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Supplemental Insurance’s Role in Medicare Cost Sharing

Traditional Medicare (TM) imposes significant, if uneven, cost sharing on its beneficiaries. This
includes a $1,736 per episode deductible in Part A, a complicated per-day coinsurance system for
post-acute care (up to $217), a $283 annual deductible for Medicare Part B, and a 20% co-insurance
on many outpatient services (see Appendix I). Unlike nearly all private insurance, Medicare lacks
an annual limit on out-of-pocket costs (a catastrophic cap), meaning those with long hospital stays
could end up paying tens of thousands of dollars over the course of a year.

In practice, few TM beneficiaries face these out-of-pocket costs directly, due to the prevalence of
wrap-around supplemental plans. In fact, 87% have some type of supplemental coverage. Over
40% of TM beneficiaries purchase Medigap plans: private, standardized, regulated plans for
which beneficiaries pay monthly premiums — with the most popular plan covering nearly all out-
of-pocket costs.’

Another 15% of beneficiaries have similarly generous supplemental coverage provided by the
federal government through the Federal Employees Health Benefits (FEHB) program or
TRICARE for Life (TFL). An additional 15% have supplemental coverage through employer-
provided retiree health plans that cover substantial cost sharing but tend to be somewhat less
generous.® Finally, 14% of TM beneficiaries are dually eligible for Medicaid, which provides
wraparound coverage and pays cost sharing.

Fig 1. Supplemental Coverage Enrollment in Traditional Medicare, by Type (2023)
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Source: KFF, Office of Personnel Management, Defense Health Agency, Committee for a Responsible Federal Budget.

Importantly, over half of beneficiaries are enrolled in Medicare Advantage (MA) instead of TM.
MA plans are required to include catastrophic caps for in-network expenses and often have lower
deductibles and cost sharing than TM, but narrower networks and more utilization controls.”
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Supplemental Insurance Boosts Federal Health Care Costs

TM has few tools to manage care or establish networks, so it relies on pricing and cost sharing to
keep costs at bay.® Supplemental coverage undermines the effectiveness of cost sharing, driving
up federal Medicare spending and depleting the Hospital Insurance (HI) trust fund.

In addition to reducing the federal government’s share of Medicare costs, cost sharing is meant
to provide a speed bump to reduce or prevent overconsumption of care. Absent any apparent
costs, patients may understandably overconsume health care through repeated appointments,
tests, and scans.® Nearly all types of insurance include some level of cost sharing to address this
“moral hazard.”'* But it may be particularly important for TM because fee-for-service incentivizes
providers to offer more care and generally lacks other cost-control measures such as networks,
prior authorization, or care management.!!

Medicare’s current cost-sharing rules are widely recognized as imperfect and in many ways
problematic but nonetheless exist in large part to limit the overutilization of care. Supplemental
insurance drives up federal costs by undermining Medicare’s benefit design and largely or fully
shielding beneficiaries from this cost sharing.

Evidence suggests that the impact of supplemental coverage on cost is large. One study from the
Medicare Payment Advisory Commission (MedPAC) found that enrollment in a Medigap plan
is associated with increased spending of 27% while enrollment in employer health plans
increased spending by 14%.> A more recent study found that Medigap increased individual
Medicare spending by more than 20%.%* These studies are consistent with other estimates and
adjust for the fact that those with higher potential health costs may be more likely to enroll in
supplemental insurance.'

This higher utilization drives up the cost of TM, and through higher benchmarks, Medicare
Advantage (MA). It also boosts federal spending on Medicaid, FEHB, and TRICARE for Life; and
reduces revenue by driving up the tax-preferred cost of retiree health plans.

As an illustrative example, if Medicare Part A and B are 20% more expensive as a result of
supplemental coverage, that amounts to more than $2 trillion of spending over the next decade.
If they are only 10% more expensive, this would still amount to over $1 trillion. For reference, the
Medicare HI program’s 75-year solvency gap totals 12% of HI spending.

Importantly, the higher federal costs come with benefits in the form of additional health care
services. For high-value care, the benefit may even exceed the financial cost. However, evidence
suggests that a meaningful portion of health care provides little or no health benefit, while some
low-value care may even harm patients with unnecessary side-effects, cascading care, and
distress.'>® Economic theory suggests consumers will be most likely to forgo care with the least
value to them when facing some of the costs. While theory may not always match reality and
distinguishing between high- and low-value care is difficult, a dollar increase in health care
spending is nonetheless likely to produce less than a dollar of welfare benefit.!”
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Supplemental Insurance Boosts Beneficiary Health Costs

In addition to driving up federal health care spending, supplemental plans drive up beneficiary
health care costs, as beneficiaries in aggregate face new and increased premiums well in excess
of the cost sharing the plans help them to avoid.

Most beneficiaries who purchase their own supplemental plans pay more in Medigap premiums
than they do in base Medicare premiums. In 2023, the average monthly Medigap premium was
$217, compared to the $165 monthly Part B premium and an average premium of about $32 for
the Medicare drug benefit. Since then, Medigap premiums have seen double-digit annual hikes.!*

The combined Medigap and Part B premiums beneficiaries face are significantly higher than what
beneficiaries would have paid in deductibles, copays, and other cost sharing absent Medigap
coverage, both for the average beneficiary and in the aggregate.

Higher beneficiary costs are driven in part by the same factors that drive federal spending —
higher induced utilization. As supplemental coverage masks cost sharing and drives greater use
of care, it boosts both Part B premiums — which are calculated as a proportion of total costs — and
the premiums of the supplemental plans themselves.

High administrative costs and profits further boost premiums, well beyond what plans pay to
cover cost sharing. Of the $240 billion beneficiaries spent on Medigap premiums between 2015
and 2024, only $190 billion went to covering Medicare cost sharing — meaning seniors spent an
extra $50 billion in premiums beyond what they received in benefits.* Whereas premiums to fund
higher utilization may theoretically be worth the cost, premiums to fund administrative costs and
profits are harder to justify.

The 79% average “medical loss ratio” (MLR) over the past decade is below the 85% minimum
generally required for complex insurance plans like MA and Medicaid, despite the fact that
Medigap does not build provider networks, implement utilization controls like prior
authorization, negotiate prices, or undertake other common administrative tasks.’ Although
some of this premium reflects the risk taken on by the insurance plan, much reflects direct profits
and royalties, along with advertising. For example, AARP effectively imposes a premium
surcharge of up to 6% to market Medigap plans operated by UnitedHealth.?!

Employer-sponsored supplemental plans are likely driving up premiums in a proportion similar
to Medigap. Although much of these costs are not paid by current beneficiaries, the cost is borne
by future beneficiaries in the form of lower wages to fund these more generous benefits.
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A Framework to Restrict Supplemental Coverage

Thoughtful supplemental coverage reforms can lower federal health care costs and reduce out of
pocket spending for seniors, while maintaining protections against catastrophic costs. Over the
years, there have been several proposals to reform supplemental insurance. In 2015, Congress
took a first step by prohibiting Medigap plans from covering the Part B deductible ($283 in 2026)
for new enrollees, starting in 2020.%2

Many experts and policymakers from across the ideological spectrum have proposed going
further. For example, several of President Obama’s budgets proposed a 15% surcharge added to
Part B premiums for beneficiaries that purchase the most generous Medigap plans.?® Similarly,
MedPAC recommended reforms to cost sharing that would impose a catastrophic cap as well as
a surcharge on supplemental insurance premiums to recoup some of the costs imposed on the
Medicare program from the insurance itself.?* And a plan from health economist Jonathan Gruber
would impose up to a 45% excise tax on the cost of a Medigap and other supplemental plans.?

Rather than relying on surtaxes or charges to discourage the use of wrap-around plans, the
bipartisan Simpson-Bowles Fiscal Commission proposed a more direct restriction that would ban
Medigap plans from covering the first $500 of cost sharing (in 2010 dollars; $740 today) and limit
the plans to covering only half of the next $5,000 (in 2010 dollars, $7,400 today) of cost sharing,
while modifying TFL plans to match this design as well.2¢ The Congressional Budget Office (CBO)
Budget Options analyzes a similar change, which would restrict Medigap policies from paying
the first $850 of an enrollee's cost sharing (in 2024 dollars) and limit coverage to 50 percent of the
next $7,650.27

Many of these proposals focus strictly on Medigap plans, ignoring the similar problems created
by other supplemental coverage. In order to provide a more comprehensive supplemental
coverage reform, the following framework could build on the most recent CBO Budget Option:

1. Prohibit Medigap, retiree health plans, FEHB wraparound plans, and TRICARE for Life
from covering the first $850 of beneficiary costs per year, across Part A and Part B.

2. After beneficiaries reach the $850 minimum, limit these supplemental plans to covering
50% of cost sharing for the next $7,650 (that is, up to $8,500).

3. Require retiree health, FEHB, and TFL plans rebate their savings to beneficiaries through
Medicare premium subsidies, health savings account deposits, or another mechanism.

4. Reduce MA benchmarks to account for lower TM costs, as already required under the law.

While the exact parameters can be adjusted, this framework would balance protecting
beneficiaries against high costs and preventing supplemental coverage from substantially driving
up costs through overutilization and higher administrative costs and profits. This proposal would
effectively limit out of pocket costs to no more than $4,675 per year. It would also maintain cost
sharing coverage for low-income beneficiaries through Medicaid and allow MA plans to continue
to set their own cost sharing in the context of a managed care regime.
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Supplemental Coverage Reform Would Lower Government and Beneficiary Costs

Restricting supplemental Medicare coverage could significantly reduce health care costs for both
the federal government and for beneficiaries. In very rough terms, we estimate the framework
outlined above would save the federal government $200 to $250 billion over a decade and reduce
beneficiary and other private costs by an additional $150 to $200 billion.

CBO estimated restricting Medigap plans from covering the first $850 of costs or more than half
of additional costs up to $8,500 would save $116 billion through 2034.2% We find this would
translate into over $150 billion in savings using CBO’s latest baseline through 2036. We also
roughly estimate another $50 to $100 billion of Medicare savings from applying similar
restrictions to TFL, FEHB and other employer-sponsored retiree coverage — assuming the amount
employers save is rebated to the beneficiary.

Table 1. Budgetary Savings Over Ten Years Under lllustrative Framework

Policy Options Savings
Restrict Medigap Plan Coverage of First $850 and 50% up to $8,500 $150 billion
Restrict Other Supplemental Coverage, Rebating Direct Savings $50 to $100 billion
Total Federal Savings $200 to $250 billion
Net Impact of Lower Supplemental Coverage Premiums, Larger 1
Rebate or Subsidy, and Higher Direct Cost Sharing Payments S eilad Lillien
Lower Medicare Part B Premiums $50 billion
Total Beneficiary Savings $150 to $200 billion
Total Federal and Beneficiary Savings $350 to $450 billion

Source: Committee for a Responsible Federal Budget analysis based on data and analysis from the Centers for
Medicare & Medicaid Services, Congressional Budget Office, Defense Health Agency, KFF, Office of Personnel
Management, and The Urban Institute.

Due to lower utilization and lower Part B and supplemental insurance premiums, we estimate
beneficiary costs would fall by $150 to $200 billion. Beneficiaries would pay significantly more
in direct cost sharing but would face much lower Medigap premiums and receive supplemental
plan rebates or subsidies; Part B premiums would also fall by about $50 billion. To help ensure
access to care, a small portion of the federal savings could be used to expand Medicare Savings
Programs that support lower income beneficiaries” cost sharing.?

In 2011, KFF analyzed a similar proposal and found average costs would decline by 21%, with
four-fifths of Medigap beneficiaries seeing premium declines that exceed cost sharing increases.*
Costs would generally be higher for beneficiaries in years with significant medical expenses.

Federal savings could be even greater as lower MA benchmarks and Medigap premiums lead
some potential MA beneficiaries to instead enroll in TM.3! Restrictions to supplemental plans
could also increase political support for payment reforms, such as site-neutral payment, by more
directly exposing beneficiaries to cost inefficiencies. These reforms would further lower costs for
beneficiaries and the federal government, which could spill over into the commercial market.
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Other Considerations and Downstream Effects

Allocating savings to employer-sponsored retiree plans, FEHB, and TFL. While supplemental plan
restrictions would directly reduce premiums for those enrolled in Medigap, savings from other
supplemental plan restrictions would mainly accrue to the employer or the federal government.
Diminishing the value of retiree health plans for beneficiaries and generating savings for their
former employer may be viewed as unfair, since these benefits were essentially part of the
workers” compensation packages. To keep beneficiaries whole, we recommend employer-
sponsored plans be required to calculate the reduction in plans’ actuarial value and apply a
commensurate benefit to enrollees. The benefit could take the form of a dollar-for-dollar decrease
in the beneficiary portion of the plan premiums (if such premiums exist), a subsidy of the Medicare
Part B and D premiums, a deposit into a form of health savings account that could cover Medicare
cost sharing (and perhaps premiums), or some combination.

Medicare Advantage. Those enrolled in MA are generally not allowed to enroll in supplemental
coverage, since MA plans themselves include out-of-pocket limits and require less in-network
cost sharing than TM. Policymakers should reduce overpayments to MA plans, which will total
an estimated $1.3 trillion over the next decade compared to TM. However, we do not recommend
limiting MA plans to match the cost-sharing restrictions for supplemental plans. The potential
utilization effects of lower MA cost sharing are mitigated or offset by plans’ limited networks and
utilization controls such as prior authorization. At the same time, it is important that MA
benchmarks be reduced — as the law already requires — based on the TM savings from our
proposal.? Plans may respond to these lower benchmarks with increased cost sharing. These
benchmark reductions, in combination with lower Medigap premiums, may also drive some
beneficiaries from MA to TM.

Lower-Income Beneficiaries. Although restricting supplemental coverage will reduce total out-of-
pocket costs, many beneficiaries would pay more. This could be particularly challenging for low-
income beneficiaries, who not only tend to have higher health care needs but are also less able or
unable to manage unpredictable fluctuations in out-of-pocket costs and could forgo necessary
care they cannot afford. For this reason, we do not apply restrictions to low-income “dual-
eligible” seniors whose cost sharing is covered by Medicaid supplemental coverage. For low-
income beneficiaries who do not qualify for Medicaid, policymakers could consider expanding
existing cost sharing subsidy programs, establishing a graduated, income-based out-of-pocket
maximum, or creating a Medicaid buy-in option.

Cost Sharing Reforms and High Value Care. Ideally, reforms to supplemental insurance should be
paired with reforms to Medicare cost sharing and benefits design. This could include the
establishment of an out-of-pocket cap — which essentially is provided by supplemental plans at
extra cost under current law — as well a broader rationalization of Part A and B cost sharing. Cost
sharing reforms, in combination with supplemental coverage limits, should also steer enrollees
toward high value care where possible so that increased overall cost-consciousness does not lead
to large reductions in necessary care.?
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Conclusion

It is no surprise that patients with minimal financial exposure tend to overconsume health care,
particularly in a fee-for-service program that pays clinicians for volume. TM includes cost sharing
rules designed (albeit poorly) to balance the “moral hazard” created by insurance against the goal
of protecting beneficiaries against high or unexpected medical costs. However, supplemental
wrap-around coverage disrupts this balance, undermining Medicare’s built in cost-control.

By shielding beneficiaries from most or all cost sharing, Medigap and other supplemental
insurance plans boost health care utilization, driving up Medicare spending and increasing costs
for taxpayers and the Medicare HI trust fund.

Higher utilization, along with high administrative costs and profits, also drives up costs paid by
beneficiaries — with higher premiums well in excess of reductions in cost sharing and much of
those premiums going toward marketing and profits as opposed to administration of the
insurance itself.

Thoughtful reforms can maintain supplemental coverage against catastrophic costs, while
reducing early-dollar coverage in a way that lowers health care costs for the federal government
and beneficiaries alike. The reform outlined in this paper would reduce federal budget deficits
by an estimated $200 to $250 billion over ten years and would reduce beneficiary costs by an
estimated $150 to $200 billion over the same time period, net of higher direct cost sharing.

Reforms to supplemental insurance would also result in less provision of care, and policymakers
should carefully consider this trade-off. Although some forgone care will be necessary or
important, much of forgone care will be of lower value than the dollars saved and some will
provide little, no, or even negative benefit to patients.

To maximize the benefits of supplemental coverage restrictions, policymakers should also pursue
controls, quality standards, and other reforms to help ensure that beneficiaries get the high value
care they need, along with reforms to rationalize Medicare’s cost sharing regime and drive
beneficiaries toward high-value care.

As Medicare costs are expected to top $1 trillion annually and the budget deficit reaches record
highs, policymakers should consider all options on the table to reduce spending. Reforming
supplemental insurance will reduce costs for the federal government and for beneficiaries, alike.
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Appendix I: Traditional Medicare Cost Sharing, 2026

Premium Service Deductible Coinsurance
Inpatient $1,736 for each Days 1-60 $0
benefit period (can Days 61-90 $434 per day
e el e e Days 91-150* $868 per day
After day 150: all costs
Part A $0 for most ~ Skilled Days 1-20 $0
people” nursing Days 21-100 $217 per day
facility NA After 100 days all costs
Hospice? 5% for respite
Home Health 20% of Durable Medical
Equipment (DME)
Outpatlent 0%
hospital care
$203/month Inpat'1ent 20% of most doctor services
Part B for most hospital care $283/year
people Home Health 20% of DME
Clinical lab NA
Mental health 20%
Part C (MA) Varies by Plan
Part D Varies by Plan

Source: Medicare.gov

*These are called "lifetime reserve days" because Medicare will only pay for these extra days once per lifetime.
ASome people do not qualify for zero-premium Part A, depending on how long the beneficiary or their spouse paid
Medicare taxes. In those cases, beneficiaries pay $311 or $565 each month.
#Beneficiaries pay a $5 copay on prescriptions under the hospice benefit.
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