
© 2023 Medicare Rights Center   Helpline: 800-333-4114  www.medicarerights.org 

Medicare Advantage 101 

Medicare Advantage History: 
Legislative Milestones 

Medicare is the federal government program that provides health care coverage to over 60 
million people who are over 65, under 65 and receiving Social Security Disability Insurance for 
a certain amount of time, or under 65 and living with End-Stage Renal Disease. i 

People with Medicare can choose to receive their core benefits—Part A (inpatient/hospital 
coverage) and Part B (outpatient/medical coverage)—from Original Medicare, which is the 
traditional fee-for-service program offered directly through the federal government that was 
enacted in 1965, or through Medicare Advantage. Also known as Part C, Medicare Advantage 
allows enrollees to receive their Medicare benefits from a private insurance plan that contracts 
with the federal government. This option was added in 1996, but health plans have long 
played an important role in Medicare. Below, we examine this evolution. 

The Social Security Amendments of 1965 

Created in 1965, Medicare was originally limited to people ages 65 and older and included 
Part A, hospital insurance, and Part B, medical insurance. Together, these two parts are known 
as Original Medicare (OM). Initially, Medicare paid providers exclusively on a fee-for-service 
(FFS) basis.  
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Social Security Amendments of 1972 

The Social Security Amendments of 1972 expanded the program to cover people with 
disabilities and End-Stage Renal Disease (ESRD) regardless of age. They also authorized 
Medicare to contract with health maintenance organizations (HMOs) to provide plan members 
with Part A and Part B benefits. Medicare paid the HMOs on a capitated basis—a monthly, per 
member fee based on Medicare’s estimate of what the plan’s costs would be during the 
contract period. There was a “risk-based” option in which HMOs that agreed to absorb costs 
above the capitated amount could keep some of the difference if costs fell below it. A non-risk 
sharing option was also available: HMOs were reimbursed for their additional expenses at the 
end of the contract period.ii The ensuing years saw several rounds of capitation 
demonstrations, with mixed success. 

 

 

 
While the demonstrations “provided some of the first evidence of managed care's 
potential savings” by reducing hospitalizations, the projects also showed early 
warning signs about the potential for favorable selection into managed care plans.iii 
Compared to people in OM, the HMO enrollees were more likely to be younger 
and report being in excellent health; demographic payment adjustments further 
indicated HMO enrollees were healthier than their OM counterparts .iv But Medicare 
savings were elusive. The HMO enrollees cost “at least 15 percent more” than 
“demographically similar beneficiaries in traditional Medicare.”v Other evaluations 
estimated these overpayment rates to be as high as 33%.vi 

 

Tax Equity and Fiscal Responsibility Act (1982) 

The next legislative breakthrough came in 1982 with passage of the Tax Equity and Fiscal 
Responsibility Act (TEFRA). The law shifted managed care from a Medicare demonstration 
project to a formal part of the program. The regulations implementing TEFRA’s risk-based 
contracting system were completed in 1985. The new rules set payments to private plans five 
percent below the average OM payments in the county where the plan was operating, under 
the assumption plans would generate efficiencies and share those savings with Medicare.vii 
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The flaws in TEFRA’s payment formula included an inadequate “risk adjustment” 
system: a method for predicting enrollee health costs and updating plan payments 
accordingly. Risk adjustment is intended to cover plan expenses more accurately 
and neutralize the financial incentivizes for plans to avoid sicker, more expensive 
enrollees. But TEFRA’s formula contemplated only basic demographic factors that 
did not meaningfully represent enrollee health status. This approach, coupled with 
plans’ propensity for favorable selection and a disenrollment policy that allowed 
beneficiaries to leave for OM with only a month’s notice, led to a disproportionate 
number of HMO enrollees with lower-than-average costs. viii As a result, despite 
being set at 95% of OM levels, Medicare payments to the HMOs were 5 to 7% too 
high and no savings accrued to the program.ix  
 

 
Plans that were paid in excess of their projected and actual costs were required to use that 
surplus to offer additional benefits, an arrangement that would become a key feature of 
Medicare-private plan contracting.x The more generous benefit packages that ensued created 
“a major inducement to join an HMO” but as a reinvestment strategy and benefit design 
principle, further ensured Medicare “did not get the 5 percent savings it sought.”xi  

 

 

 
In addition, the TEFRA-era overpayments compounded policymaker worries about 
Medicare solvency. Program spending was “growing around 10% annually at the 
time, and the entry of the baby boomers loomed.”xii 

 
The Balanced Budget Act of 1997 

The Balanced Budget Act of 1997 (BBA 97) created Medicare Part C—originally called 
Medicare+Choice and now known as Medicare Advantage—and made significant changes to 
Medicare’s interactions with managed care plans. 

Responding to concerns about solvency, overpayments, and favorable selection, the BBA 97 
reworked TEFRA’s payment formula, established new risk-adjustment measures that focused 
on health status, and created an annual enrollment period to limit frequent mid-year changes. 
It also authorized new types of private plans to participate: Preferred-provider organizations 
(PPOs), provider-sponsored organizations (PSOs), and private fee-for-service (PFFS) plans. 

Although the reforms were expected to increase enrollment 15% by 2005, plan market 
participation contracted, enrollment numbers fell, and benefit packages shrank.xiii Subsequent 
analysis attributes these shifts to several factors, including “natural market evolution and 
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shakeout after a period of rapid growth…Medicare policy changes, the backlash against 
managed care, and growth projections that were probably always unrealistic.”xiv 

The BBA 97’s reimbursement changes did temporarily slow Medicare spending, which fell in 
nominal dollars from 1997 to 1999.xv Notably, this “had never happened before—and has not 
happened since.”xvi 

 

 

 
Even with demonstrable cuts and payment formula changes, Medicare+Choice did 
not achieve savings relative to OM.xvii Favorable selection concerns continued as 
well. Several studies found Part C enrollees were healthier than those who remained 
in OM.xviii 
 

 

Medicare Modernization Act of 2003 

The Medicare Modernization Act of 2003 (MMA) sought to counter the “downward trends in 
the plans' participation and enrollment,” largely by paying plans more.xix It modified risk 
adjustments and reimbursements, setting minimum plan payments at 100% of FFS. The 
reforms quickly and considerably raised plan payments, boosting them by 11%, on average, 
between 2003 and 2004.xx The MMA also established the Medicare Part D prescription drug 
program and created two more Part C plan types: Regional Preferred Provider Organizations 
(RPPOs) and Special Needs Plans (SNPs). 

 

 

 
The MMA’s shift away from cost containment profoundly impacted Medicare 
spending and solvency. From 2004 to 2009, plan payments were nearly 14% above 
OM rates, costing Medicare billions of additional dollars annually.xxi The Centers for 
Medicare & Medicaid Services (CMS) actuary later estimated that during this time, 
MA benchmarks—the annually established maximum amount that Medicare will pay 
a plan to cover Part A and Part B services—ranged from 100 to 140% of OM costs.xxii 
 

 

The Affordable Care Act (2010) 

The Patient Protection and Affordable Care Act (ACA), enacted in 2010, brought MA payments 
closer to OM spending levels and reduced rates overall.xxiii The ACA reforms included new 
quality-based payments, benchmark updates, limits on administrative spending, and changes 
to certain risk-adjustment measures. Despite widespread predictions of plan and enrollee 
market withdrawals,xxiv MA enrollment increased more than 80% from 2009 to 2017, with 33% 
of all beneficiaries enrolled in a private plan by the end of that year.xxv  
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The ACA’s impact on MA was notable in the short term, as aggregate plan payments 
relative to OM fell from 114% in 2009 to 100% percent in 2017.xxvi But payment 
neutrality between OM and MA was still not achieved. The risk adjustment process 
did not offset “coding intensity” differences between MA and OM; this inequity is 
estimated to have inflated MA plan payments by 2 to 4% per year from 2010-2017, 
and continues today.xxvii 
 

 
CMS adjusts MA payments to reflect enrollees’ expected costs as represented in their “risk 
scores.” An individual’s risk score reflects diagnoses their providers document through a 
process known as “coding.” Because higher risk scores translate into higher payments, MA 
plans have a strong incentive to identify all possible enrollee diagnoses. No similar incentives 
exist in OM, where clinicians generally only record diagnoses relevant to the real-time 
treatment. This creates a coding intensity difference between OM and MA that can generate 
significant plan overpayments.  

To address this, the Deficit Reduction Act of 2005 directed CMS to adjust MA risk scores 
before calculating risk-based payments.xxviii CMS finally did so in 2010, reducing risk scores by 
3.41%.xxix The ACA subsequently established minimum annual coding intensity adjustment 
levels, which the American Taxpayer Relief Act of 2012 slightly increased.xxx  

The minimum adjustment has been statutorily set at 5.9% since 2018 and is falling ever behind 
MA coding practices. Though CMS can make a more accurate correction, the agency has never 
done so. Due to this and other factors, the current risk adjustment model is an ineffective 
counterweight to favorable selection, and plans continue to be financially rewarded for 
artificially high risk scores.xxxi In 2020, risk scores for MA enrollees were 9.5% higher than OM, 
funneling an extra $12 billion to plans.26 By 2021, the scores and payments had jumped to 11% 
and $17 billion, respectively.xxxii  

 

 

 
The ACA-established quality bonus program (QBP) increases payments to MA plans 
based on a five-star rating system, with the goal of promoting plan quality and 
informed decision-making. However, since its inception, “the QBP has been 
characterized by excess payments unrelated to quality.”xxxiii Bonuses now regularly 
exceed $10 billion annually, increasing MA payments by 2% to 3% over OM 
levels.xxxiv Yet, information about plan quality is still lacking.xxxv With most enrollees 
(75%) now in plans receiving bonuses, concerns about the meaningfulness of the 
ratings continue.xxxvi 
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The ACA gradually lowered the average MA benchmark from around 112% of OM in 
2010 to 103% (108% after including quality bonuses) in 2017, when the changes 
were fully phased in.xxxvii As benchmarks decreased, plans found ways to “bid” below 
them, but overall savings to Medicare still failed to materialize. 

 
As part of the annual MA rate-setting process, plans submit “bids” to CMS estimating how 
much it will cost to provide coverage in the coming year and indicating the payment rate they 
will accept to do so. CMS measures plan bids against the benchmark amount. If a plan’s bid is 
lower, it receives a portion of the difference in the form of a “rebate.” The bigger the gap, the 
bigger the rebate. Plans must use these dollars to improve costs and coverage, investments 
that can draw beneficiaries to the plan, thereby increasing enrollment and profits.  

Post ACA implementation, plans have continued to lower their bids while benchmarks and 
payments remain well above OM spending levels.xxxviii   

Bipartisan Budget Act of 2018 

MA plans have long been able to offer supplemental benefits not covered by OM. In general, 
these benefits have had to be primarily health related and available to all plan members. In 
2018, Congress and CMS loosened these rules.xxxix Plans may now use rebate and premium 
dollars to offer more and more targeted supplemental benefits. 

 

 

 
Plan ability to offer supplemental benefits has increased dramatically. So too has 
funding for these enhancements. Rebates grew by 53% between 2019 and 2022 and 
account for 15% of total Medicare payments to plans.xl However, there has been no 
corresponding increase in transparency or accountability. Little data is available 
about supplemental benefit design, marketing, access, utilization, impact on health, 
or value. Despite this opacity, nearly one in four beneficiaries who chose MA are 
drawn to the extra benefits that plans market.xli 
 

 

Discussion 

Initially created to improve choice, enhance quality, and reduce costs, the evolution of private 
Medicare plans has not always aligned with these objectives. 

On choice, the number of MA plans continues to skyrocket, with the average Medicare 
beneficiary in 2023 having access to 43 plans, more than twice as many as in 2018.xlii This has 
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led to a cluttered plan landscape, which can be difficult to navigate.xliii Few MA enrollees review 
their coverage annually,xliv and an even smaller share switch plans from one year to the next.xlv  

Although plan numbers are burgeoning, the data are unclear when it comes to MA quality, and 
much of the information we do have raises questions about the value of MA to enrollees and 
taxpayers.xlvi A recent JAMA analysis found “little evidence” MA plans “provide meaningful 
improvements in access, affordability, or preventive care compared with [Original Medicare] for 
adults with low income.” The authors note this suggests “MA may not meaningfully advance 
health equity in the Medicare program” and that while “Medicare Advantage is widely thought 
to cost the federal government more than [Original Medicare] per beneficiary” MA may not 
“provide benefits commensurate with the increased costs, specifically among adults with low 
income.”xlvii 

MA’s higher costs are also problematic. The evidence is clear that Medicare consistently 
overpays MA plans. As the Medicare Payment Advisory Commission (MedPAC) notes, 
“…private plans have never yielded aggregate savings for the Medicare program. Throughout 
the history of Medicare managed care, the program has paid more—sometimes much more—
than it would have paid for beneficiaries to have remained in fee-for-service (FFS) Medicare.”xlviii 
As MA enrollment continues to grow, higher plan payments will further threaten Medicare 
solvency, placing greater financial burdens on beneficiaries, taxpayers, and the government. 
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