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Medicare Drugs:

Why Congress Should Reject Government Price Fixing
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S enator Patty Murray (D-WA),
chair of the Senate Budget
Committee, is offering a budget
resolution claiming $275 billion

in health care savings, though she
provides few details.! But Senator
Amy Klobuchar (D-MN) has intro-
duced legislation (S. 117) that would
replace today’s private-sector nego-
tiation of Medicare drug prices with
government “negotiation.” This
approach has the backing of a broad
coalition of “progressive” groups. If
Washington would adopt the same
government pricing schemes that
prevail in, say, Britain, Canada, or
the Veterans Administration (VA),
they claim the budgetary savings
would be enormous.

The phrase “government negotia-
tion” suggests something like the
bargaining process that character-
izes routine business transactions
throughout the private sector. It
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is nothing of the sort. The govern-
ment does not negotiate prices; it
fixes them. As a routine matter, if a
provider either cannot or does not
accept the government’s fixed price,
that provider is excluded from the
program.

Market-Based Bidding.
Medicare Part D drug prices are
set by private negotiation within a
robust market of intense competi-
tion among drug plans. These include
Medicare Advantage plans and over
1,100 “stand alone” prescription drug
plans (PDPs). Participating employ-
ers offering retiree coverage can also
get a Medicare payment to offset the
cost of drug coverage. Today 90 per-
cent of Medicare enrollees have drug
coverage, and most (including a dis-
proportionately higher enrollment of
minorities) are enrolled in Part D.

Like the Federal Employees
Health Benefits Program (FEHBP),
Medicare’s per capita payment on
behalf of beneficiaries is calculated
on market-based bidding among
drug plans for the provision of the
standard level of coverage. On the
basis of the average bid, Medicare
subsidizes roughly 75 of the pre-
mium cost; in other words, a defined
contribution or “premium support.”
Medicare beneficiaries choosing a
more expensive plan pay more, and

those picking a less expensive plan
pay less. Low-income seniors also
receive additional Medicare subsi-
dies to offset their drug costs.

Negotiated Prices. The
Medicare Modernization Act of 2003
requires a drug plan “to provide
its Part D enrollees with access to
negotiated prices for covered Part
D drugs.”? The federal government

“may not interfere with the negotia-
tions between manufacturers and
pharmacies and PDP sponsors.”

This process has impressively
controlled beneficiary premium
costs. As President Obama’s former
Centers for Medicare and Medicaid
Services (CMS) Administrator
Donald Berwick reported, “It’s a
competitive market and we’re seeing
effects of good competition among
Part D plans.”

Since the inception of the pro-
gram in 2006, premium costs have
been remarkably stable. In 2008,
contradicting almost all conven-
tional predictions, the CMS reported
that 10-year projections of Part D
premium receipts would be $50 bil-
lion lower than original estimates.*
Between 2011 and 2012, the average
monthly Part D premium declined
from $30.76 to $30.00.° For 2013,
that monthly premium is expected to
remain at $30.00.° For 2014, the CMS
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projects lower Part D deductibles and
co-payments for the standard benefit
than obtained in 20137

Bending the Cost Curve. While
the universal drug entitlement adds
to the long-term unfunded liability
of Medicare, the competitive struc-
ture has proven to bend the projected
cost curve down.

As early as 2008, the CMS report-
ed that total Medicare Part D spend-
ing would be 38.5 percent below the
original 10-year projections.? In 2011,
the Medicare actuary updated the
actual program costs over the period
2004-2013 and found that Medicare
Part D came in at 41.8 percent below
the original estimates, yielding a
total savings of $264.6 billion.’ Over
the period 2006-2011, the Medicare
trustees reported that the program’s

costs were 48 percent lower than
their original projections.'®

Meanwhile, the Congressional
Budget Office (CBO) reduced its esti-
mates for Medicare spending from
2013-2022. Compared to the CBO’s
2012 Medicare projections, the 2013
projections are reduced by $152.4 bil-
lion over the standard 10-year period,
with Part D spending projected to be
$102.7 billion less.

In other words, Part D spending is
the largest contributor to the CBO’s
downward revision in its updated
forecast, accounting for over 67
percent of the projected savings."

In no other area of federal health
policy is there a record of comparable
performance.

Part D critics routinely claim
that cheaper generics have eclipsed

brand-name drugs, and that is the
main reason for savings, not market
competition. But, as James Capretta,
senior fellow at the Ethics and Public
Policy Center, observes, aggres-
sive marketing of lower-cost gener-
ics by plans competing for market
share makes the difference.’? Recent
international research confirms
that generic penetration is greater in
nations with market-based pricing
than those with government-regulat-
ed drug pricing.”

Richer Benefits. Medicare
plans offer a comprehensive range
of brand-name and generic prescrip-
tion drugs. In 2008, the Lewin Group
found that, of the top 281 drugs cov-
ered under Medicare Part D, only 183
(65 percent) were available through
the VA, while 273 (97 percent) were
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available through the FEHBP.**
Roughly two of five Medicare-eligible
VA enrollees get their prescriptions
through Medicare Part D, and not
the VA."?

Not surprisingly, the CBO
says that striking the “non-inter-
ference” clause of the Medicare
Modernization Act of 2003 would
produce “savings” only if the
Secretary of Health and Human
Services were given the authority
to restrict patient access to drugs
(through a formulary) or close off the
market to companies that cannot
or will not comply with the govern-
ment’s fixed price.'

Better Outcomes. Medicare
Part D is improving health outcomes.
Heart patients, for example, secured
improved access to medicines and
had higher rates of adherence to
prescription schedules'” as well as
reduced hospitalization and nursing
home care. Researchers have also
found that access to and appropriate

usage of prescription drugs corre-
lates with a decline in other medical
spending, including hospital emer-
gency room spending.'® The CBO is
now accounting for the capacity of
appropriate drug usage to reduce
other medical spending.”®
Higher Satisfaction. Since its
inception in 2006, senior satisfaction
with the program steadily increased;
a fact confirmed by several surveys.
In 2008, for example, 89 percent of
all seniors in Part D said they were
satisfied, including 90 percent of
“dual eligibles.”?° In a 2011 survey,
conducted by KRC Research, nearly
nine out of 10 Part D enrollees were
satisfied, and more than half were
very satisfied. The greatest level
of satisfaction (98 percent) was
found among low-income beneficia-
ries, while seniors with disabilities
registered a satisfaction rate of 95
percent.?
Competition Works. Like the
Heritage Foundation, principled

conservatives in Congress opposed
the creation of a universal drug
entitlement in 2003 because it
would—and did—add to Medicare’s
staggering unfunded liability. On the
method of drug delivery, however,
Congress made the right decision in
creating a system based on competi-
tive bidding, defined-contribution
financing, and robust plan competi-
tion, while insulating private drug
price negotiation from political
interference.

Medicare Part D has exceeded
expectations in the breadth of
nationwide health plan participation,
stable and low-cost premiums for
Medicare beneficiaries, and a stun-
ning “bend in the cost curve” unique
in the health sector of the economy.
Competition works.

—Robert E. Moffit, PhD, is
Senior Fellow in the Center for
Policy Innovation at The Heritage
Foundation.
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