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ABSTRACT

Premium rebates dlow beneficiaries who choose more efficient Medicare options to receive cash
rebates, rather than extra benefits. That smple idea has been controversd. Without fanfare, however,
premium rebates have become a key area of agreement in the debate on Medicare reform. Moreover, in
legidation in late 2000, it became officid policy: Medicare + Choice planswill be allowed to offer rebates
beginning in 2003. This paper explores the economic rationae for premium rebates, provides a historica
perspective on the rebate debate, discusses some of the implementation issues that need to be addressed
before 2003, and reviewstheimplications of premium rebatesfor current legidative proposasfor Medicare

reform.



PREMIUM REBATES AND THE
QUIET CONSENSUS ON MARKET REFORM FOR MEDICARE

Medicare+Choice (M+C) plans, dmogt entirdly HMOs, are paid afixed amount per member per
month by Medicare. Medicare regulations require efficient plans — plans that can produce the Medicare
entitlement benefits for less than the amount Medicare pays — ether to make up the difference in added
benefits or to return the excess payment to the government (an unlikely dternative). M+C organizations
have not been permitted athird dternative: to give“premium rebates’ to beneficiaries, i.e, togiveany or dl
of the excess back to beneficiaries, in the form of cash payments. The underlying premise, largely implicit,
was that beneficiaries needed to be protected from themsal ves— that beneficiarieswould make bad hedlth
care decisons when faced with the tantaizing prospect of increasing their incomes by receiving a rebate
check. Efficient plansthuswere dlowed to Sgnd their efficiencies by offering more generous benefits, but
that was consdered signd enough. Economidgts (e.g., Dowd, Feldman, and Christianson, 1996) criticized
thislimitation, arguing that cash rebateswould be more efficient than extrabenefitsand would permit amore
direct form of price competition between Medicaret+Choice plans and fee-for-service Medicare.

Public policy is about to change in the direction advocated by the critics. In the process, a
consensuson M edicare reform has quietly emerged, with premium rebates asitscommon link. Thereform
proposa of former Presdent Clinton, the revised Breaux-Frigt hill in the Senate, and the Medicare
Comptitive Pricing Demondtration al proposed to dlow beneficiaries to receive rebates. By late 2000,
premium rebates received forma legidative gpprovd in the Benefits Improvement and Protection Act
(BIPA 2000). Startingin 2003, planswill have the option to eect payment reductions of up to 125 percent
of the Part B premium, with plan enrollees receiving 80 percent of any reductions (i.e., amaximum of 100

percent of the Part B premium), with the government dated to receive the remainder.



The current consensus shows premium rebates to be the key area of agreement on introducing
market-oriented pricing to the Medicare program. Premium rebates improve the structure of the
Medicare+Choice program, for reasons we spell out below, but they will require some care in
implementation and will not havethe same effectseverywhere. Thispaper exploresthe economic rationae
for dlowing Medicare hedth plans the flexibility to offer rebates, provides a historica perspective on the
rebate debate, and discusses some of theimplementation issuesthat will need to be addressed for Medicare
to permit M+C plansto offer rebates. In thefina section, we review theimplications of this discusson for

current legidative proposas for Medicare reform.

|. Background on M+C Benefits, Premiums, and Payment Levels

Medicare, the nationa hedth insurance program for the dderly and disabled, dlowsbeneficiariesto
receive coverage through Medicare+Choice plans. About one-saventh of the 40 million Medicare
beneficiarieshave chosen thissystem.® Initialy, paymentsto M+C planswere based on Medicare fee-for-
sarvice (FFS) costsinthesamearea. Y ear-to-year increasefactorsare now based on methods set forthin
the Balanced Budget Act of 1997 (Public Law 105-33) and later refinements, rather than fee-for-service

costs per se? With the exception of minimum payment or "floor" counties, however, the pattern of M+C

! Asof March 2001, 5.6 million of the 40.0 million Medicare beneficiaries (or 14 percent) were enrolled in M+C plans.
Datafrom CMS' State/County/Plan Fileslocated at http://www.hcfa.gov/medicare/mp scptl.htm

% Starting January 1, 1998, BBA set Medicare's monthly M+C capitation rates at the largest of: (1) ablend of area-gpedific
and national payment rates; (2) a minimum payment amount ($367 for 1998); and (3) aminimum percentage increase of two
percent from the previous year's rate. High-payment areas have been in the third category, because a minimum

percentage increase (or even no increase) is greater than the minimum payment amount or the blended rate for those
areas. Inaddition, asrequired by BBA, HCFA began to phase in a new risk-adjustment systemin 2000. Thenew system
was expected to reduce the monthly capitation rate for many M+C plans.

But implementation of risk adjustment did not proceed as planned. To avoid tightening M+C paymentsa atime
of plan withdrawals and reaction against the BBA payment limits, Congress lengthened the transition to the new risk
adjusters, in the 1999 Balanced Budget Refinement Act. Thislegidation also provided for special payment increasesfor



payment levels across the country il reflects historic fee-for-service costs.

M+C plansmust cover dl servicesto which Medicare beneficiariesarelegdly entitled. M+C plans
aso are permitted to offer enhanced benefits not included in the entitlement, and to charge an out- of - pocket
premium for whatever benefits they offer (whether or not enhanced beyond the basic entitlement). These
premiums and benefits appear to vary across the country in certain characteristic ways.

In 2000, out-of-pocket premiums varied from zero in some counties to over $100 per
month in others. This variation gppears inversely rdated to the government's monthly payment rate— not
surprisingly, if the government pays more, the beneficiary usudly paysless (McBride, 1998; Pizer, et d.,
2001).

Aswith out-of-pocket premiums, benefit enhancements® offered by M+C plansaso vary
by the payment level and other factors. The Physician Payment Review Commission (1997) found that risk
plans in Miami, one of the highest-paid areas in the county, offered additiona benefits worth $125 per
month in 1995 for no premium; in contrast, plans in low-paid non metropolitan areas of FHorida offered
benefitsworth much less. Morerecently, McBride (1998) and Pizer, et d. (2001) confirmed that accessto
additiond benefitsis often better in urban countiesthan in rura counties. The last sudy aso found thet the
intensity of competition (measured by the number of plansin the county) was positively related to the

generosity of additiona benefits offered by M+C plans.

plans entering underserved, largely rural areas.

Finally, in BIPA 2000, Congress eased the BBA payment limitsin three mgjor ways. First, Congress changed the
minimum payment method, creating a new “urban” minimum payment of $525 (for any payment areaina Metropolitan
Statistical Areawith a population of more than 250,000), along with an increase in the payment floor for all other areasto
$475. Second, Congress raised the BBA’s minimum percentage increase from 2 percent to 3 percent for 2001. Third,
Congress authorized premium rebates to M+C enrollees, under terms to be discussed later in this paper.

® These benefit enhancements can include coverage of outpatient prescription drugs, dental care, and hearing exams.
They also can include coverage of copayments and deductibles, which, in fee-for-service Medicare, typically require



By 2000, the benefits plans offered and the premiums plans charged were reflecting the strains of
lower payment increases.* But it till remained truethat M+C plansin high-payment areas were competing
by offering benefit enhancements, at little or no cost to enrollees. And it aso remained true that the
premiums and benefit enhancements varied with factors other than payment, notably, urbanicity and the
intengty of competitioninacounty. Wewill come back to these patterns of benefitsand premiumslater in
this paper, when we discuss possible variations in the premium rebates that planswill offer.

Bendfit variation in anationdal entitlement program like Medicare raises an important “ equity” issue.
Medicare was founded on the principles that the program’s tax rates and benefits would be uniform
nationaly. The principle of benefit equity has been undermined substantialy dready, and thevariationsin
benefits could become even greater if M+C plans are dlowed to add a potent additional enhancement —
extra cash — to the benefits dreaedy available in high-payment aress.

Beforereviewing the politicsand history of rebates, we provide an economic andyssof the current
competition over benefits rather than over price. We show that this type of competition is "inefficient,”
meaning that enrollees could be made better off without any additional burden to taxpayers by alowing

plansto offer cash rebatesin lieu of some or dl of the benefit enhancements they currently offer.

[I. A Model of M+C Plan Competition
Our mode of M+C plan competition istaken from research by Feldman and colleagues (1993), as
elaborated by Dowd and Feldman (1996) and Feldman and Dowd (1998). The model focuses on the

incentives of M+C plansin a payment system where the government determines the M+C capitation rate

purchase of a Medicare supplemental policy.
* For example, between 1996 and 2000, the average monthly premium paid by M+C enrollees doubled in real terms,
from $16 to $32 (Pizer, et al., 2001). In the Benefits Improvement and Protection Act of 2000 (BIPA), Congress



based on adminigrative caculaions of fee-for-service costs. M+C plans can offer benefits (e.g., coverage
of outpatient prescription drugs) that enhance the required Medicare benefits and can charge an out-of-
pocket premium for them.

Supposethat aprofit-seeking M+C plan faces adownward- 9 oping demand curve for enrollment.
In other words, as the plan cuts its out- of- pocket premium, more beneficiarieswill switchtothe planfrom
fee-for- service Medicareand from other M+C plans. The M+C plan dso factorsthe government premium
contribution into its profit caculaion. If the government contribution rises, for example, the plan calculates
that it will be profitableto enroll more beneficiaries. Therefore, we predict that the plan will respond to an
increasein the government contribution by cutting its premium, asfound by Feldman and colleagues (1993).

It is less clear what happens to the leve of benefit enhancements offered by premium-charging
M+C plansasthe government contribution increases. Evenif dl current and potentid enrollees prefer more
generous over less generous benefits, the plan may not offer aricher benefit package as the government
contribution increases. The plan's decision depends on whether new enrolleeswho are attracted by lower
premiums place a higher or lower vaue on benefits than the plan's current enrollees. Three cases are
possible. Firg, the current enrollees may demand more additiond benefitsthan the new enrolleeswhojoin
as the premium fdls. The M+C plan would respond to decreasing demand for benefits by reducing the
benefit enhancements asitsenrollment increases. Although thisoutcome (rising enroliment and falling benefit
enhancements) seems counter-intuitive, it isnot implausible: the plan's current enrollees may well demand
more benefit enhancements than the new enrollees. Second, all enrollees may have equdly strong demand
for benefits. A plan catering to these preferences would hold theleve of benefit enhancements constant as

its enrollment grows. And findly, new enrollees may demand more benefits than current enrollees. The

loosened the BBA payment limits for 2001 and beyond, with effects that remain to be seen.



M+C plan would offer more generous benefitsin this last case if the government contribution increased.

Despitether differences, dl three cases share acommon assumption that premium-charging M+C
hedlth plans use both premiums and benefitsto compete for new enrollees. Common sense suggeststhat a
plan will be indifferent to cutting its premium by $1 or increasing the cost of the benefit package by $1 if
these drategies have the same effect on the plan's profit. 1t isequaly sensible that the plan would not offer
$1 of additiona benefitsif it were more profitable to reduce the premium by $1.

In sdlecting which benefitsto offer, the plan aso will congder the rdationship between risk selection
and the nature of additiond benefits. A more generous prescription drug benefit may attract an unhealthy
group while an exercise programismore gppedling to ahedthier crowd. Inasense, the baanceisbetween
how much to lower premiums and how much and what type of benefitsto add. Asthe government raises
the payment rate, regardiess which benefits the premium-charging plan uses to compete for enrollees,
eventualy the plan will cut its premium to zero. |If the government contribution continues to increase, the
plan will want to grow, but the only way to grow when the premium is zero is to offer more benefits.
Because the benefitsthat most consumersarewilling to pay for out-of- pocket dready are being offered (as
evidenced by the out-of-pocket premiums being charged prior to the increase in the government
contribution), the new benefits offered at zero premium are not likely to be vaued at their cost by most
consumers. Feldman and Dowd (1998) refer to these latter benefits as "inefficient” benefits. Beneficiaries
would not purchaseinefficient benefitswith their own money because they do not va ue the benefitsasmuch
asthey cost to produce. In fact, they would not purchase inefficient benefits even if they were spending
taxpayers money, if they had the option of taking the cash instead. In contrast, the benefits offered by
M+C plansthat charge out- of- pocket premiums are efficient —if they weren't, the planswould (or, &t least,

should) drop them and reduce premiums.



lll. Premium Rebates as a Substitute for “Inefficient” Benefits
Premium rebates probably will not matter in areas that currently are offering an efficient level of
benefits— broadly, the counties in which adl Medicare+Choice plans currently charge a premium for ther
basi ¢ benefit package. In 2001, 61 percent of dl beneficiarieslived in countieswith no zero-premiumplans
> put for the remaining 39 percent of beneficiaries, premium rebates may be apotent catayst for incressing
enrollment in M+C plans, compared with providing inefficient benefits. Rebates would probably attract
beneficiaries from fee-for-service Medicare as well. Most beneficiaries supplement fee-for-service
Medicare with additional “Medigap” insurance (Rice and Berngtein, 1999). Beneficiaries are sendtiveto
the cost of Medigap premiums (McLaughlin, Chernew, and Taylor, 2001). A premium rebate would
increase the cost of FFS-plus-Medigap inreaionto the cost of M+C plans. Thisincrease should attract
a least some beneficiaries from fee-for-service to the M+C plans that offered rebates.
The option of offering cash rather than benefitswould present hedth planswith an interesting choice.
There may be sgnificant variation in the demand for rebates by hedth satus (hedthy beneficiaries may
prefer rebates), so plansmight try to use rebatesto select favorablerisks. But hedthy beneficiariesdso are
attracted by inefficient benefits such as hedlth club memberships, soit isnot clear how rebateswould affect
risk selection, in comparison to at least some enhanced benefitsaplan might offer. In addition, rebatesmay
atract low-income beneficiaries, who are often less hedthy than higher-income beneficiaries. Plans and
beneficiaries need to determine the appropriate balance of benefits and rebates in a market environment

(and the Centers for Medicare and Medicaid Services (CMS) should monitor changesin benefits and the

® Abt Associates Inc. analysis of 2000-2001 Medicare Compare Data (www.medi care.gov/mphCompare/home.asp), 2000-
2001 Service Area Files (www.medicare.gov/mphCompare/lhome.asp), and 2000-2001 State/County/Plan Files
(www.hcfa.gov/medicare/mpscptl.htm).



gpparent impact on selection, when rebates are offered).  If some benefits currently offered areinefficient,
beneficiaries will prefer rebates. On the other hand, some benefits may be sufficently vduable that
beneficiaries will prefer those benefits ingtead of rebates. One indication of the gppropriate baance
between benefits and rebates is the current experience of plansin low-payment areasthat offer additiona
benefits and charge a premium. The preventive care benefits offered by such plans might be the best
prediction of what dl M+C plans would offer if the Medicare program dlowed premium rebates, as the
benefit- premium mix is mogt likely to represent efficient combinations in these aress.

Meanwhile, it isworth noting the resultsin Section |, above, describing the relationship of payment
leves, premiums, and benefits. One of the most important findings of the research described there is that
premium levels and benefit generosity have the expected relationship to payment levels, but that other
variables—in particular, the intengty of competition and whether the county isurban or rural —aso havean
important influence on premiums and benefits. Those other variables are dso likely to influence the
presence and size of premium rebates. For example, planswould likely fed pressureto increase the size of
rebates in more competitive market areas, and in urban aress, just as they appear to do with benefits
generdly.

Intruth, it remains to be seen how plans and beneficiarieswill respond to the new option. Rebates
could have specid significance becausethey areacash incentivein program that has not used thisincentive
to date. On the other hand, rebates may be aminor option. M+C enrolleesmay prefer their current benefit
enhancements, especidly if the government “taxes’ rebates at high rates (as in some Medicare reform
proposalsdiscussed in Section VII). Evenif rebatesare offered, few beneficiariesmay switch from fee-far-
sarvice Medicareto M+C plansthat offer rebates. For thesereasons, it may be prudent to demonstratethe

idea, before implementing it sysem-wide.



IV. The History of Premium Rebates and Competitive Pricing®

If premium rebates are so desirable, it isworth asking why they have not been introduced before.
To date, as noted earlier, the Medicare managed care program has prohibited premium rebates. When
asked about this prohibition by one of the authors, a HCFA manager replied, “We don't give away
toagters” Thisresponsereflected apaterndidtic uneasnesswith the choicesthat beneficiariesmight makeif
hedlth plans offered cash, as well as benefits, to potentia enrollees. Offering premium rebates means
cregting a new benefit, but it aso requires a change in thinking — toward accepting a more central rolefor
market incentives in the Medicare program — that HCFA (now the Centers for Medicare and Medicaid
Services) was not initially prepared to take.

While HCFA did not wish to implement premium rebatesin the Medicare program, the agency in
fact worked very hard in the 1990s to introduce competitive pricing in Medicare, in the form of
demondtrations of competitive pricing for HMOs, durable medical equipment (DME), and dinica
laboratory services.” Our principal concern here is with the efforts to introduce competitive pricing for
Medicare HMOs, and the relation of those efforts to premium rebates.

Sating in the mid-1990s, HCFA developed a bidding modd for HMOs, using technicd
consultants (including three authors of this paper) and expert panels. Themodd required dl HMOsto bid
on astandardized benefit package (plans could offer optiona supplementsasthey chose). The government

would baseits premium contribution on thedistribution of bidsrecaived from the plans. Plansthat bid “high”

® This section focuses specifically on the role of premium rebates in the Medicare Competitive Pricing Demonstration.
See Dowd, Coulam, and Feldman (2000) for a discussion of all aspects of the demonstration.

" These efforts began in the late 1980s, with DME and clinical |ab demonstration efforts and studies of how competitive
pricing might be adapted to Medicare HMOs. The demonstrations were thwarted or stopped by industry pressure on



— over the cutoff price set by the government —would have to charge apremium to enrollees, equd tothe
difference between the cutoff price and the plan’s bid.

Two mgor features of the HCFA bidding mode concern us here: the exclusion of fee-for-service
Medicare and the excluson of premium rebates from the demonstration. With respect to fee-for-service,
HCFA decided at the outset that the agency did not have the legd authority to include fee-for-service
Medicarein thedemongration. Onereason for HCFA's concern was political. Including thefee-for-savice
sector would have meant higher premiums for fee-for-service beneficiaries in demongration aress. The
reason; fee-for-service was expected to be more expensive than M+C plans in the high-payment areas
where the demondtration was likely to be sted (i.e., any fee-for-service “bid” was expected to be higher
than most M+C plan bids). Charging anew premium to fee-for- service beneficiariesin demongration aress
would have increased enormoudy the politica opposition to the demonstration.

With respect to premium rebates, HCFA decided not to dlow plansto give cash rebatesdirectly to
enrollees, even arebate limited to the amount of the Part B premium, asan incentive for choosing particular
plans. This decison gppeared to be based on the agency's long-ganding position againg using financid
incentives to influence beneficiary choicein the Medicare program. Asthe demongtration design evolved,
agreement was reached to alow low-bidding hedth plansto enrich their benefit packages. Thisdecison
was congstent with past agency policy againgt cash rebates, but it reinforced the prevailing method of
restricting the reward to additiona benefits, rather than cash.

With the excluson of fee-for-service bids and rebates from the demondtration, the possibility of
direct price competition between FFS and M+C was substantially reduced. The FFS price could not be

raised by bidding, and the M+C price could not be lowered by rebates. The only direct price competition

Congress. All were attempted again in the late 1990s, with only the DM E demonstration avoiding political stalemate.
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would be among M+C plans, with pendties for bids above the cutoff payment levd.

HCFA attempted to implement this design (without FFS or premium rebates) in Baltimore (1996)
and Denver (1997). In each case, opposition from loca hedth plans and state Congressiond delegations
(plus, in Denver, alawsuit) sopped the effort.

Although Congress blocked the Denver demongtration, there till was considerable support for the
ideaof comptitive pricing among someinfluentid members. Led by Senator John Breaux (D - Louisana),
senators strongly committed to the idea successfully pushed for a competitive pricing amendment to what
became the Balanced Budget Act of 1997. BBA required the Department of Hedlth and Human Services
to design and implement aseries of demongrationsfor payment of HM Os (which BBA now grouped with
other Medicaret+Choice plans). HCFA was required to work under the guidance of a nationa expert
committee (the Compstitive Pricing Advisory Committee, or CPAC) and locad expert committees (Area
Advisory Committees, or AACs) that included members from dl the important stakeholder groups.

The CPAC began its work in May 19982 The CPAC designed a demonstration similar to the
mode previoudy proposed for Batimore and Denver. Asin those sites, the CPAC design excluded fee-
for-service Medicare, given thelack of lega authority toincludeit. The CPAC raised theissue of premium
rebates early in its discussons, as rebates promised to address some of the political problems that had
thwarted the demondiration to that point. One of the main reasons hedlth plans gave for their opposition to
the demondtration was that fee-for- service had been excluded. The American Association of Hedlth Plans
(AAHP), in particular, clamed that a demongtration excluding fee-for-service would be guilty of "tilting

competition unfairly againgt private plans® because fee-for-service would not be subject to the same

® One of the co-authors of this paper, Len Nichols, is amember of the CPAC.

® Karen Ignani, President of AAHP, quoted in Weinstein (1999).
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competitive pressuresthat HCFA proposed to put on hedlth plans. Thus, exclusion of fee-for-servicefrom
the demongtration increased industry and Congressiond oppositionto the project. Premium rebates might
serve to moderate that opposition, as rebates would create an important link between fee-for-service
Medicare and the competitive prices determined in the demondration. If alow-bidding plan offered a
premium rebate, it would reduce the price of that M+C plan below the Part B premium that fee-for-service
enrollees till would pay for their coverage, thereby creating direct price competition between M+C plans
and fee-for-service. To be sure, this price competition would come in the form of opportunities for low-
bidding M+C plans to offer reduced premiums, rather than increased premiums for fee-for-service, as
would follow from complete incluson of fee-for-service a most sStes. But given the absence of
Congressiond authorization, complete incluson of fee-for-service in the demongtration was out of the
question.

Although premium rebates presented an opportunity to change the politics of competitivepricing, it
was not an opportunity that initidly could be embraced. After making early inquiries, the CPAC was
briefed by HCFA on the subgtantia adminidrative difficulties of including premium rebates and by the
DHHS Office of Generd Counsel (OGC) on possiblelegd difficultiesaswell (e.g., conflicts with the anti-
kickback statutes). Accordingly, the CPAC set asidetherebate option and created aninitid designfor the
demongtration that excluded premium rebates.

A vector of considerations combined to put rebates back on the table. First, on June 29, 1999,
Presdent Clinton proposed a significant reform of the Medicare program that included premium rebates.
The President's proposal, dubbed the Competitive Defined Benefit (CDB), would pay hedth plans for
covering Medicare's defined benefits, including a new subsidized drug benefit. The CDB would provide

beneficiaries with arebate of 75 cents for every dollar of savings that resulted from choosing lower-cost

12



plans (the government would get the other 25 cents). Beneficiaries opting to stay in thetraditiona fee-for-
sarvice program would be able to do so without an increase in premiums. The Presdent's proposal
legitimized HCFA in taking another look at premium rebates.

Second, Congress dso became interested in Medicare premium rebates. By late 1999, the
demondtration had run into substantid loca opposition, and the CPAC and the AACs a the initid
demondtration sites (Kansas City and Phoenix) were exploring ways to make the demongtration design
more atractiveto beneficiaries. In private conversations, key Congressiond staff stated to CPAC members
that premium rebates were consstent with HCFA's demonstration authority. This pogition was being
written into law in Section 533 of the BBA Refinement Act (ultimately signed in November 1999), which
expressly authorized premium rebates recommended by CPAC. CPAC decided torevisit therebateissue.

At this point, OGC presented the opinion that providing rebates up to the amount of the Part B
premium would be legd under the demondration. This decison removed any remaining opposition to
rebates from HCFA except with respect to low-income beneficiaries whose Part B premium is paid by
Medicaid. (For this latter group, any rebates would have to be returned to the state Medicaid program

rather than directly to the beneficiary. A detalled discussion of thisand other implementation issuesfollows))

A subcommittee of the CPAC congdering theissue of Part B premium rebatesin the demondtration
concluded that this option would give efficient hedth plans another tool to make their product more
atractive vis-a-vis their competitors and fee-for-service Medicare. John Rother, a CPAC member from
the American Association of Retired Persons (AARP), asked to be put on public record in support of this
modification. The subcommittee's recommendation was discussed and gpproved unanimoudy at the next

CPAC mesting in autumn d 1999, just before Congress blocked appropriations to implement the
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demondtration in Kansas City and Phoenix.

The Competitive Pricing Demondration itself may never take place, due to political and other
factors. Nevertheless, by late 1999, premium rebates had become akey issue for future discussions of
Medicare reform, as aresult of converging factors: the Clinton Administration's reform proposal based in
part on rebates, the Congressiond authorization for CPAC to include premium rebatesin ademongtration,
and the CPAC's acceptance of the rebate option. We will argue that the later inclusion of rebatesin the
revised Breaux-Frigt proposa introduced in the Senate (discussed in Section VII) has solidified the

consensusin favor of Medicare premium rebates.

V. Rebates Become Official Policy: BIPA 2000

Premium rebates received a definitive boost in late 2000, when Section 606 of BIPA authorized a
premium rebate option. Starting in 2003, M+C plans will be dlowed to eect a reduction in their basic
payment, up to 125 percent of the Part B premium. Eighty percent of the payment reduction that a plan
electswill be gpplied to reduce each enrolleg’ sPart B premium. The government will sharein the payment
“savings,” by retaining 20 percent of the payment reduction. For a plan that dects a full 125 percent
reductionin payment, enrolleeswill pay no Part B premium. Onceit wasdecided that the savings should be
shared in an 80/20 ratio between beneficiaries and taxpayers, the 125- percent cap became amechanica
formulato ensure that the maximum rebate would be equa to the Part B premium.

With this provision, premium rebates became not merely a consensus, but an authoritative plan for
the future — the closest thing we have to Medicare + Choice payment reform. But if the authority and
schedule are clear, the details of implementation are not. The next section reviews some of the

implementation issues that now must be confronted.
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VI. Implementation Issues for Premium Rebates

Implementation issues for offering rebates include the adminigtrative challenge of processing the
rebates, the tax implications of recelving a rebate, and the question of who receives the rebate for low-
income beneficiariesdigiblefor Medicaid coverage or assstance under QM B, SLMB, or QI programs. In
addition to thesetechnica issues of implementing premium rebates, thereisthelarger issue of likely politica
problems surrounding rebates.

Administrative Challenges: Currently, Part B premiums are deducted from beneficiaries Socid

Security checks by the Socid Security Administration (SSA).  Some suggest that it would be more
sraightforward to pay premium rebates through SSA. Indeed, Section 606 of BIPA seemsto envision

exactly that kind of arrangement:

In the case of an individual enrolled in a Medicare+Choice plan, the Secretary shall provide for
necessary adjustments of the monthly beneficiary premium to reflect 80 percent of any
reduction [in payment elected by a plan].... To the extent to which the Secretary determines
that such an adjustment is appropriate, with the concurrence of any agency responsible for the
administration of such benefits, such premium adjustment may be provided directly, as an
adjustment to any social security, railroad retirement, or civil service retirement benefits...

Given the magnitude and complexity of SSA's adminidrative systems, incorporating a BIPA-
directed mechaniam to adjust Part B premiums for qudified beneficiaries might take years to implement.
Meanwhile, the procedureswould not besmple. A rebate process utilizing adjustmentsto Socid Security
payments would require efficient information exchanges between the SSA and M+C plans. One
complication in these exchangesisthat beneficiaries may change plansin the middle of the year, requiring a

change in thalr rebate adjustments and making the accounting a continuous process rather than an annua
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event.’’ Atthesametime, enrolless statusunder formsof public assistance varies over time, and with that
variaion would come changes in how the SSA would need to adjust the premium rebate amount (for
example, shiftsinand out of Medicaid would require changesin the payee from the state to the beneficiary).
Whilethese obstacles may be surmountablein thelong run, two smpler implementation optionsthat may be
congstent with Section 606 are worth consdering: CM S or the M+C plansthemselves could processthe
rebates.

A scenario in which CM S sends the checks could be adapted from the demongtration of Medica
Savings Accounts (MSAS). With rdatively minor adjusments, CMS could modify this system to send
checksdirectly to beneficiaries bank accounts onamonthly, quarterly, or annud basis, with or without alag
in payments. Quarterly or annua rebates would be more cost- effective and alag in paymentswould dlow
for any reconciliation that might be needed if a beneficiary changes plans mid-year. This approach does
require a complex administrative process, however. Bendficiaries would need to notify CMS of their
designated bank accounts, and CM S would need to link the rebate amounts for each beneficiary to each
change in enrollment.

A variation on this approach that CM S has explored is to adapt the system used by CMSto hill
beneficiaries who are not digible for Socid Security benefitsfor their Part B premium. Because thishilling
system focuseson Part B enrollment only and receivesdl of itsinformation from SSA, however, it could not
be easly adapted to track whether a beneficiary has enrolled in a hedth plan that provides a rebate.

Significant investment and time would be needed to make these substantia changes.

" BBA’s“lock-in" provisions might simplify the enrollment process somewhat. The act providesthat, beginning in 2003
(just as the premium rebate option takes effect), changesin enrollment will be allowed once during the first three months
of each year, and during an annual coordinated election period. If this provision goes into effect, the volume of
enrollment switches will decline substantially and to that extent will reduce the administrative problem of tracking
enrollment changes for rebate adjustments.
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As a second dternative, headlth plans that eect a payment reduction could give beneficiaries the
check or cash themselves, on a monthly or quarterly bass. This option has the advantage of linking the
beneficiary's choice of plan directly with receipt of arebate. It dso hasthe advantage of relieving CMSor
SSA fromvirtualy dl of the adminigtrative burden and system changes associated with thefirst option. SSA
would have no new role in the rebate system, and CM S would need only to process the reductions in
payment rates that the plans elect.

If plans issue the checks themselves, the current regulatory structure appears to be adequate to
address any concerns about ensuring that beneficiaries receive the correct rebate amount. Hedlth plans
dready havethe authority, and often havethe sysemsin place, to bill enrolleesfor out- of- pocket premiums
(for basic or supplementary benefit packages) or to provide refunds for any reversed gppeals. CMS
monitors the plans marketing materials and conducts biennid compliance reviews that should detect any
misrepresentation or fallureto comply with thetermsof therebate. Inany event, thetermsof therebate are
virtudly sdf-enforcing, oncethey are publicized— CM Sisdmos certainto learnif plansfal to pay, through
ordinary publicity, if not through more forma grievance and gpped's processes.

Pansmight find this structure advantageousif it is attractive to beneficiaries and does not encourage
adverse selection. The cost of developing or expanding these disbursement and accounting mechanisms
would need to be offset by the success of this new marketing tool in order for rebates to apped to hedlth
plans.

Tax Implications of Rebates: To our knowledge, the IRS has not ruled officidly on whether

premium rebates condtitute income to the recipient. The only IRS consultations of which we are awvare
wereinforma conversations between HCFA, the IRS, and the Treasury Department in 1999, in conjunction

with the ddiberations of the CPAC. These cbvioudy are not binding on the agency, with respect to the
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BIPA rebate option.

However, dl partiesto the premium rebate discussions at each stage— from the CPAC discussons
to the BIPA legidation — have made the assumption that a premium rebate limited to the value of the Part B
premium was not incometo the recipient, but rather achangein the net price of Medicare Part B. Rebates
exceeding the Part B premium would be consdered income and therefore have to bereported. Assuming
the IRS does not take issue with these assumptions, rebates limited to the Part B premium would not affect
tax ligbilities for most beneficiaries. However, even on that smplifying assumption (which remainsto be
confirmed as premium rebates are implemented), there is a problem for those beneficiaries who have
aufficient medica expensesto teke an itemized deduction for them. These beneficiaries could deduct their
full Pat B premium payments one year, but recelve a premium rebate in the next year. In this case,
beneficiaries would have to consider the rebate as incomein the next year.

Therearebascdly two waysthis potentia problem could beresolved. Firgt, the problem could be
avoided if premium rebates were made in the same cdendar year as the Part B premium they offset,
because then the origina deduction could reflect the Part B premium net of the rebate. Second, if the
problemisnot avoided, it could betreated in the same way itemized deductionsaretreated more generdly.
Taxpayerswho itemize deductions have to report any changesin those deductionsin a subsequent period
dueto rebates, refunds, and so on (e.g., when they clam state income taxes as adeduction on their federd
return for a given year, but receive a sate tax refund for the same year). Since taxpayers are dready
accustomed to such transactions, it should not be a problem for them to handle asmilar transaction with
respect to premium rebates.

If thesemethodswould take care of the problems of beneficiary computation of tax ligbilities, there

remains aquestion of whether premium rebateswould cregte new reporting requirementsfor CM S, health
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plans, the IRS, or others. The best advice during the ddliberations of the CPAC in 1999 wasthat no new
reporting requirementswould be created for ademonstr ation rebate that could not exceed the vaue of the
Part B premium. Butitisnot clear that that would aso betruefor apremium rebate option available across
the entire Medicare + Choice program. Thisis another tax-related issue that remains to be resolved, as
implementation of the premium rebate option gpproaches.

In view of these preliminary opinions, the tax implications of premium rebates gppear to ke
draightforward. But that conclusion assumes that the IRS follows the assumption that rebate advocates
have been making — that rebates limited to the Part B premium are not income — and it assumes that the
IRS s answers to some remaining questions (e.g., concerning reporting requirements) do not create new
complexities.

I mpact on Low-Income Beneficiaries. Beneficiaries below 175 percent of the poverty level are

eligiblefor complete or partid assstance with the Part B premium. CMSsOGC determined in the course
of CPAC ddiberations that beneficiarieswho receive Medicaid coverage would not be digible to receive
the rebate directly because Medicaid pays their Part B premium. Section 606 of BIPA reachesasmilar
concluson:

...such premium adjustment may be provided directly, as an adjustment to any social security,
railroad retirement, or civil service retirement benefits, or, in the case of an individual who
receives [Medicaid assistance] ... for medicare costs ... as an adjustment to the amount
otherwise owed by the State for such medical assistance.

For beneficiaries digible for partid assstance with the Part B premium, considered Qualified Individuads
(QI), some partid rebate to the beneficiary could be considered. Sending the rebate check to the state
Medicad program would present additional administrative complexities, but these should not be
insurmountable. CM S knowswhich Medicare beneficiaries are receiving Medicaid ass stance and reports

this information to hedth plans monthly, athough retroactive adjusments to digibility are quite common.
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Whatever the arrangement sdlected for crediting beneficiaries (i.e., SSA adjustment of Part B premiums,
CMS issuance of checks, or hedth plan issuance of checks), a mechanism will have to be created to
transmit rebate checksto the states. While sending the check to the states rather than the enrolleeislikely
to dilute the intended effect of the rebate on the dud-digible population, Section 606 of BIPA leaves no
aternative, were one desirable.

Many beneficiarieswho might bedigiblefor asssancewith the Part B premium havenot enrolled in
the programsthat offer assstance. These beneficiarieswould bedigiblefor thefull rebate. However, they
(and others who are spending down to become digible for public assstance) may be disadvantaged by
recaiving the rebate. For the purposes of determining eigibility for Medicaid, supplementa security
assistance, food stamps, and other public aid programs, the rebate would be consdered income. This
could make it more difficult for beneficiaries to qudify for these programs, depending on how close they
were to the digibility thresholds. It isworth kegping in mind, however, that the rebate is true cash to the
beneficiary and that itseffect ondigibility for such programsisno different than other, ordinary cashincome.
The disncentive effects of any “tax” that these other programs place on the premium rebate is due to the
design of these other programs. Thereis no way to design a premium rebate to avoid them.

Political issues: The paliticd issues of implementing rebates may turn out to be more important

than thetechnical issues. Whilethisdiscusson is necessarily speculative, history suggeststhat CM Swould
not be given the necessary resources or time to implement rebates effectively. Beneficiary education,
outreach, etc., could be formidable problems. These problems might be addressed to some extent by a
demondtration of rebates, as outlined in the next section.

Even if these problems can be solved, thereislikdy to be paliticad oppogtion to the availability of

“unfar” cash payments in high-payment areas. Thisis the Medicare + Choice equity problem in anew
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guise, in this case because plansin high-payment areas can provide cash rebates, not just enhanced or free
benefits, as before. Congress may be uncomfortable seeing beneficiaries in high- payment areasreceiving
checks. Atthe sametime, however, other effectsof BIPA — notably, itssubgtantid increaseinthe minimum
payment levels— might reduce these concerns. But it isat least worth asking whether the unique attraction
of cash asan incentiveto choose efficient plans might not be mirrored by the uniquely provocative pectacle
of planswriting checks to some beneficiaries while others get nothing to offset their Part B premium each

month.

VIl. Rebates in the Context of Medicare Reform

Since President Clinton left office, the major Medicare reform proposal beforethe 107" Congress
has been the M edi care Prescription Drug and Modernization Act of 2001 (S. 358), arevised version of the
so-called “Breaux-Frigt” hill, firgt introduced in the previous Congress. Thishill representsamodification of
the unapproved draft proposa of the Nationd Bipartissn Commission on the Future of Medicare. The
latter included certain paliticaly difficult provisons, eg., folding fee-for-service Medicare into the bidding
processwith hedlth plans, in such away that beneficiaries could end up paying an additiona out- of-pocket
premium to stay in fee-for-service. Presdent Clinton’'s appointees to the Bipartissn Commission were
unable to support arecommendation that included fee-for-service Medicare in the competitivefray. Even
after President Clinton’ s departure, considerable oppaosition to higher fee-for-service premiumsremainsin
Congress and among Medicare advocacy groups.

S. 358 is a “more incrementa aternative,” developed in an “effort to pass Medicare reform
legidation that includes a prescription drug benefit,” in Senator Breaux’ swords (Breauix, 2001). It reflectsa

series of compromise moves in the direction of ex-Presdent Clinton's Medicare reform proposd,
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specificaly:
It excludes fee-for-service Medicare from the bidding process.
M+C plans are paid according to a benchmark amount based on the average price of
traditional fee-for-service Medicare in each area.
Plansthat bid below the benchmark amount can offer premium rebates, with 75 percent of
the amount bel ow the benchmark price going to beneficiaries and the balance going to the
government.

The convergence of reform proposa’s may represent an historic opportunity for Medicare reform.
Conflictsunresolved at thetime of the Bipartisan Commission now gppear to have been compromisedtoan
important extent. Premium rebates are the device that permitted some leve of agreement between these
two points of view. This agreement was definitively expressed with the passage of BIPA in late 2000,
which put the Medicare program on aschedule to introduce the premium rebate option in 2003. Whilethe
Bush Adminigtration has not, to our knowledge, made any specific commitmentsto premium rebates, it has
apparently expressed some agreement with the Bipartisasn Commission’s gpproach to Medicare reform,
with S. 358 as a arting point (Frist, 2001).

Despite plan withdrawal s from the M+C program from 1998- 2001 that werein part prompted by
payment reductionsin the BBA, M+C payments still vary widely among markets and dlow M+C plansin
many areasto provide generous benefit enthancementsat no out- of- pocket cost to enrollees. Rebates may
provide powerful incentivesfor beneficiariesto chooselow-cost plans, and for plansto maketheir benefits
more efficient. Or rebates may be a minor option, with little change anywhere in the system.

Given this uncertainty, it arguably would be prudent to demondrate the use of premium rebates

before indtituting the option programwide. Such a demonstration would have at least two purposes: it
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would provide a pilot test of key features of the impending system-wideintroduction of apremium rebate
option; and it would provide information on how plans and beneficiariestreat benefit enhancements versus
premium rebates, in order to determine whether premium rebates are aminor option with little effect or a
mgor change in incentives and behavior.

A premium rebate demongtration could be fashioned rdatively quickly, since the current M+C
program would have to change in only one respect —to alow M+C plansthe option to take areductionin
payments in order to give rebates to enrollees. The demongration would have to address the
implementation complexities noted earlier in Section V, but the basic steps arenat difficult: (1) choose (or
solicit) gtes; (2) announce that, after a given date, M+C plans in the selected Stes could take payment
reductions up to 125 percent of the Part B premium, with 80 percent of any amount chosen being rebated
to enrallees; and (3) reach provisond understandings with the IRS and others, as needed, for the duration
of the demongtration. Therewould beafew adminidrative detals, but only afew. For ademondration, at
leadt, it would be essentid to smplify theissuance of rebate checks (therewould belittletime, for example,
to ater SSA or CMS systems), so the checks would have to be issued by the M+C plans themsdlves.
CMS would need to indtitute special outreach and education activities, to inform beneficiaries about the
demongtration. CM S aso would need to work with the plans and CPAC to determinetherulesfor rebates
(e.g., minimum length of enrollment, timing of rebates, etc.).

A third objective for the demongtration would be to test the effects of different “tax” rates on
beneficiary behavior. A recent smulation (Thorpe and Atherly, 2001) suggeststhat the 25% tax imposed
onrebatesin S. 358 istoo largein relation to their supposed efficiency advantage over enhanced benefits,
S0 that most beneficiarieswould keep their current benefits rather than receive arebate. Smaller tax rates

would makerebates more atractive to beneficiaries but woul d reduce the government savingsfrom arebate
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program. Since BIPA and Breaux-Frist dready envision different tax rates (20% versus 25%), and the
Competitive Pricing Demondtration did not tax the rebates at dl, it would be important to test thisdesign
feature of arebate proposa.

Whether or not ademondiration is used to reduce some of the uncertainties of the method, it now
gppears possible that the unheralded consensus that emerged in 2000 soon will creete an interesting, and
possibly very important, market reform of Medicare. Indications thus far are that premium rebates have
passed key political teststhat blocked other effortsat reformto date. Premium rebates|eave current policy
untouched, except to offer carrots, not sticks, as price Sgnasto beneficiaries. Former President Clinton
had the insght that this path to market reform would be more paatable to the palitica system than other
proposals that, while they offered rebates in various forms, dso required beneficiariesto pay higher prices
for some options. What remains to be seen is how M+C plans, beneficiaries, and other parts of the
Medicare program react to apremium rebate option. Will premium rebates provide a powerful incentive,
or a minor option? Will premium rebates bring about mgor changes in behavior? With or without a

demondtration, that test will soon begin.
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