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I 
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WASHINGTON 


January 12, 1999 

I 
MEMORANDUM FOR SECRETARY RUBIN 

DEPUTY SECRETARY SUMMERS 

From: Mark McClellan (rll"\. 

Deputy Assistant Secretary 


Economic Policy 


Subject: 	 Medicare in Social Security Refonn . . 

Yesterday, you asked for some background infopnation on the Medicare proposal in the 
Social Security reform package. This memo addresses two sets of issues: 

L 	How would the proposal to dedicate some of the unified surplus to the Medicare, 
Trust Fund be implemented? 

2. Should this Medicare fmancing 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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MEDICARE IN SOCIAL SECURITY REFORM 

I: 
I' 

Core Proposal: Dedicate 18% ofFutore Sgrpluses to Medicare Trust Fund 

I 
" 	 . 

The surpluses would be added to the Medicar~ Part A Trust Fund, which finances the hospital 
insurance (HI) portion ofMedicare.Medicar~ Part B, which includes physician and outpatient 
care, is financed by general revenues. Under ~urrent OMB projections, this will, extend the 
solvency of the Part A Trust Fund from 2010;to around 2020. " 

j: 

J 
With the impending release of the Medicare (;ommission's report, the proposal will almost 
certainly encourage Congressional debate of \ong-term Medicare reforms this year - leading to 
pressure to adopt Medicare program reforms j~ accompany the additional revenues. 

'I, 
How would this proposal be implemented?,: 

l' 
There has been little discussion of the details ,of this question. 

I, 

'I 
• 	 There has been no consideration ofdeParting from the current practice of investing this 

Trust Fund entirely government speci~ls. One justification for investing the Medicar.~ 
Trust Fund differently than the SociallSecurity Trust Fund might be that the Medicare 
surpluses are much smaller and projected to last less far into the future. ' 

, 	 ,1;' 
• 	 There is no proposa1 to take the Medi6are Trust Fund "offbudget." As you know, taking 

the Social Security Trust Fund off-budget was debated and rejected, bc;:cause this would 
have eliminated any on-budget surplJ~es for the next few years (Table). The Medicare 

I 	 ' 

Trust Fund is projected to operate at ~bout a $5 billion deficit for most of the next five 
years, so taking it off-budget would itnprove the on-budget surplus, but only slightly. 

ContJributions of tbe OASDI (Social sJurity) and m (Medicare Part A) Trust Fund~ 
, , to tbe Projeiied Unified Surplus 

FY Unified Sum Ius 
Total 

()A~nT Sumlus 

rOn-SOCial Sec. 
ii Deficlt( -)/ 
, Sw. .1, "+) 

Total HI 
Deficit( -)/ 
Sumlus(+) 

Non-Social S¢c., 
Non-HI Deficit( -)/ 

Sumlus(+); 
1998 
1999 
2000 
2001 
2002 
2003 
2004 
2005 
2006 
2007 

70 
54 
61 
83 
148 
150 
184 
213 
245 
300 

99 
105 
113 
117 
123 ' 
129 
135, 
147 
152 
160 

~, -29 
! -51 
I! -52 
" -34 
'I" 
!I 25
I, 

21I, 
~: 49I' 
II 66 
'!" 

93, 
I' 

1401: 

3 
-6 
-4 
-6 
0 
-5 
-9 

-12 
-23 
-24 

-26 
-45 
-48 
-28 
25 
26 
58 
78 
116 
164 
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• 	 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. PresuJIlably the Social Security funds will be invested in 
equities or other bonds according to the reform plan; only general reyenue' 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-tenn Medicare 
reform plan that assures financial solvency through the Baby Boomas 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 moving toward a general endorsement ofpremium support in its March 1 
report. Under premium support, beneficiaries would choose from a set ofapproved 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 ofthe Co~ssion Republicans plus Chairman Breaux and 
Adrnimstration 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-tenn 
proposals to "modernize" 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 JIlight be 
included as one plan in a premium support system. 

• 	 Almost any announcement ofMedicare reforms might benefit from advance discussiolO 
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 uncontioversial reforms to shore up Medicare for the next few ye~lrs. 

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 provider organizations, etc. 

Pros 

... 	 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 refonn - enact some clear, relatively uncontroversial 
refonns 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 fonnulation of a credible 
proposal to modernize traditional Medicare, because premium support would look bc:tter 
riext to the current "antiquated" Medicare program. A clear Administration commitr~.'lent 
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. TIle 
question ofmore fundamental reforms, such as making traditional Medicare one chojce in 
a premium-support system, could be left open. 

Cons 

o No Medicare reforms are completely uncontroversial. The package ofproposals to 
modernize traditional Medicare would probably be opposed by provider groups, and 
possibly by Republicans and others because it significantly increases HCF A's discretion. 
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• 	 It is possible that Commission Republicans and Chainnan Breaux would react negatively 
to any specific proposals for Medicare refonn on the eve of the Commission report. 

Option 2: No specific reform proposals - propose only to dedicate additional revenues (0 

Medicare to "seed" a bipartisan reform process. 

Pros 

• 	 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 refonn. 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 ion 
the eve ofthe Commission's report may be viewed as disruptive to the bipartisan pro(:ess. 
Commission Chainnan Breaux would support this approach, as he would like the 
Commission report to be the focal point ofMedicare debate this year .. 

Cons 

• 	 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 refonn. 
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IHEMORANDUl\'I FOR SECRETARY RUBIN 

DEPUTYSECRETARYSUl\'ThmRS 


From 	 Mark McClellan ~r1\ 

Deputy Assistant Secretary· 

Economic Policy 


SUBJECT: 	 . Briefing for Principals Meeting on Medicare Reform 

There is a Principals' Meeting on Tuesday afternoon to develop Principals-level guidance 
on pursuing Medicare reform. The questions to be addressed include: 

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

2. 	Ifgood Medicare reform is apriority, 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 andlor kill the Commission Report? 

.. 
i Recommendation: 
I 

The answer to #1 is: maybe. 

• 	 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 Brea~ . 
may be able to broker a deal with Republicans that is consistent with the Administratjon's 
reform priorities. ~------.--------,----.------__~.. 

• 	 . However, the Commission baS 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. 

r 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 
recommendation and finalizes its report, and as the Congressional prospects for Medicare 
reform become clearer. 4 

If the Commission's report is responsive to the Administration's key concerns, depending on 
legislati_ve prospects, it may be possible to engage further on Medicare reform. If the 
Commission report or legislative prospects tum out not to ~e hospitable, Medicare is complex 
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 Medicare reform; and, 

• 	 Views ofkey players in Medicare reform.. ­

The M&dicare Commission is .meeting Tuesday morning, and I will update this memo with ~y 
relevant developments before the Principals' meeting. 

Curreut Status of Medicare Commission 

Last week, Senator Breaux released the first draft ofa "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 ofthe premium 
ofapproved health plans, up to a cap, much as is done in the Federal Employees Health 
Benefit Plan (FEHBP) today. 

- --- -----------------'----------------- ­

• 	 ll,{any other controversial steps to limitingprogram costs, analogous to "pain caucU..!" 
proposals in Social Security reform. For example, it recommends raising the eligibility 
age to match Social Security increases; eliminating most ofthe 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 
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Medicare; a general commitment, b~t no specifics, for assuring reasonable access, cost, 
and quality ofcare for low-income beneficiaries. 

o No specific details on an enormous number ofkey issues for implementing the proposal, 
including such issues as: the ,size o~ the Federal cornriritment; which benefits ifany 
would be required in the program; what steps would be taken to limit the risk of"adVerse 
selection; and whether (and how mu¢h) new revenues would be needed. 

The absence ofmore 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 ao "defined contribution" Medicare program modeled on private-sector health insurance tl::tat 
Co-Chair Bill Thomas and the Republicans iprefer. 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 proposaI is also technically 
unsophisticated in places. which further unqermines its credibility as a serious bipartisan reform 
proposal. I 

SummalY: the Breaux proposal needs much 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 Principles for Medicare Reform 
, 

A Deputies-level meeting Monday evening 9iscussed 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 endqrse the following core principles: 

1) Medicare must guarantee a specific set ofbenefits and limits on cost-sharing for all 
beneficiaries regardless ofwhich plan they c;hoose, including a meaningful prescription drug 
benefit. The benefits shoUld be de:tirled so as to facilitate choice and competition among pl~ns, 
and should preserve a modernized, updated ~'traditional" Medicare insurance plan as a viable 

---;----eption.(M0st-would-prefCf-that-the-Gommi~sion-endorse-the proposition-that-a-,typieal..---------­
beneficiary should not pay more than they di> today for the current set ofbenefits.) 

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

o • 3) Medicare must provide protections for lo.w-income and other vulnerable beneficiaries, to 
guarantee an adequate level of access to and quality ofcare. 

Laura Tyson and Stuart Altman will raise th~se issues at the Tuesday morning meeting of the 
Commission. 
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In addition to these "m.inimal"criteria for proceeding, many in the Administration (~d the more 
liberal Commission members) have raised other key issues, such as: 

• 	 Opposing an increase in the eligibility age to 67 without a strong commitment to pres¢rve 
access to health insurance for lower-mcome Americans aged 65-66. 

I' 

• 	 Including a set ofreforms to modernize the traditional program, by allowing it to adopt 
, . practices such as selective contracting and utilization review features that are used by 

most private health benefit managers today. (This might also include an independent 
governing board for the Health Care financing Administration, which would manageithe 
traditional Medicare program.) .! 

• 	 Committing to Federal payment ofa tninimum portion ofpremium costs, e.g. 75% or 
8.5% ofcosts or 5% cost growth per year, perhaps targeted to employer shares and/or .cost 
growth in private insurance p~ans. :1. " ' '. 

1 
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• 	 Adopting an income-related premi'1lIll system, in which the government would pay a 
larger share ofcosts fot lower-income beneficiaries. 

1 

o 	 Assuring continued hospital paymentS for medical education (now known as D'M:E and 
lME) and payments for treating a large share ofuninsured patients (now called 
"disproportionate share" or DSH paylnents), even if these payments are removed from the 
Medicare benefit and included in g~~ discretionary spending. 

• 	 Using caution in e1irnjn ating or redu9ng geographic variation in Medicare costs, so ~ 
" 	beneficiaries in high-cost areas are not faced with much higher payments toward then; 

premiums. ;! 

Views , 
:i 

Administration. The POWS strongly beli~es that providing additional revenues for Medicare 
--+--_....,is~t"he.......right..thing. to . do;.nowcthat.there-appeai:s to be bipartisan agreementto..comrnitting..62o/a..oL. 

the unified surplus for the next 15 years to S.,cial Security, he wants to highlight the Medicate . 
. commitment next. He also believes that additional funding and a prescription drug benefit 

should be implemented in conjunction with iignificant refonns in the program. He is probably 
more inclined to push for reform th.aJ? many key White House advisors, who are more attuned to 
the complexity ofa legislative agenda that ir).cluded an issue much more complicated than Social 
Security. Though many senior staff in ffi:ISI'and HCFA are reluctant, ffi:IS Secretary Shalal~l is 
unlikely to oppose reform. ' 

,. 
Congress, The more liberal Democrats in C'pngress, such as Dingell, Waxman, and Kennedy, 
are extremely wary of any substantial Medic~e reforms such as those contemplated by the 
Commission. Some Administration engagefent would probably be essential to bringing th~in . 

I, 
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along with a reform plan. Conservative Democrats, such as Breaux and KeITey, are trying to 
develop a "bipartisan" reform plan that includes the basic premium support features in the 
current Breaux proposal. Republicans genefauy favor a premium support or defined.-contribution 
system modeled closely on some of the private~sector reforms that have been successful in the 
last few years in limiting private expenditur& growth, and would prefer to limit the additional 
number ofstrings attached.:

1 
• 

Attachment 

-.- '_._- -- --------------_.--'---------- ._--_.--_..'-'" __..-.. 
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Me,dieare Com,misslon, 
lmuatY 21. 1999 (6:03pm) c:/Ib~ 

" 

This dOomnOilt is guided by the stabIte cxeattng the National Bipartis~ 
Commission on tho Future orMcdicareand is a product of what.we 1eatDed through 
the process of the Commissicm's meetings and wmk over the past year. 

'. AS directed by statute, the Com~sliion m.Pst address Medicare's fIDa!ncial 
, instability and make, recommendations addressing thesolveu.cy crisis facing! the. . , 

I program. Once Medicare is on:fumcr fiscal footiDg, our :fitst priority shoul'd be. to 
modcmize' and tauObalize Medicare's benefit paCkage•. Using a portion of any budget

I sutplus that ma.terlaiizes, to ~ up Medicaxe can help. 'but itwon't solve ~e problem. 
Pranfum or taX increases should not be consideri:d uutil the Commissiou addresses 1he 
govemment'~ ability to meet its ~tment to fimd Medicate"s caaeut benefit 
package.. . 

One of our early witnesses, Robert Rcischauer, e:x:p:ae8sed the probl,ems facing 
the Medic:arcprogram in terms Qf the four "'i"s": insolvency, i:n8dequacy, ~cic.acy 
and inequity. In temlS of its sol'9'eDeyJ . there are IlWlY indicators ofMedicir.re -spending 

. and its projected impact on the budget. Far example, Medicare wm grow from 12 
percent of the :federal budget to ~8 pcrccnt in 2030 under 0111' most opfim:is1oc baseline. 
MediCate'S Hospiml. hr.surance (til) 1m.st ftm~ which is fizrided primarily ~ith payroll 
1!a.Xes, will take in less ~ue than it pays out is Part A benefits . beginning iIi 2008. 
The program is iDadeqaate iDsofitr as its benefits .~ge does Dot n:flect modern 
notions of comp(eheasive health cm:e coverage and isn't comparable in scope, quality 
and structme to the health beneDts generally avaljiab1c:: to employed pelSODSi and their 
depende.n:J:s. The system orgoVemmeuf:-adi:ninistered ~ci.ng causes ineftic,iencies in 
'the way health care' serviCes are delivered to SCDJ:ors ~d providers have 1itUe inceotive 
to providcthe most exm-efic:ctive care. Lastly, t\le cw:rent pto~ is ineqi,uitab1e in. . 
that there is 110 geograpbically unifotm or consta.ut set ofbeucfits. ~ a b~eficiary 

_----;--____ lives in southern Capfomia. or Florida, Medicate -:will pay for prescription (trugs or . 
dCDtal benefits if tJie· pC:rSon jomsan BMO:'- Ifa-benefiCiBij'-1iVes in ~Nclmrska;-he­
or she gets nothing approaching such benefits. Additionally, beneficiaries ~ho don't 
qualliY for low-incorpo subsidies or can't aff'm:d supplemental. insJIranee JDT,lSt depend 
on a pIOgraIn that only coves lilt estimated S3 pe!tt:ent of their health care ICOsts. 

The proposal Outlined ~OW7 which is based on a premium support rmodel, aims 
to modemize Medicare's benefit design and coxreet the four Ui's". It WiD. iillow 
beneficiaries to combine in an integrated and comprehensive foan all so~ of 
support for their heaith care coyerage while en.suring that Medicare is more efficient 
and more responsive to be:nefiqanes needs. It also guarantees low-income protections 
so that all beneficiaries have m~gful access to quality health care, including the 

-1­
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, 	 • r 
ttaditiooal Medican:s .fi:e..fbr-servicc plan., . 
, The Coinnrlssian's recommendationS should be a blueprint for Congress to enact 
comp:reheDsive legislation to iUndamentaUY. restractme Medicate over the nen several 
years~ Om' nation's heal1h cue delivery sY,Stl:m. is constantly evolving and given the 
uncertainty of long-tean health care spending projectiOIlS and the advances' in medical! 
teclmologyJ Medicare will have to, be re~ted at regular int.elVals. 

SUl';fMARy, 
• 	 This proposal would mcdel Medicate on a system patbm1ed after the Federal 

Employees ~althBenefits Progmli (FEB;BP). This premiiun support system 
would allow far a blend of existing govenBIle!ll: pmtectiOJJS and market-based 
competition. It would also guarcmtce ~ protection iDr low-income 
beneficiaries. • . . 

• ' 	 Medicare·s fee-for-senice progranl: will opcEate as part of this new system and 
RCFA will be givC'Q the tools it needs to iaDdemize and compete accordiligly.~ 

• 	 This proposal'will refutm the Medigap program to make it men efficient and: to 
tl:Y to minnmze the adverse effectS of fiIst: doIlar coverage. ' 

• 	 The eligJ."bility age fOr Medicare Will incrase ~conform with the eligibility age 
mcrease scheduled for Social Sea1,rity. A 'proposal to allCJ'!V seniors with 
delayed eligibility to padicipate in Medicare will be established btn me exact 
detm1s are to be detemrined. ;' 

L 	 PBEMIVM SUPPORT 

A. 	 Admhustratift Structure 'I ' , 
• 	 A Medicate Board will be estabUshed to O\'elSee and negoti.atB with private 

plans and the government nm fce-far-service plan and to approve plan service 
areas. The board will have authority to ensure financial and quality standards, 
protect against adverse selectiOIl"approve benefit ~ negotiate premiums, 

,-compute paymen1s_t!l-1?J~_(~~hidiJ1g risk and geographic adjustment), and 
provide iDfonnafion to beneficiar:ics. . - --~, 

B. 	 Benet1t! Pac.kare . 
• 	 Plans participating in Medicare ~ be ~ to offer a standardized core 

benefit package defined in statu~e (e.g., hospital, surgi~ inpatient, etc.). 
Participating plans would have some flexibility on design details (ie. cost­
sharing, copa~) 'but the Medica¢ Board w.ould have final ~roval. ,Priva~:e 
plans participating in premium Support will be required to offer benefits at Ileast 
equivalent to the package offered in the govemment-tun fee-far-service plan. '. 	 Plans can offer additional be:Qe~ts beyond the core package. Much like the 


. negotiatiollS process between pl~ns and OPM in FEHEr, benefits will be 
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updated th:rotlgh the snunal negotiations ~cess between plaDs and the board. 
The board Will be empowered to ~ that all benefits packages do ~ot vary to 
the point that they produce ineffective or unfair competition. 

• 	 Tb.e benefits package in the govemment-nm fee-far--serrice plan will be 
revamped by modemb:iDg cost..sharing and by co.mbini:Dg the PartS A and B . 
c1eductib1es. .one examplo ofa modemizCd cost-sharing S'f:nlctme would be to 
have a combined deductJ."blc 'of 5350, charging 20% comSUIallcc for everything 
except hospital and preventive ca:re and cha:tging 10010 coinsu:mnce for home 
health. 

c. 	 CALCULATING MEDICARE'S PREMIUM 
• 	 1'lle govenrment-run fee..fur-seIVice plan ~ bid Datioually based on its -~ 

and projectcd:claims costs. 0d:Jer plans can choose to bid natiaaally, regiona;ny 
or in local areas. The Board would.oversee the desipation ofservice areas toO 
ensure accc:ss'in areas that would ~ have limited plan a:vailabillty. 

-. 	 Under an FalBp system, total Medicare'premiums for plans in a given. area 
win be based on a nati01l8l schedule siroj1~ to that used in the FBHBP ~m.· 
.The overall cost ofpbma will be based direet1y on their bicLJ and the 
negotia1i.ons process with the Medicare Board. 

a) 	 ao'ertI1'I'lellt'S Om.trihutitm: 
... 	 The gove.mment"s con1.rlbution will be puCci on a peICCJltage_ o.ftho national 

weighted avexage premium. Based on the 'cost of 1be benefits package. the 
govcmment's'conm"bation will be capped at some point so that benc:ficiarie.q pay 
the incremental costS of choosing more expC'DSiv" p~. ' 

... 	 The govemme:rn's c:outribution as it is made to the plan that the beneficiary . 
chooses wilJ.1:Je adjusted for health risk and other factors. 

b) 	 BeuejicUzrJ'.'Contril1utlo1J 
• 'The bene1iciaifs contr:ibution will. be based on the coSt of the plan chosen with 

.. , ,I. beneficiaries ~ a minimum perceniage ofthe premiums based on their 
----··--incmne.-'fhe-Soverqment..contn1QJLwilJ SlOE increasingGd beneficiaries will 

pay the filll incremental costs for plans above a ceriai'D thiesriol({ (e-:g:; IOO%-oir-f-- ­
the cost of average plan). Both the? beneficriary and govamnent contribution 
toward the cost of the avexage plan wiD rise and &l1 in. the same Foporti~n as . \ 
the cost of that plan changes from year to year. / t)b~ 

• 	 Higher-income Medicare bencficlarles should be reqaired to pay a larger sharet 
of their Medicare premiums than moderate ,and low-income bendicia.rles. 
Income-related premiums will apply to both private plans and the govemJ]O.ent· 
run fee..for-se:Mcc option. For example, low·income beneficiaries could 
contribute 10 percent of the premium'with bigher--incom.e beneficiaries 
contributing up to 25 percent of the premjum~ 

• 	 Premium support subsidies should be sufficient to ensure that low-mcom£; 
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beneficiaries .have access to necessary health services and have a mea:oing:£iJl 
choice ofplaD. options. 'The revenue generated by inc:ome--relating fbe premium 
for upper-income beneficiaries will be primarily dedicated to subsidiziri'g 
premiums fei low·incomc beneficiaries. The first focus should be to enroll '1 
benefiQaries who are cur.rent1y eligible :foi QMB and SLMB but who are not .J 

,enrolled.. . : 

MC)DERNIZING MEDICARE FEE-FOR.-SERVICE 

The traditional gavemmeut:nm fco..for-sCrri.ce plan will be prescm:d and. 
imJproved so that it can compete with private plans and to ensure that it remains 
a viablt; affo1cJablc option for an bc:nef:iciarics. In accordance with ' 
Congressional and Board ovcrs:ightand appzoval, the government-run plan ~n 
have flexi'bi1i9' to modify its paymems t*S and its mangements with 
contractors as wen as ofFarlDg benefit c:nhanc:emenfJJ if they are finmcially 
feasible in a competitive cuviIomneut. 
The go'Vermnent-nm fee-tbr.-service plan will have a PIemium just like the 
private plalls Participating in a premium support system. To enable the 
govemment-1Vll tee-for..sc:nice plan to compete with private plans in a ~ium. 
support system, BCFA would be given management tools adopted by the pIivatc 
sector. 1bese reforms mclude 1biDgs such IS enhanced demcmst:ration authC!tity, 
flexible pmchasing authcrl1y~ competitive bidding, ~otiated pacing authority, 
selective con1:tactiDg and preferred provider mangc:meD.ts. 

MEDIGAP ~RM 

, :In order to keep fce..for..service costs affordable, Medigap should be rcforn:lied to 
minimize the effeds of first-doUar c:ovemge on utilization and so that the price 
of Medigap polic:ics xeflect their true cost. 

• 
" 	 I 

I 

• 

• 

Medicare's eJ:iSibilitY age will be gxadu.a1ly.increased. to match the Social 
Security tetixement age. It is also recommended that Socia! Security and 
Medicare: be refoxmed in cOI\iunctian -with each other because of the inten-elated 
effects of these progmns on the letirement security of older AInericans. 
A proposal to .allow seniors with delayed eligl'bility to participate in Medicare 
wIll be established but the eJtact details ate to be detennineC1. 
Gtaduate Medical Education: Payments for Direct Medical Education (DiME) 
would be carved out of the Medicare program-financed and distributed 
independent of a premium support system. The Commissi~n assumes ~t 

http:mangc:meD.ts
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:federal suppOrt for PME would continue tmough either a mandatoIy or . 

t discretionaly appropriations progxam. S~ tbe fimding source would

4
shift
I 

ftma the mpayroll 1DX mgencr8I ~ tho Commission believes that it is 
appropriate to include institutions not cun:ent1y eligible for Medicare GM:E 
support that conduct approved residency Programs, such as fte&..standillg 
children's hospitals. Similarly, thc;lang-tenn solution for indirect medical 
education (IME) may involve a car:ve-out from Medicare. For now, however, 
the Comnrission believes that the Medicare progmm. should continue to pay fc?t 

. ,' diff'etcIlces in costs between tc:a~g and Dnn-teaching hospitals thmugh the 
indirect medical education (IMB) ~ustmeut. However, the Commission 
teCOgn.izcs !bat the leVel of the Medicare 1MB aclju.stment may need to be 
aligned gradually over several yea:rs with what analyses shaw is the actual 
statistical ~ between tcu:hing and.nan..teacbing hospital costs. The 
Commission bclieves that Disproportionatc-Share Hospital ;(DSR) payments and 
other subsidies 'within the Medicare pr~ should be revisited to e:Dsu:re ~:at 
Medicare's support is reasonable 8l1d appro,pxiate. The Commission notes ilia! 
these ~CI!I could be carved oUt orb Medican: program and fi:aanced 
-tbrough a. maada10zy or discmionatY appropriation program. However, the 
Comrnlssion lCaOgaizes that a.y changes in federal sapport should continue to 
J:ecopize the additional cests to ,hospitals of trcati:ng large llumbets of .. low-income i:d.dividDaIs•. JI 

Y.· REVENUE ~ FJNANONG!Ii 
'd 


:1 } The primazy source of income to the Hospi1al Insurance (HI) U:ust fhnd is)he .
II 

: !~. payxon tax. The 2.9 percent tax: on all earI(ed income accoums for 88;3 pq:cent 
I of the total $121..1·billian in m.come in 1996. Additional income sources 


.. I~ include premimDs paid by vobmtary emo~ gove:mmeat credits, .interes:c on 

i. . Pederal secarities, and taxatiDD·ofa portion of Social Security benefits. 

---..,.--;-!.---;--l1ie-Supp1emI'l'l'lt-a'I'V-Medi .... tzust ilmd is financed ,from.
!' 	 .-.1

pmniums paid by the users ofPart B awl from gcner8i revenues. When-Ithe .-.... ' ...- _...... 
. . ... 	 prognun ~ went into effect in luly 1966, the Part B monthly premium was set 

at·a level to finance onc--half ofPaIt B program. costs. Premiums over tmlC 

dropped to 25% ofprogram, costs because fart B costs increased much &stet 
,t .." than the inflation computation that was used to COIrlpUte the upwaId pre¢ium 

, 
! I 

J , 
i adjustment. 


:. i ., . 'Under current law, the proportion of financ.ing sources 8Ie expected to change 

, I . over time, with the portion represen~ by payroll ta..-a::es decreasing and the 

portion represe,nted by general reven",e ina.easing. By 2030, premiums and 
payroll taxes are e~ected to fund only 3I.?5 percent ofMedicar~ls 
expenditures compared to 63.' percent in 19~7. In 2030,64-70 percent of 

. t II 	
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Medicare wiD be funded tID:ough gc::acml ~enuc (or other fUnding) as 
compared to approximately 28 ~ in ~997. • 
The clJanges p:oposed in this document ate in1ended to put Medicate on sarcr• 
financial footing by cxeatiDg savUtgs due to competiti~ e~cie:acy and O1her 
factors, and by slowing the gxowtb. in Mcaicare spendmg. In additf<m, these 
refomlS will teSUlt in Medicare offering a:be.ue:fit pacbgc'that is more 
comparable to health care benefits ofli:rcd'in tho private sector and VJill cnhan~ 
our ability to stand by our ~ent to'toc1aYs and :fU.tare beneficiaries. 
Even ifprojeCted budget sutp1uses 1J2ateriaHze, withom theSe clumge:s, 
Significantlygreater'rev'enues ad/or beneficiary sacrifices 9:iIl be mquixed in 
the Mute and beneficiaries wiD DOt'receive the greatest value fat the total 
health doJlaxs. spent on tbm bdaalf 

VI. 	 AREAS THAT NEED RESOL~ON 

• 	 DRUG8-open issue-Democrats an: Cltplodng ways to inch1de an affordable 
chug bendit in Medica:ro's fce-fDr..service ppm. 

• 	 Changes ·to ~vider payments 

vn. 	 ALTDNAllVE DESIGN OPIIONS 

l"he fonowing arc examples of e1c:mc"1lU ofa pteuximn support systmn that ~.ould 
'be cbauged to arrive at a di5:rent model than the one described above. 

. 	 , 
I 	 • • 	 Natiogl n· &gion!1 Bidding: Under a n&gpaI.bi@g stIw:tute, a geographic 

adjuster is necessary to create a fair and equitable system. A geographic 
:adjuster would also ~ the fact that Medicare spending varies by a t3c1cor of 
'm01'O than three across regiODS 'With seemtagly similar populations and with no 
demonstrable differc:nces in health outcomes. Under a national schedDle, 

--natioaa1-p1ans-such-as-the-pemment-IUU~for-sem~ ~ compete in a 
. I straightforwani and faiT way. Beneficiaries in DatiOll3l plans WOUidPaY ~ same- . 
• I 	 atIlount reganU.css ofwhere they lived.. Uuder a regiogal bidding system, i1 ' 

geographio adjuster would Dot be required but some provision would have I to be 
made to allow tair competition between local cd national plans such as fC:c.for­
service and to.prevent regiunal ~tiesmbeneficiary pre:m.imns. 

• 	 Benefits Pa~ Plans would be required to offer and. compete on a tore 
benefits package. Unlike the model desmOed above, additiOaaI benefits ~uld 
wlI be offqed in a smm1emen!§l man that would have to be sold and mairketed 
separately from the core package. Thisi ensure that plans compete 6n the 
basis of cost and qualitY, not on the basis' the benefits offered. 

. 	 . i~ \ J:x;.J.fo . 
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:& DEPARTMENT OF THE TREASURY 
WASHINGTON 

February 2, '1999 

MEMORANDUM FOR SECRETARY RUBIN 

FROM: 

SUBJECT: 

DEPUTY SECRETARY SUMMERS 

Mark McCleUan ' ,'n ~ 
Deputy Assistant Secretary 

for Economic Policy 

Principals Meeting on Medicare 2/2/99 

Today's Principals Meeting on Medicare is likely to cover three topics: getting 
agreement on Administration principles for Medicare refonn; reviewing a "basic" AdministJ!ation 
refonn plan; and some other proposals for more substantial Medicare refonn. This memo bFiefly 
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 refonn 

l ; 

,Keyfeatures: The four principles are broad and generally uncontroversial. A draft of the 
principles is at Tab A. 

Issues: 

• 	 One of the draft principles states that Medicare should "guarantee an adequate, defined 
benefits package." This is meant to require that all of the health plans that might be 
offered in refonned Medicare would have to provide a specified minimum set ofben:efits 
(coverage ofhospital services, drugs, etc.). But it could be misinterpreted as committing 
lhe Administration to retaining Medicare as a "defined benefit" program, and thus ~ling 
out "premium support" and other major refonns in paying health plans that have been 
proposed. We have urged that the principle say something like "guarantee an adeq1Ulte, 
specified benefits package" or "guar~tee an adequate, defmed set ofbenefits" to avoid 
jms 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 necessanly opposed to any of these specifics, but they may limit our flexibility i:Q the 
refonn debate later, and so where possible we should try to avoid them. 

0, Our principles commit only to extending Medicare Part A Trust Fund solvency to at !least 
2020, which seems modest. However, there is bipartisan recognition that a complete; fix 



· ' 

; I 

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 solvency substantially. (The problem is that there is no acceptable propos~ 
that will clearly reduce the rate ofmedical spending growth.) Thus, this relatively limited 
solvency extension is probably acceptable. i 

I 
2. 	 A "basic" Administration reform plan 

Key features: The basic plan pays for a significant, but modest, drug benefit (as the Presidentlhas 
proposed) through extending reductions in payments to health care providers contained inthe 
Balanced Budget Act beyond 2002, when the BBA provisions expire. Thus, with the President's 
commitment ofpart 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 unpopular with provider groups, but 
essentially all of the proposals in this package except the drug benefit have been included in our 

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

economists appointed by the Administration to the Medic~e Commission, we should argue t~lat ' 
, I 	 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 described below carefully and actively .. 

3. 	 Some fundamental Medicare reform'issues 

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

Issues: All of these proposals raise important concerns, but they all have merit in addressing, 
: 	 major problems ofefficiency, equity, and solvency in the current Medicare program. We should 

encourage further development ofproposals that the Administration could support in all ofth;ese 
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 

2 




. Tab A: Draft Administration Principles for Medicare Reform 

1. 	 Dedicate surplus to secure Medicare until 2020. 

i 	 Guarantee defined benefits [defined set ofbenefits] without excessive new costs to 
beneficiaries. 

3. 	 Modernize Medicare and make it more competitive. 
, i 

4. 	 Use savings from reform to help fund a prescription drug benefit. 

II , 

I ' 

, I 
: 
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Tab 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 itselfbe 

financed out of the trust fund, the goal is to find offsetting savings, so thattotal program costs do 
not increase.) The major features ofthe plan are: 

• 	 A limited, but significant, prescription drug benefit: To limit costs, the drug benefit 
would be a capped benefit similar to that currently held by about halfofMedicare 
beneficiaries, either through their employer's retiree health insurance, an individual 
policy, orother 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 halfof 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 ov:er 

• 1 

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" ~f . 
private payments for prescription drug insurance. 

• 	 Extension ofcuts 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 ofallowed cost increases, and they have saved­
money both by lowering costs and reducing the base for future updates. According t9 . 
BRS, extending BBA provisions (which currently expire in 2002) to 2007 would sav:e . 
$63 billion over the next 10 years, and would reduce the 75-year actuarial deficit fro~n . 
2.1% ofpayroll to 1.9%. Such across-the-board reductions tend not to be efficient 01' well 
targeted, however, and can threaten the quality ofcare or lead to cost-shifting. (The BBA 

.1 

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 HCF A 
the discretionary authority, as private managed-care insurers have done, to move away 
from the current system ofadministered 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), an;d 
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 ill 

. areas where few private plans compete with standard Medicare, the discretionary 
authority could lead to problems of access to care and low quality. 

, 1 



• 	 Rationalization ofMedicare'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 COst:3. 

. 	 I . 

This proposal would rationalize the current system, for example by combining the high 
deductible for hospital admissions (about $800 per quarter) with the low deductible J,ur 
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 beneficia22riesnow, in particular home health care visits. Caps on total out-M­

I pocket payments are being considered, but these are more costly and would mostly 
, 	 I 

2amount to a transfer from hospitals (who have to take losses on catastrophic cases as bad 
debt now, and thus spread their costs overall payers). Restrictions on Medigap coverage 
in conjunction with these reforms are also being considered. Rationalization is a goc,d 
idea.. But at best it will be budget-neutral, and it will not help cover the costs of the drug 

i 	 I benefit. ) 

Though the Administration has already endorsed all.ofthese ideas, none of them amount to the 
I 

fundamental Medicare reforms that most health economists and other experts believe are nec;:ded 
, 	 I 

to improve the efficiency and long-term adequacy of the program. Moreover, it may be dif~cult 
to implement or even publicly support further reductions in provider payment of the magniUide 
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. 	 ' 

, 
I 
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Tab C: Some Fundamental Reform Issues 

" 

The meeting may also discuss more fundamental reforms in the Medicare program th.~t 
I 
I 	 are under consideration by the Medicare Commission: adopting a "premium support" systelI1., 

implementing income-related Medicare premiums, raising the eligibility age, and carving out: 
supplem(mtal payments to teaching hospitals and hospitals that treat large shares ofpoor patients 
so that they are financed by general revenues rather than the Part A Trust Fund. There are 
important problems with all ofthese proposed reforms; however, our view is that (with the 
possible exception ofproposals 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 the;se 
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 

i 	 for help in considering them. This note reviews the proposals and provides examples of 

I 

I I 	 approaches to address key problems with each ofthem. 

Premium Support Medicare 

1his is the centerpiece ofrefonn that Chainnan Breaux is trying to get the Commission to 
adopt. Under premium support, the government would pay for a large portion ofthe premiwp of 
a set ofa.pproved 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 FedeI'al 
Employe,es Health Benefits Plan (FEHBP). As currently formulated, it is likely that benefici:lUies 
would gcmerally spend up to the capped level ofpremium support, and wealthier and/or sick<;;r 
beneficiaries would probably pay more for more generous plans. 

Problems with the current Breaux proposal arise from its vagueness on key details of 
refonn-· what would be included in a "floor" package ofminimum 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 ofcare, whether 
traditional Medicare would be "modernized" so as to be able to compete on a level playing field 
with the private plans (see Tab B), how government payments would increase ifhealth care (;Ost8' 
rose, etc, In addition, since the level ofsupport in the current Breaux plan is equivalent to th'e 
current level of support in Medicare (he would not get any Democratic support if it was lower), 

, the plan is not likely to b.e "scored" as providing any budgetary savings. Despite these unres~lved 
issues, almost all health economists and other experts agree that changing to premium support 

, 	 I 

would fimdamentally improve the efficiency ofthe program. Thus, it is important to work Otlt 
solutions to the key problems. 

How could the Administration's concerns be addressed? Concerns about beneficiaries 
I not receiving adequate benefits, or having too many choices ofbenefits, could be addressed by
I ' 
I 	 restricting the variation in benefits that can be offered and specifying a minimum benefit paqkage 

that all plans must provide. (This is done inFEHBP today.) Concerns about high premium costs 
or low quality ofcare can be addressed by "risk-adjusting" government payments to plans to 
account for expected differences in health costs. Concerns about traditional Medicare being llble ' 



r ' 

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

Income-llelated Medicare Premiums 

Currently all enrollees pay the same premium for Medicare Part B. which amounts to 
around 12% oftotal Medicare costs. The draft Breaux plan would make higher-income , 
beneficiaries pay a larger share oftheir premium support. A similar proposal we examined l~t 
year was estimated to generate $6-8 billion per year in additional premiums. Its impact is lin~lited 
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 ofMedicare beneficiaries). 
Moreover, many wealthy beneficiaries have low current incomes, and it would be difficult for the 
IRS or arlother agency to verify incomes for purposes ofdetermining the premium. In addition, 
taking away too much of the subsidy for wealthy beneficiaries raises concerns about making 
Medicarl: 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 sconcerns be addressed? One approach might be to tie 
Medicare premiums to beneficiaries'PIA in Social Security. This is a good measure of 
permane:nt income, and avoids the problems ofverifying current income. In addition, becau$e 
beneficiaries with higher lifetime incomes live longer (and tend to consume more costly medical 

, 

. , 
!; 

services), there is a sound policy argument for makiIig premiums rise with lifetime income . 

Increase Medicare Eligibility Age/rom 6S to 67 

The draft BreauX plan proposes increasing the Medicare eligibility 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 
r~latively low health care costs) and would also encourage beneficiaries with employer-provided 
health insurance to delay retirement. Eligibility for Medicare through Disability Insurance vV'ould 
not be affected. The Administration has been "skeptical" ofproposals 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 (without mu(;h or 

r any subsidy) for Americans aged 62-64 to address this problem. i 
I 

r I 
I How could the Administration's concerns be addressed? A reasonable compromise' 

might be to support an increase in the eligibility age ifcoupled 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 premhmi support could be reduced as well. 

2 
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Remove or Reduce Medicare Part A Payments to Teaching Hospitals for Training Doctors 

Today, Medicare hospital payments under Part A include supplements for teaching 
. hospital~: 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 int~nded 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 !ME payments. 

Shifting these prograrris to general revenues would improve Trust Fund solvency by 
about om;: 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 refonn 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 3ilso 
treat more difficult cases, and (often) large shares ofuninsured patients. Making these payme;nts 
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 "reJbnned" and reduced substantially in recent years. 

Remove Supplemental Payments to Hospitals Treating Large Shares ofUninsured and 
. Underin;iured Patients 

Today, Medicare hospital payments under Part A include around $5B in supplementsifor 
hospitals that treat an unusually hirge share ofMedicaid patients, which generally means that 
they treat a large share ofuninsured or otherwise unprofitable patients. Though it is not part of 
the latest draft of the Breaux plan, some have proposed carving out these supplemental paym:ents 
from Pmt A and moving them to the discretionary budget. It would extend Trust Fund solve~cy 
by around a year or so, and would provide an opportunity to reform the hospital payments inrtJris 
program so that they could be better targeted to policy goals. However, this proposal raises some 
important concerns about reducing an important source of financing for hospitals that treat m.any 
poor Medicare and non-Medicare patients. 

I I 

I i 
I 
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DEPARTMENT OF THE TREASURY INFORNIATION 
WASHINGTON 

March 16, 1999 

MEMORANDUM FOR THE SECRETARY AND DEPUTY SECRETARY 

,.' • 's' E' P.· )Vtffl 
I i FROM: Mark McClellan (Deputy Asslstantecretary, conomlC 0 ICY 

SUBJECT: President's Aimouncement on Medicare Commission and Medicare RefOirm 

I
i 

I 

! 	 You are likely to get questions about the Administration's plans for Medicare refonn and 

Medicar~: financing in any upcoming meetings about debt reduction and the surplus. 


Presidential Announcement: This afternoon, the President announced that he will propose!a 
Medicare reform plan and hopes to accomplish Medicare refonn this year. H~praised Breaux for 
his efforts with the Medicare Commission, but criticized specifics ofBreaux's plan - includipg 
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 ofa meanin:gful 
drug benefit. The statement specifically does not criticize the concept ofpremi~ support, or 
rule it in or out as part ofthe President's upcoming proposal. A copy of the White House ta1}cing 
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) ..::. oneshoi1 of 
the II-vote supennajority required for 'a fonnal Commission recommendation despite last-ditch 
negotiations today. Administration appointees Laura Tyson and Stuart Altman endorsed the 
ideas of .;:ompetition and choice in the "premium support" concept, and to praise Senator Br~aux 
for his efforts. But they also cited strong concerns about key details -- including the drug benefit 
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 13. 
Laura Tyson's draft statement is attached at Tab q. 

Congressional Developments: The White House discussed the President's announcement ~thI 

I !, 	 the Democratic leadership today. Sen. Daschle stressed not attacking Breaux but focusing 01[1 the 
I 

problems with his plan. Commission members DingeU and McDennott are issuing statemel1ts 
that are unifonnly critical ofthe Commission process and the Breaux-Thomas plan, attackin,g it 
as the Republican "voucher" program all over again. Chris Jennings and Larry Stein briefed '! i 

I Senate Finance Democratic staff this afternoon; the briefing had been scheduled previously to 
review tlhe 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 

I - Jennings was,not specific, but the President did commit to achieving Medicare refonn this/year 

I - and about whether it would include '"real" refonns like premium support - Jennings said the 


details ofthe plan had not yet been detennined, and would reflect consultation with members. 


Attachments 



BREAUX-THOMAS MEDICA.R.E REFORM PROPOSAL 

Senator Breaux bas made a constructive contribution toward addressing the cballenges facing 
Medicare. After more than a year ofwork., the Medicare Commission has helped to focus long-overdlle 
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 t~ thank 
Senator Breaux, Corigressman Thomas and aD the members of the Commission. particularly his appoi~ltees 
(Laura Tyscrn. Stuart Altman..Bruce Vladeck and Tony Watson). for aU their hard work. 

The Breau:,-TholWls plan, however, falls short in a n1UDber of key areas and therefore the Presi~ent 
cawaot support it. In January. the President outlined the principles that he would use to evaluate the 
Comprission's work product. This plan does not appear to.include elements that are essential to 
strengthening Medicare and better preparing it for the tw~ty-first century. In particular. the plan: 

• 	 Does not provide necessary new revenues for Med~care and passes up an historic upportun;ity to ' 
dedicate 15 percent of the surplus to the program. Every independent Medicare expert agr~s 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. Instead. it 

I 

recommends waiting to act until Medicare's solvency is afrisk. But waiting will make the problem 
hm-de:r to solve and shift more of the burden to ow: children. This is why the President proposed to' 
dedicate part of the surplus to Medicare immediately. to save some oftoday's prosp~rity for 
tomorrow's needs. ' 

• 	 Increases Medicare eUgibIUty age without a polley to protect against large increases in the 
numbers uflbe uninsured. As you know. the President is deeply concerned about the increase in the 
unin:mred 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 propos;al that 

, postpon,es Medicare eligibility without providing premium assistance for alternative health cov.erage. 

• 	 PrO))oses a premium support model that could adversely affect premiums for the tradltio:nal 
Medicare program. The President is co~mitted to adding competition and private sector ap,roaches 
to the Medicare program. but will not risk harming the existing program or its beneficiaries. Sc':nator 
Brel:lux'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 this premium 
support concept until these and other fundamental questions are-adequately an.swered.- ,. 

D Provides inadequate coverage of prescription drugs. While the President recognizes Senator 
Breaux's leadership in acknowledging the need for prescription drug coverage, the Breaux-Th~mas 
proposal does not p~ovide an accessible, affordable option for all beneficiaries. Most respecte:d health 
economists agree that the current system's patchwork coverage ofprescription drugs is highly 
inetlicient and expensive. Senator Breaux's proposal goes part of the way but not far enough to refonn 
this system. 

Tbe Pre!lident will build on the Commission's work and develop and propose a plan that can go the 
next stel. in attracting even greater consensus. He has instructed his health care advisors to take: the best 
ideas from the Breaux-Thomas plan, from members of the Commission not voting for its plan, and :from 
other members ofCongress to craft a proposal that can receive bipartisan support and truly prepareiMedicare 
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·THOMA~ 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 higrl 
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 ofthe 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 he~lth ' 
and lab services. Medicaid coverage of cost sharing would be expanded from 100 to 13:5 
percent of poverty. There would be no Medigap prohibitions on coverage of the deducti.ble. 

-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 Ii-mit 
(up to 10 percent of the base package including drugs). Although the costs of these extra 
benc:fits would not be included in the weighted average premium calculation, the propmial 

, ,_goesJl9.tpr~c:;lude plan.s 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 plim 
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, nOf 
would special payments (e.g., medical education costs) be included in thefee-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 
sele:ction "until the risk adjuster was proven over time." This implies it would be phas:ed 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 more for 
private plans (and in low-cost areas pay less), even though the fee-for-service premium i~: set 
nati onall y. 

• 	 Rural adjustment: In areas with no private plans, the beneficiary premium would be limit,ed 
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 premium:s for 
the s,une 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 propo$als 
included in previous versions, but that the Board would oversee this flexibility to assure thatithe 
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 Medic:are and into a mandatory o'r discretionary prognun. Although included in the 
Commission's savings, it does not produce Federal budget savings -- similar to the home heillth 
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 67i on 
the same schedule as the Social Security change. It would not conform its original age eligil?ility 
to Social Security's 62 years old. Nor would it offer a subsidized buy-in for Medicare -- wh,ich is 
the least that would be needed to prevent a large increase in the uninsured. Instead, it sugge!its 
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 plaI;l, 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 paci,cages 
and rates, deciding on service areas, and compute payments to plans. It appears that it has si)me­
authority over Medicare fee-for-service as well as private plans. 

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

Financilng: 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 
combint::s the Parts A and B trust fhnds. 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 wquld 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 pr~ise 
for engaging in serious, frank debate that has moved us closer to it - particularly Senator Br~aux, 
who has demonstrated great patience and leadership throughout the year-long process. 

A key part of Senator Breaux's proposal- iricreasing 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 th* . 
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 principU~s 
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 oftraditiHnal 
I 

Medicare coverage to beneficiaries. A typical Medicare beneficiary is already spending a fifth or 
more of her fixed income on health care, and this proportion is rising; a proposal that increasl~s 
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 stilI 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 tod~y ­
problems akin to those in the health insurance markets of the 1960s that led to Medicare's 
creation. 

Third, the proposal does not adequately addre~s our key charge of improving Medica~e's 
financial solvency. The proposal states that a "Congressional debate" will occur when Medicare 
firiancing 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 ftmding,as the President has 
proposed, to remain solvent when the Baby Boom becomes a Senior Boom. Current estimat~s 
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 Me~icare 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 k~se 
sight of the irnportant opportunity that now exists to develop a Medicare reform plan which we . 
all can support. 
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'DEPARTMENT OF THE TREASURY BRIEfiNGWASHINGTON' 

April 8,1999 

MEMORANDUM FOR SECRETARY RUBIN 
DEPUTY SECRETARY SUMMERS 

FROM: Mark McClellan (Deputy Assistant Secretary, Economic Policy) IA/'\_ 

SUBJECT: . Principals' Meeting on Medicare, April 8 

'roday's meeting wHl be a fIrSt presentation of the competitive reform options t111at 
the Delluties-Ievel working group has been developing. There may not be much content~on 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 imp,~rtant 
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 M 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 

The competitive reform options should be evaluated in terms ofhow well they refle~t 
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 "pnce signals" for beneficiarieS to guide their choices and encourage ..~...- . 
competition to generate savings: ifbeneficiaries 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 generating at least modest 
budgetary savings. 

All of the proposals will meet the Administration's goals~ however, the options oth\er than 
the Treasury option move significantly away from the principles that supporters of' 
competitive reform would endorse. 



Competitive Reform Policy Options 

Three options will be presented, developed by OMB (Optionl), Ifl{S (Option 2), and 
Treasury (Option 3). The attached memo (Tab A), "Administration Competitive Reform 
Options," provides more detailed information on the options. 

• 	 Ims has withdrawn support for its proposal and now favors the Treasury approa(:h. 
The IlliS option will still be presented to Principals because it is the sowcalled 
"competitive" reform that is "probably the only option that the most liberal ofDemo~rats 
in Congress might support." 

• 	 OMB and Treasnry 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 plansiwith 
lower overall cost look much more expensive to beneficiaries than traditional Medic~lfe). 

The three approaches differ in how the beneficiary premiums for private plans are 
determined. For this reason, they differ in the price signals they send to beneficiaries, and thllS in 
the incerltives they create for plans to limit costs in an efficient way. 

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

• 	 The OMB option (Option 1) could also generate substantial distortions in price 
competition ifcost differences between traditional Medicare and private plans grow -;- and 
it does less to discourage this from happening. It also looks the most like the Breaux 
proposal- a big "con" for Democrats. 

• 	 The Treasury option (Option 3) uses the traditional program cost as the standard fOF 
determining beneficiary premiums in the private plans; thus allowing beneficiaries to' 
"see" cost differences between traditional Medicare and private plans while protecting 
traditional Medicare. 

A small wedge equal to 2-4% of the traditional Medicare premium (as little ai; 
possible while still scoring some savings) would be maintained between the 
beneficiary premiums for FFS andprivate plans that have the same total cost as 
FFS, at least temporarily. This is a smaller wedge than exists under current l~w, 
and is required for competitive reform to "score" savings compared to current law. 

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

• 	 Because differences in beneficiary premiums reflect differences in plan costs most 
accurately, the Treasury proposal provides the strongest incentives for all plans to be ron 
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 oftraditional Medicare. 

Packagillg/Presentational Issues for Treasury Option 

Perhaps the most important political question for an Administration competitive refor:m 
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 "b1.ight 
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 plan at ~he 
ct~nter ofMedicare. ~ 

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 pl'ans 
is an extension of the formula in current law. 

The "bright line" ofbasing 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 di;op 
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. 

• 	 TI~e Treasury proposal can be presented as an incremental change in private plan 
p~lyments 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-expensiv~ 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. 

3 
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. In addition, because traditional Medicare would be allowed to use private-sector 

management tools like selective contracting, services in the traditional progrw;n 

can be provided more efficiently and at lower cost. (This discretionary authoiity 

will not be approved by Congress in the absence of competitive reforms. to 

provide a "check" on the use of the discretion.) 


As a result, all beneficiaries (including those in traditional Medicare) and the 
government would save money. espeCially in the long run, without a fundwnetItal 

. change in the structure ofMedicare. 

The "downside" compared to current law is that private plans would no longel- 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 othersupplemen,ts if 
they wish (which mainly include limited benefits yalued by healthy beneficiaries, 

. like annual checkups and dental care; adverse selection is not a problem for thbse 
benefits). 

4 



'J 

Administration Competitive Reform Options 

Background: Constraints for Competitive Reform 

ReasonabIe supporters of competiti ve Medi~are reform, most of whom favor "premium support" 
approaches, would probably all endorse the following key principles of competition: 

• 	 Defined set of benefits: Plans must offer a given set of benefits, to make comparisoris . 
I 

easier and to encourage competition ~.n price and quality. No internal debate here - aJI 
. agencies support requiring plans to offer all current Medicare benefits. Plans can "bilY 
d.own" cost sharing (that is, lower copayments and deductibles) but any other" . 
supplemental benefits must be pricedi separate from the base Medicare premium . 

. '. 
Best possible risk adjustment: So th~t competition is not diverted into efforts to attr~lct 
the healthiest beneficiaries. No debate - all agencies support implementing competit~ve 
reforril only after "full" risk adjustment has been phased in by HCF A, now scheduled for 
2004. 	 i· '. 

• 	 Similar plan information and enroll~ent opportunities for all plans: traditional Medfcare 
and private plans would have equal (and good) opportunities for presenting informat,ion 
em the quality of their benefits, and f?r enrolling beneficiaries in their plans, toenco1.!l"age 
competition in benefit quality. There)s 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 price signals to beneficiaries:: Plans with higher premiums cost more for 
beneficiaries to join, encouraging pri~e competition. The major differences between the 
Adminis.tration competitive reform options are in pricing rules for private plans. .. 	 . 

All of these features can perhaps best be sUIIimarized as a "level playing field" for competition in 
price and benefit quality. In addition, expertS who endorse premium support favor governm:ent 
support that is tied to actual increases in plari costs - unlike a "voucher" program, in which 

. beneficiaries are not protected against actualjpremium increases that may be higher than thei 
schedul€:d increase in the voucher. . ­

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

• 	 The beneficiary premium in traditiorlal fee-for-service Medicare must not rise beyon'd the 
levels projected in current law. More generally, traditional Medicare must remain a 
viable, affordable option for all bene:ficiaries. 

• 	 Benefici;:uies 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% higher in Miami than Mirmeapolis. 
II 



The reform plan must generate some budgetary savings. Savings need not be enonndus; 
premium support in the Breaux plan generated only $60B in savings over 10 years. 

t 
Administration Options: Comparison ofCompetitive Effects 

, . 
. Three distinct options will be presented, developed by OMB (Optionl), HHS (Option 2), and 
Treasury (Option 3). 

• 	 HHS has just withdrawn support for its proposal and now favors the Treasury approa~;h, ' 
but it will still be presented to Princi~3Js because it may be the so-called "competitive" 
reform that is "most agreeable to even the most liberal House Oems." (HHS still premrs a 
non-competitive reform.plan to a co~petitive one.) 

OMB and Treasury options differ prin.cipally in how private plan premiums are 
dc!termined if traditional Medicare betomes significantly more expensive than averag~. 
OMB is unlikely to strongly oppose the Treasury option, and one possible outcome is a 
combination of the two approaches. r 

All three protect beneficiaries in the gove~~nt-run fee-for-service (FFS) program. 

• 	 These beneficiaries pay 12% ofprogr1lffi costs, the share projected under current law 
around the time that reform is implemented. 

• 	 Beneficiary premiums would actually,"fall in absolute terms, because all options woul$! 
"modernize" the FFS program and thus lower its costs. 

. 	 , 

The three: approaches differ in the price sign~IS they send to beneficiaries, Discussions often.fail 
to distinguish (a) the total premium of a private health plan from (b) the beneficiary and 
govemml~nt contributions to that premium. The options differ in how the two are related, which 
in tum affects the price incentives to choose traditional Medicareversus a private plan and t~e 
incentives for the traditional plan to control c~sts. 

, 
" 

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

What a beneficiary pays fora private plan would have depended only on how lits 
costs compare to the average private plan cost - with no reference to FFS cos~s. 

,h . 
Thus, a private plan that was l~ss expensive than FFS overall- but more costly 
than the average private plan f would not be less expensive to the beneficiary. 

i 	 . 
I. 

Further, as people switched out of such "high-cost" private plans, the private 1~lan 
average would fall even furthJr - a potential vicious cycle to warP. very low-cd~st, 
low-quality private plans. 

[' 
" 
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The OMB proposal could also generate large price distortions if cost differences behveen 
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 all plans, including F~S - to determine what private plan enrollees pay. 
But it differs from Breaux in that the beneficiary premium for FFS (12 perceri,t of 
the FFS premium) is not related to the Breaux formula . 

. 1 i 

IfFFS costs stay close to the average for all plans, then the "no man's land" in 
between - the range over whiph beneficiaries save little or nothing for choosittg 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 p'rice 
\ signals - for any cost difference be~een FFS and private plans. 

What an enrollee pays for a given private plan would depend only on how the:· 
. I 	 ' 

total cost of that plan compares to FFS. 

A small wedge of2-4% ofthe FFS premium (as little as possible while still 
scoring some savings) would be maintained betWeen the beneficiary premiunis for 

, , 	 ' 

FFS and private plans that chfU"ge the same premium as FFS, at least tempora~rily. 
This is required for competitive reform to "score" savings compared to current 
law, under which all private plans are paid 96% ofFFS costs. [See Graphs.] 

I 

• 	 As a result, the Treasury proposal provides the strongest incentives for all plans to be run 
efficiently or else lose beneficiaries --; because price signals are IlJost accurate for bot~ 
private plans and FFS. ' 

Under all reform options, if a 'private plan's costs rose by $100, beneficiaries 
would pay $75 to $100 ofthe increase (depending on whether or not the premium 
remained below the level of the government support cap). Because beneficiapes 
bear most of this cost, private plans have strong incentives to increase costs only 

" if the additiomil quality that r~sults is ''worth it" to beneficiaries .. 

Under the HHS option, ifFFS costs rose by $100, FFS beneficiary premiums 
would increase by $12, 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 
in private plans would fall by:about $50 initially - so that beneficiaries would 
"see" $62 of the $100 premium difference. The distortion in beneficiary pric;es 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 ofFFS 

I , 

beneficiaries declines; if the FFS share fell to 50%, beneficiaries would "see" less 
than one-third of the cost inc~ease. 
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Under the Treasury option, FFS beneficiary premiums would rise by $12 and 
private plan beneficiary premiums would fall by about $60 - so that beneficiahes 
would "see" about $72 ofthe!$IOO difference. This price signal would be 
maintained regardless ofplan market shares . 

. ! 

Under current law, beneficiary premiums in all plans would rise by $12 and 
payments to private plans wOJlld increase by $96 - most or all of which wouli=i be 
converted into extra benefits - providing weak incentives to limitcosts. . 

Competition and Adverse Selection 

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 selection incentives: , 

Under all refoon options, payments to plans will be "risk adjusted" based on relatively 
comprehensive diagnosis informatioJ to reflect the expected costs ofhealthy and sid~y 
beneficiaries. Other plan features like restrictions on access to doctors can be (mode(itly) 
regulated to reduce selection pressures. 

• 	 Maintaining a level playing field alsQ reduces selection pressures. Ifplans must be v~ry 
low-cost in order to have a lower beneficiary premium than traditional Medicare, they 
will only appeal to very healthy beneficiaries; in contrast, ifmodest cost differences Are 
rc::flected in beneficiary premiums, mbre beneficiaries would be willing to switch. 

Nevertheless, it is still possible that traditional Medicare costs could rise because of 
adverse selection. In this case, the Treasury option would do the most to reduce this 
s,~lection pressure against traditional Medicare. As traditional Medicare's costs rose, 
government payments to private plan~ would rise the most, allowing them to offer hikher­
quality benefits at any given beneficil1ry 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 tq be scored by the RCFA Actuaries as saving th~ 
government much money. CBO scoring may be somewhat more favorable for long-run savi'ngs. 
In any case, the goal of"competitive" reform should not be to maximize savings and then se:e if 
there's any real competition left; it should be to strengthen the program for the long run, by 
encouraging real competition, protecting beneficiaries, and (ideally) still achieving some shqrt­
run savings. 

• 	 Vv'hite House presentations of competitive options distinguish "direct" government· 
savings (from paying less for the plarls people are now in) and "indirect" savings (from 
people switching into lower-cost plans). 

. 	 I, 
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I 
By getting the price signals closest to right while protecting the FFS premium, the 
Treasury staff option gets little "dire!;t" 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 Administration options get much direct savings, because we do not wan~ 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 itl the 
beneficiary premium iDiposed on thJse who stayed in FFS. ..' . 

"Indirect" savings from price signals· that encourage beneficiaries to choose lower-:-cqst 
plans may be limited in the short run, at least according to Actuaries' scoring. But by· 
setting up the best price incentives fqr efficiency, most economists would agree that they 
have the most potential for long-run savings and especially for long-run value in 
Medicare. 
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Description 6r 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 I (OMB) 

• 	 Beneficiary contribution to a private plan depends on how that plan's costs compare to 

the weighted average premium (W AP) of all plans, including FFS. 


f 

• 	 For private plan costing 85% of the WAP or less, beneficiary pays nothing. For priv~lte 
plan costing 100% ofWAP, beneficiary pays 12% of plan's cost. In between, benefiCiary 
saves 80 cents for each. dollar that plan's cost is reduced. 

i 
• 	 Above 100% of WAP,government contribution is fixed (at 88% of WAP) and' 


beneficiary pays full additional amount. 
, 

Option 2 (Former HHS Option) 

• 	 Beneficiary contribution to a private plan depends on how that plan's costs .compare to . 
the weighted average premium of private plans (WAP-P) of pri vate phins, not including 
FFS. 

• 	 For private plan costing 90% of the WAP·P or less, beneficiary pays nothing. For private 
pIan costing 100% of W AP·P, beneficiary 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, government contribution is fixed (at 92% of WAP·P) and 
beneficiary pays full additional amount 

Option 3 (Treasurv) 

i 
• 	 Beneticiary contribution to a private plan depends on how that plan's costs compare to 

costs in FFS. No weighted average premium is calculated. 
. t 

• 	 For private plan costing 84% ofFFS or less, beneficiary pays 3% ofFFS costs, gov't: 
pays the difference. For private plan bosting 100% of FFS, beneficiary pays 1'5% 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 sami! as 
FFS. but beneficiary payments still fall if they choose !ess expensive plans.) 

1 
• 	 Above 100% of FFS, government contribution is fixed (at 84% of FFS) and beneficiary 

pays full additional amount. . 



'., 
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~, 

Attached Graphs 

• 	 The attached graphs illustrate the differences between Option I and Option 3 under 
different conditions, 

• 	 The first graph shows the relationship between beneficiary payments and plan costs if the 
fee-for-service program costs $6,000 per person. 

Consistent with the HCF A actuaries estimates, the typical private plan woul4 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 relationship if FFS costs rise to $6,500 per person. 

This graph reflects ~he assumption that enrollment in private plans increases ,to 
40%; this assumption affects the W AP and thus the location of the schedule for 
Option 1, but does not affect Option 3. 
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MEMORANDUM FOR SECRETARY RUBIN 
DEPUTYSE~RETARYSU~RS 

FROM: 	 Mark McCle~an It.Pl 
: 

SUBJECT: 	 Medicare prJcipals Meetings May 24tb and 25th 

I ~ 

I 
, r 

Mee~ngs this week. begin the finalization of1the M~ic~~ refo.rm pack~ge options for the 
PresIdent. The WhIteHouse hopes to roll out the AdministratIon plan In early June, so we ate 
coming down to the wire. While the key fea~es of the plan will most likely include those t,hat 
Treasury has developed or supported, your ~volvement at this final stage could make a critk:al 
differem;e for the final presentation to the P~sident and the actual Administration proposal. 

Our priorities include: limiting the budgetarY cost ofthe drug benefit, to Himt our dependenpe on 
spending the surplus (this includes keeping apackage that is fully-financed over the 10-year: 
budget window on the table); and preserving and improving our reliance on competition and 
effectivt::ly-managed market forces for the dtug benefit, supplemental Medic~ insurance . 
(Medigap) and the Medicare program itself. I . 

The mee:tingtoday will focus on the optionslror the drug benefit and its financing, presenting 
both the individual elements and possible p~kages. Another Principals' Meeting is schedul:ed 
for Tuesday or Wednesday, but its agenda will depend on what is accomplished and decided on . 	 , . 
Monday. Competitive reform will probably ,be discussed at the next meeting. 

i 
This memo outlines the expected topics for tbday's meeting:' some "budget-neutral" proposills 
that may be included in the Administration ~ackage; options for the drug benefit; and a . 
preliminary presentation ofalternative pack~ges. . 

I. Budg:et-Neutral Proposals I' . .' 

The mee:ting is expected to begin with a brief discussion of a number ofbudget-neutral propbsals 
that could be included in the final refonnPa9kage: Medigl:lP reform, the "Medicare Board" and 
alternatives for reforming the management ~fthe Medicare program, coordination ofcare fo:r 
those who are on both Medicare and Medicaid ("dual eligibles"), and possibly the Medicare :buy­
in budget proposal. . ' 

. I . 
MedigaJ' reform. Deputies are developing ~'''rational'' option for Medigap insurance, the 
supplemental insurance policies that MedicaTe beneficiaries can purchase. The content of . 
individual Medigap policies is specified by the Federal Government, to avoid beneficiary 
confusiCin and improve competition; ten suc~ options are now available. The proposed refo~m 
would modifY these options so that beneficiAries could choose plans with smwl copays (for 

[I 
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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. ~:Medigap options that provide complete, first-dc;>l1ar 
coverage would not be prohibited, but making more rational options available as well is a go~d , 
policy idlea. Issues: l: ' 

I,:, 

• 	 Most of the attention has been directeb to Medicare rather than private Medigap insurers 
offering this new benefit. We have eIttphasized that conforming changes are needed ~n 
private Medigap rules, so that private plans can offer it as well, improving competitio~n. 
Otherwise, the proposal doesn't make:igood policy sense (why should private plans ' ; 
continue to be prohibited from offeridg rational coverage when Medicare can offer iti) 
and has no political viability. Republ(cans and moderate Democrats would object to 

, goveri1ment "crowdout" ofprivate-se~tor insurance; they will probably object even if: 
private plans are allowed to offer as w,ell. The Deputies agree with us, but you may n¢ed ' 
to make the point to the Principals. I" " 

i 

• 	 Medigap reform also needs to address :a "preferred provider': Medigap option. As pazjt of 
our package, traditional Medicare will have the authority to negotiate selective "prefelFred 
provider" agreements like private insUrers do. In such agreements, providers agree tOI 

, Ie,wer fees and/or better services, in return for higher volume ofpatients. However, under: ,
I 	 ' ' ' 

current law, Medigap plans pay for m¢st or all of the copayments regardless ofwheth!er a 
provider is "preferred," so that most b~neficiaries would have no incentives to go to 
preferred providers. We support a M~digap option that, like many private insurance 
plans today; provides high levels ofc9verage for preferred providers only. This woul~ 
save money. 

I 

Medicare? Board. Breaux-Thomas (Medicar~,Commi'Ssion)and many independent experts h*ve 
endorsed the idea ofa "Medicare Board," w~chwould have independent authority over HCF;A 
and private plans competing iiI Medicare. Hl;IS and HCF A are strongly opposed, on the grouhds 
that it would vitiate their policy authority over the program. We are working to develop a 
reasonable compromise proposal. In particular, for certain specific policy implementation 
~ctions where accountant-like objectivity is: essential (e.g., in auditing the plans competing 
with traditional Medicare, or in developing nleasures of the quality of all plans, including 
traditional Medicare), HCFA or HHS might 56t up an independent office to implement policy;. 
This is analogous to the indepepdence of the Criminal Division at Justice, the proposed Boar~l 
that would oversee investment ofSocial Security Trust Funds, or the HCF A Actuaries within, ' 
HCFA. You should weigh in cautiously on this issue, as it is very sensitive to HCFA and HHS. 

I' 
!: 

Coordintfted Care. A small fraction ofbeneficiaries are eligible for both Medicare and 
Medicaid!, but they account for a large share J'fprogram costs and create difficult issues With 
respect to the state-Federal division of financfal responsibility (Medicaid is funded partly by lhe 
states). It is expected that the Breaux-Thomas proposal will include "state-friendly" provisiohs 
on coordinated care, probably giving states mpre discretion to enroll dual-eligible beneficiari(:~s in 
lower-co:;t managed-care plans. Alternative, htodest proposals on the same topic will be 
presented. ' The main criticisms will be the butden created for states, and the fact that what is ' 

II ' 

2 




proposed ("demonstration" projects) are unnecessary because successful programs already e:dst. 

II. Preliiminary Reform Packages 

Three options will be presented: (1) a "base package" (generous drug benefit paid for prim8.j:ily 
by provider payment cuts and spending the surplus), which is close to thepackage 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; arid 
(3) a more generous paid.for option which includes additional financing sources (e.g., tobac~:o 
tax, largtrr provider payment cuts). There are several key ideas that we want to keep on the t~ble: 

• 	 "Fiscally prudent" option. A "fiscally prudent" option should go to the President. 11:1 
this option, the drug benefit would be largely or fully paid for, at least over the lO-yeiu" 
budget window. Because ofthe 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 ye~. 

I 

• 	 Competition. There is largely consensus around the Treasury option, though OMS w:ould 
like a "safety valve" to protect the budget ifcosts in the traditional program rise 
unexpectedly relative to private plans. It is not clear that House Oems 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 Medicari;: 
aetivities, such as supplemental Medigap insurance, that are currently provided by the: 
private sector. While we are not opposed to pUblic-private "competition," it is impo~ant 
to be sure that these proposals do not place private-sector companies at an unnecessar;y 
d:isadvantage. . 

. • 	 Limiting the costs ofthe drug benefit. A more generous benefit is obviously more 
attractive for beneficiaries, but is also more difficult to finance. 

Drug Benefit Options 

The "base" option provides 50% coverage up to $5000 ofdrug costs, for a beneficia.r:Y, 

premium ofaround $20/month{the government pays 67% ofthe premium). This costs aroun'd 


. 	 I 

$160B over the budget window and probably twice as much over 15 years, because the benefit is 
phased in 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 acceptable· to both. 

Several modifications to the base benefit package may be discussed: 

• 	 Lowering the premium subsidy to 50% (-$200). 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 HCF A suspect that this change would have little effect on behavior: virtually all 
beneficiaries would still find it worthwhile to sign up for the benefit. 

• 	 Adding back-end catastrophic coverage (+$20B or more). Under this proposal, cove~age 
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 woulq. 
va.lue this added protection enough to justify its added costs. 

• 	 Adding "Maintenance-ol-Effort" (MOE) requirements for employers now covering d~ugs 
(-$JO-:J5B). We have been working on the design of an employer "MOE" proposal w~ch 
w()uld 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 savings that occurs when the employer pays the employee 
prennum. 

"Payfor'" Components 

• 	 Price Competition. As noted above, all agencies support more competition in Medica;re 
in some form - though HHS is opposed to the OMB option, because they believe thatlthe 
OMB "exemption" of traditional Medicare from price competition resembles Breaux- . 
TIlomas too closely (we prefer our option because it provides better incentives for all 
plans, including traditional Medicare, to control costs). The "do nothing" optionwill.not 
get outside expert validation, and would sour negotiations with Congressional moder~tes 
and conservatives on the drug benefit. 

• 	 HeFA Modernization. Because ofconcerns about giving HCF A far more discretion ih 
m:gotiatil)g with providers, we are reluctant to support this proposal unless it is adopU;d 
with price ~ompetition. 

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

• 	 Ri:ltionalize Cost-Sharing. These provisions would impose modest copays on service!.> 
that are free to beneficiaries now, including laboratory services, a short stay in a 
re:habilitation or skilled nursing hospital, and home health services. These copays not 
only help fund the drug benefit; they also r~resent a more sensible rearrangement of 
b4~neficiary costs. First-:dollar coverage on some services and no coverage ofothers (~~uch 
as drugs) is not good policy. 

• 	 Income-Related Premium. The "recapture" of the current subsidy for the Medicare Part B 
premium would start at $80K for singles and $100K for couples. There is some supp:)rt 

4 



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" ofMedicare. One administration issue: 
even though IRS has confirmed that they could administer the income-related prerniwTI 
bv 2002, the feasibility of this plan is conditional on HCF A providing timely information 
O~l Part B enrollment to individual beneficiaries and the IRS. HCFA has notyet ' 
confirmed that it can do this. 

'; 
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OVERVIEW: 

PRESIDENT'S PLAN TO STRENGTHEN AND MODERNIZE MEDICARE 


FOR THE 2111 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 21 st century. This' . 
historic initiative would: (1) make Medicare more competitive and efficient; (2) modernize and refor:m 

. 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 commitmenl~ to 
the program that would extend the estimated life of the Medicare Trust Fund until at least 2027. Th~ 
President ,::aUed on the Congress to work with him to reach a bipartisan consensus on needed reforms 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 hundt:eds of 
bi Ilions ofdollars and helped to extend the life of the Medicare Trust Fund from 1999 to 2015. Built1ing 

. on this success, his plan: 

• 	 Gives traditional Medicare new private sector purcbasing and quality improvement tools. the 
Presidlent's proposal would make the traditional fee-for-service program more competitive throukh 
the use ofmarket-oriented purchasing and quality improvement tools to improve care and consn!ain 
costs. It would provide new or broader authority for competitive pricing within the existing Me<licare 
program, incentives for beneficiaries to use physicians who provide high quality care at reasonal~le 
costs, coordinating care for beneficiaries with chronic illnesses, and other best-practice private si~ctor 
purchasing mechanisms. Savings: $25 billion over the next 10 years. : 

• 	 Extel11ds competition to Medicare managed care plans by establishing a "Competitive Den~ed 
Benent" while maintaining a viable traditional program. The Competitive Defined Benefit 
(COB) proposal would, for the first time, inject true price com'petition among managed care plal}s 
into Medicare. Plans would be paid for covering Medicare's defined benefits, including the ney,: 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 COB would do so by reducing beneficiaries' premiu:m by 

.75 cellts 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 t() do 
so Wil:hout an increase in premiums. Savings: $8 billion over the next 10 years, starting in 2003'. 

• 	 Constrains out-year program growth, but more moderately than the Balanced Budget Act 
(BBA) of 1997. To ensure that program growth does not significantly increase after most ofthe 
Medkare provisions of the BBA expire in 2003, the proposal includes out-year policies that protect 
against a return toexcessive growth rates, but are more modest than those included in the BBA.· 
Thesf: proposals along with the modernization of traditional Medicare would reduce average an~lUal 
Medk:are spending growth from an estimated 4.9 percent to 4.3 percent per beneficiary between' 2002 
and 2009. Savings: $39 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 75 billion "qualIty assurance fund" to smooth out provisiollS 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 prob,lems 
and the appropriate policy solutions. The plan also includes a number of administrative actions \0 
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 BENEFITS. The current Medicare benefit package does not in~lude 
all the services needed to treat health problems facing the elderly and people with disabiHties. 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 ofhigh-qllaJity 
medicine. It also would address excess utilization and waste associated with first-dolJar 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 vulnerab,le 
Americans between the ages of 55 and 65. Specifically, his plan: 

• 	 Establishes a new voluntary Medicare "Part D" prescription drug benefit that is affordabl0 and 
availllble to all beneficiaries. The historic outpatient prescription drug benefit would: 

o Have no deductible and pay for half of the beneficiary's drug costs from the first prescriptio'n 
filled each year up to $5,000 in spending ($2,500 in Medicare payments) when fully phased;.iriby 
2008 . 

. 0 	 Ensure beneficiaries a price discount similar to that offered by many employer-sponsored plans 
for each prescription purchased - even after the $5,000 limit is reached. 

Cost about $24 per month beginning in 2002 (when the coverage is capped at $2,000 in 
slpending) 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 ofpov,erty ($11,000/$15,000· single/ 
couples) would not pay premiums or costsharing 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 aoovepoverty. 

o 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 Medidare 
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 M~dicare 
subsidies for traditional participants. . 

Most Medicare beneficiaries will probably choose this new prescription drug option because oft its 
attractiveness and affordability. Because older and disabled Americans rely so heavily on 
mediications, we estimate that about 31 million beneficiaries would benefit from this coverage ~ach 
year,. Cost; $118 billion over the next 10 years, beginning in 2002.. 
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• 	 Elimi.nates 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, 

o Eliminate existing copayments and the deductible for preventive service covered by Medica:re, 
including colorectal cancer screening, bone mass measurements, pelvic exams, prostate can(;er 
screening, diabetes self management benefits, and mammographies .. 

o Initiate a three-year demonstration project to provide smoking cessation services to Medicaie 
beneficiaries. 

o Launch a new, nationwide health promotion education campaign targeted to all Americans over 
the age of 50. 

• 	 Rationalizes cost sharing. To help pay for the new prescription drug and preventive benefits, the 
President's plan would save $11 billion over 10 years by rationalizing the current cost sharing' 
requirements for Medicare by: 

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

o Indexing the Part B deductible for inflation. The Part B deductible index would guard agai~st the 
program assuming a growing amount of Part Bcosts because, over time, inflation dec.rease~ the 
amount ofthe 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. .. . 

ell 	 Reforms Medigap. The President's plan would reform private insurance policies that supplemcint 
Medicare (Medigap) by: (1) working with the National Association ofInsurance Commissioner:s to 
add 2. 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 SecretaryofHHS to determine ti~e 

. I 

feasibility and advisability of reforms to improve supplemental cost sharing in Medicare, including a 
Medi.gap-like plan offered by the traditional Medicare program; (3) providing easier access to I 

Medigap if a benefi~iary is in an HMO that withdraws from Medicare; and (4) expanding the in'jtial 
six month open enrollment period in Medigap to include individuals.with disabilities and end st~ge 
renal disease (ESRD). 

• 	 Includes the President's Medicare Buy-In proposal. The plan includes the President's propo;sal to 
offer American between the ages of 62-65 without access to employer-based insurance the choipe 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. Dis~'laced . 
workers between 55-62 who had invohintarily lost their jobs and insurance could buy in at a .slil~htly 
high'~r premium (approximately $400). And retirees over age 55 who had been promised healtfl care 
in their retirement years would be provided access to "COBRA" continuation coverage if their ;:>Id 
firm reneged on their commitment. The $1.4 billion cost over 5 years is offset in the President':s FY 
2000 budget. . 
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STRENGTHENING MEDICARE'S FINANCING FOR THE 21st 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 will 
double from almost 40 million today to 80 million over the next three decades. Every respected exp;ert in 
the nation recognizes that additional financing will be necessary to maintain basic services and quality for 
any length of time. Because of this and his strong belief that the baby boom generation should not p~ss 
along its inevitable Medicare financing. crisis to its children, the President has proposed that asignificant 

. portion of the surplus b~ dedicated to strengthening the program. Specifically, his plan: I 

• 	 Extends the life ofthe Trust Fund until at least 2027. Dedicating 15 percent of the surplus ($;794 
billion over IS 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 apd 
radical restructuring th~twould be inevitable in the absence ofthese resources.. 

• 	 Responsibly finances the new prescription drug benefit through savings and a modest amo\l1nt 
from the surplus. The new drug benefit would cost about $118 billion over lO years. Its budgetary 

, 	 I 
impact would be fully offset by: 

·0 	 Savings from competition and efficiency, About 60 percent of the $118 billion Federal cost I:>fthe 
n4!W Medicare prescription drug benefit would be offset through these savings. 

o Dedicating a small fraction of the surplus. Apout $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 eighth of the amount of the surplus dedicated for Medicare (2 percent oft~e 
entire surplus); and ' 

o Less than the reduction in the Medicare baseline spending between January and June, 1999. 

P,olicy experts advising the Congress (MedPAC, CBO, and the Medicare Trustees) have 
consistently stated their beliefiliat milch of the recent decline in Medicare spending beyond. 
initial projections is due to our success creating a strong economy and in combating fraud a~d 
w'aste. Reinvesting the savings that can be reasonably attributed to our anti-fraud and waste: 
a(;tivities into a new prescription drug benefit is completely consistent with the past actions {)f the 
Congress and the Administration utilizing such savings for programmatic improvements. 
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PRESIDENT'S PLAN TO STRENGTHEN AND MODERNIZE· 

MEDICARE FOR THE 21st CENTURY 


• 	 Goals, for Reform: 

o 	 Make Medicare More Competitive and Efficient 

o Modernize Medicare's Benefits , 

o 	 Strengthen Medicare's Financing for the21 st 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 ' 

, comp,etition. As a result of these policies, Medicare growth per beneficiary from 2003 to 2009 w;ould 
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 (:ostis only about 5 percent of total Medicare 
spending in 2009 (net of premiums). 

o Over 60 percent of the costs are ,offset by the 
proposal's savings. 

o 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. 

• 	 Exteillds the life of the Medicare Trust Fu~d to 
at lenst 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 
I 

(Dollars in Billions, Trustees' Baselline) , 
00-04 00-09 

COMPETITION & EFFICIENCY 
Medicare Modernization ' -5 -25 ' 
Competition -0 -8 
Provider Savings -4 -39'" 
Provider Set-Aside +4 , +7.5 

I Total -3 , -'0'4.31 , I 
MODERNIZING BENEFITS 

Prescription Drug Benefit +29 +118 
Cost Sharing Cbanges -2 -8 

170tal ;'27 ' , 
I , H111 I 
, , 

DEDICATING FINANCING 
I 

Contribution to Solvency -28 ' -328.5** 
fSurpluslor Drug Bene}ll -22 

1 , 
! ':4503 I 

Surplus Allocation -50 -374 
*Includes $5.7 billion in intetactions/pre~ium offset 
•• Does not count toward package I 
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PRESIDENT'S PLAN TO STRENGTHEN AND MODERNIZE MEDICARE 

FOR THE 21'1 CENTURY 

I. MAKING MEDICARE MORE COMPETITIVE AND EFFICIENT 
, 

1. Private Sector Purch~sing & Quality Improvement Tools for Traditional Mediciare 

Overview. this proposal would bUIld on the President's corruriitment to modernize Medicar!~ by 

allowing it to adopt best practices from the private sector to improve quality and constrain cqst 

growth. In the past decade, private purchasers of health care have developed effective techniques, 

that targt!t both beneficiaries with special health care needs (recognizing that they account fo:r 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 includd: 

reducing beneficiary cost sharing in return for using high quality/cost-effective providers; 

improving and coordinating care for beneficiaries through management ofspecific diseases , ' 

andlor allofbeneficiaries' care; and purchasing through competition, selective contracting, mId 

negotiated payment rates. 


Currently, Medicare has little statutory authority to implement these types of strategies, nota.bly 

to reward providers of high-quality, cost-effective care. The National Academy for Social 

Insurance has called for Health Care Financing Administration (HCF A) to be given greater 

flexibility to use these types of private sector tools in Medicare. In addition, HCF A, througl,l , 

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 when! ' 
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 re~orms 
outlined below would not apply to the prescription drug benefit which has built-in a flexibh:: 
management authority since it is new). 

a. Promoting use'ofhigh-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 tOluse 
these providers while maintaining beneficiary freedom ofchoice. It would do so through hvo 
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 ar~~ the 
predominant type of managed care plan for people under the age of65. 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 shating 
when using preferred providers. The quality standards of the Medicare PPO would assure th~t 
beneficiaries 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 provid~~rs' . 
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 prefem~d 
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 administrativ~ 
and relatc:d procedures. ­

Beneficiaries would gain by choosing preferred providers, since they would pay less.in cost I 

sharing and have a strong assurance about the quality of the provider. Beneficiaries could h~ve_ 
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 Medigap could purchase a new special policy (discussed in section II-3·~c) 
that comple~ents the PPO, which should be less expensive than the typical Medigappolicy.: 

The second proposal would expand the current "Centers of Excellence" demonstration to make it 
a permanent part of Medicare. The purpose of the Centers of Excellence designation is to: (0

I 

recogniZl~ and reward providers who deliver complex medical care with exceptional quality ~md 
(2) provide incentives for beneficiaries to use these providers. Competitively-selected facili(ies 
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 throughout 
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 bc~ required to implement a quality improvement plan. Facilities would retain the Cerlter 

I 

of Excellence designation for a three-year period so long as they continue to meet these qual:ity 
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 pro~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 
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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 CrosslBlue Shield Preferred Provider Organization in the 
Federal Employees Health Benefits System (FEHBP). These arrangement$ enable plans to W;ork 
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 particip~ting 
physicians or other providers. By selecting providers for special designation and providing 
beneficiaries incentives to use these providers, Medicare would be able to purchase high-qual'ity . , 
services and items at more competitive rates, as private plans are able to do now. Provid~rs , 
would compete to be selected based on their performance and price and they would actively ~eek 
out the dt:signation 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 demonstrationthfough 
which high-quality facilities were paid a single fee to provide all of the facility, diagnostic an'd 
physician services associated with coronary artery bypass graft (CABG) surgery. The CenteIls , of 

, 

Excellem,:e were selected on the basis oftheir outstanding experience, outcomes, and efficien;cy 
in perfonning these procedures. Medicare achieved an average of 12 percent savings for CA'BG 

. . I . 

procedures performed through the demonstration while most facilities experienced increased I 
market share. Studies have shown that average costs and length of stay for by-pass surgery, 1for 
example, fall with increases in patient volume while quality improves. Most experts agree tb/at 
Centers of Excellence is a proven success that could improve quality and reduce costs ifuseq 
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 ofbeneficiaries, 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 ca,re 
physiCians to coordinate the full range ofhealth care services used by participating beneficianes. 
Medicare would be given the ~uthority to develop PCCMs in areas or for beneficiary group!; 
where there is evidence of lack of coordination of care or a pattern of inappropriate utilizati<m, 
such as a high rate of hospitalization for conditions that could be treated in outpatient settinE;s. 
Under this system, Medicare would selectively contract with high-quality physicians for PC:CM 
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 
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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 enrollment, guaranteeing patient 
voiume. 

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 nealth care either direct\y 
from, or through referral by, their primary care case manager. 

. ," . 

\ Disease management authority 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'arte~r 
disease, and diabetes). Medicare would set up the payment arrangements to achieve savings fqr 
the given diagnoses for ,participating beneficiaries .. Beneficiaries would voluntarily choose to get 
their care from these providers, benefiting from the expertise and care coordination that is the . 
hallmark of these disease management systems. . 

Backgroulld/rationale: Private ,health insurance plans are increasingly choosing to coordinaty a 
. range of health services, either for beneficiary needs or for a specific disease. Since a small 
fraction ofbeneficiaries (5 percent) account for 45 percent of Medicare spending, targeting their 
entire rangl! of services or disease-specific services:can improve quality as well as reduce costsi. 
Primary crure case managers (PCCMs) have been used by Medicaid and private he,alth 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 ui;e 
of preventive services and primary care. This care management can be especially important fOI" 
older and si:cker 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 of20 to 50 percent (before fees) for 
selected high-cost, chronic diseases, and have begun to guarantee improvementin patient 
satisfaction and clinical outcomes as well as cost savings. 
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c. Information and care coordination for Medicare-Medicaid dual eligibles 

. Policy: About six million Medicare beneficiaries also receive some benefits from Medicaid.: . 
These dual eligibles represent 17 percent of the Medicare beneficiary population (19 percent :of 
the Medicaid population), and account for 28 percent of total Medicare expenditures (35 percent 
of Medicaid e~penditures). On:average, dual eligibles are sicker, older and poorer (by. defini~:ion) 
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 perfonrl 
daily activities. The health frailties of dual eligibles often require comprehensive acute aridlbng­
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 Medic~e-Medicaid beneficiaries on coverage. Under this proposal, all 
benefiCiaries who become dualiyeligible (full Medicaid~ Qualified Medicare Beneficiaries ~ 
(QMBs) or Specified Low-Income Medicare Beneficiaries (SLMBs») would be pro:vided With an 
orientation package containing .information on dual eligible .benefits and the programs that sJrve 
them. The purpose of the orientation package would be to inform all dual eligibles about thdir 

, 	 . I 

special smtus, the Medicare and Medicaid programs, and how to obtain further information from 
HCF A, the states arid other relevant offices. This package would educate beneficiaries on thb 
benefits, rights and responsibilities that accompany dual eligible status. Specific informatioI~ 
would include: 

• 	 Basic information on benefits available to each category of dual eligibles -- i.e., additioqal 
;' 	 services beyond the Medicare benefit .package, premium assistance and cost-sharing , 

assistance. 

. 	 : 
• 	 Whl~re to get additional information about Medicare and Medicaid and the services ava~lable 

to dual eligibles, including key phone numbers: Medicare contacts; Medicaid Office; S!tate 
Health Insurance Assistance Program; Office on Aging; and the Social Security 

! 

Administration (SSA). . . 

• 	 Information on beneficiaries' rights under each program regarding grievances, appeals, :and 
choice of provider (e.g., fee-for-service, managed care, etc.). 

HCF A would work with states to design and distribute this orientation package nationwide .. It 
would complement efforts underway by HCF A, states and local governments to expand 
enrollml~nt through outreach campaigns. . 
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Care coordination demonstration. This proposal would authorize a demonstration program to . 
test care coordination models for Medicare beneficiaries who are also eligible for Medicaid a;nd 
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-ternl 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 mal~e 
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 
putcomes are improved and whether savings can be achieved. ' 

Provider groups would apply for the demonstration, and could include grass-roots organizati'ons 
as well as larger health care organizations. HCF A would carefully screen provider app1icant;~ 
and monitor the demonstration to ensure that the providers were not using the demonstration' as a 

, I 

way to maximize Medicare payments. The demonstration would require that providers have' an 
agreement with their state for full coop'eration. 

Background/rationale: Confusion regarding Medicare and Medicaid benefits is common, ;imd 
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 ,",'QuId 

, . , 
provide dual eligible beneficiaries with the information they need to better access thecomplFx 
arrangement of health care services available to them and to take full advantage of the benefits , 
they are entitled to as dual eligibles. 

Having a provider or other professional assist beneficiaries in navigating the system is at le~.st as 
important as clearly written, informative documents. Most examinations of options to coorc)inate 
care have focused on managed care models to improve care coordination for this vulnerable 
population. Yet, the majority of dually eligi~le beneficiaries choose to remain in fee-for-ser:vice. 
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, c,ost­
effective care by using innovative purchasing techniques for current services (separate struCture 
for prescription drug coverage). These techniques include: competitive pricing and selectiv:e 
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 servicesl). 
Medicar~! 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 provider~ 
and the potential to achieve savings. Bids would be accepted only if providers met specifiedi 
quality and customer service standards. Protections would be built in for rural areas where ~tis 
competition may be difficult. There would also be protections for bidders (e.g., median bid,lnot 
best price; no winner takes all). Medicare would also have the authority to selectively cont~ct 
with providers who accept negotiated or bid prices and other contractual terms. Providers would 
have an incentive to participate to potentially secure a larger market share. 

Improved negotiating authority would allow the current Medicare to negotiate alternative fl~xible . 
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 m'lrket 
competition and discount arrangements are common. In general, before an alternative 
arrangement would go into place, Medicare would assure that the arrangement would achie~e 
program savings. These savings would result from discounts and selecting providers 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 simplifyiI;lg the 
traditional service-by-service payment structure and providing incentives for lower cost, high-q'uaiity 
care. TIus proposal would authorize Medicare to provide a single payment per case to combin.~tions 
ofpractitioners, providers and suppliers for all care delivered at a specific facility or site ofcare: (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 sUligeon, 
anesthesiologist, attending physician, and physician consultant(s) for each case would be con]ibined 
with the: applicable hospital DRG and paid to one ·entity. This combined amount would pi'ovide 

. I 

incentives for the physicians and hospital to work together to deliver higher quality, more e~]cient 
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. Qualifyi~g 
group practices would be offered bonus payments if they reduce excessive use and demonsvate 
positive:: medical outcomes for their patients. To qualify, a large physician group practice ,";ould 
be required to: meet or exceed certain size and scope criteria, submit acceptable clinical an<l . 
administrative management plans, participate in acceptable quality improvement plans, submit 
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 oased 

I 

on the organization's own historic experience (e.g., average total Part A and Part B expenditures 
for the Medicare FFS beneficiaries seen by the practice in a base year). A bonus could be :paid 
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to the organization when actual total per capita expenditures in the perfonnance year are low<:?r 
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 reforIn is a necessary first step in updating the tools HCF A needs to engage in 
effective oversight of the Medicare contractors. This proposal, which is also in the Presidentls 
budget, would allow HHS to use competition to select Medicare fiscal intennediaries and 
carriers. It would also allow Medicare to use entities other than insurance companies as its fi:scal 
agents, and provide HHS greater flexibility in detennining which functions should be perforrped 
under the contracts. 

Background/rationale: Private and other public sector purchasers of health care have 
successfully used competition and negotiation to establish payment rates and assure high qu~lity 
of health care services. Competitive pricing is now being tested through Medicare 
demonstrations and appears to be successful at constraining costs. For example, HCF A 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 currentl 
arrangements phase into the new system. The series ofauthorities in this package would allQw 
for broader use of such arrangements that both assure a clear, fair process for providers as well as 
Federal savings and improved care for beneficiaries. 

2. Competitive Defined ~enefit Proposal 

Overview. The proposal would create a new "competitive defined benefit" program that, fOIithe 
first tim(~, would inject price and quality competition among health plans in Medicare. Unlil,(e 
t~e cum:nt Medicare+Choice system, plans would be reimbursed for their full price ofoffe~ng 
the defined set of Medicare benefit including a new subsidized drug benefit, and would ~ompete 
over cost and quality. Such price competition would make it easier for beneficiaries to make 
infonned choices about their health plail options. It also would provide incentives for 
beneficiaries to choose private plans offering high-quality health care while also saving then;l 
money by reducing their Part B premium costs. This saves the government money as well. 
Importantly, beneficiaries opting to stay in the traditional fee-for-service program would be ,able 
to do so without an increase in premiums. . 

a. Bem:ficiary premiums based on choice of managed care plan 

Policy: .For the first time, the Medicare beneficiaries would have the ability to choose plaru,: that 
can offe:r coverage with no ora lower premium than the traditional Part B premium. Right 1l0W, 

beneficiaries pay the same Part B premium regardless of the cost of their plan. Under the. 
President's proposal, premiums would be lower ifbeneficiaries choose .lower-cost managed! care 
plans; the same if their plan's price is about equal to average traditional program costs; and ;more 
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and how they want to buy them. Plans would still have the option to offer extra benefits, b\lt the . 
premiwn for those benefits would not be subsidized by the government, reducing the inequities 
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 privat(~ 
insuranl:;e plans today. Beneficiaries have sought out managed care plans with drug covera!~e in . 
areas where they are available. It would be unfair to replace benefits competition with prid; 
competition without putting in place an option to ensure that all beneficiaries have access tq. 
subsidized 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 wheth(er 
plans can afford to do so in the future. 

b. Gm'ernment payments based on plan prices 

. Policy: The government would pay Medicare managed care plans based on their prices, no~ a 
flat rate based on a statutory formula, as it does today. These Federal payments would beli,mited 
so that 1he 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 
beneficilaries choose efficient plans - which does not happen in today's system. This shoul~l 
produce: long~run efficiency and program savings if beneficiaries take advantage of the option to 
pay lower Part B premiums by enrolling in high-quality, cost~effective managed care plans. 

1 

Medicare payments to plans would be determined in two steps. First, private plans meetin~ 
Medicare eligibility criteria would bid on Medicare's defined set of benefits, including the ~lew 
prescription drug and prevention benefits. Plans would have the option of including in this Ibid 
the cost of reducing or eliminating the cost sharing for Medicare benefits, so long as the val'ue 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 f~y 
offering additional benefits for an additional supplemental premium, but these supplements;. 
would not count towards the price used to establish the government payment (note: the Sec:retary 
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 averag!~ 
benefici.ary. 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 proi~ram 
savings. Specifically, the maximum government payment would be set so that the benefici~~ry 
pays th€! same Part B premium for a private plan with a price equal to 96 percent of traditio(lal 
progranl 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 ofpaying this flat amount for all plans, however, government payments would be bilsed 
on the actual plan price when that price is below the maximum government payment level. ~As 
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the plan price falls, the government payment also falls, by 25 percent of the reduction in price. 
Specific:ally, the government would pay the difference between the plan price and the benef.iciary 
contribution (described above), up to a limit. 

A different way to think about the government payment is as a percent of the total private p:,lan 
price. For plans whose price is below about 80 percent of the average traditional program c:osts, 
the gov«~rnment would pay 1 00 percent of the price, and beneficiaries would pay nothing to I 

, enroll in those health plans. For plans whose price is between 80 and 96 percent oftraditio~lal 
Medicare costs, the dollar amount ofthe government payment increases, but it declines as ~ 
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 si~ply, 
the govl:rnment 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 ~ 4' 
percent discount to account for the greater efficiency of managed care. This 4 percent discciunt is 
the same as that captured under current program rules. 

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

Background/rationale: Unlike Medicare which pays managed care plans a flat payment biased 
on their fee-for-service costs irrespective ofplan prices, many private employ~rs and other lrealth 
care pW'chasers base their payments on plans' actual prices, and pay a larger share of the cost of 

. I 

, lower-cost plans, to encourage price competition. The President's proposal would adopt thi,s 
private employers' approach. All managed care plans would be paid their full price through a 
combin.ation of government and beneficiary payments. The split between how much the 
beneficiiary 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 (:he 
government contribution rate declines relative to the price ofthe plan. This approach, payiJ'lg 
plans a percent of their price up to a limit,iS similar to that of the Federal Employees' Health 
Benefits Program. . 

Becaus(~ 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 cate 
(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 t!ime. 
If savings from competition are sufficient, the government discount from the switch to man;aged 
care could be phased out. 

c. Ris~: 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 in~reases 
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or decreases private plan payments based on the likelihood that a beneficiary will develop costly 
health problems. It lessens the incentive for private plans to search out healthy beneficiarie$ and 
avoid sick beneficiaries. The BBA directed HCF A to implement risk adjustment, which will be 
fully phased in by 2004. The government, not the beneficiary, makes the payment adjustm~:nt­
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 begin in 
2003 when the new risk adjustment system is almost fully implemented. 

, ' 

To maintain a level playing field between the traditional program and private plans, goverru:nent 
payments to private plans under this proposal would include an adjustment for geographic (lost " 
differences that affect plan operations and costs. This would put the premiums for managec' care 
and the traditional program on the same, national basis (rather than have the private plan 
premium be local and the fee-ror-service premium be national). Specifically, the governmellt 

. would ;lLdjust payments for plans in high-cost areas to reflect the full local costs, which is m;ore 
than under the BBA formula. The increases in government payments in low-cost areas incl:uded 
in the BBA would be maintained in the President's plan. In other words, the higher paymellts 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.8ecretary of Health and Human Services to assure that it 
produc(:s the intended effect. 

Background/rationale: One of the most important changes to managed care payments in 1;he 
BBA was the required implementation ofrisk adjustment. Medicare covers many,high-cosit 
elderly and disabled beneficiaries who could benefit from coordination of care that managei1care 
offers~ The failure to adjust for these potential costs (beyond the current demographic facto!rs 
such as age) creates incentives for plans to sign up only healthy beneficiaries. More than h'llf of 
all Medicare fee-for-service beneficiaries cost less than $500 per year, while less than 5 perbent 

. I 

of beneficiaries cost more than $25,000 per year. Some of these differences are predictable: and 
should be taken into account in setting government payments fairly. Risk adjustment also lilelps 
eliminate overpayments that are built into the system due to disproportionate enrollment of: 
healthy beneficiaries, according to the Gene~ Accounting Office. For these reasons, virt:uaIly 
all experts, including the MedPAC, support implementation of risk adjustment. The Presid'ent's 
plan rriaintains the current phase-in schedule for risk adjustment that was announced in MaJlch~ 

Similarly, geographic adjustment of government payments helps protect beneficiaries and 
promote competition. The current Medicare Part B premium is set nationwide - all benefi~iaiies 
pay the same premium regardless of where ~hey live. In contrast, government payments to 
private plans in different areas are adjusted by a complex formula involving "blended" natii)nal 
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 areru'!, but 
reduces paymen~ to private plans in high-cost areas. Under the proposed system, benefici~~Lry 
premiums for managed care would no longer be fixed, but would vary based on plan prices~. 
Since plan prices will implicitly include the local costs of care, if the government does not lpay 
for these local costs, then the plan would pass throu~h these costs to the beneficiaries in th~ form 

12 



'. 

of highe:r premiums. This would make the beneficiary premium for managed care in high-cost 
areas much higher than that of the traditional program, discouraging enrollment. The full 
geographic adjustment ofthe 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 
encoura.ge 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 pa~ment 
policie~: that have contributed to restraining cost growth through 2002 and extending the lif~ of 
the Medicare Trust Fund through 2015. The BBA policies were developed in consultation:With 
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 r'eople 
it serves. However, some of the approximately 335 BBA policy changes may have uninten'ded 
consequences. Given how recently these changes were enacted, the implications for provid;ers 
and beneficiaries are not clear. HCF A, MedPAC, GAO, and the HHS Inspector General are all 
engaged in proactive efforts to monitor the impact of the BBA policies on beneficiaries' acCess 
to quality health care. However, recognizing that there may be a need to adjust and graduahy 
phase-in of some of the BBA policies, this plan includes set-aside funding for the. purpose qf 
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 appropriat~i: and 
justified modifications to BBA policies. This set-aside, totaling $7.5 billion for FY 2000-09, is 
funded in the context ofthe reform plan, but its uses are not specified. The Administrationl will 
work with Congress, Congressional advisory commissions, provider and beneficiary group:s to 
determine what BBA policies, if any, have produced major access and quality problems fo~' 
beneficiaries and/or made it excessively difficult for providers to deliver quality services. )\.s we 
do so, we will develop with Congress specific policies that address problems in a fiscally prudent 
way. lbis process will be fact based and guided by evidence. 

Backg:round/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 char:lges, 

howev'~r, some issues have inevitably arisen. We are actively monitoring the impact ofthfi 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 beneficiaricrs are 
receiving appropriate and high quality services. 

Although some adjustments will likely be needed, the Administration wants to carefully eV4luate 
evidence of problems and proposed policy solutions with the Congress, advisory groups lik~~ 
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 iliece 
of legislation that should only be moderated in certain instances, not undenniried or repeale~. 
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 in a 
manner 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 B:BA. 
These changes will help ensure beneficiary access to care while maintaining the fiscal discii)line 

, of the BBA that is essential for protecting Medicare's future. 

Inpatient hospital transfers. The BBA requires the Secretary to reduce payments to hospital!; 
when they transfer patients to another hospital or unit, skilled nursing facility or home healt,h 
agency for care that is supposed to be included in acute care payment rates for ten diagnose~;. It 
also authorizes HCFA to extend this "transfer policy" to additional diagnoses after October!l, 
2000. To minimize the impact on hospitals, extension of the transfer policy to additional 
diagnoses 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 volunie of 
covered: services. The ,proposed prospective payment rule presented a variety of options for. 
controlling volume and solicited comments on these options. Delaying their implementatio'n 
would provide an adjustment period for providers as they become accustomed to the new s~'stem. 

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 calculatl~ 
inpatient prospective payment rates. This index would take into account the effect of hospithl 
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 payment 
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reductions such as low-volUme rural and urban hospitals, teaching hospitals, and cancer 
hospitals. Without these budget-neutral adjustments, these hospitals could experience large 
reductions in payment under the outpatient prospective payment system. For all of these 
outpatient department reform options, the ruiemaking process precludes any definitive stateiment 
on administrative actions until after the implementing rule is published. ' 

Rural hospital reclassification. Hospital payments are based in part on average wages wher~ 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 av~rage 
wages in nearby urban areas and thus get higher reimbursement. Right now, facilities can get 
such redassifications if the wages they pay their employees are at least 108 percent of aver~;ge 
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. We are taking several new steps to help agencies adapt to these changes incluaing: (1) 
increasing the time for repayment of overpayments related to the interim payment system fr:om 
one year to three years, with interest. Currently, home health agencies are provided With on~e 
year of interest free extended repayment schedules; (2) postponing the requirement for surdy , 
bonds until October 1,2000, when we will implement the new home health prospective pa~ment 
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 recommenq.ation of theI 
General Accounting Office by requiring all agencies to obtain bonds of only $50,000, not 1:5 
percent of annual agency Medicare revenues as was proposed earlier; (4) eliminating the 
sequential' billing rule as ofJuly 1, 1999. Many home health agencies had expressed conce(n . 
about the impact of the implementation of this requirement on their cash flows and this measure 

- I 
should alleviate these problems to a large degree; (5) phasing-in our instructions implemen~ing 
the requirement that home health agencies report their services in IS-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 Ii 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 provided: may 
need additional time to prepare or adjust to them. The plan includes these administrative adtions 
to ensure that the implementation of the BBA changes is done in a way that simultaneouslyi 
assures appropriate payment and access to high-quality health care. . , 

c. Direct payments to disproportionate share hospitals (DSH) 

Policy: Beginning in 2001, disproportionate share hospitals (DSH) payments associated with 
managf:d care enrollees would be removed from Medicare+Choice (i.e., managed care) paY'ments 
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and would be paid directly to hospitals on behalf ofMedicare +Choice enrollees who are adrpitted 
to eligible hospitals, similar to the graduate medical education policy enacted in the BBA. This 
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 base!d on 
.. I 

their competitive prices begiiming in 2003. When the competitive system is implemented, I!)SH 
payments, like graduate medical education payments, would not be included in the calculati'on of 
the average traditional program costs that determines how much of the plan price the gove~lIIlent 
pays (similar to the treatment ,of graduate medical education payments). 

Backgroun(i/rationale: Medicare makes an addition~1 payment to h~spitals that treat a higl:l 
percentage oflow-income patients. This is done through an adjustment to inpatient prospedtive 
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 hospit'als Iand 
those in rural and inner-city ar.eas where access is limited for low-income people. With recemt 
hospital mergers and closures, Medicaid movement to managed care, and a comp~titive pri~;ate 
marketplace, these payments are becoming even more important in ensuring access. 

. . . . I 

Studies have found that managed care typically, does not pay disproportionate share hospital.s the 
amount that they would have received ifpaid through fee-for-service. Given the important irole 
that these hospital~ play in serving the 43 million uninsured Americans, the President, ashe~ has 
in the p.ast, continues to support a policy that would pay DSH to these facilities directly they treat 
benefidaries in managed care: By improving the targeting ofthese payments, this policy W:ould 
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 window)'. The 
BBA would reduce Medicare;spending per beneficiary to about 3.8 percent between 1998 ahd 
2002, but after that, from 2002-2009, spending growth per beneficiary rises to 4.9 percent do 
average. The policies outlined below, along with the other policies in the proposal (exclud~ng 
the drug benefit) would reduce Medicare spending per beneficiary to 4.3 percent over the 2b02~ 
2009 p~~riod. Payment rates for many Medicare services are determined by statutory formul!as 

. I 
(e.g., fee schedules, prospective payment systems) that have annual updates to account for health 
care inflation. The growth ina "market basket" index of health care prices or the general f 

consumer price index (CPI) are used for most services. Historically, Congress has reduced i 
various update indices in many years to adjust for factors such as efficiencies gained by prdviders 
that are not reflected in their update factor. For example, over the past 15 years, the inpatie'nt 
hospital market basket update has been reduced by -1.7 percentage points on average. Thi~ plan 
would adjust the annual update rates for some Medicare services using the same or lower I . 

reductions, in updates as in thtr 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. 

8. Hospitals 

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

Urban hospital inpatient payment update. The plan would update inpatient urban hospital I 

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 ind~x, thel ' . 
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 hospitalslby'. , 
2.8 perc.entage points in 1998, 1.9 percentage points in 1999, 1.8 percentage points in 2900,! and 
'1.1 perc:entage points in 2001 and 2002. ' 

Rural h;)spital inpatient payment update. Rural hospitals serve an important role in areas wElere 
the next nearest hospital is often hours away. Recognizing this, the plan would update inpa1ient

. . I . 

rural hospital payments by the hospital market basket minus 0.5 percentage points in fiscal ;W03, 
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 volum~e" 
however, they typically do not have as high Medicare margins as urban hospitals. The BBA~ 
reductions to the update did not differentiate between urban and rural hospitals. . 

Hospital capital payments. The plan would reduce reimbursement for prospective payment I 
system (PPS).hospital capital costs by 2.1 percent from fiscal year 2003 through 2009. 'Thi;) is . 
the same reduction as in the BBA. 

. . 

PPS-ex;;:mpt hospitals. Whencreated 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 predictor of resource use in these hospitals. Their reimbursement form:ula is 
specified in the Tax Equity arid Fiscal Responsibility Act of 1982 (TEFRA). The BBA chartged 
this fonnula by creating national cost limits and reducing rate increases. Specifically, it : 
moderated rate increases for PPS-exempt hospitals based on the relationship between a hos}lital' s 
operating cost and its target amount. The plan would extend this reduction from fiscal yearl2003 . 
through 2009. It also would extend the BBA's 15 percent reduction in reimbursement for 
PPS-ex,empt hospital capitai costs from fiscal year 2003 through 2009. 

b. Ambulance, prosthetics and ortbotics, and bospice services 

. Policy: The following payment update adjustments are continuations of the BBA policies .. 

Ambulance: Th.e plan would increase. ambulance payments at the rate of growth in the CPli 
minus 1 percentage point fron;l2003 through 2009. 
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Prosthe.tics and orthotics: The plan would increase payments for prosthetics and orthotics a:t the 
rate of growth in the CPI minus 1 percentage point from 2003 through 2009. 

Hospict~: The plan would increase hospice payments at the rate of growth in the hospital market 
basket minus 1percentage point from fiscal year 2003 through 2009. 

c. Ambulatory surgical centers 

Policy: The BBA includes an update for payments for ambulatory surgical centers of therf~te of 
growth in the CPI minus 2 percentage points in fiscal year 2002. The plan would increase· 
payments 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 wbuld , . 
bring payment growth in line with most other Part B services. 

d. Clinical laboratory services, durable medical equipment & parenteral & entenlitems 

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 pl.m 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 w~uld 
bring payment growth in line with most other Part B services. . 

Backgmund/rationale: To ensure that program growth does not significantly increase after most 
of the Medicare provisions ofthe BBA expire in 2003, this package of proposal described ~b~ve 
includes out-year policies that protect against a return to excessive growth rates but are mo~e 
moderate than those included in the BBA. These proposals, in combination with the 
modernization of traditional Medicare and competition, would reduce average annual Medi!care . 
spending growth from 4.9'percent to 4.3 percent per beneficiary between 2002 and 2009 -~ver 
10 percent higher than the BBA spending growth per beneficiary for 2002-2009. 

5. Improving Medicare Management, Including PubliclPrivate Advisory Boards 

Overview: The President's plan includes a 'major modernization reform of the management of 
the Health Care Financing Administration (HCF A) which oversees Medicare. These propdsals, 
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 HCF A to 
better and more efficiently manage its increasing workload while improving the already hiElh 
level of service and quality of care for our beneficiaries. . 
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a. 	 Incl'easing accountability through public/private advisory boards 

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

• 	 Management Advisory Council. Private and public seCtor experts will help HCF A identify, " 
adapt, and adopt innovations in customer service, purchasing, and management. The C~)uncil 
will help HCF A improve serviCe and strengthen accountability by creating a conduit to ! \ 

private sector expertise and holding public meetings to air Medicare management issues;. 

• 	 Medicare Coverage Advisory Committee. Experts in me4icine 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 ~y 
Medicare. The Committee and new open process will improve service and strengthen .: 
accountability by holding public meetings, setting timetables, and posting information qn 
pending coverage issues on the Internet. : 

• 	 Citi:zens Advisory Panel on Medicare Education. Experts in medicine. health policy. arid .." 
consumer education would help make sure beneficiaries have timely. understandable an~ 
useful information about their rights and options in Medicare. The Panel will improve 
service and strengthen accountability by establishing a public forum for continuaL feedbiack 

I 	 " 

on how education efforts are faring and what should be done to improve them. l " 

h. 	 Inclreasing personnel fle~ibility 

Policy: HCF A has made newand significant strides in hiring highly qualified professional~ with 
private sector backgrounds .. However, HCF A needs greater personnel flexibility to have the

l
! right

" . 	 I 

staff to stay on top of changes in the rapidly evolving health care marketplace, to increase it's 
. I 

purchasing expertise, and to hold staff accountable for results. HCF A has contracted with : 
independent experts to evalua1e staffing needs and how well HCF A staff currently meets those 
needs. Their findings will help determine exactly what legislative or other changes are nee~led to 
make sure the right people are in the right places to ensure beneficiaries have access to high: 
quality health care services. 

II. MODERNIZING MEDICARE'S BENEFITS 

1. Prescription Drug Benefit 

Overview. This proposal would create a new and voluntary outpatient Medicare prescriptiO:n 
drug benefit that is accessible .and affordable to all beneficiaries. Medicare beneficiaries w@uld 
have th'e option to enroll in "Part D" of the program. All Part D beneficiaries would imme&iately 
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be able to purchase their prescriptions at the lower drug prices which private-s~ctor benefit 
mangers are able to negotiate. In addition, the new benefit would have no deductible and ,¥ould 
pay halfof participants' drug costs up to a limit of$5,000 ($2,500 in Medicare payments) ,:vhen 
fully' implemented. 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 b:e $24 
in 2002 and $44 in 2008 when fully implemented. Low-income beneficiaries (below 135 p:ercent 
of pove:rty) 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 woul:d pay 
a reduced premium. Enrollees in Medicare managed care plans would receive their benefit!as 
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 managed (PBMs) or other qualified entities. Medicare would contract O\lt 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-pro~ided 
retiree drug coverage. 

. . 
Despite: the indisputable importance of prescription drugs to health care today, Medicare dQes not 
explicitly cover outpatient prescription drugs. As a consequence, nearly 15 million Medica:re 
beneficiaries lack drug coverage altogether - many of whom are middle income. Millions inore 
have retiree health coverage, which is declining; Medigap, which is unstable and increasing;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 b(:nefit 
option for all Medicare beneficiaries. 

a. Benefit design 

Policy: There are several major design features of the prescription drug benefit: 

• 	 No deductible: Coverage would begin with the first prescription. 

• 	 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 e':ven 

aft,er the benefit limit is reached. . 

• 	 Coinsurance: Beneficiaries generally would be responsible for coinsurance amounti~g; 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 proppsal 
thalt they could achieve ~avings without undermining quality health care and access to , 
nec~ded 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 ($1 ,oqo in 

. Me:dicare 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 woul~ 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 Dbe~lefit. 
In addition, beneficiaries would be guaranteed access to off-formulary d,rugs when medical\ly 
necessary, and have basic appeal rights where coverage is denied. The only exceptions WOilld 'be 

, 	 I. 

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 relief of 

. 	 I 

cough or colds, prescription vitamins and minerals, and all nonprescription drugs), except tpat 
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 ~;till be 
covered under current arrangements and would not be counted against the Part D benefit lir~it. If 
there are drugs for which there have been documented abuses, benefit managers would be 
permitt,ed to take certain measures to assure appropriate utIlization, as is the case in both private 

I 
sector and Medicaid prescription drug programs. No formulary would be established by thie 
Medicare program, but private benefit managers could establish formularies, subject to the 
coverage requirements (described below), as virtually every PBM and private insurer does ~oday.. 
This would help them negotiate better prices and evaluate optimal therapeutic interventions. ' 
Benefit managers would also be authorized to create appropriate incentives for generic 
substitution, a practice widely used in private plaits today. 

Background/rationale: This benefit would provide meaningful coverage to all beneficiari~s 
regardh~ss of their level of drug utilization. Because of the zero deductible, beneficiaries wpuld 
be cove:red from their first prescription each year. The 50 percent coinsurance would help to . 
make the coverage affordable to the government and beneficiaries through lower premium~, and 
would help guard against overutilization. The cap o'n total benefit payments helps keep the: 
program affordable for taxpayers. Over 90 percent of beneficiaries would not reach theca~! 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 ',lrug 
benefit to adapt to future pharmaceutical advances without major new legislation or regulat:ion. 

b. Financing 

Policy: In general, the new Medicare prescription drug benefit would be operated as a 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 pirt D 
costs olr income affect Part B costs or premiums. The beneficiaries and government would; 
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equally split the cost. ofthe Part D benefit. Thus. beneficiaries would pay a premium in the 
amount of 50 percent of the cost ofthe program. The estimated premium in 2002 is $24 pe:r 
month, rising to $44 per month in 2008 when the benefit is fully phased in. Beneficiaries ~!ould 
also pay cost sharing. as described above. 

Premiums for those beneficiaries opting for Part D coverage would be collected in the sam(i way . 
as Part B premiums. as a deduction from Social Security checks for most beneficiaries. On:ce 
enrolled. beneficiaries would be notified ofthe annual premium in the same notice in which they 
learn about the Part B premium for the next year. 

Backgmund/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 beneficia,lries 
and government (each pays 50 percent of the full premium). This level of subsidy is desig*d to 
keep premiums low enough to be affordable to beneficiaries and to avoid risk selection (set;:. 
section 1II-2 fora description of the offsets for this benefit). 

c. Enrollment 

Policy: In general, beneficiaries would have a one-time opportunity to sign up for the volurttary 
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 ''''hile 
still working (or by the employer of a working spouse) have a one-time opportunity to enr~lI 

. after retirement (or retirement or death of the working spouse); and (2) beneficiaries whoru:e, 
covered by employer-based retiree coverage have a one-time opportunity to enroll if the fOI;mer 
employer drops coverage ofprescription 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 Medicate+Choice 
enroHment period in November 2001. During 200 I, the Medicare program would conduct 'a 
major e:ducation campaign about the new benefit option. After the first year of implementa'tion, 
all newly eligible Medicare ~neficiaries could enroll for the optional Part D coverage, und:er the 
same p:rocedures as established for enrollment in optional Part B coverage. 

Backg."ound/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 sel~ct 
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 Ifor 
the same benefit. The exceptions are designed. to ensure that beneficiaries with employer-
sponsored coverage are protected if 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 with prvate 
sector cmtities. This could include pharmacy benefit managers (PBMs), retail drug chains, ,health 
plans or insurers, states.(through mechanisms established for Medicaid), or multiple entitie;s in 
collaboration (e.g., alliances of pharmacies), provided that the collaboration increases their; scope 
or effic:iency and is not anti-competitive. 

Private benefit mrumgers would competitively bid to manage the benefit for a particular 
geographic area. The number and boundaries of the geographic areas designated should be': set to 
ensure that mUltiple entities would have an opportunity to compete for the single contract 
awardf:d in each area and that enrollment in each area is large enough to encourage efficiericy. 

I 

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

Comp~:tition for contracts to administer the Part D benefit would be held periodically, prot':ably 
every two or three years. The Secretary would develop specific criteria for selecting the w.inning 
entities, and would solicit bids in response to these criteria. In general, Medicare would foUow 
the best practices of large private employers and plans, including consultation and 
reconunendations from benefits experts. The selection process would consider the entity's'. 
admini.strative 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 

. I 

government, disease management programs, relationships with drug manufacturers, and other 
. I 

factors.. Any entity that meets a set of criteria (described below) would be eligible to comr,ete for 
the contracts. . 

I . 

All PBMs or other entities would be required to meet access and quality standards established by , 
the Sel:retary. These standards would include (but are not limited to): 'inclusion of strateg;ies to 
encow'age 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 fdr the 
formulary; open and fair deaiing with all drug and biologic companies; publication of crite:ria for 
any cost containment measure that could affect patient care; submission ofdata about costS and 
utilization on a regular basis to help improve quality ofcare; compliance with standards fqr 
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 require ' 

. 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 use various cost containment tools in administering the pri~gram, 
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' 
infomlation systems to process electronic point-of-sale transactions and create utilization 
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records. Dispensing fees would have to be high enough to ensure participation by most 
pharmacies. They would also be required to use drug utilization review programs and 
'meaningful clinical criteria to assure quality. . 

The government would bear 1110st 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 utili~:ltion.' ' 
The Medicare program would test the use of various arrangements such as bonuses (retainiqg 
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. n:IUS, 
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 develo)Jed. 

, Instead, the competitive bidding process would be used to yield the best possible drug price::; and 
coverag,e, just as it is used by large private employers and the Federal Employees Health Be:nefit 
Plan today. 

Medicare+Choice plans would be required to provide a prescription drug benefit for all enrqIlees , 
who have elected to participate in Part D. Those beneficiaries enrolled in Medicare manage:d 
care pla:ns 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 em the Blan's 
price, this Part D premium would be competitively set. Ifbeneficiaries leave a Medica:re+Choice 
plan and return to fee-for-service Medicare, they would receive their Medicare Part D benefit 

I 

I 

through the contracting PBM for their geographic area. I 

Backgrl[)und/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 that, 
plan which would receive a government payment for that coverage. Beneficiaries in traditidnal 
Medicare would get their benefits through ptivate 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 Medica:re's ability to run this benefit smoou\ly. 
The number ofcontracts and the number ofyears in the contracting cycle will be set by the ' 
Secretary at levels that will help attract existing PBMs to this program and that will encour~ge 
new entrants into this market. ' 

Private benefit managers would have the authority to use the tools that are cornrnonly used 10r 
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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complhmce by patients is mo~itored. 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 manag~ment 
ofdrug benefits. To be consistent with market practices and to assure that PBMs participat¢, 
Medicare would share only limited risk in its contracts. To provide some incentive for mar\aging 
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 feature: of. 
any health program. Adequate access to a pharmacy network should be ensured since ben~fit 
manag~:rs are reqUIred to contract with all qualifying pharmacies. In addition, beneficiaries' 
would be guaranteed access to off-formulary drugs when medically necessary, and have ba~ic 
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 beneficiarit':s to 
assure 1:hat 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 ofpoverty. using the current Medicaid matching rate . 

. Additionally, the proposal would create two new eligibility categories. First, beneficiaries ~ith 
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 woul~ pay 

. I 

a partial, sliding-scale premium based on their in~ome. The Medicaid costs for this group ~Nould 
also be matched at 100 percent. Stat~s would be obliged to offer this expanded protection. 

All stai:es would have some fiscal relief as a result of this benefit since they all provide 
prescri'btion drug coverage to dual eligible Medicaid-Medicare beneficiaries. The current • 

,. ! 

qualified Medicare beneficiary (QMB), specified low-income Medicare beneficiary (SLM~), and 
qualified individual (QI) programs would continue as under current law to provide assistanbe for 
Part B premiums and cost shanng. . ' 

Backg;round/rationale: Low-income beneficiaries tend to have disproportionately high di;ug 
costs. An AARP study found that beneficiaries with incomes below $10,000 spent an average of 
8 perce:nt 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, bec~use 
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 )o,w­

incom(! beneficiaries. This coverage, which was expanded by the Balanced Budget Act, w(:mld
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be further enhanced under this proposal. Federal funding would be available to states to en:sure 
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. Thi~ 
Adminiistration will work closely with employers, unions, and other interested parties to m~lke 
certain that this goal is met. 

Under this policy, Medicare would provide a partial drug premium subsidy to employers w,hose 
retiree coverage is at least as good as the Medicare benefit. The Medicare contribution wo,Ild be 
67 percent per beneficiary of the subsidy t~at it would otherwise provide for Medicare partiO 
enrollel~s. As such, Medicare would save 33 percent of its costs for each beneficiary in pri,~ate· 
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 beriefits .. 
HCFA would use these lists to designate beneficiaries who should not be charged the I'art 10 

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 ~d 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 pl:SUs. 

Third, HCF A 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 en:tities 
that are: already receiving payments from HCF A. 

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

Backglround/rationale: Less than 30 percent of Medicare beneficiaries today get coverag~~ 
through their former employers. This type of coverage has been eroding in recent years. 
Betwe~!n 1993 and 1997, the percent of large firms offering retiree health benefits for Med~care 
eligibh~s 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 t~leir 
drug benefits) and possibly encourage others to offer. The incentive payment is lower than what 
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the govl~rnment's costs would be if the employer coverage was dropped. Because the emplqyer 
contribution to the drug benefit is tax-deductible, this policy provides an additional inc~ntiv:e for 
employ,~rs 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 

Overvilew.OIder Americans are the fastest growing age group in the Unite~ States, with ani 
increasing number of older Americans surviving to age 85 and older. They carry the greate~t risk 
of dying from cancer and heart disease as well as the highest rates of chronic disease and ! ' 

disabiliity. For example, 88 percent of those over the age of 65 have at least one chronic he~tlth 
condition, and large numbers of older adults suffer from impaired functioning and well-bei~lg. 
Early d(~tection, 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 sbaring 

Policy: This proposal would waive the Part B deductible and 20 percent coinsurance rat~ fo:·r, 
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 
measur(!ments, prostate cancer screening and diabetes self-management benefits. Coinsurallce 
would be waived for screening manlffiography, pelvic exams, hepatitis B vaccinations, col~rectal 
screening, bone mass measurements, prostate cancer screening and diabetes self-management 
benefits. For the rest of the preventive services covered by Medicare, cost sharing is alread)¥ 
waived. . 

Background/rationale: The Balanced Budget Act of 1997 added many new preventive be~efits 
(e.g., colorectal cancer screening and diabetes self-management training). According to reGent 
studies, Medicare preventive services are underutilized. For example, the 1999 Dartmouth iAtlas 
of Health Care found that, in 1995-1996, only one in four women in their sixties were testecl as 
often as recommended for breast cancer. In the first two years that Medicare covered screeiling 
manlffiography, only 14 percent ofeligible women without supplemental insurance receiveii a 
mammogram. Waiving cpst sharing'for preventive benefits should increase utilization of ttlese 
services. 
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Current L~w Cost-Sharing Requirements for Medicare Preventive Benefits 

Benefit Deductible 20% Coinsurance 

:Screening Mammography .Waived· Applies 

Pap Smear -Lab Test 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 Tfaining Applies Applies 

Prostate Cancer· 
PSA Lab Tests Waived Waived 
Other Screening Procedures Applies Applies 

"'Medic,are will cover these benefits beginning on January 1,2000. 

b. Information campaign on prevention 

Policy: The Department ofHealth and Human Services (HHS) would launch a two year, 
nationwide education campaign beginning in 2001 to promote the use ofpreventive health 
services by older Americans and people with disabilities. The campaign would have three t!arts: 

• 	 Educating all Americans over age 50 and people with disabilities about the importanc¢ of 
~:ventive health care. The Department of Health and Hwnan Services, the Social Se~urity 
Administration, and private sector partners would combine public service announcem~nts 
and a print media campaign to raise awareness ofthe 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 Agenc),ies 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 ofpreventive h\ealth 
care on the Cost Of Living Adjustment (COLA) notice, which is sent to the approxima;tely 6 
million people with disabilities who receive SSA or SSI benefits. Iriformation on the 
importance ofpreventive 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 t6 
include a fuller discussion ofthe importance of health promotion activities and the beri,efits 
ofl;ered under Medicare .. 
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• 	 Encouraging Medicare beneficiaries to use its preventive benefits. This campaign WOllfld 
provide Medicare beneficiaries information about the importance of regularly receivin!.~ 
pn~ventive health care benefits, such as vaccinations and mammograms, and would 
enl::ourage individuals to access these benefits under Medicare. This would be done in~ 
several ways: 

o Distribute comprehensive information on preventive benefits to all 39 million Medicare 
beneficiaries. HHS would (1) expand the section on preventive benefits in the Medicare 
and You handbook to include information on the importance of receiving mammograms, 
diabetes monitoring, colorectal cancer screening, bone mass measurements, and rei~ular 
vaccinations; (2) instruct fiscal intermediaries and carriers to include preventive be:nefits 
messages on the Medicare Sununary Notice statement and the Explanation of Med,icare 
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 s~nior 
centers, the Cooperative State Research Education and Extension Service. the Me~ls on 
Wheels programs, and religious organizations, to deliver information to Medicare 
beneficiaries about the importance of preventive benefits and which ones are cove~ed 
under the Medicare program. 

o 	 Development ofhealth status assessmenllool for Medicare beneficiaries. HCF A, 
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 benefic,iaries. 
This self-assessment tool would help the beneficiary identify important health 
information, risk factors, or significant symptoms that should be acted upon or disbussed 

I 

with their health care provider. HHS would train the State Health Insurance Assis(ance 
Program staff to assist Medicare beneficiaries with the completion of the selfasse~sment 
form so that they can raise the health issues identified to their health care provider. 

It 	 Lalunching an education and awareness campaign to prevent falls in the elderly. HHS :would 
Immch a nationwide campaign to educate older Americans about the best way to modi:fy 
their home enviromnent in order to avoid potentially harmful and debilitating falls. 11j.e 
campaign would utilize radio advertisements and print media, and would emphasize th:.e . 
following messages: use anchor rugs; minimize clutter on floors; use nonskid mats; in!;tall 
handrails in bathrooms,. halls, and along stairways; light hallways, stairwells, and entriinces; 
and wear sturdy shoes. ' 

Background/rationale: Loss of function can begin for people in their 50s, arguing for 
preventive approaches starting in middle age as a means ofpromoting health arid limiting 
disability in the later years of life. . 

Increasing the venues through which Medicare beneficiaries and older Americans will be 
educated about the importance ofpreventive benefits and how to access them under the M<;dicare 
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program will increase the likelihood that beneficiaries will use these services. A recent stud!y 
indicates that Medicare beneficiaries do not understand that Medicare covers preventive beijefits. 
Almost 70 percent ofbeneficiaries who stated that they knew about the range of Medicare 
services were unable to answer questions about Medicare's coverage ofpreventive benefits 
correctly. However, studies indicate that repeated short, simple, print media messages enhapce 
the target population's recall and retention of health promotion messages. These messages ,have 
also betm shown to have a greater impact on individuals at higher risk. 

In addition to educating beneficiaries about the importance and availability of preventive 
services, this proposal would address one of the major public health problems facing the elclerly: 
the high incidence of falls. In 1995, more than 7,700 people over the age of 65 died as a re¥Ilt of 
a fall. For people aged 65 to 84, falls are the second leading cause of injury-related death; ~or 
those al~ed 85 or older, falls are the leading cause of injury-related death. Falls are themos~ 
common cause of injuries and hospital admissions for trawna among the elderly, accountinl~ for 
87 percent of all fractures among people aged 65 years or older and are. the second leading t:ause 
of spinal cord and brain injury. For people aged 65 years or older, 60 percent of fatal falls <)ccur 
in the home. This education campaign aims to reduce the risk of falls, thereby improving t1~e 
quality of life and reducing Medicare costs. 

c. U.S. Preventive Services Task Force study on new preventive services for older 

Amerit:ans 


Policy: The Secretary would direct the U.S. Preventive Services Task Force to conduct a s~ries 
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 
service s of particular relevance to oldet: Americans in the mission statement of the Task F o;rce. 

. Backgl~ound/rationale: Despite the potential for preventive services to improve the quality of 
life for older Americans, few clinical guidelines focus on preventive care for older Americ~s. 

The U.S. Preventive Services Task Force, an "independent panel of preventive health expert's, 
togethf:r with the Agency for Health Care Policy and Research, is charged with evaluating l1te 

. I 

scientil1c evidence for the effectiveness of a range of clinical preventive services, includin~; 
common screening tests, immunizations, and counseling for health behavior change and . 
producing age-specific and risk-factor-specific recommendations for these services. The ta!~k 
force fi)cuses primarily on preventive interventions that c~ be delivered in the primary c~ 
setting. are widely available, .and for which scientific evidence exists to assess efficacy and! 
effectiveness. . 
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d. Demonstration of smoking cessation drugs and counseling . 

Policy; HCFA would launch a demonstration project to evaluat~ the most successful and 
cost-effective means of providing smoking cessation services to Medicare beneficiaries, 
including testing incentive system$ for both providers and beneficiaries to optimize "quit" (ates. 
The dernonstration would be based on the latest scientific evidence regarding smoking cessiation 
strategies and guidelines. These guidelines suggest that the most effective smoking cessati<;>n 
strategies include an initial patient assessment, counseling services~ and nicotine replacemeht 
therapy. Non·Medicare providers could participate in the demonstration since part of its· p~.rpose 
will be to determine the most cost-effective providers for delivering smoking cessation sen;ices. 
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 sef1/ice or· 
the amount determined by a fee schedule established by the Secretary. 

Background/rationale: The four leading causes of death - heart disease, cancer, cardiova~cular 
disease, and chronic obstructive pulmonary disease (COPD) - are strongly related to smoki,ng. 
The risk of death due to coronary heart disease in smokers is two to four times greater than lin 
non-smokers; 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. St~dles 
from the last three decades have shown that when people stop smoking, their risk Qftobaccp­
related morbidity and mortality decreases significantly. For example, the risk ofmyocardiitl . 
infarction (heart attack) diminishes by almost one third after the first year of smoking cess~tion 
and rea.ches the level of peQple who have never smoked by the third or fourth year ofquitting .. 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 deductible and tHe 20 
I 

percent coinsurance rate. However, Medicare currently pays 100 percent of the approved fee for 
c1inicallaboratory 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 sfnears 

. I 

and fe(!al occult blood lab tests for colorectal cancer screening). 

Background/rationale: Clinical laboratory services represents a fast-growing Medicare st';rvice. 
About 24 million beneficiaries used diagnostic lab service in 1997; at a rate of about 14 se:rvices 

per Usc!r and an annual cost of$200 per user. Having beneficiaries contribute towards thei~ lab 
servic<!s 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. Indc;:xing the Part B deductible to inflation 

Policy: Medicare's Part B deductible of$IOO would be indexed annually to inflation beginning 
in 2002. Given current inflation projections, this policy would increase the deductible by $2;-$3 
per yea!'. 

Background/rationale: The Part B deductible (Le., 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 fal~en 
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 thian 
follow past practice of instituting a one-time increase of 20-33 percent, this policy would m;ake 
small, annual adjustments to guard against the program assuming a growing amount of Part B 

. costs. 

c. Updating and expanding Medigap plan options 

Policy: This policy would request that the National AssociationofInsurance Commissione'rs 
(NAIC) create a new Medigap plan option thathas more rational cost sharing than the curr~nt 
standardized plans. The plan option would protect beneficiaries against catastrophic costs while 
maintaining nominal cost sharing to discourage unnecessary use of health care services. TIllis 

. I 

new MI~digap plan would simply provide another option for beneficiaries; those who wish to 
. I 

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. 

It 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 sh~uld be made t<) the 
content or number of the packages. The proposal would also conform Medigap benefits tolthe 
changes in this reform plan. 

Backglround/rationale: Medigap plans typically eliminate all cost sharing for most Medic:are 
services. As a consequence, beneficiaries face no immediate cost for using health care seri'ices. 
One study found that Medicare spending for beneficiaries with Medigap coverage was 29 ~ercent 
higher than that of beneficiaries with no coverage, and 11 percent higher than that of 
benefic;iaries with retiree health coverage (which typically has some cost sharing). AdditiO:nally, 
the premiums for Medigap have been ri~ing rapidly - over 10 percent per year according te! 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 CCiistS.. 

The ten standard Medigap packages were created as a result ofOBRA '90. This proposal 'Nould 
. authorize a review of the packages, most notably the drug benefit provisions. In particular;, the 

Secretary and NAIC would examine the feasibility ofproviding additional drug coverage t,hrough 
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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 ()ption 

. I 

(PPO) "vithintraditional Medicare also has implications for Medigap. The Secretary and th¢ 
NAIC would also continue their current efforts to improve the information available to 
benefici,aries about their Medigap options, similar to the current HHS efforts to provide 
benefici,aries 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 detail:ed 
report to Congress on policy options for improving supplemental coverage for Medicare, 
beneficiaries, with a special focus on limiting out-of-pocket spending for Medicare-covere4' 
services. This report would examine issues associated with having multiple sources of inslJrance 
(e.g., duplication of coverage, incentives to overuse care) and compare Medicare's cost sh~ring 
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 

. I. 

out-of-pocket spending; and whether and how to structure the supplemental benefits that private 
plans could offer (without subsidies) in the new competitive defined benefits system. 

Background/rationale: Because Medicare does not protect against high out-of-pocket he;~lth 
spendirlg, about 90 percent of Medicare beneficiaries have some second (or third) source of 

I 

health insurance. Some of these beneficiaries get supplemental coverage through Medicaid 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 irnark­
up for administrative expenses and profit of 30 percent. In contrast, private group plans, th~ 
mark-up is about 10 percent apd Medicare administrative expenses are less than 2 percent. 
Additionally, Medigap totally eliminates cost sharing,.which could encourage overutilizatico)fl. 
Studieli, have documented that people with Medigap tend to have higher use and costs relative to 

I 

people with retiree coverage, which has some cost sharing. The accessibility and affordabi,lity of 
supplemental 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-di~it 
inflation. In recent years, Medigap coverage has declined, although this has been somewh~'Lt 
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 

. I 

dr()pped by about 20 percent. As such, private supplemental coverage as it is currently otT€?red 
. may be:come more inaccessible in the futl,lre. I 

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 ,IS Medicare is doing to improve competition and reduce costs of private plans, and ijaving 
Medicare offer unsubsidized Medigap coverage. This study would be conducted in conjunction 
with the proposals for updating private Medigap options discussed above. 
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e. ACCf~SS to Medigap 

Policy: The President's budget includes several policies that would improve access to Med)gap 
for bendiciaties 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 peri10d for 
M(:digap. Eighteen States mandate an initial open enrollment period for beneficiaries under 
65 (although one of these states does not include individuals with.ESRD). This propos;al 
would expand the initial 6-month open enrollment period to new disabled and ESRD J 

beneficiaries. It would mancfute that insurers who'write policies for new aged beneficiiIDes 
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 beneficiari~s both 
upon initial eligibility for Medicare and.also in the case of Medicare+Choice plan . 
termination. ,This proposal would be effective upon enactment. 

• 	 §£ecial Medigap Open Enrollment Period for Certain Beneficiaries. The BBA provid~d that 
beneficiaries in,plans that terminated. their Medicare contract or reduced their. service ~rea 
have a 63 day open enrollment period for Medigap. The provision was triggered for ~e 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 provide 

. 	 , I 

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 s~rvice area effective January 1, 1999. The special enrollment ])eriod 
would begin upon enactment and would last for 90 days. 

• 	 Expand Choice of Medigap Plans During Special Enrollment Periods. The BBA provfded 
special enrollment opportunities for Medigap under certain situations (e.g., for an enro:Uee 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 acces~ to plan~ 
"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 enrollee\s. 
This proposal would be effective upon enactment 

• 	 Increase Civil Monetary Penalties for Violation of Medigap Open Enrollment Require:ment 
Issuers who violate the open enrollment requirement are subject to a civil monetary p~:nalty 
(CMP) of $5,000 for each violation. This proposal would increase the CMP for failure to 
$50,000 for each violation plus $5,000 per day per violation and would be effective UI)On 
enactment. 
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Background/rationale: Medicare HMOs decide each year whether to continue serving 
beneficiaries in selected cOlll1ties or entire service areas. Plan decisions in 1998 led to just l?Ver. 
50,000 beneficiaries in 79 counties who were left with no other managed care option availa.ble. 
Preliminary reports suggest that more plans will drop out of Medicare this year. Beneficiat.ies 
who return to original fee-for-service Medicare may seek individual Medigap policies. Cw~ent 
law off-ers some protections, but these protections are not complete. The President's propo(;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 private plans will also help protect beneficiaries whose plans withd,raw 
from Medicare. 

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

Overview. Americans ages 55 to 65 are one of the most difficult popUlations to insure: the:r have 
less ac(:ess to and a greater risk of losing employer-based health insurance; and they are ~ce as 
likely as people ages 45 to 55 to have health problems. Some lose their employer-based h~a1th 
insurance when their spouse (frequently the husband) becomes eligible for Medicare. Man¥ lose 
their coverage because they lose their jobs due to company downsizing or plant closings. *ill 
others lose insurance when their retiree health coverage is dropped unexpectedly. As a res\Ilt, 
this is the fastest growing group of uninsured. ! 

To address this problem, the President included in his FY1999 and 2000 budget submissiolls a 

. targeted, paid-for proposal to give Americans nearing age 65 new options to obtain health ~are 

coverage. There are three parts to this proposal: The centerpiece of this proposal is a Medi~are 


"buy-in", which allows eligible people to purchase Medicare coverage at a fair price. Thislis 
comparable to the Social Security option to allow people to begin to receive benefits at the lage of 
62, paid for by reducing the·amount that they receive over the course of their retirement. It1also 
assists displaced workers ages 55 and older by offering those who have involuntarily lost tl~eir 
jobs and their health care coverage a similar Medicare buy-in option. Thirdly, it providers 
Ameri(:ans ages 55 and older whose companies reneged on their commitment to provide reHree 
health benefits anew health option by extending "COBRA" continuation coverage until aie 65. 

All thr4~e proposals are designed to be paid for by the people who benefit. People ages 62t'o 64 
I 

who buy into Medicare will, over time, repay the amount that Medicare "loans" them wherl they 
are buying in. Displaced workers will pay a premium that takes into account participants' i:;osts. 
And, the COBRA buy-in policy has no Federal budget impact whatsoever. The short-tenni 

Medicare "loan" to buy-in participants, plusthe 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 
Presidc:nt's budget; as such, its costs are not inclu~ed in the summary table for this plan. -nhe 
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) woul~t be. 
able to buy into Medicare early. They would pay for this coverage through a two-part pre~ium 
"payme:nt plan." First, participants would pay a base premium ofabout $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 Medicare at age 65, v.;ould 
cover the extra costs of sicker participants. This two part "payment plan" enables these ol~er 
Americans to buy into MediCare at a more affordable premium, while ensuring that the buy~in 
option lis self-financing in the long run. 

BackgJ'ound/rationale: People ages 62 to 64 are simultaneously the most likely to develop health 
problems and the least likely to have,access to employer based health insurance. This forc(~s them 
to tum tothe individual insurance market, which can be expensive or denied altogether in ~nost 
states. The Social Security program recognizes that some people in their early 60s may net:d 
access to benefits, and allows them to receive partial benefits. No such option 'is available ih 

. I 

Medicare. 

b. Medlicare buy-in for displaced workers ages 55-(;2 

Policy: The plan would also offer those who have involuntarily lost their jobs and their health 
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 til 
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 toadvers~ 
selection). 

Backglround/rationale: This policy responds to the increased vulnerability ofolder Ameri~cans 
to work transitions and company layoffs. Such workers have a harder time finding newjob1s: only 
52 percent are reemployed' compared to over 70 percent of younger workers. Nearly half Jf these 
unemp!oyed,'displaced workers who had health insurance remain uninsured. I 

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

Policy:: This proposal allows retirees whose companies reneged on their commitment to pr9vide 
retiree. health benefits to buy into their former employers' health plan through age 65 by 
extending the availability ofCOBRA coverage to these families. This policy provides much 
needed. access to affordable health care for these retirees and their dependents whose healt~ care 
co,:"erage is eliminated after they have retired. Retirees will pay a premium similar to that hf 
other COBRA participants. ' 
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Background/rationale: In recent years, the number of companies offering retiree benefitsihas . 
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 co~erage 
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 sourcespf 
health insurance. 

III. STRENGTHENING MEDICARE'S FINANCING FOR THE 21 s1 CENTURY 

Overview. Medicare was created in 1965 with a social contract: workers would contribut€! to a 
. I 

trust fund to pay for basic health care for the elderly, with an understanding that when iheyltum 
~5, the next generation of workers will help pay for their care. This arrangement has work(~d 
successfully in the 20th century, with demonstrated improvements in health and security of'the 
nation's elderly. 

However, the 21 SI century brings new challenges. Like Social Security, Medicare enrollmept will 
double between 1999 (39 million) and 2032 (78 million) as the baby boom generation reti~~s. 
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 ,he 
unique factors that affect health spending -- changing disease patterns, technological advanices, 
and a high value placed on health. As a result, health spending growth has historically 'exc\~eded 
that of general inflation. These trends are expected to continue into the next century. Priv~lte 
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: 
prescrilPtion 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 to dedicate part of the surplus to 
strengthen the Medicare trust fund and, indirectly, buy down the publicly held debt. The plan's 
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 m:nount 
that is being transferred from the surplus, the Treasury would buy down debt and then con~{ey to 
the Medicare Trust Fund special purpose bonds (above and beyond the ronount 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 t~at 
Medicare will get the benefits that result from the fiscal improvement that debt reduction a:nd 
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lower net interest costs. By reducing debt held by the public, the framework would dramati~ally 


reduce the amount of net interest that the govenunent would have to pay to service debt in ,he ' 

future. This reduction in net interest costs will help free up the resources to allow the 

government 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 soFvent \ 

through 2015 and Medicare spending growth rate per beneficiary is below that of private heklth 
spending. 

However, Medicare's HI Trust Fund will become insolvent about 20 years earlier than Soci~l 


Security and shortly after the baby boom generation starts to retire. Even with reforms that 

substanti,ally slow cost growth, the revenues coming to the Medicare Trust Fund will not sup,port 

the doubling of the number of beneficiaries that will occur by 2035. For these reasons, the 
 I 

President has proposed a framework for dedicating part of the surplus to Medicare. 

As descf:lbed earlier, sheer demographic changes alone will require that new financing be fOt,md 

for Medicare. Dedicating part of the surplus to the Medicare is both fair and forward.,;thinki~g. 


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 resu1ting from the BBA. Additionally, the baby boom generation ftas 

spearheaded advances in technology and productivity that hav{contributed to increased ' 

economic: growth and revenue. As such, dedicating part of the surplus to Medicare to prepare for ' 

their retirement is a fair approach to averting the fiscal crisis that would occur otherwise. It glso 

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 vyill 

also reduc:e the need for future excessive cuts and radical restructuring that would be inevitabJe in 

the absenc:e of these resources. ~ 


2. R€~sponsibly Financing the New Prescription 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) t() 

help finance the new prescription drug benefit. This amount would remain in general revenue:~ 


since this is a source of financing for the SMI Trust Fund, from which this benefit would be rdn. 

" ! 

Background/rationale: 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 percerit 

, 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 ofthe cost of the drug benefit would be offset by $45.5 billion over 10 yeai's 
from thie surplus. There is a strong rationale for using part of the surplus dedicated to Medi!care 
for the prescription drug benefit. The 15 percent allocated from the surplus to Medicare is r,low 
higher than it was when the President made this commitment in January. The higher projec~~ions 
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 lhat much of the recent decline in Medicare spending beyond! 
initial projections is due to ow: success in combating fraud and waste. Reinvesting the savings 
that can be reasonably attributed to our anti-fraud and waste activities into a new prescriptio~l 
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 ,', 
committe:d to Medicare (and less than 2 percent of the entire surplus) and represents only ~bQut 
40 percent of the 1O-year total Federal benefit costS. 

I 
/ 
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