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Executive Summary 

As of January 1, 1999, Massachusetts 
Medicare HMOs stopped offering products 
with unlimited prescription drug coverage, 
as had previously been mandated by state 
law, and have instead offered only limited 
prescription drug coverage with caps 
ranging from $300 to $800 per year. As a 
result, the 6 1,000 individuals who 
previously purchased an unlimited HMO 
drug benefit lost that benefit. The 
Massachusetts HMOs have operated 
transitional assistance programs for their 
enrollees who lost unlimited drug coverage 
this year. Those transitional programs are 
scheduled to expire at the end of 1999. 

The lack of drug coverage for Medicare 
beneficiaries opens a significant gap in the 
health care structure covering the 
Commonwealth's seniors. New drug 
therapies are increasingly available to treat 
many of the conditions that afflict our 
seniors, creating a high level of demand. 
This demand is frustrated by the high cost of 

> Trends in Drug Expenditures and 
Utilization: Prescription drug costs are 
increasing more rapidly than aggregate 
health care expenditures and far more 
rapidly than inflation. Driving this 
increase is the use of extremely 
expensive new drugs to treat chronic 
conditions. This is particularly true for 
seniors. who generally need multiple 
expensive prescription medications than 
other segments of the population but 
have less access to coverage. 

> Insurance Versus Assistance: 
Prescription drug coverage has become 
such a. difficult issue because a small 
number of patients are responsible for a 
disproportionate amount of the costs. 
making private insurance unprofitable. 
In economics, this problem is known as 
adverse selection. By sponsoring 
catastrophic insurance for all seniors, 
the State will most effectively address 
this problem. 

new drugs, the absence of mandated "r The Local Market: Due to changes in 
Medicare coverage for outpatient federal law and the problem of adverse 
prescription drugs, and the lack of selection described above, 
affordable Medicare supplemental coverage Massachusetts seniors recently lost 
for drugs. access to unlimited drug coverage. The 
The Cellucci-Swift Administration proposed Cellucci-Swift Administration is 
in July of this year to bridge the coverage focused most heavily on this need until a 
gap with an insurance program that would federal solution is enacted. 
address the risk of catastrophic drug costs 
for seniors. The Legislature's budget 
agreement seeks instead to expand the 
current Senior Pharmacy program, providing 
state assistance for drug costs below $1,250 
per year for low-income seniors. This issue 
brief summarizes the issue and compares the 
two approaches, considering the following 
circumstances: 

> National Medicare Reform 
Discussions: Ultimately, the Federal 
government should be responsible for 
drug coverage of Medicare 
beneficiaries. The fact that the program 
has no outpatient drug benefit currently 
is an artifact of an era when drugs were 
not an essential part of the treatment 
regimen for many patients. 



Trends in Drug Expenditures and Utilization 

From 1990 to 1997, national aggregate expenditures for prescription drugs increased from $37.7 
billion to $78.9 billion. In recent years, the annual rate of increase in prescription drug 
expenditures has grown from 10.6% in 1995 to 13.2% in 1996 to 14.1% in 1997. Some sources 
put the annual rate of increase for 1998 at 18.4%, more than three times the average annual 
increase in health-related spending overall since 1992.' For 1999, drug spending is expected to 
rise between 14% and 18%. while all health spending is expected to increase 5.3%.' 
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The reasons for these dramatic increases in pharmaceutical expenditures are complex. Increases 
in drug prices account for only about 3.2% of the increase in spending in 1998. Other important 
factors include increased consumer demand for expensive new brand-name drugs, which is linked 
with increased direct-to-consumer marketing by pharmaceutical manufacturers since a 1997 
change in federal law relaxed certain advertising restrictions.' In addition, drug manufacturers 
have produced a large number of new and expensive medications aimed at treating debilitating 
diseases such as AIDS, arthritis, and Alzheimer's disease. Many of the expensive new 
medications tend to be used more widely than their predecessors, over a longer period of time, for 
a broader range of long-lasting diseases.' 

Drug prices have presented particular financial strains in the United States. While other countries 
rely on some form of government price controls or rationing to keep drug costs down, the U.S. 
relies on the market. As a result, U.S. pharmaceutical firms lead the world in new drug 
development. U.S. drug prices are typically one-third higher than prices in Canada, 60% higher 
than in Great ~ri tain. '  

I Barents Group LLC, "Factors Affecting the Growth of Prescription Drug Expenditures," July 9, 1999 
(prepared for the National Institute for Health Care Management using data from the Health Care Financing 
Administration and Scott-Levin's Source Prescription Audit data). 
2 M. Gluck, "A Medicare Prescription Drug Benefit," National Academy of Social Insurance April 1999 
Medicare Brief. 
' E. Tanouye, "Drug Dependency: U.S. Has Developed an Expensive Habit; Now, How to Pay for It?'The 
Wall Street Journal, Nov. 16, 1998. 
4 Ibid. 
' Ibid. 



The impact of rising drug prices and the high cost of new drugs hits the nation's seniors 
particularly hard: 

People age 65 or older make up approximately 12% of the U.S. population, but 
consume almost 35% of all prescription drugs.6 

On average, people over 65 fil l  between nine and twelve prescriptions a year, 
compared with two or three for people between 35 and 44.7 

Surveys have shown that about 80% of Medicare beneficiaries take at least one 
prescribed drug every day.' 

One in five elderly people takes at least five prescription medications a day.9 

About 2.2 million seniors pay more than $100 a month for drugs. and many pay even 
more. lo 

As scientific advances continue to yield new drugs useful in treating conditions that afflict 
primarily seniors, and as such advances make innovative but potentially costly new drugs 
available, the situation for seniors is not likely to improve. Moreover, the numbers of people over 
65 will double to about 70 million by the year 2030, growing to 20% of the U.S. population. 

Medicare and Medicare Supplemental Insurance 

The Medicare program provides insurance coverage to people over age 65. people with 
disabilities and people with end stage renal disease. However, Medicare does not cover all the 
costs Medicare beneficiaries incur in connection with health services. Significantly, it does not 
provide coverage for outpatient prescription drug costs.'' 

Because Medicare coverage is not comprehensive, many beneficiaries have supplemental or 
"Medigap" insurance to f i l l  in some of the gaps in Medicare coverage. Some beneficiaries receive 
employer-sponsored Medigap coverage as part of their retiree health benefits. Others purchase 
Medigap insurance products directly. Still others enroll in Medicare managed care plans (or 
"Medicare HMOs"), which cover all traditional Medicare benefits and also offer additional 
benefits, such as preventive services or dental and vision care services, and in some cases, 
outpatient prescription drug coverage. Other sources of supplemental coverage include Medicaid 
(for those whose income does not exceed the federal poverty level), Department of Veterans 
Affairs and Department of Defense Programs. and various state-sponsored programs. In 

6 L. Lagnado, 'The Uncovered: Drug Costs Can Leave Elderly a Grim Choice: Medicine or Necessities," 
The Wall Street Journal. Nov. 17, 1998. 
7 E. Tanouye, "Drug Dependency: U.S. Has Developed an Expensive Habit; Now, How to Pay for It?" The 
Wall Street Journal, Nov. 16, 1998. 
' M. Davis, et al., "Prescription Drug Coverage, Utilization and Spending Among Medicare Beneficiaries," 
1999 Health Affairs 18, JanuaryIFebruary, pp. 231-243. 
9 L. Lagnado, "The Uncovered: Drug Costs Can Leave Elderly a Grim Choice: Medicine or Necessities," 
The Wall Street Journal, Nov. 17, 1998. 
10 Ibid. 
I I There are certain limited exceptions to this rule. For example, Medicare does cover certain 
immunosuppressant medications for transplant patients, oral anti-cancer drugs and certain other narrow 
categories of drugs. 



Massachusetts, the Senior Pharmacy Program operated by the Executive Office of Elder Affairs 
w&+p and the Division of Medical Assistance provides a limited benefit of $750 per year for seniors 

who apply and meet the income eligibility limit, currently 150% of the ~edera l  Poverty Level 
(FPL). " 

Nationally. approximately 65% of Medicare beneficiaries have some form of drug coverage. 
compared with 80% of people employed in medium and large firms, according to the Bureau of 
Labor ~tatistics." Medicare beneficiaries who have drug coverage usually obtain it through 
employer-sponsored retiree benefits or through individually-purchased Medicare supplemental 
policies (including Nledicare HMO policies).'" However, about 19 million seniors have little or 
no drug coverage.15 Those who can least afford to pay for their drugs - beneficiaries with the 
lowest incomes - are the least likely to have drug coverage, and those most likely to need drug 
coverage - those with fair or poor health status -are no more likely than their healthier 
counterparts to have drug coverage.16 

The Massachusetts Medicare Supplemental and Medicare HMO Market 

In 1994, Massachusetts enacted a Medicare Supplemental Insurance law that required that all 
insurers offering Medigap products and Medicare HMO plans offer at least one product with 
unlimited prescription drug coverage. The requirement was intended to create a "level piaying 
field" among insurers participating in the Medicare Supplemental market, so that each insurer and 
HMO would be in a position to accept Medicare beneficiaries with high-cost drug needs and no 
single insurer would have to incur the cost of covering all high-cost enrollees. 

By 1998, some 61,000 Massachusetts Medicare beneficiaries had enrolled in Medicare HMO 
plans offering unlimited drug coverage. Those enrollees paid monthly premiums averaging $75- 
80 in 1998, and premium prices for those plans were projected to reach $100 per month in 1999. 
At the same time, some 83,000 Massachusetts Medicare beneficiaries enrolled in other Medigap 
plans offering unlimited drug coverage, such as Blue Cross and Blue Shield's Medex Gold. and 
paid monthly premiums of approximately $260. 

The Massachusetts Medicare supplemental insurance market changed abruptly, however, when a 
federal court ruled in October of 1998 that due to "Medicare + Choice" Medicare reform 
provisions in the Balanced Budget Act of 1997, the Commonwealth could no longer enforce the 
unlimited drug benefit requirement with respect to Medicare HM0s.17 AS of January 1, 1999, 
Massachusetts Medicare HMOs stopped offering products with unlimited prescription drug 
coverage and have instead offered only limited prescription drug coverage with caps ranging 
from $300 to $800 per year. As a result, the 61,000 individuals who previously purchased an 
unlimited HMO drug benefit lost that benefit, and 115,598 individuals who had been enrolled in a 
Medicare HMO without a drug benefit in 1998 received a limited drug benefit for free in 1999. 
The Massachusetts HMOs have operated transitional assistance programs for their enrollees who 

" For a person over 65 in 1999, 150% of the Federal Poverty Level = $1 1,288 
l 3 M. Davis, et al., "Prescription Drug Coverage, Utilization and Spending Among Medicare 
Beneficiaries," 1999 Health Affairs 18, JanuaryIFebruary, pp. 231-243. 
14 AARP, "Medicare Beneficiaries and Prescription Drug Coverage: Gaps and Barriers" 
l j L. Lagnado. "The Uncovered: Drug Costs Can Leave Elderly a Grim Choice: Medicine or Necessities," 
The Wall Street Journal, Nov. 17, 1998. 
16 AARP, "Medicare Beneficiaries and Prescription Drug Coverage: Gaps and Barriers" 
17 Massachusetts Association of Health Maintenance Organizations v. Ruthardt. Civ. Action No. 98-1 1933- 
RGS, October 30. 1998 (U.S. Dist. Ct. Mass.). 



lost unlimited drug coverage this year. Those transitional programs are scheduled to expire at the 
end of 1999. 

Proposals Currently Before the Legislature 

Earlier this year, the Cellucci-Swift Administration, the House, and the Senate each offered a plan 
to address the lack of available and affordable prescription drug coverage for seniors in 
Massachusetts. More recently, the legislative leadership announced agreement on a compromise 
plan for inclusion in the FY 2000 General Appropriation -4ct. The compromise proposal is based 
on a subsidy-type approach to the issue, while the Administration's is based on an insurance-type 
approach. Below is a comparison of the Administration proposal and the Legislative 
compromise. 

1 Administration Proposal 1 Legislative  omp promise'^ 
Benefit: 1 Unlimited insurance coverage after Expand the benefit available through 

deductible; modest ~ o - ~ a ~ i e n t s .  Co- 
payment levels currently built into 
the model are $8 for generics, $20 for 
brand name drugs and $35 for non- 

the existing Senior Pharmacy 
Program from $750/yr to $125O/yr. 
Study using funds from the Tobacco 
Settlement for a catastrophic 

1 1 preferred brand name drugs. 1 Program. 1 

Deductible Subsidy: 

Eligibility: 

$750 for those at or below 150% FF'L 
-same as the current Senior Pharmacy 
Program benefit (to kick in after 
exhaustion of any other drug insurance 
benefits for those who have such a 

1 benefit). I 
Premium: 1 $49/mo - This amount reflects a 10% 

Open to a l l  seniors (65 and over). 

1 1 discount that will be available to all 1 

Expand eligibility for the Senior 
Pharmacy Program, now open only to 
seniors whose income does not 
exceed 150% FPL, to include seniors 
and younger adults with disabilities 
whose income does not exceed 1 8 8 9  
FF'L. 

Premium Subsidy: 

Deductible: 

Discounts: 

seniors who join the plan as soon as it 
starts (or as soon as they become 
eligible). Seniors who join the plan 
later will pay a higher premium. 
100% for those at or below 150% 
FPL (covers full premium). 10% for 
those above 150% FPL (brings 

$1500/yr. 

premium to $49). 
All enrollees will receive discounts 

None 

on drugs of approximately 22% lower 
than averase wholesale price. The 
Commonwealth will contract with a 
private pharmacy benefit manager or 
insurance company to negotiate 
discounts with pharmaceutical 
manufacturers and to administer most 
other aspects of the program. 

Not Applicable 

Not Applicable -7 
Not Applicable m 
In most respects, it appears that the 
compromise proposal would operate 
much like the current Senior 
Pharmacy Program does, with 
copayments of $10 or  less per 
prescription required of enrollees. an 
open formulary, and rebates of 
approximately 2070 off of average 
wholesale price that benefit the 
Commonwealth, not the enrollees. 

Description of  Legislative Compromise  based on  Press Release and subsequent news coverage 



As noted, the compromise proposal would be funded at $5 1 million. Under the Administration 
proposal, benefits for those enrollees who incur high drug costs are financed by the premium payments 
made by all enrollees in the plan (paid by the Commonwealth on behalf of low-income enrollees). Thus, 
the success of the plan in supporting those enrollees who incur high drug costs depends on the payment of 
premiums by a large number of enrollees who will not actually incur those high costs. Adverse selection 
occurs when a disproportionate number of individuals with high drug cost needs enroll in the plan. 
Avoiding adverse selection is a major concern in designing any insurance-based plan. T o  avoid adverse 
selection in the Administration's plan, the $49 premium will be made available only to those seniors who 
enroll when they are first eligible. Those who wait until they are older or until they have developed a high- 
cost drug need will have to pay a higher premium, which would be set using actuarial guidelines. The 

. conditional nature of the $49 premium and the benefits the plan provides would also have to be marketed 
aggressively. The premium level in the Administration's plan is based on information obtained through 
focus groups conducted over the last year with healthy and relatively young seniors and o n  actuarial 
analysis provided by a national benefits consulting and actuarial services firm. The premium level and 
state program cost estimates are based on the following enrollment projections for the first full year of the 
plan: 

1 Total Eligible / Projected Enrollment Premium Revenue to 1 

The Administration's plan would be funded with the current $30 million Senior Pharmacy 
Program appropriation plus additional funds from the Tobacco Settlement. Annualized aggregate 
costs for the program would be approximately $52.2 million in the first year ($33.3 million in 
premium subsidies and $18.9 million in deductible subsidies) and $67.9 million ($44 million in 
premium subsidies and $23.4 million in deductible subsidies) in the second year. The program is 
proposed as a two-year plan. 

Plan 
Seniors 5 150% FPL $30 million from the 

Comparison of Benefits under the Proposals: Insurance Versus Assistance 

Seniors > 150% FPL 

The subsidy approach and the insurance approach typified by these proposals are based on 
fundamentally different goals. While both types of plans provide assistance in purchasing drugs, 
the subsidy program is designed to provide a limited amount of financial assistance only to low- 
income people. An enrollee bears the entire amount of any cost for his or her drugs in excess of 
the assistance amount provided under the program. The insurance approach, in contrast, is 
designed to provide protection against catastrophic drug costs - those that exceed an annual 
deductible amount - to all enrollees of any income level, in exchange for a monthly premium. 
The Administration proposal also includes a subsidy for low-income seniors in addition to the 
insurance program to protect low-income seniors. 

Like other health spending, per capita expenditures on drugs are skewed: a large number of 
beneficiaries account for a relatively modest portion of expenditures on drugs (whether paid by a 
plan or by the beneficiary alone), and a minority accounts for a great deal." In 1997, 
approximately 13% of seniors enrolled in Massachusetts Medicare HMO products with unlimited 
drug coverage experienced prescription drug costs in excess of $2000. This data is consistent 

4 16,240 

l 9  Excludes the 72,000 seniors already on Medicaid, which covers prescription drugs. 
20 Nat~onal Bipartisan Commission on the Future of Medicare, "Medicare Beneficiaries and Prescription 
Drugs." 

5 1,000 
Commonwealth 
$33 million from 
enrollees 



with national statistics." The HMOs anticipated increases of 15% to 22% in annual drug costs 
for this population.2' 

This problem of "adverse selection" makes private insurance unprofitable. Insurers do not want 
to offer generous prescription drug benefits for fear of attracting the sickest patients. Rising drug 
costs are expected to result in higher premiums for drug coverage, a reduction in the rate of 
retiree drug coverage and higher cost-sharing for drug benefits. Each of these factors will 
increase beneficiaries' out-of-pocket expenditures for prescription drugs." Without adequate 
drug benefits, beneficiaries may risk their health by not buying or by rationing their prescribed 
medications because they cannot afford to buy the appropriate supply.'4 In focus groups of 
relatively healthy seniors conducted over the last year, anxiety about the high cost of drugs was 
the primary concern expressed by  senior^.'^ 

The Administration proposal seeks to address the problem of extremely high drug costs while the 
Legislative compromise proposal, which focuses on more modest drug expenditures. For 
example, if a person has drug costs of $10,000 per year, the Administration proposal would cover 
$8,500 of those costs, not including the $49 per month premium for the plan and co-payments. 
By contrast, the Legislative compromise would cover only $1,250, assuming the person's income 
was below 188% of the poverty level. For low-income individuals (those under 150% of 
poverty), the Administration proposal will subsidize the $49 monthly premium and one-half the 
$1,500 deductible. 

The Administration's plan offers true protection against catastrophic drug costs, while the 
Legislative Compromise plan offers a more limited amount of assistance with "first dollar" 
coverage (i.e., without a deductible requirement). Any enrollee in the Legislative Compromise 
plan will receive a benefit with his or her first prescription. While the Administration's plan also 
covers the first $750 in drug costs incurred by low-income seniors, the main benefit of the plan is 
targeted to those seniors who experience high drug cost needs - probably around 13% of seniors 
who will enroll in the plan. However. all enrollees will receive the benefit of knowing that they 
are covered in the event that they develop high-cost drug needs. This is the segment of the 
market that is truly under-served. As Brookings Institute Economist and former Congressional 
Budget Office Director Robert Reischauer noted: "From both the policy and budgetary 
perspectives, a prescription drug benefit should be designed to provide insurance protection - 
security against the possibility that needed pharmaceuticals will impose a financial burden that is 
large relative to the participant's resources. All but the poorest participants, many of whom are 
eligible for Medicaid, should have the financial capacity to budget for a moderate level of out-of- 
pocket prescription drug expenditures each year."'6 

National Medicare Reform Discussions 

Over the last several years, discussions about whether and how to expand the Medicare program 
to cover prescription drugs have led to a number of proposals, none of which has been 

" M. Gluck, "A Medicare Prescription Drug Benefit," National Academy of Social Insurance April 1999 
Medicare Brief. 
22 Provided by Ernie Lampron, William M. Mercer, Inc. 
?j AAW, "Medicare Beneficiaries and Prescription Drug Coverage: Gaps and Barriers." 
24 National Bipartisan Commission on the Future of Medicare. "Medicare Beneficiaries and Prescription 
Drugs." citing Stuart. Bruce and James Grana, "Ability to Pay and the Decision to Medicate," Medical 
Care. Vol. 36, No. 2, pp.202-211. 
'j Provided by Division of Medical Assistance, Focus Groups conducted by Rendon Associates. 
26 Robert Reischauer; Testimony Before Congress, September 28, 1999 



permanently adopted. The issue was raised again earlier this year when the National Bipartisan 
~omrnission in the Future of Medicare, created by Congress in the Balanced Budget A; of 1997, 
was unable to agree on the issue of prescription drug coverage. Earlier this year, President 
Clinton proposed creating a limited Medicare drug benefit and other proposals for Medicare 
prescription drug coverage have been suggested. More may be put forth in the coming year. 
While it seems at least possible that some federal solution will be enacted in the upcoming years, 
it is by no means clear what form that solution would take or when we might see meaningful 
action taken on the federal level. 

Ultimately, prescription drug coverage for Medicare beneficiaries should be a federal 
responsibility. The lack of a drug benefit at the federal level is an artifact of healthcare in the 
1960s, when drugs did not represent a significant expense. Today they are a vital part of many 
aggressive medical therapies and often are a substitute for more expensive interventions such as 
surgery or long-term hospitalization. It is illogical that the federal government would pay for 
invasive therapies and hospitalizations but would refuse to pay the costs of drug treatments that 
could eliminate the need for such therapies. To the extent there are savings from substituting 
prescription drugs for other forms of treatment, the federal Medicare program reaps the financial 
benefit and therefore should pay the cost. 

Conclusion 

To prevent seniors from losing access to affordable assistance for paying for catastrophic drug 
needs, the Legislature should act quickly to authorize additional pharmacy coverage assistance. 
That assistance should provide protection against catastrophic costs and should be widely 
available to all seniors. Only the insurance-based approach proposed by the Cellucci-Swift 
Administration offers such protection. The program should be designed as an interim step to 
allow the Commonwealth maximum flexibility to respond to changes in the federal Medicare 
program. 


