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Chairman Thomas, Congressman Rangel, and Membersof the Committee, | am pleased
to be here with you today. | understand that the focus of this hearing is on expanding
Medicare’ s coverage of prescription drugs, and | am prepared to discuss that topic in
some detail. But | would first like to frame that discussion by looking at Medicare’s
overall financial picture, bothinthenear termandthelongrun. AsthisCommitteewell
knows, Medicareis projected to consume an ever-larger piece of our national income
just in delivering its current set of benefits. In determining whether and how to add
prescription drug coverageto itsbenefit package—and thedesirability of adopting other
reformsto the program at the sametime—Ilawmakerswill facethe challenge of balancing
the needs of beneficiaries against the resulting pressures on the economy. To assistin
that effort, | will describethe Congressional Budget Office’ s(CBO’ s) latest projections
of prescription drug coverage and of drug spending for the Medicare population. | will
then conclude my testimony by outlining some of the key issuesthat arisein designing
a prescription drug benefit for Medicare.

Factors Driving Medicare Spending

Under current law, M edi care spending—measured as a share of the economy—is pro-
jected to nearly quadruple by 2075, growing to more than 9 percent of gross domestic
product (GDP) fromits current level of 2.5 percent. Asaconsequence, Medicare will
necessarily competewith other spending prioritiesfor amuch greater share of thefederal
budget or with private-sector spending for abigger share of the national economy—or
with both. Inthinking about how to addressthe substantial challengesthat theMedicare
program faces, however, it isimportant to recognize that they are not unique to Medi-
care; rather, they reflect the broader forces of an aging society, therising costsof health
care generally, and the looming long-range financial strainsthat will affect the federal
government and the economy as awhole.

Clearly, part of the challenge facing Medicare stemsfrom the demographic trends that
aremaking the country asawholeolder. From 1970to 2010, the number of Americans
ages20to 64 isprojectedtoincreaseby nearly 80 million; theelderly population by 2010
will have grown by about 20 million, or roughly one-fourth as much. In contrast, for
the period 2010 to 2030—when the baby-boom generation will retire—the number of
working-ageindividual sisprojectedto grow by about 10 million, whereasthe popul ation
ages 65 and older will increase by 30 million, or threetimesas much. The consequence
of those diverging patternsisthat the ratio of the elderly population to the population
in its prime working years—which stood at 19 percent in 1970—is projected to grow
from 21 percent today to 35 percent by 2030. Theratio isthen expected to continueto
climb (albeit at aslower rate) and could reach 42 percent in 2075. In other words, the
shift to an older society will accel erate as the baby-boom generation retires, and it will



persist afterwards, making the changesthat the nation faces—and their implicationsfor
the spectrum of federal tax and spending policies—more than just temporary.

Compounding those demographic pressures are the seemingly inexorable increasesin
health costs per person—~but that issue, too, is not limited to Medicare. Nationally,
health care expenditures as a percentage of GDP have more than doubled over the past
several decades, growing from 7.0 percent in 1970 to 14.8 percent in 2002. On a per
capitabasis, national spending for health care (in 2002 dollars) increased from $1,321
in 1970 to $5,366 in 2002, or at an average rate of about 4.5 percent per year—which
Isabout 2.4 percentage points faster than the growth of the underlying economy. The
factorscontributingtothetrendinreal (inflation-adjusted) per capitahealth care spend-
ing include expansions in insurance coverage, rising income, medical price inflation
in excess of general inflation, and the aging of the population—»but the major impetus
has been the devel opment and diffusion of new medical technology. At the sametime,
it should be noted that improvementsin that technol ogy—whil e costly—haveincreased
the health care system’ s potential to deliver high-quality care. If the adoption of new
technol ogy isdriven by the needs of patients, theval ue of thoseimprovements may well
exceed their cost.

Over the 1970-2002 period, M edicare spending hasrisen even morerapidly than national
health expenditures, growing eightfold even after adjusting for inflation. As ashare
of GDP, Medicare costsrose from 0.7 percent in 1970 to their current level of 2.5 per-
cent. Although cost growth on aper-enrollee basis has been volatile, it hasal so tended
to rise at amuch faster pace than the economy has grown. Over the period, real costs
per enrollee grew more than twice as fast as the economy—specifically, at the rate of
per capita GDP plus 2.8 percentage points. One reason that total M edicare costs have
grown more quickly than overall health costs is that the number of beneficiaries has
grown more quickly than the U.S. population as a whole, owing both to program
expansions and to the increase in the share of Americanswho are elderly. Interms of
costsper beneficiary, the growth of Medicare spending isduein part to the samefactors
that have driven increasesin health care spending nationally, but it also reflectslegis-
lative and administrative expansions of the program’ s benefit package.

In general, precisely determining each factor’s effect on overall program spending is
difficult. Asanillustration, however, consider spending for servicesprovidedtofee-for-
serviceprogram enrolleesduring acute care hospital stays(which now account for about
one-third of Medicare’ stotal costs). The program’s total spending for those services
grew by 261 percent between 1972 and 1998, after adjusting for general inflation



Tablel.
Sour ces of Fee-for-Service M edicare Cost Growth for
Acute Care Hospital Services

Percentage

Percentage Share of
Increase, Total

1972 1998 1972-1998 Increase
Total Costs (Millions of dollars) 21,744 78,522 261.1 100.0
Number of Beneficiaries (Millions) 21.1 32.0 51.3 30.3
Admissions per Beneficiary 0.302 0.365 20.9 12.3
Cost per Admission (Dollars) 3,408 6,724 97.3 57.4

Source:  Congressional Budget Officebased on Department of Health and Human Services, Health Care Financing Administration, Health
Care Financing Review: Medicare and Medicaid Satistical Supplement, 2000.

Note: The costs noted in the table (which arein 1998 dollars) reflect inpatient costs for fee-for-service enrollees at acute care hospitals.

(see Table 1). That growthintotal spending isthe product of three factors: increases
inthe number of M edicarebeneficiaries; increasesinthe number of hospital admissions
per beneficiary; and—the most important factor—increases in the real cost per
admission. That cost nearly doubled over the period in real terms and accounted for
57.4 percent of the overall growth. Over the same period, the number of enrolleesin
the fee-for-service program increased by about 50 percent, contributing 30.3 percent
of therisein spending. The number of hospital admissions per beneficiary grew more
slowly and accounted for only 12.3 percent of the increase in total costs.

Onevaluablefeature of such abreakdownisthat it highlightsthefactorsdriving Medi-
care spending that lawmakers can influence and those that they cannot. In this case,
costs per admission reflect the mix of, and pricesfor, therapiesor servicesprovidedin
an average admission. Today, policymakers can directly control only one of those two
components. the price paid for agiven service, which isupdated annually as specified
by statute. Thus, for example, lawmakers can seek to change the increase in payments
for procedures such as a coronary artery bypass graft, but they do not control the share
of total admissionsaccounted for by each procedure—which resultsfrom decisionsmade
by doctors and their patients. The payment systems that are established in law do in-
fluencehow doctorsand other health care providersmaketreatment decisions. Similarly,
featuressuch asthe cost sharing for those services can affect what beneficiarieschoose
todo. But theimpact of changesin policy onthoseindividual decisionsiscomplicated
and far from direct.



CBO’sProjections of Medicare Spending Under Current Law

With that historical view in mind, let me turn now to CBO'’s projections of Medicare
spending for the next 10 years, which were updated in March. CBO projectsthat gross
outlays for Medicare benefits will total $271 billionin 2003 and $3.9 trillion over the
2004-2013 period (see Table 2). Asashare of the economy, those Medicare outlaysare
projectedtorisefrom 2.5 percentin 2003t0 2.9 percent in 2013, on average constituting
2.7 percent of GDP over the 2004-2013 period. After deducting projected premium
payments by beneficiaries—which amount to $28 billionin 2003 and $461 billion over
the 10-year period—CBO estimates that net spending for Medicare benefits will total
$243hbillionin 2003 and $3.4 trillionfrom 2004 through 2013. All of CBO’ sprojections
reflect the assumption that current law remains unchanged, thereby establishing the
“baseline” for legidative proposals.

Focusing on the program’ s growth rates, CBO projectsthat net spending for Medicare
benefits will increase by 5.9 percent in 2003 and will grow at an average annual rate
of 6.8 percent over the 2004-2013 period. Inrecent years, the annual rate of growth of
Medicare spending has varied considerably. Growth averaged 1.2 percent annually
during the 1997-2000 period but hasaveraged morethan 8 percent sincethen. Spending
for benefitsprovided under Part B of Medicare (Supplementary Medical Insurance) grew
particularly rapidly in 2002, driven by a significant rise in the volume and intensity of
physician servicesand by increases of about 20 percent in spending for durable medical
equipment and physi cian-administered pharmaceuticals. Costsfor Part A of Medicare

Table 2.
Summary of CBO’s March 2003 Baseline Pr oj ections
of Medicare Benefit Outlays (By fiscal year)

Average Annual
Rate of Growth,
Billions of Dollars 2004-2013
2003 2004-2013 (Percent)
Gross Benefit Outlays 271 3,880 6.9
Premiums -28 -461 8.2
Net Benefit Outlays 243 3,419 6.8

Source:  Congressional Budget Office.

a. Outlaysexcludespending by Medicarefor quality improvement organizations, health carefraud and abusecontrol, and other administrative
costs. Total spending on those activitiesis projected to be $5.4 billion in 2003. Of that amount, $3.8 billion is subject to appropriation.




(Hospital Insurance) also rose sharply, including a 10 percent increasein spending for
Inpatient hospital services.

The projected growth ratesof Medicare’ spaymentsvary by servicetype. Total payments
to hospitalsfor inpatient services and payments to physicians, which together account
for two-thirdsof the program’ soutlays, arethe d owest-growing components of spending
for fee-for-serviceenrollees, respectively averaging 6.4 percent and 5.9 percent annually
in CBO’ sbhasdline projectionsthrough 2013. By contrast, rates of growth for the costs
of other services—for example, those provided by home health agencies and non-
physician professionals—areprojected to average 10 percent to 13 percent annually (but
will still constitute arelatively small share of total Medicare spending).

Over the next decade, CBO expectsseveral factorsto play amajor roleinthe program’s
cost growth. Thosefactorsincluderisinglevel sof enrollmentin Medicareand automatic
Increases in payment rates for many services in the fee-for-service program (to adjust
rates for rising input costs). CBO also projects changes in the use of Medicare’ s ser-
vices, reflecting anincrease in the number of servicesfurnished per enrollee aswell as
ashiftinthe mix of servicestoward those that are higher priced and (often) more tech-
nologically advanced. In part offsetting the effects of those spending components on
total costswill besmall or negative updates (adjustments) to payment ratesfor physician
services and smaller updates (relative to cost increases in the fee-for-service program)
to the rates paid to Medicare+Choice plans.

Specifically, increases in payment rates account for about 45 percent of the projected
risein Medicare spending over the next decade; the other 55 percent isequally divided
between increases in enrollment and changes in the quantity and mix of services
delivered per beneficiary. As noted above, payment rates are the easiest factor for
policymakersto control. Ratesfor many services are automatically adjusted for rising
input costs. In the past, legislation has frequently limited those increases to less than
thefull change estimated for those costs. Since 1990, for example, updatesto payment
rates for hospital admissions have averaged about 1 percentage point less than the
Increase in the market-basket index used to measure increases in the cost of hospital
inputs. Under current law, however, payment ratesfor services furnished by hospitals
and many other providers will automatically rise by the full amount of theincreasein
estimated input costs, asaresult of the expiration of many of the provisions contained
in the 1997 Balanced Budget Act.

Medicare’' s payment rates for physician services are subject to avery different update
formula. Most recently, the Balanced Budget Act established an ongoing target for
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cumulative spending for physician services (and services that accompany physician
visits). By statute, that target isautomatically adjusted each year for changesin physi-
cians input costsand inthe program’ senrollment—plusthe changein GDP per capita.
(Future effects of enacted legislation and of regulation are also taken into account.) In
the absence of per capita GDP growth, thereal (inflation-adjusted) target for spending
per enrollee remains unchanged. Increasesin GDP per capitathusact asan allowance
to cover increases in the number and average cost of services being furnished per
enrollee as technology and medical practices evolve over time. If total spending for
physicians deviatesfrom that allowance—in either direction—then the annual updates
to payment ratesare adjusted over aperiod of several yearsto bring cumul ative spending
back in line with the target.

By the time payment rates were set for 2002, expenditures for physician services had
exceeded the cumulative target, so rates for those services were reduced by about
5 percent, and a further reduction of 4.4 percent was originally scheduled for 2003.
However, the Department of Health and Human Services invoked a provision of the
2003 Consolidated A ppropriations Resol ution to increasethe cumul ativetarget for 2002.
Asaresult, payment ratesfor physician servicesin 2003 wereincreased by 1.6 percent.

Nevertheless, CBO projectsthat spending for physician services will again exceed the
target in 2003 and remain above it on acumulative basisthrough 2013. Therefore, in
the absence of further legidative action, payment rates for those services are likely to
decline (in absolute terms) for the next severa years. (For example, last month the
Centersfor Medicareand Medicaid Servicesrel eased avery preliminary estimate of the
physician fee schedul eupdatefor calendar year 2004 indicating that payment ratescould
becut by 4.2 percent.) Atthesametime, thetotal volume of servicesprovided will con-
tinuetoriseasthenumber of beneficiariesincreasesand the number of servicesprovided
per beneficiary grows. Asaresult, CBO projectsthat total M edicare spending for physi-
cian services—which isthe product of the prices paid and quantities used for the mix
of servicesprovided—will rise each year through 2013, on both an aggregate and a per
capitabasis. | should reiterate here that those projections reflect CBO'’ s best estimate
of what will occur under the assumption that no changesare madein current law; inthe
past, lawmakershave often acted to modify those payments, whether to correct discrep-
ancies between payment rates and the costs providers incur or for other purposes.



Medicare's Long-Term Financing Challenges

Although the 10-year budget window for Medicare now includesenrollment of thefirst
wave of the baby-boom generation—those individuals born between 1946 and 1948,
who will turn 65 by 2013—a compl ete picture of the program’ sfiscal outlook requires
an even longer view. Toward that end, CBO projected the cost of Medicare asashare
of GDPout to 2075 to show how much of the country’ sproduction of goodsand services
would be needed to pay for the program asit is currently structured. Although we are
continuing to refine our projection models, CBO currently estimates that Medicare’s
costs as a percentage of GDP will risefrom 2.5 percent in 2003 to 9.2 percent in 2075.
Approximately 30 percent of that growth is due to society’s aging and the resulting
increaseinthenumber of Medicare beneficiaries; theremaining 70 percent isattributable
to the growth of health care costs per enrolleein excess of the rate of growth of GDP
per capita (see Figure 1).

For asense of the magnitudesinvolved, if the Medicare program’ s costs accounted for
9.2 percent of GDP today, they would equal half of what is now spent by the entire
federal government. If the program’ shigher costswere simply added to current federal
spending, total federal recel pts (which currently absorb about 18 percent of GDP) would
haveto beone-thirdlarger to balancethebudget. Andif thoseincreased costswerepaid

Figure 1.
Projected Long-Term Growth of Medicare Spending

(Percentage of GDP)
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for entirely through apayroll-based tax, theratefor Social Security and Medicare, now
set at 15.3 percent on the earningsof most workers, would have to morethan double—a
rise equal to roughly $6,000 per worker (that is, $3,000 each for the worker and his or
her employer).

Of course, the fiscal challenges facing Medicare will occur in parallel with those for
Social Security and Medicaid. Those three programs now absorb 8 percent of GDP,
but if CBO’ s projections hold, that figure will riseto 14 percent by 2030. Beyond that
point, spending pressureswill only intensify, with lifeexpectancy continuing toincrease
and health costs continuing to grow. CBO projectsthat by 2075, the cost of the three
programscould climbto 21 percent of GDP, thelargest portion of which would beattrib-
utableto Medicare. Toaccommodatetheincreasein spending, either taxeswould need
to be raised dramatically or spending on other federal programs would have to be cur-
tailed severely—or federal borrowing would soar.

For Medicare, the most significant factor affecting those projections is that annual
growth of spending per beneficiary is expected to increase faster than per capita GDP
growth—Dbut much lessquickly thaninthe past. CBO’ scurrent projection assumesthat
per capita Medicare spending will eventually grow 1 percentage point faster than per
capitaGDP, aratethat issubstantially slower than the 2.8 percentage-point “ excesscost”
ratethat the program hasexperienced over the past 32 years(part of which hasbeen due
to program expansions). CBO’ sassumption of an eventual decelerationintherelative
riseof health carecostsisconsistent withthat of the M edicaretrustees (aswell asothers)
and reflects the view that forces within the health care sector will operate to slow the
rate of growth somewhat.

But that assumption might betoo optimistic, and even seemingly small deviationsfrom
it could have significant economic implications when costs are projected over long
periods. For example, if thegrowth of per capitaM edicare costsslowed only totherate
of per capitaGDP growth plus 1.5 percentage points, then program outlayswoul d equal
5.4 percent of GDPin 2030 and 13.2 percent in 2075 (and if the health sector asawhole
grew at that rate, it would account for morethan half of the economy’ soutput by 2075).
Adding to the uncertainty isthe potential for program expansions, because enacting a
new prescription drug benefit or easing existing limits on paymentsto providers could
exacerbate the rising long-term spending trajectory.



Prescription Drug Coverage and Spending

| would now liketo describe CBO'’ slatest projectionsof prescription drug coverageand
spending for the M edicare population under current law. | offer them not just because
they serve as the basis for our estimates of |legidlative proposals to add a drug benefit
to Medicare but also because they may provide useful insights for the design of such
proposals.

Most Medicare beneficiaries now have coverage for prescription drugs at some point
intheyear, but the extent of that coverage varieswidely. CBO’sanalysis of the Medi-
care Current Beneficiary Survey indicatesthat in 2000 (the most recent year for which
dataareavailable), 75 percent of the M edicare popul ation—or roughly 30 millionindi-
viduals—had some form of insurance coverage for the costs of prescription drugsfor
at least part of the year; 25 percent—or roughly 10 million beneficiaries—had no drug
coverage. Beneficiarieswho have coveragefor their drug costsobtainit fromavariety
of sources. For example, nearly 30 percent of M edicare beneficiariesobtained coverage
through employer-sponsored retiree benefits, and another 16 percent had coverage
through the Medicaid program. About 12 percent of beneficiariesare estimated to have
had drug coveragethroughindividually purchased medigap policies, whiletheremainder
obtained coverage through a Medicare+Choice plan or from another state or federal
program.

CBO' sestimates of thetotal number of M edicare beneficiaries grouped by income and
the share of them who lacked drug coverage throughout 2000 appear in Figure 2. Al-
though the fraction of beneficiarieswithout coverage varied from 32 percent (for those
with income between 100 percent and 150 percent of the federal poverty level) to 22
percent (for those with income exceeding 400 percent of poverty), CBO’smainfinding
isthat thedifferencesacrosstheincome spectrum arenot dramatic. Thevarying degrees
of coverage are likely to reflect both difficultiesin obtaining private drug coverage as
well asrational “nonpurchase’ of such coverageby beneficiarieswithlow levelsof drug
spending.

Clearly, the extent of the drug coverage that M edicare beneficiaries have today—and
whether and how that coverage should be added to Medicare—is of central interest to
policymakers, for two reasons. the elderly and disabled as a group use substantial
amountsof prescription drugs, and their spending for such drugshasbeenrisingrapidly
in recent years. CBO’s analysis indicates that Medicare beneficiaries bought about
$1,500 worth of drugs, on average, in 2000 and that more than 90 percent of benefi-



Figure 2.
M edicar e Beneficiariesin 2000, by Income L evel
and Drug Coverage
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ciariesfilled at least one prescription that year. Overall, about three-eighths of those
costs were paid out of pocket, afigure that combines the payments of those without
coverage (who pay the full cost of their drugs) and those with coverage (who incur
copayments and deductibles). When average drug spending and out-of-pocket costs
for Medicare beneficiaries are broken down by beneficiaries' level of income, again,
themainfinding isthat average spending—aboth total and out-of -pocket—isremarkably
similar for all income groups (see Figure 3).

AsFigure4indicates(see page 12), animportant consideration in designing any Medi-
caredrug benefitishow it will affect the out-of-pocket costs of enrolleesaswell asthe
large amount of payments currently made by third parties (including other federal pro-
grams). For example, in 2000, the 8.5 million Medicare beneficiaries with income
between 200 percent and 300 percent of the poverty level used about $13 billion worth
of drugs. Beneficiaries paid about $5 billion of that cost directly, and $8 billion was
paid on their behalf. (Beneficiaries ultimately pay part of those covered costsif they
pay apremium for their coverage.)
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Figure3.
Aver age Prescription Drug Spending in 2000 by and for
M edicare Ben€ficiaries
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CBO’s Projections of Future Drug Spending
Astheabovedataillustrate, elderly and disabled M edicare beneficiariesnow consume
substantial amounts of drugs. In addition, their spending is projected to continue
growing at arapid pace (asisdrug spending for the country asawhole). For the period
2004 through 2013, CBO estimatesthat spending for prescription drugs by and on behal f
of the Medicare population will total roughly $1.8 trillion, or nearly 50 percent of the
projected $3.9trillionin Medicareoutlaysover that sameperiod. Over that period, CBO
expectsMedicarebeneficiaries average spending for prescription drugsto climb quickly
—at anaverage annual rate of about 9 percent—even in the absence of aMedicaredrug
benefit.

CBO'scurrent estimate of total drug spending isabout 4 percent higher than its projec-
tionlast year for the2003-2012 period. Typically, shifting the projection period forward
by one year adds a relatively expensive year and drops a relatively inexpensive one,
leading to alarger increase. Thisyear’sestimate, however, reflectstwo offsetting fac-
tors. new information about the degreeto which drug spending isunderreportedin cur-
rent surveys(which dightly lowered the starting point for the projections); and somewhat
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Figure4.
Total Prescription Drug Spending in 2000 by and for
M edicare Ben€ficiaries
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lower projections of therate of growth of drug spending (the result, in part, of slower-
than-expected economic growth in the near term).

I ssuesin Designing a Drug Benefit

Thefinancial challengesalready facing the Medicare program and the significant sums
that projectionsindicateitsbeneficiarieswill spend on drugscombineto makedesigning
adrug benefit for that program aformidable task. In considering how to design such
abenefit, it isuseful to begin with somekey principles of insurance design that—asan
economist—hel p methink through the compl ex i ssuesinvolved and arerel ated to some
of the options with which the Congressis now grappling.

Thefirst and foremost issue to confront is the structure of the benefit that is provided
—that is, the deductible and cost sharing it will require. In general, well-designed
insurance should reduce the risk of catastrophic financial losses yet leave individuals
to cover their routine, expected expenditures with their own resources. Such adesign
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would also reflect concern about the phenomenon known as* moral hazard”—inwhich
further coverage would induce additional and perhaps excessive demand for services.

Applying that principle would suggest that Medicare' s drug benefit should focus on
protecting beneficiaries against very high drug costs. If Medicare adopted some kind
of catastrophic approach, most enrolleeswould receive no paymentsin any given year,
but they woul d nonethel ess benefit from being protected against the possibility of cata-
strophic expenses. Several factorsrelatedtothenatureof drug spending, however, com-
plicatethe application of a“pureinsurance” approach. Thetwo most important factors
are the degree to which the distribution of drug spending is skewed and the degree to
which it is persistent.

Concentration and Persistence of Drug Spending

Although most M edicare enroll ees use some prescription drugs, the bulk of such spend-
ingisconcentrated among amuch smaller group. 1n 2000, about 26 percent of enrollees
had expenditures of $2,000 or more, and together they accounted for 65 percent of total
drug spending by theMedicare population. At thesametime, 32 percent of beneficiaries
had expenditures of $500 or less, making up about 4 percent of total spending.

Of course, skewed annual expenses by themselves are actually typical of insurance
markets, since insurance is usually purchased to protect against a small but relatively
randomrisk of alargeloss. What makesinsurancefor drug coveragedifficult to provide
Isthat prescription drug costs persist over time for the same enrollees. In particular,
alargeshareof drug spendingisassociated with treatment of chronic conditions—such
as hypertension, cardiovascular disease, and diabetes—which are often evident by the
timeindividualsbecomedigiblefor Medicare. Theresultisthat potentia enrolleeshave
important “private information” about their future drug costs. That fact makes stand-
alone drug coverage particul arly susceptible to adverse selection, in which enrollment
Is concentrated among those who expect to receive the most in benefits.

Indeed, those same facts help explain why beneficiaries may find it difficult today to
purchase private coverage for prescription drugs—or why catastrophic protection is
virtually unavailable except through subsidized retiree coverage or Medicaid. If bene-
ficiariesweregiven achoiceabout whether and whento purchaseindividual prescription
drug coverage, people with high drug costs would be most likely to participate. That
would drive premiums up, which in turn would reduce enrollment as enrollees with
bel ow-averagedrug costsdropped out. Intheextreme, that spiral couldleadto amarket
failureinwhich noinsurancewassold, evenif most peoplewould bewilling to pay more
than the average cost of apolicy that had broad enrollment. Thosetheoretical pressures
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arewdll illustrated in practice by today’ s market for new medigap policiesthat include
a drug benefit (which cover as much as half of an enrollee’s drug costs but cap the
benefit at $1,250 or $3,000 per year). Insurers that offer such policies often charge a
premium that represents avery large share of the maximum potential drug benefit—to
reflect theaverage cost of their enrollees. Similarly, thedrug coverageavailablethrough
M edicare+Choice plansis generally subject to caps.

Most proposals for a Medicare drug benefit have sought to correct for such market
failures by including coverage for catastrophic drug costs but, accordingly, must also
include measuresdesigned to avoid an adverse selection spiral. Onepotential approach
would beto make enrollment mandatory. A related option would integrate drug cover-
ageintothebenefit packagefor Part B of Medicare (and chargeacorrespondingly higher
premium), so that beneficiariescould not separatetheir choice of whether to obtain drug
coverage from their decision to purchase coverage for less predictable health costs.

But most of the drug benefit proposals devel oped in recent years have sought to keep
enrollment in the benefit as a separate option for the elderly and disabled. To mitigate
the potential for adverse selection, they would use some or al of the following three
methods:

» Restrict Participation. Most proposals have either given enrollees only one oppor-
tunity to choose the drug benefit—at the time they first become éligible for it—or
imposed asubstantial premium surcharge onthosewho delay enrollment. (Otherwise,
beneficiaries with low drug costs would simply wait until they needed coverage to
enroll.)

» ProvideUp-Front Coverage. Many proposal s have sought to make enrollment more
attractive for beneficiarieswith low drug costs by providing some coveragefor their
initial drug expenditures—for example, covering a substantial share of costs after
beneficiaries meet a deductible that can be as low as $100.

» Offer High Premium Subsidy Rates. Theextent of federal subsidization of premiums
for adrug benefit isakey determinant of total federal costsfor such a program both
because of the direct costs and because the availability of subsidies would lead em-
ployersand state M edi caid programsto encourage or requirefull participation. How-
ever, such subsidieswould al so serveto encourage other beneficiarieswithrelatively
low drug coststo enroll inthebenefit. M ost recent proposalshave containedrelatively
high subsidy rates—67 percent or higher—which meanthat enrolleeswould pay one-
third or less of the average covered costs through their monthly premiums.
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The Administration of a M edicare Drug Benefit

The way in which adrug benefit is administered also affectsits costs, and the options
for administrationinvolvemany of the sametrade-off sbetween insuranceand incentives
that ariseindesigning thebenefititself. Most recent proposal shave envisioned adopting
the common private-sector approach of using pharmacy benefit managers (PBMs) to
processdrug claims. Thoseproposa swould also give beneficiariesarangeof drug plans
from which to choose, either in conjunction with their choice of medical coverage or
asastand-alonebenefit. Theextent towhichtheorganizationsthat administered aMedi-
caredrug benefit could effectively constrainits costs woul d depend on the organi zations
having both the authority and the incentiveto use the various cost-control mechanisms
at their disposal. Proposalshavediffered, however, in the nature and extent of therisk
that the entities responsible for administering the benefit would assume, the kind of
restrictions that would be placed on them in managing drug costs, and the structure of
the competition among those entities to enroll and serve beneficiaries.

Private health plansuse PBM sto process claimsand negotiate pricediscountswith drug
manuf acturersand dispensing pharmacies. PBMsalsotry to encouragetheuseof certain
drugs, such asgeneric, preferred-formulary, or mail-order pharmaceuticals—in part so
that they can obtain lower prices for those preferred drugs that have competitors. In
addition, becauseof their centralized recordsfor each enrollee’ sprescriptions, they may
help prevent adversedruginteractionsand take other stepsto help beneficiariesmanage
their own drug use.

In the private sector, PBMs often have considerable leeway in the tools they can use,
but they do not assume any insurance risk for the drug benefit (although they may be
guided or selected by an employer or insurer who does bear theresidual risk). At most,
they may be subject to abonus or a penalty added to their administrative fee, whichis
based on how well they meet prespecified goalsfor their performance. Some proposals
have envisioned having PBMs or similar entities administer a Medicare drug benefit
In that way—accepting “ performance risk” but not “insurance risk.” 1n such models,
all costs for benefit claims would be paid by the federal government as they were
incurred.

Other proposal shave adopted adifferent model, more akintotherisk-based competitive
model characteristic of Medicare+Choice plans. Those proposals envision multiple
risk-bearing entities (such as partnerships between PBMs and insurers) that would
competeto serveenrollees. Enrolleeswould have some choiceamong providers, so that
beneficiaries who were willing to accept more-restrictive rules (such as a closed
formulary) in return for lower premium costs could do so, whereas others could select
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amoreexpensiveprovider withfewer restrictions. If theentitiesboreall of theinsurance
risk for the drug benefit—that is, if they received afixed per capita payment for each
enrollee—they would have strong incentives to use whatever cost-control tools were
permitted. However, such tools might be unattractive to many beneficiaries, and the
plans administratorswould al so have strongincentivestotry to achievefavorableselec-
tion by avoiding enrollees with the highest spending.

An additional concern about this model has been that entities might be unwilling to
participate if they had to assume the full insurance risk for a stand-alone drug benefit.
To mitigate that concern, proposals have included federally provided reinsurance for
high-cost enrollees as well as so-called risk-adjustment mechanisms that would vary
the per capita payments on the basis of enrollees’ characteristics, such astheir age or
previousdiseasediagnoses. (Reinsurance meansthat thefederal government sharespart
or all of the claims costs of high-cost enrollees.) Although reinsurance would reduce
theincentivesto avoid the highest-cost enrollees that risk-bearing plansface, it would
also tend to weaken the plans' incentives to control costs commensurately.

Complicating matters further, the incentives to control drug costs faced by entities
administering aM edicare drug benefit would not depend solely on how they were paid;
thefinancial incentivesthat beneficiariesfaced would also beakey consideration. Such
Incentivesmight includelower beneficiary premiumsfor joining plansthat could deliver
therequired benefitsfor alower overall cost, aswell assmaller out-of -pocket payments
in plans that were able to negotiate lower prices for the drugs they covered. If plans
competed primarily onthebasi sof the comprehensivenessof the coveragethey provided,
however, federal expenditureswould probably be higher thanif planscompeted on cost
factors. Moreover, to deviseaproposal that would require plansto bear insurance risk
but not allow beneficiaries premiums to vary with their choice of plan appears to be
difficult.

Although much dependson aproposal’ sspecific design and detail s, adrug benefit could
be structured so that entities bearing some insurance risk would choose to provideit;
further, such coveragewould probably beavailable acrossthe country. That conclusion,
which standsin contrast to the experience of the Medicare+Choice program, is based
inpart onthefact that thekind of competing pharmacy networksneeded to providesuch
adrug benefit are already well established nationwide. At the same time, CBO con-
cludesthat plans bearing insurancerisk would incur additional coststhat would not be
borne by PBM s that are subject only to performancerisk. Whether and to what extent
those added costs might offset any reductionsin federal coststhat accrued from having
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plan administrators face insurance risk would also depend on the specific provisions
of the proposal.

Finally, recent discussions have included the notion of linking drug coverage with
reforms of the delivery mechanism for Medicare' s benefits. For example, the Bush
Administration has put forward a set of principles for Medicare reform that suggests
an“integrated” approach combining drug benefitsand enrollment in private heath plans.
The budgetary implications of such an approach are, however, unclear—the Adminis-
tration estimated that itsinitiative would cost atotal of $400 billion through 2013 but
did not submit sufficient detailsfor CBO to makeitsown estimate. CBO ispreparing
to estimate the effects of any such proposals and looks forward to working with the
Congressif and when such initiatives are introduced as legislation.

Conclusion

Inconclusion, | would beremissif | did not emphasi zetheimportant trade-offsinvolved
in al of the policies now under consideration. Even when considered in isolation, a
M edi caredrug benefit might addressanumber of obj ectives—but objectivesthat might
bethought desirableintheabstract are often mutually incompatibl e, necessitating diffi-
cult choices. For example, providing extensivedrug coverageto all M edicare benefici-
ariesat alow costtoall partiesisnot possible; either enrollees’ premiumsor thegovern-
ment’ s subsidy costswould be high. If most of the costs were paid through enrollees
premiumsto keep federal spending low, some M edicare beneficiarieswould beunwilling
or unable to participate in the program, particularly if coverage was limited to cata-
strophic expenses. If, instead, costs were limited by capping the annual benefits paid
to each enrollee, the program would fail to protect participantsfrom theimpact of cata-
strophicdrug costs. Proposalshavetaken variousapproachesto bal ancethose competing
objectives.

Looking at the Medicare program as awhole, the choices may be even more stark. If
the program continuesto operate asit is currently structured, its costs will rise signifi-
cantly—evenintheabsence of program expansions such asaprescription drug benefit.
Inlight of that outlook, policymakers may wish to incorporate two featuresin their ap-
proach to Medicare policy: arecognition of the larger economic and budgetary trade-
offs, and consideration of the program structure that would best support Medicare's
overall objective of providing financing for high-quality medical care for the elderly
and disabled.
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With regard to economic and budgetary trade-offs, two issues stand out. First, to the
extent that the U.S. economy grows at a healthy pace, it will be better able to meet the
Medicare population’s demands for health care. Put differently, the overall level of
national incomeavailableinthefutureconstitutesthereservoir fromwhichtheresources
for both private needsand public programswill bedrawn, and the nation must endeavor,
inmaking publicpolicy, toenlargethat reservoir to the greatest degree possible. Second,
the potential pressures on the federal budget from Medicare and other sources will
necessitate trade-offs with other spending prioritiesif federal programs areto remain
closeto their historical fraction of national income.

Alternatively, public policy may steer acoursetoward devoting alarger fraction of the
federal budget and the economy asawholeto Medicare. Evenif that occurs, it will be
desirable to use those Medicare funds as efficiently as possible—to purchase the
highest-value carewith each dollar. Medicarebeneficiaries(or their families), together
withtheir health care providers, arebest positioned to guidetheuse of additional dollars
and to choose services that meet therapeutic demands and match individual tastes.
Providing those partieswith abroader range of choicesand improved information, and
ensuring their sensitivity to the cost of those services, should facilitate better decision-
making. At the same time, an appropriate balance must be struck between providing
stronger financial signals to beneficiaries about the cost of their care and providing
protection against greater financial exposure—inthe programasawholeandinany drug
benefit that is added to it.

This concludes my testimony, and | ook forward to answering any questions that the
Committee may have.

18















