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INTRODUCTION

Established in 1965, Medicare is a social insurance program, like
Social Security, that provides health and financial security for
individuals age 65 and older and for younger people with
permanent disabilities. Prior to 1965, roughly half of all seniors
lacked medical insurance; today, virtually all seniors have health
Insurance under Medicare. Medicare provides health insurance
coverage to almost 44 million people — approximately 37 million
people age 65 and older and another 7 million people with
permanent disabilities who are under age 65. The program
helps to pay for many important health care services, including
hospitalizations, physician services, and a new prescription drug
benefit. Individuals contribute payroll taxes to Medicare
throughout their working lives and generally become eligible for
Medicare when they reach age 65, regardless of their income or
health status.

Comprising 13 percent of the federal budget and 19 percent of
total national health expenditures in 2006, Medicare is often a
significant part of discussions about how to moderate the growth
of both federal spending and health care spending in the U.S.*
With the dual challenges of providing needed and increasingly
expensive medical care to an aging population and keeping the
program financially secure for the future, discussions about
Medicare are likely to remain prominent on the nation’s agenda
In the years to come.

1 The Medicare share of the federal budget is from Congressional Budget Office (CBO), Budget and Economic Outlook:
Fiscal Years 2008 to 2017, January 2007. The Medicare share of national health expenditures is projected for 2006, from
Christine Borger, et al, “Health Spending Projections through 2015: Changes on the Horizon,” Health Affairs Web
Exclusive, 22 February 2006.
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MEDICARE: A PRIMER

What IS MeAICAr@?..........ooooeeeeeeeeeeeeeeee e 1
Medicare is a federal entitlement program that provides health
Insurance coverage to 44 million people, including seniors, and
younger people with permanent disabilities, end-stage renal
disease, and Lou Gherig’s disease.

Who is eligible for Medicare? .............coooo oo 3
Individuals become eligible for Medicare when they turn 65, if they
or their spouse made payroll tax contributions for 10 or more
years. People under age 65 qualify for Medicare after 24 months of
receiving Social Security Disability payments, or if they have end-
stage renal disease or Lou Gherig’s disease.

What are the characteristics of people with Medicare?............... 5
Medicare covers a diverse population. Most people with Medicare
live on modest incomes and many have multiple chronic conditions.

What does Medicare cover and how much do beneficiaries pay

TOr DENETIES? ..o e 8
Medicare covers basic health services, including hospital stays,
physician visits, and prescription drugs. Most benefits are subject
to deductibles and cost-sharing requirements. Medicare does not
cover most long-term care services, vision or dental care, or
hearing aids.

What is the Part D drug benefit and how many beneficiaries

have Part D COVEIrage? ..., 11
Medicare helps cover the cost of prescription drugs offered through
private drug plans. As of January 2007, more than half of all
beneficiaries are enrolled in a Part D drug plan.

What is Medicare AAvantage? ..o, 15

Medicare Advantage plans are private health plans that receive
payments from Medicare to provide Medicare-covered benefits to
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enrollees. As of January 2007, almost 20 percent of all
beneficiaries are enrolled in a Medicare Advantage plans.

What types of supplemental insurance do beneficiaries
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Many beneficiaries have some type of supplemental insurance to
help pay Medicare’s cost-sharing requirements and to help fill gaps
in Medicare’s benefit package. Sources of supplemental insurance
include employer-sponsored insurance, state Medicaid programs,
Medigap policies, and Medicare Advantage plans.

How much does Medicare cost and how is the money

5] 017 0 | A USSR SO UPP SRRSO 21
Medicare benefits spending accounted for 13 percent of federal
spending in 2006. Inpatient hospital services comprised the
largest share of Medicare benefit payments (34 percent), followed
by physician visits (24 percent), while the drug benefit accounted
for 8 percent of payments.

How is Medicare financed and what are Medicare’s future
financing challenNges? ... 24
Funding for Medicare comes primarily from payroll tax revenues,
general revenues, and premiums paid by beneficiaries. With an
aging population, the declining ratio of workers-to-retirees, and
rising health care costs, financing care for future beneficiaries

remains a challenge.
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WHAT IS MEDICARE?

Medicare is the nation’s health insurance program for
Americans age 65 and older, and for younger adults with
permanent disabilities.

Established in 1965 under Title XVIII of the Social Security Act,
Medicare was initially established to provide health insurance to
individuals age 65 and older, regardless of income or medical
history. The program was expanded in 1972 to include individuals
under age 65 with permanent disabilities and people suffering from
end-stage renal disease (ESRD). In 2001, Medicare eligibility
expanded once again to cover people with Lou Gehrig’s disease. In
2007, nearly 44 million people rely on Medicare for their health
insurance coverage: 37 million people age 65 and over and 7
million people under age 65 with disabilities.

Medicare consists of four parts, each covering different
benefits.

PART A, also known as the Hospital Insurance (HI) program,
covers inpatient hospital services, skilled nursing facility, home
health, and hospice care. Part A is funded by a dedicated tax of
2.9 percent of earnings paid by employers and workers (1.45
percent each). In 2006, Part A accounted for approximately 40
percent of Medicare benefit spending.? An estimated 43.4 million
people are entitled to Part A in 2007.

PART B, the Supplementary Medical Insurance (SMI) program,
helps pay for physician, outpatient, home health, and preventive
services. Part B is funded by general revenues and beneficiary
premiums ($93.50 per month in 2007). In 2006, Part B accounted
for 35 percent of benefit spending.® Beginning in 2007, Medicare
beneficiaries who have annual incomes over $80,000 ($160,000
per couple) pay a higher, income-related Part B premium. Part B is
voluntary; some beneficiaries (such as the working aged who

2 CBO, Medicare Baseline, March 2006.

31d.
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receive employer-sponsored healthcare) delay enrollment until
they retire. An estimated 40.6 million people are enrolled in Part B
in 2007.

PART C, also known as the Medicare Advantage program, allows
beneficiaries to enroll in a private plan, such as a health
maintenance organization (HMO), preferred provider organization
(PPO), or private fee-for-service (PFFS) plan. These plans receive
payments from Medicare to provide Medicare-covered benefits,
including hospital and physician services, and in most cases,
prescription drug benefits. Part C is not separately financed, and
accounted for 14 percent of benefit spending in 2006. As of
January 2007, 8.3 million beneficiaries are enrolled in Medicare
Advantage plans.

PART D is the outpatient prescription drug benefit, delivered
through private plans that contract with Medicare, either stand-
alone prescription drug plans (PDPs) or Medicare Advantage
prescription drug (MA-PD) plans. Authorized by the Medicare
Modernization Act of 2003 (MMA) and launched in 2006, Part D
plans are required to provide a “standard” benefit (or one that is
equivalent) and may provide enhanced benefits. Individuals with
modest income and assets are eligible for additional assistance
with premiums and cost-sharing amounts. Part D is funded by
general revenues, beneficiary premiums, and state payments, and
accounted for 8 percent of benefit spending in 2006. As of January
2007, nearly 24 million beneficiaries are enrolled in a Part D plan.
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WHO IS ELIGIBLE FOR MEDICARE?

Most people age 65 and older are automatically entitled to
PART A if they or their spouse are eligible for Social Security
payments and have made payroll tax contributions for 10 or
more years (40 quarters).

Individuals age 65 and over qualify for Medicare if they are U.S.
citizens or permanent legal residents. Individuals do not need to
meet an income or asset test to qualify for Medicare. Adults under
age 65 with permanent disabilities who receive Social Security
Disability Income (SSDI) payments for 24 months are eligible for
Medicare before they turn 65, even if they have not made payroll
tax contributions for 40 quarters. People with end-stage renal
disease (ESRD) or Lou Gehrig’s disease are eligible for Medicare
benefits as soon as they begin receiving SSDI payments, without
having to wait 24 months. Individuals entitled to Part A do not pay
premiums for covered services. Individuals age 65 and over who
are not entitled to Part A benefits, such as those who did not pay
enough Medicare taxes during their working years, can pay a
monthly premium to enroll.

Individuals entitled to Part A and others age 65 and older may
elect to enroll in PART B.

Part B is voluntary, but about 95 percent of beneficiaries with Part
A are also enrolled in Part B. For most individuals who become
entitled to Part A benefits, enrollment in Part B is automatic unless
the individual declines enrollment. Individuals age 65 and older
who are not entitled to Part A benefits may enroll in Part B. With
the exception of the working aged who may delay enrollment
because they receive employment-based coverage, those who do
not sign up for Part B when they are first eligible typically pay a
penalty for late enrollment, in addition to the regular monthly
premium, for the duration of their enrollment in Part B.

Individuals are eligible for PART C, or Medicare Advantage, if
they are entitled to Part A and enrolled in Part B.
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Beneficiaries may generally elect to enroll in a Medicare Advantage
plan on an annual basis between November 15 and March 31 of the
following year.

Individuals are eligible for prescription drug coverage under a
PART D plan if they are entitled to benefits under Part A
and/or enrolled in Part B.

To get Part D benefits, beneficiaries may enroll in a stand-alone
prescription drug plan or Medicare Advantage prescription drug
plan. The enrollment period for stand-alone prescription drug
plans runs from November 15 to December 31 of each year.
Individuals can enroll in a Medicare Advantage plan from November
15 through March 31 of the following year. Similar to Part B, there
Is a permanent premium penalty for late enrollment for individuals
who go for an extended period of time without drug coverage that
Is at least comparable to the Part D standard benefit (known as
“creditable coverage”).
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WHAT ARE THE CHARACTERISTICS OF
PEOPLE WITH MEDICARE?

Medicare covers a population with diverse needs and
circumstances. While many beneficiaries enjoy good health, a
guarter or more have serious health problems and live with
multiple chronic conditions, including cognitive and functional

Impairments.

Many Medicare beneficiaries live on modest incomes and most
depend on Social Security as the primary source of income.

Almost half of all
Medicare beneficiaries
(47 percent) had an
income below 200
percent of poverty
($20,420/individual and
$27,380/couple in 2007),
and 12 percent had an
income below 100
percent of the poverty
level.

There is a high
prevalence of chronic

Medicare Covers a Population with Diverse Needs
and Significant Vulnerabilities

Percent of total Medicare population:

Income <200%b FPL

($20,420 in 2007) 47%

3+ Chronic Conditions

Fair/Poor Health

Cognitive/Mental
Impairment

2+ ADL Limitations

Under-65 Disabled

Age 85+

Long-term Care
Facility Resident

Note: ADL is activity of daily living. SOURCE: Income data from 2005, U.S. Census Bureau, Current Population
Survey, 2006 Annual Social and Economic Supplement. All other data are from the Kaiser Family Foundation
analysis of the Medicare Current Beneficiary Survey 2003 Cost and Use file.

conditions, cognitive impairments, and functional limitations
among the Medicare population.

About a third (36 percent) of all Medicare beneficiaries lives with 3
or more chronic conditions, most commonly hypertension and

arthritis.

More than a quarter (29 percent) of all beneficiaries have a
cognitive or mental impairment that limits their ability to function

independently.
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Approximately one in six (16 percent) beneficiaries have functional
limitations as defined as two or more limitations in activities of
daily living, such as eating or bathing.

Although the majority of the Medicare population is over age
65, about 15 percent are under age 65 and permanently
disabled.

These individuals tend to have lower incomes than other
beneficiaries. About 40 percent are dually eligible for both
Medicare and Medicaid. Because of their disabilities, they tend to
have relatively high rates of health problems, including functional
limitations and cognitive impairments.

Most beneficiaries live at home, but 5 percent live in a long-
term care setting.

Five percent (2.2 million) of Medicare beneficiaries live in a long-
term care setting, such as a nursing home or assisted living facility,
with higher rates for beneficiaries ages 85+ (20 percent).* More
than two-thirds of beneficiaries living in long-term care settings are
women.

Nearly half of all Medicare beneficiaries have incomes below
200 percent of the federal poverty level (FPL), but poverty
rates are especially high among racial/ethnic minority
beneficairies, women, people under-65 with disabilities, and
those ages 85 and older.

More than 70 percent of African American and Hispanic
beneficiaries live on an income below twice the poverty level, and
more than a third of these beneficiaries have incomes below the
poverty level. By contrast, 28 percent of White beneficiaries have
an income below twice the poverty level and 12 percent have
incomes below poverty.

4 Kaiser Family Foundation analysis of Medicare Current Beneficiary Survey 2003 Cost and Use file.
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Nearly two-thirds of all under age 65 beneficiaries with disabilities
live on incomes below twice the poverty rate, and more than a
third live in poverty. Among seniors, poverty rates tend to rise with
age. Close to six in ten beneficiaries age 85 and older live on
income below twice the poverty level.

Poverty rates are
substantially higher
among women on
Medicare than men.
More than half of all
female Medicare
beneficiaries live on
income below twice the
poverty rate,
substantially higher than
the rate for males on
Medicare.

Poverty Among the Medicare Population, 2005

0 150%-199% of Poverty
@ 100%-149% of Poverty
B <100% of Poverty

72% 729

White, Non-  Black, Hispanic Asian
Hispanic_Non-Hispanic

Total Male Female 19-64 65-74 75-84 85+

Gender Age Race/Ethnicity
Total = 40.2 Million Medicare Beneficiaries, 2005

Note: In 2005, the federal poverty thresholds for people 65 years and older were $10,210 for an individual and $13,690 for a couple.
SOURCE: U.S. Census Bureau, Current Population Survey, 2006 Annual Social and Economic Supplement.

Kaiser Family Foundation, Medicare: A Primer, 2007




WHAT DOES MEDICARE COVER AND HOW MUCH
DO BENEFICIARIES PAY FOR BENEFITS?

Medicare provides coverage of basic health services including
care in hospitals and other settings, physician services,
diagnostic tests, preventive services and, as of 2006, also
includes an outpatient prescription drug benefit. Beneficiaries
generally pay varying deductibles and coinsurance amounts
which are indexed to increase annually.

PART A helps pay for inpatient care provided to beneficiaries in
hospitals and short-term stays in skilled nursing facilities, and also
covers hospice care, post-acute home health care, and pints of
blood received at a hospital or skilled nursing facility.

* Most beneficiaries do not pay a monthly premium for Part A
services, but pay a deductible before Medicare coverage begins.
In 2007, the Part A deductible for each “spell of illness” is $992
for an inpatient hospital stay.

* Beneficiaries typically pay a coinsurance for benefits covered
under Part A, including extended inpatient stays in a hospital
($248 per day for days 61-90) or skilled nursing facility ($124
per day for days 21-100). There is no copayment for home
health visits.

PART B helps pay for outpatient services, such as outpatient
hospital care, doctor services and other medical services, including
preventive services such as mammography and colorectal
screening. Part B also covers ambulance services, clinical
laboratory services, durable medical equipment (such as
wheelchairs and oxygen), kidney supplies and services, outpatient
mental health, and diagnostic tests, such as x-rays and magnetic
resonance imaging.
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* Beneficiaries enrolled in Part B are generally required to pay a
monthly premium ($93.50 in 2007). Some beneficiaries with low
iIncomes and assets are not required to pay the monthly Part B
premium (or cost-sharing requirements), because they qualify
for additional assistance under the Medicare Savings Programs
(see page 11 for additional information).

* Beginning in 2007, beneficiaries with an annual income over
$80,000 ($160,000 for a couple) pay a higher, income-related
monthly Part B premium ranging from $105.80 to $161.40.°
The income thresholds are indexed annually to limit the number
of beneficiaries who would be subject to the higher premium in
subsequent years.

* Part B benefits are also subject to an annual deductible ($131 in
2007).

* Most Part B services are subject to a coinsurance of 20 percent.

Part C (Medicare Advantage) plans generally pay for all benefits
covered under Medicare Part A, Part B, and Part D. Private fee-for-
service plans are not required to cover prescription drugs. (See
pages 9-10 for additional information about Part C-Medicare
Advantage.)

5 Social Security Administration, Medicare Part B Premiums: New Rules For Beneficiaries With Higher Incomes, October
2006.
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PART D helps pay for outpatient prescription drug coverage
through private health plans. Plans are required to provide a
“standard” benefit or one that is actuarially equivalent, and may
offer more generous benefits. In general, individuals who sign up
for a Part D plan pay a monthly premium, along with cost-sharing
amounts for each prescription. (See pages 7-8 for additional
information about Part D.)

Despite the important protections provided by Medicare, there
are significant gaps in Medicare’s benefit package.

In addition to the fairly high cost-sharing requirements for covered
benefits, Medicare does not pay for many relatively expensive
services and supplies that are often needed by seniors and younger
beneficiaries with disabilities.

Most notably, Medicare does not pay for custodial long-term care
services either at home or in an institution, such as a nursing home
or assisted living facility. In addition, Medicare does not pay for
routine dental care and dentures, routine vision care or eyeglasses,
or hearing exams and hearing aids. Many beneficiaries have
supplemental insurance to help cover these expenses, yet still face
significant out-of-pocket costs for their medical care.

Kaiser Family Foundation, Medicare: A Primer, 2007 10



WHAT IS THE PART D DRUG BENEFIT AND HOW
MANY BENEFICIARIES HAVE PART D COVERAGE?

Medicare beneficiaries have access to outpatient prescription
drug coverage offered by private health plans, either stand-
alone prescription drug plans (PDPs) or Medicare Advantage
prescription drug (MA-PD) plans, such as HMOs or PPOs.

In 2007, 1,875 stand-alone prescription drug plans (PDPs) are
available nationwide, up from 1,429 in 2006. Beneficiaries in most
states have a choice of at least 50 stand-alone PDPs and multiple

MA-PD plans.

Part D plans are required to offer either the standard benefit
that is defined in law, or an alternative that is equal in value
(“actuarially equivalent’”). Plans can also offer a plan with

enhanced benefits.

The standard benefit in 2007 has a $265 deductible and 25 percent

coinsurance up to an
initial coverage limit of
$2,400 in total drug
costs, followed by a
coverage gap (the so-
called “doughnut hole”).

Enrollees with $2,400 in
total costs pay 100
percent of their drug
costs until they have
spent $3,850 out of
pocket (excluding
premiums). At that
point, the individual pays
5 percent of the drug

Standard Medicare Prescription Drug Benefit, 2007

1T

[0 Beneficiary

Spending

Plan Pays 15%b;

Out-of-Pocket

Enrollee Pays
5%

Medicare Pays 80%

4= $5,451 in
Total Drug Costs
($3,850 out of pocket)

$3,051 Coverage Gap

Enrollee Pays
4 (“Doughnut Hole™)

100%
<= $2,400 in

Total Drug Costs
Enrollee Pays Plan Pays 75%
25%

$328 Average Annual Premium

NOTE: Annual premium amount based on $27.35 national average monthly beneficiary premium (CMS, Augu:

2006). Amounts for premium, coverage gap, and catastrophic coverage threshold rounded to nearest dollar.

st

SOURCE: Kaiser Family Foundation illustration of standard Medicare drug benefit, updated with Part D benefit

parameters for 2007 (from CMS, OACT, May 22, 2006).
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cost or a copayment ($2.15 or $5.35 for each prescription) for the
rest of the year.

The standard benefit amounts are set to increase annually by the
rate of per capita Part D spending growth.

In 2007, only a small share of PDPs offer the standard benefit,
most charge copayments instead of the 25 percent coinsurance,
and most do not have a deductible. Plans vary widely in terms of
formularies, the placement of drugs on certain tiers, cost-sharing
requirements, and cost management tools (such as prior
authorization requirements).

Most Part D plans have a coverage gap.

In 2007, less than 2 percent of PDPs nationwide cover both brand-
name and generic drugs in the gap. In 11 states, there are no
PDPs available that offer gap coverage for brand-name drugs. An
estimated 4 million Medicare beneficiaries had spending in the
doughnut hole in 2006.°

Monthly Part D premiums are not uniform nationwide, and
vary across plans.

In 2007, the national average monthly Part D premium is $27.35
(not weighted by enrollment), but actual premiums vary across
plans and regions, ranging from a low of $9.50 for a standard
benefit PDP to a high of $135.70 for a PDP with enhanced benefits.

Individuals with modest incomes and assets may qualify for
additional assistance with Part D premiums and cost-sharing
requirements.

8 Actuarial Research Corporation analysis for the Kaiser Family Foundation, 2006.
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Beneficiaries with income below 150 percent of poverty
($15,315/individual; $20,535/couple in 2007) and limited assets
($11,710/individual; $23,410/couple) are eligible for the low-
income subsidy (LIS) or “extra help”, which can increase
beneficiaries’ cost savings by paying for all or some of the Part D
monthly premiums, annual deductible, and drug co-payments.

As of January 2007, the Centers for Medicare and Medicaid
Services (CMS) estimates that of the 13 million beneficiaries
potentially eligible for low-income subsidies, 3 million beneficiaries
were not yet receiving them.”’

Approximately 90 percent of all Medicare beneficiaries have
“creditable” prescription drug coverage, according to the
Administration, as of January 2007.

Nearly 24 million
Medicare beneficiaries
are enrolled in a Part D
plan. Of this total, the
mayjority (72 percent) are
enrolled in stand-alone
prescription drug plans.
This includes 6.3 million
dual eligibles, many of
whom who were
automatically enrolled,
and 11 million other
beneficiaries.

Almost a quarter of all

HHS Estimates of Prescription Drug Coverage Sources
Among Medicare Beneficiaries, as of January 2007

No Credltable

Stand-Alone \
PDP

Estimated -
Creditable million

26%

Total in
Part D

6.3 > Plans: 23.9
million Million
SEECNY Dual Eligibles (5690)

6.7 in PDPs
million

Creditable
Employer/Union

Coverage? Medicare /

Advantage Drug
Plan3

Total Number of Beneficiaries = 43 Million

Note: Estimates are rounded to the n lwh le numb , therefore do not um( l tal. * Includes Veterans Administratio | d
Health Service, employer plans wlthuul retiree subsidie empl oyer plan s for and state pharmaceutical assist tan
0 FEHB and TRICARE o rage. 3 Appro; xlmat Iy 0.5 million dual & Igbl < are enroliod im Medic

Advantage drug plans and ai p orted in this cate egory. SOURCE: HHS, January 30, 2007. Data as of January 16, 2007,

Medicare beneficiaries (10.3 million) continue to receive
prescription drug coverage from a creditable employer or union

plan.

” Centers for Medicare and Medicaid Services (CMS), “Medicare Drug Plans Strong and Growing,” Press Release, January

30, 2007.
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Approximately 1 in 10 beneficiaries lack a known source of
creditable drug coverage as of January 2007.

Kaiser Family Foundation, Medicare: A Primer, 2007
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WHAT IS MEDICARE ADVANTAGE?

Medicare Advantage, also known as Part C of Medicare, is the
name of the program that allows beneficiaries to enroll in
private health plans to receive Medicare-covered benefits.

Private plans such as health maintenance organizations (HMOSs)
have been an option under Medicare since the 1970s. In addition
to HMOs, Medicare now contracts with a variety of private health
plans including: preferred provider organizations (PPOs), provider-
sponsored organizations (PSOs), private fee-for-service (PFFS)
plans, high deductible plans linked to medical savings accounts
(MSAs), and special needs plans (SNPs) for individuals dually
eligible for Medicare and Medicaid, the institutionalized, and those
with certain severe and disabling conditions.

In recent years, the number of Medicare Advantage plans and
beneficiaries enrolled in these plans has increased rapidly.

Private plans are playing
a larger role in Medicare
through a revitalization of
the Medicare Advantage
program attributed to
increased payments to
plans and new marketing
and outreach
opportunities associated
with the Medicare drug
benefit. After a
precipitous drop between
1999 and 2002, the
program has seen a rapid
rise in both the number

Total Medicare Private Health Plan
Enrollment 1999-2007

In millions:

1999 2000 2001 2002 2003 2004 2005 2006 2007

Note: Includes local HMOs, PSOs, and PPOs, regional PPOs, PFFS plans, Cost contracts, Demonstrations,
HCPP, and PACE contracts.

Source: Mathematica Policy Research, Inc. “Tracking Medicare Health and Prescription Drug Plans
Monthly Report.” December 1999-2006. 2007 enrollment figure reported in CMS release, 1/30/07.

of plans and enrollees. The number of Medicare enrollees in
private health plans increased from 5.3 million in 2003 to 8.3
million in 2007. Between 2005 and 2007, the number of enrollees
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in PFFS plans increased fivefold, from about 209,000 to more than
1 million enrollees.

Enrollment rates in Medicare Advantage plans vary widely
across states.

In 2006, less than 1 percent of beneficiaries were enrolled in
Medicare Advantage plans in 4 states (Alaska, Maine, New
Hampshire, and Vermont), while at least 25 percent of beneficiaries
in 8 states (Arizona, California, Colorado, Hawaii, Nevada, Oregon,
Pennsylvania, and Rhode Island) were in such plans. Nationwide,
half of all Medicare Advantage enrollees lived in five states
(Arizona, California, Florida, New York, and Pennsylvania) in 2006.

Medicare Advantage plans generally provide all benefits
covered under traditional Medicare, but many offer additional
benefits.

Medicare Advantage plans receive payments from the federal
government to provide benefits to enrollees, and plans are required
to use any savings between the payments they receive and their
costs to reduce enrollee premiums or improve benefits offered.
Plans may also offer supplemental benefits, and are permitted to
charge a supplemental premium for these additional benefits.
Examples of these benefits include vision, hearing, preventive
dental care, podiatry, and chiropractic services.

The majority of Medicare Advantage plans provide prescription
drug coverage.

Medicare Advantage plan sponsors are generally required to offer
at least one plan with basic drug coverage. Private fee-for-service
plans are not required to provide drug coverage; in 2006, about
half of PFFS elected to offer it. The Medicare Medical Savings
Accounts are not permitted to offer prescription drug coverage. In
2006, most MA plans offered prescription drug coverage, and
among these MA-PD plans, a majority of HMOs (68 percent) and

Kaiser Family Foundation, Medicare: A Primer, 2007 16



PPOs (85 percent) and all PFFS plans that offered drug benefits had

a so-called “doughnut hole”.

Recent studies show that Medicare pays private plans more
per enrollee than average costs would be in the traditional
Medicare fee-for-service program.

An analysis by the
Medicare Payment
Advisory Commission
(MedPAC) based on July
2006 Medicare
enrollment data finds
that Medicare payments
to private health plans on
behalf of enrollees
average 112 percent of
Medicare fee-for-service
costs for the counties
where MA enrollees
reside. PFFS plans are

Payments to Medicare Advantage Plans as a
Share of Medicare Fee-for-Service Costs, 2006

Average for all MA plans =
112% of FFS Costs

117% 1190
(e}

110%

100%

a

Fee-for-
Service

Local HMOs Local PPOs Private Fee-

For-Service

Source: Medicare Payment Advisory Committee, transcript from public meeting, Washington DC,
November 2006.

paid 119 percent of traditional Medicare fee-for service costs,
before adjusting for enrollee risk.
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WHAT TYPES OF SUPPLEMENTAL INSURANCE
DO BENEFICIARIES HAVE?

Many Medicare beneficiaries have some type of supplemental
Insurance coverage to help fill the gaps in Medicare’s benefit
package and help with Medicare’s cost-sharing requirements.

Today, employer and union-sponsored plans remain a leading
source of supplemental coverage, providing retiree health
benefits to about one in four Medicare beneficiaries.

For retirees on Medicare, employer plans remain an important
source of prescription drug coverage, and often provide additional
benefits, including limits on retirees’ out-of-pocket expenses. An
estimated 10.3 million Medicare beneficiaries receive prescription
drug benefits under an employer or union-sponsored retiree health
plan, including FEHB for federal retirees and TRICARE for military
retirees.® However, retiree health benefits are on the decline; the
share of large firms offering retiree health benefits has dropped by
half over the past two decades, from 66 percent in 1988 to 35
percent in 2006.° There was some concern that the new Medicare
drug benefit would hasten the erosion of employer-sponsored
retiree health coverage, which thus far, has not occurred.

Employer plans are the primary source of health insurance
coverage for an estimated 2.6 million Medicare beneficiaries who
are working.'® For these individuals, Medicare is the secondary

payer.

Medicaid, the federal-state program that provides health and
long-term care coverage for low-income Americans, provides
supplemental coverage to more than 7 million Medicare

8 CMS, January 2007.

¢ Kaiser Family Foundation and Hewitt, Retiree Health Benefits Examined: Findings from the Kaiser/Hewitt 2006 Survey on
Retiree Health Benefits, December 2006.

10 cMs, January 2007.
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Medicaid helps to make
Medicare affordable for
low-income beneficiaries,
given gaps in the benefit
package, premiums,
deductibles and other
cost-sharing
requirements. Most dual
eligibles qualify for full
Medicaid benefits,
including long-term care
and dental, and get help
with Medicare’s

beneficiaries. These beneficiaries are known as dual eligibles
because they are dually eligible for Medicare and Medicaid.

Medicare Savings Programs Eligibility
Pathways and Benefits, 2007

Pathway

Income Eligibility

Asset Limit
(single/couple)

Covered Costs
and Services

SSi

< 74% of poverty
(SSI1 income eligibility)

$2,000 7/ $3,000

Medicaid benefits,
Medicare premiums
and cost-sharing

Qualified
Medicare
Beneficiary
(QMB)

< 100% of poverty
($10,210 / $13,690)

$4,000 / $6,000

Medicare premiums
and cost-sharing

Specified Low-
Income
Medicare
Beneficiary
(SLMB)

100%0-120% of
poverty
($12,252 / $16,428)

$4,000 / $6,000

Medicare premiums

Qualified
Individual (QI)

120% - 135% of
poverty
($13,783 7/ $18,482)

$4,000 7/ $6,000

Medicare premiums

premiums and cost-sharing requirements, and prior to 2006,
received prescription drug coverage under Medicaid.

Some dual eligibles do not qualify for full Medicaid benefits, but get
help with Medicare premiums and some cost-sharing requirements
under the Medicare Savings Programs (MSP), administered under
Medicaid. Eligibility for this assistance is based on a beneficiary’s

income and resources.

Medigap policies — also called Medicare supplements - are sold
by private insurance companies to help cover Medicare’s cost-
sharing requirements and fill gaps in the benefit package.

Medigap policies assist beneficiaries with their coinsurance,
copayments, and deductibles for Medicare-covered services. Prior
to implementation of the Medicare drug benefit in 2006, Medigap
insurers also sold policies that helped pay for outpatient
prescription drugs. Beneficiaries may renew Medigap policies
offering prescription drug coverage if they were purchased prior to
2006 (although that coverage is not comparable to the standard
Part D drug benefit), but insurers are now prohibited from issuing
new Medigap policies with prescription drug coverage.
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In 2003, a quarter of all Medicare beneficiaries had an individually
purchased Medicare supplemental insurance policy. It is not known
whether this number has changed as a result of the new drug
benefit, since beneficiaries could have decided to drop their
Medigap policies with drug coverage and enroll instead in a
Medicare drug plan.

Medicare Advantage plans are a source of supplemental
coverage for people on Medicare.

As of January 2007, more than 8 million Medicare beneficiaries are
enrolled in Medicare Advantage plans.* Most MA plan enrollees
receive prescription drug coverage through their plan. Many
receive additional benefits and face lower cost-sharing
requirements than they would under traditional Medicare.

Another 2 million beneficiaries receive supplemental
assistance (including prescription drug benefits) through the
Veterans Administration and other government programs.*?

11 CcMS, January 2007.
2 1d.
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HOW MUCH DOES MEDICARE COST AND
HOW IS THE MONEY SPENT?

In 2006, Medicare benefit payments totaled $374 billion,
accounting for 13 percent of federal spending.

Inpatient hospital
services comprised the
largest share of Medicare
benefit payments (34
percent), followed by
physician and other
outpatient services (24
percent). Spending on
the new prescription drug
benefit accounted for 8
percent of total benefit
payments in 2006. With
the addition of
prescription drug
coverage, the

Medicare as a Share of Federal Spending in
FY2006

Medicare
13%

Total =

$374 billion

Social
Security
19%

Medicaid
6%

Other

Defense
16%

Discretionary
20%

Net Interest
Nondefense 8%
Discretionary

18%
2006 Total Outlays = $2.65 Trillion

SOURCE: CBO, The Budget and Economic Outlook Fiscal Years 2008 to 2017, January 2007.

composition of Medicare expenditures is changing. CBO projects
that by 2010, prescription drugs will account for 20 percent of

Medicare benefit payments.

Net federal spending on
Medicare is projected to
increase from $374 billion
in 2006 to $564 billion in
2012, according to CBO.

The annual growth in
Medicare spending is
influenced by factors that
affect health spending
generally, including
increasing volume and

Kaiser Family Foundation, Medicare: A Primer, 2007

Medicare Benefit Payments by Type of Service, 2006

Low-Income

Subsidy Payments to Employer/Union-

Payments to
Sponsored Plans (1%0)

Drug Plans

Other Facility

Services .
) Inpatient
Outpatient Hospital
Hospital
Bl rPart A
BN PartB
Physicians [ PartD
and Other
Suppliers [ PartAand B

Skilled Nursing
T Facilities
Home / Hospice
Health  pedicare Advantage (Part C)

Total Benefit Payments = $374 Billion

Note: Does not include administrative expenses such as spending for implementation of the Medicare drug benefit and the Medicare

Advantage program.
SOURCE: Congressional Budget Office, Medicare Baseline, March 2006.
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utilization of services and higher prices for health care services.
Although Medicare spending increases each year, the average per
capita spending growth rate between 1970 and 2004 was slightly
lower for Medicare (8.9 percent) than for private health insurance
(9.9 percent) for common benefits (excluding prescription drugs).*®

Medicare was responsible for almost one-fifth of the $1.7
trillion in personal health care expenditures in the U.S in 2005.

Medicare’s share of

national personal health Medicare’s Share of National Personal Health
care expenditures varies Expenditures, by Type of Service, 2005

by type of service,
reflecting benefits
covered and services
used by the Medicare
population. For example,
in 2005, Medicare paid

38%

fO r 30 pe rce nt Of al I Total Hospital Physician Prescription Nursing Home Health
. . Services™ Services Services Drugs Home Care Care
hOSpIta| Spendlng and 38 Expenditures in Billions
pe rce nt Of home health Medicare $331.4 $180.3 $89.3 $4 $19.2 $17.9
Total $1,661.4 $611.6 $421.2 $200.7 $121.9 $47.5

Note: *Also includes dental care, durable medical equipment, other professional services and other personal

care spending but less
health care and products. SOURCE: Centers for Medicare and Medicaid Services, Office of the Actuary, National
th an 2 pe rCe nt of Health Statistics Group, February 2007.

prescription drug costs.

In 2006 and future years, Medicare is expected to pay a larger
share of national expenditures for prescription drugs through the
Part D drug benefit program.

Medicare spending is highly concentrated among a small share
of beneficiaries.

13 CMS, Office of the Actuary, 2006.
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A small share of the
Medicare population
accounts for a majority
of Medicare spending.
Ten percent of
beneficiaries accounted
for more than two-thirds
of Medicare spending in
2003.'* At the other
end of the spectrum, just
over half of all Medicare
beneficiaries (52

Ten Percent of all Medicare Beneficiaries Account
for More than Two Thirds of Medicare Spending

6%
4%

}10‘%)

4%
8%

26%

52%

-
2003 average =

$5,694

B $25,000 or More
B $15,000-$24,999
@ $10,000-$14,999
B $5,000-$9,999

0 $1,000-$4,999
O0$0-$999

69%<

14%

8%

10%

11%

1 2%

Total Number of Beneficiaries:
42.3 million

SOURCE: Kaiser Family Foundation analysis of the Medicare C

Total Medicare Spending:
$240.7 billion

urrent Beneficiary Survey 2003 Cost and Use File.

percent) accounted for only 2 percent of total expenditures, and 22
percent of beneficiaries incurred no expenditures at all.

Medicare spending varies by eligibility category.

In 2003, Medicare spending for each beneficiary averaged $5,694.
Per capita payments were nearly $1,000 higher for the elderly
($6,191) than they were for under-65 beneficiaries with disabilities
($5,325). Per capita spending was highest for those beneficiaries
with ESRD - $48,947 on average in 2003 — who comprise less than
one percent of the total Medicare population.*

14 Kaiser Family Foundation analysis of the Medicare Current Beneficiary Survey 2003 Cost and Use file.
5 d.
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HOW IS MEDICARE FINANCED AND WHAT ARE
MEDICARE’S FUTURE FINANCING CHALLENGES?

Funding for Medicare comes primarily from payroll tax
revenues, general revenues, and premiums paid by
beneficiaries.

Medicare is funded as follows:

Part A, the Hospital Insurance (HI) Trust Fund, is financed
largely through a dedicated tax of 2.9 percent of earnings paid
by employers and their employees (1.45 percent each). In
2007, these taxes are estimated to account for 86 percent of the
$216 billion in revenue to the Part A Trust Fund.

Part B, the Sources of Medicare Revenue, FY2007
Supplementary Medical
Insurance (SMI) Trust
Fund, is financed
through a combination seot 74% 78%
of general revenues

and premiums paid by
beneficiaries.

B Payroll Taxes
B General Revenue

B Beneficiary
Premiums

@ Payments from
States

B Taxation of Social
Security Benefits

O Interest and
Other

1 9
Premiums are Y 29%
1 [ 11% [
automatically set to _ 8% [ 1% 1% [gog 1 2%
PART A PART B PART D TOTAL
Cover 25 percent Of $216.4 billion $193.6 billion $64.4 billion $474.4 Billion
reve n u eS I n the SOURCE: 2006 Annual Report of the Boards of Trustees of the Federal Hospital Insurance and Federal

Supplementary Medical Insurance Trust Funds.

aggregate. In 2007,
Part B revenue is estimated to be $194 billion.

Part C is not separately financed.

Part D is financed through general revenues, beneficiary
premiums, and state payments for dual eligibles eligible for drug
coverage under state Medicaid programs prior to 2006. In 2007,
Part D revenue is projected to be $64 billion, 78 percent of
which will be from general revenues.
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Looking to the future, Medicare is expected to face significant
financing challenges due to the aging of the U.S. population,
the declining ratio of workers to beneficiaries, increasing
health care costs, and various economic factors.

A number of measures are used to assess the long-term financial
status of Medicare.

* Medicare spending as a share of gross domestic product
(GDP) is one of several measures reported by the Medicare
Trustees in their annual report to the Congress. This measure
looks at expenditures over all parts of the Medicare program in
the context of the U.S. economy as a whole. With the aging
population and expected increases in overall health care costs,
Medicare spending is projected to grow at a faster rate than the
overall economy. If current trends continue, Medicare
expenditures as a share of GDP are projected to rise from 3.1
percent of GDP in 2007 to 7.3 percent of GDP in 2035.

 Solvency of the Part A (Hospital Insurance, or HI) Trust
Fund is another measure that has been used to present a
picture of Medicare’s financial health. This indicator looks
exclusively at Part A, and does not take into account spending or
financing for other parts of the Medicare program. According to
the Medicare Trustees, Part A spending is expected to exceed
income in 2010, and the HI Trust Fund reserves are projected to
be exhausted in 2018.*°

16 CMS, 2006 Annual Report of the Boards of Trustees of the Federal Hospital Insurance and Federal Supplementary
Medical Insurance Trust Funds, 2006.
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The projected Financial Indicators of the Medicare Program
inSOIVency Of the Estimates of the Medicare’s General Revenue as a Share

Medicare HI TrUSt Fund Hospital Insurance Trust Fund of Medicare Spending
has fluctuated from
year to year mainly ;os;ii?e‘%;m

unding Warning
because the

projections are highly

45%
2006:

First Funding >
Warning

/

$200

Se nSitlve tO ChangeS In 201;3: Tdrust i?c;i;izntegarle;i\;]eggg
both M ed icare po I iCy projeg;ed to 259% - of Medicare spending
and the overall ot N N I

2001 2004 2007 2010 2013 2016 kng 1995 2000 2005 2010 2015|

economy. For

example, in 1997, the | s e et i i s oo caonar s

Trustees projected that

the HI Trust Fund

would be insolvent by 2001, yet by 2001, the Trustees projected
that the trust fund would be solvent through 2029, due in part
to economic growth, slower than expected expenditure growth,
and decreased payments to Medicare managed care plans over
the five-year period.

The amount of general revenues as a share of total
Medicare spending is a new measure of Medicare’s fiscal
health established under the MMA. The purpose of this measure
Is to establish a specific limit on the share of total Medicare
spending that would come from general revenues.

Each year, the Medicare Trustees are required to examine
general revenues as a share of total Medicare spending, and
make a determination as to whether general revenues are
projected to exceed 45 percent of total outlays for any of the
succeeding six years. If the Trustees make this determination
two years in row, a “Medicare funding warning” would be issued.
In response, the President is required to submit proposed
legislation to Congress, which must consider this legislation on
an expedited basis.

In 2006, the Medicare Trustees reported that general revenues
are projected to exceed 45 percent of Medicare spending in
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2012. If the Trustees make the same determination in 2007,
looking out to 2013, a “Medicare funding warning” will be issued.
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