charge this
difference as an additional premium). The risk score is
applied to the equations above, as rebates are calculated by
CMS as risk-adjusted dollars reflecting plan risk.

A national average of the new rebate was calculated,
weighted by plan enrollment, as shown below, where n
denotes the number of plans in 2015. For comparison, a
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national average of the rebate was calculated under current
law rules, similarly weighted. This rebate calculated under
current law rules was similar, but not identical, to the actual
rebates because it used the plans’ projected risk scores (pub-
lished in the plan payment data) rather than the actual risk
scores which were used to determine the actual rebates
(which were not publicly available). Nevertheless, the cor-
relation between the rebates calculated using projected risk
scores and actual rebates was 0.93, and a regression of the
former on the latter produced a coefticient of 0.9997. Thus,
the projected risk scores were used for consistency in calcu-
lating the rebate under scenarios of the buffer and under cur-
rent law. The final benchmark under buffer scenarios and
benchmark under current law were calculated in an analo-
gous fashion, using enrollment as the weight:

n

2 (rebatei X enrollment, )

i=1

RebateUS_weighted_average = n
z enrollment,

i=1

Average weighted new rebates were then calculated by
quartile and compared with quartiles of the rebates calcu-
lated under current law. Each quartile contained the same
plans and enrollees as it did under current law.

The share of Medicare Advantage enrollees in the data
that would be affected by the new benchmark reflects, under
each definition of the new benchmark, enrollees who lived in
a county where the new benchmark would have been the
final benchmark (in other words, the new benchmark was
lower than the current law benchmark).

Savings for Medicare were calculated by comparing total
federal spending for all enrollees in the data under current
law relative to under each scenario of the new benchmark.
This savings was converted to a percentage of current law
spending.

Of note, the proposed policy does not change the funda-
mental structure of Medicare Advantage payment. The
benchmark, bid, and rebate are all still tied to each other by
the same mathematical relationships as under current law.
The proposed payment policy simply allows plan bids to
play a role in determining the benchmark, rather than the
benchmark being administratively set based on historical tra-
ditional Medicare spending. Furthermore, the proposed pol-
icy does not interfere with the current law system of
determining benchmarks at the county level based on quar-
tiles of Medicare spending implemented by the Affordable
Care Act (ACA). It compares the average bid in each county
(with a buffer) with its current law benchmark, after the latter
has been determined.

In Table 1, these analyses used observed 2015 plan bids
and enrollment. Thus, they assumed no changes in bids or
enrollment if the new benchmark becomes the final bench-
mark (ie, if the benchmark changes).

However, research shows that plans do indeed change
their bids in response to changes in the benchmark, on aver-
age in the same direction by about 50 to 60 cents for every $1
change in the benchmark.”'” Federal savings would be larger,
and the reduction in rebates smaller, if plans lower their bids
in response to the decrease in benchmarks. Thus, in Table 2,
analogous results are shown assuming a 50% bid response—
in other words, for every dollar that the final benchmark is
below the current law benchmark, projected bids would be
assumed to be $0.50 lower (eg, if the final benchmark is
$100 less than the current law benchmark, the projected bid
would be $50 less than the bid under current law).
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