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The Medicare Prescription Drug, Improvement, and Moderniza-
tion Act of 2003 (MMA) established a voluntary outpatient pre-
scription drug benefit for Medicare beneficiaries that began Janu-
ary 1, 2006. Medicare subsidizes the cost of the program, generally 
paying about 75 percent of program costs. Total expenditures for 
the Medicare drug benefit are expected to exceed $60 billion in 
2009.1 Beneficiaries enrolling in Part D pay a monthly premium in 
addition to cost sharing and any deductible for their drugs. Low-
income beneficiaries pay lower or no premiums, cost sharing, and 
deductibles.

The Medicare drug benefit is administered through private enti-
ties called prescription drug plans (PDPs) for beneficiaries in 
fee-for-service (also known as traditional) Medicare and through 
Medicare Advantage prescription drug (MA-PD) plans for ben-
eficiaries enrolled in Medicare managed care. PDPs and MA-PDs 
perform such functions as: 

Designing and marketing drug benefit plans • 

Negotiating drug prices with manufacturers and pharmacies• 

Building and managing a network of pharmacies • 

Enrolling and disenrolling beneficiaries • 

Tracking beneficiary drug spending• 

Managing a drug formulary and beneficiary appeals process• 

Employers and unions offering retiree coverage that is at least as 
generous as Medicare’s drug benefit and meeting other require-
ments may qualify for Retiree Drug Subsidies (RDS) to help 
defray the cost of providing a drug benefit to their Part D–eligible 
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retirees. (See “Employers and Part D” section below for more on 
these plans.) 

Beneficiary Participation 

Medicare beneficiaries who are eligible for Medicare Part A or 
enrolled in Part B may enroll in a Medicare drug plan.2 In 2008, 
25.4 million beneficiaries enrolled in a PDP or MA-PD, about 58 
percent of those who were eligible. An additional 6.66 million 
beneficiaries enrolled in a drug plan through a former employer 
or union qualifying to receive RDS. About 7.53 million benefi-
ciaries received drug coverage from sources that do not receive 
Medicare subsidies including TRICARE, the Federal Employee 
Health Benefits Program for retirees, Veterans Administration 
coverage, and employer-sponsored insurance for active workers 
with Medicare as a secondary payer. Lastly, 4.61 million Medicare 
beneficiaries have no known source of drug coverage.

Sources of Medicare Beneficiary Drug Coverage, 2008

Source: Centers for Medicare & Medicaid Services, “Prescription Drug Coverage, 
General Information,” updated September 25, 2008; available at www.cms.hhs.gov/

PrescriptionDrugCovGenIn.

Benefit Structure

The Part D standard benefit for 2009 includes a $295 deductible, 
25 percent coinsurance3 for covered drug spending between 
$295 and $2,700, and 100 percent coinsurance for drug spending 
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between $2,700 and $6,153.75 (a gap in coverage popularly known 
as the “donut hole”). After $4,350 in beneficiary true out-of-pocket 
(or “TrOOP”)4 spending is reached, catastrophic coverage begins 
and beneficiaries are only responsible for limited cost-sharing. 
All drug plans must offer a standard benefit plan.

Medicare drug plans may offer nonstandard benefit plans that 
vary from this standard benefit. For example, Medicare drug 
plan sponsors may offer drug plans that are actuarially equiva-
lent to the Medicare drug benefit. They may also offer plans that 
are more generous, or enhanced, as long as they also offer a basic 
benefit package. Nonstandard plans are popular with beneficia-
ries because they may have lower deductibles or cost-sharing, 
albeit generally at higher premiums. The majority of beneficiaries 
are enrolled in nonstandard plans. 

Beneficiary Premiums and Pl an Payments

Beneficiaries enrolled in PDPs typically pay a monthly premium 
for Medicare prescription drug coverage, which averages $28 per 
month in 2009.5 Beneficiary premiums are determined by bids 
submitted annually to Medicare by drug plans wanting to offer 
a Medicare drug benefit, which are compared to the average bid 
from all plans. Plans with lower bids have lower beneficiary pre-
miums, and plans with higher bids have higher premiums.6 

Medicare Advantage plans have flexibility to allocate premium 
dollars between the drug benefit and other health benefits they 
offer. As a result, many Medicare Advantage plans are able to 
offer drug coverage for $0 premium. In 2009, about one-third of 
MA-PDs will offer a $0 premium. They are also more likely than 
PDPs to offer coverage in the gap and a $0 deductible.

In addition to receiving beneficiary premiums (estimated to 
amount to $6.1 billion in 20097), Medicare drug plans receive 
payments from Medicare to subsidize the cost of providing the 
benefit. 

Direct premium payments•   represent Medicare’s major subsidy 
to plans for all beneficiaries (estimated $19.9 billion in 20098) 

Reinsurance•   subsidizes catastrophic expenses above $6,153.75 
for a beneficiary in 2009 (estimated $9.6 billion in 2009)

http://www.nhpf.org
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Low-income subsidy payments•   subsidize premium and cost-
sharing assistance for low-income beneficiaries (estimated $21.1 
billion in 2009)

Assistance for Low-income Beneficiaries 

About 30 percent of Part D enrollees qualify for assistance in 
paying premiums, deductibles, and cost sharing. These individu-
als have incomes below 150 percent of the federal poverty level 
($15,600 for an individual and $21,000 for a couple in 2008) and 
few assets ($11,990 for an individual and $23,970 for a couple in 
2008), and include beneficiaries dually eligible for Medicare and 
Medicaid (often referred to as “dual eligibles”). The level of extra 
benefits Medicare provides depends on the person’s income: 
lower income individuals receive more generous extra benefits 
including no or low premiums, deductibles, and cost sharing. The 
lowest income beneficiaries, dual eligibles, pay no premiums for 
drug plans with premiums below the average in an area, only 
very modest cost-sharing for prescriptions, no deductible, and 
are not subject to the coverage gap. 

Private plans are paid extra by Medicare for low-income enroll-
ees to compensate for the additional benefits they receive. Private 
plans were paid an estimated $1,056 per enrollee for drug benefits 
in 2008, and an additional $1,944 per low-income enrollee.9 

Many low-income beneficiaries, including dual eligibles, received 
drug coverage through Medicaid prior to the implementation of 
the Medicare drug benefit in 2006. In order to help finance their 
participation in Part D, the MMA requires states to contribute 
90 percent of the expected state cost of drugs for this population, 
phasing down over 10 years to 75 percent. This provision is com-
monly called the “clawback.”

Employers and Part D 

Employers have several options for interacting with the Medicare 
drug benefit. Employers and union groups that provide prescrip-
tion drug insurance to their Medicare-eligible retired workers that 
is at least a generous as Part D coverage may apply to receive retir-
ee drug subsidies from Medicare. These payments are intended 
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to help employers maintain drug coverage for their retirees, and 
are less expensive for Medicare than enrolling these beneficiaries 
in a Part D drug plan. In 2008, the average RDS payment was 
about $600 per beneficiary.10 Employers not receiving the retiree 
drug subsidy may choose to “wrap around” Part D coverage by 
paying Part D premiums or contributing toward deductibles and/
or cost sharing for their retirees. A few large employers have also 
formed their own Medicare drug plans for retirees, and receive 
the full direct premium subsidy from Medicare. 

Formul aries and Appeals

The law permits Medicare drug plans to pay for most drugs 
approved by the Food and Drug Administration (FDA). However, 
virtually all PDPs use formularies, or lists of covered drugs, that 
effectively limit the number and type of drugs paid for by the 
plan. Plans are required to include a relatively broad range of 
drugs on their formularies to help prevent a plan from system-
atically discouraging beneficiaries with certain health conditions 
from enrolling. Beneficiaries may appeal the decision of a plan to 
not pay (or require a higher co-payment) for a particular drug.
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