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DEPARTMENT OF THE TREASURY | INFORMATION

. .
WASHINGTON

' January 12, 1999

' MEMORANDUM FOR SECRETARY RUBIN.
DEPUTY SECRETARY SUMMERS

From: Mark McClellan m’v\
\ -+ Deputy Assistant Secretary
’ ‘ - Economic Policy

' I Subject: , ~ Medicare in Social Security Reform
I
: Yesterday, you asked for some background information on the Medicare proposal in the
Social Security reform package. This memo addresses two sets of issues:
b 1. How would the proposal to dedicate some of the unified surplus to the Medicare
| Trust Fund be implemented?

i 2. Should this Medicare financing proposal be accompanied by any other proposals
to reform the Medicare program, or simply a general commitment to work with
Congress and the Medicare Commission toward a bipartisan solution?
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I\IEDICARE IN SOCIAL SECURITY REFORM

Core Proposal: Dedicate 18% of Future Surpluses to Medicare Trust Fund

|

The surpluses would be added to the Medicare Part A Trust Fund, which finances the hospital
insurance (HI) portion of Medicare. Medicare Part B, which includes physician and outpatient
care, is financed by general revenues. Under current OMB projections, this will extend the
solvency of the Part A Trust Fund from 20~10‘;to around 2020.

} .
With the impending release of the Medicare Commission’s report, the proposal will almost
certainly encourage Congressional debate of long-term Medicare reforms this year — leading to
pressure to adopt Medicare program reforms th accompany the additional revenues.

How would this proposal be implemente(i?lé

L ]
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There has been little discussion of the details ibf this question.

There has been no consideration of departing from the current practice of investing this
Trust Fund entirely government specials. One justification for investing the Medicare
Trust Fund differently than the Social'I‘Security Trust Fund might be that the Medicare
surpluses are much smaller and projedted to last less far into the future.

There is no proposal to take the Medlcare Trust Fund “off budget.” As you know, taking
the Social Security Trust Fund off- bu?get was debated and rejected, because this would
have eliminated any on-budget surpluses for the next few years (Table). The Medicare
Trust Fund is projected to operate at about a $5 billion deficit for most of the next five
years, so taking it off-budget would i 1mpr0ve the on-budget surplus, but only slightly.

~ Contmbutlons of the OASDI (Social Secunty) and HI (Medicare Part A) Trnst Funds
to the Pro;ected Unified Surplus

Non-Social Sec.| Total HI Non-Social Sc‘;c.,
Total . Deficit(-)/ Deficit(-)/ | Non-HI Deficit(-)/
FY || Unified Surplus | OASDI Surplus Sglusﬁ! Surplus(+) Surplus(+). |
1998 ]| 70 99 I 29 3 26
1999 54 . 105 —_— -6 -45
2000 61 113 r-52 -4 -48
2001 83 117 i34 -6 -28
2002 148 123 25 0 25
2003 150 129 i 21 -5 26
2004|| 184 135 P49 -9 58
2005 213 147 i 66 -12 78
2006 245 152 .93 -23 116
2007 300 160 L 140 -24 164



There is a “double counting” problem inherent in this proposal, because much of the
projected surplus to be dedicated to the Medicare Trust Fund is generated by surplus in
the Social Security Trust Fund. Presumably the Social Security funds will be invested in
equities or other bonds according to the reform plan; only general revenue surpluses that
are not needed for current Medicare financing would be invested in additional specials.
We are working with NEC on budget scorekeeping rules that avoid “triple counting,” so
that the transfer of unified surplus to the Medicare Trust Fund does not leave the door
open to spending the unified surplus in some other way.

Should the proposal to dedicate a portion of the surplus to Medicare be accompanied by
other Medicare reform proposals (Option 1) or not (Option 2)?

Context for Medicare Proposals

No one, including the Medicare Commission, has developed a long-term Médicarc; ,
reform plan that assures financial solvency through the Baby Boom as well as quality of
care and access to care for the elderly and disabled.

Despite serious technical weaknesses in its staff and slow progress to date, the
Commission is movmg toward a general endorsement of premium support in its March }
report. Under premium support, beneficiaries would choose from a set of approved plans
that met certain standards, and the government would contribute a fixed percentage (up to
a cap) of the premium for the chosen plan. This system is similar to the Federal
Employees’ Health Benefits Plan (FEHBP), and would be supported in principle by most
health policy experts. All of the Commission Republicans plus Chairman Breaux and
Administration appointees Laura Tyson and Stuart Altman are likely to endorse such a
plan, giving it the needed 11 of 17 votes.

The principal alternative to premium support is “rationalization” of the traditional
Medicare program — reforming its benefits but keeping its basic structure. This
alternative is supported by most of the Congressional Democrats on the Commission, and
Administration appointee Bruce Vladeck. It would include the possible short-term

" proposals to “modemize” Medicare similar to those in recent Administration budget

proposals, possibly with the addition of a prescription drug benefit and new limits on
beneficiary out-of-pocket payments. “Modernized” traditional Medicare might be
included as one plan in a premium support system.

Almost any announcement of Medicare reforms might benefit from advance discussion
with some of the Commission members, at least the Administration appointees and
Commission Democrats, to avoid the appearance of circumventing the bipartisan process.
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Option 1: Propose to dedicate additional revenues to Medicare, along with a credible set of
short-term, relatively uncontroversial reforms to shore up Medicare for the next few years.

This year’s budget already includes a number of initiatives to “modernize” the Medicare . -
program, primarily by giving the Health Care Financing Administration the authority to do many
things that private health care payers do now to limit costs and improve quality: selective
contracting with providers for certain specialized services (e.g., mental health, bypass surgery),
preferred prov1der organizations, etc.

Pros

Cons

Congress may be reluctant to commit significant new revenues to Medicare without
program reforms. Republican leaders, including Thomas and Archer, are on record as
opposing the commitment of any additional revenues, at least until reforms to increase
efficiency and control costs in the program are adopted.

Proposing a credible set of short-term reforms would encourage a two-stage
Congressional process on Medicare reform — enact some clear, relatively uncontroversxal
reforms now, to be followed later by more fundamental reforms, when all the kinks have
been worked out. This might avoid bogging down the Social Security reform process. -

Announcing specific reforms could alter the upcoming Medicare debate, by providing a
counterpoint to the Medicare Commission report — which may propose reforms (e.g.,
premium support) not endorsed by the Administration and many Democrats.

Commission Democrats will be sympathetic to proposals to modernize traditional
Medicare, and may welcome the Administration’s precommitment to expected
Commission recommendations for strengthening the program. Some Commission
Republicans and staff members apparently are downplaying the formulation of a credible
proposal to modernize traditional Medicare, because premium support would look better
niext to the current “antiquated” Medicare program. A clear Administration commitment
to shore up traditional Medicare for the next few years could help assure that a serious
proposal to modernize the current program is included in the Commission report. The
question of more fundamental reforms, such as making traditional Medicare one choice in
a premium-support system, could be left open. -

No Medicare reforms are Vcomp]etely uncontroversial. The p’ackage‘of proposals to
modemmize traditional Medicare would probably be opposed by provider groups, and
possibly by Republicans and others because it significantly increases HCFA’s discretion.



Itis possible that Commission Republicans and Chairman Breaux would react negatively
to any specific proposals for Medicare reform on the eve of the Commission report.

Option 2: No specific reform proposals — propose only to dedicate additional revenues to
Medicare to “seed” a bipartisan reform process.

Pros

Cons

Not clear that the Administration needs to get in front of a potentially controversial
Medicare debate. It may be possible to “save Medicare second” through a bipartisan
process, and avoid delaying Social Security reform. A general commitment to working
with Congress and the Commission is sufficient to get credit for raising the issue. .

Medicare Commission will be covering similar ground, and so the specific proposals on
the eve of the Commission’s report may be viewed as disruptive to the bipartisan process.
Commission Chairman Breaux would support this approach, as he would like the
Commission report to be the focal point of Medicare debate this year.

Opens a broad debate that is likely to be influenced primarily by the Commission report.
The debate may bog down or focus on a premium support plan that the Administration
would have difficulty supporting — potentially complicating Social Security reform.
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From : Mark McClellan \NJ\
‘ - Deputy Assistant Secretary:
. Economic Policy

SUBJECT: ‘Briefing for Principals Meeting on Medicare Reform

Thereis a Prmc:pals Meeting on Tuesday afternoon to develop Pnncxpals-level gmdance
on pursuing Medicare reform. The questions to be addressed include:

1. Do we want to reform Medicare in this Administration?

2. If good Medicare reform is a priority, how should we engage with the Medicare
Commission? ‘ '

»

3. If significant engagement to reform Medicare is not desired at this time, how do
we position ourselves on Medicare and/or kill the Commission Report?

i Recommendation:

The answer to #1 is: maybe.

i
I
. Medicare reform is a priority for the President, the Commission may provide some
important political cover to make it easier to engage on this issue, and Senator Breauk

may be able to broker a deal with Republicans that is con51stent with the Admm;stratton ]
. reform priorities. .

i . .
’ . However, the Commission has not yet demonstrated a willingness to accommodate key

reforms desired by the Administration, many Democrats are very nervous about possible
erosion of the Medicare entitlement, and Medicare reform is an extremely complex topic.

" A strategy of “limited engagement” on Medicare reform balances these concerns: -

(1)  No commitment to Administration leadership on Medicare reform at this time — public’
" position continues to be awaiting the Medicare Commission report. :

- (2) Communicate the key principles for Medicare reform to the Commission, and provide
some low-key (but probably critical) technical assistance to the Commission. -



(3) . Continue to reassess prospects for Medicare reform as the Commission refines its v
recommendation and finalizes its report, and as the Congressmnal prospects for Medicare
reform become clearer. ‘

If the Commission’s report is responsive to the Administration’s key concerns, depending on
legislative prospects, it may be possible to engage further on Medicare reform. If the
Commission report or legislative prospects tumn out not to be hospitable, Medicare is cormpliex
enough that it is possible to be “backward leaning” based on our key principles — it is easy to
point out potentially important problems with almost any specific proposal.

The remainder of this memo provides some background for these decisions. It addresses three
topics: '

° * Current status of the Medicare Commission;

*

Development of “Key Principles” for Medicére reform; and,

. Views of key players in Medicare reform. -
i

The Medicare Commission is meeting Tuesday morning, and I will update this memo with any
relevant developments before the Principals’ meeting.

Current Status of Medicare Commission

- Last week, Senator Breaux released the first draft of a “Chairman’s mark™ for the core

Commission’s recommendations for Medicare reform (attached at Tab A). His proposal
included:

. Endorsement of “premium support.” Medicare would pay a percentage of the premium

of approved health plans, up to a cap, much as is done in the Federal Employees Health
Benefit Plan (FEHBP) today.
. ' Many other controversial steps to limiting program costs, analogous to “pain caucus”

proposals in Social Security reform. For example, it recommends raising the eligibility
age to match Social Security increases; eliminating most of the enormous geographic
variation in Medicare spending; and moving much of the funding for teaching hospitals
now contained in the Medicare entitlement to discretionary spending status. All of these
ideas are economically sensible but politically explosive.

. A little general language, widely regarded as inadequate by Democrats, addressing some
 key Democratic priorities. These included: a commitment to retain traditional Medicare
as a choice in the premium-support system; a possible prescription drug benefit; a
- possible mechanism, still to be developed, allowing 65-66 year-olds to buy in to

2
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Medicare; a general commItment biit no specifics, for assuring reasonable access cost,
and quality of care for low-income beneﬁc1anes
° No specific details on an enormous number of key issues for implementing the proposal,
" including such issues as: the size of the Federal commitment; which benefits if any
would be required in the program; what steps would be taken to limit the risk of “adiverse
selection; and whether (and how much) new revenues would be needed.

The absence of more extensive commitments to key Democratic principles has created mistrust
between some Democrats and Breaux. They believe that the proposal is close to the endorsement
of a *“defined contribution” Medicare program modeled on private-sector health insurance that
Co-Chair Bill Thomas and the Republicansprefer, and that it includes only a few nonspecific
commitments to vital Democratic concerns. Some are already criticizing the proposal as bad
reform, and as dissipating the Medicare entitlement itself. The proposal is also technically

unsophisticated in places, whlch further undermmes its credibility as a serious bipartisan reform .

proposal.

Summary: the Breaux proposal needs mueH work in order to address key Democratic conce'ms,
and to comprise a reform plan that holds together enough technically to serve as the basis for
developing reform legislation. ;

Development of Key Administration i’riliciples for Medicare Reform -

A Deputies-level meeting Monday evening discussed the Medicare reform issues that are not

_ adequately addressed in the Breaux draft report. We believe that virtually all Democrats would

agree that the Commission report must endorse the following core principles:

1) Medicare must guarantee a specific set of benefits and limits on cost-sharing for all
beneficiaries regardless of which plan they choose including a meaningful prescription dmg
benefit. The benefits should be defined so as to facilitate choice and competition among plans,
and should preserve a modernized, updated “traditional” Medicare insurance plan as a viable
-option—(Most-would-prefer-that the-Commission-endorse-the proposition-that a typical

beneficiary should not pay more than they do today for the current set of beneﬁts )

2) Medicare requires addmonal financial support, due to population aging and rising health:care
costs.

. 3) Medicare must provide protections for low-income and other vulnerable beneﬁciariee, to

guarantee an adequate level of access to and quality of care.

Laura Tyson and Stuart Altman will raise these issues at the Tuesday moming meeting of the
Commission. ;

i
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In addition to these “minimal” criteria for proceeding, many in the Administration (and the miore

liberal Commission members) have raised other key issues, such as:

«  Opposing an increase in the eligibility age to 67 without a strong commitment to preserve
access to health insurance for lower-income Americans aged 65-66.

o Including a set of reforms to modermize the traditional program, by allowing it to adopt

practices such as selective contracting and utilization review features that are used by
most prxvate health benefit managers today. (This might also include an independent
governing board for the Health Care I“mancuv7 Administration, which would manageithe
traditional Methcare program.) |

° Committing to Federal payment of a2 minimum portion of premium costs, e.g. 75% or
85% of costs or 5% cost growth per year perhaps targeted to employer shares and/or cost
growth in pnvate insurance plans.

o Adoptmg an mcome—re]ated premmn:i system, in which the government would pay a
larger share of costs for lower-income beneficiaries. .

° Assuring continued hospital payments for medical education (now known as DME and
IME) and payments for treating a large share of uninsured patients (now called .
“disproportionate share” or DSH payments), even if these payments are removed from the .
Medicare beréfit and included in general discretionary spending.

. 'Using caution in eliminating or reduéing geographic variation in Medicare costs, so that

-- beneficiaries in mgh-cost areas are not faced with much higher payments toward their

premiums. ‘}
Views « i

3

; i ,
Administration. The POTUS strongly believes that providing additional revenues for Medicare

is the right thing to do; now.that there appears to be bipartisan agreement to committing 62% of .. .. ___

the unified surplus for the next 15 years to Social Security, he wants to highlight the Medicare

- commitment next. He also believes that additional funding and a prescnpuon drug benefit

should be implemented it conjunction with sxgmﬁcant reforms in the program. He is probably
more inclined to push for reform than many key White House advisors, who are more attuned to
the complexity of a legislative agenda that included an issue much more complicated than Scial
Security. Though many senior staff in HHS and HCFA are reluctant, HHS Secretary Shalala is
unlikely to oppose reform. |<
C ongres.s. The more liberal Democrats in Congress, such as Dingell, Waxman, and Kennedy,
are extremely wary of any substantial Medicare reforms such as those contemplated by the

Commission. Some Administration engagef;rlent would probably be essential to bringing them




along with a reform plan. Conservative Democrats, such as Breaux and Kernrey, are trying to
develop a “bipartisan” reform plan that includes the basic premium support features in the
current Breaux proposal. Republicans oenerally favor a premium support or defined:-contribution
system modeled closely on some of the pnvate~sector reforms that have been successful in the
last few years in limiting private expendxmre growth, and would prefer to limit the addmona
number of strings attached. :

Attachment
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DRAFT WORKING DOCUMENT
- Medicare Commissmn
Jaxuary 21, 1999 (62 szm) cx//bresux/wpwin/mark 2
This documegt is guided by thc statute czeaﬁng the Nanonal Bxpamsan

| Commission on the Future of Medicare and is a product of what.we leamed through

}' N mcprocmofﬁleComm;smmsmeeungsandwmkomthepastyear.
: ' Asd:mctedbystmne,theCommwswnmustaddressMedxcs:esﬁnanml

, - " instability and make, recommendations addressing the solvency crisis facing;the.
f program. OnceMedxcarclsonﬁnnaﬁscalfooung,mﬂzstpnontyshouldbeto
} , " roodemize and rationalize Medicare’s benefit package. ‘Using a portion of any budger
" surplus that materializes to share up Medicare can help, but it wen't sclve the problem.
Premium or t2x increases should not be considerad until the Cormmission addresses the
government’s ability to mect its ccnmmnent to find Medicare's current begefit
ckage.
B 1:agOm: of our early wﬂnesses, Robe:t Reischauer, expressed the pmb]ems facmg
. the Medicare program in terms of the four %”s™ insolvency, inadequacy, mefﬁaency
and inequity. In terms of its solvency, there are many indicators of Medicare spending
“and its projected impact on the budget. Fcrexample Medicare will grow ffom 12 .
percent of the federal budget to 28 percent in 2030 under our most optimistic baseline.
| ‘ Me&cmsﬂospmlhsmce(m}tnstfmd, which is funded primarily with payroll
; taxes, will take in less revenue than it pays out in Part A benefits begiming in 2008.
! The program is inadequate insofar as its benefits package does not reflect modern
P notions of comprehensive health care coverage and isn't comparable in scope, quality
and structure to the health benefits generally avatlable to employed persons and their
? " - dependemss. The gystem of govermment- a(ﬁnnnsteredlmcmg causes inefficiencies in
| the way health care services are delivered to seniors and providers bave little incentive
( o provide the most cost-effective care. Lastly, txzc current program is inequitable in.
‘ that there is no geographically uniform or constmnt set of benefits. Ifa beneﬁcaary
! lives in southern Califomia ar Flonda, Medicare ‘will pay for prescription clrugs or

L dental benefits if the person jois ad HMO! ™ If & beneficiary lives in rural Nebraska, he—
o or she gets nothing approaching such benefits. Additionally, beneficiaries who don’t
i : qualify for low-income subsidies or can’t afford supplemental insprance must depend
' ’ - oma program that only covers an estimated 53 percent of their health care costs.
! ' The proposal outlined below, which is based on a premium support model, aims
to modernize Medicare’s benefit design and correct the four “i’s”; It will allow
; beneficiaries 10 combine in an integrated and comprehensxve form all sources of
| ' support for their health care coverage while ensuring that Medicare is more cfficient
f ; and more responsive to beneficiaries needs. It also guarantees low-income protections
so that all beneficiaries have meanmgﬁxl access to quahty health care, incliading the

~1-
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uadxnonal Medicare fee-for-service plan. :
Tthomnnssmmstecommcndanons shnnldbeablucprmtfmCongrasmmact

comprehanszve legzslatxon to ﬁmdammtaﬂy restructure Medicare over the next several

- years. Our nation’s h:ﬂﬂxmedehvuysystmnmcmﬁy evolvmgandngenﬁ:e
uncertainty of long-term health care spending projections and the advances in medical
technology, Medxcare will have to be rensmd at regular intervals.

proposélwouldmodelMedm:eonasystemmttmedaﬁettthederal

. Fmployees Health Benefits Program (FEHBP). This premimm support system:

would allow fc:r a blend of existing governmen? protections and market-based
competition, It would also guamntee financial protection for low-income
beneficiaties.

Medicare's fe&-for—semwpmgmmwﬂlop&ateaspmufﬂnsnewsystemand
HCFA will be given the tools it needs to modernize and compete accordingly:

This proposal will reform the Medigap program to make it more eﬁcient and to

try to minimizs the adverse effects of first dollar coverage.
The eligibility age for Medicare will increase to conform with the eligibility age

' mcreasesche&nedﬁ;rSoaalSecmty Apmposalmallow sentors with

delayed eligibility to participate in Medicare will be established but the exact
details are to be determined. = |

PREMIUM SUPPORT ‘

Administrative Stracture ; | S
A Medicare Board will be established to oversee aad negotiate with pnvatc

plans and the government nun fee-for-service plan and to approve plan service

areas. Thcboardwﬂ!haveamhontym ensure financial and quality standards,
protect against adverse selection, approve benefit packages; negotiate premiums,

- compute payments to plans (including risk and geogmphm adjustment), and

provide mformation to bcneﬁcm-m

Benefits Package !

Plans participating in Medicare would be required to offer a standardized core
benefit package defined in statute (e.g., hospital, surgical, inpatient, etc.).
Participating plans would have seme flexibility on design details (i.e. cost-
sharing, copays) but the Medicare Board would have final spproval. Private
plans participating in premium support will be required to offer benefits at least
equivalent to the package offered in the government-tun fee-for-service plan.
Plans can offer additicnal benefits beyond the core package. Much like the

 negotiations process between pians and OPM in FEHBP, benefits wxll be

Lo
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updﬁed through the anmmal negonanons pmcess between plans and the board.

* The board will be empowered to ensure that all benefits packages do not vary to
the point that they produce ineffective or unfair c.cmpeuuon.

The benefits package in the government-run fee-for-service plan will be
revamped by modemizing cost-sharing and by combining the Parts A and B
deductibles. -One example of a modernized cost-sharing structure would be to
have a combined deductible of $350, charging 20% coinsurance for everything
except hospital and preventive care and charging 10% coinsurance for bome

beatth.

|
| €. CALCULATING MEDICARE'S PREMIUM
| The govermment-run fie-for-service plan will bid naticnally bssed on its actuzl
' and projected-claims costs. Other plans can choose to bid nationally, regionally
or in local areas. ThﬁBoaaneuldmeethedmgnanon of scrvice areas to
| ensure access in areas that would otherwise have limited plan availability.
S Under an FEHBP system, total Medicare premiums for plans in a given area
| . will be based on a nstional schedule similar to that used in the FEHBP system.
;’ Theovemﬁcostofplamwﬂlbebmad&mcﬂyonthenbxdsmdthe
P negotiations process with the Medicare Board. |
, a)  Government’s Contribution:
e The govemment's contribution will be based on a percentage of the nations]
weighted average premium.  Based on the cost of the benefits package, the
goverpment’s  contribution will be capped at some point so that beneficiaries pay
the incremental costs of choosing more expensive plaps, .
° The govermment's coutribution s it is made to the plan that the beneficiary
, chooseswﬂlbcadjustedforhcalﬂanskanﬂolherﬁm
b)  Beneficiary’s’ Contribution
‘ . Thebeneﬁua:y’swnmbunanmﬂbebasedonﬁmwstoftheplauchosenmth
j beneficiaries paying a minimum percentage of the prmums based on their
" 77T inoame—The goveroment cantribution wilk stop incressing and bepeficiaries will
: ~ pay the full incremental costs for plans above a certain threshold (€. 100% of—
’ ‘ the cost of average plan). Both the beneficiary and government contribution
| - toward the cost of the average plan will rise and fall in the same propemon as A\
the cost of that plan changes from year fo year. 7 ook
. Higher-income Medicare beneficiaries should be required to pay a larger share { @
of their Medicare premiums than moderate and low-income beneficiaries. ‘
Income-related prcmmms will apply to both private plans and the governraent-
L - run feefor-service option. For example, low-income beneficiaries could
| contribute 10 percent of the premium with h:ghepmcome beneficiaries
f' .

contributing up to 25 percent of the premium.
. Premium support subsidies should be sufﬁmcnt to ensure d:at low-mcome

' , 3.
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beneficiaries have accesstonecmyhmlth services and have amcanmgful
choice of plan options. The revenuc generated by income-relating the premium
for npper-mcnmc beneficiaries will be primarily dedicated to subsidizing
premiums for low-income bepeficiaries. The first focus should be to enroll
beneficiaries who are cmrenﬂy eligible for QMB and SLMB but whn are not

enrolled. - -

MODERNIZING MEDICARE FEE-FOR-SERVICE

The traditional govemment-nm fee-for-service plan will be preserved and =~
inrproved so that it can compete with private plans and to ensure that it remains
a viable, affordable option for all beneficiavies. In accordance with -
Congressmnal and Board oversight and approval, the government-nun plan will
have flexibility to modify its payments rates and ifs arrangements with
contractors &s well as offering benefit enhancements if they are ﬁnanciauy
feasible in a competitive environment.

The govermment-run fee-for-service plan will have aptemnmjustiike&c
pnvateplanspaxucxpanngmapmnnnsupponsystem. To enable the -
government-ryn fee-for-sexvice plan to compete with private plans in a premium
support system, HCFA would be given management toals adopwdbyrhepmatc
sector. These reforms mclnde things such as enhanced demopstration authority,
flexible pnrchasmg authority, competitive bidding, negotiated pricing az:thnmy
selective oonmmg and prefened provider arrangements,

MEDIGAP REFORM

In ordm' to keep &e-fur-ssemce costs affordable, Medigap should be reformied to

mmnmzctheeﬁ'ectsofﬁm-doﬂarcovmgconuuhmonandsothatmepnce
of Medigap policies reflect their true cost.

- — .

MISCELLANEOUS e L

Mcdu:ams elwgfuﬂxtyagawﬂlbegaduanymmasedtomatchthc Som.l
Security retirement age. It is also recommended that Social Security and
Medicare be reformed in conjumction with each other because of the interrelated
offects of these programs on the retirement security of older Americans.

A proposal to allow sepiors with delayed eligibility to participate in Medicare
will be established but the exact details are to be determined.

Graduate Medical Education: Payments for Direct Medical Education (DME)
would be carved out of the Medicare program--financed and distributed
independent of a premium support system. The Commission assumes that

4



http:mangc:meD.ts

-

e - -
—— e
e .

Rl

O

01/22/83 09:42 Fax

e e e e [@oos 007

federal support for DME would conhnu: {hmughm&xeramandatoryor
discretionary appropriations program. Sice the fimding source would shift
ﬁ:omﬂwlﬂpzymﬂtaxmgenaalrevennc,meCummzssmnbehevesﬂmns
appropriate t0 includs institutions not currently eligible for Medicare GME
support that conduct approved residency programs, such as free-standing
children’s hospitals. Sixilarly, the long-term solution for indirect medical
education (IME) may involve a carve-out from Medicare. For now, however,
the Commission believes that the Medzcam program should continue to pay for
differences in costs between teaching and pon-teaching hospitals through the
indirect medical education (IME) adgnsmzent. However, the Commission

mcognxzcstbatthelm!oftbeMedxemMadjnsunen:mayneedtobe

aligned gradually over several years with what analyses show is the actnal
statistical difference between teaching and. non-teaching hospital costs. The
Commission believes that Disproportionate-Share Hospital (DSH) payments and
other subsidies within the Medicare program should be revisited to ensuxe that
Medicare’s support is reasonasble and appropriats, The Commission notes that
ﬂ:%esubmdxescouldbccarvedoutofthchiedxcampmgmm and fimanced -
-through 2 mandstory or discretionary appropriation program. However, the
Coramjssion recognizes that any changes in federal support shonld continue to
recognize the additional cosﬁtohosp'mls oftrmﬁnglargenumbexs of S
ﬁcw-mccme individuals. ‘

REVENUE AND FINANCING

Thepnmarysonrceofmcomemtheﬂospmllnsurance(m)mmﬁmdxstbc
payroll tax. The 2.9 percent tax on all camied income accounts for 88,3 percent

- of the total $121.1 billion in income in 1996. Additional income sources

include pxemmms paid by volmntary enroBees, government credits, interest on
Pederal securities, and taxation of 2 portion of Social Security benefits,

- The Supplementary Medical Insurance (SM) trust fimd is financed from ‘
premiums paid by the users of Part B and from genersl revenues. Whenthe — - - .

. program first weat into effect in July 1966, the PmBmcnthlypmmnwasset

at-a level to finance onc-half of Part B program costs. Premiums over time
dropped to 25% of program costs because Part B costs increased much faster

ﬁ:anthcmﬂauoncompumnantha:musedmcom;mtethcupwmdpremm
adjustment.

" 'Under current law, the proporuon of financing sources are expected to change

over time, with the porticn represented by payroll taxes decreasing and the
portion represented by general revenue increasing. By 2030, premiums and
payroll taxes are expected to fund only 31-35 percent of Medicaze’s
expenditures compared to 63 percent in 199’7 In 2030, 64-70 percent of
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Medicare will be finded through general revenue (or other fumding) as
comgaredwappmmztelyzspacentmmm
. ThechangespmposedmﬂnsdocmnentmmdedmpmMe&monm
, ﬁnmadfoohngbycrwbngmxgs@emcomnnon,cﬁcmcyandother
=‘ factors, and by slowing the growth in Mcdicare spending. In addition, these
o mfmmswﬂlmﬂthcdxmoﬁamgabmcﬁtpukageﬂmxﬁmm
D comparable tb health care benefits 6ifered in the private sector and will enhance
N ourabﬂ:tytosmdbymnwmmmnmtmtoday’sandﬁmmbeneﬁcmcs
S Bvenzfpm;ecmdbudge:smpluswma:mahze without these changes,
N significantly greater revenues and/or beneficiary sactifices will be required in
‘ mefummdbeneﬁmmmwmnotmvemegeamﬂvﬂnefm&emml
hcalthdonaxsspentcnthmbebali

VL AREAS THAT NEED RESOLUTION |

o . DRUGS~open issuc-Democrats are cxpluung ways to include an aﬁ‘&dahle
] ' drug benefit in Medicare's fee-for-service program. :

. Changes to provider pnymurts
VIL ALTERNATIVE DESIGN OPTIONS

The following are examples of elemenis of a premium support system that ¢ould
~ be changed to arrive at a different model than the one described above,

. National ys. Regional Bidding: Under a pational bidding structure, a geographic
adjuster is necessary to create a fair and equitable system. Ageograph:
adjuster would also address the fact that Medicare spending varies by a factor of
mcxaﬂmnﬂmeacmssrcgmnswnhseemmglysxmﬂarpapulanonsandwr&\no
demonstrable differences in health outcomes. Under 2 national schedule,

straightforward and fair way. Beneficiaries in national plans would pay the same -

geographic adjuster wonld not be required but some provision would haveito be
made to allow fair competition between local and national plans such as fee-for-
service and to.prevent regional inequities in beneficiary premiums.

. Beuefits Package: Plans would be required to offer and compete on a core
benefits package. Unlike the model described above, additional benefits uould
only be offered in a supplemental plan that wonld have to be sold and marketed
separately from the core package. This ensure that plans compete on the
basis of cost and quality, not on the basis of the benefits offered.
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8 MEMORANDUM FOR SECRETARY RUBIN
DEPUTY SECRETARY SUMMERS

FROM:  Mark McClellan - NIA_
Deputy Assistant Secretary
for Economic Policy

SUBJECT: Principals Meeting on Medicare 2/2/99

o Today’s Principals Meeting on Medicare is likely to cover three topics: getting
agreement on Administration principles for Medicare reform; reviewing a “basic” Administration
reform plan; and some other proposals for more substantial Medicare reform. This memo briefly
reviews the issues likely to arise in each topic, and the three attachments provide more detailed
background and critiques.

1. Getting agreement on Administration principles for Medicare reform

: - Key features: The four principles are broad and generally uncontroversial. A draft of the
: J " prnciples is at Tab A. ‘ :

Issues:

. One of the draft principles states that Medicare should “guarantee an adequate, defined
b " benefits package.” This is meant to require that all of the health plans that might be

i offered in reformed Medicare would have to provide a specified minimum set of benefits
o (coverage of hospital services, drugs, etc.). But it could be misinterpreted as committing
o the Administration to retaining Medicare as a “defined benefit” program, and thus ruling
; out “premium support” and other major reforms in paying health plans that have been

- proposed. We have urged that the principle say something like “guarantee an adequate,
S specified benefits package” or “guarantee an adequate, defined set of benefits” to avoid
. this confusion. If the problematic language remains at the Principals meeting, you might
: point out the likely confusion with a commitment to “defined benefits’ health insurance.

. ‘We would prefer keeping the principles general, much like the Social Security principles.
Some have argued for including a number of specific commitments to retaining or
improving the current Medicare insurance program into the text of the principles. We are

' not necessarily opposed to any of these specifics, but they may limit our flexibility in the
reform debate later, and so where possible we should try to avoid them. '

‘ °. Our principles commit only to eﬁctcnding Medicare Part A Trust Fund solvency to at'least
o 2020, which seems modest. However, there is bipartisan recognition that a complete fix



of Medicare’s solvency problems is much harder than for Social Security, there has been
little recent discussion even in the Medicare Commission about stronger action on -
solvency, and no plans have been proposed in the Commission meetings or elsewhere .
that extend $olvency substantially.. (The problem is that there is no acceptable proposal

 that will clearly reduce the rate of medical spending growth.) Thus, this relatively limited
solvency extension is probably acceptable. V

2. A “basic” Administration reform plan

Key features: The basic plan pays for a significant, but modest, drug benefit (as the President/has
proposed) through extending reductions in payments to health care providers contained in the
Balanced Budget Act beyond 2002, when the BBA provisions expire. Thus, with the President’s
commitment of part of the surplus, the Medicare Part A Trust Fund would remain solvent to

“around 2020. Details on the “basic” plan are at Tab B

Issues: The BBA payment reductions are extremely uhpopular with provider groups, but
essentially all of the proposals in this package except the drug benefit have been included in cur

" budget proposals, and so there is no reason to oppose this “basic” plan. However, like the

economists appointed by the Administration to the Medicare Commission, we should argue that
this plan is not substantial Medicare reform and will do little to improve the efficiency or long-
term adequacy of the program. Thus, we need to consider more fundamental reforms such as'
those descnbed below carefully and actively.

3. Some fundamental Medicare reform issues

Key features: All of these more fundamental reforms and others are under consideration by the
Commission, or have been included in the draft Commission plan for “premium support”
Medicare being developcd by Senator Breaux. We briefly describe them at Tab C.

Issues: A]I of these proposals raise important concerns but they all have merit in addressing;
major problems of efficiency, equity, and solvency in the current Medicare program. We should
encourage further development of proposals that the Administration could support in all of these
areas, especially premium support, and we should provide much more active assistance and
guidance to our Commission appointees on these and other issues under consideration by the
Commission. (Commissioners Laura Tyson and Stuart Altman in particular have asked us for
some technical assistance on understanding the issues raised by these proposals, but so far we
have not received clearance to provide it.)

Attachments




"Tab A: Draft Administration Principles for Medicare Reform

Dedicate surplus to secure Medicare until 2020.

Guarantee defined benefits [defined set of benéﬁts] without excessive new costs to
beneficiaries. : :

Modernize Medicare and make it more competitive.

Use savings from reform to help fund a preséription drug benefit.




Tab ]B:b “Basic” Administration Reform Plan

The goal of this plan is to provide a prescription drug benefit in Medicare while still

- extending Part A Trust Fund solvency to 2020. (Since the drug benefit would not itself be

financed out of the trust fund, the goal is to find offsetting savings, so that total program c0<:ts do
not increase.) The major features of the plan are:

.

A limited, but sigm'ﬁcant, prescription drug benefit: To limit costs, the drug benefit
would be a capped benefit similar to that currently held by about half of Medicare
beneficiaries, either through their employer’s retiree health insurance, an individual
policy, or other sources. Enrollment would be voluntary and beneficiaries would pay a
significant share of the premium, probably 50%. The benefit might include a $250
deductible, reasonable copayments, and an annual limit on total benefits of $1,000-1,250,
and premiums would cover half of the program’s costs. HHS actuaries estimate that.the
50% subsidy would be sufficient to get virtually all beneficiaries to enroll, and that the
drug benefit would cost Medicare about $40 billion over 5 years and $110 billion over -
10. There would be some offsetting savings in reduced outlays for Medicaid and reduced
tax expenditures on retiree health insurance premiums —~ but also some “crowd-out” of -
private payments for prescription drug insurance. '

FExtension of cuts in provider payments imposed in the Balanced Budget Act. These
reductions would pay for the drug benefit, and were included in our FY2000 budget.
They primarily involve lowering the rate of allowed cost increases, and they have saved-
money both by lowering costs and reducing the base for future updates. Accordingto ...
HHS, extending BBA provisions (which currently expire in 2002) to 2007 would save -
$63 billion over the next 10 years, and would reduce the 75-year actuarial deficit from -
2.1% of payroll to 1.9%. Such across-the-board reductions tend not to be efficient or well
targeted, however, and can threaten the quality of care or lead to cost-shifting. (The E}BA
provisions were enacted as one-time reductions to bring Medicare cost growth back in
line with the private sector.) Even strong supporters of the extensions agree that the
reductions in payment growth cannot be continued indefinitely, and proposing their
continuation even for 10 years would lead to even greater opposition from provider
groups than they have voiced about BBA to date.

Additional flexibility to. let Medicare adopt private-sector innovations. These give HCFA
the discretionary authority, as private managed-care insurers have done, to move away
from the current systern of administered prices for all willing providers. For example, the

_proposed authority would allow competitive bidding for medical supplies, preferred

provider arrangements (whereby beneficiaries are steered to lower-cost providers), and
selective contracts with high-volume providers for elective surgical procedures. No
savings estimates are available, because it is difficult to predict how much the
government would be able to achieve private-sector savings. In addition, especially in

. areas where few private plans compete with standard Medicare, the discretionary

authority could lead to problems of access to care and low quality.



o Rationalization of Medicare’s cost-sharing. The traditional Medicare insurance package
today has an outdated patchwork of deductibles and copayment rates, and no out-of-
pocket cap in the event of catastrophic medical expenditures. As a result, most
beneficiaries purchase “Medigap” or secondary insurance plans to fill in some of these
out-of-pocket payments, and some beneficiaries face catastrophic out-of-pocket costs.
This proposal would rationalize the current system, for example by combining the hi gh
deductible for hospital admissions (about $800 per quarter) with the low deductible for
outpatient and physician services ($100 per year) into one reasonable combined *
deductible of about $350. Some copayments would also be imposed on services that are
free to beneficia22ries. now, in particular home health care visits. Caps on total out-of-
pocket payments are being considered, but these are more costly and would mostly
2amount to a transfer from hospitals (who have to take losses on catastrophic cases as bad
debt now, and thus spread their costs over-all payers). Restrictions on Medigap coverage
in conjunction with these reforms are also being considered. Rationalization is a godd
idea. But at best it will be budget-neutral and it will not help cover the costs of the drug
benefit.

Though the Administration has already endorsed all of these ideas, none of them amount to the
fundamental Medicare reforms that most health economists and other experts believe are ne¢ded
to improve the efficiency and long-term adequacy of the program. Moreover, it may be dlfﬁcult
to implement or even publicly support further reductions in provider payment of the magnitude
required to finance the drug benefit. Thus, while this proposal is an important first step or
fallback position on reform, we would like to explore whether the Administration could support
more significant reform options.



Tab C: Some Fun-dame‘ntal Reform Issues

The meeting may also discuss more fundamental reforms in the Medicare program that
are under consideration by the Medicare Commission: adopting a “premium support” system,
implementing income-related Medicare premiums, raising the eligibility age, and carving out'
supplemental payments to teaching hospitals and hospitals that treat large shares of poor patients
so that they are financed by general revenues rather than the Part A Trust Fund. There are
important problems with all of these proposed reforms; however, our view is that (with the
possible exception of proposals to carve out payments to hospitals they are all worth further
consideration and internal development. Little internal review has occurred to date. We also,
need to provide more technical assistance and guidance to our Commission appointees on these
and other fundamental reform issues. The likely swing votes on the Commission — Laura Tyson
and Stuart Altman — are sympathetic to all of the major proposals listed below, and have asked us
for help in considering them. This note reviews the proposals and provides examples of
approaches to address key problems with each of them.

Premium Support Medicare

This is the centerpiece of reform that Chairman Breaux is trying to get the Commission to
adopt. Under premium support, the government would pay for a large portion of the premium of
a set of approved private health plan options or traditional Medicare insurance, up to a cap. This
system is much like that used for health insurance choices by Federal employees in the Federal
Employees Health Benefits Plan (FEHBP). As currently formulated, it is likely that beneficiaries
would generally spend up to the capped level of premium support, and wealthier and/or sicker
beneficiaries would probably pay more for more generous plans.

Problems with the current Breaux proposal arise from its vagueness on key details of
reform — what would be included in a “floor” package of minimum benefits that plans would
have to offer, how low-income beneficiaries and beneficiaries with chronic illnesses would be
protected against potentially higher out-of-pocket costs or lower quality of care, whether
traditional Medicare would be “modemized” so as to be able to compete on a level playing field
with the private plans (see Tab B), how government payments would increase if health care ¢osts
rose, etc. In addition, since the level of support in the current Breaux plan is equivalent to the
current level of support in Medicare (he would not get any Democratic support if it was lower),

_the plan is not likely to be “scored” as providing any budgetary savings. Despite these unresolved

issues, almost all health economists and other experts agree that changing to premium support
would fundamentally improve the efficiency of the program. Thus, it is important to work ot
solutions to the key problems.

How could the Administration’s concerns be addressed? Concerns about Beneficiari-fes

-not receiving adequate benefits, or having too many choices of benefits, could be addressed by

restricting the variation in benefits that can be offered and specifying a minimum benefit package
that all plans must provide. (This is done in FEHBP today.) Concems about high premium costs
or low quality of care can be addressed by “risk-adjusting™ government payments to plans to

account for expected differences in health costs. Concerns about traditional Medicare being able




to compete with private pl2ans on a “level playing field” can be addressed by allowing HCFA
(which would continue to run the traditional plan) to have greater flexibility in managing the
program (see Tab B on modernizing traditional Medicare).

Income-Related Medicare Premiums

Currently all enrollees pay the same premium for Medicare Part B, which amounts to
around 12% of total Medicare costs. The draft Breaux plan would make higher-income
beneﬁmanes pay a larger share of their premium support. A similar proposal we examined list
year was estimated to generate $6-8 billion per year in additional premiums. Its impact is hnnted
by the fact that only a small fraction of the elderly meet reasonable definitions of “rich” (for

- example, the Breaux plan would impose the higher premiums on couples with incomes over

$50,000 and singles over $40,000, who comprise less than 10 percent of Medicare beneficiaries).
Moreover, many wealthy beneficiaries have low current incomes, and it would be difficult for the
IRS or another agency to verify incomes for purposes of determining the premium. In addition,
taking away too much of the subsidy for wealthy beneficiaries raises concerns about making

' Medicare look like welfare, and about generating opposition to reform from wealthy seniors such

as led to the repeal of the 1988 Medicare Catastrophic Coverage Act.

How could the Administration’s concerns be addressed? One approach might be to tie
Medicare premiums to beneficiaries’ PIA in Social Security. This is a good measure of
permanent income, and avoids the problems of verifying current income. In addition, because
beneficiaries with higher lifetime incomes live longer (and tend to consume more costly mecllcal
services), there is a sound policy argument for making premiums rise with lifetime income.

* Increase Medicare EI:gtbdzty Age Jrom 65 to 67

The draft Breaux plan proposes increasing the Medicare ehglblhty age in parallel with the
scheduled increases in the Social Security eligibility age from 65 to 67 over 24 years. This
proposal would have a modest impact on Trust Fund solvency (younger beneficiaries have
relatively low health care costs) and would also encourage beneficiaries with employer-provided
health insurance to delay retirement. Eligibility for Medicare through Disability Insurance would
not be affected. The Administration has been “skeptical” of proposals to raise the eligibility age
because of concerns about increasing uninsurance among Americans approaching Medicare
eligibility. This year’s budget again includes a proposal for a Medicare buy-in (w1thout mu¢h or
any subsidy) for Americans aged 62-64 to address this problem.

How could the Administration’s concerns be addressed? A reasonable compromise‘
might be to support an increase in the eligibility age if coupled with a new “early” eligibility age

~ at 62 or 65. Beneficiaries who opt for early Medicare could either be given no additional

subsidies, or smaller subsidies. For example, just like Social Security payments are actuarially
reduced for those who take early eligibility, Medicare premium support could be reduced as well.
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' Remove or Reduce Medicare Part A Payments to Teaching Hospitals for Ti raiﬁing Doctors

Today, Medicare hospital payments under Part A include supplements for teaching

, hospitals;: Direct Medical Expenditures (DME) payments are intended to cover part of the costs

of residents’ salaries and other direct costs of teaching ($2-3B/year), and Indirect Medical «
Expenditures (IME) payments are intended to cover part of the extra costs of treating patients in

‘teaching hospitals (around $5B/year). The Breaux plan would shift DME payments from Part A

to the discretionary budget, and contemplates reductions in IME payments.

Shifting these programs to general revenues would improve Trust Fund solvency by
about one year in the near term, more if adopted in conjunction with the other proposals that
extend it to 2020. The change would also provide an opportunity to reform these payments
further; they are probably allocated to hospitals inefficiently. However, the payments provide:
significant additional financing for teaching hospitals, which not only provide education but zlso
treat more difficult cases, and (often) large shares of uninsured patients. Making these payments
discretionary would probably lead to larger reductions over time. It is unclear whether there is
strong opposition in other parts of the Administration to this proposal, though it would obviously
be strongly opposed by teaching hospitals, who would note that GME payments have already '
been “reformed” and reduced substantially in recent years. A

Remove Supplemental Payments to Hospztals Treatzng Large Shares of Unmsured amf
- Underinsured Patzents '

Today, Medicare hospital payments under Part A include around $5B in supplements;for
hospitals that treat an unusually large share of Medicaid patients, which generally means that
they treat a large share of uninsured or otherwise unprofitable patients. Though it is not part of
the latest draft of the Breaux plan, some have proposed carving out these supplemental payments.
from Part A and moving them to the discretionary budget. It would extend Trust Fund solvenicy
by around a year or so, and would provide an opportunity to reform the hospital payments in;this
program so that they could be better targeted to policy goals. However, this proposal raises some -
important concerris about reducing an important source of financing for hospitals that treat many
poor Medicare and non-Medicare patients.
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DEPARTMENT OF THE TREASURY INFORMATION

WASHINGTON

March 16, 1999

MEMORANDUM FOR THE SECRETARY AND DEPUTY SECRETARY

. { FROM: Mark McClellan (Deputy Assistant Secretary, Economic Pcdicy)Wi(i

SUBJECT: President’s Annonncement on Medicare Commission and Medicare Refoujrm

f You are likely to get questions about the Administration’s plans for Medicare reform and
‘ Medicare financing in any upcoming meetings about debt reduction and the surplus.

- Presidential Annonncement: This afternoon, the President announced that he will propose a
Medicare reform plan and hopes to accomplish Medicare reform this year. He praised Breaux for
his efforts with the Medicare Commission, but criticized specifics of Breaux’s plan — including
its lack of key details in the premium support proposal, the absence of a financing plan, the
proposed. increase in the eligibility age without a subsidized buy-in, and the lack of a meaningful
drug benefit. The statement specifically does not criticize the concept of premlum support, or
rule it in or out as part of the President’s upcommg proposal. A copy of the Whltc House talking
points for this announcement is at Tab A. ,

' Commission'Wrapup: The Commission is holding its final meeting this evening. Senator »‘

: Breaux will get 10 votes for his proposal (8 Republicans, Kerrey-NE, and Breaux) — one shoit of
. - the 11-vote supermajority required for a formal Commission recommendation despite last-ditch

- negotiations today. Administration appointees Laura Tyson and Stuart Altman endorsed the.

ideas of competition and choice in the "premium support” concept, and to praise Senator Breaux

for his efforts. But they also cited strong concerns about key details -- including the drug benefit

o and the need for a responsible financing plan that includes transfers from the budget surplus = as

. the reasons for withholding their votes. Breaux and Thomas have said that they will introduce

legislation based on the Breaux proposal. A brief synopsis of the Breaux proposal is at Tab B.

Laura Tyson’s draft statement is attached at Tab C.

Congressional Developments: The White House discussed the President’s announcement with
the Democratic leadership today. Sen. Daschle stressed not attacking Breaux but focusing on the
problems with his plan. Commission members Dingell and McDermott are issuing statemerits
that are uniformly critical of the Commission process and the Breaux-Thomas plan, attacking it
as the Republican “voucher” program all over again. Chris Jennings and Larry Stein briefed
Senate Finance Democratic staff this afternoon; the briefing had been scheduled previously to
review the Administration’s financing plan for Medicare, but most of the discussion centered on

; the President’s announcement. The main concerns were about the timing of the President’s plan
e — Jennings was not specific, but the President did commit to achieving Medicare reform thlS’ year
! ' — and about whether it would include “real” reforms like premium support — Jennings said the
details of the plan had not yet been determined, and would reflect consultation with members.

| Attachments
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BREAUX-THOMAS MEDICARE REFORM PROPOSAL

Senator Breaux has made a constructive contribution toward addressing the challenges facing
Medicare. After more than a year of work, the Medicare Commission has helped to focus long-overdue
attention on the need to modernize the program and prepare it for retirement of the baby boom generation.
Some of its recommendations should be seriously considered by the Congress. The President wants to thank
Senator Breaux, Congressman Thomas and all the members of the Commission, particularly his appointees
(Laura Tyscn, Stuart Altman, Bruce Viadeck and Tony Watson), for all their hard work.

The Breaux-Thomas plan, however, falls short in a number of key areas and therefore the President
cannot support it. In January, the Presidént outlined the principles that he would use to evaluate the
Coramission’s work product. This plan does not appear to include elements that are essential to
strengtheniug Medicare and better preparing it for the twenty-first centmy. In particular, the plan:

»  Does not provide necessary new revenues for Medicare and passes np an historic opportunity to
dedicate 15 percent of the surplus to the program. Every independent Medicare expert agrees that
the program cannot provide the baby boom generation with Medicare benefits without substantial new -
revenue. Unfortunately, the Breaux-Thomas plan does not provide these new revenues. Instcad it
recoramends waiting to act until Medicare’s solvency is at risk. But waiting will make the problem
harder to solve and shift more of the burden to our children. This is why the President proposed to’
dedicate part of the surplus to Mechcare 1mmed1ately, to save some of today’s prosperity for
tomorrow’s needs.

»  Increases Medicare eligibility age without a policy to protect against large increases in the '
numbers of the uninsured. As you know, the President is deeply concerned about the increase inthe
uninsured population, particularly among older Americans. That is why he proposed allowing some

‘ people ages 55 to 65 to buy into Medicare. These problems will only get worse under a proposal that -
. postpones Medicare eligibility without providing premium assistance for alternative health coverage. -

«  Proposes a premium support model that could adversely affect preminms for the traditio; nal
Medicare program. The President is committed to adding competition and private sector approachcs
to the Medicare program, but will not risk harming the existing program or its beneficiaries. Sénator
Breaux's premium support model has the potential to increase premiums for the traditional Me dicare

. program and, as such, make it more difficult to access. The President cannot support th:s premxum
support concept until these and other fundamental quwtmns are adequately answcrcd

) Provides inadequate coverage of prescription drugs. While the President recognizes Senator
Breaux’s leadership in acknowledging the need for prescription drug coverage, the Breaux-Thomas
proposal does not provide an accessible, affordable option for all beneficiaries. Most respected health
economists agree that the current system’s patchwork coverage of prescription drugs is highly
inefficient and expenswe Senator Breaux’s proposal goes part of the way but not far enough to reform
this system.

The President will build on the Commission’s work and develop and propose a plan that can go the
next step in attracting even greater consensus. He has instructed his health care advisors to take!the best
ideas from the Breaux-Thomas plan, from mermbers of the Commission not voting for its plan, and from
other members of Congress to craft a proposal that can receive bipartisan support and truly prepare/Medicare
for its future challenges. Medicare is not and should not become a partisan, political issue and the President
is determined to work across party lines to strengthen and improve the program this year.



SUMMARY OF THE BREAUX-THOMAS MEDICARE PLAN
March 15, 1999

Benefits:

 Standard benefits: Maintains the guarantee of current benefits for fee-for-service
Requires private plans to guarantee the basic benefits, but allows variable cost sharing

* Prescription drugs: Must be offered by Medicare fee-for-service, private managed care plans,
and Medigap. It does not appear that there is a minimum benefit that must be covered. The
~ drug benefit could not be offered by itself (except in Medigap). Instead, plans would have to
package drug coverage with stop-loss coverage in the same "high option." This could add
considerably to the cost of this high option, making it less likely that beneficiaries could
afford prescription drugs. It could also cause risk selection, since beneficiaries with high
health care cost will be most interested in the stop-loss coverage.

Subsidies would only be available for beneficiaries with income below 135 percent of
poverty through a grant to Medicaid to cover 100 percent of the costs of such coverage. It
appears that beneficiaries only get this assistance if they enroll in private plans whose ..
premiums are 85 percent below the weighted average plan:

« Cost sharing: Medicare’s $768 Part A deductible and $100 Part B deductible would be.
combined into a single $400 deductible (note: the budget neutral combined deductible is
$340). Preventive cost sharing would be eliminated, as would the cost sharing for
hospitalization. A new, unlimited 10 percent coinsurance would be applied to home health
and lab services. Medicaid coverage of cost sharing would be expanded from 100 to 135
percent of poverty. There would be no Medigap prohibitions on coverage of the deductible.

« Additional benefit flexibility: Private plans (not the Medicare fee-for-service plan) could
offer additional benefits beyond the core package, subject Board approval and a dollar limit.
(up to 10 percent of the base package including drugs). Although the costs of these extra
benefits would not be included in the weighted average premium calculation, the proposal

__does not preclude plans from getting government payments for these benefits if they can offer
the entire package for below average. The same holds true for prescription drug coverage.

Premium support: Under the plan, beneficiaries would pay no premium if they chose a plian
with a premium below 85 percent of the national average; up to 12 percent for premiums up to
the national average, and all of the additional costs of a plan whose premium is above the
national average. Supplemental benefits would not be included in the national average, nor
would special payments (e.g., medical education costs) be included in the fee-for-service
premium. Private plans as well as fee-for-service would only be able to fund services from the
beneficiary and government contribution -- the fee-for-service spending would be capped by
these payments. '

» Risk adjustment: Not clear whether and when payments would be adjusted for the health of
the beneficiaries. One section states that the Board would use its power to prevent adverse
selection "until the risk adjuster was proven over time." This implies it would be phased in.



«  (Geographic adjustment: There is no mention of how, if at all, payments will be adjusted for
local price differences. This suggests that beneficiaries in high-cost areas could pay mor¢ for
private plans (and in low-cost areas pay less), even though the fee-for-service premium 1 : set

nationally.

« Rural adjustment: In areas with no private plans, the beneficiary premium would be limited
to the lower of 12 percent of the weighted average or 12 percent of the fee-for-service
premium. It is not clear what would happen in areas with one plan or a few plans with
limited capacity. This option creates the inequity of neighbors paying different premiums for
the same fee-for-service depending on whether or not they have a private plan option.

Fee-for-service efficiencies: The plan suggests that it would adopt the modernization proposals
included in previous versions, but that the Board would oversee this flexibility to assure that|the
government plan does not distort local markets. The BBA extenders or comparable savings are’
included.

Financing direct medical education outside of Medicare: This program would be shifted out
of Medicare and into a mandatory or discretionary program. Although included in the
Commission’s savings, it does not produce Federal budget savings -- similar to the home health
shift in 1997 that the Commission criticizes in its financing section.

Raising the age eligibility: The plan would raise eligibility age for Medicare from 65 to 67 on

* the same schedule as the Social Security change. It would not conform its original age eligil nhty
to Social Security’s 62 years old. Nor would it offer a subsidized buy-in for Medicare -- whlch is
the least that would be needed to prevent a large increase in the uninsured. Instead, it suggests
that it would explore some option for people with activity of daily living limitations.

No income-related premium: This proposal, which was in the previous versions of the plan, has
been dropped.

Medicare Board: A new Board, exempt from executive branch rules, would be given a broad
range of powers including enforcing financial and quality standards, approving benefits pacllages
and rates. deciding on service areas, and compute payments to plans. It appears that it has some
authority over Medicare fee-for-service as well as private plans.

Long-term care: A new element of the plan is a short description of long-term care. It states
that it should not be covered by Medicare and should be studied.

Financing: No specific proposal for increasing revenues for Medicare is included. Instead,the
plan suggests that when there is a solvency crisis, the Trustees will tell Congress. Congress will
then have to pass a law to add new revenues or increase beneficiary premiums. The plan
combines the Parts A and B trust funds. The general revenue contribution appears to be the
amount of general revenues in Part B in 2000 inflated by program growth. The new measure of
"insolvency" would be whether general revenues accounts for 40 percent or more of total
spending; this would trigger the Congressional debate



LAURA TYSON DRAFT STATEMENT ON MEDICARE COMMISSION

Our Commission was assigned a very difficult but crucial task: to develop specific

* consensus recommendations for guiding the future of Medicare. This is arguably the largest and-
most challenging long-term financing and policy problem facing the Federal Government. Even
though the Commission has fallen short of fully achieving this goal, its members deserve praiise

for engaging in serious, frank debate that has moved us closer to it — particularly Senator Breaux,
who has demonstrated great patience and leadership throughout the year-long process. '

A key part of Senator Breaux’s proposal — increasing competition and choice in Medicare
— must be part of any serious long-term proposal for reform. Beneficiaries will gain, because
they will get more value from the dollars spent in the program. And most experts believe that .
greater competition will also lead to long-term savings. But the proposal is lacking in key details .
and safeguards, so that it is not clear that it will achieve the important benefits that more effective
competition and choice should bring to Medicare. In particular, it does not meet the principles
that the President has identified for Medicare reform in the areas of beneficiary protections,.
benefits, and financing — principles that I believe an effective reform plan which includes key
features of “premium support” can and should meet.

First, the proposal achieves much of its savings by shifting more of the cost of tradltl()nal
Medicare coverage to beneficiaries. A typical Medicare beneficiary is already spending a ﬁﬁh or
more of her fixed income on health care, and this proportion is rising; a proposal that increasas
this share further does not meet a critical need of beneficiaries. Because competitive reform will
make Medicare more efficient, it is possible to address important unmet needs of beneficiaries
while still achieving some savings.

.Second, the proposal does not include a prescription drug benefit that is affordable and
that provides meaningful coverage for all beneficiaries. The proposal includes a subsidized
benefit for low-income beneficiaries. But this approach alone does not address the fundamerital
reasons why so many Medicare beneficiaries lack affordable prescription drug insurance today —
problems akin to those in the health insurance markets of the 1960s that led to Medicare’s
creation.

Third, the proposal does not adequately address our key charge of improving Medicare’s
financial solvency. The proposal states that a “Congressional debate” will occur when Medicare
financing reaches a critical stage. We must have that debate now. not later, so that well
considered financing reforms can be integrated with program reforms, and we are not forced into
rash or extreme financing “solutions” or benefit cuts after we have reached a crisis point. We
must also be clear that Medicare needs significant additional funding, as the President has
proposed, to remain solvent when the Baby Boom becomes a Senior Boom. Current estimates
suggest that even if long-term Medicare spending grew at the same rate as the economy — a
slowdown that would be unprecedented for Medicare or private health care costs, and which is
not envisioned even under the most extreme proposals we have discussed — the Medicare Trust
Fund would become insolvent well before 2020. Facing up to Medicare’s financing problem is
another key part.of a Medicare reform plan.



While I take issue with these specific elements, and thus cannot endorse Senator Breaux’s
plan as it now stands, our focus should be on moving forward to develop bipartisan support for
Medicare reform soon. The President has said that he will introduce a proposal that addresses
the problems I have described, and Senator Breaux plans to proceed with legislation as well. This
Commission has made clear that the program needs significant, long-term reform to keep up iwith

_the dramatic changes in the health care industry and the population it serves. We must not lose
sight of the important opportunity that now exists to develop a Medicare reform plan which we |
all can support. ‘ -
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DEPARTMENT OF THE TREASURY . i "
WASHINGTON - , BR!EHNG

April 8, 1999

MEMORANDUM FOR SECRETARY RUBIN
DEPUTY SECRETARY SUMMERS

FROM: Mark McClellan (Depqty Assistant Secretary, Economic Policy) ﬁ/\”\_

SUBJECT: " Principals’ Meeting on Medicare, April 8

Today’s meeting will be a first presentation of the competitive reform options that
the Deputies-level working group has been developing. There may not be much contention in
choosing among these options as HHS now supports the Treasury option and OMB can live with
it. The bigger question is whether agencies will recommend including a competitive payment
feature in the Administration reform plan. HHS Deputies are advising Secretary Shalala not to
oppose the inclusion of the Treasury option, and possibly to support it. Thus, the most 1mpprtant
use of this meeting may be to explore whether there are effective ways to present a “compefitive”
reform plan to House Dems and others who have justifiable concerns that the traditional -
Medicare program should not be put at risk. See page 3 of this memo for more discussion of this
key issue.

This memo provides a brief overview of the goals of the Administration competitive
reform proposals, and of the options themselves. -

Background on Administration Reform Goals

Af]."he competitive reform options should be evaluated in terms of how well they reflect
competitive principles, while still meeting the Administration’s key goals. :

. The key general principle for competition is a level playing field, to the extent
possible, for traditional Medicare and competing private plans. In particular, the program
needs better “price signals” for beneficiaries to guide their choices and encourage B
competition to generate savings: if beneficiaries choose a more expensive plan, they
should pay more. :

. The Administration’s key goals include: protecting the traditional Medicare program
(in particular, by preventing its beneficiary premiums from becoming higher than
projected under current law); assuring that beneficiaries in high-cost areas do not have to
pay much more than beneficiaries in low-cost areas; and generatxng at least modest
budgetary savings. .

. All of the proposals will meet the Administration’s goals; however, the options other than
the Treasury option move significantly away from the principles that supporters of
competitive reform would endorse. :




Competitive Reform Poliév Options

Three options will be presented, developed by OMB (Optlonl) HHS (Optlon 2), and

Treasury (Optlon 3). The attached memo (Tab A), “Administration Competmve Reform
Options,” provides more detalled information on the options.

HHS has withdrawn ‘support for its proposal and now favors the Treasury approach.
The HHS option will still be presented to Principals because it is the so-called
“competitive” reform that is “probably the only option that the most liberal of Democrats
in Congress might support.”

OMB and Treasury options differ principally in (1) whether private plans and
traditional Medicare have the same incentives to limit costs (in the OMB plan, incentives
for private plans are stronger than for traditional Medicare; in the Treasury plan, they are
similar) and (2) whether beneficiaries get the right price signals if traditional Medicate -
gets more expensive or becomes smaller relative to private plans (in the OMB plan, the
price for traditional Medicare gets more distorted in these cases, so that private plans with
lower overall cost look much more expensive to beneficiaries than traditional Medicire).

The three approaches differ in how the beneficiary premiums for private pléns are

determirned. For this reason, they differ in the price signals they send to beneficiaries, and th{xs in
the incentives they create for plans to limit costs in an efficient way.

£

The HHS option (Option 2) would have generated highly distorted price competitiorl,
and could have sparked a “race to the bottom™ among private plans.

The OMB option (Option 1) could also generate substantial distortions in price
competltlon if cost differences between traditional Medicare and private plans grow - and

it does less to dlscourage this from happening. It also looks the most like the Breaux
proposal 2 big “con” for Democrats.

The Treasury option (Optlon 3) uses the tradltxonal program: cost as the standard for
determ1mng beneficiary premiums in the pnvate plans, thus allowing beneficiaries to

“see” cost differences between traditional Medicare and private plans while protecting
traditional Medicare.

L A small wedge equal to 2-4% of the traditional Medicare premium (as little as

possible while still scoring some savings) would be maintained between the
beneficiary premiums for FFS and private plans that have the same total cost as
FFS, at least temporarily. This is a smaller wedge than exists under current law,
and is required for competitive reform to “score” savings compared to current law.

- If beneficiaries choose a less expensive private plan, they get 75% of the savings '

and the government gets 25%. Below a floor equal to 85% of traditional Medicare

2




costs, beneficiaries get no further savings, so there is no incentive to choose plans
that are much cheaper than traditional Medicare.

. Eecause differences in beneficiary premiums reflect differences in plan costs most-
accurately, the Treasury proposal provides the strongest incentives for all plans to be run
efficiently or else lose beneficiaries. It also looks the most like current law for paying
plans, because payments for all plans are based on the cost of traditional Medicare.

Packaging/Presentational Issues for Treasury Option

Perhaps the most important political question for an Administration competitive reform
plan is whether it can be presented in a way that core Dems can live with. This is a difficult
problem; however, HHS and OMB see some appealing differences between our proposal and
other competitive reform proposals, which they believe provide opportunities for drawing “bright
line” differences from Breaux-Thomas. Further development of the presentation of this option is
a critical next step Here are preliminary talking points, based on comments from HHS and
others:

. The Treasury proposal keeps the government—run, traditional Medicare p]an at the
center of Medicare.

- It is not a privatization-centered proposal, in which private plans are just as
important as traditional Medicare in defining the level of support that
beneficiaries receive.

- Just like today, premiums in the traditional program determine the level of support
" that private plans receive. The formula for government payments to private plans
is an extension of the formula in current law.

- The “bright line” of basing all plan payments on the traditional program is a
' strong and clear protection for beneficiaries in the traditional program in the
legislative process. Under the OMB plan, for example, it would be easier to diop
or weaken the financial and other protections for beneficiaries in traditional
~ Medicare, because the special exception for traditional Medicare could simply be
~ stricken from legislation.

. The Treasury proposal can be presented as an incremental change in private plan
payments from current law, today’s “Medicare+Choice” program.

- This is “Enhanced Medicare+Choice,” or “Medicare+Choice+Savings.”
~ . The main difference from current law is that less-expensive private plans can pass

savings on to beneficiaries and the government, rather than having to offer
limited, supplemental benefits that appeal primarily to healthy beneficiaries.



-In addition, because traditional Medicare would be allowed to use private-sector
management tools like selective contracting, services in the traditional prograin
can be provided more efficiently and at lower cost. (This discretionary authority
will not be approved by Congress in the absence of competitive reforms, to
provide a “check” on the use of the discretion.) :

As aresult, all beneficiaries (including those in traditional Medicare) and the
government would save money, especially in the long run, thhout a fundamental
.change in the structure of Medicare.

The “downside” compared to current law is that private plans would no longer be
able to offer supplemental benefits at government expense like they do today.

- However, the most important supplemental benefit - prescription drug coverage -
. will be provided more generously under the President’s reform plan. And }
beneficiaries can use the savings from reform to purchase the other supplemerits if
they wish (which mainly include limited benefits valued by healthy beneficiaries,
* like annual checkups and dental care; adverse selection is not a problem for these

benefits).




1
Administration Competitive Reform Options

Background: Constraints for Comgetitive Refom
Reasonable supporters of competitive Medlca:e reform, most of whom favor * premxum support”
approaches, would probably all endorse the fo llowing key principles of competition:

. Defined set of benefits: Plans must offer a given set of benefits, to make comparisotis -
easier and to encourage competition in price and quality. No internal debate here - a|l
" agencies support requiring plans to offer all current Medicare benefits. Plans can “buy
down” cost sharing (that is, lower copayments and deductibles) but any other’
supplemental benefits must be priced separate from the base Medicare premiuni.

. Best possible risk adjustment: So that competition is not diverted into efforts to attract
the healthiest beneficiaries. No debate all agencies support implementing competitive
reform only after “full” risk adjustment has been phased in by HCFA, now scheduled for
2004. f

. .urmfar plan information and enrollment opportumtles for all plans: traditional Med:care
and private plans would have equal (and good) opportunities for presenting mformatton
on the quality of their benefits, and for enrolling beneficiaries in their plans, to encourage
competition in benefit quality. There is internal debate here, about the extent to which the
plan choice process should be managed independently of the traditional Medicare
program (one of the competing plans) But this issue will not be addressed this week.

. Correct pnce signals to beneﬁcmnes Plans with hlgher premiums cost more for
beneficiaries to join, encouraging pnce competition. The major differences betweeni the
Administration competitive reform options are in pdcing rules for private plans.

All of these features can perhaps best be summarized as a “level playmg field” for competition in
price and benefit quality. In addition, experts who endorse premlum support favor government
support that is tied to actual increases in plan costs - unlike a “voucher” program, in which
‘beneficiarnies are not protected against actual premlum increases that may be hxgher than thei
scheduled increase in the voucher.

Any plan that the Administration might support must address several additional concemns:

. The beneficiary premium in traditionial fee-for-service Medicare must not rise beyond the
levels projected in current law. More generally, traditional Medicare must remain a
viable, affordable option for all beneficiaries. :

. Beneficiaries must remain well-insulated from the enormous variations in Medicare costs
- that currently exist across geographic areas. For example, average costs per beneficiary
are around 50% mgher in Miami than Minneapolis. '
: 1
. I
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. The reform plan must generate some budgetary savings. Savings need not be €normous;
premium support in the Breaux plan generated only $60B in savings over 10 years.
t
- Admlmst ration Options: Comganson of Competmve Effects

. Three distinct options will be presented, developed by OMB (Optloni) HHS (Option 2), and

Treasury (Option 3). [t,

. HHS has just withdrawn support for its proposal and now favors the Treasury approach, .
but it will still be presented to Prancnpéls because it may be the so-called “competitive”
reform that is “'most agreeable to even the most liberal House Dems.” (HHS still prefe‘rs a
non-competitive reform plan to a competxtlve one.)

. -OMB and Treasury options differ principally in how private plan premiums are
determined if traditional Medicare becomes significantly more expensive than average.
OMB is unlikely to strongly oppose the Treasury option, and one possible outcome is a
combination of the two approaches. |

All three protect beneficiaries in the government-run fee-for-service (FFS) program.
. These beneficiaries pay. 12% of pmgr?m costs, the share projected under current law
around the time that reform is implemented.

. Beneﬂcxary premiums would actually, fall in absolute terms, because all optxons would
“modemize’ the FFS program and thus lower its costs.

The three: approaches dlffer in the price sxgna}ls they send to beneficianes. Discussions often fail
to distinguish (a) the total premium of a private health plan from (b) the beneficiary and
government contributions to that premium. The options differ in how the two are related, which
in turn affects the price incentives to choose tradmonal Medicare versus a private plan and the
incentives for the traditional plan to control costs

.. The HHS proposal (Option 2) would have generated highly distorted price competition,
and could have sparked a “race to the bottom” among private plans.

-- What a beneficiary pays fora imvate plan would have depended only on how its
' costs compare to the average ;?rzvate plan cost — with no reference to FFS costs.

- Thus, a private plan that was lcss expensive than FFS overall - but more costly
~ than the average private plan + would not be less expensive to the beneficiary.
- Further, as people switched out of such “high-cost” private plans, the private plan
average would fall even further — a potential vicious cycle toward very low-cost,
low-quality private plans.



The OMB proposal could also generate large price distortions if cost differénces between

FFS and private plans grow — and it does less to discourage this from happening.

- This approach uses the Breaux premium support formula ~ based on the average
cost of a/l plans, including FES - to determine what pnvate plan enrollees pay.
But it differs from Breaux in that the beneficiary premium for FFS (12 percen,t of
the FFS premium) is not related to the Breaux formula.

. ; i/

If FFS costs stay close to the average for all plans, then the “no man’s land” in
between — the range over which beneficiaries save little or nothing for choosing a
cheaper plan — would not be that large. But this range would grow as the cost
difference grows. |

The Treasury option maintains a relatively level playing field — and thus consistent price

signals — for any cost difference between FFS and private plans.

-~ - What an enrollee pays for a ngen private plan would depend only on how the:-
total cost of that plan compares to FFS.

- A small wedge of 2-4% of thé FFS premium (as little as possible while still
' scoring some savings) would be maintained between the beneficiary premiunis for
FFS and private plans that charge the same premium as FFS, at least temporatily.
This is required for competnwe reform to “score” savings compared to currerit
law, under which all private plans are paid 96% of FFS costs. [See Graphs.]

As aresult, the Treasury proposal provides the strongest incentives for all plans to be run’
efficiently or else lose beneficiaries — because price signals are most accurate for both
private plans and FFS. ¢

- Under all reform options, if a’wprivate plan’s costs rose by $100, beneficiaries
would pay $75 to 3100 of the increase (depending on whether or not the premium
remained below the level of the government support cap). Because beneficiaries

_bear most of this cost, private plans have strong incentives to increase costs only
if the additional quahty that results is “worth it” to beneficiaries. "~ -~ '

- Under the HHS option, if FFS costs rose by $100, FFS beneﬁmary premiums
would increase by 512, and private plan beneficiary premiums would be
unchanged - so that beneficiaries would *see” only $12 of the cost difference.

Under the OMB option, beneficiary premiums in FFS would also rise by $12'and -

' m pnvate plans would fall by about $50 initially - so that beneficiaries would
“see”” $62 of the $100 prermum difference. The distortion in beneficiary prices is
proportional, so it increases in absolute terms as the difference between FFS and
private plan costs rises. The distortion also increases if the share of FFS
beneficiaries declines; if the FFS share fell to 50%, beneficiaries would ‘see” less
than one-third of the cost increase.



- Under the Treasury dption, FFS beneficiary premiums would rise by $12 and
' private plan beneficiary premiums would fall by about $60 - so that beneficiaries
would “see” about $72 of the!$100 difference. This price signal would be
maintained regardless of plan market shares.
. ot
-~ Under current law, beneficiary premiums in all plans would rise by $12 and
' payments to private plans would increase by $96 — most or all of which would be
converted into extra benefits — providing weak incentives to limit costs.
Competition and Adverse Selection j
Greater price competition can also increase ‘'selection” pressures, as private plans try to lower
~ their costs not through efficiency but by attracting the healthiest beneficiaries. The Treasury
approach does the most to minimize selectio‘n incentives. :

. , Under all reform options, payments to pla.ns will be “risk adjusted” based on relatchy
comprehenswe diagnosis information to reflect the expected costs of healthy and smkly
beneficiaries. Other plan features like restncnons on access to doctors can be (modestly)
regulated to reduce selection pressures. C

. Maintaining a level playing field also reduces selection pressures. If plans must be very
low-cost in order to have a lower benéﬁciary premium than traditional Medicare, the'y
will only appeal to very healthy benef‘ iciaries; in contrast, if modest cost differences are
reflected in beneﬁmary premxums more benéficiaries would be willing to switch.

. Nevertheless, it is still possible that tradltlona. Medicare costs could rise because of
adverse selection. In this case, the Treasury option would do the most to reduce this
~ selection pressure against traditional Medlcare As traditional Medicare’s costs rose
govemment payments to private plans would rise the most, allowing them to offer hlgher»
quality benefits at any given beneficiary premium, and thus making the plans more
attractive to sicker beneficiaries. This would dampen any selection pressures.

Competition and Government Savings }

None of the competitive options are likely to be scored by the HCFA Actuaries as saving the
government much money. CBO scoring may be somewhat more favorable for long-run savings.
In any case, the goal of “competitive” reform should not be to maximize savings and then seg if
there’s any real competition left; it should be to strengthen the program for the long run, by
encourag;mg real competition, protecting beneficiaries, and (1deally) still achieving some short-

| Tun savings. ' :

. White House presentanons of competxtwe optlons distinguish “direct” govemment -
' savings (from paying less for the plans people are now in) and “indirect” savings (from
people switching into lower-cost plans).
' i

t
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By getting the price signals closest to right while protecting the FFS premium, the
Treasury staff option gets little “direct” savings. That is, while Breaux-Thomas got the
right price signals by making relatively expensive plans like FFS more costly for
beneficiaries, the Treasury option gets the right price signals by making private plans
cheaper for beneficiaries. .

None of the Administratian options get much direct savings, because we do not want the
FFS beneficiary premium to rise, and the vast majority of beneficiaries are in FFS. Most
of the scored savings in Breaux for example came from an increase of about $100 in the
beneficiary premlum 1mposed on those who stayed in FFS.

“Indirect” savings from price signals' that encourage beneficiaries to choose lower-ccst
plans may be limited in the short run, at least according to Actuaries’ scoring. Butby
setting up the best price incentives for efficiency, most economists would agree that they
have the most potential for long-run savings and especially for long-run value in
Medicare. : ; v

H
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Description of Payment Formulas

Under all options, enrollees in traditional fee-for-service Medicare (FFS) pay 12% of
program costs. This is no more than current law. :

Option | {OMB)

Option 2 (Former HHS Option)

~ pays full additional amount.

Benef’:ciarfy contribution to a pri\?ate f}lan depends on how that plan’s costs compare to
the weighted average premium (WAP) of all plans, including FFS.
1 .

For private plan costing 85% of the WAP or less, beneficiary pays nothing. For private
plan costing 100% of WAP, beneficiary pays 12% of plan’s cost. In between, beneficiary
saves 80 cents for each dollar that plan s cost is reduced

Above 100% of WAP, government contrlbutxon is fixed (at 88% vof WAP) and -
beneficiary pays full additional amount.

;

Bieneficiary contribution to a private plan depends on how that plan’s costs compare to _
the weighted average premtum of private plans (WAP-P) of private plans, not mcludmg
FFS. ‘

For private plan costing 90% of thé WAP P or less, beneficiary pays nothing. For private
plan costing 100% of WAP-P, benefi c1ary pays 8% of plan’s cost. In between,
beneficiary saves 80 cents for each dollar that plan’s cost is reduced.

Above 100% of WAP-P, govemxhenf contribution is fixed (at 92% of WAP-P) and
beneficiary pays full additional amount.

i
b

Option 3 (Treasury)

: I
Beneficiary contribution to a private plan depends on how that plan’s costs compare to
costs in FFS. No weighted average p’Fremium is calculated.

For private plan costing 84% of FFS or less, beneficiary pays 3% of FFS costs, gov’t
pays the difference. For private plan‘costing 100% of FFS, beneficiary pays 15% of
plan’s cost. In between, beneficiary saves 75 cents for each dollar that plan’s cost is
reduced. (In other words, there is a 3% "wedge" for a private plan that costs the same as
FFS. but beneficiary payments Stlll fall if they choose Iess expensive plans.) '

i
Above 100% of FFS, government contribution is fixed (at 84% of FFS) and beneficiary
I
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“Attached Graphs

The attached graphs illustrate the differences between Option | and Option 3 under
different conditions.

The first graph shows the relanonshxp between beneficiary payments and plan costs if the
fee-for-service program costs §6, 000 per person

--  Consistent with the HCFA actuaries estimates, the typical private plan woulcl cost |
about $5,500 and enrollment in these plans would grow to 30% - so that the ~
weighted average premium (WAP) would be $5,850.

The second graph shows this relation:ship if FFS costs rise to $6,500 per person.
-~ This graph reflects the assumf:tion that enrollment in private plans increases to

40%; this assumption affects the WAP and thus the location of the schedule for
Option 1, but does not affect Option 3.
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MEMORANDUM FOR  SECRETARY RUBIN o
DEPUTY SECRETARY SUMMERS

FROM: . Mark McClellan A

SUBJECT: , Medicare Pril‘flcipals Meetings May 24" and 25"
. I M N

Meetings this week begin the finalization of [the Medicare reform package options for the
President. The White House hopes to roll out the Administration plan in early June, so we are
coming down to the wire. While the key feamres of the plan will most likely include those that
Treasury has developed or supported, your mvolvement at this final stage could make a cntln.al .
difference for the final presentation to the Presndent and the actual Administration proposal.

Our priorities include: limiting the budgetary cost of the drug benefit, to limit our dependence on
spending the surplus (this includes keeping a package that is fully-financed over the. IO-year!
budget window on the table); and presemné and improving our reliance on competition and
effectively-managed market forces for the drug benefit, supplemental Medicare insurance

(Medigap) and the Medicare program itself. | i

- The meeting today will focus on the optlons for the drug benefit and its financing, presentmg
both the individual elements and possible packages Another Principals’ Meeting is scheduled
for Tuesday or Wednesday, but its agenda will depend on what is accomplished and decided on
Monday. Competmve reform will probably ! be discussed at the next meeting.

|
This memo outlines the cxpectcd topics for today s meeting: - some “budget-neutral” propos:fils
that may be included in the Administration ﬁackage optlons for the drug benefit; and a
preliminary presentation of alternative packages

L Budget—Nentral Proposals

The meeting is expected to begin with a bnef discussion of a number of budget-neutral proposals
that could be included in the final reform package Medigap reform, the “Medicare Board” and
alternatives for reforming the management of the Medicare program, coordination of care for
those who are on both Medicare and Medlcald (“dual eligibles”), and possibly the Medicare buy-
in budget proposal. . ;;

Medigap reform. Deputies are developmg a “rational” 6ption for Medigap insurance, the
supplemental insurance policies that Medlcare beneficiaries can purchase. The content of
individual Medxgap policies is specified by the Federal Government, to avoid beneficiary
confusicn and improve competition; ten such options are now available. The proposed reform
would modify these options so that beneﬁciﬁﬁes could choose plans with small copays (for




: : v
example, $10 per physician visit), rather than{zero out-of-pocket payments or no coverage at all,
as in the plans currently available. Most experts view zero payments as inefficiently low in a
fee-for-service insurance plan like Medicare. Medlgap options that provide complete, first-dollar
coverage would not be prohibited, but makmg more rational optlons available as well is a good
policy idea. Issues: . Tv

. Most of the attention has been dlrected to Medicare rather than private Medigap i msurers
offering this new benefit. We have emphasnzed that conformmg changes are needed in
private Medigap rules, so that private plans can offer it as well, improving competition.
Otherwise, the proposal doesn’t mal«:1 'good policy sense (why should private plans -
continue to be prohibited from offering rational coverage when Medicare can offer it?)
and has no political viability. Repubhcans and moderate Democrats would object to

- government “crowdout” of private-sector insurance; they will probably object even if
private plans are allowed to offer as well. The Deputies agree with us, but you may need -

to make the point to the Principals.

. Medigap reform also needs to add.ress a preferred growder Medigap option. As part of
our package, traditional Medicare will have the authority to negotiate selective “preferred
provider” agreements like pnvate insurers do. In such agreements, providers agree to:

- lower fees and/or better services, in return for higher volume of patients. However, under -
current law, Medigap plans pay for rnost or all of the copayments regardless of whether a
provider is. “preferred,” so that most beneﬁcmnes would have no incentives to go to
preferred providers. We support a Medlgap option that, like many private insurance
plans today, provides high levels of coverage for preferred providers only. This would
save money. ‘

Medicare Board’ Breaux-Thomas (Medlcare Commission) and many independent experts have
endorsed the idea of a “Medicare Board,” whlch would have independent authority-over HCEA
and private plans competing ih Medicare. HHS and HCFA are strongly opposed, on the grounds
that it would vitiate their policy authority over the program. We are working to develop a
reasonable compromise proposal.. In partlcular for certain spec1ﬁc policy implementation
functions where accountant-like objectivity 1s essential (e.g., in auditing the plans competing
with traditional Medicare, or in developing measures of the quality of all plans, including
traditional Medicare), HCFA or HHS might s]et up an independent office to implement policy,.
This is analogous to the independence of the Criminal Division at Justice, the proposed Board
that would oversee investment of Social Security Trust Funds, or the HCFA Actuaries within
HCFA. You should weigh in cautiously on this issue, as it is very sensitive to HCFA and HEIS.
Coordinated Care. A small fraction of beneficiaries are eligible for both Medicare and
Medicaid, but they account for a large share of program costs and create difficult issues with
respect to the state-Federal division of ﬁnancm] responsibility (Medicaid is funded partly by the
states). It is expected that the Brcaux-Thomas proposal will include “state-friendly” provisio; ns
on coordinated care, probably giving states more discretion to enroll dual-eligible beneﬁcmm*s in
Jower-cost managed-care plans. Alternative, modest proposals on the same topic will be
presented.’ The main criticisms will be the bu%rden created for states, and the fact that what is
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proposed (“demonstration” projects) are unnecessary because successful programs already exist.
II. Preliminary Reform Packages

Three options will be presented: (1) a “base package” (generous drug benefit paid for primarily
by provider payment cuts and spending the surplus), which is close to the package that core
House Democrats would probably most support; (2) a package that is fully financed over the -
budget window, which would probably be more preferred by moderate Senate Democrats; ard
(3) a more generous paid-for option which includes additional financing sources (e.g., tobacco
tax, largf'r provider payment cuts) There are several key ideas that we want to keep on the table:

. “Fiscally prudent” option. A “fiscally prudent” option should go to the Premdent In .
this option, the drug benefit would be largely or fully paid for, at least over the 10-year
budget window. Because of the rapid expected growth in drug and Medicare costs, none.

of the reform options being presented are close to fully paid-for over 15 or more years.

. C.‘ompetz‘tz’on. There is largely consensus around the Treasury option, though OMB would
like a “safety valve” to protect the budget if costs in the traditional program rise .
unexpectedly relative to private plans. It is not clear that House Dems would oppose our.
proposal as it protects beneficiaries in the traditional program and reduces .

“overpayments” to managed care plans by encouraging them to compete on price.
Ideally, it would be included as a consensus or near-consensus recommendation.

. Level playing field for private sector. Some proposed reforms envision new Medicare
activities, such as supplemental Medigap insurance, that are currently provxded by the
private sector. While we are not opposed to public-private * competltlon, itis unportant
to be sure that these proposals do not place private-sector companies at an unnecessary
disadvantage.

. Limiting the costs of the drug benefit. A more generous benefit is obviously more
aftractive for beneficiaries, but is also more difficult to finance.

. Drug Benefit Options

The “base” option provides 50% coverage up to $5000 of drug costs, for a beneficiary
premium of around $20/month (the government pays 67% of the premium). This costs around
$160B over the budget window and probably twice as much over 15 years, because the beneflt 1S
phased ir and because drug costs are rising rapidly. Price controls are not on the table. We are
trying to work with the White House and policy and industry experts to develop specific methods
for implementing the proposal that are acceptableto both. :

Several modifications to the base benefit package may be discussed:

. Lowering the premium subsidy to 50% (—$2bB). This would increase the beneficiary
premium to the $25-30 range over the budget period, and thus would be less popular. We
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and HCFA suspect that this change would have little effect on behavior: wrtually all
beneﬁmanes would still find it worthwhile to sign up for the benefit.

Adding back-end catastrophic coverage (- +$20B or more). Under this proposal, coverage

would continue after $5,000 in spending (with 20% coinsurance). This is good policy
since it provides better insurance protection, but it is not clear that beneficiaries would
value this added protection enough to justify its added costs.

Adding “Maintenance-of-Effort” (MOE) requirements for employers now covering drugs
(-310-15B). We have been working on the design of an employer “MOE” proposal which
would reduce the government subsidy going to those who have employer drug coverage
already. The idea is simply to reduce the premium subsidy for employer-purchased '
coverage, to reflect the tax savmgs that occurs when the employer pays the employee

‘premium,

“Payfor” Components

Price Competition. As noted above, all agencies support more competition in Medicare
in some form — though HHS is opposed to the OMB option, because they believe thatithe
OMB “exemption” of traditional Medicare from price competition resembles Breaux-
Thomas too closely (we prefer our option because it provides better incentives for all
plans, including traditional Medicare, to control costs). The “do nothing” option will not
get outside expert validation, and would sour negotiations with Congresswnal moderates
and conservatives on the drug benefit.

HCFA Modernization. Because of concerns about giving HCFA far more discretion in
negotiating with providers, we are reluctant to support this proposal unless it is adopted
with price competition.

BBA Extenders / Modifications / Fixes. At issue is whether to propose the full list of
BBA extenders contained in Breaux-Thomas (which would run through 2009), or to
include some givebacks on current BBA provisions to reduce provider opposition. The
strongest opposition has come from teaching hospitals, rural hospitals, and skilled
nursing facilities. Realistically, the plan is going to have to mclude at least $10-20B in
givebacks.

Rationalize Cost-Sharing. These provisions would impose modest copays on services
that are free to beneficiaries now, including laboratory services, a short stay in a
rehabilitation or skilled nursing hospital, and home health services. These copays not
only help fund the drug benefit; they also represent a more sensible rearrangement of

‘beneficiary costs. First-dollar coverage on some services and no coverage of others (such

as drugs) 1s not good pohcy

Income-Related Premium. The “recapture” of the current subsidy for the Medicare Pirt B
premium would start at $80K. for singles and $100K for couples. There is some support
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in the Senate for including and starting at a lower point (e.g., SOK for singles and 75K for
couples), which would raise considerably more revenues. However, many House
Democrats are opposed to any “means-testing” of Medicare. One administration issiig:
even though IRS has confirmed that they could administer the income-related premiwn
by 2002, the feasibility of this plan is conditional on HCFA providing timely information

on Part B enrollment to individual beneficiaries and the IRS. HCFA has not yet
confirmed that it can do this.
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 OVERVIEW:
PRESIDENT’S PLAN TO STRENGTHEN AND MODERNIZE MEDICARE
FOR THE 21" CENTURY

On June 29, 1999, President Clinton unveiled his plan to modernize and strengthen the Medicare program
to prepare it for the health, demographic, and financing challenges it faces in the 21st century. This
historic initiative would: (1) make Medicare more competitive and efficient; (2) modernize and reform

* Medicare’s benefits, including the provision of a long-overdue prescription drug benefit and cost sha;ring
protections for preventive benefits; and (3) make an unprecedented long-term financing commitment to
the program that would extend the estimated life of the Medicare Trust Fund until at least 2027. The
President called on the Congress to work with him to reach a blpamsan consensus on nceded refonm this
year.

MAKING MEDICARE MORE COMPETITIVE AND EFFICIENT. Since taking office, President
Clinton has worked to pass and implement Medicare reforms that, coupled with the strong economy and
the Administration’s aggressive anti-fraud and abuse enforcement efforts, have saved hundreds of ‘

~ billions of dollars and helped to extend the life of the Medicare Trust Fund from 1999 t0 2015. Building

- on this success, his plan }

* Gives traditional Medicare new private sector purchasing and quality improvement tools. [‘he
President's proposal would make the traditional fee-for-service program more competitive through
the use of market-oriented purchasing and quality improvement tools to improve care and constrain
costs.. It would provide new or broader authority for competitive pricing within the existing Medlcare
program, incentives for beneficiaries to use physicians who provide high quality care at reasonable
costs, coordinating care for beneficiaries with chronic illnesses, and other best-practice private sf»ctor
purchasing mechanisms. Savmgs $25 billion over the next 10 years.

+ Extends competition to Me«iicare managed care plans by establishing a “Competitive Defined
Benefit” while maintaining a viable traditional program. The Competitive Defined Benefit
(CDB) proposal would, for the first time, in Ject true price competition among managed care plaris
into Medicare. Plans would be paid for covering Medicare’s defined benefits, inciuding the new drug
benefit, and would compete over cost and quality. Price competition would make it easier for
beneficiaries to make informed choices about their plan options and would, over time, save money
for both beneficiaries and the program. The CDB would do so by reducing beneficiaries’ premium by

"75 cents of every dollar of savings that result from choosing plans that cost less than traditional
Medicare. Beneficiaries opting to stay in the traditional fee-for-service program would be able to do
so without an increase in premiums. Savings: $8 billion over the next 10 years, starting in 2003.

¢ Constrains out-year program growth, but mere moderately than the Balanced Budget Act
(BBA) of 1997. To ensure that program growth does not significantly increase after most of the
Medicare provisions of the BBA expire in 2003, the proposal includes out-year policies that protect
against a return to excessive growth rates, but are more modest than those included in the BBA.
These proposals along with the modernization of traditional Medicare would reduce average annual
Medicare spending growth from an estimated 4.9 percent to 4.3 percent per beneficiary between 2002
and 2009. Savings: 339 billion over next 10 years (including interactions and premium offsets).



Takes administrative and legislative action to smooth out the BBA provider payment
reductions. The proposal includes a 7.5 billion “quality assurance fund” to smooth out provnslons in
the BBA that may be affecting Medicare beneficiaries’ access to quality services. The
Administration will work with Congress, outside groups, and experts to identify real access problems
and the appropriate policy solutions. The plan also includes a number of administrative actions {o
moderate the impact of the BBA on some health care providers” ability to deliver quality services to
beneficiaries. Finally, it contains a legislative proposal to better target disproportionate share
hospitals. Cost: $7.5 billion over 10 years.

MODERNIZING MEDICARE’S BENEFTTS. The current Medicare benefit package does not include
all the services needed to treat health problems facing the elderly and people with disabilities. The
President’s plan would take strong new steps to ensure that Medicare beneficiaries have access to
affordable prescription drugs and preventive services that have become essential elements of high-quality
medicine. It also would address excess utilization and waste associated with first-dollar coverage of;
clinical lab services and would reform the current Medigap market. Finally, it integrates the FY 200:0
President’s Budget Medicare Buy-In proposal to provide an affordable coverage option for vulnerable
Americans between the ages of 55 and 65. Specifically, his plan: :

Establishes a new voiuntary Medicare “Part D” prescription drug benefit that is affordable and
available to all beneficiaries. The historic outpatient prescription drug benefit would: :

° Have no deductible and pay for half of the beneficiary’s drug costs from the first prescription
filled each year up to $5,000 in spending ($2,500 in Medicare payments) when fu!ly phased:in by
2008.

- °  Ensure beneficiaries a price discount similar to that offemd by many employer-sponsored pians

for each prescription purchased — even after the $5,000 lxmlt is reached.

¢ Cost about $24 per month beginning in 2002 (when the coverage is capped at $2,000 in
spending) and $44 per month when fully phased-in by 2008. (This is one-half to one-third of the
-typical cost of private Medigap premiums.)

~°  Ensure that beneficiaries with incomes below 135 percent of poverty (311,000/$15,000 sinéle!

couples) would not pay premiums or cost sharing for Medicare drug coverage. Those with |
incomes between 135 and 150 percent of poverty would receive premium assistance as well. The
Federal government would assume all of the costs of this benefit for those above poverty.

¢ Provide financial incentives for employers to develop and retain their retiree health coverage if it .
provides a prescription drug benefit to retirees that was at least equivalent to the new Medicare
outpatient drug benefit. This approach would save money for the program because the subsidy
given would be generous enough for employers to maintain coverage yet lower than the Medicare
subsidies for traditional participants.

Most Medicare beneficiaries will probably choose this new prescription drug option because ofiits
attractiveness and affordability. Because older and disabled Americans rely so heavily on
medications, we estimate that about 31 million beneficiaries would benefit from this coverage each
year. Cost: §$118 billion over the next 10 years, beginning in 2002.
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Eliminates all cost sharing for all preventive benefits in Medicare and institutes a major h¢alth
promotion education campaign. This proposal would cost $3 billion over 10. years and would:

°  Eliminate existing copayments and the deductible for preventive service covered by Medicare,
including colorectal cancer screening, bone mass measurements, pelvic exams, prostate camf:er
screening, diabetes self management benefits, and mammographies. :

° Initiate a three-year demonstration project to pmwde smoking cessation services to Medlcare
beneficiaries.

®  Launch a new, nationwide health promot;on education campaign targeted to all Amencans dver
the age of 50.

Rationalizes cost sharing. To help pay for the new prescription drug and pre\renti\‘/e benefits, the.
President’s plan would save $11 billion over 10 years by rationalizing the current cost sharing
requirements for Medicare by:

° Adding a 20 percent copayment for clinical laboratory services. The modest lab copayment‘
would help prevent overuse, and reduce fraud.

© Indexing the Part B deductible for inflation. The Part B deductible index would guard against the
program assuming a growing amount of Part B costs because, over time, inflation decreases the
amount of the deductible in real terms. Compared to average annual Part B per capita costs; the
deductible has fallen from 28 percent in 1967 to about 3 percent in 2000.

Reforms Medigap. The President’s plan would reform private insurance policies that suppleme nt
Medicare (Medigap) by: (1) working with the National Association of Insurance Commlssmners to
add a new lower-cost option with low copayments and to revise existing plans to conform with the
President’s proposals to strengthen Medicare; (2} directing the Secretary of HHS to determine tlhe
feasibility and advisability of reforms to improve supplemental cost sharing in Medicare, mcludmg a
Medigap-like plan offered by the traditional Medicare program; (3) providing easier access to
Medigap if a beneficiary is in an HMO that withdraws from Medicare; and (4) expanding the initial
six month open enrollment period in Medigap to include individuals.with disabilities and end stage
renal disease (ESRD).

Includes the President’s Medicare Buy-In proposal. The plan includes the President’s proposal to
offer American between the ages of 62-65 without access to employer-based insurance the choice to
buy into the Medicare program for approximately $300 per month if they agree to pay a small

additional monthly payment once they become eligible for traditional Medicare at age 65. Dlspiaced '

workers between 55-62 who had involuntarily lost their jobs and insurance could buy in at a slig shtly
higher premium (approximately $400). And retirees over age 55 who had been promised health care
in their retirement years would be provided access to “COBRA” continuation coverage if their old
firm reneged on their commitment. The $1.4 billion cost over 5 years is offset in the President’ s FY
2000 budget

il
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STRENGTHENING MEDICARE’S FINANCING FOR THE 215t CENTURY. The President’ s
Medicare plan would strengthen the program and make it more competitive and efficient. However, no
amount of policy-sound savings would be sufficient to address the fact that the elderly population w1|l
double from almost 40 million today to 80 million over the next three decades. Every respected expert in
the nation recognizes that additional financing will be necessary to maintain basic services and quahty for
any length of time. Because of this and his strong belief that the baby boom generation should not pass
along its inevitable Medicare financing crisis to its children, the President has proposed that a sxgmf cant

- portion of the surplus be dedicated to strengthening the program, Speclﬁcaliy, his plan:

Extends the life of the Trust Fund until at least 2027, Dedicating 15 percent of the surplus ($794
billion over 15 years) to Medicare not only contributes toward extending the estimated financial:
health of the Trust Fund through 2027, but it will also lessen the need for future excessive cuts and
radical restructuring that would be inevitable in the absence of these resources.

Responsibly finances the new prescription drug benefit through savings and 2 modest amount
from the surplus. The new drug benefit would cost about $118 bnllxon over 10 years. Its budgetary

0

© impact would be fully offset by:

Savings from competition and efficiency. About 60 percent of the $118 billion Federal cost ;:f the

new Medicare prescription drug benefit would be offset through these savings.

Dedicating a small fraction of the surplus. About $45.5 billion of the surplus allocated to

Medicare would be used to help ﬁnance the benefit. To put this amount in context, it is:

o Less than one enghth of the amount of the surplus dedicated for Medicare (2 percent of the

entire surplus); and
®  Less than the reduction in the Medicare baseline spending between January and June, 1999.
Policy experts advising the Congress (MedPAC, CBO, and the Medicare Trustees) have .

consistently stated their belief that much of the recent decline in Medicare spending beyond
initial projections is due to our success creating a strong economy and in combating fraud and

" waste. Reinvesting the savings that can be reasonably attributed to our anti-fraud and waste:

activities into a new prescription drug benefit is completely consistent with the past actions of the
Congress and the Administration utilizing such savings for programmatic improvements. -

iv



PRESIDENT *S PLAN TO STRENGTHEN AND MODERNIZE:
MEDICARE FOR THE 215t CENTURY

Goals for Reform:

°  ‘Make Medicare More Competitive and Efficient

°  Modemize Medicare’s Benefits

°  Strengthen Medicare’s Financing for the 215t Century

Reduces Medicare spending for current services by $72 billion over 10 years. About half of}’
these savings come from innovative proposals to adopt successful private sector tools and
_ competition. As a result of these policies, Medlcare growth per beneﬁcnary from 2003 to 2009 would

slow from 4.9 percent to 4.3 percent.

{

 Adds an optional prescription drug benefit,

This benefit would cost $118 billion over 10 years.

. This cost is only about 5 percent of total Medicare
spending in 2009 (net of premiums).

. ®  Qver 60 percent of the costs are offset by the

- proposal’s savings.

°  The remaining $45.5 billion would come from
the Medicare allocation of the surplus. This
amount is one-eighth of the $374 billion over
10 years dedicated to Medicare, and less than
2 percent of the overall surplus.

Extends the life of the Medicare Trust Fund to
at least 2027. The President’s plan would
dedicate 15 percent 'of the surplus to strengthen
Medicare. This amount, when combined with the
offset for the drug benefit and Part A savings,
would extend the estimated life of the Medicare

" Trust Fund for a quarter century from now,
through at least 2027. ‘

PRESIDENT’S PROPOSAL
(Dollars in Billions, Trustees” Baseline)
00-04 : 00-09
COMPETITION & EFFICIENCY. -
Medicare Modermzatmn » -5 =25 .
Competition -0 -8
" Provider Savings -4 -39%
Provider Set-Aside +4 , +75
\rTorar 45
MODERNIZING BENEFITS '
Prescription Drug Benefit +29 +118
Cost Sharing Changes -2 -8
|[Total 27 o]
[DEDICATING FINANCING
Contribution to Solvency -28 . -—328 5%
Burplus for Drug Benefit -22 ; -43.5 ]
| Surplus Attocation 50 34

*Includes $5.7 billion in interactions/prerbium offset
** Does not count toward package
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PRESIDENT’S PLAN TO STRENGTHEN AND MODERNIZE MEDICARE
FOR THE 21* CENTURY

I. MAKING MEDICARE MORE COMPETITIVE AND EFFICIENT '

1. Private Sector Purchasing & Quality Improvement Tools for Traditional Medicare
3 : .
Overview. This proposal would build on the President’s commitment to modernize Medicare by
allowing it to adopt best practices from the private sector to improve quality and constrain cost
- growth. In the past decade, private purchasers of health care have developed effective techniques
that target both beneficiaries with special health care needs (recognizing that they account for a
large share of costs and could benefit from care management) and high-quality, efficient
providers (to provide an incentive to improve care and reduce costs). Such practices include’
reducing beneficiary cost sharing in return for using high quality/cost-effective providers;
improving and coordinating care for beneficiaries through management of specific diseases .
and/or all of beneficiaries’ care; and purchasing through competition, selective contracting, and
negotiated payment rates. '

Currently, Medicare has little statutory authority to implement these types of strategies, notably
to reward providers of high-quality, cost-effective care. The National Academy for Social
Insurance has called for Health Care Financing Administration (HCFA) to be given greater
flexibility to use these types of private sector tools in Medicare. In addition, HCFA, through
demonstrations, has been exploring for several years more flexible arrangements for paying
providers and health plans to encourage high-quality care. This proposal would build on this .
work and would authorize a broader use of these best practices from the private sector where
applicable and feasible. This authority would include safeguards for beneficiaries (e.g.,
programs would be voluntary; have quality assurance measures) and providers, to assure a
process that new processes are accountable, transparent, clear and certain. The management
reforms included in this proposal, including having an outside panel of private sector
management experts advise HCFA, are also integral to this initiative’s success (note: the reforms
outlined below would not apply to the prescription drug benefit which has built-in a flexible
management authority since it is new). ~

a. Promoting use of high-quality, cost-effective health care providers

Policy: This proposal would allow Medicare to adopt the private-sector practice of giving high-
quality, cost-effective providers special designations, and giving beneficiaries incentives tojuse
these providers while maintaining beneficiary freedom of choice. It would do so through two
proposals.’ ' '




The first part of this proposal is to create a new Medicare Preferred Provider Option (PPO),
allowing Medicare to use one of the most common private-sector purchasing tools. PPOs are the
predominant type of managed care plan for people under the age of 65. Unlike HMOs which
‘typically restrict access to providers not in their network, insurers that sponsor PPOs typically
pay all providers for care for their enrollees. However, beneficiaries pay less.when providers in
the PPO’s network are used. In the Medicare option, beneficiaries would pay lower cost sharmg
when using preferred providers. The quality standards of the Medicare PPO would assure that
beneﬁclanes would be treated by high-quality health care providers.

Rather than developing her own networks, the Secretary would contract with existing
organizations with PPOs that demonstrate their ability to meet quality and utilization
management standards. To become a Medicare preferred provider, practitioners’ and providers’
claims history and quality information would be assessed. Only those applicants with a
demonstrated history of cost-effective medical practice patterns would be selected as preferred
providers. PPO arrangements would be in areas where they are common in the private sector
already, so provider familiarity will make it easier to implement. PPO participants would be
given administrative advantages, such as faster claims payment and alternative administrative
and related procedures. '

Beneficiaries would gain by choosing preferred providers, since they would pay less in cost |
sharing and have a strong assurance about the quality of the provider. Beneficiaries could have .
less need to buy private supplemental Medigap insurance to reduce cost sharing, since cost
sharing could be somewhat reduced by using Medicare preferred providers. Those with
continued interest in Medlgap could purchase a new special policy (discussed in section 1-3 c)
that complements the PPO, which should be less expensive than the typical Medigap policy.:

The second proposal would expand the current “Centers of Excellence” demonstration to ma;ke it
a permarent part of Medicare. The purpose of the Centers of Excellence designation is to: (1)
recognize and reward providers who deliver complex medical care with exceptional quality and
(2) provide incentives for beneficiaries to use these providers. Competitively-selected facilities
would be paid a single rate for some or all services related to a surgical procedure or medical
condition. Beginning in 2001, the Secretary would establish Centers of Excellence throughceut
the nation for coronary artery bypass grafts (CABG) and other heart procedures, knee

- replacement surgery, and hip replacement surgery. The Secretary would also specify other
appropriate procedures and conditions for which it is appropriate to designate selected
exceptional providers as Centers of Excellence

As in the demonstration, selected facilities would have to meet special quality standards and
would be required to implement a quality improvement plan. Facilities would retain the Ceriter
of Excellence designation for a three-year period so long as they continue to meet these quahty
standards. The single rate paid to a Center for a particular procedure or admission could not’
exceed the aggregate amount that would otherwise be made for beneficiaries in order to proc:luce
_overall savings to the Medicare program. In addition, experience with the demonstration
suggests that the designation as a Center gives the facility a bargaining tool to use with their
S 2 ‘




" private purchasers. Beneficiaries would not be required to receive services at Centers, but
Centers would be allowed to provide incentives such as reducing or waiving cost sharing,
offering private rooms, or paying for travel and lodging expenses to attract beneficiaries.

 Background/rationale: In the private sector, PPOs and point-of-service (POS) plans have
become the predominant form of managed care. For example, most Federal workers and their
families are enrolled in the Blue Cross/Blue Shield Preferred Provider Organization in the
Federal Employees Health Benefits System (FEHBP). These arrangements enable plans to work
more effectively with participating providers to achieve quality and cost goals. Enrollees of
these kinds of plans face lower cost sharing and may have other advantages in using participating
physicians or other providers. By selecting providers for special designation and providing
beneficiaries incentives to use these providers, Medicare would be able to purchase hxgh~qua11ty
services and items at more competitive rates, as private plans are able to do now. Providers
would compete to be selected based on their performance and price and they would actively seek
out the designation as a preferred Medicare provider.

The Centers of Excellence proposal stems both from private sector practices and a recent

- Medicare demonstration project. From 1991-1998, HCFA conducted a demonstration’througf;h
which high-quality facilities were paid a single fee to provide all of the facility, diagnostic and
physician services associated with coronary artery bypass graft (CABG) surgery. The Centers of
Excellence were selected on the basis of their outstanding experience, outcomes, and efficiency
in performing these procedures. Medicare achieved an average of 12 percent savings for CA"BG
procedures performed through the demonstration while most facilities experienced 1ncreased'
market share. Studies have shown that average costs and length of stay for by-pass surgery, for
example, fall with increases in patient volume while quality i improves. Most experts agree that

- Centers of Excellence is a proven success that could improve quality and reduce costs if used

nationwide by Medicare.

b. Primary care case management and disease management

Policy: This proposal would give Medicare the flexibility to structure payments and systems of
care focused on the specific health needs of beneficiaries, which should both improve quality of
care and reduce costs. The two major tools Medicare would adopt are primary care case -
management and disease management.

Primary care case management (PCCM) refers to a set of activities performed by primary care
physicians to coordinate the full range of health care services used by participating benefimanes,
Medicare would be given the authority to develop PCCMs in areas or for beneficiary group
where there is evidence of lack of coordination of care or a pattern of inappropriate utilization,
such as a high rate of hospitalization for conditions that could be treated in outpatient settings.
Under this system, Medicare would selectively contract with high-quality physicians for PCCM
services. Physicians would be paid in the usual way (fee-for-service) but would receive case
management fees that could incorporate physician education and training. Primary care




-

. physicians would have an incentive to become a PCCM, since the designation would be

- exclusively for physicians who meet certain performance standards and other criteria. Further,
the PCCMs would be marketed to encourage beneficiary enrollmcnt guaranteeing patient

volume. »

To encourage beneficiaries to voluntarily enroll with a primary care case manager, Medicare .

could offer additional benefits or lower cost sharing. The additional program costs from lower

cost sharing or extra benefits would be offset by the reduction in costly services such as

avoidable hospitalizations. Beneficiaries who meet the criteria for a PCCM would volunteer to

remain with a PCCM for a period of time, and would receive all their health care either dlrectly
-from, or through referral by, their primary care case manager.

Disease managgment :'mthority would permit Medicare to take advantage of the recent

-development of special coordinated delivery systems for targeting certain high-cost health
conditions. Private-sector organizations have developed models of care coordination for

-conditions like congestive heart failure and diabetes, by providing physician-directed,

* nurse-mediated disease management services. The Secretary would have the authority to

" competitively pay qualified entities who provide (or subcontract to provide) services including -
patient screening and assessment, review of medications, patient education, telephone ‘
consultations, physician interaction, home nursing visits, surveillance and reporting. To
minimize fragmentation of care, Medicare could require single vendors to provide disease
management for related conditions (e.g., congestive heart failure, hypertension, coronary artery
disease, and diabetes). Medicare would set up the payment arrangements to achieve savings for
the given diagnoses for participating beneficiaries. . Beneficiaries would voluntarily choose to pet

_their care from these providers, benefiting from the expertise and care coordmatlon that is the
hallmark of these disease management systems. :

Background/rationale: Privatc-hca[th insurance plans are increasingly choosing to coordinate a

" range of health services, either for beneficiary needs or for a specific disease. Since a small
fraction of beneficiaries (5 percent) account for 45 percent of Medicare spending, targeting their
entire range of services or disease-specific services:can improve quality as well as reduce costs!
Primary care case managers (PCCMs) have been used by Medicaid and private health plans to -
improve access to quality care while reducing costs. For example, a study of Medicaid in
Kentucky and Maryland found that PCCMs can reduce use of ancillary services and increase use
~ of preventive services and primary care. This care management can be especially important for
older and sicker beneficiaries, who may have diminished capacity to navigate the health care
system.

Similar results have been emerging from disease management models. Private sector disease
management vendors indicate they are achieving savings of 20 to 50 percent (before fees) for
selected high-cost, chronic diseases, and have begun to guarantee improvement in patient,
satisfaction and clinical outcomes as well as cost savings.




c. Information and care coordination for Medicare-Medicaid dual eligibles

‘Policy: About six million Medicare beneficiaries also receive some benefits from Medicaid. -
Thiese dual eligibles represent 17 percent of the Medicare beneficiary population (19 percent pf
the Medicaid population), and account for 28 percent of total Medicare expenditures (35 percent
of Medicaid expenditures). On average, dual eligibles are sicker, older and poorer (by. definition)
than other Medicare beneficiaries. In addition, the dual eligible population is more likely to .
suffer from cognitive impairment, mental disorders, and limitations in their ability to perfonﬂ
daily activities. The health frailties of dual eligibles often require comprehensive acute and l«‘ang-
term care services. However, these services are provided by two separate public insurance i
programs. This complex arrangement of services can be difficult to understand and navigate! In
addition, providers for one program may be unaware of the actions of providers for another " :
program, unintentionally duplicating or contradicting each other. This is exacerbated by the !

- incentives to cost-shift between payers. This initiative assists these beneficiaries to better
understand their benefits, tests models for coordinating and improving care, and evaluates
whether Medicare and Medicaid savings can be achieved.

. Information to all new Medmare-Medxcald beneficiaries on coverage Under this proposal, alI

l

beneficiaries who become dually-eligible (full Medicaid, Qualified Medicare Beneficiaries ;

- (QMBs) or Specified Low-Income Medicare Beneficiaries (SLMBs)) would be prowded thh an '

orientation package containing information on dual eligible benefits and the programs that serve
them. The purpose of the orientation package would be to inform all dual eligibles about thcllr ,
special status, the Medicare and Medicaid programs, and how to obtain further information from ﬂ
HCFA, the states arid other relevant offices. This package would educate beneficiaries on thle
benefits, rights-and responsibilities that accompany dual ehglbic status. Spec1ﬁc mfoxmanox[}
would include:

s Basic mformatlon on benefits available to each category of dual ehglbles - ie., addmonal
services beyond the Medicare benefit package premium assistance and cost-sharing |
assistance. :

s Where to get addmonal xnformatlon about Medicare and Medlcald and the services avaxlab]e
to dual eligibles, including key phone numbers: Medicare contacts; Medicaid Office; State
Health Insurance Assistance Program; Office on Aging; and the Social Security - (
Administration (SSA). o

o Information on beneﬁcnanes rights under each program regarding grievances, appeals and
choice of provider (e.g., fee-for-servnce managed care, etc.).

HCFA would work w1th states to design and distribute this orientation package nationwide. . It
- would complement efforts underway by HCFA, states and local governments to expand
enrollment through outreach campaigns. ’ : .



Care coordination demonstration. This proposal would authorize a demonstration program to -
test care coordination models for Medicare beneficiaries who are also eligible for Medicaid and
who remain in fee-for-service Medicare. Dual eligible beneficiaries who participate would ‘
receive a one-time, special clinical assessment, developed by geriatricians, of their acute and.
long-term care needs. Those with significant health care needs would qualify for a care
coordination benefit that would include primary care services and advice from a team of
providers. This team would include a geriatrician, a social worker and a nurse who would
provide general primary care services and would advise the beneficiary about Medicare and
Medicaid care options. The team would suggest the best type of specialty acute care and make
suggestions about when other long-term care and support are necessary such as personal care,

. nursing home care, or home health. Other models of care coordination could also be tested. ‘Up
to 25,000 beneficiaries would be eligible for this demonstration intended to test both whether
outcomes are improved and whether savings can be achieved.

Provider groups would apply for the demonstration, and could include grass-roots organizatibns
as well as larger health care organizations. HCFA would carefully screen provider applicants
and monitor the demonstration to ensure that the providers were not using the demonstranon asa
way to maximize Medicare payments. The demonstration would require that providers have an.
agreement w1th their state for full cooperation.

Background/rationale: Confusion regarding Medicare and Medicaid benefits is common, and
many low-income beneficiaries who are dually eligible are not aware of the benefits and
programs that exist under Medicare and Medicaid to assist them. The orientation package would
provide dual eligible beneficiaries with the information they need to better access the complex
arrangernent of health care services available to them and to take full advantage of the beneflts '
~ they are entitled to as dual eligibles.

Having a provider or other professional assist beneficiaries in navigating the system is at least as
importaat as clearly written, informative documents. Most examinations of options to coordinate
. care have focused on managed care models to improve care coordination for this vulnerable
population. Yet, the majority of dually eligible beneficiaries choose to remain in fee-for-service.
This new demonstration effort would test models for improving care coordination for
beneficiaries who choose to remain in traditional fee-for-service Medicare.

d. Innovative purchasing tools and contracting reform

Policy: This proposal would give the Medicare the flexibility to promote high-quality, cost-
effective care by using innovative purchasing techniques for current services (separate structure
for prescription drug coverage). These techniques include: competitive pricing and selective
contracting, negotiating payment rates in exchange for flexible administrative arrangements;
negotiating bundled payments for related services; and testing and implementing incentive
payments for group practices. It also would reform Medicare contracting.
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Competitive pricing. This proposal would authorize use of competitive bidding and price
negotiations to set payment rates for Part B items and services (except for physician services).
Medicare would have the authority to select both the items and services, and the geographic
areas, to be included in a bidding or negotiation process based on the availability of provnders
and the potential to achieve savings. Bids would be accepted only if providers met spec1ﬁed*
quality and customer service standards. Protections would be built in for rural areas where t]us
competition may be difficult. There would also be protections for bidders (e.g., median bid, not
. best price; no winner takes all). Medicare would also have the authority to selectively contract
with providers who accept negotiated or bid prices and other contractual terms. Providers would
have an incentive to pamclpate to potentially secure a larger market share.

Improved negotlatmg authority would allow the current Medicare to negotiate alternative ﬂexnble
administrative arrangements with providers and suppliers who: (1) agree to provide price
discounts to Medicare, and (2) demonstrate better performance and higher quality. The
administrative arrangements could include such incentives as simplifying claims processing,
reducing billing payment cycle time, and alternative claims and cost settlement processing. The
use of these special administrative arrangements could be targeted to areas where there is market
competition and discount arrangements are common. In general, before an alternative
arrangernent would go into place, Medicare would assure that the arrangement would achieve
program savings. These savings would result from discounts and selecting pr0v1dcrs and
suppliers who have demonstrated appropriate utilization practices.

Paying a single amount per case for all services at a site of care is another way of simplifying the
traditional service-by-service payment structure and providing incentives for lower cost, high-quality
care. This proposal would authorize Medicare to provide a single payment per case to combinations
of practitioners, providers and suppliers for all care delivered at a specific facility or site of care (e.g.,
all physician and hospital services delivered in the hospital setting, or all professional and facility
services delivered in a partial hospitalization program). For example, all payments for the surgeon,
anesthesiologist, attending physician, and physician consultant(s) for each case would be comibined
with the applicable hospital DRG and paid to one entity. This combined amount would p10v1de
incentives for the physicians and hospital to work together to deliver higher quality, more eﬁ icient
care. Those efficiencies would be shared with Medicare. This single payment arrangement would
only be established if overall program savings are anticipated.

This proposal would also explicitly authorize a demonstration of bonus payments for physician
group practices, which would be expanded nationwide if proven to be successful. Qualifying
group practices would be offered bonus payments if they reduce excessive use and demonstrate
positive medical outcomes for their patients. To qualify, a large physician group practice would
be required to: meet or exceed certain size and scope criteria, submit acceptable clinical ancl _
administrative management plans, participate in acceptable quality improvement plans, subxmt
required performance data, and distribute at least a portion of the bonus payments based on
quality performance. Qualifying organizations would be given an annual per capita target based
on the organization’s own historic experience (e.g., average total Part A and Part B expendmxres
for the Medicare FFS beneficiaries seen by the practice in a base year). A bonus could be paid
7




to the organization when actual total per capita expenditures in the performance year are lower
than the target. A portion of Medicare savings -- separate from the bonus payment -- could b¢ set
aside each year and paid based on process and outcome improvements. ‘

Contracting reform is a necessary first step in updating the tools HCFA needs to engage in
effective oversight of the Medicare contractors. This proposal, which is also in the President’s
budget, would allow HHS to use competition to select Medicare fiscal intermediaries and
carriers. It would also allow Medicare to use entities other than insurance companies as its fiscal
agents, and provide HHS greater flexibility in determining which functions should be performed
under the contracts,

Backgro: und/ranonale' Private and other public sector purchasers of health care have
successfully used competmon and negotiation to establish payment rates and assure high quahty
of health care services. Competitive pricing is now being tested through Medicare
demonstrations and appears to be successful at constraining costs. For example, HCFA is
currently conducting a demonstration of competitive bidding for durable medical equipment For
each product line, HCFA establishes a competitive range of bids and selects enough quality
suppliers in that range to meet the necessary demand. Transition policies assure that current!
arrangements phase into the new system. The series of authorities in this package would allaw
for broader use of such arrangements that both assure a clear, fair process for prov1ders as wcll as
Federal savings and 1mpr0vcd care for beneficiaries. (

2. Competitive Defined Benefit Proposal

Overview. The proposal would create a new “competitive defined benefit” program that, for the
first time, would inject price and quality competition among health plans in Medicare. Unlike
the current Medicare+Choice system, plans would be reimbursed for their full price of offering
the defined set of Medicare benefit including a new subsidized drug benefit, and would compete
over cost and quality. Such price competition would make it easier for beneficiaries to make
informed choices about their health plan options. It also would provide incentives for
beneficiaries to choose private plans offering high-quality health care while also saving thenjl
money by reducing their Part B premium costs. This saves the government money as well. -
Importantly, beneficiaries optmg to stay in the tradxttonal fee-for-service program would be able
to do so without an increase in premiums.

a. Beneficiary premiums based on choice of managed care plan’

Policy: For the first time, the Medicare beneficiaries would have the ability to choose plans that

can offer coverage with no ora lower premium than the traditional Part B premium. Right how,

beneficiaries pay the same Part B premium regardless of the cost of their plan. Under the

President’s proposal, premiums would be lower if beneficiaries choose lower-cost managedf care

plans; the same if their plan’s price is about equal to average traditional program costs and more
: 8



and how they want to buy them. Plans would still have the cptxon to offer extra benefits, but the
- premium for those benefits would not be subsidized by the government, reducing the meqmues
that occur today from area to area.

This competition could not work effectively without the new prescription drug option.
Beneficiaries have a great need for this coverage, and it is part of almost all standard pnvatt-
insurance plans today. Beneficiaries have sought out managed care plans with drug coverape in
areas where they are available. It would be unfair to replace benefits competition with pncc ‘
competition without putting in place an option to ensure that all beneficiaries have access to.
subsidired drug coverage, not just those in managed care. Equally as important, Medicare would
explicitly pay managed care plans for drug coverage, lessening the uncertainty about whethir
plans can afford to do so in the future.

b. Government payments based on pian prices

" Policy: The government would pay Medicare managed care plans based on their prices, not a
flat rate based on a statutory formula, as it does today. These Federal payments would be limited
so that the government does not pay more than it does today (in general) but would be lower if.
beneficiaries choose lower-price plans. In other words, the government would save money when
beneficiaries choose efficient plans — which does not happen in today’s system. This should
produce long-run efficiency and program savings if beneficiaries take advantage of the optlon to
pay lower Part B premiums by enrolling in hxgh-quahty, cost-effective managed care plans

Medicare payments to plans would be determined in two steps. First, private plans meeting
Medicare eligibility criteria would bid on Medicare’s defined set of benefits, including the riew
prescription drug and prevention benefits. Plans would have the option of including in this bid
the cost of reducing or eliminating the cost sharing for Medicare benefits, so long as the value of
that reduced cost sharing does not exceed 10 percent of the value of the defined Medicare
benefits package. As is currently the case, the plans could further supplement the package by

. offering additional benefits for an additional supplemental premium, but these supplements:.
would riot count towards the price used to establish the government payment (note: the Secretary
of Health and Human Services will examine the need and options for standardizing these
supplemental benefits as part of her study on supplemental benefits in section II-3-d).

Second, this plan price would be compared to the cost of traditional Medicare for an average
beneficiary. As under current law, maximum government payment for managed care plans.
would be set so that managed care enrollment of an average beneficiary would produce propram
savings. Specifically, the maximum government payment would be set so that the beneficiary
pays the same Part B premium for a private plan with a price equal to 96 percent of traditional
program costs. (Note: to the extent that savings from competition permit, this 4 percent current-
law government savings from enrollment in a private plan could be reduced or eliminated).
Instead of paying this flat amount for all plans, however, government payments would be based ‘
on the actual plan price when that price is below the maximum government payment level. ‘As
- 10



~ the plan price falls, the government payment also falls, by 25 percent of the reduction in price.
Specifically, the government would pay the difference between the plan price and the beneficiary
contribution (described above), up to a limit.

A different way to think about the government payment is as a percent of the total private plan
price. For plans whose price is below about 80 percent of the average traditional program costs,
the government would pay 100 percent of the price, and beneficiaries would pay nothing to:

“enroll in those health plans. For plans whose price is between 80 and 96 percent of traditional
Medicare costs, the dollar amount of the government payment increases, but it declines as a
percent of the price as the beneficiary premium increases. The government payment wouldl be
capped for plans whose prices are above 96 percent of traditional program costs. Stated siniply,
the government payment increases with plan price increases up to a limit. That limit is the
amount that the government pays for an average beneficiary in the traditional program less a 4
percent discount to account for the greater efficiency of managed care. This 4 percent dlscount is
the same as that captured under current program rules.

Government payments to mcdlcal savings account (MSA) plans and private fee-for—semcc plans,
two new options included in the BBA would remain the same as undcr current law for the first .
few years of the new system.

Background/rationale: Unlike Medicare which pays managed care plans a flat payment based
on their fee-for-service costs irrespective of plan prices, many private employers and other health
care purchasers base their payments on plans’ actual prices, and pay a larger share of the colst of
_lower-cost plans, to encourage price competmon The President’s proposal would adopt thls
private employers’ approach. All managed care plans would be paid their full price througha
combination of government and beneficiary payments. The split between how much the
beneficiary pays and how much the government pays would depend on the plan price relative to
traditional Medicare program costs. The higher the price, the more beneficiaries pay since t::he
government contribution rate declines relative to the price of the plan. This approach, paying
plans a percent of their price up to a limit, is similar to that of the Federal Employees’ Health
Benefits Program.

Because payments would be based on the actual plan price, not a flat rate structure, Medicare
would save not only when beneficiaries switch from the traditional program to managed care
(due to the 4 percent discount for plans that cost the same as traditional Medicare) but also ‘when
they move from higher to lower cost managed care plans. This will produce savings over nme
[f savings from competition are sufficient, the govemment discount from the switch to managed
‘care could be phased out.

c. Risk and geographic adjustment
Policy: . To ensure that competition is based on price and not risk selection, a strong risk

"adjustment system will need to be in place at the start of this proposal. Risk adjustment mcreases
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or decreases private plan payments based on the lnkehhood that a bencﬁmary will develop costly
health problems. It lessens the incentive for private plans to search out healthy beneficiaries and
avoid sick beneficiaries. The BBA directed HCFA to implement risk adjustment, which will be
fully phased in by 2004. The government, not the beneficiary, makes the payment adjustment -
so that all beneficiaries pay the same premium but the plan is fairly compensated. Because it is
essential to have risk adjustment in a competitive payment system, this proposal would begm in
2003 when the new nsk adjustment system is almost fully implemented.

To maintain a level playmg field between the traditional program and private plans, govemment
payments to private plans under this proposal would include an adjustment for geographic ccst
differences that affect plan operations and costs. This would put the premiums for managed care
and the traditional program on the same, national basis (rather than have the private plan
premium be local and the fee-for-service premium be national). Specifically, the governmert
‘would adjust payments for plans in high-cost areas to reflect the full local costs, which is more
than under the BBA formula. The increases in government payments in low-cost areas mcluded
in the BBA would be maintained in the President’s plan. In other words, the higher payments to
rural managed care plans secured in the BBA would be maintained to encourage plan
participation in underserved rural areas. This two-part geographic adjustment system would be
studied in its first several years by the Secretary of Health and Human Services to assure that it
produces the intended effect. '

Background/rationale: One of the most important changes to managed care payments in the
BBA was the required 1mplcmcntat1on of risk adjustment. Medicare covers many.high-cost
elderly and disabled beneficiaries who could benefit from coordination of care that managed care
offers. The failure to adjust for these potential costs (beyond the current demographic factors
such as age) creates incentives for plans to sign up only healthy beneficiaries. More than hdlf of
all Medicare fee-for-service beneficiaries cost less than $500 per year, while less than 5 percent
of beneficiaries cost more than $25,000 per year. Some of these differences are predlctable and
should be taken into account in setting government payments fairly. Risk adjustment also helps
_ eliminate overpayments that are built into the system due to disproportionate enrollment of '
healthy beneficiaries, according to the General Accounting Office. For these reasons, v1rtually
all experts, including the MedPAC, support implementation of risk adjustment. The President’s
plan maintains the currerit phase-in schedule for risk adjustment that was announced in Ma} 'ch,

Similarly, geographic adjustment of government payments helps protect beneficiaries and
promote competition. The current Medicare Part B premium is set nationwide — all beneficiaries
pay the same premium regardless of where they live. In contrast, government payments to
private plans in different areas are adjusted by a complex formula involving “blended” national
and local costs, historical costs, and statutory limits. Compared to payments based on local costs
only, the blend included in the BBA increases private plan payments in low-cost rural arcas}, but
reduces payments to private plans in high-cost areas. Undet the proposed system, beneficiary
premiums for managed care would no longer be fixed, but would vary based on plan pnces'
Since plan prices will 1mphclt1y include the local costs of care, if the government does not | pay
for these local costs, then the plan would pass through these costs to the beneficiaries in the form
12



of higher premiums. This would make the beneﬁcxary premium for managed care in high-cost
areas much higher than that of the traditional program, discouraging enrollment. The full
geographic adjustment of the government payments in high-cost areas included in this proposal
is critical to making the competition between the traditional program and managed care
premiums equitable. It is likely, however, that costs in these areas would fall as competition
reduces unnecessary utilization. The proposal would also keep the current partial geographic
adjustment system for low-cost areas, maintaining the provisions included in the BBA to
encourage private plans to enter rural areas. : :

3. Smoothing Out Balanced Budget Act Policies

Overview. The Balanced Budget Act of 1997 included important changes to Medicare pay’mcnt
policies that have contributed to restraining cost growth through 2002 and extending the hfP of
the Medicare Trust Fund through 2015. The BBA policies were developed in consultation .W1th
Medicare experts, Congressional members and staff, and many outside interest groups. Th::y
include strong and defensible policies that will help preserve and protect Medicare for the people
it serves. However, some of the approximately 335 BBA policy changes may have unintended
consequences. Given how recently these changes were enacted, the implications for providers
and beneficiaries are not clear. HCFA, MedPAC, GAO, and the HHS Inspector General are all
engaged in proactive efforts to monitor the impact of the BBA policies on beneficiaries’ aciess
to quality health care. However, recognizing that there may be a need to adjust and graduaily
phase-in of some of the BBA policies, this plan includes set-aside funding for the purpose of
making targeted adjustments to certain BBA policies. It also includes some administrative
actions to smooth the transition for providers and a policy to help disproportionate share
hospitals.

a. Quality assurance fund

Policy: The Medicare reform plan would set aside a stream of funding to make appropnatc and
justified modifications to BBA policies. This set-aside, totaling $7.5 billion for FY 2000- 09 is
funded in the context of the reform plan, but its uses are not specified. The Admmlstranonl will
work with Congress, Congressional advisory commissions, provider and beneficiary groups to
determine what BBA policies, if any, have produced major access and quality problems for
beneficiaries and/or made it excessively difficult for providers to deliver quality services. As we
do so, we will develop with Congress specific policies that address problems in a fiscally prudent
way. This process will be fact based and guided by evidence.

Background/rationale: The BBA implemented some of the most important changes to

Medicare in the history of the program. Given the large number and magnitude of the charges,
however, some issues have inevitably arisen. We are actively monitoring the impact of the BBA
on beneficiary access to quality care. When we finalize our analysis of this information, we '
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believe we will find that specific targeted changes should be made to assure that beneficiari¢s are
receiving appropriate and high quality services. :

Although some adjustments will hkely be needed the Administration wants to carefully evaluate
evidence of problems and proposed policy solutions with the Congress, advisory groups hke
MedPAC, GAO and the Congressional Budget Office (CBO), and provider and beneficiary .
groups. We also intend to proceed with caution — the BBA represents an important, sound plece
of legislation that should only be moderated in certain instances, not undermined or repealed.
The Administration will only support targeted changes to resolve specific problems with
beneficiary access to quality care and will oppose legislation that risks opening up the BBA.ina
marnner that significantly harms the Trust Fund and the Medicare program in general.

b. Administrative actions to smooth implementation of the BBA

Policy: The Administration will take a number of actions that are within its administrative
authority under the statute to smooth the implementation of some of the provisions of the BBA
These changes will help ensure beneficiary access to care while maintaining the fiscal discipline
- of the BBA that is essential for protecting Medicare’s future.

Inpatient hospital transfers. The BBA requires the Secretary to reduce payments to hospitals
-when they transfer patients to another hospital or unit, skilled nursing facility or home health
agency for care that is supposéd to be included in acute care payment rates for ten diagnoses. It
also authorizes HCFA to extend this “transfer policy” to additional diagnoses after Octoberll ,
2000. To minimize the impact on hospitals, extension of the transfer policy to additional
dlagnoses is being postponed for two years.

Hospital outpatient payments. The BBA requires Medicare to begin paying for hospital
outpatient care under a prospective payment system (PPS), similar to what is used to pay for
hospital inpatient care. To help all hospitals with the transition to outpatient prospective
payment, we are considering delaying a “volume control mechanism” for the first few years of
the new payment system. The law requires Medicare to develop such a mechanism because
prospective payment includes incentives that can lead to unnecessary increases in the volumie of
covered services. The proposed prospective payment rule presented a variety of options for
controlling volume and solicited comments on these options. Delaying their 1mplementat1qn
‘would provide an adjustment period for providers as they become accustomed to the new system.

Also to help hospitals under the outpatient prospective payment system, we included a proposal
in the proposed rule to use the same wage index for calculating rates that is used to calculate
inpatient prospective payment rates. This index would take into account the effect of hospltal
reclassifications and redesignations.

We are considering implementing a three-year transition to this new PPS by making budget- |
neutral adjustments to increase payments to hospitals that would otherwise receive large pa yment
: - 14



reducticns such as low-volume rural and urban hospitals, teaching hospitals, and cancer

hospitals. Without these budget-neutral adjustments, these hospitals could experience large
reducticns in payment under the outpatient prospective payment system. For all of these
outpatient department reform options, the rulemaking process precludes any definitive statement -
on administrative actions until after the implementing rule is publishedé

* Rural hospltal reclassxﬁcatlon Hosp:tal payments are based in part on average wages where the
hospital is located. We are making it easier for hospitals whose payments now are based on,
lower, rural area average wages to be reclassified and receive payments based on higher avéragc
wages in nearby urban areas and thus get higher reimbursement. Right now, facilities can get
such reclassifications if the wages they pay their employees are at least 108 percent of average
wages in their rural area, and at least 84 percent of average wages in a nearby urban area. We are
changing those average wage threshold percentages so more hospitals can be reclassified.

Home health. The BBA significantly reformed payment and other rules for home health
agencies. 5. We are taking several new steps to help agencies adapt to these changes mcludmgr ¢))]
increasing the time for repayment of overpayments related to the interim payment system from '
one year to three years, with interest. Currently, home health agencies are provided with oqe
year of interest free extended repayment schedules; (2) postponing the requirement for surety
bonds until October 1, 2000, when we will implement the new home health prospective payment
system. This will help ensure that overpayments related to the interim payment system will not
be an obstacle to agencies obtaining surety bonds; (3) following the recommendation of the
General Accounting Office by requiring all agencies to obtain bonds of only $50,000, not 15
percent of annual agency Medicare revenues as was proposed earlier; (4) eliminating the
sequential billing rule as of July 1, 1999. Many home health agencies had expressed concein -
about ttie impact of the implementation of this requirement on their cash flows and this rneasure
should alleviate these problems to a large degree; (5) phasing-in our instructions 1mplementmg
the requirement that home health agencies report their services in 15-minute increments in
response to concerns that the demands of Y2K compliance were competing with agency efforts
to implement this BBA provisions. By allowing this degree of flexibility for a temporary period
we will prevent any agency cash flow problems or returned claims.

Background/rationale: The BBA required implementation of many changes on a rapid
schedule, without fully taking into account the need to make Y2K computer changes and other
implementation issues. -Because of the magnitude of some of the changes, certain providers may
need additional time to prepare or adjust to them. The plan includes these administrative actions
to ensure that the implementation of the BBA changes is done in a way that sxmultaneously
assures appropriate payment and access to high-quality health care.

c. Direct payments to disproportio‘néte share hospitals (DSH)

Policy: Beginning in 2001, disproportionate share hospitals (DSH) payments associated with
managed care enrollees would be removed from Medicare+Choice (i.e. managed care) payments
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and would be paid directly to hospitals on behalf of Medicare+Choice enroilees who are adrmtted
to eligible hospitals, similar to the graduate medical education policy enacted in the BBA. 'll{'hls
change would be budget neutral, and the total amount of DSH payments would be removed in
the first year. The President’s plan also includes a proposal to pay managed care plans based on
their competitive prices beginning in 2003. When the competitive system is implemented, DSH
payments, like graduate medical education payments, would not be included in the calculatllon of
the average traditional program costs that determines how much of the plan price the goverrment
pays (similar to the treatment of graduate medical education payments).

Background!ratmnale Medicare makes an additional payment to hospitals' that treat a high
percentage of low-income patients. This is done through an adjustment to inpatient prospective
payments to each hospital that qualifies for DSH payments. These payments are intended to
support hospitals that serve a large number of uninsured persons, such as teaching hospxtals‘and
those in rural and inner-city areas where access is limited for low-income people. With recent
hospital mergers and closures, Medicaid movement to managed care, and a competitive private
marketplace, these payments are becoming even more important in ensuring access.

Studies have found that managed care typically.does not pay disproportionate share hospital;s the
amount that they would have received if paid through fee-for-service. Given the important Irole
that these hospitals play in serving the 43 million uninsured Americans, the President, as he has

in the past continues to support a policy that would pay DSH to these facilities directly they treat L

beneficiaries in managed care. By improving the targeting of these payments, this policy would
help ensure that DSH payments serve their intended purpose. -

4.  Constraining Out-Year Medicare Spending Growth

Overview. This plan builds on the fiscal discipline that the Balanced Budget Act of 1997 .
brought to Medicare for 1998 through 2002 by including moderated policies to constrain
Medicare spending growth beginning in 2003 through 2009 (the end of the budget wmdow) The
BBA would reduce Medicare'spending per beneficiary to about 3.8 percent between 1998 and
2002, but after that, from 2002-2009, spending growth per beneficiary rises to 4.9 percent on
average. The policies outlined below, along with the other policies in the proposal (excludi:ng
the drug benefit) would reduce Medicare spending per beneficiary to 4.3 percent over the 2002-
2009 period. Payment rates for many Medicare services are determined by statutory formul las
(e.g., fee schedules, prospectwc payment systems) that have annual updates to account for heaith
care inflation. The growth in a “market basket” index of health care prices or the general
consurmer price index (CPI) are used for most services. Historically, Congress has reduced’
various update indices in many years to adjust for factors such as efficiencies gained by providers
that are not reflected in their update factor. For example, over the past 15 years, the inpatieht
hospital market basket update has been reduced by —1.7 percentage points on average. Thl‘E plan
would adjust the annual update rates for some Medicare services using the same or lower -
reductions.in updates as in the BBA. Recognizing concerns about excessive cost growth
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. constraints, the proposal does not extend BBA policies for reducing growth in outpatient
departments, disproportionate share hospitals, nursing homes, and home health.

a. Hospitals
Policy: The plan would make several adjustments to hospital payment policy.

Urban hospltal inpatient payment update. The plan would update mpat1ent urban hospital
payments by the hospital market basket minus 1.1 percentage point from fiscal year 2003
through 2009. While hospital payments are updated annually by a market basket index, the‘
Medicare Payment Advisory Commission has projected hospitals’ Medicare margins to continue
to be at historically high rates. The BBA reduced the market basket update for all hospltalslby
2.8 percentage points in 1998, 1.9 percentage points in 1999, 1.8 percentage points in 2000, and
‘1.1 percentage points in 2001 and 2002. Co

Rural hospxtal inpatient payment update. Rural hospntals serve an important role in areas where
the next nearest hospital is often hours away. Recognizing this, the plan would update mpanent
rura] hospital payments by the hospital market basket minus 0.5 percentage points in fiscal 2003
and increasing the percentage: point reduction by an additional 0.1 percentage point each year |
until the same update applies for rural and urban hospitals. As a result of their lower volume, .
however, they typically do not have as high Medicare margins as urban hospitals. The BBA
reductmns to the update did not differentiate between urban and rural hospitals. - - -

Hospital capnal payments .The plan would reduce reimbursement for prospectwe paymentl
system (PPS) hospital capital costs by 2. 1 percent from fiscal year 2003 through 2009 Thm is
the same reduction as in the BBA. :

PPS-exempt hospitals. When created in 1984, the inpatient PPS excluded certain specialty
hospitals (e.g., psychiatric, cancer, children’s and rehabilitation hospitals) because the PPS was
thought to be a poor predlctor of resource use in these hospitals. Their reimbursement formula is
specified in the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA). The BBA changed
this formula by creating national cost limits and reducing rate increases. Specifically, it
moderated rate increases for PPS-exempt hospitals based on the relationship between a hospital’s
operating cost and its target amount. The plan would extend this reduction from fiscal year|2003 -
through 2009. It also would extend the BBA’s 15 percent reduction in reimbursement for |
PPS-exempt hospital cap1tal costs from fiscal year 2003 through 2009.

b. Ambulance, prosthetics and orthotics, and hospice services
‘Policy: The following payment update adjustments are continuations of the BBA policies. .
Ambulance’ The plan would increase ambulance payments at the rate of growth in the CPIi

minus | percentage point from 2003 through 2009.
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Prosthetics and orthotics: The plan would increase payments for ‘prosthetics and orthotics at the
rate of growth in the CPI minus 1 percentage point from 2003 through 2009.

Hospice: The plan would increase hospice payments at the rate of growth in the hospltal market
basket minus | percentage point from fiscal year 2003 through 2009. .

c. Ambulatory surgical centers

Policy: The BBA includes an update for payments for ambulatory surgical centers of the rdte of
growth in the CPI minus 2 percentage points in fiscal year 2002. The plan would increase -
paymerits for ambulatory surgical centers at the rate of growth in the CPI minus 1 percentage
point from fiscal year 2003 through 2009. This would be an increase over the BBA, and wou]d
bring payment growth in line with most other Part B services. :

d. Clinical laboratory servicés, durable medical equipment & parenteral & enteral items

Policy: The BBA includes a freeze on payments for clinical lab services, durable medical -
equipment, and parenteral and enteral nutrients supplies and equipment for 1998 through 2()02
This plan would increase payments for these services at the rate of growth in the CPI minus 1
percentage point from 2003 through 2009. This would be an increase over the BBA and would
brmg payment growth in lme with most other Part B services. : :

Background/rationale: To ensure that program growth does not significantly increase aﬁer most
of the Medicare provisions of the BBA expire in 2003, this package of proposal described above
includes out-year policies that protect against a return to excessive growth rates but are more
moderate than those included in the BBA. These proposals, in combination with the
modernization of traditional Medicare and competition, would reduce average annual Medicare
spending growth from 4.9 percent to 4.3 percent per beneficiary between 2002 and 2009 — é)ver
10 percent higher than the BBA spending growth per beneficiary for 2002-2009.

5. Improving Medicare Management, Including Public/Private Advisory Boards

Overview: The President’s plan includes a major modernization reform of the management of
. the Health Care Financing Administration (HCFA) which oversees Medicare. These proposals,
which are included in the President’s FY 2000 budget along with others such as reforming the
regional and central office relationships, are designed to better integrate private sector
experiences and practices into the Medicare program. These efforts will also allow HCFA to
better and more efficiently manage its increasing workload while improving the already high
level of service and quality of care for our beneﬁmanes '
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a. Increasing accountability through public/private advisory boards

Policy: HCFA will improve its services and increase its accountability. It plans to establish
three key private/public advisory panels to help in this effort.

o Management Advisory Council. Private and public sector experts will help HCFA identify,
adapt, and adopt innovations in customer service, purchasing, and management. The Council
will help HCFA improve service and strengthen accountability by creating a conduit to | )
private sector expertise and holding public meetings to air Medicare management issues. .

o Medicare Coverage Advisory Committee. Experts in medicine and science, along with.
consumer and industry representatives, will help guide a new open, understandable, andl
predictable process for determining whether treatments and devices should be covered by
Medicare. The Committee and new open process will improve service and strengthen :
accountability by holding public meetings, sefting tlmetables and posting information c.n
pending coverage issues on the Internet. : . ‘

» Citizens Advisory Panel on Medicare Education. Experts in medicine, health policy, and
* consumer education would help make sure beneficiaries have timely, understandable and
useful information about their rights and options in Medicare. The Panel will improve
service and strengthen accountability by establishing a public forum for continual feedback
on hiow education efforts are faring and what should be done to improve them. . ; ,

1

b. Increasing personnel flexibility

ohcx HCFA has made new and significant strides in hiring highly quahﬁed professmnals with
private sector backgrounds. ‘However, HCFA needs greater personnel flexibility to have tht‘ right
staff to stay on top of changes in the rapidly evolving health care marketplace, to increase ns
purchasing expertise, and to hold staff accountable for results. HCFA has contracted with
independent experts to evaluate staffing needs and how well HCFA staff currently meets those
needs. Their findings will help determine exactly what legislative or other changes are needed to
make sure the right people are m the right places to ensure beneficiaries have access to hlgh
quality health care services.

L MODERNIZING MEDICARE’S BENEFITS
1. Prescription Drug Benefit
()vervx ew. This proposal would create a new and voluntary outpatlent Medicare prescription

drug benefit that is accessible and affordable to all beneficiaries. Medicare beneficiaries would
have the o pnon to enroll in “Part D” of the program. All Part D beneficiaries would 1mmedhately
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be able to purchase their prescriptions at the lower drug prices which private-sector benefit
mangers are able to negotiate. In addition, the new benefit would have no deductible and would
pay half of participants’ drug costs up to a limit of $5, 000 ($2,500 in Medicare payments) shen
fully’ 1mplemented Medicare would also provide a 50 percent premium subsidy for this
coverage to assure that it is affordable for all beneficiaries. Its premiums are estimated to be $24
in 2002 and $44 in 2008 when fully implemented. Low-income beneficiaries (below 135 percent
of poverty) would not pay for premiums or cost sharing (improving the protections that they have
for the Medicare Part B premium), and those between 135 and 150 percent of poverty would pay
a reduced premium. Enrollees in Medicare managed care plans would receive their benefitlas
they do today — although plans, for the first time, would be paid directly for providing this
coverage. Beneficiaries in the traditional program would get their benefits through private
pharmacy benefit managers (PBMs) or other qualified entities. Medicare would contract out for
this management through competitive bidding similar to that used by most private insurers and
large employers. This proposal also includes incentives to develop and retain employer-provided
retiree drug coverage.. : . ﬁ

Despite the indisputable importance of prescription drugs to health care today, Medicare does not
explicitly cover outpatient prescription drugs. As a consequence, nearly 15 million Medicare
beneficiaries lack drug coverage altogether — many of whom are middle income. Millions more
have retiree health coverage, which is declining; Medigap, which is unstable and increasingl;ly
expensive; Medicaid, which restricts eligibility to the lowest income seniors and people with
disabilities; or Medicare managed care. Medicare manage care plans are restricting their extra
benefits, including prescription drugs, reinforcing the need for a minimum, national drug benefit
option for all Medicare beneficiaries.

a. Benefit design

Policy: There afe several major design features of the prescription di'ug benefit:

. yé deductible: Coveragé would begin with the first presc;lx'iption,

* ' Discounts: From the first prescription on, beneficiaries would get the same discount that the

. private group purchaser who manages the benefit gets. This discount would continue éven
after the benefit limit is reached.

» Coinsurance: Beneficiaries generally would be responsible for coinsurance amountmg to 50
percent of the cost of any prescription. Benefit managers would be allowed to reduce the
coinsurance charged to beneficiaries if they could demonstrate as part of their bid proposal
that they could achieve savings without undermining quality health care and access to |
needed medications.
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»  Benefit limit: There would be a limit on total amount of spending that the plan would pay
 each year on behalf of a particular beneficiary. The limit would be set at $2,000 (31, 000 in
- Medicare payments) for calendar years 2002 and 2003; $3,000 for 2004 and 2005; $4, 000
for 2006 and 2007, and $5,000 for 2008. In 2009 and subsequent years, the limit would be
" increased each year by the increase in the consumer price index (CPI).

In general, all therapeutic classes of drugs would be covered under the Medicare Part D beriefit.
In addition, beneficiaries would be guaranteed access to off-formulary drugs when medically
necessary, and have basic appeal rights where coverage is denied. The only exceptions would be
the set of drug classes currently excluded under Medicaid (Title XIX) (including drugs for
weight loss or gain, promoting fertility, cosmetic purposes or hair growth, symptomatic reh{ef of
cough or colds, prescription vitamins and minerals, and all nonprescription drugs), except that
prescription smoking cessation drugs not covered under Title XIX would be covered under'
Medicare Part D. Prescription drugs currently covered under Medicare Part A or B would l,nll be
covered under current arrangements and would not be counted against the Part D benefit limit. If
there are drugs for which there have been documented abuses, benefit managers would be
permitted to take certain measures to assure appropriate utilization, as is the case in both pnvate
sector and Medicaid prescription drug programs. No formulary would be established by the
Medicare program, but private benefit managers could establish formularies, subject to the
coverage requirements (described below), as virtually every PBM and private insurer does today. -
This would help them negotiate better prices and evaluate optimal therapeutic mtervennons '
Benefit managers would also be authorized to create appropriate incentives for generic
substitution, a practice widely used in pmfate plans today.

Background/rationale: Thns benefit would provide meaningful coverage to all beneficiari¢s
regardless of their level of drug utilization. Because of the zero deductible, beneficiaries would
be covered from their first prescription each year. The 50 percent coinsurance would help fo
make the coverage affordable to the government and beneficiaries through lower premiums, and
would help guard against overutilization. The cap on total benefit payments helps keep the;
prograrn affordable for taxpayers. Over 90 percent of beneficiaries would not reach the cap) when
fully implemented.

This benefit is designed to assure beneficiaries have access to needed drugs while allowing;
private managers set procedures for accessing drugs. This flexibility allows the Medicare clrug
benefit to adapt to future pharmaceutical advances without major new legislation or regulation.

b. Finaéncing

. Policy: In general, the new Medicare prescription drug benefit would be operated asa separate
part of the Supplemental Medical Insurance (SMI) Trust Fund. Using this Trust Fund would
eliminate the additional bureaucracy associated with a new trust fund. In no way would Pairt D

costs or income affect Part B costs or premiums. The beneficiaries and government would!
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equally split the cost of the Part D benefit. Thus, beneficiaries would pay a premium in the
amount of 50 percent of the cost of the program. The estimated premium in 2002 is $24 per
month, rising to $44 per month in 2008 when the beneﬁt is fully phased in. Beneficiaries would
also pay cost sharing, as described above.

Premiums for those beneficiaries opting for Part D coverage would be collected in the same way -
as Part B premiums, as a deduction from Social Security checks for most beneficiaries. Once
enrolled, beneficiaries would be notified of the annual premium in the same notice in which they
learn about the Part B premium for the next year. :

Background/rationale: The Part D prescription drug benefit is financed on a shared voluntary
basis, similar to the structure of Medicare Part B. Financing will be split between beneficiaries
and government (each pays 50 percent of the full premium). This level of subsidy is desigried to
keep premiums low enough to be affordable to beneficiaries and to avoid risk selection (se¢ ‘
section I11-2 for a description of the offsets for this benefit).

¢. Enrollment

Policy: In general, beneficiaries would have a one-time opportunity: to sign up for the voluritary
benefit, in either the first year the benefit is offered (2002) or their first year of Medicare
eligibility. There are two exceptions: (1) beneficiaries who are covered by their employer while
still working (or by the employer of a working spouse) have a one-time opportunity to enroll

after retirement (or retirement or death of the working spouse); and (2) beneficiaries who are
covered by employer-based retiree coverage have a one-time opportunity to enroll if the fox;mer
employer drops coverage of prescription drugs for all retirees.

In the first year of implementation, all Medicare beneficiaries would be able to sign up for the
benefit during an open enrollment period, held at the same time as the Medicare+Choice
enrollment period in November 2001. During 2001, the Medicare program would conduct a
major education campaign about the new benefit option. After the first year of implementation,
all newly eligible Medicare beneficiaries could enroll for the optional Part D coverage, under the
same procedures as established for enrollment in optional Part B coverage.

Background/rationale: Similar to Medicare Part B, enrollment in Medicare Part D is don¢ on a
one-time only basis. This approach is critical to reducing or eliminating selection bias; if
enrollment were allowed on an annual basis, beneficiaries could make the decision to select
coverage only for years in which they anticipate high drug costs. Beneficiaries who have ,
adequate employer-sponsored coverage could continue that coverage without paying twice for
the same benefit. The exceptions are designed to ensure that beneficiaries with employer-
sponsored coverage are protected 1f that coverage becomes unavailable.
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d. Management, payments, and beneficiary protections

Policy: Medicare would not administer this benefit directly, but instead contract out w1th private
sector entities. This could include pharmacy benefit managers (PBMs), retail drug chains, hcalth
plans or insurers, states (through mechanisms established for Medicaid), or multiple ennt1e§ in
collaboration (e.g., alliances of pharmacies), provided that the collaboration increases their scope
or efficiency and is not anti-competitive. ‘

Private benefit managers would competitively bid to manage the benefit for a particular
geographic area. The number and boundaries of the geographic areas designated should b¢: set to
ensure that multiple entities would have an opportunity to compete for the single contract
awarded in each area and that enrollment in each area is large enough to encourage efficiericy.

At the same time, rules would be established to assure that a few private benefit managers do not
dominate the Medlcare market and that there are multiple areas.

Compc:tition for contracts to administer the Part D benefit would be held periodically, protiably
every two or three years. The Secretary would develop specific criteria for selecting the winning
entities, and would solicit bids in response to these criteria. In general, Medicare would follow
the best practices of large private employers and plans, including consultation and
recommendations from benefits experts. The selection process would consider the entity’s

- administrative fees, as well as its clinical quality programs, its formulary, information and
management systems, the likely ability of the entity to control drug costs for beneficiaries and
‘government, disease management programs, relationships with drug manufacturers, and other
factors. Any entity that meets a set of criteria (described below) would be eligible to compete for
the contracts

All PBEMs or other entities would be required to meet access and quality standards establisﬁ:hed'by
the Secretary. These standards would include (but are not limited to): ‘inclusion of strategjes to
encourage appropriate use of medications; use of a medical panel with outside experts free of .
conflicts of interest in creating the formulary; use of objective criteria in selecting drugs for the
formulary; open and fair dealing with all drug and biologic companies; publication of criteria for
any cost containment measure that could affect patient care; submission of data about costs and
utilization on a regular basis to help improve quality of care; compliance with standards for
capacity and pharmacy availability to serve all beneficiaries in the geographic area; and
compliance with contract requirements and consumer protections, including grievance and
appeals procedures, that apply to Medicare+Choice plans to the extent that these requirements
are relevant. No balance billing could be collected by the pharmacy. We would also requjre '
‘that, once beneficiaries have exceeded their benefit caps, that they would continue to have access’
to prices established by the benefit manager.

Private benefit managers could usé various cost containment tools in administering the program
. subject to limitations and guidelines-in the contract. Benefit managers would be required ! to
negotiate with pharmacies that meet a set of qualifications, including having the necessary
information systems to process electronic point-of-sale transactions and create utlhzatlon



~ records. Dispensing fees would have to be high enough to ensure participation by most |
pharmacies. They would also be required to use drug utxhzatlon review programs and
-meaningful clinical criteria to assure quality.

The government would bear most of the risk for the cost and utilization of services under the
prescription drug benefit. The PBM serving each geographic area would be paid a fee for
managing the benefit, and would have some contractual incentives to control cost-and utilization. -
The Medicare program would test the use of various arrangements such as bonuses (retammg
portion of discounts they arranged), withholds, or risk corridors to provide incentives to the
private benefit managers to manage the benefit effectively.

Under this proposal, Medicare would not set prices for drugs. Prices would be determined

through negotiations between the private benefit administrators and drug manufacturers. T}fms,

the proposal differs from the Medicaid program in that a “rebate” would not be required and

from the Veterans® Administration program in that no fee schedule for drugs will be developed.

. Instead, the competitivc bidding process would be used to yield the best possible drug prices and

coverage, just as it is used by large private employers and the Federal Employees Health Benefit
Plan today

Medicare+Choice plans would be required to provide a prescription drug benefit for all enrollees .
who have elected to participate in Part D. Those beneficiaries enrolled in Medicare managed

care plans would receive their drug benefit through their plan and the government would
explicitly subsidize this coverage. Like the Part B premium, which would be based on the plan’s
price, this Part D premium would be competitively set. If beneficiaries leave a Medxcare«r—Choxce -
plan and return to fee-for-service Medicare, they would receive their Medicare Part D beneflt
through the contractmg PBM for their geographlc area.

Background/rationale: The Part D benefit would rely on administration by private entities; such

as PBMs. Beneficiaries enrolled in managed care plans would receive a drug benefit from t‘hat

~ plan which would receive a government payment for that coverage. Beneficiaries in tradxtlc'nal
Medicare would get their benefits through private benefit managers. This approach mirrors the
administration of most private insurance programs, which increasingly use PBMs or similar,
organizations to administer their drug benefits. These organizations have experience managing
drug utilization and have developed numerous tools for cost containment and utilization

~management. Contracting with multiple private entities, each with claims processing and '
program management experience, will increase Medicare’s ability to run this benefit smoothly.
The number of contracts and the number of years in the contracting cycle will be set by the
Secretary at levels that will help attract existing PBMs to this program and that will encouragé
new entrants into this market.

Private benefit managers would have the authority to use the tools that are commonly used for
managing drug costs and utilization in the private sector, subject to basic standards set by
- Medicare. In particular, Medicare would require drug utilization review to help ensure that
adverse drug interactions are prevented, that proper drug protocols are followed, and that
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compliance by patients is momtored A key goal would be to reduce unnecessary
hospitalizations and adverse drug events where possible.

In today’s private-sector marketplace PBMs do not typically accept full risk for the management
of drug benefits. To be consistent with market practices and to assure that PBMs participate,
Medicare would share only limited risk in its contracts. To provide some incentive for mariaging
utilization and costs, Medicare would establish performance bonuses or other means of
rewarding benefit managers that manage the benefit effectively.

" The program would also establish certain basic beneficiary protections, an essential featureiof
any health program. Adequate access to a pharmacy network should be ensured since benefit
managers are required to contract with all qualifying pharmacies. In addition, beneﬁmarles
would be guaranteed access to off-formulary drugs when medically necessary, and have basic
appeal rights where coverage is denied. ' '

e. Expanded assistance for low-income beneficiaries

Policy: This plan would build on current Medicaid protections for low-income beneﬂciarif;:s to
assure that they have access to the new prescription drug benefit. The new Part D program;
would be treated like Part B for beneficiaries in the qualified Medicare beneficiary (QMB)
program. This means that Medicaid would pay for drug premiums and cost sharing for
beneficiaries up to 100 percent of poverty, using the current Medicaid matching rate.

. Additionally, the proposal would create two new eligibility categories. First, beneficiaries ,thh
incomes between 100 and 135 percent of poverty would, like QMBs, receive full assistance for
their drug premiums and cost sharing. However, the Federal matching rate would be 100
percent. Second, beneficiaries with incomes between 135 and 150 percent of poverty would pay
a partial, sliding-scale premium based on their income. The Medicaid costs for this group ¥ would
also be matched at 100 percent. States would be obliged to offer this expanded protection.

All states would have some fiscal relief as a result of this benefit since they all provide
prescription drug coverage to dual eligible Medicaid-Medicare beneficiaries. The current
qualified Medicare beneficiary (QMB), specified low-income Medicare beneficiary (SLMB) and
qualified individual (QI) programs would continue as under current law to prowde assistance for
Part B premiums and cost sharing,

Backg.round/ranonale Low-income beneficiaries tend to have disproportionately high dmg
costs. An AARP study found that beneficiaries with incomes below $10,000 spent an average of
8 percent of their income for drugs. For those with a severe illness or a need for a new, high-cost
drug, the costs can be devastating. Only those beneficiaries who are very poor or who, becfause
of severe health problems, qualify for Medicaid which covers prescription drugs.

Medicaid does, however, pay for Medicare Part B premiums and cost sharing for certain low-
income beneficiaries. This coverage, which was expanded by the Balanced Budget Act, wiuld
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be further enhanced under this proposal. Federal funding would be available to states to ensure
that all poor and near-poor beneficiaries pay no premiums or cost sharing for this coverage.

f. Incentives to develop and retain employer-provided retiree drug coverage

Policy: The policy is designed to encourage and support the development and retention of
employer-sponsored retiree health benefits. It is the intention of this policy to make certain that
current coverage for prescription drugs in retiree health plans is not lost or diminished. The
Administration will work closely with employers, unions, and other interested parties to make
certain that this goal is met. ’

Under this policy, Medicare would provide a partial drug premium subsidy to employers whose
retiree coverage is at least as good as the Medicare benefit. The Medicare contribution would be
67 percent per beneficiary of the subsidy that it would otherwise provide for Medicare PartjD
enrolless. As such, Medicare would save 33 percent of its costs for each beneficiary in private
employer-based retiree coverage. ,
This incentive payment would operate through the health plan or PBM that administers an

~ employer’s drug benefit, as follows. First, on an ongoing basis, the health plan or PBM would
document for HCFA all retirees for whom they are providing employer-sponsored drug benefits. -
HCFA would use these lists to designate beneficiaries who should not be charged the PartD
premium and which employers are eligible for the employer subsidy.

Second, the employer health plan or PBM would attest, at the outset and on an annual basis, that
_ their drug benefit meets minimum standards (e.g., is as generous as the Medicare benefit and is
offered to all retirees in a manner that does not discriminate based on factors such as age or
health status). The standards would be analogous to those required of Medicare+Choice plans.

Third, HCFA would make the premium subsidy payments to the health plan or PBM that
administers the drug benefit on behalf of the employer, so that the employer’s payment is
reduced. Because the PBMs and private plans used by employers to administer their drug .
benefits will generally be participating in Medicare, the subsidies would generally go to entities
that are already receiving payments from HCFA.

If the employer drops retiree coverage, beneficiaries who were covered would have a one-time
opportunity to enroll in Medicare Part D.

Background/rationale: Less than 30 percent of Medicare beneficiaries today get coverage

through their former employers. This type of coverage has been eroding in recent years.

Between 1993 and 1997, the percent of large firms offering retiree health benefits for Medicare

eligibles dropped 20 percent. This provision is designed to create an incentive to keep employers

in this market by making a payment to the employers (or the plans or PBMs that manage their

drug benefits) and possibly encourage others to offer. The incentive payment is lower than what
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the government’s costs would be if the employer coverage was dropped. Because the employer
contribution to the drug benefit is tax-deductible, this policy provides an additional incentive for
employers to provide coverage, allowing employers to offer the same or more generous drug
benefits at a significantly lower net cost.

2.  Improving Preventive Benefits and Eliminating Cost Sharing

Overview. Older Americans are the fastest growing age group in the United States, with an|
increasing number of older Americans surviving to age 85 and older. They carry the greatest risk
of dying from cancer and heart disease as well as the highest rates of chronic disease and .
disability. For example, 88 percent of those over the age of 65 have at least one chronic health
condition, and large numbers of older adults suffer from impaired functioning and well- belgng
Early detection, risk factor reduction, and health screening programs and appropriate follow-up
care can result in a significant reduction in morbidity.

a. Eliminating all preventive services cost sharing

Policy: This proposal would waive the Part B deductible and 20 percent coinsurance rate for )
preventive services for which cost sharing is not already waived under current law. The

- deductible would be waived for hepatitis B vaccinations, colorectal cancer screening, bone mass
measurements, prostate cancer screening and diabetes self-management benefits. Coinsurance
would be waived for screening mammography, pelvic exams, hepatitis B vaccinations, colorectal
screening, bone mass measurements, prostate cancer screening and diabetes self-management

- benefits. For the rest of the preventive services covered by Med:care cost sharing is already
walved

Background/rationale: The Balanced Budget Act of 1997 added many new preventive benefits
(e.g., colorectal cancer screening and diabetes self-management training). According to recent
studies, Medicare preventive services are underutilized. For example, the 1999 Dartmouth ‘Atlas
of Health Care found that, in 1995-1996, only one in four women in their sixties were tested as
often as recommended for breast cancer. In the first two years that Medicare covered screening
mammography, only 14 percent of eligible women without supplemental insurance recelved a
mammogram. Waiving cost shanng for preventive benefits should increase utilization of these
services.
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Current Law Cost-Sharing Requirements for Medicare Preventive Benefits

Benefit . Deductible 20% Coinsurance
Screening Mammography ‘Waived Applies
Pap Smear — Lab Test o Waived - Waived
Pap Smear — Physician Exam Waived Applies
Flu Vaccinations = Waived ‘ Waived
Pneumonia Vaccinations Waived " Waived
Hepatitis B Vaccinations - Applies . Applies
Colorectal Cancer Screening
Fecal Occult Blood Lab Test . Waived Waived
Other Procedures Applies Applies :
Bone Mass Measurements Applies . Applies
Diabetes :
Glucose Monitors & Test Strips ~ Applies Applies
Self-Management Training Applies ~ Applies
Prostate Cancer* ‘ ‘
PSA Lab Tests Waived Waived
Other Screening Procedures Applies ' Applies

*Medicare will cover these benefits beginning on January 1, 2000.

b. Information campaign on prevention

Policy: The Department of Health and Human Sefvices (HHS) would ‘launch a two year,
nationwide education campaign beginning in 2001 to promote the use of preventive health
services by older Americans and people with disabilities. The campaign would have three parts:

» Educating all Americans over age 50 and people with disabilities about the importance of
preventive health care. The Department of Health and Human Services, the Social Security
Administration, and private sector partners would combine public service announcements
and a print media campaign to raise awareness of the value of prevention. HHS would
distribute brochures and other information on health promotion and disease prevention
activities through the State Health Insurance Assistance Programs and the Area Agencies on
Aging. HHS would also place brochures in the Social Security Administration’s (SSA)
1,300 field offices. SSA would include information on the importance of preventive haalth
care on the Cost Of Living Adjustment (COLA) notice, which is sent to the approxlmately 6
million people with disabilities who receive SSA or SSI benefits. Information on the
importance of preventive health care will also be included on the Personal Earnings and
Benefit Estimate Statement and in currently produced brochures on retirement and
survivors’ benefits. Finally, SSA would expand the section in its Medicare brochure to
include a fuller discussion of the importance of health promotion activities and the benefits
offered under Medicare.
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Encouraging Medicare beneficiaries to use its preventive benefits. This campaign would

provide Medicare beneficiaries information about the importance of regularly receiving

preventive health care benefits, such as vaccinations and mammograms, and would

" encourage individuals to access these benefits under Medicare. This would be done in:
scveral ways: :

°  Distribute comprehensive information on preventive benefits to all 39 million Medicare
beneficiaries. HHS would (1) expand the section on preventive benefits in the Mea:care
and You handbook to include information on the importance of receiving mammograms
diabetes monitoring, colorectal cancer screening, bone mass measurements, and repular
vaccinations; (2) instruct fiscal intermediaries and carriers to include preventive beneﬁts
messages on the Medicare Summary Notice statement and the Explanation of Mcd;care
Benefits; (3) include prevention messages regularly on the Medicare Part B beneﬁt;s
statement; and (4) work with the other agencies and the private sector, including senior

centers, the Cooperative State Research Education and Extension Service, the Meals on
Wheels programs, and religious organizations, to deliver information to Medicare -
beneficiaries about the importance of preventive benefits and which ones are covered
under the Medicare program. :

° Development of health status assessment tool for Medicare beneficiaries. HCFA
together with the Centers for Disease Control (CDC) and Agency for Health Care Policy
and Research (AHCPR), would develop a health status assessment tool for beneficiaries.
This self-assessment tool would help the beneficiary identify important health
information, risk factors, or significant symptoms that should be acted upon or disci:ussed
with their health care provider. HHS would train the State Health Insurance Assistance
Program staff to assist Medicare beneficiaries with the completion of the self assessment
form so that they can raise the health issues identified to their health care provider.

Launching an education and awareness campaign to prevent falls in the elderly. HHS would
launch a nationwide campaign to educate older Americans about the best way to modify
their home environment in order to avoid potentially harmful and debilitating falls. The
campaign would utilize radio advertisements and print media, and would emphasize the
following messages: use anchor rugs; minimize clutter on floors; use nonskid mats; ingtall
handrails in bathrooms, halls, and along stairways; light hallways, stairwells, and entrcmces
and wear sturdy shoes.

Background/ratmnale Loss of function can begin for people in thelr 50s, arguing for |

preventive approaches starting in middle age as a means of promoting health and limiting
disability in the later years of life.

Increasing the venues through which Medicare beneficiaries and older Americans will be
educated about the importance of preventive benefits and how to access them under the Me¢dicare
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program will increase the likelihood that beneficiaries will use these services. A recent study
indicates that Medicare beneficiaries do not understand that Medicare covers preventive benefits.
- Almost 70 percent of beneficiaries who stated that they knew about the range of Medicare
services were unable to answer questions about Medicare’s coverage of preventive benefits
correctly. However, studies indicate that repeated short, simple, print media messages cnhance
the target population’s recall and retention of health promotion messages. These messages | have
also bee n shown to have a greater impact on individuals at higher risk.

In addition to educating beneficiaries about the 1mportance and availability of preventive
services, this proposal would address one of the major public health problems facing the elcllerly

" the high incidence of falls. In 1995, more than 7,700 people over the age of 65 died as a result of
a fall. For people aged 65 to 84, falls are the second leading cause of injury-related death; ior
those aged 85 or older, falls are the leading cause of injury-related death. Falls are the most.
common cause of injuries and hospital admissions for trauma among the elderly, accountmp for
87 percent of all fractures among people aged 65 years or older and are the second leading ﬁ,ause
of spinal cord and brain injury. For people aged 65 years or older, 60 percent of fatal falls occur
in the home. This education campaign aims to reduce the risk of falls, thereby improving the
quality of life and reducing Medicare costs. ‘

c. U.S. Preventxve Servnces Task Force study on new preventlve services for older

© Americans

Policy: The Secretary would direct the U.S. Preventive Services Task Force to conduct a series
of new studies to identify preventive interventions that can be delivered in the primary care
setting that are most valuable to older Americans. In addition, it would include evaluation of |
services of particular relevance to older Americans in the mission statement of the Task Foi rce.

- Background/rationale: Despite the potential for preventive services to improve the qualit?y of
life for older Americans, few clinical guidelines focus on preventive care for older Americans.

The U.S. Preventive Services Task Force, an independent panel of preventive health experts,
together with the Agency for Health Care Policy and Research, is charged with evaluating the
scientific evidence for the effectiveness of a range of clinical preventive services, mcludmg
common screening tests, immunizations, and counseling for health behavior change and
producing age-specific and risk-factor-specific recommendations for these services. The task
force focuses primarily on preventive interventions that can be delivered in the primary care
setting, are widely available, and for which scientific evidence exists to assess efﬁcacy and‘
effcctweness _ -
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d. Demonstration of smoking cessation dfugs and counseling -

Policy: HCFA would launch a demonstration project to evaluate the most successful and
cost-effective means of providing smoking cessation services to Medicare beneficiaries,
including testing incentive systems for both providers and beneficiaries to optimize “quit” rates.
The dermonstration would be based on the latest scientific evidence regarding smoking cessation
strategies and guidelines. These guidelines suggest that the most effective smoking cessation
strategies include an initial patient assessment, counseling services, and nicotine replacement
therapy. Non-Medicare providers could participate in the demonstration since part of its purpose
will be to determine the most cost-effective providers for delivering smoking cessation services.
Medicare rules would be waived to the extent necessary to allow such providers to bill for these
~services. Providers would be reimbursed for the lesser of 100 percent of the cost of the service or -
the amount determined by a fee schedule established by the Secretary. ‘

Background/rationale: The four leading causes of death — heart disease, cancer, cardiovascular
disease, and chronic obstructive pulmonary disease (COPD) — are strongly related to smoking.
The risk of death due to coronary heart disease in smokers is two to four times greater than|in
non-smiokers; the risk of stroke.is 1.5 times greater in smokers than in non-smokers; and.
mortality and serious morbidity related to COPD occurs almost exclusively in smokers. Studies
from the last three decades have shown that when people stop smoking, their risk of tobacco-
related morbidity and mortality decreases significantly. For example, the risk of myocardial
infarction (heart attack) diminishes by almost one third after the first year of smoking cessation
and reaches the level of people who have never smoked by the third or fourth year of quitting. In
addition to its health benefits, smoking cessation may reduce costs.

3. Rationalizing Cost Sharing and Medigap
a. New 20 percent coinsurance on clinical laboratory services

Policy: For most other Part B services, beneficiaries are subject to both a deducuble and the 20
percent coinsurance rate. However, Medicare currently pays 100 percent of the approved fee for
clinical laboratory services provided to beneficiaries. This policy would apply 20 percent
coinsurance requirements to all clinical laboratory services beginning in 2002. This coinsurance
requirement would not apply to lab services which are also preventive services (e.g., pap s}nears
and fecal occult blood lab tests for colorectal cancer screening).

Background/rationale: Clinical laboratory services répresents a fast-growing Medicare sérvice.
Abour. 24 million beneficiaries used diagnostic lab service in 1997, at a rate of about 14 services
per user and an annual cost of $200 per user. Having beneficiaries contribute towards thcx‘r lab
services would make cost-sharing requirements under Part B more uniform and easier to
understand. It also could cut down on fraud and help reduce over-use.
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b. Indexing the Part B deductible to inﬂation

ohcx Medicare’s Part B deductible of $100 would be indexed annually to inflation beginning
in 2002. Given current inflation pro;ecnons thls policy would increase the deductible by $2-$3

per year.

Backgronnd/ratmnale The Part B deduct:ble (i.e., the amount that enrollees must pay for
services each year before the government shares financial liability) is set at $100 a year. In,
relation to average annual per capita charges under the SMI program, the deductible has falllen
from 28 percent in 1967 to about 3 percent (projected) for 2000. The deductible has been
increased only three times since Medicare began in 1966, when it was set at $50. Rather than
follow past practice of instituting a one-time increase of 20-33 percent, this policy would make
small, annual adjustments to guard against the program assuming a growing amount of Part B

. costs. :

‘¢. Updating and expanding Medigap plan optionsv

Policy: This policy would request that the National Association of Insurance Commiss.ionéirs
(NAIC) create a new Medigap plan option that has more rational cost sharing than the current
standardized plans. The plan option would protect beneficiaries against catastrophic costs while
maintaining nominal cost sharing to discourage unnecessary use of health care services. thlis

- new Medigap plan would simply provide another option for beneficiaries; those who wish to
continue their current Medigap coverage would not be affected. All Medigap carriers would be
required to offer this policy, which would likely be less expensive than other plan options
because of its nominal cost sharing. A

[t would also authorize the Secretary, in consultation with the NAIC, to review the standard
Medigap packages on a periodic basis to determine whether any changes should be made t¢ the
content or number of the packages. The proposal would also conform Medigap benefits to|the
changes in this reform plan.

Background/rationale: Medigap plans typically eliminate all cost sharing for most Medicare
services. As a consequence, beneficiaries face no immediate cost for using health care senf'ices.

- One study found that Medicare spending for beneficiaries with Medigap coverage was 29 percent
higher than that of beneficiaries with no coverage, and 11 percent higher than that of
beneficiaries with retiree health coverage (which typically has some cost sharing). Additionally,
the premiums for Medigap have been rising rapidly — over 10 percent per year according tc some
sources. A policy with limited cost sharing could be less expensive and thus more affordable
than the current plan options while still protecting beneficiaries from high out-of-pocket costs.

The ten standard Medigap packages were created as a result of OBRA ‘90. This proposal would

~ authorize a review of the packages, most notably the drug benefit provisions. In particular; the

Secretary and NAIC would examine the feasibility of providing additional drug coverage through
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a Medigap plan that provides both additional protection above the limit and reduces the '
coinsurance rates for coverage below the limit. The establishment of a Preferred Provider C!)ptlon
(PPO) within traditional Medicare also has 1mphcat101_13 for Medigap. The Secretary and the
NAIC would also continue their current efforts to improve the information available to
beneficiaries about their Medlgap options, similar to the current HHS efforts to provide

benef ciaries with easy-to-compare information on their options for basic Medicare benefits.

d. Report to Congress on policy options for supplemental coverage

Policy: The Secretary of Health and Human Services would be directed to produce a detailed
report to Congress on policy options for improving supplemental coverage for Medicare
beneficiaries, with a special focus on limiting out-of-pocket spending for Medlcare-covered
services. This report would examine issues associated with having multiple sources of insurance
(e.g., duplication of coverage, incentives to overuse care) and compare Medicare’s cost shamng
to that of a typical private-sector health insurance plan. It would also present options and
recommendations on ways to improve beneficiary information on the cost and quality of
Medigap; the feasibility and advisability of Medicare offering an unsubsidized option to limit
out-of-pocket spending; and whether and how to structure the supplemental benefits that prlvate
plans could offer (without subsidies) in the new competitive defined benefits system.

Background/rationale: Because Medicare does not protect against high out-of»pockct health
spendirig, about 90 percent of Medicare beneficiaries have some second (or third) source of
health insurance. Some of these beneficiaries get supplemental coverage through Medlcald or
Medicare managed care, while about 30 percent purchase private Medigap plans. Medigap,
premiums vary tremendously ‘and can be quite costly. Individual insurance typically has a mark-
up for administrative expenses and profit of 30 percent. In contrast, private group plans, the
‘mark-up is about 10 percent and Medicare administrative expenses are less than 2 percent.
Additionally, Medigap totally eliminates cost sharing, which could encourage overutilization.
Studies have documented that people with Medigap tend to have higher use and costs relative to
people with retiree coverage, which has some cost sharing. The accessibility and affordability of
supplernental insurance also appears to be declining. A study of trends between 1992 and 1996
found that the premiums of the most popular Medigap plans experienced nearly double-dlglt
inflation. In recent years, Medigap coverage has declined, although this has been SOITlethlt
offset by increased Medicare managed care enrollment. Similarly, retiree health coverage is
declining. Between 1993 and 1997, the percent of large firms offering retiree health benefits
dropped by about 20 percent. As such, private supplemental coverage as it is currently offered
~may become more maccessnble in the future.

Possible approaches to reducing costs and improving coverage include a mechanism for _
Medicare to provide standardized, understandable information on Medigap plans to benefi¢iaries,
much as Medicare is doing to improve competition and reduce costs of private plans, and Having
Medicare offer unsubsidized Medigap coverage. This study would be conducted in con;unct:on
with the proposals for updatmg private Medigap options discussed above.
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e. Access to Medigap

Policy: The President’s budget includes several policies that would improve access to Mcd:igapy
for beneficiaries whose private plans have withdrawn from Medicare. They include:

» Initial Open Enrollment for Medigap for Disabled and end-stage renal disease (ESRD):
Under current Federal law, only aged beneficiaries have an initial open enrollment peribd for
Medigap. Eighteen States mandate an initial open enrollment period for beneficiaries under
65 (although one of these states does not include individuals with ESRD). This proposal
would expand the initial 6-month open enrollment period to new disabled and ESRD |
beneficiaries. It would mandate that insurers who write policies for new aged beneficiaries
offer these same policies to new disabled and ESRD beneficiaries. Enactment of this
proposal would assure Medigap access in all states for disabled and ESRD beneficiaries both
upon initial eligibility for Medicare and also in the case of Medicare+Choice plan '
termination. ‘This proposal would be effective upon enactment.

e Special Mediga'p Open Enrollment Period for Certain Beneficiaries. The BBA providéd that
beneficiaries in plans that terminated their Medicare contract or reduced their service afrea
have a 63 day open enrollment period for Medigap. The provision was triggered for the first
time by plan terminations and service area reductions effective January 1, 1999,
Unfortunately, given the newness of this provision, some insurance carriers were not
properly prepared to answer inquiries regarding this new right. This proposal would prowdc
a one-time additional special Medigap open enrollment period for individuals who were
enrolled in a plan and who had no Medicare+Choice option after the plan terminated its
contract or reduced its service area effective January 1, 1999. The special enrollment period
would begm upon enactment and would last for 90 days. '

e Expand Choice of Medigap Plans During Special Enroliment Periods. The BBA provided
special enrollment opportunities for Medigap under certain situations (e.g., for an enrgllee of
a Medicare+Choice plan whose plan terminates its contract or reduces its service area)
Under current law, however, beneficiaries in these situations only have access to pians
"A","B","C" and "F", none of which include coverage of prescription drugs. This proposal
would expand the BBA special open enrollment opportunities to include access to all
Medigap options, including those that offer prescription drugs, offered to new enrollegs.
This proposal would be effective upon enactment.

e Increase Civil Monetary Penalties for Violation of Medigap Open Enrollment Requirejment.
Issuers who violate the open enrollment requirement are subject to a civil monetary penalty
(CMP) of $5,000 for each violation. This proposal would increase the CMP for failure to
$50,000 for each vnolatlon plus $5,000 per day per violation and would be effective upon
eriactment.
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Backg_ round/rationale: Medlcare HMOs decide each year whether to continue serving
beneficiaries in selected counties or entire service areas. Plan decisions in 1998 led to just over.
50,000 beneficiaries in 79 counties who were left with no other managed care option avaﬂable
Preliminary reports suggest that more plans will drop out of Medicare this year. Beneﬁcmrlles
who return to original fee-for-service Medicare may seek individual Medigap policies. Current
law offers some protections, but these protections are not complete. The President’s propo‘:f;als
would improve access to Medigap for beneficiaries whose plans withdraw from Medicare. 'The
President’s proposal for a prescription drug benefit available to all beneficiaries in both the'
traditional program and prwate plans will also help protect beneficiaries whose plans withdraw
from Medicare. : :

4. Medicare Buy-In for Certain People Ages 55-65

Overvxew Americans ages 55 to 65 are one of the most difficult populatxons to insure: they have
less access to and a greater risk of losing employer-based health insurance; and they are twice as
likely as people ages 45 to 55 to have health problems. Some lose their employer-based heaith

- insurance when their spouse (frequently the husband) becomes eligibie for Medicare. Many lose
their coverage because they lose their jobs due to-company downsizing or plant closings. c"»till
others lose insurance when their retiree health coverage is dropped unexpectedly. Asa result '
this is the fastest growing group of uninsured.

To address this problem, the President included in his FY1999 and 2000 budget submissions a
targeted, paid-for proposal to give Americans nearing age 65 new options to obtain health care
covera;re There are three parts to this proposal: The centerpiece of this proposal is a Medn,are
“buy-in”, which allows eligible people to purchase Medicare coverage at a fair price. Thxslls
compmrable to the Social Security option to allow people to begin to receive benefits at the|age of
62, paid for by reducing the'amount that they receive over the course of their retirement. It also
assists displaced workers ages 55 and older by offering those who have involuntarily lost their
jobs and their health care coverage a similar Medicare buy-in option. Thirdly, it providers
Americans ages 55 and older whose companies reneged on their commitment to provide retiree
health benefits a new health option by extending “COBRA” continuation coverage until age 65.

All three proposals are designed to be paid for by the people who benefit. People ages 62-::0 64
who buy into Medicare will, over time, repay the amount that Medicare “loans” them wher they
are buying in. Displaced workers will pay a premium that takes into account participants’ costs.
And, the COBRA buy-in policy has no Federal budget impact whatsoever. The short-termi
Medicare “loan” to buy-in participants, plus the costs of the displaced workers’ buy-in, wil}l cost
approximately $1.4 billion over 5 years. These costs will be financed by a series of offsetsi in the
President’s budget; as such, its costs are not included in the summary table for this plan. Tfhe
initiative should help 300, 000 to 400,000 people.
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a. Medicare buy~in for people ages 62-64

Policy: People ages 62 through 64 (without access to employer-sponsored insurance) would be
able to buy into Medicare early. They would pay for this coverage through a two-part premium .
“payment plan.” First, participants would pay a base premium of about $300 per month —the

- average cost of insuring Americans in this age range. Second, participants would pay an
additional monthly payment, estimated at $10 to $20, for each year that they buy into the
Medicare program. This premium, to be paid once participants enter Medlca:e at age 65, would
cover the extra costs of sicker participants. This two part “payment plan ” enables these older
Americans to buy into Medicare at a more affordab1¢ premium, while ensuring that the buy-m _
option is self-financing in the long run.

- Backgrround/rationale: People ages 62 to 64 are simultaneously the most likely to develo;? health
problerns and the least likely to have access to employer based health insurance. This forces them
to turn to the individual insurance market which can be expensive or denied altogether in rnost
states. The Social Security program recognizes that some people in their early 60s may need
access to benefits, and allows them to receive partial benefits. No such optlon xs available in
Medicare. . -

b. Medticarc buy-in for displaced workers ages 55-62

Policy: The plan would also offer those who have involuntarily lost their jobs and their hea;.tth »
care coverage a similar Medicare buy-in option. Individuals choosing this option will pay the
entire premium at the time they receive the benefit without any Medicare “loan,” in order to
ensure that Medicare does not pay excessive up-front costs and participants do not have to make
large payments after they turn 65 (although some Federal costs are expected due to-adverse
selectlon) “ : :

~ Background/rationale: This policy responds to the increased vulnerability of older Americans

to work transitions and company layoffs. Such workers have a harder time finding new jobs: only
52 percent are reemployed compared to over 70 percent of younger workers. Nearly half of these
unemployed, displaced workers who had health insurance remain uninsured. |

c. Access to health insurance for retirees whose employers renege on coverage

. Policy: This proposal allows retirees whose companies reneged on their commitment to provide
retiree health benefits to buy into their former employers’ health plan through age 65 by
extending the availability of COBRA coverage to these families. This policy provides much
needed access to affordable health care for these retirees and their dependents whose health care
coverage is eliminated after they have retired. Retirees will pay a premium similar to that of
other COBRA participants.
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Background/rationale: In recent years, the number of companies offering retiree benefits has ‘
declined: in 1993, only about half of full-time workers in medium to large firms had access to
retiree health insurance, compared to 75 percent in 1985. Some companies have ended coverage
only for future retirees, but others have dropped coverage for individuals who have already
retired. . It is often difficult to impossible for retirees to find affordable, alternative sources of
health insurance. '

IH. STRENGTHENING MEDICARE’S FINANCING FOR THE 21" CENTURY

Overview. Medicare was created in 1965 with a social contract: workers would contribute to a
trust fund to pay for basic health care for the elderly, with an understanding that when they|turn
65, the next generation of workers will help pay for their care. This arrangement has worked
success fully in the 20" century, with demonstrated 1mprovements in health and security of the

- nation’s elderly. «

However, the 21* century brings new challenges. Like Social Security, Medicare enrollment will
double between 1999 (39 million) and 2032 (78 million) as the baby boom generation retires.
Not only will there be more elderly in the future, but the elderly will live up to 6 years longer on
average by the middle of the next century. Compounding the demographic challenges are f:he
unique factors that affect health spending -- changing disease patterns, technological advances,
and a high value placed on health. As aresult, health spending growth has historically exc::seded
that of general inflation. These trends are expected to continue into the next century. Private
health spending growth per person is projected to be 7.3 percent between 1999 and 2007 --'more
than twice as high as general inflation. ‘

In addition to its demographic and financial challenges, Medicare approaches the next century
without a basic tool needed to improve quality of care and the health of its beneficiaries:
prescription drugs. Coverage of medications is absolutely essential to preventing, treating, and
curing diseases. Its potential is even greater as advances in genetics and molecular biology
translate into pharmaceutical therapies.

1. Extending the Life of the Medicare Trust Fund

Policy: This plan includes the President’s commitment te dedicate part of the surplusto
strengthen the Medicare trust fund and, indirectly, buy down the publicly held debt. The ptan 5
contribution to solvency (in combination with Part A savings) would be $328.5 billion over 10
years, which has the effect of extending the life of the Trust Fund through 2027. For the aimount
that is being transferred from the surplus, the Treasury would buy down debt and then convey to
the Medicare Trust Fund special purpose bonds (above and beyond the amount called for under
current law). Legally binding procedures — a Medicare “Lock Box” -- would prevent the
government from using these funds for any other purpose. These bonds would guarantee that
Medicare will get the benefits that result from the fiscal improvement that debt reduction and
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lower net interest costs. By reducing debt held by the public, the framework would dramatically
reduce the amount of net interest that the government would have to pay to service debt in the |
future. This reduction in net interest costs will help free up the resources to allow the
governraent to meet its existing Social Security and Medicare commitments.

Background/rationale: The President has an unparalleled record of strengthening and
improving Medicare. When he took office, the Medicare Hospital Insurance (HI) Trust Fund
was projected to be bankrupt this year -- 1999. Today, the Trust Fund is projected to be solivent
through 2015 and Medicare spending growth rate per beneficiary is below that of private health
spending.

However, Medicare’s HI Trust Fund will become insolvent about 20 years earlier than Socizl
Security and shortly after the baby boom generation starts to retire. Even with reforms that
substantially slow cost growth, the revenues coming to the Medicare Trust Fund will not support
the doubling of the number of beneficiaries that will occur by 2035. For these reasons, the
President has proposed a framework for dedicating part of the surplus to Medicare.

As described earlier, sheer demographic changes alone will require that new financing be found
for Medicare. Dedicating part of the surplus to the Medicare is both fair and forward-thinking.
The unprecedented budget surplus was in part created by the actions and policies of the baby
boom generation. Reductions in Medicare spending alone contributed to 40 percent of the
overall spending declines resulting from the BBA. Additionallg, the baby boom generation has
spearheaded advances in technology and productivity that have contributed to increased
economic growth and revenue. As such, dedicating part of the surplus to Medicare to preparé for -
their retirement is a fair approach to averting the fiscal crisis that would occur otherwise. It also
prevents future generations from having their taxes raised to support their parents.

Dedicating part of the surplus for Medicare solvency not only assures the financial health of the
Trust Fund through at least 2027 (in combination with the reform proposal’s savings), but it vill
also reduce the need for future excessive cuts and radical restructuring that would be mevnable in
the absence of these resources.

2. Responsibly Financing the New ‘Prescriptibn Drug Benefit

Policy: This plan would use $45.5 billion over 10 years in funds from the amount of the surplus
dedicated to strengthening Medicare ($374 billion over 10 years, $794 billion over 15 years) to
help finance the new prescription drug benefit. This amount would remain in general revenues
since this is a source of financing for the SMI Trust Fund, from which this benefit would be nfln.

Background/ratxonale The new drug benefit would cost about $118 billion over 10 years. It

would be fully financed, mostly by savings from competition and efficiency. About 60 percent
. of the $118 billion Federal cost of the new Medicare prescription drug benefit would be offset

through these savings. ' '
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A small portion of the cost of the drug benefit would be offset by $45.5 billion over 10 years
from the surplus. There is a strong rationale for using part of the surplus dedicated to Medicare
for the prescription drug benefit. The 15 percent allocated from the surplus to Medicare is now
higher than it was when the President made this commitment in January. The higher projections
of the surplus in part result from lower Medicare spending under current law.

Policy experts advising the Congress (MedPAC, CBO, and the Medicare Trustees) have
consistently stated their belief that much of the recent decline in Medicare spending beyond!
initial projections is due to our success in combating fraud and waste. Reinvesting the savmgs
that can be reasonably attributed to our anti-fraud and waste activities into a new prescnpuon
drug benefit is completely consistent with the past actions of the Congress and the :
Administration utilizing such savings for programmatic improvements. This means that the plan
could both achieve solvency through 2027 and help offset the costs of the new drug benefit, The
amount going to the drug benefit is'about one-eighth of the entire amount of the surplus
committed to Medicare (and less than 2 percent of the entire surplus) and represents only about
40 percent of the l()-year total Federal benefit costs.
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