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The Federal Employees Health Benefit Program (FEHBP) is again being pointed to as a
model for Medicare. Yet, as the attached Families USA analysis shows, FEHBP’s struc-
ture does not fit Medicare well. Those who believe a FEHBP-style overhaul will pro-
duce cost savings while still giving beneficiaries the services they need assume several
things, things that likely won’t hold true because Medicare beneficiaries aren’t the same
as federal employees, and FEHBP's structure is not inherently more efficient.

e Getting significant plan participation may be difficult. Medicare beneficiaries are
less attractive to insure than federal employees; experience shows that it is not easy
to get—and keep—private plans in a program serving Medicare beneficiaries.

e Many beneficiaries may not be able to afford plans with the benefits they need.
As in FEHBP, premiums may vary widely and may be high. Medicare beneficiaries
are lower-income than federal employees and cannot afford high premiums.

e Lower-priced plans may not necessarily be the most efficient. Low premiums
may simply mean that a plan has healthier, less costly enrollees.

e It may be difficult for beneficiaries to make an informed plan selection. Medi-
care beneficiaries will confront information barriers that don’t affect federal em-
ployees, and these will hamper their ability to select a plan.

e Plan withdrawals may be disruptive. As Medicare+Choice and FEHBP show, a
system depending on private plans is particularly volatile.

e A FEHBP model may not be more successful in containing cost increases. Many
see cost containment at the key reason to move Medicare to a FEHBP model, but
neither FEHBP nor private plans have been consistently more successful than Medi-
care in containing cost increases.

FEHBP is, at best, a questionable model for Medicare. In fact, it could reduce benefici-
aries’ access to services and provide no cost savings to the program. It is not a good fit,
nor a good option, for Medicare.
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Why FEHBP Isn’t a Good
Option for Medicare

The Federal Employees Health Benefit Program (FEHBP) has
frequently been pointed to as a model for Medicare. Now, as
the debate on adding a prescription drug benefit in Medicare
and Medicare restructuring begins, a FEHBP-style overhaul is
being favored by many and is the Administration’s model for
the Enhanced Medicare option in the President’s Medicare
framework. Before FEHBP is seen as a panacea for Medicare,
it is worth considering how well FEHBP'’s basic structure fits
Medicare—a fit that is not the best.

What is FEHBP?

FEHBP is the health plan for federal employees, retirees, and their
dependents and survivors. The Office of Personnel Management
(OPM), which administers the program, contracts with private
health plans throughout the country. Those eligible for FEHBP
coverage choose between nationally available plans, generally tra-
ditional fee-for-service plans and locally available HMOs.

FEHBP is a premium support system—the federal government
pays a share of the monthly plan premium based on the average
cost of participating plans. The federal share is never more than 75
percent of the premium for any plan; the enrollee pays the rest.
Although participating plans are expected to offer FEHBP enrol-
lees the same basic benefits they offer to most subscribers, there is
not a defined benefit package. Plan premiums, deductibles, and en-
rollee cost-sharing are not regulated.” Participating plans compete
for enrollees based on the services they cover, enrollee cost-
sharing, and the premium price enrollees must pay.

How would a FEHBP model work in Medicare?

Under a FEHBP-style system, Medicare beneficiaries would select
an insurer from competing plans. The government would pay a
portion of plan costs based on the average premium price of all
plans available, and the Medicare beneficiary would pay the rest.
The government contribution might be capped as it is in FEHBP.



How would this be differ-
ent from the way Medi-
care operates today?

Why do some think a
FEHBP model would be
better for Medicare?

What are some
reasons a FEHBP
model might be bad for
Medicare?

In traditional Medicare, there is a defined list of covered benefits
and cost-sharing is limited. There is no variation in premiums, so
all beneficiaries have the same benefits. In Medicare+Choice, ba-
sic benefits must also be offered and there are limits on the amount
that beneficiaries can be required to contribute toward the cost of
their care.” This would be different under a FEHBP model. Plans
would be free to offer different benefits, have different patient
cost-sharing, and set different premium prices for the coverage of-
fered. The beneficiary would be responsible for the portion of the
premium that Medicare did not pay. Because beneficiaries would
have to pay some of the costs of the plan they choose (the mini-
mum in FEHBP is 25 percent), costs would be one of the key ways
plans would compete. Coverage would vary depending on what
plans are offered in each area and the amount an individual is able
or willing to pay in plan premiums.

Those who see FEHBP as a model for Medicare argue that having
Medicare beneficiaries pay part of their insurance premium would
make them more sensitive to the different cost of health plan op-
tions. This, in turn, they claim would reduce the rate of Medicare
spending growth because beneficiaries would select the least
costly plans offering the benefits they need. This argument is
based on several assumptions: (1) that there is broad plan partici-
pation with real competition between plans offering comprehen-
sive benefits; (2) that the least costly plans are the most efficient;
(3) that beneficiaries are able to afford plans offering the benefits
they need; and, (4) that beneficiaries have the information and the
ability to select the most efficient plan meeting their needs. There
are many reasons to believe that these assumptions would not hold
true for Medicare.

FEHBP insures a group that is very different from Medicare—
different in ways that may affect insurers’ willingness to partici-
pate in the program; that may skew the correlation between plan
efficiency and low price; that may make it more difficult for enrol-
lees to afford plans offering comprehensive benefits; and that may
make it more difficult for participants to make informed plan se-
lections or deal with potential service disruptions due to plan with-
drawals.

e Medicare beneficiaries are less healthy than FEHBP enrol-
lees and less attractive to insurers. Getting significant plan
participation may be difficult.

The majority of individuals covered through FEHBP are active
federal employees, a much younger and healthier group than
Medicare beneficiaries.” The average age of federal employees
is 46.5; only 7 percent have disabilities.” In contrast, 42 per-
cent of Medicare beneficiaries are over 75;° nearly 15 percent
have disabilities;” over 65 percent suffer from two or more
chronic conditions.® Covering healthier individuals is finan-
cially advantageous for insurers. Because of their poorer health
status, Medicare beneficiaries are less desirable to insure.



Experience shows that getting—and keeping—private plan
participation in a program serving Medicare beneficiaries is
not easy. A significant number of health plans have withdrawn
from the Medicare+Choice program, with plan withdrawals re-
sulting in less geographic coverage, less choice, less expansive
benefits, and higher premiums for beneficiaries.” A FEHBP-
based model may fare no better—plans may be concerned
about payment levels; if premiums prove inadequate, plans
will withdraw. FEHBP advocates contend that payment rates
will be less of an issue than in Medicare+Choice since plans
will be able to set premiums at the level needed to cover the
cost of the benefits offered. However, because Medicare bene-
ficiaries are a high-risk population, insurers may have diffi-
culty setting premiums properly; plans may be concerned that
they will enroll a large number of sicker, high-cost enrollees—
experience adverse selection—and that the premiums they set
will be insufficient.

Because of adverse-selection, low-priced plans may not
necessarily be the most efficient.

Proponents believe that a FEHBP approach will encourage
competition and efficiency, which will translate into lower
costs. Since beneficiaries will have to pay a portion of the
premium, lower-priced plans will have a competitive edge.
However, low-priced plans may not be the most efficient; they
may simply have healthier enrollees. Plans with high premi-
ums plans may be equally efficient but cover a less healthy
population that uses more services.

The differences in FEHBP’s 2003 monthly plan premiums in-
dicate that factors other than efficiency, or even benefits, con-
tribute to variations in premiums. The range in FEHBP premi-
ums for single coverage is over 200 percent—from $177 for a
standard option HMO plan in Missouri to $583 for high-option
coverage in a non-HMO plan offered nationwide.'’ The plans’
benefits and cost-sharing are different, which would account
for some of the price range. And geographic differences could
be another factor—one is a local HMO and the other a national
plan. But neither seems sufficient to account for such a large
variation in premiums; the benefits of the two plans are not
hugely dissimilar, and even within a small geographic area,
FEHBP premiums vary greatly, sometimes as much as 50 per-
cent."’ While the lower-priced HMO plan may be more effi-
cient, it might also simply have healthier enrollees and, there-
fore, lower costs. In fact, it is likely that sicker individuals—
those that would cost more to cover—would enroll in the non-
HMO plan, which allows greater physician choice.'?

If the program is to encourage real competition among plans,
the government will need to adjust the amount it pays toward
premiums based on a plan’s risk—its enrollees’ health status.
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Otherwise, plans serving a sicker population will have to set
premiums high, making them more expensive for beneficiaries.
Those plans will not be able to compete effectively. Con-
versely, plans that are low-priced because they have healthier
enrollees may be overpaid, a current concern with FEHBP. *

Many Medicare beneficiaries may not be able to afford
plans offering more generous benefits, because those will
likely have higher premiums.

It is not easy to make sure payments to plans adequately reflect
differences in risks borne by the plans; this doesn’t appear to
be done well in FEHBP today."* But without such risk adjust-
ment, the plans that attract less healthy individuals—which
would most likely be the plans offering the most comprehen-
sive benefits—may be unaffordable. Medicare beneficiaries
are generally less able than federal employees to pay high
premium rates. The average annual base salary of federal em-
ployees was $53,959 in 2001." In contrast, in 2000, only 16
percent of Medicare beneficiaries had annual incomes over
$40,000, and nearly 65 percent had incomes below $25,000.'¢
Forty percent had less than $12,000 in countable assets.'’

If contributions to premium payments are not properly risk-
adjusted, there would be little incentive for plans to offer the
more generous benefits that would appeal to, and are needed
by, sicker beneficiaries. In fact, plans would want to make sure
that they didn’t attract high-cost beneficiaries, possibly by
structuring benefits, copayments, and other cost-sharing to be
more attractive to those in better health. Failure to ensure that a
range of plans, including those offering more generous bene-
fits, is affordable for all may result in an erosion in benefits, or
a two-tiered system in which only wealthier beneficiaries could
afford plans with richer benefits and lower-income beneficiar-
ies would be relegated to less generous plans or left unable to
afford any private-plan offering a drug benefit.

Selecting a plan will be complex: beneficiaries may have
difficulty making an informed selection.

FEHBP offers non-postal employees a smorgasbord of plans
with different benefits at different prices: there are 24 national
fee-for-service plans plus two to 10 managed care plans in
each state. A Medicare program based on FEHBP’s structure
would also offer an array of plans. For a beneficiary, selecting
the best plan may be difficult. The level of support that federal
employees receive during the “open season” when they select a
health plan attests to the complexity of plan selection: there are
health fairs, work-site presentations by health plans, and con-
siderable Internet information is available. Medicare benefici-
aries would not receive a comparable level of support and are
less likely to have Internet access, making it even more diffi-
cult to evaluate competing plans.'®



Has FEHBP been much
more successful than
Medicare in containing
costs?

Not only will Medicare beneficiaries receive less direct support
choosing a plan than federal employees, but as a group they are
not as well equipped to navigate the confusing plan selection
processes. Federal employees are, on average, better edu-
cated—41 percent of federal employees have a college degree
or higher," while fewer than 15 percent of Medicare benefici-
aries have attained a comparable level of education.”” Medicare
beneficiaries are also more likely to suffer from health condi-
tions that could diminish their ability to select a plan: nearly 50
percent are unable to perform at least one activity of daily liv-
ing, 5 percent suffer from Alzheimer’s, and 8 percent report
suffering from a chronic mental impairment.”'

Because of the obstacles Medicare beneficiaries will confront
when selecting a plan, many may choose based on premium
price alone—the easiest way to compare plans—rather than on
a careful assessment of benefits, cost-sharing, and quality. As a
result, they may not select the best plan for their needs.

e Plan withdrawals may be disruptive.
Because of their health status, Medicare beneficiaries need
consistently available health care coverage and are less able
than many other groups to weather disruptions in insurance.
Yet a FEHBP-like system, with care delivered through private
plans, would be particularly susceptible to volatility. Medi-
caret+Choice illustrates how the private health insurance mar-
ket can fail beneficiaries. A significant number of health plans
have withdrawn from Medicare+Choice, with plan withdraw-
als affecting about 2.2 million beneficiaries between 1999 and
2002. But lack of stability is not just a Medicare+Choice prob-
lem that can be corrected by moving to a FEHBP-model.
FEHBP has experienced significant market volatility of its
own,”? with over 50 percent of participating HMOs dropping
from the program between 1996 and 2002.

For the reasons outlined above, the FEHBP model does not suit the
Medicare population well. But beyond those crucial considera-
tions, a key fiscal rationale for moving to a FEHBP model is cost
savings. FEHBP does spend less per person covered than Medi-
care—not at all surprising given that it serves a much healthier
population.”® But in spite of lower overall spending, FEHBP has
not consistently demonstrated that it is more successful than Medi-
care in containing health care costs or providing services effi-
ciently—and there is no reason to believe that a Medicare program
based on FEHBP would do better.

Using the FEHBP model, Medicare would rely on private plans to
control costs. Yet since 1970, traditional Medicare has done better
than, or at least as well as, the private sector in holding down rates
of spending growth.** Administrative costs, often used as a proxy
for efficiency, are also lower in traditional Medicare than in the
private sector—2 percent compared to an average of 9.5 percent in
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Conclusion

private health plans and 11.9 percent for HMOs.*® Efforts to con-
trol spending have also been impressive. Medicare’s inflation-
adjusted annual increase in per capita spending was 1.8 percent
from 1995-1999.% In contrast, private plan premiums increased at
an average annual rate of 5 percent from 1993 to 1998.%

FEHBP’s record on cost-containment mirrors that of private plans.
Premiums increased at double-digit rates in recent years, increas-
ing cumulatively by about 50 percent between 1998 and 2002.%*
These increases in FEHBP premiums would have been even
greater if plans had not shifted costs to employees and reduced
benefits,” a short-sighted approach to cost containment that would
not serve the Medicare population well.

Traditional Medicare is not only a reliable and equitable means of
delivering health care to seniors but, because of its low administra-
tive costs and record of holding down spending growth, it may
also be the most cost-effective. This would hold true for a drug
benefit provided in Medicare. Adding a drug benefit would not
change the assessment of comparative reliability, equity, and gen-
eral cost-effectiveness of traditional Medicare and a FEHBP-like
restructuring.

FEHBP is at best a questionable model for Medicare. At worst,
under a FEHBP model, plan participation would be insufficient to
provide real choices or real competition; beneficiaries would have
difficulty affording more comprehensive plans providing services
they need; benefits would erode; service would be disrupted or er-
ratic; there would be a two-tiered system of care, with only the
wealthy able to afford high-cost plans with rich benefits and low
cost-sharing; and cost savings would be achieved through benefits
reductions, not increased efficiency. We should not gamble with
the health of Medicare beneficiaries to test a model that seems ill-
suited for them.

The Medicare population is very different from federal employees,
and the private market has failed them before, which is part of the
reason that traditional Medicare is the choice of 87 percent of
beneficiaries.’ There is no reason to believe that the private mar-
ket will serve Medicare beneficiaries any better under a FEHBP
model, and there are numerous reasons to believe that, under a
FEHBP model, beneficiaries would be facing significantly higher
out-of-pocket costs. With traditional Medicare, all beneficiaries
can depend on the same level of care. It is a choice that should not
be taken away.



This issue brief was written by Dee Mahan.

For more information about this report,
contact Families USA at (202-628-3030).
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