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LONG-TERM CARE AND DRUG BENEFITS
UNDER HEALTH CARE REFORM

TUESDAY, APRIL 19, 1994

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:04 a.m., in

room SD-215, Dirksen Senate Office Building, Hon. Daniel Patrick
Moynihan (chairman of the committee) presiding.

Also present: Senators Pryor, Rockefeller, Conrad, Packwood,
Dole, Chafee, Durenberger, Grassley, and Hatch.
OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,

A U.S. SENATOR FROM NEW YORK, CHAIRMAN, COMMITrEE
ON FINANCE
The CHAIRMAN. A very good morning to our distinguished col-

league and opening witness. This is another in the series of hear-
ings on health care, which the Committee on Finance has been con-
ducting this whole year. We are now down to some specifics of the
President's proposal. We are going to have a discussion of the ques-
tion of long-term care and prescription drug benefits in the Presi-
dent's plan.

But first we have what I believe is the first in such an event.
One of our colleagues, Senator Cohen of Maine, has a proposal, and
has some thoughts of his own on the subject of long-term care
which we are anxious to hear and we welcome you, sir.

Senator Packwood?
OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S.

SENATOR FROM OREGON
Senator PACKWOOD. Mr. Chairman, thank you.
Today we are into two very sensitive and expensive topics. Long

term care and prescription drugs are not minor issues and at some
stage we are going to have to face the issue in this committee when
we talk about health insurance. Now whether health insurance
should mean what insurance normally means, and that is to pro-
tect you against unexpected losses that you cannot afford, or
whether it really means basic, across the board health care for ev-
erybody, whether they can afford it or not with relatively marginal
deductions and relatively marginal co-payments, and we include
in that long-term care and prescription drugs.

Prescription drugs for many people are a burden. By burden I
mean they are expensive. Long term care for some people is not
just a burden, it is a catastrophe. Most people cannot afford it. So
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you take care of Aunt Minnie at home as best you can. You hope
there is some adult respite care some place where you can get a
day off. But the bulk of long-term care is still uncompensated care
by friends or relatives or churches or something like that.

Should the government get into it? If so, how? How much is it
going to cost? H-ow are we going to pay for it? And Senator Cohen

has probably done more on the Republican side on this issue than
any other member and I look forward to hearing from you.

The CHAIRMAN. I am sure we do, as does Senator Chafee. Sen-
ator Chafee, do you want to comment?

OPENING STATEMENT OF HON. JOHN H. CHAFEE, A U.S.
SENATOR FROM RHODE ISLAND

Senator CHAFEE. Thank you, Mr. Chairman.
I do not want to interfere with Senator Cohen and am ready to

go ahead. There is a witness on the next panel that is from Rhodeisland, Mr. Rudnick, I wonder if he is here yet and perhaps if he
could just step up.

The CHAIRMAN. I think Mr. Rudnick is on our third panel.
Senator CHAFEE. All right. I will look forward to seeing him then.
I want to welcome our distinguished compatriot who has been

deep into health care matters generally and pharmaceuticals spe-
cifically.

The CHAIRMAN. And long-term care in this instance. Good morn-
ing, Senator Cohen.

STATEMENT OF HON. WILLIAM S. COHEN, A U.S. SENATOR
FROM MAINE

£ .,nator COHEN. Thank you very much, Mr. Chairman. SenatorPackwood. Senator Chafee. First of all, let me thank you for allow-
ing me to testify before you this morning. Mr. Chairman, for many
older Americans and individuals with disabilities and their families
I think the most personal way that health care reform could touch
their lives would be to make affordable and more appropriate long-
term care services available and to provide some relief from the re-
lentless increases in prescription drug prices.

On the Senate Aging Committee, Senator Pryor and I have seen,
I think, first hand the devastating toll that high prescription drug
and long-term care prices are taking on families. Just last week we
had a very poignant moment when a woman and her daughter ap-
peared to talk about her husband, the child's father-I think he
was age 62-who has advanced Alzheimer's Disease and requires
24-hour, around-the-clock service at home. They cannot afford to
even continue the service they themselves are providing.

They are having to put their home up for sale and they have no
idea where they are going. This is the sort of story that can be told

over and over again. The fact is that while Medicare helps over 30
million older Americans with their acute care costs it covers only
half of the elderly population's health care costs.

Prescription drugs and long-term care account for the largest gap
in coverage for older citizens. In fact, 64 percent of all prescription
drug costs for older Americans are paid out-of-pocket--6 4 percent
come out of the pocket.



Only about 3 percent of our population now have insurance
against long-term care expenses. I might say that as we are moving
forward with the entire discussion on reforming our health care
system, long-term care has been something of an afterthought, a
step-child of this debate. And our current system, I think you all
would agree, is a system of fragmented inequitable Federal and
State programs.

Long-term care is the fastest growing segment. State budgets are
now breaking under the weight of these costs. Our system clearly
is biased toward institutional care such as nursing homes.

And secondly, and perhaps equally important, is the fact that
families have to impoverish themselves in order to qualify for Med-
icare coverage at the State level. So the problem, as Senator Pack-
wood has indicated, is large and the need is real, but there is an-
other reality. That is, I be ieve that we can no longer afford to con-
struct new, unrestrained, non-means tested programs.

I think such an approach is not only fiscally irresponsible, but
also impedes a creation of a private long-term care insurance mar-
ket and fails to encourage individuals who are financially able to
plan and save for their own future long-term care needs.

The costs and the magnitude of the administration's long-term
care benefit program, as I understand it, is $62.2 billion over a 5-
year period. My concern is that because of the large price tag asso-
ciated with it, when it comes time for those final votes in the de-
bate, that will be one of the first items that will be considered to
be dropped from the bill, which I think will be a mistake.

Senator Chafee has a "Heart" proposal, and legislation has been
introduced by Senator Packwood and Dole and, indeed, the admin-
istration. They all provide for important tax incentives for the pur-
chase of long-term care insurance and each would provide impor-
tant consumer protections on these policies so that fair, affordable,
long-term care policies will be made available.

I think it is extremely important to encourage the private sector.
Private market insurance programs are going to be the ones we
have to turn to in order to ease the financial burden on the Federal
Treasury in the years to come. We have seen recent reports on
what is happening in our Social Security Trust Fund. I know the
Chairman is familiar with those reports.

I was with Pete Petersen just recently and, of course, he has
written a book which I think many are familiar with. He mentions
that when Lyndon Baines Johnson came to, I believe, the Finance
Committee at that time and said we need to have a Medicare pro-
gram, the costs at that time were estimated at $500 million.

Today I believe those costs approach about $150 billion. So we
can see the kind of explosive growth in the programs that we have
to be concerned about. So I think in addition to helping individuals
plan for their own long-term care needs we also have to explore im-
proving the public safety net to better protect those at low income
evels against a catastrophic-that is the word that Senator Pack-

wood used-catastrophic expense of long-term care services.
We have to end the current bias toward nursing home care by

providing adequate coverage under Medicaid for home care and we
ave to better integrate long-term care with the rest of our health

care system.
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I have legislation I am working on. I hope to introduce it in the
next several days, hopefully by the end of this week or perhaps
next week, that will incorporate some of these recommendations.

Let me just turn quickly to the issue of prescription drugs. This
is an issue which the Aging Committee, under the leadership-I
should say tireless leadership-of Senator Pryor, has devoted much
attention to. We have had hearing after hearing in which doctors,
pharmacists, and social service professionals have expressed con-
cern about the choices that our senior citizens have to make.

They are being forced to choose between their medicine or food
or fuel. Many times individuals will take half of what they need in
order to stretch out their medications. Some will take a quarter of
what they need in order to stretch it out because they simply can-
not fill up their fuel tanks or buy food. So they are being placed
in a terrible situation.

Fortunately, I think the bright spotlight that we have placed on
the ever-increasing levels of pharmaceuticals has had some effect.
In 1993 pharmaceutical inflation dropped to the lowest level in 20
years. I think the pressure from Congress, and the public as well
to lower the prices, and the changes we have had in managed care
plans, buying groups, use of formularies, and the huge boom in the
availability of generic and "me too" drugs have injected an element
of competition into the market which has had a salutary impact.

The CHAIRMAN.. Senator, we are developing a lexicon of strange
terms that we do not fully understand. A "me too" drug?

Senator COHEN. They are just generic reproductions of existing
high priced drugs. But in any event, let me shorten this up. Even
though we have had these reductions in prices it really has not fil-
tered down to the consumer level. They have gone to hospitals or
HMOs, but at the consumer level the prices are still relatively
high.

In fact, the drug prices are continuing to rise faster than other
health care sectors in the overall economy and the pharmaceutical
manufacturers enjoy profits that far exceed in many cases the aver-
age Fortune 500 company profits.

But once again we have a dilemma. We cannot allow costs to con-
tinue to escalate well beyond the reach of the average citizen, but
we have to make sure that as we try to contain these costs to keep
them in check that we do not come up with a manner of checking
them that defeats the very purpose that the drugs provide. That is
one of the major dilemmas that we have to resolve.

We know, for example, that pharmaceuticals have brought us
closer to cures for devastating diseases like Alzheimers, AIDS and
cancer, and yet we have the unique situation and our pharma-
ceutical manufacturer will tell you, we have saved you-the Amer-
ican people, the Federal Government-billions of dollars by saving
you from the expensive care that might be required if you have to
be hospitalized. Drugs do keep you out of hospitals, and hold down
costs. That is true.

But it is also in my mind the equivalent of having a drowning
person 50 feet away and tossing that person a life jacket or a life-
saver with a cord that is only 30 feet long. If you cannot afford the
prescription drug, it does not matter whether it is saving you



money in the long term by saving you from going into an institu-
tion or into a hospital.

So I believe the same applies in the case of long-term care. If we
have unlimited Federal resources that were available, a solution
would be easy-let Medicare pay for it. But offering Medicare cov-erage without some kind of adequate cost containment mechanism
built in is simply going to shift the higher cost of these prices to
the Federal Government, something that I think that we are not
eager to do.

Both the administration's plan and the "HEART" proposal of
Senator Chafee would expand prescription drug coverage through
the standard benefits package. The "HEART" plan, or Senator
Chafee's plan, would allow Medicare beneficiaries to enroll in quali-
fled plans to obtain prescription drug coverage. As such, Ithink the
drug coverage is used as a carrot to bring Medicare beneficiaries
into health care alliances and qualified plans that contain costs
through effective managed care techniques.

There are several other proposals now being promoted. What I
am suggesting is, if we are going to include in this health care re-
form debate coverage for prescription drugs, we have to be sure
that we have some kind of cost containment. Otherwise, you are
oing to have this escalation of prices simply passed on through
edicare or through the health care reform itself and the costs will

be astronomical.
As I recall looking at the President's plan for prescription drug

coverage, it approaches something in the neighborhood of $69 bil-
lion or so. So, if you start adding these figures up, you are going
to find that public support or political support in the Congress will
dwindle.

That is why as we approach health care reform, long-term care
and prescription drug coverage should be included, but included in
a way that we can minimize the costs certainly initially, but hope-
fully in the long term. With that, Mr. Chairman, I conclude my five
minute plus presentation.

The CHAIRMAN. Very well said. Can I make the point, and then
I wonder if you would not comment on it, a very distinguished stu-
dent of American government was speaking at a conference at the
National Academy of Social Insurance just a while back and said
that if in 1965 you had thought about the way our health care pro-
visions would proceed once Medicare had been enacted, you would
have assumed Medicare would have been expanded gradually over
the next generation to have covered everyone. And yet, that did nothappen.We spent money in other ways and now we have an effort to put

in place a universal health care system with no new money or as
near as makes no matter. There is no money. -u said very prop-
erly that the prescription drug provision would cost about $69 bil-
lion over 5 years. That is $4 billion more than the revenue we will
get from the tobacco tax, which is the only new revenue we have.

That is an anomaly in this arrangement, do you not think?
Senator COHEN. Exactly. That is the problem we are faced with.

I think that is why Senator Chafee's proposal is one that is pa as
you save. He would not propose expanding the coverage until we
find ways to pay for it. This is perhaps unique in Federal legisla-



tion that we actually do not adopt a new program until we find thesavings.
There are savings, as you know, to be found. We have heard this

idea tossed about by virtually everyone, that one way of saving
money would be to simplify the insurance forms. We have some
1,100 different insurance forms to date. If we could have a single
unified filing system, perhaps electronic, the estimates are that
about $100 billion would be saved by going to a simplified system.

There are other needs in the field, obviously, of tort reform, mal-
practice reform, that will be controversial, but which may save
money. So I think what we have to do is, in looking to reform our
health care system to make sure that everyone is either covered or
has access to coverage. That debate is yet to be resolved or con-
cluded.

But nonetheless, it is important that we do it in a way that we
can afford it. I think to adopt in the long-term care system an un-
controlled non-means tested program is going to put us in the same
position we have now with Medicare.

The CHAIRMAN. Uncontrolled non-means test.
Senator COHEN. I think we have to means test these new pro-

grams. That is the key test for me.
The CHAIRMAN. This is something you follow.
Senator COHEN. And it is not going to be enough to say that,

well, everyone should have coverage regardless of income. We sim-
ply are not in a position to afford it.

And, therefore, if you leave that figure of $62.2 billion hanging
out there during the debate-

The CHAIRMAN. We have already spent that on prescription
drugs.

Senator COHEN. It is gone. And I think that will be one of the
items that is dropped out. It is one of the most important items
that we have to focus on. I see Senator Pryor is here now.

The CHAIRMAN. Senator Pryor is here.
Senator COHEN. I was just telling them about our experience of

just last week, Senator Pryor, of how moving and painful and
poignant the testimony was of people who are confronted with the
issue of unaffordable long-term care day in and day out. And here
it is wreaking havoc upon their personal lives.

I saw an item last evening on one of the news casts were elders
are now subject to more abuse because of just the total frustration
of people who do not have the money to care for them properly,
cannot put them in institutions, and are simply besides themselves,
which causes them to take their anger out on the people whom
they are caring for.

So it is a very important issue that we have to resolve and I
think we have to do it in a cost conscious way as best we can.

The CHAIRMAN. Could I just offer a suggestion in the way of a
question? We hear a lot about savings we are going to have on
forms. In this committee we deal with the Internal Revenue Code,
which is far too complex. But it is pretty hard to have a Code that
is not complex, with so many hugely different sets of activities and
interests.



And, you know, one form will save money. We will take it out
of waste, fraud and abuse. That is a common budgetary tactic that
has not helped much.

My impression is that the great savings that come along in our
system result from advances in medical knowledge and practice.
We are going to have a panel on prescription drug provisions, dur-
ing which Dr. Charles Sanders, who is head of Glaxo, will be a wit-
ness. That firm came out with the pharmaceutical Xantac when a
quarter, or thereabouts, of all operations that took place in Amer-
ican hospitals involved peptic acid disease of one kind or another,
ulcers.

Those operations have almost ceased Just with one pill. Now that
is a real savings, when suddenly a quarter of your operating room
activities are no longer needed.

Senator COHEN. That is one savings that will be realized through
those kinds of advances, which is why I suggested we

The CHAIRMAN. You mentioned Alzheimers. We probably can say
with some confidence that in 10 years or 20 we will have broken
that code, will we not? I am speaking far beyond my knowledge,
but you have studied this.

Senator COHEN. I think that is the case, which is why I sug-
.gested we move carefully when we talk about controlling the costs
of prescription drugs because it does offer us one of the best hopes
for breakthroughs in the future.

Let me suggest another major savings that I think will be impor-
tant in health care reform. It is called the wellness ethic. It is
something that we have not talked about for a long time.

I recall introducing a piece of legislation back in 1981-which
met a predictable fate. I encouraged changing the Tax Code in
order to encourage employers to provide wellness programs for
their employees with a notion that if they, in fact, had anti-smok-
ing campaigns or educational programs or provided perhaps even
on-site physical exercise programs or purchased memberships in
health clubs, that this would result in a much better work force.

You would have less absenteeism due to illness, less smoking,
and a much happier, productive work force. And, of course, the an-
swer was it was such a great idea, Cohen, why do they not just do
it anyway.

Well, we are going to, I think, do it anyway. We cannot devise
a health care reform system that will be able to pay for all of the
ills that afflict us unless we are willing to start taking measures
to take better care of this wonderful God-given machine that we
have called the human body.

I watch Willard each morning on the morning news and the
weather and he talks about those who have reached 100 plus years.
The fact is that we, as a society, eat too much, drink too much,
smoke too much and do not exercise enough. And then we complain
about the high costs of getting well again when we could have
taken preventive measures on our own.

If we educate ourselves about the right foods to eat, and the
right amounts, and the right amount of exercise, we will reduce
substantially the kinds and amount of drugs that we take. We look
at our health care system and wonder why it costs so much. Well



how many other countries pour into their health care system the
kinds of problems that we do? Not many.

That is one of the primary reasons that we have such outrageous
costs imposed upon our health care system-what we do to our-
selves. So if we change that, we can make substantial savings with-
out wor ying about the insurance forms or about waste, fraud and
abuse. we are the biggest wasters in the business because of what
we do to ourselves.

So that is one major change. I believe the President's program
has an element in it dealing with wellness. I think all of our health
care reform proposals should focus very significantly on this issue.

The CHAIRMAN. Thank you, Senator.
Senator Packwood?
Senator PACKWOOD. There is a discouraging factor to taking care

of yourself, however. We have been very successful with seat belts
over the last 30 years. Thirty years ago you could barely buy them,
and now most people use them.

Now it turns out that it is more expensive because people are
being injured, but not killed, and the injury is cheaper than the
death. I mean, the injury is more expensive than the death. Yes,
the death is cheaper than the injury. So now because of seat belts,
we are saving lots of lives.

You know, what Senator Cohen said reminds me very much of
what Dr. Sullivan, our past-HHS Secretary would say time and
again when he was here, he would go down the same our litanies
you did-drinking, smoking, drugs and exercise. And he opined
that we could probably save half of our costs if we would do that
for ourselves. We paid no attention. We have not done anything.
But that is a thesis that is being echoed more and more.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Packwood.
Senator Chafee?
Senator CHAFEE. Well, thank you, Mr. Chairman.
First, I want to commend our colleague who always does an out-

standing job, and obviously he feels deeply about the pharma-
ceutical side of this and the wellness side. I guess few people here
use the gym more than he does to keep fit.

I might say I would like to add to the list of those items-smok-
ing, drinking, and so forth, drugs-violence in our society. I have
still got room for a few more signatures on my bill to ban all hand-
guns.

But I just think the tragedy that comes with this, along with the
health costs, the violence in our society from handguns is a health
care cost as well as a tragic cost. It is an educational problem like-
wise. Namely, schools that cannot afford proper books are having
to set up elaborate metal detectors and man them. Here I am on
the soap box, I know, a little bit.

How many minutes did you give me?
The CHAIRMAN. As many minutes as you desire on this subject.
Senator CHAFEE. Well, in any event, Mr. Chairman, again I want

to commend our colleague and thank him for his testimony here.
The CHAIRMAN. Thank you, Senator Chafee.
I believe Senator Conrad is next.
Senator CONRAD. Thank you, Mr. Chairman.,



I would just join my colleagues in saying your testimony was ex-
cellent as always and I think useful to the committee. In the inter-
est of time, I will yield back whatever time I have remaining, Mr.
Chairman.

The CHAIRMAN. Senator Pryor?
Senator PRYOR. Thank you, Mr. Chairman.
I would like to add my accolades also to the distinguished Sen-

ator's appearance here. I think that having the privilege of serving
with him on the Aging Committee, we have had a lot of very fine
hearings. I think he as mentioned one last week on long-term
care.

I would just like to say to my colleagues that I will always re-
member the poignant testimony of last week of at least two of our
witnesses-the mother and her 13-year-old daughter-who are car-
ing for the father and husband in their home with Alzheimers at
age 53. They have now spent down. They have lost everything.

And on May 15-we all ought to remember May 15 because a
woman with great pride and great bearing, and her beautiful
daughter, are going to be evicted from their home. They have lost
their home. This is one of the real sad areas of long-term care that
we face. So May 15 we will see this woman and her daughter evict-
ed from the home and we will see, I assume, the husband and fa-
ther with Alzheimers become, I guess, a ward of the system. They
are taking care of him now in their home.

The second witness I remember, Mr. Chairman, was a woman
from the District of Columbia. And Senator Cohen and I heard her
tell about taking care of her father who evidently is in his eighties
or nineties. She refuses to put him in a nursing home. She is the
only person there to care for him as the care giver. And we asked
a following question to her at the last of the hearing. We said, what
can we do for you. What do you need more than anything else? She
says a few hours rest. A few hours rest.

No big, huge program what have you did she talk about or un-
derstand, just give me a few hours of rest so that she can continue
the care giving of her father.

But, Mr. Chairman, I know that I am kind of rambling. But I
wanted to thank Senator Cohen for that.

I would like to make two points, Mr. Chairman. One, price dis-
crimination in prescription drugs is something I want to talk a lit-
tle bit more about today. We have cases, Mr. Chairman and col-
leagues, of 90 percent price discrimination, sometimes against our
community pharmacists.

And by the way, the community pharmacists recently in a sur-
vey, local pharmacists, they are judged to be the most cared for and
respected person in the health care chain, the community phar-
macist. The most highly regarded in the whole health care chain
is the community pharmacist.

The pharmaceutical companies, however, discriminate against
their pharmacists by charging them the highest prices for their
drugs that they in turn sell to the consumer, in most cases to the
elderly consumer not covered by Medicare.

Relative to Medicare under the Clinton proposal, we are about to
see Medicare become the largest single purchaser of prescription
drugs and I strongly believe that there must be a rebate back to



the system by the companies and I hope that rebate will be sub-
stantial and that those savings can be passed on, not only to the
taxpayer, but also certainly to the consumer.

Mr. Chairman, I really appreciate you holding this hearing and
thank you for allowing me this opportunity.

The CHAIRMAN. Thank you, Senator Pryor.
Senator Durenberger?
Senator DURENBERGER. Mr. Chairman, I regret not having been

here for Bill's presentation but part of having made a decision far
in advance of an election not to be part of it, that I sort of occasion-
ally do things spontaneously. So this morning I went down-this
was an unspontaneous part--I went down to meet with my build-
ing trades folks for breakfast at the Hilton. They told me I could
only speak for a minute or something like that. They told me this
right in the middle of my presentation.

Senator COHEN. Is-that because you are leaving?
Senator DURENBERGER. Yes, a sense of urgency.
No, it was because they wanted to get to hear Hillary Rodham

Clinton speak on health care. So I said, well, "can I join you?" I
mean, this is the spontaneous part of not operating on a rigid mind
set or schedule anymore. So I am late because I took the time to
go listen to Mrs. Clinton talk to the building trades.

I am pleased that I did. I regret that I did not hear Bill's presen-
tation but I got back here in time to hear him say something as
important as everything I heard this morning and he said it all in
one sentence. How many countries pour into our health care sys-
tem the kinds of problems that we do in the United States?

I heard Mrs. Clinton say, we have the best health care in the
world. We do. I mean, it is fantastic. But the structure of it and
the financing of it is a disaster. This additional point in defining
what is health in America is really critical for us to keep in mind.
I think it is a very special colleague who can capture it all in one
sentence. How many countries pour into our health care system the
kinds of problems that we do in the United States?

That is a reality that no single health care reform bill, no insur-
ance company, no mandated benefit is going to solve. It is a much
bigger problem.

The CHAIRMAN. And very much, if I could say, in the tradition
of Aunerican medicine which for a couple centuries now has dis-
cussed whether too much doctoring and too much drugging is not
the problem. I will not get into homeopathies yet.

Senator COHEN. Well, I will not indulge as I usually do in talking
about my mother and father, but my father is now 85. He contin-
ues to work 18 hours a day, 6 days a week, and he has a total aver-
sion to doctors and hospitals and refuses to go to either of them un-
less carried there. He has done remarkably well on his own.

The CHAIRMAN. Good for him. Send him the greetings on the
Committee on Finance. [Laughter.]

The CHAIRMAN. And spread the gospel. Thank you very much,
Senator.

Senator COHEN. Thank you.
The CHAIRMAN. We are now going to have a panel on these two

subjects that Senator Cohen has introduced for us, if our panelists
would come forward. Deborah Briceland-Betts, who is the National



Director of the Long Term Care Campaign; Richard C. Ladd, who
is the Commissioner, Texas Health and Human Services Commis-
sion, and Mr. Packwood will introduce him when the time comes;
Dr. Stephen McConnell, who is Senior Vice President for Public
Policy of the Alzheimer's Association; and Stanley Wallack, Chair-
man of the Coalition on Long Term Care Financing and Director
of the Institute for Health Policy at Brandeis.

May I just say for the record that we asked the Department of
Health and Human Services if they would not wish to send us an
official spokesman on these two areas and the Department declined
on grounds of-what is it? They think administration witnesses
should not be asked to sit on panels. We could have them sit on
stools. [Laughter.]

The CHAIRMAN. That is what it says here.
Anyway, Ms. Briceland-Betts, you are an administration witness,

whether you know it or not. They said get you, that you do not
mind sitting on panels and we welcome you.

STATEMENT OF DEBORAH BRICELAND-BETTS, NATIONAL DI-
RECTOR, THE LONG TERM CARE CAMPAIGN, WASHINGTON,
DC
Ms. BRICELAND-BETS. Good morning, Mr. Chairman. I am Debo-

rah Briceland-Betts. I am actually-not the administration witness.
I am with the National Long Term Care Campaign, which is a coa-
lition of 137 national organizations dedicated to enacting legisla-
tion to protect people against the devastating costs of long-term
care and I am happy to be here today.

The groups that I represent would find it very hard to support
a plan to reform our Nation's health care system that does not in-
clude long-term care. Long term care is not just an issue for aging
Americans; it is an issue for the American family.

It is a family issue because families not only provide the care-
84 percent-but also because they pay out of pocket for the major-
ity of the purchased care. Our current system is based on the fam-
ily. We have heard a few stories about that this morning from our
previous hearing.

But changing demographics and other pressures are causing that
structure to crumble under the strain. It does not need to be re-
placed, but it needs support, which is exactly what the plan pro-
posed by the President would do.

There are certain features of the President's proposal that The
Long Term Care Campaign considers absolutely essential, includ-
ing that it is for people of all ages and incomes. It assures coverage
for persons with cognitive and mental impairments as well as phys-
ical disabilities. It allows consumers to choose and direct the serv-
ices. It is flexible and it has real financing.

We alr recognize congressional concern about the cost of includ-
ing long-term care in health reform. But you must understand that
we will end up spending even more money if we do nothing about
long-term care-through increased hospitalizations and emergency
room visits to people who have no care and to care givers who have
no help. Or, we will force them into the most expensive setting-
nursing homes.



There is mounting evidence that the kind of long-term care plan
the President is proposing will yield real savings in nursing home
costs and avoidable hospital expenditures.

There are those who say that private insurance is the answer to
long-term care crisis. The long-term care campaign feels strongly
that the next Federal dollars spent on long-term care should not
go to providing tax incentives for those who purchase long-term
care policies.

There are several reasons why, but the two most prominent are
that most people cannot afford it and those who need it the most,
it is unavailable. A 1990 study of the affordability of private insur-
ance found that 94 percent of those between the ages of 65 and 79
cannot afford to pay the average cost of basic nursing home insur-
ance policies from nine leading companies, even when their are
available assets arc annuitized to help pay for insurance pre-
miums. And 73 percent of that same group cannot afford to buy
even the lowest priced nursing home policy that meets minimum
standards.

My colleagues sitting at this table will tell you that the issue is
not affordability, but it is the willingness to buy. However, the sur-
vey to which they will refer is evidence of people's willingness to
spend more money on insurance came from surveying those who
are in the private insurance industry who depend on sales for their
livelihood. I do not really think we can tell much about how much
the general public has to spend on insurance by a survey of those
who sell insurance for a living. I think we still have to look at the
hard numbers.

Josh Weiner of Brookings Institute tells us that long-term care
insurance is expensive for two reasons-young people do not buy
it; and the older people who buy it are most likely to end up need-
ing the services they have purchased.

while the solution seems to be to encourage younger people to
buy the policies, there are many competing demands on their dis-
posable income and they often deny their risk of needing long-term
care or faultfully believe that their health insurance or Medicare
will cover its costs. And it is not logical to assume that employers
will provide long-term care insurance as a benefit because many
companies already face huge liabilities for retiree health insurance
benefits and they are unlikely to want to take on another costly
and unpredictable expense. Long term care insurance is a solution
for only the very rich.

The other major problem with private long-term care insurance
is that the people who need it the most cannot buy it. It is the re-
ality of insurance. It has nothing to do with fraud and abuse. There
are currently 10 million people in this country with Alzheimer's
Disease, Multiple Sclerosis, spinal cord injury, development disabil-
ities, birth defects, heart disease, asthma, arthritis and more who
need long term services and not one of them could purchae a long-
term care policy that would provide the benefits they need.

If there is anything in a person's medical history that signals a
potential future need for benefits, they are not allowed to purchase
a policy. That is why we need this public program.

Senator Moynihan, I know that you are concerned both about
long-term care and welfare reform. The data shows that a new pro-



.am like the one proposed by the President would create one mil-lion new jobs, real jobs. Eighty-five percent of those jobs would be
in the private sector while some are for professionals. Many would
be entry level and could provide training and productive work for
those who might otherwise end up on welfare.

I would like to conclude by pointing to recent surveys which indi-
cate that people are much more supportive of reform that includes
long-term care. An ICR Research Group survey found support in-
creased from 46 to 82 percent when long-term care is included.
That is why I believe that the groups I represent would have a
hard time mobilizing a grassroots support effort for any health re-
form plan that does not include substantial long-term care benefit.

Thank you for holding this hearing.
The CHAIRMAN. Thank you, Ms. Briceland-Betts.
[The prepared statement of Ms. Briceland-Betts appears in the

appendix.]
The CHAIRMAN.Senator Packwood, I believe you would like to in-

troduce Mr. Ladd.
Senator PACKWOOD. I would love to introduce Dick Ladd, who I

have known for many, many years when he was the Oregon Senior
Services Division Director in Oregon before Texas stole him to be-
come the Director of their entire Health and Human Services Pro-
gram.

He and I first worked together when Oregon was attempting to
get a waiver to allow Medicaid funds to be used for home health
care. And Jackson County was the first county in Oregon as I re-
call, Dick, to apply for it. We got it for Jackson County. Then the
State of Oregon got it.

And what we discovered is this. We could take the Medicaid
funds we had and just about double the population we could treat
if we could treat them at home with the same money. But we had
to fight tooth and nail to get the waiver to do it. And the people
were happier. They liked being at home if they could be at home;
and it has worked out very, very successfully for Oregon. And Dick
Ladd, more than any other single person, is responsible for that
and now Texas has him.

The CHAIRMAN. Well, there you are. Welcome, Mr. Ladd.
Mr. LADD. Thank you, Mr. Chairman. Thank you, Senator Pack-

wood.
The CHAIRMAN. All statements will be placed in the record as if

read. I want to make that clear.
Mr. LADD. Yes.

STATEMENT OF RICHARD C. LADD, COMMISSIONER, TEXAS
HEALTH AND HUMAN SERVICES COMMISSION, AUSTIN, TX
Mr. LADD. It is a pleasure to be here. The last time I testified

in front of this committee I believe it was 1985-86 when it was
changing the system and it is true that you do not really need a
lot of new money to do a lot of changes in long-term care. We did
it in Oregon. We did primarily by a law that was passed in this
committee in 1987, added to the Reconciliation Act. Senator Pack-
wood sponsored it. It was called Section 1915(d).

Now only Oregon has implemented that. But essentially what
that did was give Oregon flexibility on setting up their long-term



care system. And they were able to end the bias in nursing homes.
And when we ended the bias in nursing homes, we were able to
expand the community programs tremendously, to the point that
Oregon today probably takes care of twice as many people in their
long-term care system as they did before with less money.

The CHAIRMAN. You did that, Bob Packwood?
Senator PACKWOOD. Yes, we did. Mr. Ladd and I.
Mr. LADD. The major problem in long-term care from my perspec-

tive is two-fold. One is that because of the way it has been funded.
We funded with Medicaid through default. Medicaid, when it was
first enacted, was not designed to fund long-term care.

When the Miller Amendments were added in 1967 nursing
homes then became eligible for Medicaid funding. What has hap-
pened since then is an explosive growth in nursing homes. We went
from 2.6 beds per 1,000 age 65 plus in 1966 to about 5.4 beds per
1,000, 65 plus today.

The CHAIRMAN. Almost double.
Mr. LADD. It is double in a percentage basis. It is way more than

double because the elderly population has grown tremendously.
The CHAIRMAN. Yes.
Mr. LADD. And we have come to think of nursing homes as our

primary source of long-term care. In fact, if you look at what the
government pays for, 85 percent of what we pay for goes to nursin
homes out of Medicaid. And only 2 percent goes to our home and
community based waiver program-that is to provide home care or
care in substitute settings like adult foster homes and assisted liv-
ing facilities.

So we are still in a mode that pushes us towards nursing homes.
Now nursing homes are an entitlement. States cannot deny a nurs-
ing home placement. But none of the alternatives, even though
they are funded by Medicaid, are entitlements.

Indeed, the home and community based waiver program has
some very strict formulas that limit the number of people you can
serve in the community. Now what you did in 1987 when you
passed 1915(d) was you allowed Oregon to say we are going to sign
up for a cap on long-term care and in trade for that we do not want
the Federal Government to tell us how many people we can serve
in the community.

Oregon did that. We have had that out there since 1987. To date,
they have not ever reached that cap. Although, before I came here
I talked to them and they said it was getting pretty close. But they
still have not reached that cap.

And Oregon nursing homes today in Medicaid have had about a
15 percent reduction since 1981 in the number of peop!e in those
nursing facilities. In 1981 when we really got the program going,
we had about 3,500 folks out there that we took care of in the com-
munity. Today that number is above 20,000.

So you can make it work without new money. You just need to
recognize a couple things in my mind. One is that long-term care
is not a medical problem. Long term care is a social, functional
problem. If any of you live long enough, if I live long enough, we
are going to need long-term care.

And in most cases it is going to be helping you do what we call
activity daily living. Things like eating and dressing and grooming,
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things that you are no longer going to be able to do for yourself and
ou need somebody to help you do that. That is not a medical prob-

lem.
Indeed, most people in nursing homes today in the United States

are suffering from limitations of activities of daily living and have
no more medical problems than other people in their age cohort.
We have answered that with a medical program, primarily Medic-
aid, which has led us to believe that long-term care is a medical
problem when essentially it is not. There is a small percentage that
is medical, but most of it is functional.

And we have made nursing homes our primary delivery service
out there when it really ought to be home care. I remember I was
at a conference and some of the people at this table were at the
conference with me in Chicago about 6 years ago where we had a
professor who was an expert on aging programs, but primarily in

candinavia, started the conference out by saying, I think you folks
have got it backwards. Why are you waiving home care, you ought
to be waiving nursing home care and make home care your pri-
mary service.

And home care has a cost of about 25 percent, on average, 25 to
33 percent of what costs are in nursing facilities. There is plenty
of money to operate the system if you would just change the rules
a little bit.

Thank you, Mr. Chairman.
The CHAIRMAN. Well, you guys get things done. You are ahead

of your time. Thank you very much, Mr. Ladd. That is a very im-
portant statement.

[The prepared statement of Mr. Ladd appears in the appendix.]
The CHAIRMAN. Dr. McConnell, who will speak on behalf of the

Alzheimer's Association, we welcome you, sir.

STATEMENT OF STEPHEN McCONNELL, PH.D., SENIOR VICE
PRESIDENT FOR PUBLIC POLICY, ALZHEIMER'S ASSOCIA-
TION, WASHINGTON, DC
Dr. MCCONNELL. Thank you, Mr. Chairman and members of the

committee. I am here officially representing the Alzheimer's Asso-
ciation which works on behalf of 4 million victims of Alzheimer's
Disease, their families and care givers. Alzheimer's disease is the
single most uninsured problem facing the elderly.

I am also unofficially here representing all people who need long-
term care, whether they be children with Cerebral Palsy or mental
retardation, young adult accident victims, people with MS or para-
lyzed veterans.

I would like to pick up on the example that Senator Pryor elo-
quently described, the family that testified at his hearing last
week, the Chapmans. Tom Chapman is age 53 and because the
programs that exist out there in the community under the Older
American's Act are age limited, he does not qualify for those be-
cause there is a cutoff at age 60.

The CHAIRMAN. What is the curve, the distribution of Alz-
heimer's?

Dr. MCCONNELL. Well, most people, of course, it affects over age
65.

The CHARMAN. What is the median?



Dr. MCCONNELL. Between the ages of 65 and 74, for example, a
couple of percent are affected.

The CHAIRMAN. What is the median age of onset?
Dr. MCCONNELL. It is probably about 72 or 74.
The CHAIRMAN. And the standard deviation is what? [Laughter.)
Dr. MCCONNELL. 1.5. [Laughter.]
The CHAIRMAN. No, how far is that 53-year-old on the left side?
Dr. MCCONNELL. Onset at age 53 is not the most common. But

there are many people under age 65 who do get Alzheimer's Dis-
ease. It is most common in people over 85. Roughly 50 percent of
people over age 85 have Alzheimer's Disease.

But the point is that he does not qualify for existing services. Be-
cause the family had a few assets they did not qualify for Medicaid.
And as Senator Pryor said, they are now losing their home.

The President's plan would address the needs of the Chapmans
and others with long-term care by changing the system in several
ways. One, it levels the playing field so that the Chapmans could
get help at home where they want to keep Tom.

Second, there are no age, income or type of disability restrictions.
So that whether one has Alzheimer's Disease or a stroke, as Mr.
Reed has, an individual still qualifies for help.

Third, it is a flexible program, so that the Chapmans could hire
a neighbor to come in and watch Tom while she ran errands to pro-
vide some respite. Or they could get assisted living in a commu-
nit y-based facility.

Fourth, it allows for broad eligibility requirements so that Alz-
heimer's Disease is covered, as are other mental and cognitive im-
pairments as well as physical disability.

And finally, as Dick Ladd has pointed out, the States are doing
a lot of very innovative things out there and the President's pro-
gram builds on what the States are doing. It does not establish a
program and rigid requirements at the Federal level, it builds on
State innovation.

Now the President's long-term care plan is not perfect. But com-
pared to the alternatives, it is clearly superior. If we limit a pro-
gram by type of disability, it perpetuates the current system that
says if you have heart disease, insurance coverages you; but if you
have Alzheimer's Disease, you are out of luck.

If we picked off several diseases and said, these will be covered
by a long-term care program and left out other diseases, we dis-
criminate on the basis of diagnosis. If we limit it by income, we
would leave all middle income Americans without protection. They
would have a little more income than would qualify them for the
public program, but they would not have enough to purchase pri-
vate insurance. So we would be saying to middle income Americans
who are going to be impoverished by long-term care experience, you
are out of luck.

Limiting the program by level of disability makes the most sense,
because it is connected to the needs of the individual. When a per-
son reaches a severe need, there will be a program there to help
them. All families would have the reassurance that help would be
available at some point.

Asking people with higher incomes to pay more, as the Presi-
dent's plan does, is fair. Targeting resources for those with the



greatest health care needs is appropriate. Placing a cap on overall
expenditures is responsible. This is not an unbridled program be-
cause there are not unlimited resources.

But restricting access based on age, income or type of disability
is a recipe for failure. On behalf of Tom Chapman, Hazel and his
13-year-old daughter, on behalf of 10-year-old Walter Dawson who
testified a year ago before your committee, Senator Pryor, whose
college savings were spent on his father's care, on behalf of the 10
million disabled Americans who cannot qualify for private long-
term care insurance because they now have a disability, and on be-
half of the countless millions of others who cannot afford long-term
care, I urge you to enact the President's long-term care program as
part of health reform.

The CHAIRMAN. We thank you, Dr. McConnell.
And now to conclude our panel, Stanley Wallack, who is the Di-

rector of the Institute for Health Policy at Brandeis University. We
just had Dr. Altman here last week, so we are hearing a lot from
Brandeis these days and we much appreciate it. Mr. Wallack.

STATEMENT OF STANLEY S. WALLACK, CHAIRMAN, COALITION
ON LONG-TERM CARE FINANCING, AND DIRECTOR, INSTI-
TUTE FOR HEALTH POLICY, BRANDEIS UNIVERSITY, WAL-
THAM, MA
Mr. WALLACK. Thank you, Mr. Chairman. I am here today in my

capacity as Chairman of a Coalition made up of long-term care in-
surers and providers. But as Chairman of that Coalition, I am

going to take a prerogative to sort of expound on the things that
think are important and highlight some things.
The CHAIRMAN. That is the Chairman's prerogative.
Mr. WALLACK. And, of course, I have the testimony which is

given to you, which goes into a great deal of detail on some of the
program elements dealing with long-term care.

I would like to focus a lot of my time, my limited time here, on
issues that I think are very fundamental to this debate. Really the
philosophical issue is the private and public roles because, in fact,
that issue will drive our policies which will then drive the pro-
urams. And we need to really have a full discussion as Senator

ackwood said that, as well as Senator Cohen.
And I think in the context of that, we all have to ask ourselves

what is fiscally responsible and what is really practical today. I
would only like to comment that a lot of the people-and Senator
Cohen has talked about the costs-but I would like to remind this
committee that our real sort of change in demographics in this
country are going to occur after the year 2010.

We have not seen the long-term care expense and the long-term
care problem yet. It is going to hit us out there in the future. What
we need to do today is plan for that.

The other comment I would like to make with regard to fiscal re-
sponsibility-although Dick Ladd is right and there are potential
savings in home care-I think it is interesting to note that the fast-
est rising expenditures in this country in our Medicare and Medic-
aid program are for home care.

Home care is rising very fast. And if you sort of tip that line and
extrapolated it to the 10 years out, it is frightening. If you just take



the current rate, it could exceed physician expenditures. It is going
up very fast. We do not know how to control home care in this
country very well.

And I do agree with what Steve said, you need to have some con-
trols. But we do not know a lot about home care.

The CHAIRMAN. Can we use the last names, because the audience
will not necessarily know Steve.

Mr. WALLACK. Oh, I am sorry. It is Dr. McConnell.
The CHAIRMAN. Steve McConnell.
Mr. WALLACK. I am sorry.
So I think there are some clear issues around fiscal issues what

this country can afford. But the other question is, is it practical at
all to look at the private market. We did not have a private market
to speak of in this country a few years ago. But over the last few
years the private products have developed.

There are a number of companies that are now moving to offer
very comprehensive products that offer home care and nursing
home combined, an integrated product that is managed in the way
acute care is now being managed and we could all argue about
what is affordable, but a policy that, in fact, provides 3 years of
nursing home care, 6 years of home care, and really very good pro-
tection for most of your risks.

It costs about $100, which is about the price of a MediGap policy.
Now that is for a 70-year-old. So the real question is not I do not
think the price of this policy-in fact, overall the prices are coming
down. The real issue, I think, is why so few are buying.

And there, I think, really, we did do some surveys, and those of
us concerned about this issue, and looked at, in fact, the non-pur-
chasers, not the purchasers, and asked them why they are, in fact,
not buying long-term care insurance.

The reasons were quite clear. They did not think the products
necessarily had value and they also thought the government was
going to finance long-term care; and, therefore, why should I, in
fact, buy it.

I do not believe we will have a private long-term care insurance
market of any significance unless the government wants to support
it. It really is up to the government, because older people as well
as the business community look to the government for signals and
look to the government for leadership.

I think really the government has to deal with the issues of value
and the issues of what is its financing role. What is it really going
to finance if we are going to develop a private market and have the
full potential of the private market?

To get at value, I think we are talking about standards and we
are talking about a tax clarification. The coalition supports Federal
regulation. We need something. We have lemons out there and we
need lemon laws. It is important that we have regulation over in-
surance.

Senator Packwood has introduced in his legislation the kind of
standards and the kinds of tax clarification that make a greatdeal
of sense to us.

I think we should learn from some of the problems we are now
seeing in the health care field with regards to the health insurance,
the importance of linking together tax clarification and standards.



The Federal Government did tax clarification and yet we did not
really control the kinds of health insurance products that we want-
ed.

If we integrate them, we put the right signals out there, and en-
courage the right kinds of products. As we move into the standards
area, the important issue to us is really what are we trying to do.
It seems to us a system of good standards. It is trying to do two
things.

It is, in fact, trying to provide real protection to consumers but
also to maintain choice. The benefits of a private market is we have
choice out there. Not everybody wants the same thing. And, in fact,
our standards, the ones we have developed, really, in fact, try to
combine consumer protection and, in fact, consumer choice.

We think that is very important. A good, well-designed tax clar-
ification policy which treats long-term care like health and a set of
good standards could, we think, significantly change the market.

Tax clarification only reduces the price slightly. But it sets a sig-
nal for people that the government sees long-term care as some-
thing which has potential. It creates a different market out there.

The second issue in my last 30 seconds or so is really the issue
of the one of financing, because that is the second piece of this. And
the real question out there is what signal are we going to set as
move to financing. And the Coalition does believe that we should
do more about the financing of long-term care.

But what, in fact, signal are we going to send out to the public
with regard to what the Federal Government is going to do? The
Clinton proposal is really in some way the first step. It is almost
like putting something away on lay-away. I mean, if you know you
are going to, in fact, get more later, why would you go out and buy
a private product. It, in fact, can really do great harm to anybody
really considering the purchase of something way off in the future.

This is not the time to get into a full debate, obviously, of the
Clinton plan, and we are not here to debate the administration's
plan, but I think one of the problems with that is that it just iden-
tifies and provides home care and leaves nursing home care out. So
it does not really allow you, in fact, to integrate services very well.

From an analyst perspective, you will see all sorts of gaming and
shifting of people. And from someone who is interested in manag-
ing care you really want to integrate the services for, in fact, indi-
viduals. The coalition is very supportive of the kinds of things that
Senator Packwood has been thinking about and Senator Cohen,
that we need an alternative, an alternative that really, in fact,
shows the public is going to be responsible for people who cannot
afford to pay for private insurance.

In my testimony I have given you tables of a plan that has the
government targeting its dollars on 150 percent of poverty. One of
the most important things in that table, if you were to compare a
program like that and who gets the benefits to the administration's
program.

In our plan, all the benefits go to people below 150 percent of
poverty. In the administration's plan, over 50 percent go to people
above 200 percent of poverty. In fact, the benefits are not really
being targeted on those who can afford to buy a program.



My concluding comment is the following. We are now developing
long-term carelegislation, hopefully, and we think it is important
to include it now in 1994. This is not in 1964 when we were think-
ing about Medicare, in 1934 when we were thinking about SocialSecurity. We need to plate this in the context of the improvements
the elderly have seen in terms of their income and the improve-
ments in terms of the private market.

I find it very difficult to understand why you would want to sub-
sidize a home care product which in the private market would cost
something between $35 and $45 a month for a 65 or a 70-year-old.
And that is about what, if you went to the private market and said,
I want to have a private system for the Clinton package, it would
cost you.

So I think we are today, today as we move forward, Senator, I
think it is very important today to plan for what is going to happen
20 and 30years out. And I think to do that we have to have a set
of standards that encourage private insurance and a balanced pub-
lic andprivate financing system.

The CHAIRMAN. Thank you, Mr. Wallack.
Mr. WALLACK. I appreciate your giving me the time.
[The prepared statement of Mr. Wallack appears in the appen-

dix.]
The CHAIRMAN. Mr. Ladd has some time left over for you.
Senator Chafee's proposal involves provisions on liberalizing the

tax treatment of private long term health insurance also. I want
to make that point.

Senator Dole, we welcome you once again, sir. Would you like to
make a comment?

Senator DOLE. Well, thank you very much. I think there was
some reference to a bill that I introduced, along with Senator Pack-
wood, in August of 1991, which we called Secure Choice, in which
we addressed many of the concerns expressed and tried to redirect
some of the Medicaid funding. I am not certain, but we did specifi-
cally target Alzheimers in that proposal.

The purpose of the hearing was not to address that bill, but I
think there is a basis at least for I hope some support. Maybe we
do not go far enough. But there are three different parts of that
provision and we think it was a step in the right direction a couple
of years ago and we have not changed our mind. So it may be the
basis for some discussion later on.

Hopefully, we can work with the witnesses and others who have
an interest because long-term care-and it has always occurred to
me that somehow we are going to have to encourage employers and
employees when they are 21, 22, 23, 24 to start looking down the
road to the golden years. I mean, it would seem to me that it would
be very inexpensive at that point in time to start talking about
long-term care.

I am not certain whether unions include that in their bargaining
or not on health care benefits. Maybe not. But it seems to me it
is pretty obvious that most people hope to get older and if they do
get older, as Mr. Ladd indicated, they are going to have a problem
m doing certain things.

So there must be some way, maybe through the Tax Code or
some initiative, where the people in the work force, which would



be most Americans, or self-employed you could provide it there, too,
some tax incentive would take a look when they are in their early
years of productivity rather than till they are 70 or 75 years of age.

What concerns me is we are maybe looking at another big new
entitlement program, open-ended entitlement program, when the
year 2010 arrives we will be blown out of the water. We are al-
ready told that the Medicare Trust Fund is in some degree of dif-
ficulty or will be soon. So it is a question'of how are we going to
contain it knowing the importance of long-term care.

I think there is a role for insurance. I think Ms. Briceland-Betts
indicated it was too expensive, it was only for the rich. You have
indicated the contrary. It has been indicated maybe only 20 percent
would participate.

I have to believe that if certain changes were made in the Tax
Code, which would not cost a great deal of money-I think CBO es-
timated the cost of our bill at $26 billion, but we do not think that
is an accurate estimate. We do not think it is that much.

But does anybody have any comments on this? Yes, Mr. Wallack?
Mr. WALLACK. I would like to first of all say that the fastest

growing part of the long-term care insurance field right now is the
under 65, the younger, the employer and the employee. That is
growing very fast. The average person is around 40 years of age.

Again, I do think that tax clarification will, in fact, help both the
employer and the employee even, in fact, the employer may decide
to contribute if, in fact, they get the tax clarification and treat
them in cafeteria plans and other ways. I think that, in fact, could
be very important. I really think it is not like when we have had
other kinds of tax policy.

It is not sort of the effect of a tax change that reduces the price
that is very important. It really changes the whole attitude that
the Federal Government is sort of putting a seal of approval on the
idea of that there is a role for private insurance or private sector
in solving a social problem.

That is a very important statement and a very important signal
to set up. So it does more than just reduce the price, it really
changes the attitude. So I think you are right, Senator Dole. I
think it could make a significant change out there.

Senator DOLE. In fact, I might just add with reference to Dr. Mc-
Connell's testimony under our federal/State program we indicate
the impairment must be evidenced by limitation performing activi-
ties of daily living or by the presence of Alzheimer's Disease or a
similar dementia. So we did try to address that concern.

As far as the tax clarification on out-of-pocket expenses, tax de-
ductible above 75 percent of adjusted gross, payments for LTC
services under insurance policy would not be taxable, employer

aid LTC service and insurance will be a tax-free employee fringe
enefit, in the view of many people, I think as I remember when

Bob was putting this together-I am the junior partner in this ef-
fort-we had a lot of employers tell us that what was hindering
them was they needed clarification on what the tax impact would
be.

Ms. BRICELAND-BETTS. A couple of comments. In terms of the af-
fordability of long-term care insurance and talking about a policy
that costs $100 when a person is 70 years old, I think there are
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two things\to look at in that policy and one is to remember when
you are pu chasing a long-term care policy that the large print
giveth and tl small print taketh away.- There are a couple of ways you can control costs with long-term
care insurance\ You either have to put restrictions on the face of
the policy-that means the people who really need it will never be
able to collect on the benefits--or you cannot control those costs
and you have to raise the price of that policy. It is beyond the af-
fordable range of most people.

The other thing to point out is that a person at 70 years of age
probably will not use that policy for another 15 years. And what
about inflation over that time, even that 4 or 5 percent inflation
factor, a policy that is purchased when they are 70 will probably
not provide much coverage at all for what they need by the time
they get ready to use it.

I would tell you that the industry's own reports, the Health In-
surance Association of America, recently reported that premiums
increased dramatically when a life-time 5 percent compounded in-
flation feature is added. In terms of this being available through
employers, I think that I pointed out that younger people have a
lot of demands on their income.

Again, by the industry's own admissions, HIAA, he talks about
the dramatic number of increase of policies being sold through em-
ployers. That was about 566 employers who offered that benefit
last year and usually it is a choice between something in their cur-
rent benefit and-

The CHAIRMAN. Ms. Briceland-Betts?
Ms. BRICELAND-BETTS. Yes,sir.
The CHAIRMAN. Would you let Senator Dole speak?
Ms. BRICELAND-BETTS. I am sorry. I was trying to finish my

point, sir.
The CHAIRMAN. That is all right. We are giving all the time any-

body wants.
Senator DOLE. I think I understand, but we are just trying to

find some way to do it.
Ms. BRICELAND-BETTS. Right.
Senator DOLE. I know there are a lot of demands on incomes, but

there are a lot of demands on the Federal Government and how we
are going to raise the money and how we are going to pay for it.

You suggest there are 11 million people that need long-term care.
That may be totally accurate. I do not know how many with the
limitations, even in the President's bill, how long that would take
to cover 11 million people. By then there would be 11 million more.

It just seems to me that if we are going to avoid the problem long
after most of us are gone, there ought to be something in place now
to encourage if we can. Maybe we cannot. It seems to me it is fairly
important to somebody in their thirties and forties to start looking
at when they are going to be in their seventies and eighties. Maybe
not. Maybe it is something that they do not worry about and they
think the government is going to take care of it.

But the government cannot take care of everything because we
are having difficulty right now with the Federal budget. So I do not
have any-I think the point I would make first of all, I think we
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have recognized on this committee that there are certain needs
that ought to be met.

As always the case on this committee, we try to be responsible
in meeting those needs and try to make certain that when we do
it, we are not going to leave a big, big problem for somebody who
is maybe sitting here 10, 15, 20 years from now and say why did
they do this. Why were they irresponsible?

So we are prepared to work with the Chairman and others, and
obviously the witnesses, because I think we have had some excel-
lent testimony and I appreciate it very much.

I do have some questions I might like to submit for the record.
I do not want to take any more time.

The CHAIRmA. By all means. Thank you, Senator Dole.
[The questions appear in the appendix.]
The CHAIRmAN. I have a very brief question. I do not know that

it is necessarily even fair to ask our witnesses, but I would just like
to ose it. Which is, it is not an accident, as we used to say at Cit,
College, that the administration has not appeared on this pane,
did not wish to be seen here.

But the simple fact is that despite all the advance statements to
the effect that the Medicaid formula was a very agreeable formula
to Wilbur Mills of Arkansas when it was put in place in 1965, Joe
Califano has said to us, and he now records Lyndon Johnson say-
ing, "Wilbur, none of this money is going to go up north. It is all
going to be taking care of those mamas and babies down our way."

And, as you know, it not just compensates for the difference be-
tween the median income of different States but for the square of
that median, of the two medians. So that if the median was 10 in
the nation and Arkansas was 5, why, it would be 2 to 1, if you
square it it is 4 to 1.

And almost the first thing I proposed when I got to this commit-
tee 17 years ago was to make it square root. You know, if you are

going to put algebra in the Tax Code, why not put some of our alge-
bra.

So it was with some dismay that when I got to page 1139, or
whatever it was, of the President's bill, what did I find but that old
double Medicaid formula, right there in the midst of having been
told now we are going to treat everybody equally here.

And that means that on our committee there will be eight States
in which the State match is 5 percent. And there will be three
States in which the State match is 22 percent. And guess what
Senators Bradley, Roth, and Moynihan get--78 percent. It just in-
troduces the question, why did we do that? We are one country.

So I am going to ask our witnesses, and you do not have to an-
swer, do you not think we ought to have a uniform State matching
provision in long-term care?

Let us see, I guess we will ask Ms. Briceland-Betts, you are first.
You do not have to answer. You can say you do not know.

Ms. BRICELAND-BETTS. I would point out that this is a very rich
federal/State match and that most States would stand to save
money by participating in this program.

The CHAIRMAN. Fair enough.
Mr. Ladd?
Mr. LADD. Well, Mr. Chairman, I am real glad you asked that.
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The CHAIRMAN. I might as well look you up. Texas gets 92.18,
sure enough.

Mr. LADD. That is right, Mr. Chairman. But the basic formula is
unfair. The basic Medicaid formula really does not recognize itproperlyThe CHIRMAN. Stop right there. [Laughter.]

Stop right there.
Mr. LADD. I will skip that part and just answer your question.

Even that is unfair, because Mississippi, for example, is at 83 and
they can only go to 95. So they just pick up 12 percentage points,
where other States can pick up the full 25. So anybody that is
below the 60 mark or the 70 mark is treated unfairly in this, in
the Clinton formula.

The CHAIRMAN. I just think it complicates.
Let us see, Dr. McConnell?
Dr. MCCONNELL. I think my understanding is the administration

did not pay a lot of attention to that. They simply sweetened the
Medicaid match and now I suspect they are paying a lot of atten-
tion to it.

The CHAIRMAN. No. No, they are just not showing up. [Laughter.]
Mr. Wallack, you probably have not thought much about this

matter.
Mr. WALLACK. I will pass. I will pass on this one, I think.
The CHAIRMAN. That is prudent. Thank you all very much.
Senator Packwood?
Senator PACKWOOD. Ms. Briceland-Betts, if we do not do anj-

thing on long-term care but we otherwise have a decent reform bi
will your group oppose it?

Ms. BRICELAND-BETTS. I think it would be very hard for most of
the groups that I represent to mobilize any effort behind a reform
bill that did not address this issue, yes, sir.

Senator PACKWOOD. Even if it was otherwise a good reform bill?
Ms. BRICELAND-BETS. I think it would be very hard for groups

to mobilize, because public support is so strong in favor of address-
ing this issue. You have to realize that these decisions are not just
made nationally, it is the membership. And the membership of
these national groups want to see something done to help their
families.

Senator PACKWOOD. I know you made the argument that this
would save money in the long run, but unfortunately that is an ar-
gument we hear from almost every group about everything that we
might either spend money on or give tax exemptions for, that in
the long run it will save us money.

Ms. BRICEAND-BET. We know this is not new money, Senator.
Senator PACKWOOD. I understand that.
Ms. BRICELAND-BETTS. Families have this coming out of their

pockets already. They are paying it in a very inequitable way.
What they want is to be able to put something into a pot that if
that unlucky thing happens to them they can be able to draw on
that.

Senator PACKWOOD. When I say us, I mean it is going to save
the Federal Government in the long run.

Ms. BRICELAND-BErTS. Well, I think if we do not address it now,
we are going to see some cost shifting. We are going to see things
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labeled long-term care that have not been labeled long-term care
before. You know, we need to address it or we are going to spend
that money anyway.

We are going to see people in emergency rooms because they are
not getting appropriate care when and where they need it and we
are going to see some exhausted care givers who are not able to
care for themselves. So I really believe that if we do not address
this issue going in, that we are going to spend more money on long-
term care in the long run.

Senator PACKWOOD. I know about your redefinition.
Mr. Chairman, what was that program we had that Senator

Long started, where we would give money to local governments? I
want to say for sort of a social service program. And pretty soon
highways will become

The CHAIRMAN. Title 20.
Senator PACKWOOD. Highways were becoming social service.
The CHAIRMAN. Well, you had to get to the hospital.
Senator PACKWOOD. They reclassified everything they could con-

ceivably think of until we put a cap on the program or it would
have exploded beyond belief.

The CHAIRMAN. Mississippi was building highways.
Senator PACKWOOD. Mr. Wallack, what kind of a long-term care

insurance policy can you buy for $45 or $50 a month at age 65?
Mr. WALLACK. Well, I was referring there, if I was not clear, I

apologize, I was really-when I mentioned that $35 or $45, I was
really equating that to sort of a program that provided about $800
in home care benefits per month. So that was the home care only
policy which, in fact, is available.

Senator PACKWOOD. All right.
Mr. WALLACK. It depends on the age. As you said before, and as

other people I think recognize here, the age at which you buy a pol-
icy is terribly important.

Senator PACKWOOD. But my hunch is that when Ms. Briceland-
Betts said an average person at 65 cannot afford it, they probably
cannot afford life insurance either if you do not start buying it
until you are 65. My hunch is the premium is pretty high for most
people.

But do you sell policies that you can start to buy at age 65?
Mr. WALLACK. I am sorry, I do not sell policies.
Senator PACKWOOD. No, I know you do not sell policies.
Mr. WALLACK. I actually do a lot of looking at sort of the poten-

tial and the pricing. There are policies that are sold from very
young ages, starting at age 20 or something when you go through
the employer market up into the nineties. And, in fact, chfferent
companies sell for different ages, and the policies really start--they
are usually priced at the age of entry if it is an individual policy.
Most policies are really individual policies still even though they
are sold through a group.

So the price is very tremendously based on the age at which you
start to purchase the policy and, therefore, it is terribly advan-
tageous to purchase it before, you know, certainly as we were talk-
ing before, before 75 or 80 when the curve really starts to rise.

Senator PACKWOOD. Just give me a rough idea. What can I buy
at age 65 that would insure me? I thought her point about the 5
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percent premium or the 5 percent inflation factor adds immensely
to the premium, but costs escalate on that basis.

Dr. MCCONNELL. Senator, if you do not mind, I have a chart here
that is prepared by the Health Insurance Association of America
that answers your question.

Senator PACKWOOD. Good.
Dr. MCCONNELL. At age 65 for a base plan, it would be $983 a

year. Now that does not-
Senator PACKWOOD. What does that give you?
Dr. MCCONNELL. Well, it does not give you inflation protection.
Senator PACKWOOD. I understand that.
Dr. MCCONNELL. So you are probably not going to need it for an-

other 15, 20 years. That means it is going to be worth a lot less.
I think that has generally been about $100 a day for nursing home
coverage and usually half of that for home care coverage. I think
that is a fairly typical plan.

Senator PACKWOOD. So on that basis, without inflation, you buy
it age 65 now for roughly $1,000 a year, you can get about a $3,000
a month policy. It pays about $3,000 a month for nursing home
care.

Dr. MCCONNELL. That is close. Now, if you add inflation protec-
tion and nonforfeiture, it goes from $983 a year to $2,228 a year.
The problem is, as you-

Senator PACKWOOD. Nonforfeiture meaning what?
Dr. MCCONNELL. Meaning that if you have 'Jca paying in your

benefits and you stop paying say at age 70, it '. policy does not
have nonforfeiture protection, you have nothing, unlike a life policy
that accumulates some value.

So what the insurance industry is doing is taking the money that
they save from not having to pay you benefits because you discon-
tinued and they are giving them to people who continue to pay
their policy.

Senator PACKWOOD. Was that policy at age 65 or 70?
Dr. MCCONNELL. At age 65. Now, if you go to age 79-the typical

age I think now is age 67 for purchasing the policies. But if you
go to age 79 with inflation protection and nonforfeiture protection,
it is $7,200.

Senator PACKWOOD. A year.
Dr. MCCONNELL. Well, when you add those provisions, which im-

prove the policies, it more than doubles the costs.
Senator PACKWOOD. I realize that $7,000 a year is beyond most

people, although it is a rational price if you are age 79 and if you
are getting an inflation factor, if you can afford it. That is not a
bad price, if you can afford it. If you cannot afford it, it is a moot
point.

Mr. WALLACK. Can I just make one note, which is one of the
things that bothers me. I do not any insurance policy, I do not
know anybody who would insure for inflation. And it does not make
an awful lot of sense to pre-fund inflation.

In fact, I would not do that. I would much rather put my money
in a savings account or bonds or something. Find me a good invest-
ment. But you do much better by, in fact, you know, putting your
money somewhere else and then getting the more money and then
buying a few-put more money into insurance later.
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One of the key points, I think, is do we want to price this product
out of the market. You can. And I think a lot of people want to do
that. I do not think putting inflation in and mandating it makes
an awful lot of sense.

I also think-and this is, I know, a very important issue to Sen-
ator Pryor-is this whole issue of nonforfeiture. A lot of people who
want insurance do not want to basically build up accumulation.
They wvant insurance.

To mandate that, in fact, raises the price of the policy. And you
have to have a debate between real consumer choice out there and
protection. So I would be very careful if we start to talk-if we
needed all these things on. You can make this a real Christmas
tree and put it out of the reach of almost everybody.

Senator PACKWOOD. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Packwood.
Senator Chafee?
Senator CHAFEE. Thank you, Mr. Chairman. This is a subject I

am greatly interested in. I was a co-sponsor of Senator Packwood
and Senator Dole's bill in 1991 and prior to that Senator Mitchell
had a bill in that I was a co-sponsor of.

Let me just say that these situations are so tragic. Particularly
the situation that Senator Pryor was talking about, where the indi-
vidual had to lose her home because she is, I presume, unable to
pay the mortgage on it. Perhaps the taxes. And so it ends up that
her husband whom she has been caring for goes into a nursing
home paid for by Medicaid, which is much more expensive than
should she be able to keep him at home.

I think Mr. Ladd or Dr. McConnell, said that it is 25 percent, the
cost to care for somebody at home as it is to have the individ-
ual-

The CHAIRMAN. Mr. Ladd said that, did you not?
Mr. LADD. Yes.
Senator CHAFEE. Mr. Ladd said that-to have the individual in

a nursing home. So you get into these challenges of paying for that
individual. And, indeed, maybe in some instances it would be pay-
ing the person's mortgage off so that you would save the money by
not having the person in the nursing home.

But then, of course, from that you get all kinds of follow-ons and
people could game the system. I really find it shocking, and I have
discovered, that there are lawyers and reputable lawyers, who
spend their time telling their clients how they can dispose of their
assets to their children so that individual will become eligible for
Medicaid and thus nobody will have to pay for them.

I mean, this is fraud. And yet it is going on to a far greater ex-
tent, than I ever previously imagined. So if we have the situation
such as Senator Pryor was describing in which it makes common
sense. Let us use Medicaid, pay off this person's mortgage, and
thus she can stay in the home. Thus, she can look after her hus-
band and within 2 years we will save a lot of money.

Well, that makes sense. The trouble is, somebody down the road
will hear about it and regrettably game the system to some extent.
So I end up in a quandary in this.
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Let me ask a question of the panel. Are there any studies done
on the efficacy of non-medical services helping to keep people well
and out of-and I am talking elderly-nursing homes?

Well, Mr. Ladd said, this is not a medical problem. You had an-
other term. You said it was a structural problem or something.

Mr. LADD. Functional problem.
Senator CHAFEE. Functional. I am not sure what that means.
The CHAIRMAN. Function.
Senator CHAFEE. But anyway, it is not a medical problem. I un-

derstand that part of it.
We have quite active senior centers in our urban State. Ours is

a very urban State. Kansas maybe could not do it, but in an urban
State you can have these senior centers where they can care for
people every day. We have Meals-on-Wheels.

Now are there any studies that have indicated that these really
pay for themselves because in the senior center when somebody
does not show up, then the person who runs the senior center is
aware there is a little problem at home for the individual. He
might be living in a senior housing. And there that senior center
or an assistant goes out and checks on the person.

Now all this is much less expensive than having the individual
in a nursing home on Medicaid. Have there been any studies that
show, indeed, this is true? This might be apocryphal for all I know.

Mr. LADD. Senator Chafee, I do not know if there have been
studies, and perhaps the panel members can talk to that. But hav-
ing been an Aging Director for about 12 years, I can tell you what
you said is absolutely true. It does happen. That without reach-
ing-with working with people through home delivered meals, just
making a visit to check on people, you know, socialization, tele-
phone calls, friendly visiting, all that stuff works and keeps the
prices down.

Senator CHAFEE. I would just say that in our modern society be-
cause of the mobility of our population -we, indeed, do have many
people who have children, but their children have moved away and
their spouses died and that person is truly alone.

I believe there is a great connection between physical condition
and mental health and vice versa. So, thus, if these people can
have some sense of belonging or know that somebody is caring for
them, the chances of them remaining physically healthy is far
greater. But if somebody asked me to prove that, I could not, ex-
cept as Yogi Berra said, you can see a lot by looking, and I have
seen it.

Dr. MCCONNELL. Well, there is evidence that care givers, because
of the stress on them, develop physical ailments. So that leads to
costs in the acute care system. There is evidence that answers your
question in part from the on-lock program, which this committee
is familiar with out in San Francisco. It is being replicated in a
number of States.

What they have found is that through home community-based
care they are able to reduce hospitalizations substantially so there
are savings. I think we have to be careful about pretending, as
Senator Dole said, that we are going to save enough money to off-
set the costs of this program.
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we have to look at is that the long-term care system that we have
in this country now is families and it is beginning to come apart.
More women are working. They are typically the care givers. The
stress on care givers, the aging on care givers. The average age is
close to 60 of the care givers themselves.

So we may not want to spend the money, but that system of
long-term care that is out there based on families is beginning to
come apart and it is going to cost some place.

Mr. WALLACK. There are some studies, Senator Chafee, that
would support your perspective, looking around in terms of what
leads people to be institutionalized and be in nursing homes. One
of the best protectors is, are you living with family. If you are mar-
ried and you have a spouse there, there is a much lower chance you
are going to go into a nurse home.

If, in fact, you have other kinds of income, there is a lower
chance you are going to go into a nursing home. So I think the al-
ternatives-it is both emotion and it is financial-can really create
that. And I think a program, any program we develop, should de-
velop the opportunity to provide a continuum of services.

The home and community and the nursing home care, to allow
that kind of potential to happen, because I do believe if we would
manage this in the appropriate way, we will have at least people
appropriately placed and I think we will over time reduce it, nurs-
ing home use.

Senator CHAFEE. Could I just ask one question?
The CHAIRMAN. Of course you can.
Senator CHAFEE. This is of the panel. Do you believe that we, by

legislation, have made the requirements for the nursing homes too
onerous, if you would, for the type of the care of the patients that
are in there?

In other words, is there enough differentiation between that sec-
tion of the nursing home that should have an RN on duty 24 hours
a day versus the section of the nursing home where indeed medical
care is not the primary concern. It is as Mr. Ladd said, a functional
situation, they are living there. Have we overdone it here in so-
called nursing home reform?

Mr. LADD. Mr. Chairman and Senator Chafee, I think that-and
I am going to get in trouble with a lot of advocates-but I think
that is absolutely true. Nursing homes today, next to nuclear power
plants, are probably the most regulated industry in the United
States.

It has all been in our chase for safety. You know, it is a funny
thing about us. We want all our loved ones to be safe. We are will-
ing to take risk ourselves, but we want loved ones to be safe.

We are not willing for people, old people, to take risk. I see it
in my own family. My wife's mother is in her mid-80's. She lives
3,000 miles away. My wife worries constantly about her and she
wants to put her in a nursing home where she will be safe.

Now my wife's mother, you know, she has made it abundantly
clear that is the last place she ever wants to go. But I see her
bending to the family and it is not because my wife has got a prob-
lem with her mother. She loves her mother, but she cannot stand
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to think about her mother falling and not being able to get up or
being hurt and she is 3,000 miles away from her now.

We tried to make that safety thing on nursing facilities to the
point that nursing facilities today probably cost; us about twice as
much as they ought to because of all the laws and regulations, both
Federal and State, that have been put on this industry that really
restrict what they are able to do.

We have a new model called assisted living and it is used in
some States as a nursing home replacement. It is able to come in
at around 80 percent of nursing home costs on the average. Oregon
has got it. It is 61 percent of nursing home costs in Oregon. That
includes your own private room, something you hardly ever see, ex-
cept in the very high level nursing homes. Usually you share your
room with three or four other people. I have seen as high as eight
in a room in a nursing home. They must do that because

Senator CHAFEE. Well, my time is up here. But I know when you
say you may get in trouble with the advocates, I am sure you will.

But, Mr. Chairman, we are talking a part of the Medicaid pro-
gram here that represents 61 percent of total Medicaid spending.
As Senator Dole and others have pointed out, we have got the
babyboomers coming along with this tremendous increase in the
number of elderly. I think it behooves us to be pretty conscious of
not only the general Treasury of the United States, but also the
need to take care of these folks.

So I think at some time we ought to give another look at that.
The CHAIRMAN. I think that is very properly said.
Senator CHAFEE. Thank you.
The CHAIRMAN. Thank you, Senator Chafee.
Senator Conrad?
Senator CONRAD. Thank you, Mr. Chairman.
Mrs. Briceland-Betts, you testified you support a federally-funded

long-term care program without means testing. My first question
is, would you oppose any long-term care program that included
means testing?

Ms. BRICELAND-BETTS. The groups in the campaign have worked
hard for a number of years to look at the way to limit costs. They
have dealt very realistically and honestly with he need to look at
budget limitations and figure out that the best and most reason-
able way to contain costs of a program and the groups I represent
felt strongly that to contain costs and to limit access based on de-
gree of disability was a much more appropriate way to control
those costs than to means test.

Senator CONRAD. Can you tell me how we would explain to a low
income middle-aged couple with children who are struggling to
clothe them, to house them, to educate them, and to have some de-
cent living standard who may be on an income of--it is not unusual
at all in my State for people to have $18,000 income, why should
they pay one penny to provide care to somebody earning a million
dollars a year or with a net worth of $200 million? How can that
possibly be justified?

Ms. BRICELAND-BEIrS. I think the beauty of social insurance pro-
grams that we see with Social Security and Medicare is that people
pay in and then they draw out as they have need, and that we see
with programs that our means tested that the lack of public sup-
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port is not there, that the programs are stigmatized, people report
and studies show that people are afraid to access those programs
because of the stigma attached. And, we tend to see a resistance
to funding those programs because people do not feel like they are
putting anything into a program that they are likely to get some-
thing back out of in return.

I think that one of the beauties of social insurance is that every-
body pays and everybody benefits and no one gets left behind.

Senator DOLE. Senator Conrad, I think you have a good point.
Part B Medicare is a good example. It is about $40 billion out of
general revenues and we pay 75 percent of everybody's premium,
whether they are millionaires or paupers, poverty. It does not make
any sense to me. We ought to be able Lo save $20 billion just in
that program.

Ms. BRICELAND-BETTS. The President's proposal, the numbers
that you look at, that the administration has, shows that only 5
percent of the total benefits would go to people who are above 200
percent of poverty, a very small fraction.

Senator CONRAD. I understand that argument. Let me just say,
I guess it resonated with me until we get into more and more of
a budget crunch. And none of this adds up. I tell you, I think really
we need a tremendous dose of reality.

A study just came out last week, done by two economists. I
shared it with my colleagues in Virginia this weekend. It says that
if we continue on the course we are on, the next generation is going
to have an effective tax rate of 82 percent-82 percent. And that
is because we have this huge babyboom generation coming along
that are going to be on Social Security. They are going to have tre-
mendous increases in health care costs unless we do reform the
health care system.

We are just on a collision course with reality here. And-it seems
to me we are going to have to find a whole series of things that
previously were unacceptable in terms of policy that we are going
to have to do if we are going to have any chance of saving this
country from what is clearly an unacceptable result.

I would ask other members of the panel-and again, you know,
it is off in the future. And so we always do what brings us-we
react to the pressure of the moment. That is politics-react to the
pressure of the moment. There is almost no looking over the hori-
zon and seeing what is coming.

And what is coming is a time bomb. We are going to see
intergenerational conflict in this country that is stunning. In this
study, you know what they said? One of the policy prescriptions to
save the situation will be in the year 2,009 to cut Social Security
and all Federal health care benefits in half-in half. There is noth-
ing liberal or progressive about that.

Would just say, I hope we keep our eye on the ball here and
reognize we have got to reform the health care system. We have
to hold down the growth, the cost; and we are going to have to look
in other areas as well because it did not all add up. It does not add
up.

Ms. BRICELAND-BErrs. Senator Conrad, I would have to reply to
that that ignoring it does not make it go away. And titling it gov-
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ernment money versus what people pay out of pocket does not
make it different money. It all comes out of their pocket.

And if the majority of the people in this country who are in long-
term care problems could sit at this table and look at you today,
they would say they would much rather address this paying a
small amount at a time where they could collect on it when they
needed it, than to have to try to figure out, as we have heard ear-
lier today, how to sell the home or, you know, to go on Medicaid.

Those families would say to you that their tax dollars are not
any different than the dollars that they are trying to scrape up to
pay, you know, for these services-$20,000 is $20,000 and they just
do not have it.

Senator CONIPAD. Let me just say to you, I think that you are cor-
rect in that we have to find a way to get a small amount of people
over a longer period of time rather than wind up with a program
in which the government is expected to bail out the whole situation
late in the game.

That is a policy prescription that simply does not work and I
think the underlying strategy of doing a little bit at a time helps
you get ready for the time when some percentage of us need the
assistance. Yes?

Dr. MCCONNELL. Senator, I agree with that. I think those of us
that have been working on this issue for years feels that is, in fact,
what the President's plan does. We have been pushing for social in-
surance for nursing home care and full home and community-based
care. This is a step. This is not the whole thing.

It also recognizes the point that you are making, that wealthy
people should pay more. And, in fact, people will pay up to 25 per-
cent of the cost based on their income, which is a much more sen-
sible way to means test. Because if you take your example of a per-
son earning $18,000, what if they were just over the line that
qualified them for a means tested program. With that kind of an
income they are not going to be able to afford private insurance,
they are going to be unprotected.

It is much better to cover everybody and then ask people with
more money to pay more. It is a much more sensible way to do it.
I think that is the point you are making and I would agree with
that, Senator.

The CHAIRMAN. Thank you, Senator Conrad.
Senator Pryor?
Senator PRYOR. Mr. Chairman, thank you. It is 15 minutes until

12:00 and we have another distinguished panel.
The CHAIRMAN. We do indeed.
Senator PRYOR. And this panel has been absolutely excellent.

They are so good I am not even going to ask a question. But I am
going to follow along with a few written questions if I might, Mr.
Chairman.

The CHAIRMAN. Good.
Senator PRYOR. If our panelists would agree to accept those and

to respond.
The CHAIRMAN. I wish you would and I thank you, Senator

Pryor.
[The questions appear in the appendix.]
The CHAIRMAN. Senator Durenberger?
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Senator DURENBERGER. Mr. Chairman, I was fortunate along
with Dave Pryor and Jay and a couple of others to serve on what
was called the Pepper Commission. By at least those of us who
were on it, it will be remembered as the Rockefeller Commission.
At that time, we could not make up our minds whether the biggest
problem in the country was long-term care or acute care.

And actually, I think we switched from long-term care to the un-
insured as a sort of a political buzz word sometime right after the
Pepper Commission concluded its work. We went in with long-term
care being the big concern; came out with the uninsured. I am here
to say that they are both as important today as they were then.

And also to suggest that there is a common solution, one which
people on this committee share and which we share as far as I can
tell with both the President and Mrs. Clinton in its resolution. It
is very difficult to see it sometimes, because in the way in which
the administration's plan is presented it seems to have a solution
for practically every problem all wrapped up in one bill in one time
frame and everyone said it is impossible to get there.

One of the values of serving o--the Pepper Commission was we
defined our terms. I think we began by defining what is long-term
care. And then we defined a number of people who at any given
time would be eligible and then we struggled with what are the
kinds of services or what are the particular kinds of needs that de-
fine it and ended up with an 11 to 4 vote, which was a lot better
vote than we had on the other half of the issue.

One of the things that I learned from that is to raise another
question, which is why do we want the national government deter-
mining what kinds of health and medical services are most appro-
priate in every one of our cases. That is the heart of this issue and
this concern.

The Federal Government today sup plies 70 percent of the money
for nursing home care. I mean, the decision is made here and in
the bureaucracy's determining you are stuck in a nursing home.
And I have said before, if my 87-year-old dad is left without a
wife-I am just one of those lucky people with two living parents-
bang, he is a $36,000 a year liability and it is a liability to him
as well as to the Federal Treasury and the State Treasury.

But we are determining all these things right here. And the
question is why. Why is that our business or why would you even
trust the national government to decide what is best for your par-
ent or for yourself or for a kid who is profoundly retarded or what-
ever the case may be?

I think that is the tough issue. All health care is local as far as
I know. It is my mom and my dad and whoever is in their particu-
lar community and it is the same thing in every one of our commu-
nities. I think that is the thesis of Clinton's health reform-the use
of accountable health plans which are local in nature, which com-

ete with each other for informed consumers' choices, not on the
basis so much of price as they compete today, but on the basis of

service.
And as Dick has said, and others have implied, those services

will differ from one community to the other and they will differ
from one person to the other. And a national government cannot
keep up with SHMOs and ON-LOK and assisted living and all the
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creative things we could do in our local community if only the reim-
bursement system gave us a chance.

So what is the role of the Federal Government? The role of the
Federal Government is to set some national standards and then to
do equity. Take that Medicaid program and say it is not working.
You know, we need to find a better way in tax policy and social
insurance policy to make accountable health plans affordable for all
Americans, so that they can add to what we call acute care bene-
fits, chronic care services, long-term care services.

And then as Jay led us to believe in the Pepper Commission, we
need to decide whether the job of the social insurance system is to
pick up the first 18 months or the first 24 months and then leave
for private insurance the catastrophic coverage-or should the first
18 months or 24 months be decisions that we make in our families
and with regard to our assets and insurance and leave catastrophic
costs to the social insurance system.

Does anybody on the panel agree that that ought to be our goal
and objective? We can wrestle with how to get there. But should
that not be our goal and objective?

Mr. WALLACK. You mentioned two things which you know we
have dealt with-social HMOs and UN-LOK over the years. I think
one of the major first priorities of this committee must deal with
Medicare and the reforms of Medicare into some of these chronic
care issues, because clearly some of what we-when we talk about
home care and nursing home care really belongs within that acute
care system. It is part of that. It is the rehabilitation part.

I think that is very important to make sure we have a solid Med-
icare program. So I think that is certainly a very important thing
with regards to what you are suggesting.

I guess the other point you were getting at was the qne dealing
with-two points ie hard for me at this point.

Senator DURENBERGER. I think the catastrophic.
Mr. WALLACK. Oh, the catastrophic. I am sorry. Thank you, Sen-

ator.
It is a very interesting point actually because if what we say is

when people have certain amounts of income, we can name all the
prices of these plans-a $100 plan; a $50 plan; a $200 plan; a $400
plan. If you go out and ask what people are buying, they are buy-
ing plans for about $100, $125.

Well, that turns out to give you a lot of protection for maybe 3
years. It is the back end. And it is sort of what Senator Moy-
nihan-the public/private partnership plan in New York looks like,
where in fact it is done with Medicaid dollars and we can argue
about that. But that is what says people are willing to give them-
selves that flexibility and choice. And, in fact, the back end is
picked up in there through the Medicaid program.

So it makes sense with what people are purchasing. They make
their choices. I think there is some logic, I guess, with regards to
giving people choice and flexibility and what they are willing to pay
in having the Federal Government come-in.

This was Senator Mitchell, I guess, a number of years ago pro-
posed and maybe others here, this sort of back end kind of pro-
gram.
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The CHAIRMAN. Mr. Wallack, I think that is not the end. I do not
remember the second question, possibly the onset of early Alz-
heimer's or fatigue, because we do have another panel and we want
to get to each.

Senator Rockefeller?
Senator ROCKEFELLER. Mr. Chairman, I thank you and I will not

really ask questions. I would like to make two statements. One is
Senator Dole and Senator Conrad raised an interesting and impor-
tant point. But there is a big difference between means testing and
income-related premiums. There is a big difference between that.

Means testing, in a sense, says that certain people are out based
upon income. Income-related premiums try to make sure that peo-
ple contribute on their ability to pay. I think Senator Dole's point
on Part B is that we should make premiums income-related as op-
posed to means tested. I am not sure that is true, but there is a
big difference between the two.

The CHAIRMAN. That is what he said.
Senator ROCKEFELLER. All right. My comment is this, that under

the Clinton plan, the way it appears here, there will be about 3
million people who need long-term care in this country who will
benefit. And my guess is, if you went down to one ADL, you would
get up to 20 to 22 million-I have no idea-people.

There are fewer people who could be helped by what Clinton is
suggesting than there are, for example, people who have Alz-
heimer's in this country alone, forget every other problem. And
what strikes me as disturbing in this talk, Mr. Chairman, about
long-term care is that when we get to the subject of long-term care,
yes, the President's program does include long-term care, prescrip-
tion drugs; and, yes, John Chafee cares desperately about long-
term care. He just said so and it is true.

I think it would have been in his bill had he felt that it would
not have cost him support of his side. I believe that. That it would
have been in his bill. He does not have to respond to that. But I
believe he would want it in his bill but he felt he would not have
gotten the support. But it is not in his bill.

It is not in John Breaux's bill at all. What strikes me as disturb-
ing is that all of a sudden we get to long-term care and you are
talking about living human beings going through absolute, sheer
agony. I have had many conversations with myself and the public
about what it means to die from Alzheimers, that we start talking
about babyboomers and all of a sudden we start talking about re-
sponsibility to the next generation.

It is long-term care and immediately we start talking about that
and that it is too expensive. Yet, these are people. In some cases
you are not even talking about health care, you are just talking
about care. You are talking about living tragedies being acted out
on the American scene in terms of long-term care. We have not
even gotten to prescription drugs.

We are only doing a tiny part of it, a minute p art of it in the
Clinton plan. Home and community-based care. rome care is a
third as expensive as hospital care. And EBRE or somebody comes
along and tells us

The CHAIRMAN. That is hospital care or nursing?



36

Senator ROCKEFELLER. It is hospital care. Well, probably more
for hospital than for nursing. I mean, in West Virginia the average
nursing home is $35,000. In Los Angeles, was is it, $100,000?

Dr. MCCONNELL. Probably $70,000.
Senator ROCKEFELLER. $70,000.
Dr. MCCONNELL. New York is pushing $80,000.
Senator ROCKEFELLER. I mean, it is highly cost effective; it is

highly psychologically important. It is what people want. We are
talking about only doing a tiny portion of it. Then all of a sudden
we jump to, "We cannot afford it," and babyboomers and costs.

It almost is discrimination. I mean, it is almost like that of aging
or long-term care. Of course, 40 percent of long-term care needs are
for people who are younger than 65 years old. All of a sudden it
is peripheral.

I mean, if you are talking about health care, that is important.
But if you are talking about long-term care, that is not as impor-
tant. I really get that sense from having heard what I have heard
particularly from-not from you all-but from around the table.

Of course money counts and of course Medicare is in terrific trou-
ble. But the President's plan, I think we have to put it on the
record, is the only plan that does something about long-term care,
the others do not. They do not. The President's does.

If we are going to get health care passed and we do not have any
long-term care in it, I think Ms. Briceland-Betts is not being ex-
travagant when she says it would be hard to mobilize. I think it
would be incredibly hard to mobilize.

So is there a relationship between having long-term care and ac-
tually getting health care, as Bob Packwood mentioned a good
health care bill passed at all. Can you do one without the other?
I doubt it. And then I slightly resent, to be honest with you, the
implication that lon g-term care means less than the American
health care scene or the American care scene.

My mother died from Alzheimers and she was wealthy and so
were her kids. So we could get her all the home health care she
needed, but to get, Senator Moynihan, in New York City to get a
nurse in the process of dying over six or 8 years, to get a nurse,
one Alzheimers trained nurse is $50,000 a year. My mother was
5,10". She was a big, strong woman.

When Alzheimers patients start getting violent, they start hitting
and they start throwing plates. They do not know they are doing
it, but they do it. And you have to have two. You could not take
my mother to the bathtub with one person. You could not do that.
Or take her to the toilet with one person, you could not do that.
There had to be two. So that is $100,000. That is one eight-hour
shift. And Alzheimers is 24-hours a day. Start doing the math.

It is a horrible way to die and we are doing less than just Alz-
heimers, the numbers of Alzheimers patients in this country. It is
sort of a cliche, you should not have to be a Rockefeller to take care
of your mother or your father. How do these people do it? They go
broke. Families break up. The family structure is breaking down
anyway. Do you want to break down family structure? You put Alz-
heimers into that family and watch generations-three genera-
tions-break down financially, psychologically-trying to give care
to that person.
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Now that is personal and emotional. I understand all of that. But
long-term care is not peripheral. Long term care is fund.unental in

health care and what we are proposing in this is cost saving and
it is as much health care as anything else and it ought to be in
there.

The CHAIRMAN. We thank you very much, Senator Rockefeller.
Now, Senator Hatch.
Senator HATCH. Thank you, Mr. Chairman. I will just ask one

short question. I understand in Japan long-term care costs are
quite minimal in relation to their overall spending on health care.
This relates somewhat to Senator Rockefeller's statement. I wish
there were the money to do everything we can for long-term care,
as the distinguished Senator does.

But as I understand it, thereason why long-term care costs are
down in Japan is because of the value they place on the family as
well as their culture which embraces the concept of family unity.
When a family member, young or old, requires long-term care, that
individual is usually taken into the home and looked after by other
family members.

And while medical services are provided by trained medical pro-
viders, significant cost savings are achieved by taking the individ-
ual out of the nursing home environment, or hospital, and the care
is administered at home.

Now, are there any lessons we can learn from Japan? You know
I am an advocate for home health care. I really believe it is the
least expensive, the most efficient and, frankly, the most caring
form of long-term care. And yet I recognize that there are situa-
tions where we have to, as a society, take care of people who can-
not be taken care of in the home.

That is all I will ask.
Dr. MCCONNELL. Two responses to that, Senator. One, I think

that is what we are talking about, propping up the family, provid-
ing some respite, some help. Not replacing the family but support-
ing it so it can continue to provide care.

And the second is to learn, in fact, from what is happening in
Japan. With low birth rates married couples, for example, have two
sets of parents to care for in old age. That is four parents they have
to take care of. You know what the price of real estate is in Japan.
Getting housing that is big enough to contain those parents the en-
tire family ls becoming a serious problem. They are now confront-
ing enormous problems because of the changing demographics,
which is exactly what we are facing in this country.

I think if we can provide some minimal supports for families to
continue doing what they do best, there is no question it is better
care and it is less expensive.

Ms. BRICELAND-BETS. I would like to make a follow-up point,
just to kind of defend the American family just a little bit here.
You know, 84 percent of all long-term care that is given in this
country is given by family members.

This morning when I was getting dressed to come to the hearing
I looked at my two-year-old daughter and I toyed with the idea of
bringing her in and sitting here on the witness table and calling
her Exhibit A, and saying to you, you know, the majority of care
given in this country is given by spouses and daughters and daugh-
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ters-in-law. And I would like to be able to know that we have
helped develop a system that would support my daughter and sup-
port the families who are out there and to help us to be able to
continue.

I think that we said a number of times that we have a family-
- based system here and we do not want to replace that. We want

to support it.
Senator HATCH. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Hatch.
May I thank this panel. We have kept you a long morning. You

obviously are hugely informed on the subject that is central to so
much of our consideration. We do very much appreciate you.

While our other panel is gathering, could I make a point here
that on this whole long-term care we have to watch our birth rate,
by which I mean pay attention to. The United States is now below
replacement level, is it not? I think it is.

Jay, you indicate?
Senator ROCKEFELLER. Yes, 1.9.
The CHAIRMAN. 1.9. In Japan that most permissive of societies

they do not allow the pill to be sold because they are down to about
1.5. They have concluded that the pill has not been proven pharma-
ceutically or whatever.

But all populations of modern societies that do not reproduce
themselves are going to have that imbalance and in great numbers.

Now, let us see who is coming forward. I see Dr. Sanders. We
welcome you, Dr. Sanders. Dr. Wagner. John Rother, a familiar,
friendly face. Mr. Rudnick. We are looking for Dr. Schondelmeyer.
There is Dr. Schondelmeyer. Very well.

We welcome our panel. Here we go just past the midday. We as-
sure you that we will be done by 1:00. We appreciate your patience
in waiting and I will ask now, John Rother, you are first, rep-
resenting the American Association of Retired Persons.

This is essentially a panel on the provision of prescription drugs
in the President's proposal, and as a general subject of health care.

STATEMENT OF JOHN ROTHER, DIRECTOR, LEGISLATION AND
PUBLIC POLICY DIVISION, AMERICAN ASSOCIATION OF RE-
TIRED PERSONS, WASHINGTON, DC
Mr. ROTHER. Good morning, Mr. Chairman. Thank you and other

members of the Finance Committee. My name is John Rother with
AARP. I am going to speak today to prescription drugs. We have
also submitted testimony on long-term care as a separate item.

The CHAIRMAN. Which will be placed in the record.
Mr. ROTHER. Thank you.
[The prepared statement of Mr. Rother appears in the appendix.]
Mr. ROTHER. Today about 70 million Americans have no coverage

at all for the cost of prescription drugs. About 16 million of those
are over 65. This clearly compromises their health status, makes
them more likely to receive unnecessary and more expensive care
and it is also, of course, a financial, in some cases a considerable
financial risk to the family.

The problem is probably most severe for older Americans as the
combined effect of high prices, heavy utilization and the absence of
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affordable private insurance coverage for prescription drugs has
substantially reduced their access to needed drug therapies.

In this regard, AARP is quite pleased that the President's pro-
posal includes a prescription drug benefit for all Americans-those
under 65 as well as those over 65-and addresses the special needs
of older Americans by expanding the Medicare program to cover
outpatient prescription drugs.

The basic elements of a Medicare prescription drug benefit must
include in our view guaranteed access to needed drug therapies, ef-
fective cost containment, stable and equitable financing, a parallel
benefit structure for those of all ages, protection for low income
beneficiaries and provisions that encourage appropriate prescrib-
ing, monitoring and use of medications.

I will only have time today to touch on the first two-access and
cost containment.

The CHAIRMAN. Mr. Rother?
Mr. ROTHER. Yes.
The CHAIRMAN. Can I just ask, because it does not quite say, are

these your signs?
Mr. ROTHER. Yes, they are.
The CHAIRMAN. All right. Fine.
Mr. ROTHER. I will refer to them in a second. In fact, the first-

I am not sure really which one is which-but in the first one, the
key point here is that prescription drug coverage today does decline
rapidly with age. That is a function of the loss of employment-relat-
ed insurance. It is also a function of affordability. As people get
older and their need for the coverage goes up, their ability to obtain
that coverage goes down.

A recent survey that we conducted found that 58 percent of older
Americans said that they had a problem paying for their prescrip-
tions. Over half of those said it was a major problem. About 10 per-
cent of those over 65 said they had to cut back on necessary items,
such as food and heating fuel to afford their medications. So it is
a substantial problem, precisely for those people who would have
the most benefit from taking medications in an appropriate way
today.

Now I know that there are many proposals, unlike the Presi-
dent's plan, that would tie prescription drug coverage to enrollment
in some kind of managed health care plan. And AARP has long
supported the same kinds of options for Medicare beneficiaries to
enroll in managed health care as for everyone else.

However, we do object to proposals that would tie or condition
prescription drug coverage to enrollment in managed care because
this really unfairly penalizes beneficiaries who for good reason
want to remain in a fee-for-service environment.

Many Medicare beneficiaries, particularly in rural areas, simply
do not have access to managed care plans. I believe there are today
eight States in which there are no HMOs that will enroll Medicare
beneficiaries. So if we tie a drug benefit to enrollment in an HMO,
we are excluding many people from that option entirely.

The CHAIRMAN. Do you want to say that once more?
Mr. ROTHER. Today there are eight States where there is no

HMO that will enroll a Medicare beneficiary. Today. So, I mean,
we have a problem today. It is partly a function of the



The CHAIRMAN. Give us those when you get a chance.
Mr. ROTHER. I would be happy to furnish that to you, of course.
[The information appears in the appendix.]
Mr. ROTHER.. For many other Medicare beneficiaries where man-

aged care is available they have a long time relationship already
established with a physician and it is extremely important at this
age often to maintain that continuity. It is certainly better quality
care to maintain that continuity. So we do not want to do anything
that is going to impair that.

On the issue of cost containment we believe strongly that effec-
tive cost containment is an essential part of this. Our experience
in that comes from the very painful repeal of the Medicare Cata-
strophic Coverage Act, which we believe was in part due to the lack
of cost containment with respect to the prescription drug compo-
nent of that program.

It was the ever escalating estimates of that cost that really start-
ed to undermine the public as well as the Congressional confidence
in the financing of that program.

We believe that the administration's proposal provides effective
and reasonable way to control these costs. Given the enormous pur-
chasing power of the Medicare program, we believe Medicare
should receive discounts comparable to those that manufacturers
currently provide to other major purchases. So we think the 17 per-
cent rebate is an appropriate level and comparable to what is now
given to other large purchases of prescription drugs.

Given the fact that prescription drug prices in the U.S. have in-
creased at nearly three times the rate of inflation over the past 12
years, we believe that the inflation rebate proposed by the Presi-
dent is necessary to restrain the excessive price increases that
would otherwise, I believe, occur in the future.

One last comment, Mr. Chairman.
The CHAIRMAN. Please.
Mr. ROTHER. That is that there are many ways to address the

issue of cost containment in prescription drugs, as there are many
ways of addressing the issue broadly.

I think that while we believe the President's proposal employs a
reasonable approach to cost containment, other cost containment
mechanisms may be effective as well. We know that there are some
in the pharmaceutical industry who are proposing some alter-
natives. We are very interested in looking at those. We have not
seen them costed out.

I think the bottom line effectiveness is the key question. But
along with the cost projections I think we also have to make sure
that we are maintaining the accessibility and the ability to provide
counseling and drug utilization review that is an essential part of
any good prescription drug benefit.

So we are still talking to those in the industry and we are open
at this point to counter proposals that would achieve the same re-
sults that the President has already specified how to achieve in his
legislation.

Thank you very much.
The CHAIRMAN. Thank you, sir.



Now, Dr. Seth Rudnick, who is the Chairman of the Board of
CytoTherapeutics, which must be cell related matters and I believe
Senator Chafee would like to introduce Dr. Rudnick.

Senator CHAFEE. Yes, thank you very much, Mr. Chairman.
I just want to introduce to the committee Dr. Seth Rudnick, who

is a graduate of the University of Pennsylvania and received his
M.D. from the University of Virginia. Previously, he was with the
Pharmaceutical Research Division of Johnson & Johnson and is
now Chairman, President and CEO and also a Director of
CytoTherapeutics which is located in Providence, Rhode Island.

It is so splendid that Dr. Rudnick is here because this gives an
idea of what we are talking about when we are talking about
biotech companies. The total employment in his company is 95. It
is not some giant that is located somewhere dominating the indus-
try, but it is a small company-he can correct me on this--but as
I visited and had the chance to tour the facility, they know they
may need to invest $700 million before they will sell their first
product.

Am I correct in those statistics?
Dr. RUDNICK. Across all the products that we are developing, you

are correct, sir. So it is the essence of venture capital in this coun-
try, not a nickel back before they invest $700 million. So when we
talk about-I see these charts here and the suggestion is that when
there is a marketing and advertising and somehow that is bad, I
will tell you, these companies are scrambling to get the money to
develop the products that they are trying to develop which deal
with Alzheimers and other neurological diseases.

I just feel very, very fortunate that Dr. Rudnick and his company
are in our State. I just hope they find the cure, both to help relieve
-the suffering that is taking place and that they will flourish and
grow, aid make a profit.

The CHAIRMAN. And make a profit. And with that jubilant note,
we welcome you, Dr. Rudnick.

STATEMENT OF SETH A. RUDNICK, M.D., CHAIRMAN OF THE
BOARD AND CHIEF EXECUTIVE OFFICER,
CYTOTHERAPEUTICS, PROVIDENCE, RI
Dr. RUDNICK. Thank you, Senator Chafee. My name is Seth

Rudnick and my company CytoTherapeutics has a product which
holds out hope for millions of Americans--hope to stop Alzheimers
Disease literally in its tracks.

Mr. Chairman, members of the committee, to get this product to
patients I need your help. To me, health care reform should be syn-
onymous with developing new medical therapies. Right now I often
see it moving in almost the opposite direction.

Let me make three points about that, if I can. First, as a physi-
cian, the discovery and development of new medicines is both a
medical and a moral imperative. We must do it.

Second, the risks in developing any one of these projects are as-
tronomical. And, in fact, almost every one we undertake will fail.

And third, the threat of price controls, real or perceived, has al-
ready harmed our industry immensely and slowed the race for
cures in a number of companies.



42

Let me try and illustrate this to you from the perspective of
CytoTherapeutics. My firm was founded in 1989 in Providence. We
focused the research of our company on neurologic disorders, on
pain control, on ALS, on Parkinson's Disease andon Alzheimer's
Disease.

You know about Alzheimer's Disease. You have heard about it
today. More than 4 million people are afflicted with this disorder
in the United States.

The CHAIRMAN. We do know about it, it was discovered by Aley
Alzheimer, a German physician, in 1906.

Dr. RUDNICK. Right. Thank you, sir.
The absolute number of suffers will probably double in the Unit-

ed States over the next 30 years. So everything that Senator Pryor
commented on-

The CHAIRMAN. That is a function of age distribution.
Dr. RUDNICK. It is indeed. Everything that Senator Pryor com-

mented upon earlier will become ever more prevalent.
We at CytoTherapeutics are investigating a literally one-time

treatment that we believe will attempt to defeat this scourge.
Today my firm has a little bit over $30 million in cash. It is not
enough to even run for 3 years. And as you heard from Senator
Chafee, it certainly is "Only a very small fraction of what we will
need to take any of these products to market.

A few years ago this state of funding would have been absolutely
fine, because as we were successful and progressed, more money
would have been available and that would have been appropriate.
And yet today my company, and many others in my industry, face
very grave problems in raising the necessary funds to move for-
ward.

Problems that some of the health care proposals have actually
created. Problems that exist because the investment community
has concluded that the price controls, whether real or perceived, in
many of the pending health care reform proposals are simply too
great to justify the value of these companies.

Let me give you an example of how this is affecting CTI. In 1992
we went to the public markets. We wanted to raise money to fund
our research programs. I should comment that over 70 percent of
the funding of my company goes directly into research, not into the
"overhead," parenthetically-I am overhead.

As the fear of price controls rose during 1993 we, indeed, needed
to go back to the market. This time, despite being a public com-
pany, we had to raise private money. It is a very, very expensive
way to raise money. Often done at a severe reduction in price.

What is the consequence of that? Less money means fewer re-
search products, which means fewer drugs. We in the company
have had to kill off several programs that were very promising sim-
ply because we could not afford to delay the more advanced pro-
grams. Why is that wrong?

What is wrong with the administration's treatment of new and
breakthrough drugs? Finally, today I spend most of my time chas-
ing after investors who are scared of perceived price controls. I
would much rather spend most of my time tracking down cures for
disease.



Mr. Chairman, when I opened up my remarks I told you about
the hope that we offered, both as a company and as an industry
to Alzheimer's patients. Who am I to make such a statement? In
the past 15 years I have been partly responsible for the develop-
ment of the two most successful biotechnology growths. I am abso-
lutely convinced that this industry can address the issue of Alz-
heimers within the decade.

The CHAIRMAN. Within the decade?
Dr. RUDNICK. Within the decade. But only if you let us be suc-

cessful.
Thank you very much for letting me make these remarks.
The CHAIRMAN. Do not stop. You have not even gotten your yel-

low light. Tell us more about what makes you think within the dec-
ade. Then we will see if Dr. Sanders agrees.

Dr. RUDNICK. I would hope that Dr. Sanders would agree that
the overwhelming rate of medical progress is partly a consequence
of what has been done in the Senate and the House for the last
20 years. We have growth factors. We have gene therapy. We have
the ability to deliver these into the central nervous system, better
understand the pathophysiology today of Alzheimers and Parkin-
sons and ALS than we even remotely thought possible a decade
ago.

Yet money needs to be funneled- into the companies to push these
development programs. I cannot tell you that we at CTI will be the
ones who succeed, but I can tell you that the odds are now in favor
of someone succeeding. If you want true health care reform, if you
want the drug that removes that patient from the nursing home,
that takes that patient away from being a burden to their family,
that is the drug that I think you insure will succeed technically
and progress to the market.

The CHAIRMAN. Do you want to tell us where, in what range of
work you are looking at Alzheimers? It is not gene therapy.

Dr. RUDNICK. Our company actually does molecularly alter cells.
The CHAIRMAN. CytoTherapeutics.
Dr. RUDNICK. CytoTherapeutics. It alters the cells, wraps them

in a semi-permeable membrane that blocks recognition of the cells
by the body. These are very small devices. They are implanted into
the central nervous system and they, in fact, act like miniature
pumps for years on end and in this case produce a particular
growth factor that we are co-developing with Genentech.

Senator CHAFEE. Mr. Chairman, I would refer to you on the bot-
tom of page 7 of Dr. Rudnick's testimony where he says, "First, bio-
technology firms tend to be small." And as I pointed out, he has
95 employees. Then he says, "Of the 800 biotech firms in human
health care, only 4 make a profit."

The point here is that he survives and he can keep going because
people are out there willing to risk their money. They are risking
their money not solely for altruistic reasons; they are risking it be-
cause they think they can make a return, wldch has never been
considered immoral in this country.

The CHAIRMAN. Oh?-[Laughter.]
The CHAIRMAN. You really do not know much about New York

City, do you? [Laughter.]



The CHAIRmAN. That is very helpful. Could I just say, Dr.
Rudnick, in our hearing last week this whole question of what is
a breakthrough drug was discussed and to no very great satisfac-
tion. It is not a definition that would sustain any careful inquiry
and the FDA told us they do not know what a "breakthrough drug"
18.

Dr. RUDNICK. I think there was a famous Supreme Court Justice
that might help you though, sir. And I think that when you see
one, you will recognize it.

[The prepared statement of Dr. Rudnick appears in the appen-
dix.]

The CHAIRMAN. Right.
Well, Dr. Sanders, we welcome you, sir. Dr. Sanders is the Chair-

man of Glaxo, Inc., down at the Research Triangle in North Caro-
lina, former head of the Masters General Hospital. We are very
pleased to have you, sir.

STATEMENT OF CHARLES S. SANDERS, M.D., CHAIRMAN,
GLAXO, INC., RESEARCH TRIANGLE PARK, NC

Dr. SANDERS. Thank you, Mr. Chairman. As you note, I am
Charles Sanders and I am the Chairman of Glaxo, Inc., which is
the second largest research-based pharmaceutical company in the
United States. I agree entirely with Dr. Rudnick in terms of his
hope and expectation for the future and the promise that research
is going to bring.

As you know, I have been in health care all of my life and around
medical research-first, as a cardiologist; later as a Professor of
Medicine at Harvard; then as General Director of Massachusetts
General; and now as a pharmaceutical company Chairman.

I am convinced based on my experience that America in many
ways has the best health care system in the world for many people,
but not for everybody. I am equally convinced that we have the op-
portunity to really make the system a lot better through health
care reform. We have to address the issues relating to cost, relating
to access, relating to insurance coverage, and at the same time,
maintain quality in the system. Most importantly, we have to sus-
tain innovation and the promise of finding new medicines for the
diseases that afflict us.

My message to you is very straightforward. I hope that as we go
through health care reform that we will be able to foster an envi-
ronment that has already made the United States the biomedical
research laboratory of the world. That is to the great credit of this
Congress, through the years that we have fostered innovation at
the National Institutes of Health and the seamless interface of sup-
port in the private sector to develop product space that has been
developed in the basic research area.

Now through innovation we are going to achieve cost savings and
we will enhance quality. The pharmaceutical industry depends
upon research to find new products. Innovation is our life blood.
What we find is what we are.

This past year Glaxo, for example, invested $1.3 billion in re-
search and development. That is 16.7 percent of sales, which is
about the average for the whole industry and this whole industry
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invests about twice as much in R&D as any other industry in the
United States.

We have had a number of successes. You have already pointed
out one this morning in terms of the treatment of ulcers; There are
others to treat high blood pressure and lower cholesterol and so it
goes. There are examples of those in my written testimony.

But let us build as we embark upon health care reform, Mr.
Chairman, upon what is good in the present system. This is a par-
ticularly appealing strategy because it uses the market forces
which already are at work in reforming the health care system
today. These forces have led to the lowest prescription drug price
increases in the past 20 years and to lower introductory prices of
new drugs as well.

But as you all know, there has been a significant shake-out in
our industry, notably a loss of more than 30,000 jobs as the indus-
try has restructured itself to deal with its changing marketplace.

We recognize that these changes are the inevitable consequence
of a harsh competitive marketplace. But I am very concerned that
as we move into health care reform there are a couple of areas in
the administration's proposal which will affect the economics of our
industry as well as our ability to realize the promise of innovation.

The first of these, and the most troubling in many ways, is the
anti-discounting provision that would prohibit the discounting of
pharmaceuticals based solely on a buyer's leverage in the market-
place. In my estimation, it would undermine competition and we
can go into that later in the Q&A if we wish.

Another is a proposed 17 percent rebate for Medicare. There is
no question that we should provide prescription drug care for Medi-
care patients. But Price Waterhouse, for example, has done an
independent study looking at the effective tax rate of our industry.
And if we add on a 17 percent rebate our effective tax rate will go
to 55 percent, which I would argue is inimicable to a robust R&D
investment.

Now there are other proposals in the administration's bill that
would threaten our ability to sustain the high risk R&D which is
necessary for continued biomedical innovation. Of specific concern
are the Advisory Committee on Breakthrough Drugs. I call it the
anti-breakthrough committee, quite frankly and the HHS's Sec-
retary, actually the Secretary's power to "black list" certain medi-
cines for the Medicare population that the HHS Secretary deems
are unreasonably prices.

Each provision in effect puts the government imprimatur on a
specific pricing level. If we know as a pharmaceutical company that
we are going into a high risk area wherein the Secretary or com-
mittee may determine in their wisdom that the product is unrea-
sonably priced, we would have to think very carefully about wheth-
er or not we are going to undertake a high risk strategy. We would
tend to adopt a low risk, relatively short-term strategy.

Let me give you one example. Twenty-2 years ago now, in 1972,
Glaxo entered into a program investigating serotonin, a
neurotransmitter that is ubiquitous in the brain. We did not have
any idea of what serotonin did, but because it was there in such
prevalence, we knew it was important.
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So we went into a basic research program to determine what it
did. Out of that program 18 years later came Zofran, which is a
compound that effectively treats the nemesis associated with can-
cer chemotherapy. Now it is so effective that it has become the
standard of treatment in the oncology centers around the country.

Today, if we were facing the prospect of a breakthrough drug
committee and the power of the Secretary to blacklist the drug, I
questioned whether we Would take on that 18-year time horizon to
bring a drug to the market. There are countless diseases out there
whose cures remain to be found-Alzheimers being but one. You al-
ready have, I think, in the record examples of that.

But I would argue once again that if we are going to meet the
needs of our society in dealing with the diseases whose needs are
still unmet, we have to foster an environment here in R&D in this
industry that really promotes innovation.

I would urge that as you go forward in health care reform that
we deal with a market-based reform system and no price controls
or highly regulated processes that will impede our innovative
strengths.

Thank you very much.
The CHAIRMAN. Thank you, Dr. Sanders, most especially.
[The prepared statement of Dr. Sanders appears in the appen-

dix.]
The CHAIRMAN. Stephen Schondelmeyer, a professor at the Uni-

versity of Minnesota College of Pharmacy, who will be introduced
by Senator Pryor, if he would wish to do.

Senator PRYOR. Mr. Chairman, this is news to me. I am glad to
introduce Dr. Schondelmeyer. I appreciate him coming. He is no-

The CHAIRMAN. Well, if you are glad to introduce him, introduce
him.

Senator PRYOR. He is certainly no stranger to this committee and
other committees in the Senate. I am honored to present him
today. I think he was called by your very competent staff at short
notice and he dropped everything to appear here today. I think he
is probably one of the authorities in this whole country on the pric-
ing system for prescription drugs. It has been a pleasure to work
with him.

Mr. Chairman, I appreciate you allowing Dr. Schondelmeyer to
testify.

The CHAIRMAN. Thank you.
Doctor, good morning, sir.

STATEMENT OF STEPHEN SCHONDELMEYER, PH.D., PROFES-
SOR AND DIRECTOR, PRIME INSTITUTE, COLLEGE OF PHAR-
MACY, UNIVERSITY OF MINNESOTA, MINNEAPOLIS, MN
Dr.- SCHONDELMEYER. Good morning. Thank you, Mr. Chairman,

for inviting me here. I just received the notice yesterday morning
that I would be appearing on this panel and I was traveling at the
time. I do apologize, but I did not have a chance, given that time
frame, to prepare a written statement. I will submit a written
statement within two weeks of the hearing.

The CHAIRMAN. It is very gracious of you to be here. You do not
have to.

Dr. SCHONDELMEYER. I am pleased to do that.



I sincerely believe that pharmaceutical products and services are
among the most cost-effective therapies we have in our health care
system today.

Pharmaceuticals and their related services contribute to the
health of our Nation and to the health of our Nation's elderly in
particular.

Our elderly, are especially sensitive to the price of pharma-
ceuticals because they tend to have greater need for medications.
They tend to have to pay for their medications out of pocket, and
the process and system through which they pay for those medica-
tions results in them paying the highest price in the market.

It is difficult for me to totally accept the notion that our pharma-
ceutical market is becoming more competitive and that price sen-
sitive buyers can get a better price. I do not think there is anybody
in our Nation who is more price sensitive in purchasing prescrip-
tions than an elderly person-off a fixed income, particularly if they
have one or two chronic medications that may cost anywhere from
$600 to $1,200 per disease to treat. An elderly person may be
spending $1,000, or $2,000 a year for prescription drug therapy to
treat a chronic condition when they only have a fixed income of
$16,000 or thereabouts.

That would-result in such an elderly person paying as much as
10 or 20 percent of their entire income on prescription drugs alone,
not counting other health care services.

Today I would like to address several points of the administra-
tion's plan, and put them in the context of the role of pharma-
ceuticals in health care reform no matter which plan you decide to
go with af- Senate and as a Congress. I think these principles
apply in whatever health care reform plan you consider.

This committee knows all too well that the Medicare program
does not cover the cost of prescription drugs. And, in fact, you had
a program several years ago, the Medicare Catastrophic Coverage
Act, that attempted to cover prescription drugs. Because of some
misconceptions and misunderstandings, that program was re-
pealed.

I would remind you that that program would have covered only
about 17 percent of the nation's elderly, in any given year. The pro-
gram presented by the President at this point would cover prescrip-
tion drugs for about 58 percent of the Nation's elderly in any given
year. So it certainly provides much broader and better coverage.

Costs management provisions affecting the pharmaceutical in-
dustry will undoubtedly be one of the most controversial issues you
deal with as a Senate committee. Coverage of prescription drugs for
the elderly is critical for their health care. Such coverage, however,
must also be provided by Congress in a way that wisely uses the
resources of Medicare beneficiaries' premiums, as well as the re-
sources that taxpayers provide to you.

To provide prescription drug coverage under Medicare without
providing cost management tools for that program would be the
equivalent of this Congress telling the defense industry to go out
there and find us the best and newest defense and technology sys-
tems that you can find for defense and we will pay for anything
you bring to us. Do not worry about the cost. Bring it all in and
the Defense Department will cover it all.
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The CHAIRMAN. Doctor, that is the present arrangement.
Dr. SCHONDELMEYER. Yes, it is. [Laughter.]
Dr. SCHONDELMEYER. I hope you can change that as well while

you are reforming health care. Use the same principle for both. The
point is that this is almost like wanting a blank check for the drug
industry. I do not at all oppose funding research and development
that is productive and brings us new and effective therapies and
new products. But I do not think any taxpayer or any Congressman
would advocate a system that opens up more "blank check" systems
out of our Federal coffers.

The cost management systems proposed in the President's plan
mimmick the provisions used in the marketplace. In fact, many in
the drug industry advocate shifting this Medicare benefit to the
private market, such as the private pharmacy benefit management
companies and HMOs in managed care and managed competition.
In fact, the cost management methods used by these organizations
I think are even more severe. They have lists of drugs that they
do not cover. They set pricing conditions and evaluate drugs on cost
effectiveness and decide to cover certain products but not other
products.

The cost management provisions are much more severe in the
private sector of the market than they are, in the plan proposed by
the President. The Breakthrough Drug Committee offers to the
Secretary advice on how to evaluate new drug therapies and how
to hold drug companies and biotech companies accountable for the
value of what they brought to the market.

It would be a mistake to limit that evaluation only to cost-effec-
tiveness. The provisions listed in the current breakthrough commit-
tee include a number of methods that would be used, including the
manufacturer's costs of research and development, and other fac-
tors.

In fact, if we limited the evaluation only to cost effectiveness, I
would remind the industry that cost effectiveness studies do not
take into account research and development costs. The current pro-
visions of the breakthrough drug committee would allow that com-
mittee to take into account not only the cost effectiveness, but if
there were extraordinary research and development costs, those
costs could be added into a higher price that would be allowed for
that product.

In summary, I would tell you that I think a lot of the issues that
are being raised and framed as anti--competitive are actually quite
competitive and that is why they are of concern to the pharma-
ceutical industry because it adds to their competition.

I would just remind you, with all of the furor and discussion and
threats--in fact, we do have price controls already. These come
from the private market and managed care plans that are out there
in the marketplace. Their cost management techniques are more
severe and account for more of the effect that we have seen in the
biotech industry than the "threats" that the government has of-
fered.

The recent Fortune 500 magazine still rates the pharmaceutical
industry as the most profitable industry by percent return on sales,
percent return on assets, percent return on equity, and the phar-
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maceutical industry has been in that position for a number of years
running.

So I would argue that even though this has made them a leaner,
meaner industry as most every other industry in our country has
had to become over the last few years, the impact on the industry
at least to this point has not been overly severe.

Thank you, sir.
The CHAIRMAN. Thank you, Dr. Schondelmeyer.
[The prepared statement of Dr. Schondelmeyer appears in theappendix.]The CHAIRMAN. And now to our last witness from our Office of

Technology Assessment, Dr. Judith Wagner, who is going to give
us some objective discussion on the forces in the market that
produce pharmaceutical prices.

STATEMENT OF JUDITH WAGNER, PH.D., SENIOR ASSOCIATE,
HEALTH PROGRAM, OFFICE OF TECHNOLOGY ASSESSMENT,
WASHINGTON, DC
Dr. WAGNER. Thank you, Mr. Chairman. I am here to report to

the committee this morning on the current status of the prescrip-
tion drug market and its implications for drug prices and for the
costs of a prescription drug benefit.

Today the prescription drug marketplace is undergoing a rapid
and in my opinion an exciting transition from a fee-for-service mar-
ket to one of managed competition. Like a newborn baby that
grows fast but looks tiny after one or 2 years, the pharmaceutical
managed care marketplace is growing fast but still has a long way
to gobefore it matures.

The pharmaceutical industry sees this future though and is al-
ready positioning itself to deal with the realities to come and most
interesting to me is the fact that this transformation of the pre-
scription drug marketplace is occurring independently of the dis-
cussions or future of health care reform.

The shape of health care reform will, of course, have a major im-
pact on the transition to managed care competition in the prescrip-
tion drug market, either speeding it up, slowing it down or perhaps
derailing it altogether.

At the heart of the new prescription drug marketplace is the
managed care pharmacy program, which manages the drug benefit
on behalf of employers, insurers or HMOs and exploits the wide
array of product choices that are currently available to encourage
less costly prescribing and dispensing patterns for plan enrollees
and even forces manufacturers to compete for business by lowering
prices or offering discounts.

The weapons in the arsenals of these managed care pharmacy
plans are still under development, but they include incentives to
patients and to pharmacists to dispense cheaper generic drugs and
the use of formularies to encourage less costly choices among dif-
ferent but therapeutically very similar compounds in crowded
therapeutic classes.

An entire industry of firms called pharmaceutical benefit man-
agers has developed in the last 5 years or so and these firms can
administer the benefit, not only for HMOs, but also for indemnity
plans.
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The CHAIRMAN. Would you say that just once again? That is a
new idea to us. There is a new class of business-

Dr. WAGNER. There is a new industry of pharmaceutical benefit
managers-called PBMs in our Washington world of acronyms--
that have essentially developed over the last 5 years. There are
dozens of such firms toda 'y.

The CHAIRMAN. And this firm says what to whom?
Dr. WAGNER. The pharmaceutical benefit manager is a firm that

sells its services to insurers, employers or sometimes to HMOs to
administer the pharmaceutical benefit for the employer or-the in-
surer and it also sells to indemnity plans.

In other words, even when an employer can offer a fee-for-service
indemnity plan for its general health care services, it can carve out
the pharmaceutical benefit and have it be administered separately
by this managed-

The CHAIRMAN. And these PBMs bid for this work?
Dr. WAGNER. Yes, with the insurance companies and particularly

with HMOs today.
Now the potential for moderating drug expenditures is great in

my opinion. For example, today or in the next 3 years, between
1993 and 1996, 4 out of the 10 top selling drugs in the United
States are slated to loose patent protection. These drugs in 1993
had a combined U.S. sales of over $3 billion.

So these four drugs alone offer, if in fact a large number of con-
sumers switched to low-cost generics, the potential for huge sav-
ings.

So from generic substitution alone, I think there is a real poten-
tial for savings. When savings from switching from high cost to low
cost drugs when narrow therapeutic categories through the use of
formularies are taken into account, it is my opinion that prescrip-
tion drug expenditures will moderate substantially as the fre-
quency of use of these plans grows.

Competition among managed care pharmacy plans will also send
signals to the R&D community that imitative R&D-that is, R&D
for new drugs in therapeutic classes where there are already a
number of compounds on the market-will not be nearly so profit-
able as it was in the past; and companies are likely to rethink their
R&D strategies to redirect resources away from this imitative me-
too research.

In the long run, the main problem for competition in the man-
aged prescription drug market will be the problem of breakthrough
drugs. Though there are different definitions and we do not know
exactly how to define a breakthrough, from the market's point of
view a breakthrough drug is one which is so uniquely beneficial
that it must be accepted onto a formulary regardless of its price.

These drugs could ultimately put pressure on the pharmaceutical
benefit costs. OTA, at the request of Senator Pryor's Senate Aging
Committee, is actually currently doing a study on breakthroughs to
ask questions such as: How often will we expect them to come
along? How long will they stay on the market alone without close
competitors developing? Just how beneficial will such drugs have to
be to operate as breakthroughs in the market? And just Tow price
insensitive will health plans be to such products?

I am running out of time.



The CHAIRMAN. Take your time, Dr. Wagner.
Dr. WAGNER. Thank you, sir.
A pharmaceutical benefit under health care reform will be lay-

ered on top of the emerging marketplace that I have described. If
the prescription drug benefit is compatible with managed care
pharmacy approaches, it will share in the cost moderating forces
that are at work.

If the prescription drug benefit is structured as a fee-for-service
benefit, then more direct regulation of prices and utilization will be
necessary to control the costs of prescription drug benefits.

The choice between the market approach to cost moderation and
the regulatory approach deserves careful consideration by this com-
mittee and the Congress. The chief problem with price regulation
is that it is very difficult to know what the right price of a drug
is, and any price control structure runs the long run risk of creat-
ing unintended incentives that may lead to inefficient patterns of
prescription drug pricing, utilization and ultimately innovation and
new drugs.

Thank you for your consideration.
The CHAIRMAN. Thank you.
[The prepared statement of Dr. Wagner appears in the appen-

dix.]
The CHAIRMAN. Now you are not going to get away that easy.

What are those four "compounds," patents which expired?
Dr. WAGNER. I will have to get that list to you later. Actually,

I am sitting on the list right now, sir, and I will get it to your staff
at the end. [Laughter.)

The CHAIRMAN. I think we will just drop that. [Laughter.]
I just want to ask a general question, if anybody wants to re-

spond. I am hearing what Dr. Wagner just said, that-price mod-
erating factors are moving all across this system.

We have heard Dr. Schultze from UCLA talk about running his
hospitals down there and talking in just these terms and markets
emerging. He said there is practically a spot market for bone mar-
row implants.

There are those who attribute this to the prospect of new health
care legislation, but I think we have heard it as something that is
just happening because there are those who have an interest in it
happening.

Dr. Sanders?
Dr. SANDERS. Yes, Senator. I would say that, you know, this has

been going on for some years. There is no doubt that health care
reform has accelerated the process. But managed care has been
evolving in a very significant fashion starting in the late 1980's.

The CHAIRMAN. The late 1980's is not that far back. It is rel-
atively new.

Dr. SANDERS. No, the marketplace really for the first time in
health care is beginning to work. The reason is multiple. But it is
primarily because businesses really got interested in health care
reform because of the very significant amount of fringe benefits
that they were having to pay as an increasing percentage.

And managed care began to evolve in ways which have made it
a very tough marketplace.



The CHAIRMAN. I know nothing of these things. But is this part
of the general downsizing of management systems and corporations
that we have seen a lot of or heard a lot of? They become very cost
conscious and so forth. This would be part of it.

Dr. SANDERS. Well, certainly I think if you talk to the auto mak-
ers, they would argue that one of the reasons that they were non-
competitive in terms of the foreign imports would be the fact that
their fringe benefits packages were so rich, and health care was
certainly part of that. There is no question about it.

The CHAIRMAN. And so when you begin to look at this from a
managerial point of view, you have to do something about this
whole system. You find yourself thinking about this in a way you
had not done?

Dr. SANDERS. That is correct.
Mr. ROTHER. Senator.
The CHAIRMAN. John Rother?
Mr. ROTHER. Yes, thank you. I agree that there are many

changes happening in the market that are happening regardless of
what happens here. But one consequence of what is happening is
that those people who are outside of group purchasing arrange-
ments are getting costs shifted to them, very substantially now.

And those are often the people who have the greatest need for
the drugs. That is why the price at the retail level for the Medicare
beneficiary, for example, has been skyrocketing. It is in part be-
cause the overall prices are going up.

But on top of that there has been this cost shifting phenomenon,
just like in the rest of the health care system, where those who
have organized buying clout are getting a good deal at the expense
of those who do not, which is why we need to really think about
Medicare as a way to put that buying power together and get the
same good deal there that we are getting other organized buying
arrangements.

The CHAIRMAN. A nice point.
Dr. SCHONDELMEYER. And, Mr. Chairman, I would like to tie that

to the elderly also. In my own area in Minnesota, in the Twin
Cities area, a number of the HMO and benefit plans do not cover
prescription drugs for the elderly at all. And, in fact, one or two
of the plans that had covered prescription drugs for the elderly
stopped covering them because they said they could not afford to
do it.

So in some areas, prescription drug coverage for the elderly is
not available as a part of their health plans. Other HMOs have
even dropped that coverage because they could not afford to con-
tinue it.

The CHAIRMAN. Dr. Sanders?
Dr. SANDERS. I would just make the point in following on John

Rother, as he mentioned in his testimony, there are other alter-
natives to a rebate. One is using the pharmacy benefit manage-
ment approach. Another is using a benefit which would be adminis-
tered through-

The CHAIRMAN. That is PMB.
Dr. SANDERS. PBM.
The CHAIRMAN. PBM.



Dr. SANDERS. Another would be administering such a benefit
through the accountable health plans, which Mr. Rother, I think,
is opposed to. But it is suffice to say that these are market-based
approaches and I think a much healthier approach as opposed to
a flat rate discount.

The CHAIRMAN. Thank you.
Senator Packwood?
Senator PACKWOOD. Dr. Wagner, are you reasonably satisfied we

will get continuing moderating pharmaceutical prices with no Fed-
eral price control?

Dr. WAGNER. If one has to make assumptions or predictions
about what a prescription drug benefit plan would look like, if the
Medicare population is brought into prescription drug benefits,
given prescription drug benefits with a fee-for-service benefit, then
I do not believe we will be able to achieve cost control.

Senator PACKWOOD. Because you have no management then.
Dr. WAGNER. Without active management, without active efforts

to restrain prices, restrain utilization. So I really think the issue
is if the Medicare population is to be given this important benefit
for them, what is the best way to structure the cost control mecha-
nisms. Is it to structure it through regulatory approaches or to
structure it through a market-based approach? In other words, to
build on the emerging-

Senator PACKWOOD. What do you think?
Dr. WAGNER. Well, at OTA we are trained not to have

[Laughter.]
The CHAIRMAN. Trained not to think. You just state the facts.
Dr. WAGNER. Not to take stands, but to lay out the options. I

think it is an important option. I think that there are problems in
bringing the Medicare population into a pharmacy benefit-PBM
type managed care approach. There are problems to that.

But that approach has not been fleshed out enough to really ex-
amine those problems in detail. I think that approach should be
given some consideration.

Senator PACKWOOD. The reason I ask, when you sit through
enough of these hearings there is sort of a common thread that per-
haps competition does work.

Dr. Ellwood, who is probably one of the gurus who has no par-
ticular axe to grind that we listened to has backed off of the man-
date and he has almost backed off of any plan. He has not really
said that. But I was on the plane with him 1 day just inadvertently
and he says he has seen so much reform in the last 2 years that
he is hesitant to adopt a wrong bill. That, indeed, the pressure on
the medical providers and on the pharmaceutical companies and on
the hospitals is so great that we may not need much Federal push
to get them there.

Tben we had Dr. Schultze from UCLA heading the medical cen-
ter here last week and he has a medical center and a hospital. He
has to do primary treatment, secondary treatment. He needs ter-
tiary patients for his research people. And he says there is no in-
demnity payment left in southern California. It is gone. It is all
managed care.

The Chairman refers to the spot market. He says that is exactly
it. You can have a managed care program that will pay you
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$80,000 for a bone marrow transplant. Here comes one and they
come to you and say, hey, how about doing it for $60,000, even
though the insurance coverage is $80,000. They will negotiate it.
You may meet it and you may do it.

Your testimony is sort of of the same genre, that we are coming
to this kind of pressure on the providers--count the pharma-
ceuticals as a provider-on the providers from basically the equiva-
lent of a farm co-op purchasing arrangement.

Dr. WAGNER. I want to make two points. One is that this man-
aged competition in the prescription drug market is almost unique-
ly placed as a little microcosm of what managed competition can
do because of the nature of the products and the situation that the
industry found itself in.

So I think it is important to recognize that this is undergoing a
transition to managed competition within even a larger indemnity
market.

The second point I might make is to reiterate Dr.
Schondelmeyer's point, which is, there are over 50 percent of the
elderly and a smaller number of nonelderly people who are totally
uninsured for drugs--who cannot take advantage at the present of
all of this cost moderation because they are out there in a com-
pletely fee-for-service unrestrained costing situation and something
should be done to deal with that problem.

Senator PACKWOOD. Well, I think Dr. Schultze could head Gen-
eral Motors as far as I am concerned, in terms of his understanding
the market. He has been head of the school for the last 12 years
and he saw what was coming; and either the school is going to fold
or is going to have to adapt to a market system. And it has adapted
wonderfully in the pharmacy. They are looking at cutting costs.

They are talking about inpatient prescriptions now obviously, but
they are looking at cutting costs. And even for the primary patients
on which they teach because it is a cost reduction for them.

Dr. WAGNER. Yes.
Senator PACKWOOD. Dr. Sanders has something to say. I can tell.
Dr. SANDERS. I was just going to say the Medicare issue is a very

poignant and urgent problem as far as I am concerned, as far as
prescription drugs is concerned. But it is not the price of the drugs
that is the big problem, it is the coverage that is the problem.

Whether a prescription costs $1 or $100, if the patient does not
have the money, we have a problem. We spend thousands of dollars
for doctors and hospitals, but we have a real problem when we do
not cover people for a $100 prescription.

The CHAIRMAN. Could I just say, following Senator Packwood,
that we have found we were getting testimony, Dr. Schultze, to the
degree that academic health centers are beginning to find that this
new pressure on competitive prices and so forth was putting at
some risk their capacity to run expensive hospitals because you
teach doctors. That is how you get nurses and doctors and new
ideas. It is a curious thing.

We are sensitive, I hope, to the same question of pharmaceuticals
that Dr. Rudnick raised.

Senator Pryor?
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Senator PRYOR. Yes, thank you, Mr. Chairman. Mr. Chairman, I
know the time is late, but once again this panel is a very remark-
able panel.

I would just like to say a work about Dr. Sanders if I might. I
had the privilege of meeting him a few months ago and we had a
nice little visit. He reminded me that I had known his brother ear-
lier when his brother worked in the White House. His name is
Judge Barefoot Sanders of Texas, a legendary character that many
of us here in the Senate and the House know.

Dr. Sanders, we are very proud that you could come today.
Dr. SANDERS. Thank you.
Senator PRYOR. I would just like to say, Mr. Chairman, I have

said this before, but it is kind of gnawing on me, I do not know
of one Congressman or Senator or anyone that I know of, Dr.
Rudnick, who want set drug prices. I do not know of anybody who
thinks it will work. It will not work.

Senator HATCH. I would like to introduce you to some then.
Senator PRYOR. Thank you.
Senator HATCH. Some in the White House.
Senator PRYOR. It is not going to work and we all know it. But

we do deal in a great deal of frustration because the system that
we have now is not working. It is working, by the way, pretty well
price wise in other countries at our expense.

We are subsidizing, the American consumer according to the
GAO report, we are subsidizing the other countries. We see an av-
erage of 8.5 percent inflation-not as much last year, I grant you,
but say over the last 10 or 12 years 8.5 percent inflation rate in
drug prices. Not for new drugs, but for present drugs on the mar-
ket, just automatic increases up to about 8.5 percent on the aver-
age.

But yet in Europe we see 2.5 percent over the same period of
time. And the Chairman, very rightly, pointed out the cost effec-
tiveness of Xantac, by your company, one of your big sellers, cost
effective, yes, but it costs 40 percent more for the American
consumer than it costs in Europe and that is hard for us to explain.
It may not be hard for others to explain, but it is hard for me to
explain.

I just think that these are some areas that are of great concern.
I have had the opportunity in recent weeks to have visited with
some of the CEOs of the major pharmaceutical companies. Gen-
erally they say, what do you want? In other words, why do you not
get out of our hair, I guess. Why do you not just bug off? What do
you want? We will see if we can accommodate you.

I say, well, to start with, I would like to have the same prices
here that you sell those drugs for in Europe. If you would start off
with that and then we will se: i ' we can negotiate that. I do think
that we are subsidizing the other countries.

Let me ask a question, if I might, of Dr. Sanders, I guess. We
see an enormous price discrimination by the pharmaceutical com-
panies in selling to the community pharmacists where most of the
elderly have to buy their drugs. Now why does this discrimination
have to occur?
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Why can you not give that pha-nacist the same good deal that
ou give an HMO or to the Veterans Administration or to the big
uyers?
Dr. SANDERS. Well, Senator, as we both know, that has been a

source of major concern and irritation on the part of the community
pharmacist for some time, the fact that there is this differential in
pricing.

The difficulty, I think, in pricing relates really to the fact that
you give discounts to large buyers to gain access to markets, such
as an HMO, or to gain market share.

If you give a discount to a pharmacist, essentially the pharmacist
is filling a prescription in response to a doctor and you are not gen-
erating demand. That is really the principle point for which dis-
counting is made.

Now what the pharmacists are beginning to do, and there is a
good example of this in Tennessee, where they have formed their
own pharmaceutical benefit management company and that is
something that we respond to in terms of discounting. Under those
circumstances, the pharmacist will do very well in terms of the
pricing structures.

But at the moment, servicing those small accounts is very costly
and that is why they do not benefit, because the larger buyers that
allow you to get market share and access do not have those high
administrative costs associated with them.

Senator PRYOR. Mr. Rother, I think, brought up some very good
points on discrimination, basically against the elderly in purchas-
ing their drugs. We see they are not covered by Medicare and we
see only about 40 percent of those over 75 having drug coverage.

I just think that we are looking, as Dr. Wagner said, we are look-
I at sort of a separate nitch out there when we look at the over-
a health care concerns as it relates to the issue of pharma-
ceuticals.

We see here also, and I think that this is a fairly recent chart
here, Mr. Chairman, the increase in pharmaceutical sales-blue
line-and going up in sales dramatically. But the research and de-
velopment seems to be going up, but not nearly as dramatically as
the increase in pharmaceutical sales. Could that be explained? Per-
haps Dr. Sanders or Dr. Wagner or any of the panelists, or Dr.
Schondelmeyer might be able to.

Dr. SANDERS. Well, since it is my industry maybe let me have a
crack at it. The current average, Senator Pryor, is 16.7 percent of
sales. What has happened in the past year, that 6 of the 15 leading
companies have dropped their rate of growth. This is the first time
this past year that companies began to drop their rate of growth.
That is not what that graph shows. I would like to look at it.

But I think that eight now we are spending $12.6 billion in this
industry and the NIH is spending $9.7 billion in terms of R&D. So
we still have a very healthy commitment.

Mr. Rudnick. Senator, may I?
The CHAIRMAN. Dr. Rudnick?
Senator PRYOR. I may be out of time, but go ahead.
The CHAmRMAN. No, please, Dr. Rudnick. It is your industry, too.
Mr. Rudnick. May I go back to a comment you raised earlier? I

appreciate the fact that most peQple in the Congress do not wish



to regulate drug prices. I do think it is important to look at what
has happened with more recently introduced drugs, and bio-
technology drugs are really quite representative of that.

In the years since those drugs have been launched, I think if you
looked at the vast majority of them, and looked at their worldwide
pricing, they are very much equalized or, in fact, you would often
find that their prices are higher overseas.

I think it is because the times have changed. I think Dr. Sanders
pointed out that there has been a sea change over this last six or
7 years. I think in general price pressures will be maintained on
all of the newly introduced, whether breakthrough or not, drugs.

I would also like to thank you for considering this issue about
control on the pricing of breakthrough drugs, because I think it is
really important. When you look at Alzheimer's Disease alone and
the tens of billions of dollars that are spent on medical care, let
alone the issues of long-term care that you discussed earlier today,
I think what you want is a breakthrough drug. And I think the
whole goal is to get the industry to price it responsibly. And to
worry about whether there will eventually be such an outrageous

rice when today we do not even have such a drug, seems a little
it premature.
The CHAIRMAN. I certainly follow that and I do not follow things

like that easily. If I can say, not to get too close to home, but the
Walmart in my part-

Senator PRYOR. Arkansas is coming under a lot of scrutiny be-
cause of that. [Laughter.]

The CHAIRMAN. When a Walmart appears outside of town in the
Hudson Valley, it is referred to as the Angel of Death. It means
those stores on main street are not going to do very well anymore.
So it has something to do with volume and purchasing and so
forth.

Senator PRYOR. This is beyond my pay grade to discuss this.
[Laughter.]

The CHAIRMAN. Senator Durenberger?
Senator DURENBERGER. Mr. Chairman, I want to just begin with

your favorite exercise in lexigraphics or whatever the most appro-
priate word is. But I want to just make a brief comment about Dr.
ander's definition of managed care, but to put it in perspective

that it is all over the place.
I mentioned earlier that I played hooky this morning after the

building trades to go listen to Mrs. Clinton's speech to all of the
building trades members. She uses this line that I think my col-
league Paul Wellstone invented, but it is the greatest applause line
ever. That is, you should have the same health plan as members
of Congress. And everybody in the audience goes crazy.

And I look around these guys and everyone of them has a better
health insurance plan than Ih ave. He is buying it in a better mar-
ketplace probably. Certainly the Minnesotans are buying in a bet-
ter market. They have better access. It is cheaper prices. These
guys all have first dollar coverage and all this sort of thing.

It just means that when we say these things, you know, they
mean different things to different people. If I were defining man-
aged care, for example, I would go back to group health in the
1930's, Kaiser beginning in the 1930's, the Mayo Clinic, Cleveland
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Clinic, Ochsner Clinic, a lot of people like that, and recognize the
reality that around us over the time of our sort of growing up there
have been a lot of people who have been trying to give us some
sense of direction in how we as individuals 'should participate in
health, selection of medical service and so forth.

But somehow or other in the last 40 years we have so distorted
the market signals that we are now sitting here debating how
much of what we ought to have and who ought to pay for it.

Let me get back to the thesis I articulated earlier, which is that
all health care is local. It is a relationship at a local level between
people and providers of care.

As I understand the beginning of the solution to our problems
that is incorporated in the Clinton plan, and in a couple of others,
there is a mechanism called the accountable health plan, which is
in every community-we all are going to own one of these. In fact,
I got a mock health security card this morning. They were on every
chair down at the AFL-CIO.

It has their own version of it on the back, which does not relate
to universal coverage or any of the other things since they already
have it. But the reality is, I think the thesis is the same in all of
these plans, an accountable health plan, we will all own one.

And those plans will provide us access to appropriate services at
a competitive price because there will be more than one plan to
choose from. But the decisions about what particular services we
get are not going to be made by the Senate Finance Committee and
they are not going to be made by-I think it is 300,000 pages of
Medicare regulations or by budget reconciliation around deficit
time. They are going to be made by people in local communities in
a service or a needs specific basis.

So, you know, sitting as I did going through the Medicare cata-
strophic experience, I know we will never be able to prescribe a
way to do drugs as a benefit, because they are not a benefit. They
are a service. They are a tool. They are a means to an end. And
they are a means to an end which are better put in the hands of
this relationship between me, a person in need, and somebody who
has some responsibility for helping me solve my health problem.

So that is one of the reasons in just following this over the years,
that I finally introduced the Mel-care Choice Act, which enables
the elderly and the disabled in America to have the same choice
that people in Minnesota have been struggling with, as Steve
pointed out, for a long time and getting penalized.

We used to have drugs available through our TEFRA risk con-
tractor. George Halverson was in here last week saying we used to
send scales home with people who had congestive heart problems,
so they could weigh themselves and report in and did not have to

o to a hospital in order to have a heart-they used to be able to
doall these sort of things.

But the more they did and the more popular it became, the more
HCFA decided to penalize them, because that is the way that we
have set up the law apparently, penalized them for doing the right
thing.

But it strikes me, and maybe, John, I can start with you since
you said we need to organize, we need a better system in organiz-
ing this thing more appropriately is the better way. Tell me, what



would be the most appropriate way as long as we are doing health
care reform to make sure that the elderly and people with disabil-
ities in America cannot just get another "benefit" added to Medi-
care, but can actually have access to the variety of benefits that all
other Americans are going to have and services as well.

Mr. ROTHER. Well, we strongly support the goal of having the
same choices available to Medicare beneficiaries that any other
American would have, and having the same standard benefit pack-
age available. I think that is also part of that choice.

But as I said in my opening statement, there are some people
who for very good and appropriate reasons, whether it is the lack
of an HMO in the area or whether they want to continue the kind
of care with the practitioner who has served them well for many
years when they turn 65, they want to continue that. And we need
to respect that.

That is really all I am saying. I think that if we have a system
where everyone has an accountable health plan available to he or
her, their family, if all doctors are members of those plans so that
you can have continuity of care, then we are in a different environ-
ment and I think we can talk about how Medicare beneficiaries
should be part of that.

We have always thought of Medicare as its own health alliance,
a national health alliance. It has some of the same, it seems to me,
responsibilities for arranging for the best possible choices and the
best deals, if you will, that other health alliances would have. It
is really comparable to a corporate health alliance for the very
large employer.

So, you know, for those people in managed care, I think we have
very good bargaining tools. But we need to have something for
those people who for good reason elect to stay in fee-for-service.

With hospitals we have DRGs. With doctors we have relative
value scale. We need to have something that addresses that part
of the drug market as well as opening up new choices for people
to go into managed care environments.

Senator DURENBERGER. Then can I ask you the same question
that was asked of other witnesses on the previous panel as to what
you would support. If we are going to commit to get the universal
coverage as part of health care reform, and if we are going to do
that this year, we are not going to get there with an employer man-
date. We are going to only get there-and I can say that with cer-
tainty. An employer-paid mandate as an excuse not to reform Medi-
care appropriately and give the elderly and disabled access to the
same care as everybody else gets is not going to fly.

An employer paid mandate to pay without reforming access for
the low income is not going to fly. An employer paid mandate with-
out some reform on the tax subsidies for the guys I was sitting
around with this morning is not going to fly. I mean, an excuse not
to do what I think I have heard you say we need to do. We need
equal access to quality care for everybody in this country on as
equivalent a basis as we can.

As I read that in the Clinton plan and many of these other plans,
that is something called an accountable health plan. And it is a lo-
cally based plan. We need a way to make sure that the public sub-



sidies for those plans are fair to the elderly and the disabled as we
planned them to be or people who are working.

I think it is really critical in your particularly unique role that,
you know, the sooner you can come to grips with the reality that
we cannot wait to see whether there is an accountable health plan
in every town, you have to make a decision you are going to sup-
port fee-for-service reimbursement forever or begin with an alter-
native to fee-for-service.

And in those communities where it works or it is possible to
work, encourage it to.

Mr. ROTHER. Senator, with all respect, I think we are talking
about a drug benefit as part of a standard benefit package for
younger people who are in fee-for-service environments.

All I am asking for is that we give older people the same choices
and the same incentives, if you will, that we are going to give to
every American under health reform.

The CHAIRMAN. We heard you.
Senator DURENBERGER. Thank you, Mr. Chairman.
The CHAIRMAN. I think it would be useful to get it clear that the

health care plans that Congress has are the health care plans that
the Federal civil service has. I finally found what it was-Blue
Cross/Blue Shield.

Senator Hatch?
Senator HATCH. Thank you, Mr. Chairman. I want to commend

you for the manner in which you have conducted these hearings.
It has been fair and I think very even-handed and I think very in-
formative to all of us.

The CHAIRMAN. Thank you.
Senator HATCH. I am very concerned about the impact of the

President's Health Security Act, especially on the pharmaceutical
industry. I believe that the future of health care to a large degree
depends upon finding the breakthrough drugs to cure Alzheimers
and so many other debilitating illnesses that are affecting not only
our senior citizens but others as well.

The industry has been subjected to some dramatic reversals ever
since this administration has come into power. It takes about-$359
million and approximately 12 years to go through the safety and
efficacy process to bring a drug to market in this country. And only
one out of three of the FDA approved drugs will ever earn back its
research and development costs-that $359 million.

The pharmaceutical industry has been one of our great indus-
tries; it has had a positive balance of trade. It has been a healthy
industry. But even that is changing. For instance, between 1980
and 1991, job growth in the pharmaceutical industry-was rising at
36.2 percent per year. That is seven times all industry average.

Yet in the last 2 years the industry has announced job cuts or
job reductions of over 40,000 people. That is all correct, is it not,
Dr. Sanders?

Dr. SANDERS. Yes.
Senator HATCH. All right. A lot of that is attributable to what we

are doing right here on this committee. The administration men-
tioned the words "price controls" and, of course, pharmaceutical
stocks went down. The big investment houses and companies steer
investors away from pharmaceutical stocks.



As Dr. Rudnick has illustrated so well, this could sound the
death knell for these small biotechnology firms. There are 800 of
them. Only four of them make a profit. But they are the future for
breakthrough drugs in this country and we are killing them as we
make these attacks on the pharmaceutical industry.

The pharmaceutical industry has been singled out as one of the
targets of the Clinton administration and this is abundantly made
clear in the Health Security Act. No other health care provider or
industry would be subject to such a deathly array of regulatory ac-
tivity as will affect the pharmaceutical industry, if this bill passes.

In effect, a new government bureaucracy would be created basi-
cally to run what has been not only a private sector industry but
a source of national pride and leadership unparalleled throughout
the whole world.

Now I think my fears are well founded when I hear the com-
ments from the administration on how drug companies have gotten
away with making huge profits at the expense of our Nation's chil-
dren and elderly.

If you go through the Clinton proposal, you see it is going to have
a chilling effect on innovation which will lead to rationing of medi-
cal services and probably the end of promising new drug therapies.

Let me just make a list: the premium cap; the Council on Break-
through Drugs, which will do away with breakthrough drugs by
and large; the minimum 17 percent rebate on existing drugs; the
negotiated rate for new drugs; black listing of new drugs; prior au-
thorization, generic substitution and unitary pricing as a condition
of Medicare participation.

All of these are supposed to address the cost issue. But what I
find particularly troubling is their ultimate impact on the industry
and the ability of the industry to deliver the best health care for
all of us.

So I would have to caution all of my colleagues that the potential
cost of a breakthrough drug will be irrelevant when there will be
no breakthrough drugs at all. That is what this type of over-regu-
latory, heavy handed government intrusion and approach will do.

This situation is particularly critical when we are literally on the
threshold of promising new lifesaving drugs and other medical
technologies which may be withheld from the American public be-
cause of what I consider shortsightedness.

Now let me just ask you one question, Dr. Sanders. In your testi-
mony you discuss aspects of the administration's bill and the im-
pact on research and development. You mentioned a drug called
Zofran" in your testimony.

The CHAIRMAN. Could you help us on that?
Dr. SANDERS. Zofran.
The CHAIRMAN. Spell it.
Dr. SANDERS. Z-o-f-r-a-n.
The CHARMAN. Got you.
Senator HATCH. Now you pointed out that the research on that

drug began back in 1972.
Dr. SANDERS. Yes.
Senator HATCH. You also mentioned that Glaxo is involved in

some recent research on tuberculosis.
Dr. SANDERS. Yes.

85-461 0 - 95 - 3
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Senator HATCH. And we have strains of that now that are more
resistant than any in the history of mankind.

Dr. SANDERS. Yes.
Senator HATCH. And other viruses and other problems are start-

ing to become very, very difficult to handle. As you look "at the
President's "reform" recommendations, and if by some miracle they
were enacted by Congress today, what would be the first thing you
would do when you got back to your office today?

And I especially want to know the impact on R&D. I want you
to feel free to comment on ancillary impacts as well.

Dr. SANDERS. Well, the first thing I would point out is that we
talk a lot about breakthrough drugs. But if you look at the actual
costs of breakthrough drugs in terms of health care costs, it is one-
five hundredth of the total cost.

Senator HATCH. The average cost of pharmaceuticals is about 7
cents on a dollar.

Dr. SANDERS. Thereabouts. About 7 percent of the total. If you
take all that away, we still have a 90 percent problem in terms of
the trillion dollars.

So that penalizing the research and innovative industry really is
counterproductive because that is the hope of the future in terms
of cost savings. What I would do faced with that particular scenario
is, I would go back and I would look at every possible area of ex-
pense control that I could, starting with sales and marketing,
which by the way we are already doing. And the jobs that have
been lost is 30,000 through October of 1993. It is between 35,000
and 40,000 now on the basis of new announcements that have been
made.

Of the 30,000 almost 12,000 were sales and marketing. So we are
beginning to cut back in that particular area in terms of expense
control. ut in the final analysis, once you have done all o your
cutbacks in other areas, you will have to turn to your R&D pro-
gram and then begin to cut back on that. That is already happen-
ing in 6 of 15 companies here at least in terms of the rate of
growth.

And under those circumstances, I would foresee that we would
then take a strategy which would not be a breakth-ough high risk
expensive program, where there would be no return guaranteed.
We would take a more modest incremental approach to drug devel-
opment. We would take molecules that had been discovered by
someone else, like the Japanese, improve them in a way which
made them beneficial, better than they currently are, but not
achieving the breakthrough that we all would hope for in attack
diseases such as Alzheimers, et cetera.

So it would make us really rethink our entire strategy.
Senator HATCH. And it would defer resolving a lot of these prob-

lems that we are on the verge of resolving at this time.
Dr. SANDERS. Well, it would certainly put a chill upon our enthu-

siasm to enter areas that are currently black boxed and are in need
of discovery.

Senator HATCH. Mr. Chairman, could I just ask a couple more
questions?

The CHAIRMAN. You can ask as many questions as long as you
can get answers.
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Senator HATCH. My goodness.
The CHAIRMAN. The only limit on your questions is the supply of

answers.
Senator HATCH. You are the first Chairman who has ever given

me that opportunity.
The CHAImAN. They may go to lunch, you know.
Senator HATCH. I will not keep you any longer, Mr. Chairman,

except for one thing.
Who provides most of the funding for these 800 biotechnology

companies from which we are hoping we can get a lot of these
breakthroughs?

Dr. RUDNICK. Perhaps I might answer that, Senator.
The CHAIRMAN. Dr. Rudnick.
Dr. RUDNICK. That funding comes almost entirely from the eq-

uity capital markets and the private venture investors, primarily
in the United States, although occasionally overseas.

I think the answer to your question from the perspective of the
biotechnology companies is quite different than the answer that Dr.
Sanders gave you. You would see the stock prices plummet. You
would see forced consolidation. You would see the loss of research
opportunities. You might see many of these projects moved off, if
they could be unloaded, to overseas companies. You would, in fact,
see a major restructuring of what up until now has been one of the
bright lights of American entrepreneurial technology.

Senator HATCH. I do not disagree one bit. And I have to tell you
that it has already been predicted that if something like the Presi-
dent's program passes, instead of the huge number of major phar-
maceutical companies-what are there, 16?

Dr. SANDERS. Well, there are about 30 here in the United
States-33.

Senator HATCH. No, but I am talking about the big ones.
Dr. SANDERS. The big ones, about 10 to 15.
Senator HATCH. Ten or fifteen. It is going to come down to four,

five or six. And the biomedical companies will basically be gone be-
cause the funding will be dried up for them.

And, frankly, senior citizens will be hurt more than any other
group of people because these are where most of these pharma-
ceutical therapies have to come.

The CHAIRMAN. Senator, once again our lexicon. Biomedical com-
panies as against pharmaceutical.

Dr. SANDERS. Biotechnology.
The CHAIRMAN. Biotechnology.
Senator HATCH. Excuse me, biotechnology.
The CHAIRMAN. Comments?
Dr. SCHONDELMEYER. I would comment that the President's plan,

as people imagine it implemented, might have some of these affects
that we have heard. I fully acknowledge that. On the other hand
the pharmaceutical industry argues that the private marketplace
and the managed care and managed competition plans are creating
price consciousness and competitiveness and getting lower, or even
better, prices in the market p lace than the government could get
with the President's proposed p1Ian. I find a link missing in the ar-
gument of the pharmaceutical industry that the private market-
place is not going to have an equal or even more severe effect.
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I share their concern about choking off research and development
and would ask that we need to begin examining how these phar-
macy benefit management companies exercise their provisions in
controlling drug costs.

Because as I see it, -most of the benefit management companies
I am aware of do not cover new drugs automatically when they
come on the market and many of them delay a year or more before
they consider whether they will put new drugs on the formulary
an others do not even cover them ever.

Every provision that was named by Senator Hatch that is the
President's plan is also present out there in the private market-
place in these private pharmacy benefit management firms. These
provisions in the private market have an equally chilling effect on
this industry.

The underlying issue is that we have to examine how are we
going to fund research and development in our pharmaceutical in-
dustry. It is essential. We need it. But I do not think our old meth-
ods of funding it in the marketplace are going to survive and we
have to adapt that mechanism as we move ahead both in our econ-
omy and in our health care reform process.

The CHAIRMAN. Well, if I can say, Senator, that this is a pattern
we have heard, this issue has been raised in the context of aca-
demic health centers. A rationalization of the market can be very
punishing to really what are basically not market activities.

I mean teaching is a ministry not a business. And the more ra-
tional the -economic decisions are made the more they reach the
point where they might be injurious to your basic purpose which
is discovery and training.

Senator HATCH. That is right. In 1994 for the second year in a
row the rate of increase in pharmaceutical R&D has gone down.

Dr. SANDERS. That is right.
Senator HATCH. Between 1980 and 1992 R&D investment had in-

creased on an average of more than 16 percent a year. Now it is
going down. Six companies this year actually expect to invest less
in real terms in R&D this year than last.

What will it mean for our senior citizens, and to others in our
society if this continues? And frankly, it is the bad mouthing of this
administration and the actual language of their, legislation that is
causing an awful lot of this decline.

Let me just point out one other thing. Not many people are
aware a recent Price-Waterhouse study found for every dollar that
cash flow is reduced, R&D goes down 30 to 40 cents on a dollar.
Now pharmaceutical companies have been going through this and
it is primarily because of some of the comments that have been
made.

So even if every dollar of rebate, new taxes and other financial
burdens we pile on the pharmaceutical industry does not all come
out of R&D as Mr. Rother has said here today, a big chunk of it
is going to. There is no use kidding about it.

I do not think that a country with an aging population can afford
to invest substantially less in medical research and especially bio-
technology research. It is going to be very expensive in the long run
and we cannot be pennywise and pound foolish on this issue.

I am sorry to keep you so long.
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The CHAIRMAN. I am not sorry in the least. This is an absolutely
fundamental question. For what it is worth, I can tell you we have
a prior issue which is the approval processes that we have put in
place over the century.

I see Dr. Sanders nodding and Mr. Rudnick.
We have all met and spoken with heads of major pharmaceutical

companies of late. The one I spoke with said to me, they have got-
ten so discouraged by the FDA that they are really putting all their
efforts into a cure for baldness, which is something the Romans
worked on and never did solve. So you never know.

Senator HATCH. You may want to go on my dietary supplement
bill. [Laughter.]

The CHAIRMAN. We have to end on a positive note. Dr. Rudnick,
is the nature of Alzheimer's Disease understood?

Dr. RUDNICK. I think increasingly it is understood.
The CHAIRMAN. So the question is what do you do about it.
Dr. RUDNICK. The developments in the disease, the ability to di-

agnose it has gone up immensely in the last couple of years alone.
I think as a result of much of your support in terms of basic re-
search.

The CHAIRMAN. All right. You get out there and we want
CytoTherapeutics to win the prize.

Thank you all very much. We do very much appreciate it.
[Whereupon, at 1:28 p.m., the hearing was adjourned.]





APPENDIX

ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF DEBORAH BRICELAND-BETrs

INTRODUCTION

Good morning Mr. Chairman. I am Deborah Briceland-Betts, National Campaign
Director of The Long Term Care Campaign. I appreciate this opportunity to appear
before ou today.

The Lng Term Care Campaign is a seven-year-old coalition of 137 national orga-
nizations dedicated to enacting legislation to protect American families, against the
devastating costs of long term care. The Campaign's cooperating organizations rep-
resent a diverse community, including: seniors, people with disabilities, organized
labor, nurses, veterans women, and the elderly. Their combined memberships in-
clude more than 60 million Americans.

The groups that I represent would find it very hard to support a plan to reform
our nation's health care system that does not include long term care.

THE NEED

An estimated 11 million Americans, young and old, need long term care. While
two-thirds of those are seniors, one in three are children and adults under the age
of 65. The fastest-growing segment of the population is the group aged 85 and older,
now about three million and projected to almost triple by 2030.

Long term care is not just an issue for aging Americans, it is an issue for the
American family. It is a family issue, because families provide the care. Eighty-four
percent of the people who need help live at home. At least seven million Americans
are involved in caring for a parent at any given time. Long term care is particularly
an issue for women in the family. Most care is provided by spouses, daughters, and
daughters-in-law. The average caregiver is a 57 year-old woman who is often in poor
health herself. Women who are now in our mid-lives will spend more time caring
for our parents than we have for our children.

Long term care is a family issue because currently it is families who are paying
out-of-pocket for that care and they are paying in a very inequitable way. The only
help available to families under our current system demands that they spend down
to be eligible, and then for the most part it only provides help in paying for institu-
tional care.

Long term care is a family issue because, regard ess of the age of the person who
needs care, every person in the family-parent, s )use, sibling, child, grandchild,
even great-grandchild-is affected.

We have a health system now that discriminate )y disease and disability. If you
have a heart attack and need surgery, or if you h, cancer and need chemotherapy,
the system recognizes your health care needs an insures them. But, if you get Alz-
heimer's Disease, if your child has cerebral pals if you suffer a spinal cord injury,
the system ignores you because the type of health care you need is long term care.

The following are brief descriptions of people who need long term services. These
cases are representative of the millions of families for whom long term care services
and support are an essential part of health care reform.

Kate and Tom Miles from Lusby, Maryland are the parents of a nine- ear-old
boy, Robbie. Robbie had epileptic seizures when he was two-years old which left
him retarded and physically limited. He spends much of his time in a wheel-
chair and needs physical help bathing, dressing, toileting, and moving around.
His parents and his eleven-year-old sister provide all of his care. Both of his
parents have developed back problems helping their growing son. Tom works
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two jobs so that Kate can stay at home. They have already sold their house to
help pay Robbie's medical bills, and their insurance copayments have just in-
creased to 50%. They have nothing left to pay for someone to help with Robbie's
physical care. They will not put Robbie in an institution, even through Medicaid
would pay for his care if they did.

" Mrs. Shirley Reed of Washington, D.C. is a 60 year-old retired government
worker and mother of seven who cares for her 83 year-old father, Clarence
Spring. He suffered a stroke almost two years ago that left him paralyzed from
the neck down. When he left the hospital, Mrs. Reed brought her father to live
in her home. Mr. Spring is totally bedridden and needs complete help bathing,
toileting, dressing, and eating. He needs attention at all times of the day and
night and cannot be left in the house alone. Mrs. Reed has difficulty getting
away, even to run errands and pays a friend to help on weekend and some eve-
nings. She rarely gets a night of uninterrupted sleep. Mrs. Reed's three adult
daughters who live in the area help by staying overnight when they can.

" Before he was 25, Billy owned his own contracting company and had purchased
a home. He paid his health insurance premiums out of his own pocket, until
an accident a year ago. Now, at the age of 26, he is a quadriplegic. His health
insurance will not pay for the extended rehabilitation he needs to become inde-
endent again and return to work. He lives with two friends, who help him eat,
athe, dress, and move in and out of his wheelchair. Billy uses almost all of

his disability income to pay for his care.
* Seven years ago, at the age of 55, Judy quit her job to care for her husband,

Otto, who has Alzheimer's Disease. Even though he is still physically strong,
Otto needs hel eating, bathing, dressing, and moving from place to place, be-
cause he has forgotten how to do these things on his own. And because Alz-
heimer's has taken his judgment and reasoning, he needs constant supervision
and cannot be left alone. Judy is using all of her extra funds to pay for adult
day care, to provide a therapeutic program for her husband during the day and
some respite for herself.

We need a health system that will offer a range of support-from acute to long
term services-to individuals and families like these. Real national health reform
must include long term care benefits.

THE CLINTON PLAN FOR LONG TERM CARE

The President's health care reform plan will make an enormous difference, by fi-
nally bringing health care costs under control, so state and federal dollars will go
further, and by providing major new funding for home and community long term
care. Finally, the states and the federal government may be able to stop robbing
Peter to pay Paul, and address all of a family's health care needs-including long
term care.

We know that we are at the beginning of the legislative process and that changes
will be made. But, there are certain feature of the President's long term care pro-
posal that The Long Term Care Campaign considers absolutely essential: '

" First, it is a program for persons of all ages and incomes, with protections for
low-income families and cost-sharing for those who can afford to contribute.

" Second, it includes specific eligibility language to assure coverage for persons
with cognitive and mental impairments as well as physical disabilities.

• Third, it provides consumer choice of services and providers, and allows con-
sumers or their families to direct those services.

* Fourth, it is flexible, so that services can meet individual needs, rather than
a d"one size fits all" program.

" Fifth, it provides real financing for the new program.
I think it is important to point out that the President's program is not a new enti-

tlement program. Certainly, the groups that I represent would have liked to see a
more comprehensive program that was more of an entitlement, but we have de-
clared this limited program a responsible and very major step forward in the light
of current budget realities.

L)N( TERM CARE SAVES HEAL- CARE DOLLARS

We all recognize Congressional concern about the cost of including long term are
in health reform. But, you must understand that we will end up spending even more
money if we do nothing about long term care, increased hospitalizations and emer-
gency room visits to people who have no care and to caregivers who have no help.
Or, we will force them into a setting where we know we will spend the most
money-nursing homes.



There is mounting evidence that the kind of long term care expenditures the
President is proposing will yield real savings, in nursing home costs and in avoid-
able hospital expenditures. For example:

" In Wisconsin, a leader in providing home and community services through its
community options program, Medicaid nursing home bed use went down by
19% at the same time bed use was rising 24% nationally.

" In the Independent Living for Seniors program in Rochester, New York, use of
adult day care has cut hospital utilization by participants in half.

" Nearly half of hos ital emergency room physicians report an increasing number
of elderly persons left in emergency rooms, not because they need medical treat-
ment, but because their families are exhausted and there is no where else for
them to go.

" According to the National Institute of Medicine delaying admissions to nursing
homes by just one month would save three billion dollars a year. Wisconsin's
experience proves this is an achievable goal.

" Studies have shown that one in three caregivers experience health problems.
This problem is compounded by the fact that many caregivers themselves lack
health insurance to help pay for the treatment of injuries and illness.

WHY PRIVATE INSURANCE ALONE DOESN'T WORK -

There are those who say that private insurance is the answer to the long term
care crisis. The Long Term Care Campaign feels strongly that the next federal dol-
lar spent on long term care should not go to providing tax incentives for those who
purchase long term care policies. While we believe that there is a role for private
long term care insurance and we support national standards for private insurance,
we do not believe that this alone is the answer to our long term care crisis. There
are several reasons why, but the two most prominent reasons are that most people
can not afford it aid those who need it the most cannot purchase it.

Even under the best of circumstances, appropriately standardized and regulated,
private long term care insurance is too expensive for most families-even its most
enthusiastic proponents concede that at best is could meet the need of only 20% of
the population. (We think those estimates are overly optimistic.) (Riviln and Wiener
of Brookings 1988; Friedland 1990).

According to the industry's own information (Health Insurance Association of
America, HIAA), the average annual premiums for a long term care insurance policy
with a four-year benefit period paying only $80 a day for nursing home care, and
40 a visit for home care (with inflation and nonforfeiture protection) in 1991 were:

$1,252 per year for a 50 year-old; $2,525 for a 65 year-old; and $7,675 for a 79 year-
old. The average American buys long term care insurance at about age 70. And, re-
cent reports by HLAA indicate that those premiums increase dramatically when a
lifetime 5 percent compounded inflation feature and/or non-forfeiture benefits are
added to the base' policy. Certainly long term care insurance is an option only for
the very rich.

Another problem with long term care insurance is that people who need it the
most cannot buy it. It is the reality of the insurance. It has nothing to do with fraud
and abuse. An individual voluntary program will not work for millions of people
with disabilities, diagnosed diseases, or health histories that signal a future need
!0 draw on policy benefits. That includes approximately three million people with
evelopmental disabilities, nearly half a million people who happen to have multiple
sclerosis, four million people diagnosed with Aizheimer's Disease, and millions more
disabled from birth, accident, or other illnesses, like epilepsy, heart attack, or even
asthma, alcoholism, and others. Many companies also refuse to sell policies to people
over 80 years of age because of the increased risked of using benefits. If there is
anything in a person's medical history that signals a potential future need for bene-
fits, they are not allowed to purchase a policy.

There are currently 10 million people in this country who need long term care
services and not one of them could purchase a long term care insurance policy that
would provide the benefits they need. That is why we need this public program.

LONG TERM CARE INCREASES SUPPORT FOR NATIONAL HEALTH REFORM

Finally, including long term care increases popular support for general health
care reform. According to recent surveys by the Alzheimer's Association and AARP,
people are much rnore supportive of reform that includes long term care. The Gallup
survey conducted by the Alzheimer's Association showed that nine out of ten Amen-
cans--of all ages-believe that health care reform must include long term care.
These findings are consistent with other polls taken in January of this year showing
that:



* 48% would be more likely to support a health care reform proposal that in-
cluded coverage for home and community-based care, and

* 43% would be much less likely to support a proposal that does not include long
term care coverage.

These polls are not surprising. Millions of American families are already dealing
with long term care and most believe they will at some time in the near future.
They understand, as you do Senator Moynihan, that health care reform will not be
comprehensive, it will not offer universal coverage, and it will do almost nothing for
the people we represent, unless it includes long term care.

I)NG TERM CARE MEANS JOBS

Senator Moynihan, I know that you are concerned about both long term care and
welfare reform. The data shows that a new program, like the one proposed by the
President, would create one million new jobs. Those are real jobs. Eighty-five per-
cent of these job would be in the private sector. And they would be new jobs. Jobs
that could provide training and productive work for those who might otherwise end
up on welfare.

CONCLUSION

The Long Term Care Campaign, a diverse national coalition representing more
than 60 million Americans nationwide, believes that long term care must be part
of any effort to reform our national health care system. We need a rogram-like
the one proposed by President Clinton-that begins to offer options ?or individuals
and families to get and receive care where they want in the most, at home and in
the community.

Ignoring the need to address long term care now will not save more". In fact, in-
cluding long term care in national health reform can save dollars by avoiding cost
shifting, unnecessary hospitalizations, emergency room visits to those who have no
care and injury and illness to caregivers.

We believe that while there may be a role for private insurance, insurance alone
simply cannot address this problem. Even in the best regulated market, insurance
premiums would still be too expensive for all except the very rich.

And finally, public opinion polls repeatedly show that Americans want and are
willing to pay for a national health reform plan that includes long term care.

Thank you for holding this hearing, Senator Moynihan. And, thank you for your
leadership on long term care and its important place in the health reform debate.

RESPONSES OF Ms. BRICELAND-BErrS TO QUESTIONS FROM SENATOR DOLE

Question 1. What might be the role for private insurance and what can the federal
government do to expand the availability of affordable private long term care insur-
ance?

Answer. Private insurance is expensive because the pool is not large enough to
cover the liability. If a policy maker wanted to create a role for private insurance,
there must be a market carved out that would limit the liability of the industry and
drive down the cost oF individual policies, thereby increasing the affordability and
opportunity of. more people and younger people to purchase policies. The combina-
tion of the larger pool and limitedliability would allow the private market to thrive.
Several pieces of legislation have been introduced over the years reflect this strat-
egy. Those approaches have used a public/private mix-a public program with a pri-
vate insurance wrap-around. Those discussions have included front end and back
end financing (either a delay in accessing the public program for a specified period
of time, say 6 months to 2 years, or immediate access to the program with a limit
on the amount of benefits available), and enhancements to the existing Medicaid
program and tax incentives for purchase of private insurance (such as the Robert

ood Johnson approach), among others.
However, The Long Term Care Campaign believes that a public program is the

best way to insure protection for all Americans. Insurance companies are becoming
increasingly active in their efforts to market private long term care policies. As of
December 1991, approximately 135 companies sold long term care insurance. Ac-
cording to the Health Insurance Association of America (HIAA), about 2.4 million
private long term care insurance policies have been sold. However, many of these
policies are no longer in force because they have been dropped, or "lapsed." Still,
many politicians and some policy makers, argue that private insurance can solve the
long term care crisis. It cannot do the job alone-not without assistance from a pub-
lic long term care program like Social Security or Medicare. Why?



" Availability-An individual voluntary program will not work for millions of
people with disabilities, diagnosed diseases, or health histories that signal a fu-
ture need to draw on policy benefits. That includes approximately 3 million peo-
ple with developmental disabilities, nearly half a million people who happen to
have Multiple Sclerosis, 4 million people diagnosed with Alzheimer's Disease,
and millions more disabled from birth, accident, or other illnesses like Epilepsy,
heart attack, or even asthma, alcoholism, and others. Many companies also
refuse to sell policies to people over 80 years-of age because of the increased
risk of using benefits. If there is any indication in a person's medical history
that indicates a potential future need for benefits. they are not allowed to pur.
chase a policy.

" Affordability-According to the insurance industry's own information IAA),
the average annual premiums for a long term care insurance policy with a 4-
year benefit period paying only $80 a day for nursing home care and $40 a visit
for home care, with inflation and nonforfeiture protection, in 1991 were:

1252 per year for a 50 year old;
2,525 for a 65 year old; and

$7,675 for a 79 year old.
The average American buys long term care insurance at about age 70. Only 10-

20% of the elderl can afford long term care insurance. (Rivlin and Wiener of
Brookings 1988; Friedland 1990). It is not that older Americans are unwilling
to buy policies. Recent studies indicate that of married people 65-79 who are
willing to spend as much as 25% of their discretionary income on long term care
insurance premiums, 38% would be willing to boy a policy that provides 4 years
of coverage with a $100 daily benefit, no inflation protection, and a $2,000 de-
ductible (Crown, Capitan 1992). As the cost of long term care insurance pre-
miums increases with age, the income of older Americans decreases. The Census
Bureau reports that the income of the disabled elderly is disproportionately low.

The long term care insurance market is also untested. These policies have been
on the market for about ten years. It may be an additional twenty years before
the beneficiaries begin to draw on the policies and only then it become evident
whether the premiums were appropriately priced. If they were underpriced, it
could result in an insurance crisis.
Coverage-Even those who can afford the premiums of a private long term care
insurance policy do not have the security and peace of mind that the benefits will
he available when they need them. A recent Alzheimer's Association study, Don't
Count on It, examined 11 of the leading insurance policies on the market and
found that even after spending as much as $4,000 a year on a policy, the policy
holder faced with Alzheimer's Disease may find she or he has little if any pro-
tection against the heavy cost of the long term care they need.

Many policy holders cannot afford to pay the premiums over a long period of time,
therefore, many policies are dropped or "lapse" with the consumer never receiving
any benefits. The insurance industry's own reports show a higher lapse rate for
long term care insurance than any other kind of insurance. According to the
U.S. General Accounting Office "On average, insurers we reviewed expected
that 60% or more of their original policyholders would allow their policies to
lapse within 10 years; one insurer expected an 89% lapse rate." Lapsing occurs
because of increased premium costs for long term care or Medigap policies,
death of a spouse, or other financial problem. Very few policies include
nonforfeiture benefits, which provide some protection after a policy lapses.

Most plans lack inflation protection and rapidly lose their value over time. This
is a serious problem for long term care policies because of the long interval be-
tween purchase and ultirnate use. A policy purchased in 1993 that provides an
$80 a day benefit and no inflation protection will cover only a small/amount of
the daily cost of care when the purchaser needs it in ten to twenty years.

Private insurance is too expensive for the vast majority of Americans. Even those
who can afford it have no guarantees that the high premiums they pay will produce
a policy that provides the long term care coverage they will ultimately need.

Public long term care coverage, like Social Security, is the only way all Americans
can be protected from the financial burden of providing long term care for a loved
one. Everyone would pay and everyone would benefit, no one would get left behind.
It would provide the peace of mind and security that you never really get with a
private insurance policy.

Question 2. What options, other than the Clinton Administration's plan for long
term care, can you recommend for providing long term care-for example by modify-
ing Medicaid long term care programs?

Answer. See answer number 1.
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Question 3. How many people would realistically not receive long term care under
the Clinton plan?

Answer. As you know Senator, we are in an era of tight budgets. In an effort to
save precious dollars, the Clinton Administration has proposed a program that is
aimedat serving those who are in the most need-people who would probably face
much more costly institutionalization if they did not receive services proposed
through the Clinton plan.

Analysts of the Clinton administration's proposal suggest that it would serve ap-
roximately 3.1 million people with severe disabilities. It is difficult to ascertain
ow many additional people would receive services under existing state and local

programs, but a sizable number, certainly somewhere near 50 percent of those who
need assistance, would not receive help under the Clinton proposal.

Question 4. What in your view will happen to the existing family network of care
if a new public program. becomes available?

Answer. There is almost no hard data on what would hap pen if a public program
were implemented, but there are a few studies that lead to the conclusion that fami-
lies would not abandon their members to the public system, rather they use it as
a support mechanism that appears to allow them to perform such duties over a
longer period without illness or injury to themselves. The US experience with the
National Long-Term Care Channeling Demonstration offers some evidence of such.

The Channeling demonstration was implemented by the federal government over
a five-year period beginning in 1980 to evaluate the ability of home and community-
based services in a case management system to control long term care costs. After
6 months in a carefully constructed program, one of the two case management ap-
proaches did lead to some minor substitutions among services. However, the total
analysis revealed that the amount of community care increased from formal and in-
formal caregivers combined increased as a result of the addition of the new pro-
gram. (For a more detailed explanation, see Facing the Costs of Long Term Care,
Robert B. Friedland).

Similar results were evidenced in a Minnesota study. Overall, that study found
that the availability of formal services did not affect the amount of informal
caregiving with any statistical significance. The study showed that services tended
to supplement rather than substitute for informal services. (Friedland, pp. 119-122.)
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Substituting Formal Care for Informal Care
The high price of formal care, the limited number of services avail-

able, and the dislike of nursing homes may explain why so much long-
term care is provided by family and friends. Critical to insurers and
to public policy decisions is the question of how much care already
provided by the family would be replaced by formal or paid services
if these services were affordable or subsidized and available. This
important question is difficult to answer. At best there may be a few
select examples of what happens to informal care when services become
available. In the United States, the experience with the National Long-
Term Care Channeling Demonstration and, in Canada, the addition
of long-term care to the national health plan offer some indication of
what may happen.

The channeling demonstration was implemented by the federal
government over a five-year period commencing in 1980 to evaluate
the use of comprehensive case-managed, community-based care to
contain long-term care costs. Two fundamentally different case man-
agement approaches were used in ten sites (five sites for each model)
throughout the country. Frail elderly at risk of needing nursing home
care were either assigned to one of the two case management pro-
grams or became a part of the control group. The control group did
not receive the services provided in the demonstration project but
continued to use those available in the community.

Compared with those in the channeling program, the control group
received substantially fewer in-home services. The increase in services
in the channeling program resulted in a small amount of substitution
for informal care in one of the two case management approaches used
in the study. However, the substitution of formal for informal care
occurred due to the withdrawal of friends and neighbors, not of spouses,
children, siblings, or other relatives, who continued to provide the
same amount of care regardless of whether or not their dependent
was in the program (Kemper et al., 1986).

After six months in the program, one of the two case management
approaches did lead to some minor substitutions among services.
Meal preparation, housework, laundry, and/or shopping, other in-
home care, delivered meals, and transportation were found more
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likely to be replaced with formal care. However, therapy, help with
taking medicine, personal care, general supervision, chores, and other
medical treatments were not decreased and, therefore, recipients
received more care. Altogether, the total amount of community care
from formal and informal caregivers combined increased as a result
of the channeling program (Kemper et al., 1986).

A similar result was observed in Minnesota, where applicants to
Medicaid-certified nursing homes and related facilities must undergo
a health and psychosocial needs assessment prior to admission. The
recommendation based on the assessment is not binding, but if the
individual chooses to remain in the community, the assessment team
will develop a care plan and assess financial eligibility for services
within their community-based program. This program includes adult
day care, respite care, homemaker services, home health aide services,
foster care, personal care, and case management.

One study attempted to evaluate the extent to which the availability
of informal caregivers influenced the care plan provided and the extent
to which the services provided affected the amount of care given. The
simultaneity of these two decisions, however, created some measure-
ment problems, which may have affected their findings. Overall, the
study found that the availability of informal caregivers did not alter
the allocation of formal services and that the amount of informal
caregiving was not affected by the amount of formal services provided
in a manner that was statistically significant. This suggests that for-
mal services tended to supplement, rather than substitute for, infor-
mal services (Moscovice, Davidson, and McCaffrey, 1988).

The experience of Canada, which has, under the direction of each
province, universal health insurance that includes federal funding for
long-term care, has led to a similar conclusion (Fletcher, Stone, and
Tholl, 1987). Examining the implementation of publicly financed long-
term care in three Canadian provinces (Ontario, Manitoba, and British
Columbia), one study found that fro'.n 1977 to 1980, health care expen-
ditures as a percentage of Gross Na.ional Product declined, as did the
percentage of public expenditures (except for 1980). In general, the
changes in health care use through 1982 have led researchers to con-
clude that there was a stronger case for the substitution of long-term
care beds for hospital beds than for the substitution of community-
based care for nursing home beds. The growth in community-based
services that did emerge enabled communities to restrain the growth
in nursing home beds that might otherwise have occurred based on
the growth of the elderly population (Kane and Kane, 1985a).
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More notably, providing community-based homemaker and nurs-
ing services did not lead to runaway utilization.'0 There was no evi-
dence of overinstitutionalization; in fact, the elderly in Canada may
be less likely than those in the United State. to use long-term care
facilities (5.5 percent compared with 5.6 percent in 1985) (Doty, 1986b).
Families in Canada are just as dedicated as those in the United States
to maintaining the independence of the elderly, who are just as desir-
ous of remaining independent as are elderly Americans (Doty, 1986b)."

Conclusion
The organization and delivery of long-term care is not systematic.

Sources of care and the services provided vary considerably. The best-
organized delivery system, however, is the nursing home. But even
nursing homes vary tremendously, as evidenced by the wide range of
types of facilities and of bed and staffing ratios that exist among states.
Furthermore, despite the fact that nursing homes are relatively well-
financed and are the most regulated and best understood source of
long-term care, there is widespread concern about the quality of life
they offer to residents.

Formal in-home care services have not been found to be a cost-
effective substitute for nursing home care. Furthermore, additional
services have not demonstrated substantial improvements in the
recipient's quality of life. Nevertheless, home health services are highly
desirable. The absence of any informal services makes formal in-home
services imperative, and these services do improve the quality of life
of the primary caregiver. This suggests that private or public coverage
of in-home care should be flexible enough to assist primary caregivers
in providing long-term care. The evidence is limited, but it suggests
that children and spouses will not substitute formal services for their

'Olt should be noted that the use of these services in two of the three provinces (at the
time of the study) was controlled by a case management approach. Case management
is discussed in detail in chapter VII.

"it is quite conceivable that the moral hazard arising from a publicly financed program
is different from that arising within an environment of private insurance. (See chapter
VI for a discussion of moral hazard.) If individuals feel compelled to "get their
premiums' worth of services," then it might not be relevant that within public pro-
grams individuals show little, if any, tendency to substitute formal services for infor-
mal services. However, there is no evidence that the attitude concerning publicly
financed services would be considerably different, since, after all, beneficiaries did
pay their taxes.
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PREPARED STATEMENT OF RICHARD C. LADD

Before an reform of the long-term care system in the United States can be under-
taken, we should be sure that we know what problems need to be fixed. We should
also be sure that these problems are severe enough that reform of the long-term
care system is necessary In my opinion, long-term care in the United States is an
unique American tragedy. This opinion is based on my experience in developing, im-
plementing and operating the highly touted Oregon long-term care system for
twelve years, and for the last two years in the state of Texas.

Long-term care is even more of a tragedy than health care. I say this because
there are no good ways to protect oneself from financial disaster for the millions of
Americans who live long enough that long-term care becomes necessary. For a vari-
ety of reasons, the United States spends most of its long-term care dollars in nurs-
ing homes. These facilities are very expensive and generally cost private clients over
$2,000 per month.

A great many elderly Americans will spend a few months or even a few years in
nursing homes. Most of these people will become eligible for Medicaid. In New York,
about 90 percent of those in nursing homes are eligible for Medicaid. In my state
of Texas it is nearly 75 percent. Most retired elderly persons cannot afford more
than a few months in nursing homes as private clients. Indeed, most will become
eligible for Medicaid during the first year of their stay in a nursing home. A great
many of the people who live in nursing homes worked hard and paid taxes all of
their lives. They never expected to spend the last few years of their lives on a public
welfare program.

Medicaid was designed as a program for poor people. It has become the major
funder of long-term care in this country by default. Medicaid requires that the bene-
ficiaries be poor before it will pay for care. Medicaid has the highest co-payment sys-
tem in existence. In nursing homes for example, it essentially requires that you
spend all of your income each month on a co-payment (except for a small amount
usually $35 th you may keep for personal incidentals).

Much of this financial suffering could be avoided if a viable insurance program
was available. Unfortunately, most, if not all, available long-term care insurance
plans are unaffordable for the average retired person. Indeed, like myself, almost
all experts on long-term care do not own a long-term care insurance policy. In fact,
most of us advise elderly relatives not to buy such policies. Long-term care insur-
ance in the United States remains too expencive and too restrictive to become a via-
ble alternative funding source.

Tax credits or expanded allowable tax deductions would be of some help, but will
not solve the problem. Senator Pack wood has introduced such plans on several occa-
sions in the past, and in my opinion they should be included in any reform package.

The major tragedy in long-term care in the United States is the method in which
we deliver most of these services. Long-term care was not included in either Medic-
aid or Medicare when they were enacted. After the so called "Miller" amendments
were passed by Congress in 1967, long-term care institutions, i.e., nursing homes,
could be funded by Medicaid. Between 1967 and 1981 growth in nursing homes in
the United States went from about 26 beds per 1,000 persons over the age of 65
to nearly 54 beds per 1,000.

Because Medicaid is an entitlement program, any individual who meets the eligi-
bility criteria is entitled to nursing home care. This is not true for other services
such as home care that provided alternatives to nursing homes. Indeed, until 1981
essentially the only long-term care service eligible for Medicaid was nursing homes.

During the period 1967 to 1981, all states greatly expanded their nursing home
programs. Private developers were encouraged to build and operate nursing homes,
and we as a society talked ourselves into believing that old people needed to be
placed in nursing homes when they became frail.

Because Medicaid is a medical program, we began to think of long-term care as
a medical service. Mostly through federal statutes and regulations, we began to
medicalize nursing homes. Indeed, before 1967 most of the facilities that would later
become nursing homes, were social model facilities with a medical component, and
were generally not thought of as medical facilities. We as a society began for the
first time in our history to think of aging as a disease that needed medical atten-
tion.

It is very hard to find an individual who wants to enter a nursing home. In fact,
nursing home placements are very seldom made by the individual, they are made
mostly by family members and hospitals. Study after study tells us that the largest
fear of most elderly people in this country is being placed in a nursing home. There
is no denying that the care needs of some people will require a medical setting such
as a nursing home, but the number of such people is far less than the number cur-
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rently residing in nursing homes. Some studies have shown that as many as 50 per-
cent, or more, of those currently in nursing homes could benefit from an alternative
setting.

The 1981 Reconciliation Act included a provision for Home and Community Based
Waivers that allowed for Medicaid funding for alternatives to nursing homes. Unfor-
tunately during the first seven or eight years, only a few states were able to take
major advantage of this program. Today 48 states have waivers, but they only ac-
count for about 2 percent of long-term care expenditures. The Home and Community
Based Waivers, while funded by Medicaid, are not an entitlement program. The
amount of funds each state can spend on alternative care is strictly regulated by
a complex formula.

We have created a major bias in our long-term care system: Nursing homes are
an entitlement program for eligible clients, while alternative services are not. This
has caused Almost all states to strictly limit the number of persons that can be
served in alternatives. Once this number is reached, waiting lists are established,
and persons needing long-term care services must either wait or enter a nursing
home.

Oregon has established c nursing home replacement model using a social model
facility with a medical component. These are called assisted living facilities, and are
funded through Medicaid Home and Community Based Waiver funds. This program
is enjoying a high degree of success, and is very popular with the residents of these
facilities. They also cost less, about 80 percent of nursing home costs, even though
each resident has their own private room. Oregon, Texas and most other states have
also found that a great many former nursing home residents can reside safely and
happily in their own homes, with homecare being provided when needed.

No one is more responsible for the success of the Oregon program than Senator
Packwood who in 1987 sponsored legislation that created section 1915(d) of the So-
cial Security Act. Only Oregon has so far chosen this option, which allows a state
more flexibility in designing its long-term care system. Under this section there are
no limits placed on the number of persons that can be served in alternative services.
In exchange for this flexibility, Oregon has agreed to a cap on the amount of federal
funding available for long-term care. To date, Oregon has been able to expand the
number of persons served, and still not exceed the federal cap, although because of
growth factors used in determining inflation, that cap may be reached this year.

If ever a system needed reform it is long-term care. Because we have invested so
heavily in the most expensive type of long-term care, i.e., nursing homes, we spend
much more than necessary for long-term care services. A better balanced long-term
care system, where only people with medical long-term care needs were placed in
medical long-term care facilities would save billions of tax dollars.

The Oregon long-term care system, for example, serves many fewer people today
than it did in 1981 in nursing homes, but several times more people in alternative
long-term care services. Oregon has estimated that overall more people in need of
long-term care are served at a much lower cost.

The most important long-term care reform that Congress Zan enact is to eliminate
the nursing home bias. Elderly and persons with disabilities in need of long-term
care services must be allowed to choose where they can receive those services.
States must be allowed the flexibility needed to design long-term care systems that
provide reasonable choice between alternative services and institutional services.

Long-term care reform must allow us to return to the idea that aging is not a
disease, it can not be cured, it is a natural condition that all of us will suffer if we
live long enough. We should not be punished for aging and required to live under
conditions we do not choose. We should also not have to suffer the indignity of im-
poverishment before help becomes available.

I firmly believe that long-term care reform is possible without expending large ad-
ditional amounts of new federal dollars. We will never be able to achieve this, how-
ever, as long as the nursing home industry enjoys specip.l status among all long-
term care providers. I also believe that meaningful reform can only be accomplished
if states are given the flexibility they need to design balanced long-term care sys-
tems. The current long-term care system is too expensive, too restrictive, and too
intrusive. I hope you will be able to achieve reform of this system this year.

RESPONSES OF RICHARD C. LADD TO QUESTIONs FROM SENATOR PRYOR

Question. In your testimony, you point out that while we treat nursing home serv-
ices as an entitlement, we do not view alternative services such as home care in
the same light. If we make these alternative services an entitlement, won't we see
a whole new set of recipients, who haven't received services in the past, come out
of the woodwork-the so-called "woodwork effect?"
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Answer. Studies done by GAO in the late 1970's showed that for every person re-
ceiving formal long-term care (in a nursing home or other paid program), there were
at least two other persons, at the same degree on impairment, who were being cared
for by family or friends, or were simply surviving by themselves. Although it has
never been researched, the result of this GAO study led many people to think that
expanding the long-term care system (especially the home care component) would
cause this latent population in risk of long-term care to come out of the "woodwork."

Oregon has had an open system (no waiting lists, no nursing home bias, and no
differences of eligibility between nursing homes and the community programs) since
1981. If the "woodwork" effect was rea it would have been seen in Oregon during
this time. Oregon has seen a greater increase in long-term care cases than would
otherwise have been expected, but this increase was not great and was easily ab-
sorbed. When home care is costing between 25% and 33% of nursing home care, you
can provide services to 3 or 4 people at home for the same cost of serving one person
in a nursing home.

question. You mention in your testimony the difficulties inherent in the Medicaid
waiver program as it currently exists. Under the President's proposed changes to
the health care system, States will still be able to use Medicaid to serve poor people
who do not meet the disability test of the new home and community-based care pro-
gram. How can we improve the Medicaid regulations to make it easier for States
to do this?

Answer. Currently, and under the President's proposal, home care and other alter-
native services can be offered either through the Personal Care option, or through
the Medicaid waiver program. Both of these programs have serious imitations:

Personal Care allows states to offer home care and other alternatives without
regard to the number of people using this service, however it does not allow in-
stitutional eligibility.
Most states have set the institutional eligibility income level at 300% of the SSI
standard. Personal Care only Allows-that eligibility level to be 100% of the SSI
standard. This means people needing long-term care services who have an in-
come of between 100% and 300% of the SSI standard will not qualify for home
care, but will qualify for nursing home care.
Medicaid waiver programs are limited as to the number of people they can
serve, but do allow eligibility up to 300% of the SSI standard. Medicaid regula-
tions require that no more people can be served in a waiver program in a state
than there are empty nursing home beds in that state. This has been termed
the "cold bed rule,' because eventually the only way to expand the home and
community bases services are to build nursing homes and then keep the beds
empt

Both ofthese options produce a strong nursing home bias. This bias has been, and
continues to be, a powerful disincentive for the expansion of home care. The best
thing Congress could do for the states and for the feral government, would be to
make home and community based care an optional program within Medicaid, and
allow that program to make persons eligible who have income up to 300% of the
SSI standard.

This option will cost more money, but since we now predominately use nursing
homes as our chief long-term care service, the most expensive long-term care option
is not changing the current system. If home care is allowed to expand, it should be-
come the chief long-term care servicL in five to ten years. This will allow the large
expected increase in the elderly population to be able to receive long-term care serv-
ices in a less expensive, less restrictive environment.

question. In both Oregon and now Texas where you have helped set up innovative
and comprehensive long-term care systems, how did long-term care insurance play
a part?

Answer. Long-term care insurance has played little or no part in either state. Cur-
rent policies are too expensive for most people to afford, and younger persons who
could purchase this insurance at cheaper rates, seem reluctant to do so. Until long-
terrh care insurance companies lower rates, provide inflation protection, and broad-
en the services that can be insured, it will continue to be a very small player.

Question. When we consider providing a long-term care component in health care
reform to create a more comprehensive continuum of care for people and address
the wishes of the majority of the population who would prefer to receive services
within their own homes, there is always the question of how much will it cost. I
know that some studies have shown that there is not a significant cost difference
between home and community-based care services and nursing homes.

However, your testimony says that costs for home and community-based care
services are 80 percent less than nursing homes. Can you expand on that state-
ment?
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Answer. The studies that you mentioned were conducted mostly in the' late 1970's
and early 1980's. They showed that home care was just as expensive as nursing
home care. The reasoning behind these conclusions is quite convoluted, and hardly
anyone who operates a state long-term care system gives them any credibility. In
Texas for example, the 1994 budget for nursing homes is $1,201,744,808, and we
expect to serve 68,144 persons (or about $1,470 per person, per month). The 1994
budget for home and community based services is I386,22G,094, and we expect to
serve 78,536 persons (or about $410 per person, per month). The cost of home and
community based services is 27.9 percent of the cost of nursing home care in Texas.

The 80 percent figure I gave in my testimony applied to the Assisted Living Facil-
ity program now being operated in a few states. This program is a nursing home
replacement model, and as such is more expensive than home care. A recent study
in Oregon by the University of Minnesota showed that Assisted Living Facilities in
Oregon were 61 percent of nursing home costs.

The simple fact of the matter is that home and community based services cost less
than nursing home services to whomever is paying the bil. If you want to confuse
the issue by studying life time costs (home care recipients tend to live longer and
use more services), or by trying to add to home care the cost of maintaining a home;
then you might come up with the same conclusions that were made over 10 years
ago.

Question. In your testimony, you state that long-term care reform is possible with-
out spending large amounts of new federal money. Do you have any specific rec-
ommendations that you can provide to us on how we can achieve this in health care
reform?

Answer. The following recommendations are made:
1. Form a national long-term care committee similar to those suggested in the

Clinton Health Plan. This committee should be time limited, and its main activity
would be to decid: several issues connected with the following recommendations:

2. Limit nursing home placements to sub-acute patients. The definition of sub-
acute would be decided by the national long-term care committee, but would be
much higher than admittance levels to nursing homes are today, and would require
the need for complex medical care.

3. Allow no Medicaid or Medicare certification for new nursing homes in geo-
graphic areas where the number of beds is above a certain level per 1000 persons
age 65 plus. The defined geographic areas should be left to each state to decide, but
should be no greater than the state itself.

Currently, the national bed ratio average is about 52 beds per 1000, but this var-
ies widely between states. Florida has the smallest ratio at about 26 beds per 1000,
and several states exceed 75 beds per 1000. The national long-term care committee
should determine an appropriate number.

4. Move the current 1915 waiver programs (including "Frail Elderly") into the reg-
ular Medicaid program. Remove any requirement for limiting the number of clients
to be served or other such formulas that restrain growth. A state should be able
to start or expand alternative services simply by submitting a state plan amend-
ment.

5. Allow for institutional financial eligibility to apply to home and community
based services. To do otherwise maintains a nursing home bias.

6. Allow for much lower impairment levels for eligibility in home and community
based services than in nursing homes. The national long-term care committee
should make this determination.

7. Alternative services should include:
a. Home care,
b. Adult Foster Homes,
c. Assisted Living Facilities,
d. Adult Day Care,
e. Chore services,
f. Personal Assisted Services,
g Minor adaptations to the home, and
hOther necessary services as approved by HCFA.

8. National definitions of the above services should be completed by the national
long-term care committee. These definitions should be broad enough to allow some
flexibility for different areas of the country. Social congregate living facilities (Adult
Foster Homes and Assisted Living Facilities) should not be subject to the Boren
Amendment and should not include board and room as a part of their Medicaid re-
imbursement rate.

9. National quality standards should also be developed for the alternative serv-
ices, but should not be allowed to become too burdensome as is the case with nurs-
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ing homes today. The national long-term care committee should develop these
standards.

10. Since this program can be expected to reduce the demand for nursing homes,
they should be encouraged to remodel to assisted living facilities (which should re-
quire single occupancy). One method of doing this would be to give a tax credit to
nursing homes that remodel.

11. Maximum financial eligibility for Medicaid long-term care should be the same
for home and community services and for nursing homes. Both should have a maxi-
mum income eligibility of no higher than 300 percent of the SSI standard. Asset
limits should be increased to $12,000. Spousal impoverishment should be retained.
Current Asset exceptions should also be retained.

12. Coverage of long-term care services for those who do not meet the Medicaid
financial eligibility tests, should be provided through Medicare. This should be in-
cluded in a new title (C or D). This Medicare coverage should be time limited (per-
haps 2 to 4 months for nursing homes and 4 to 8 months for alternative services).
If deductibles or copayments were instituted this time limit could be extended.

13. For longer coverage, long-term care insurance should be encouraged. This item
could have tax breaks as described in the Packwood-Dole bill.

These recommendations will cost additional state and federal dollars, but it
should be remembered that anything we do in long-term care will cost more. Over
the next 20 years these recommendations should save considerable dollars from our
current, nursing home dominated, overly expensive, long-term care system.

RESPONSES OF RICHARD C. LADD TO QUESTIONs FROM SENATOR DOLE

Question. You mention HCBS waivers and the 1915(d) option in your testimony.
Two questions. Why haven't the states pushed for more money and flexibility with
HCBS waivers? Why is Oregon the only state to use the 1915(d) long-tern care op-
tion?

Answer. From the middle 1970's to the late 1980's the states pushed extremely
hard for more flexibility in providing home and community based services through
Medicaid. Federal Medicaid law was changed significantly in 1981, 1985, 1987, and
1989, and all states moved aggressively toward expanding home and community
based services. However, the federal government has set limits (through regulation)
on the number of people that can be served in home and community based services.
These limits are based on the number of empty nursing home beds and have se-
verely restricted the growth of alternative services. This has resulted, in most
states, in the creation of waiting lists for home and community based services.
When these waiting lists are in effect, anyone who has an immediate need for long-
term care services usually has no other choice but to enter a nursing home.

Oregon is the only state to have a 1915(d) home and community based waiver in
effect. This option trades flexibility for a cap on the federal share of the states Med-
icaid long-term care expenditures. This means that while there is no cap on the
number of people that can be served in home and community based services, there
is a cap on the amount of federal funds available. The only way to make such an
arrangement work is to maintain or reduce the number of nursing home beds and
allow growth only in alternative services. While Oregon has done this to date, it will
reach a point where nursing home beds can no longer be maintained or reduced.
When this happens, Oregon will probably exceed the federal cap and be in the posi-
tion of having to finance a growing portion of long-term care with only state general
revenues. For this reason, other states are highly reluctant to apply for a 1915(d)
waiver.

Follow up. What could Congress do to increase? To what extent would greater this
meet the goals of the Clinton LTC plan?

Answer. The follow up questions are not understood.
Question. what would it take to create a market for private long-term care insur-

ance?
Answer. Long-term care insurance seems to have little appeal for the general pub-

lic, and is purchased mainly by elderly persons in risk of long-term care services.
Most current policies are too expensive, do not provide inflation protection, and pay
mostly for nursing home care. Younger persons can purchase long-term care insur-
ance for much less but, to date, have been reluctant to do so. This insurance is real-
ly based on a "term life insurance" model, with payment before death and only for
long-term care services.

Two things would help market long-term care insurance: First, tax credits for
those purchasing such policies should increase their sale somewhat. Second, a new
insurance model for long-term care should be developed. This model should be more



realistically priced, provide for inflation protection and allow for coverage of a wide
variety of long-term care services.

In my opinion, long-term care insurance is never going to be a viable option for
most people. Life insurance is a more feasible option for most people because we
all know we will die. Although almost half of us will eventually use long-term care
services, most of us are convinced that we will be in the other half.

Question. You mention that nursing home coverage under Medicaid is an entitle-
ment, but community alternatives are not. What would happen to demand for com-
munity long-tern care services and the resulting cost if we went to an entitlement?

Answer. Costs will increase. The only way an increase in long-term care can be
avoided is to severely restrict the use of this service to only those most impaired.
If we continue to serve the same percentage of people at risk of long-term care serv-
ices that we do today, there is no way to prevent cost increases. Of all the options
available for long-term care, the most expensive is maintaining the current system.
This is so because 85% of the long-term care dollars are spent on the most expensive
service (nursing homes), and because the growth of home and community options
are rigidly listed.

Allowing home and community based services to become an entitlement program
would make it available to all those who meet the eligibility criteria. Oregon essen-
tially did this in 1981, and since that time has had no waiting lists for home and
community based services. This has resulted in increased caseloads, but not to the
extent many people thought. The bottom line is that in the aggregate 3 to 4 people
can be served in home and community based services for the cost of serving one per-
son in a nursing home. The Oregon long-term care system did not see a 3 or 4 fold
increase in caseloads, indeed they did not even see a 2 fold increase.

Allowing equal access to home and community based services will increase costs
because this is the service that most people prefer, and they will tend to use it more
often than nursing homes. This increase will, however, not be as great as some have
prognosticated. Future costs of long-term care will be much less because we will be
able to direct most of the expected growth in these programs to home and commu-
nity based care.

RESPONSE OF STEPHEN MCCONNELL TO A QUESTION FROM SENATOR DOLE

Question. The President's bill makes a clear distinction between breakthrough
drugs and all other forms of medical intervention-new surgical techniques, new
medical devices, generic drugs, etc. Do any of you see any reason why price controls
should apply to these so-called brearthrough drugs but not to advances in other
areas of medicine?

Answer. The Alzheimer's Association is opposed to any policy changes which will
prevent or inhibit research into the causes, treatments or prevention of Alzheimer's
disease and related disorders.

At the same time, we also recognize the pressing need to provide health and long
term care coverage for all Americans and to bring costs under control in every part
of the health care sector.

No breakthrough drug, surgical technique or medical device will mean much to
American families if they do not have insurance to pay for it, or if the cost is so
high it is priced out of the market.

At present, there is only one drug on the market that begins to treat Alzheimer's
disease and there are no surgical techniques, medical devices or generic drugs avail-
able.

The real key to finding the breakthrough and effective Alzheimer treatments still
lie in basic medical research funded through the National Institutes of Health, re-
search that will discover the underlying mechanisms of this disease. Once those
mechanisms are understood, the path to treatment will be clear for the biotech and
pharmaceutical research industry to pursue.

PREPARED STATEMENT OF SENATOR DAVID PRYOR

Mr. Chairman, I want to thank you for holding today's hearing on long term care
and prescription drug issues in health care reform. As you know, these are issues
in which I have had a long-standing interest. Health care reform gives us the
unique opportunity to address my Ion -standing concerns about the ability of all
buyers--older Americans, hospitals, federal progams, managed care plans--to buy
prescription medications at reasonable prices. In addition, our health care reform
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efforts would be woefully inadequate if we were to not do our level best to address
the serious long term problem which faces our nation's families.

PRESCRIPTION DRUGS

Mr. Chairman, thus far in discussions on health care reform there has been a lot
of talk about competition and letting "market forces" work to relieve us from the
spiraling health care inflation we have been experiencing. There is no sector of the
health market where there has been more discussion along these lines than with
respect to prescription drugs. I believe that we should let competition and the mar-
ketplace work where it can to contain drug prices. Where it cannot work, other
mechanisms should be put in place to assure that drug prices are reasonable.

For example, community retail pharmacists-both independent and chain-have
often paid the highest prices for prescription medications in the market, even
though they purchase millions of dollars in drugs each year, and at the same vol-
ume as other purchasers. Drug manufacturers simply refuse to negotiate in good
faith with retail pharmacy buying groups. As a result, these higher drug prices then
have to be passed along to the average consumer-including millions of older Ameri-
cans--who buy their medications out of pocket. The market has not worked for
these buyers, and I believe that we should address this issue as part of health re-
form.

A meaningful pharmaceutical cost containment mechanism must also be included
in any Medicare prescription drug benefit that is enacted. Medicare will become the
single largest purchaser of drugs in the United States, and should have access to
discounts and rebates like other large purchasers. The rebate mechanism included
in the President's proposal is, in my opinion, a logical way to contain the Medicare
program's drug costs. Many of my colleagues through the years have expressed re-
peated concerns over growth in Medicare spending. I can think of no better way to
guarantee runaway costs in the drug program than to NOT allow Medicare a rebate
orthe drugs it purchases. Refusal to enact a rebate will also create a tremendous

shifting of prescription drug costs from the private market to Medicare, because the
Medicare program will be footing the bill for the discounts and rebates private pur-
chases receive.

In 1990, Congress enacted a program to contain the Medicaid drug program's
costs, and it has saved billions of federal and state dollars during that time. Without
a Medicare rebate, beneficiaries and federal taxpayers will have to shoulder more
of the burden of providing this drug benefit. However, if there are other options to
provide a Medicare drug benefit that contains costs as well as assures beneficiaries'
access to drugs and pharmacy services then we should explore those as well.

We also need to assure that the prices of new, breakthrough drugs are reasonable.
The prices of some of the new drugs that have come to market over the past few
years have been staggering. New drugs and biologicals are our best hope for curing
illness and diseases, yet they help no one if they are unaffordable. Under health re-
form, health care plans will have no choice but to cover these drugs, and will lit-
erallybe at the mercy of the manufacturer when it comes to the price of the prod-
uct. Manufacturers can charge whatever price they want because there are no com-
petitors to breakthrough drugs. Therefore, I believe that the proposed Advisory
Council on Breakthrough Drugs in the Health Security Act strikes the right balance
between assuring that a product will be priced fairly and provi incentives to
manufacturers to develop the drugs we need.

LONG TERM CARE

The most compelling reason to address long-term care in health cb ,form is its
impact on families. The goal of health care reform is to give all Ani. ,-ans health
care coverage, rtsponding to the true needs of families and individuals. Universal
coverage will ensure that a serious illness, such as cancer, will not financially dev-
astate a family. But the great untold tragedy of our current health care system is
that even people who have generous health insurance coverage can lose everything
to a long-term care chronic illness.

Currently, millions of people go without needed support and services in the home
and community because little or none are available. And once their physical and fi-
nancial resources are nearly exhausted, they must further impoverish themselves to
become eligible for Medicaid nursing home coverage. I am pleased that the Presi-
dent's long-term care proposal goes beyond the limited, incremental approaches that
this Committee has considered in the past.

In the past, many of us on this Committee have been part of efforts to strive to
meet the long-term care needs of our citizens. The Pepper Commission, for example,
spent hours and hours on this issue. In 1991, with the support of many members
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of this Committee, I introduced legislation that would require private long-term care
insurance policies to meet basic Federal consumer protections, similar to the way
we regulate the Medigap policies. Also, along with our former Chairman Bentsen,
I sponsored legislation to clarify the tax law that applied to long-term care expenses.

A major change has occurred since the crafting of those incremental approaches.
Now, with the leadership of President Clinton, we have an historic opportunity to
truly address the long-term care needs of our nation. As we craft this Committee's
health reform bill, we must not neglect the important area of long-term care. Any
health reform proposal that passes this year must include a long-term care benefit.
It is clear that private insurance will not meet the needs of a majority of Americans.

Further, as we address the long-term care needs of our nation's families, we must
do it in a meaningful way. It would be a grave disservice to do some tinkering
around the edges but speak as if we have truly addressed the problem. The families
who bear the tremendous burden of providing care for their chronically ill fainily
members deserve more than that.

So, Mr. Chairman, I look forward to today's hearing. And I also look forward to
this panel taking this historic opportunity to improve the lives of all Americans
through health care reform in the areas of long-term care and prescription drug cov-
erage.

PREPARED STATEMENT OF JOHN RATHER

The inclusion of long-term care in health care reform legislation is vital
to Americans of all ages and is critical to AARP's support for any health
care reform proposal. Historically, many Americans have equated long-term care
with nursing home care. Long-tern care, however, is much more than just nursing
home care. It includes a wide range of home and community-based care as well as
residential alternatives.

Long-term care is typically considered a benefit for the elderly. This is a myth.
The need for long-term care crosses generational lines. An estimated 10 million per-
sons need some form of long-term care. Approximately one-third of these individuals
are under age 65. Many are children. Moreover, the need for long-term care is felt
not just by those requiring care, but also by their families-often those providing
and paying for care. This is particularly true in the case of those in the sandwich
generation," caught between meeting the needs of their children and their parents.

Over the past several years we have listened closely to what the American people,
including our diverse membership, tell us they want in a health care system. De-
spite their differing circumstances, the vast majority of Americans, old and young,
have consistently stressed the need for broader protections against the high costs
of health and long-term care. How is it, they ask, that we cover the cost of a lengthy
hospitalization, costing tens of thousands of dollars, but we do not help with the cost
of nursing home or home care? Some assume that concern about and support for
long-term care coverage is confined primarily to the older population, but, in fact,
strong support exists across all age groups. The 50-64 age group is particularly con-
cerned both for their parents and themselves. It is this middle generation, particu-
larly tile women, who see and feel the staggering costs-financial and emotional-
of long-term care. It is they who bear the costs of providing care in the home and
then the costs of institutional care when it can no longer be avoided.

The President has offered a bold and constructive plan for accomplishing reform.
The First Lady, Congressional leaders in both parties, and this Committee are to
be commended for their commitment to addressing this issue now. The nation has
waited too long for comprehensive reform. We must use this unique point in history
to enact true reform which covers everyone, includes coverage of both long-term care
and prescription drugs, maintains high quality care, and makes health care costs
affordable.

AARP is very pleased that the President's proposal include& coverage for
home and community-based care for persons of all ages and incomes. The
new home and community-based program in the Health Security Act would be a se-
rious start towards addressing the unmet long-term care needs of millions of Amer-
ican families.

Too many reform proposals focus only on acute care and simply ignore the long-
term care needs of American families, as if these needs were so easily compartmen-
talized in the lives of these families. Such proposals are fundamentally flawed be-
cause they fail to address the need for a fu continuum of care throughout an indi-
vidual's life. Without long-term care coverage, no family has real security against
the crippling costs of serious illness or disability.



Health Care Reform Must Include Long-Term Care
While approximately 38 million people lack basic medical insurance, virtually all

Americans lack protection against long-term care expenses. With average annual
nursing home costs of approximately $37,000 (in some areas $60,000 or more) and
home health care costing from $50 to $200 per day, the need for long-term care can
often devastate a family. For most people, the cost of long-term care is an unman-
ageable financial burden. Many families are also shocked to find-too late-that nei-
ther Medicare nor private insurance covers long-term care to any great extent. To
a family sitting around the kitchen table, there is no difference between spending
$20,000 on hospital care and spending $20,000 on home care. It is still $20,000 they
do not have. Therefore, to achieve true security, savings, and quality in our health
care system, care must not be limited to the provision of services by a hospital or
doctor; long-term care must also be included.

The need for comprehensive services-It makes little sense to provide financial
protection against the cost of an acute illness but leave people vulnerable if they
suffer from a chronic and disabling condition, especially since the need for these
services often is so interrelated. Results from research conducted on the Social
Health Maintenance Organization (SHMO) demonstrations in the late 1980's illus-
trates why integrated care is so important--custodial and skilled services are often
needed to complement one another. Almost 70 percent of initial referrals for commu-
nity-based long-term care originated from hospitals and other parts of the medical
care system. Moreover, 37 percent of the care plans developed for home and commu-
nity care included concurrent authorization for medically necessary skilled services.
In addition, individuals' levels of disability frequently changed and were tied to
acute episodes of illness. Without comprehensive benefits, effective patient care will
not be achievable, and costs "avoided" in long-term care may instead show up as
costs in the acute care setting.

Caregivers are being unfairly burdened-Family members, particularly women,
provide the vast majority of long-term care to persons of all ages. Caregivers place
their own health in jeopardy and frequently are forced to leave the labor market,
thereby suffering not only short-term loss of income, but also long-terin reduction
in Social Security and private pension benefits.

In a recent focus group, a woman in her 50's related her story:
Rose had held a good job with a large corporation until her mother needed long-
term care. Unable and unwilling to place her mother in a nursing home, Rose
quit her job-6 months before her pension would have vested-to care for her
mother. She saw her future income potential and retirement security disappear
as she made the painful decision to take care of her mother-for the next seven
years.

There are many stories just like this. They typically involve women in their 50's-
primarily spouses and daughters-who sacrifice financially, physically, and emotion-
ally to assure that a loved one is cared for. One-half of caregivers spend at least
12 hours per week providing care. At some point in their lives, nearly four out of
ten women (37 percent) will care for a disabled adult; approximately 25 percent of
these caregivers--part of the "sandwich generation"-must simultaneously care for
their children. Institutionalization of loved ones often occurs because of caregiver
"burnout" if no outside help is available. The Association believes that caregivers
deserve strong support.

Private sector solutions cannot work-The private market has not provided, nor
can it provide, adequate and affordable protection against the cost of long-term care.
Private long-term care insurance that provides meaningful coverage is very expen-
sive and generally excludes people with pre-existing conditions or mental disorders.
-Few people can afford the cost of private long-term care insurance for any length
of time, particularly if the policy providess meaningful protection. A decent policy
bought by the average age purchaser (about 70 years) would cost approximately
$3,000 per year-too expensive for most prospective purchasers, even if tax incen-
tives were included. Private long-term care insurance policies have done a particu-
larly poor job in trying to cover home care because insurance companies are not con-
fident of their ability to control the risks and demand involved.

Public Support for Long-Term Care
Americans of all ages strongly support health care reform that includes coverage

for long-term care. A random sample survey of 2,020 adults conducted for AARP by
the ICR Survey Research Group in April, 1993 found that 90 percent of the respond-
ents felt that including long-term care in a health reform proposal was important.
Support for health care reform increased from 46 percent to 82 percent when long-
term care was included (see Attachments 1 and 2).



The most recent survey by the ICR Research Group, of 2,012 adults conducted be-
tween January 26 and February 1, 1994 found that 64 percent of respondents were
more likely to support a health care reform proposal that included comprehensive
long-term care coverage and 42 percent were much less likely to support a health
care proposal with no long-term care coverage.

According to a survey conducted in the fall of 1991 by DYG, Inc., three-fourths
of Americans (18 and older) were "very concerned" about paying for the cost of long-
term care. The concern, which is felt sharply by both men and women, extends to
all income and age groups. In fact, concern about long-term care was greatest
among persons age 50-64-those most likely to be caring for older parents and wor-
rying about their own futures (see Attachments 3-7).

In a Harris survey conducted during December 1992 and January 1993, 91 per-
cent of the respondents said they could not afford long-term care when they were
told it would cost $15,000 to $60,000 a year, or $40 to $160 a day. With regard to
a federal program providing long-term care in the home for the chronically ill or dis-
abled, over 80 percent of these same respondents favored such a program not only
for people 65 years of age and older, but for younger adults and children as well.

AARP Views on Long-Term Care
To make long-term care coverage affordable and accessible to all Americans, the

Association believes that the ideal solution is a social insurance program, similar
to Medicare and Social Security, that would provide a comprehensive set of benefits
in the home and community, as well as in nursing homes. A social insurance pro-
gram would require financial contributions from all members of society and would
provide protection to all who need long-term care, regardless of age or income. Such
an approach would spread the risks so that the costs to any one person would be
smali, while offering protection and appropriate care to all. Under such a social in-
surance system, private sector initiatives would supplement the public system by
covering coinsurance, deductibles, and additional needed services.

Other fundamental principles that underlie AARP's views on long-term care in-
clude: (1) provision of a comprehensive range of services, including institutional and
home and community-based care; (2) effective cost containment mechanisms; (3) fi-
nancing which is equitable, broadly based, and affordable to all individuals; (4) co-
ordination between the acute and long-term care systems to assure a continuum of
care across an individual's lifetime; (5) assurance of high quality care; and (6) sup-
port for informal caregivers.

These principles are at the foundation of AARP's proposal for comprehensive
health care reform-"-lealth Care America." The proposal, which was developed
with the extensive involvement of AARP members across the country, would create
a new Medicare-like program to provide comprehensive coverage for both acute and
long-term care for individuals of all ages and incomes. The nursing home component
of the proposal would be available over the entire length of an individual's stay, ex-
cluding coverage for room and board.

AARP believes firmly that any new long-term care should be available to persons
of all ages and incomes. The Association strongly opposes means-testing-tying eli-
gibility for benefits to the recipient's income. We already have a means-tested long-
term care program-Medicaid-which has proven to be seriously inadequate. A new
long-term care program must not repeat these mistakes. Income-related financing,
where middle and upper income people are eligible to receive benefits but pay rel-
atively more for them, is a logical way to pay for a program progressively.

There are many reasons why a means-tested program would provide seriously in-
adequate coverage and leave many Americans in need:

" Historically, may people do not apply for means-tested benefit programs be-
cause of the stigma attached to welfare programs, the complexity of the applica-
tion process and the lack of information on program benefits due to inadequate
outreach. For example, in 1993, 1.8 million low-income older Americans eligible
to receive benefits under the Qualified Medicare Beneficiary (QMB) program
but did not enroll. This represents over half of the total eligible beneficiaries.
Reasons specifically cited in a January, 1994 GAO report [HEHS-94-52] in-
clude welfare stigma, the complicated application process and lack of outreach;

" Middle income persons have a difficult time affording home care visits, espe-
cially if they are needed on a regular basis. For example, a middle class couple
with a combined annual income of $20,000 (the median income of over 65
households in 1992 was $17,160) must pay for housing, food and other living
expenses from this modest income, which is just above 200 percent of the fed-
eral poverty line. Annual home care costs of $5,000 (assuming 100 visits at $50
each) would be unaffordable, yet this couple would not be eligible for any help
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under a means-tested system. Ironically, this couple probably would be helping
to pay for the means-tested program through their taxes;

" Means-testing would produce few savings because most people who need home
care have low or modest incomes. Only about 5% of the dollars under the
Presidents's home and community-based care proposal would be spent on those
with an annual income above 400% of poverty (over $29,600 for singles and
$38,000 for couples-see attachment 8);

" Means-tested programs require extensive administrative overhead. They also
require that applicants file lengthy and complex forms and comply with burden-
some eligibility verification requirements. Moreover, the lack of convenient loca-
tions and transportation to the application sites further impedes participation;

• The public does not support means-testing long-term care. in a survey of over
2,000 adults conducted in April, 1993, 69 percent preferred a government pro-
gram for long-term care similar to Social Security or Medicare, while only 25
percent preferred leaving it to individual savings and private insurance, with
government only providing coverage for the poor; and

" Because they assist only a segment of our nation's population, welfare-based
programs such as Medicaid and SSI do not have as much support in the Con-
gress as Medicare and Social Security. This makes these means-tested programs
much more vulnerable to budget cuts.

The President's Proposal for Home and Community-Based Care
The Health Security Act includes a significant, much-needed propsal to provide

home and community-based care to millions of American families. The proposal rep-
resents a dramatic improvement over our current "non-system."

In basing eligibility for the new home and community-based program on levels of
disability, rather than age or income the President has taken a very significant step
forward. Moreover, given the limited resources available, it is appropriate that the
program target the most severely disabled individuals. An eligibility assessment and
determination based on level of disability, when combined with the proposed care
plan, would begin to address the serious problems of fragmentation and unmet need
that currently exist for disabled persons of all ages. Age is not a viable eligibility
criterion because approximately one-third of persons with severe disabilities who
need home and community-based care are under age 65. In addition, while the pro-
gram does ask persons with greater income to pay more for their long-term care
services, it is not based on a welfare model. Therefore, those in need would not be
forced to bankrupt themselves before getting help, as they must do now, to be eligi-
ble for Medicaid.

The President's proposal for home and community-based care would provide much
needed support to caregivers who are shouldering enormous burdens by taking care
of their loved ones and often missing work to do so. Many caregivers perform these
services out of a strong family commitment and a desire to postpone nursing home
placement for as long as possible.

The President's proposal also would begin to provide to disabled persons and their
families real choices about how to arrange for and where to receive the most appro-
priate care. Today, people are forced into nursing homes prematurely or go without
care because they do not have access to affordable home and community-based care.
Historical patterns in public spending reflect a perverse bias, where approximately
four out of five dollars spent on long-term care go to institutional care. This creates
situations in which families are broken apart and Americans are denied care in the
most appropriate and preferred setting. For the first time, under the President's
proposal, many disabled Americans could receive services through the full contin-
uum of care.

The Health Security Act proposal also includes reasonable cost-sharing and low-
income protections which will discourage over-utilization and yet help ensure that
care is affordable for those who need it.

The President's home and community-based care proposal will also have a positive
impact on the economy. For example, Lewin-VHI has estimated that the proposal
would ultimately crate over one million new jobs. Approximately 85 percent of these
jobs would be in the private sector. Working caregivers would be better able to stay
in their jobs and absenteeism would decline, thereby improving productivity. Many
adult disabled persons would, for the first time, be able to work and become produc-
tive, taxpaying members of society with the proposed assistance available to them.

It is important to point out that the Health Security Act would strictly limit new
federal expenditures for home and community-based care by (1) not providing an in-
dividual entitlement to services; (2) capping federal expenditures; (3) leaving nurs-
ing home coverage largely to the private market, with new standards and tax incen-
tives for long-term care insurance policies; (4) imposing stringent eligibility criteria;
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(5) providing for a long seven-year phase-in period; and (6) providing for income-re-
lated copayments. It is also important to note that most states will realize signifi-
cant saving from this provision due to Medicaid offsets derived from the greatly
enhanced federal match rate under the proposed new program (on average, 85 per-
cent vs. 57 percent under Medicaid).

While the President's proposal includes an important, much needed starting point
on long-term care many of the other health care reform proposals-most notably
S. 1770, the Health Equity and Access Reform Today Act, and S. 1579, the Managed
Competition Act--unfortunately fail to include meaningful long-term care reform.
Suggestions to Strengthen the President's Home and Community-Based Care Pro-

posal
The Association strongly applauds; the President for recognizing the need to ex-

pand coverage and options for home and community-based care.
We agree with the need to contain long-term care costs and to keep federal ex-

penditures under control, given limited resources. Effective care management and
appropriate provider reimbursement should help in this regard. However, certain
elements of the proposal that are designed to limit program costs and others relat-
ing to the role of the states ruse particular concerns. In this regard, the Association
has a number of specific suggestions for strengthening the proposal.

Proposals to Limit Program Costs
Caps on Funding-The proposal is, in effect, a matching grant program to the

states. We have questions about how this would work. The capped nature of the pro-
posed program makes it all the more critical that the data and criteria used to esti-
mate full funding over time are accurate. Otherwise, funding shortfalls could easily
occur, resulting in potentially serious levels of unmet need. To help prevent this
from occurring, baseline estimates must include accurate cost and utilization as-
sumptions for all groups of eligible persons including severely disabled children.

The adequacy of inflation and trending factors are a concern because they do not
seem to account sufficiently for future changes in the intensity of service needs or
real wage growth among workers in the very labor intensive home care area.

To help address these concerns, we recommend that the caps on funding for home
and community-based care be accompanied by the same safeguards as caps on low-
income subsidies for acute health care services. Specifically, an additional 15 per-
cent cushion should be included as a margin of error, and any excess funds should
be permitted to be carried forward and not be charged toward the next year's cap.

Definition of Disability-The Association is pleased that the proposal would cover
persons who need stand-by assistance or cueing to perform 3 or more ADLs. How-
ever, we would ultimately like to see a 2 of 5 ADL standard.

Issues Regarding the Role of the States
Option for the States-Under the proposal, states would have the option of not

participating in the program. This could pose serious problems for consumers. Some
states may elect not to establish a program or may postpone participation until
much later in the phase-in schedule. Consideration should be given to strengthening
incentives for state participation.

State Accountability-While we agree with the Administration that there is merit
in state administration of the home and community-based program, the Association
believes that, to ensure accountability, state flexibility must be balanced by a clear
federal framework for state participation and strong, effective federal oversight.
Standards should ensure that federal dollars are being spent appropriately, that
conslimers are protected, and that a range of services are available. Federal over-
sight should include review of state plans and monitoring of compliance with stand-
ards. Careful reporting of substandard performance should be accompanied by
strong enforcement tools. Particular attention should be paid to monitoring states
so that they do not simply shift eligible Medicaid recipients into the program during
the phase-in period, without extending services to other vulnerable persons.

State Incentives for Residential Care Alternatives--One way to promote savings
through competitive market forces would be to provide strong incentives to assist
the development of residential alternatives to nursing home care, such as assisted
living. Experience in Oregon, for example, has shown assisted living to be a cost ef-
fective preferred alternative to nursing home care for many frail elderly. The pro-
gram has permitted more people to receive services under the state's budget con-
straints. Although we are pleased that the proposed home and community-based
care benefit would be portable and available to eligible persons in these settings,
more needs to be done on the capital and housing side of the equation. Ways to
make such residential options affordable to persons with low and moderate incomes
should be specifically addressed.



Nursing Home Care and Medicaid Improvements
In addition to a new program for home and community-based care, the President's

proposal also would include modest improvements for those who need nursing home
care. Specifically, it would: (1) require all states to have medically needy programs
under Medicaid; (2) give states the option to increase the level of protected assets
for single persons from $2,000 to $12,000 for purposes of Medicaid eligibility; (3) in-
crease the minimum Medicaid personal needs allowance from $30 to $50 (scaled
back from $100 in the September 1993 draft); and (4) create new uniform federal
minimum standards for private long-term care insurance policies, together with cer-
tain tax clarifications.

Although AARP is supportive of these modest attempts to improve Medicaid, mil-
lions of Americans would remain vulnerable to impoverishment due to lack of pro-
tection against enormous nursing home costs. The cost of a nursing home stay now
averages $37,000 a year and can exceed $60,000 in some parts of the country. Stud-
ies conducted for AARP in 1989 and 1991 by DYG, Inc. found that while people pre-
fer home care, it is the cost of nursing home care which individuals fear most when
they consider their long-term care needs, and it is this concern that appears most
related to their willingness to pay increased taxes to finance new benefits.

If sufficient funding for a comprehensive nursing home program is not available
at this time, less expensive incremental reforms could help man people. For exam-
ple, one option would be to reduce the inappropriately high $87 Medicare Skilled
Nursing Facility daily coinsurance payment andmake it more consistent with the
extended car benefit available in the President's proposed basic benefit package
through the alliances.

We also strongly urge that the proposed optional increase in the level of assets
protected under Medicaid for single persons (from $2,000 to $12,000) be made man-
datory, as was originally proposed in the September 1993 draft, since states are
very unlikely to provide such protection voluntarily. Further, in our view, the
amount should be increased beyond $12,000 so that people need not spend-down to
such a low level before receiving protection.

The President's proposal should also do more to promote the key principles of sav-
ings and choice for Americans who need nursing home care. For example, nursinghome costs must be contained. Hospitals and other providers will have incentives
to shift costs to this sector if it is the only one not subject to some form of spending
limits. Cost containment could be accomplished, in part, by making charge data
available to consumers. In addition, the access problems that low and middle income
applicants experience in gaining admission to the nursing home of their choice must
be addressed. Nursing homes should be prohibited from discriminating in admis-
sions on the basis of wealth and source of payment.
Long-Term Care Insurance Standards and Tax Incentives

AARP strongly supports the requirement for uniform federal standards for private
long-term care insurance. Such reform is long overdue. Findings from studies con-
ducted by the U.S. General Accounting Office, the Office of the Inspector General,
and by Project Hope for AARP clearly demonstrate that the current state regulatory
system has failed to provide sufficient consumer protection throughout the nation.
We do, however, have some questions about the costs and distributional effects of
the tax clarifications proposed in this area, particularly for those selling insurance
policies.

AARP agrees with many of the proposed standards in the President's proposal.
We are particularly pleased by the Administration's approach on two key issues: in-
flation and nonforfeiture protection. In our view, inflation protection should be of.
feared to all prospective buyers and nonforfeiture protection should be mandatory for
all long-term care insurance policies. These views are consistent with the current
standards proposed by the National Association of Insurance Commissioners
(NAIC).

With regard to the proposed long-term care insurance tax incentives, in general,
the proposed tax incentives to encourage individuals to purchase long-term care in-
surance policies would help only a limited number of persons. For the most part,
the benefits would be far more available and worth more for higher income individ-
uals.

The Association believes that it is only appropriate to consider certain tax changes
in the context of a comprehensive long-term care financing package. It would be pre-
mature to enact tax changes in isolation that would result in lost revenues and
which, by their nature, are directed primarily to a limited number of individuals
with relatively high incomes. We recommend that distribution tables detailing the
extent and distribution of proposed tax changes be developed. Such tables will per-
mit evaluation of the efficiency and equity of tax code incentives for long-term care.
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Conclusion
On June 8, 1988, the late Senator Claude Pepper brought a bill covering home

and community-based care to a vote on the House floor. Much was said by many
members about the need to provide this kind of protection. Even opponents, who ar-
gued that the timing was not right, spoke eloquently about the importance of cover-
ing services in the home. Just before the proposal was defeated by a 169-243 vote,
Congressman Pepper stated:

This is a day for which I have waited and worked, and I might say prayed for,
for 50 years-a chance to lighten the burden upon the masses of the people of
this country, trying to help those saddled with a long-term illness .... We can
help millions of people to meet crises in their homes that are heart-rending in
their character. When are we going to have another opportunity if we lose this
one?

The opportunity has now come. We have a chance to begin to create a new system
that removes the existing bias in favor of placing people in institutions for the rest
of their lives; a system that does not force people to bankrupt themselves and go
on welfare in order to receive help; a system that does not force caregivers to quit
their jobs or jeopardize their own health to continue caring for lovedones; and a
system that is not as intimidating for those who need to use it.

As advocates and policymakers we need to be clear with the public that most cur-
rent long-term care proposals are a beginning. The public must understand the spe-
cific benefits of and limits to the President's proposal. The limitations of this pro-
gram will loom larger in the public's eye in the future if they come to believe that
there is more coverage and protection in the program than really exists. But the fact
that it does not provide all the answers for everyone in need. cannot be an excuse
for doing nothing. The President's proposal is a very important, significant start and
a vast improvement over our current long-term care "non-system." Our job is to
shape and improve the proposal so that it will provide real protection now and a
solid foundation for the future.

AARP looks forward to working with members of this Committee to help realize
these goals and ensure that long-term care remains an integral part of whatever
health care reform package is enacted.
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ATTACHMEDIT 3

Ratings of Health Care
Total Sample
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ATTACHMENT 4

Ratings of Health Care Concerns

Total

Very Concerned -I/

Being able to pay for
costs of health care
not covered by
insurance/government
Being able to pay for
the cost of long term
care such as nursing
home care
Being able to afford
good health insurance

75

74

71

Total Total
Women Men

75

76

70

75

73

71
Continued...

_2/ Rating of "4" on a 4-point scale

85-461 0 - 95 - 4
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Ratings of Health !Care Concerns
Women: Age

Total
Women 18-49 50-64 65+

Very Concerned- 1 /

Being able to pay
for costs of health
care not covered by
insurance/
government
Being able to pay
for the cost of long
term care such as
nursing home care
Being able to
afford good health
insurance

75

76

70

74 iS1 70

72 1851 78

69 1 60
Continued...

1/ Rating of "4" on a 4-point scale,
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ATTACHMENT 6

Ratings of Health Care Concerns
Men: Age

Total-en 18-49 50-64 65-F

Very Concerned 1 /

Being able to pay
for costs of health
care not covered by
insurance/
government
Being able to pay
for the cost of long
term care such as
nursing home care
Being able to
afford good health
insurance

75

73

71

75" 76 76

69 e!19

73 75 58
Continued...

_1/ Rating of "4" on a 4-point scale
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ATTACHMENT 7

Ratings of Health Care Concerns

Income
($Thousands)

Total
Under

25
25-49.9 504

Very Concernedi'
Being able to pay
for 'costs of health
care not covered
by insurance/
government

Being able to ay
for the cost o
Ion term care
such as nursing
home care

75

74

80 1........78

77 74

I/ Rating of "4" on a 4-point scale

59

68

Continued...



Prdjected Expenditures of Public LTC
Funds by Income Group Under HSA

Poor
44%

Hih

Moderate
25%

Low
26%

Poor: below $7.400 for singles or 59,500 for couples; Low: $7.400-S14#800 for singles Or

S9.508419.000 for couples; Moderate: S14.800-$29.600 for singles otrS1190004S311.00(ot couples-,

111gb: above $29.600 for singles or $33,000 for Couples.

Source: ASPE, prepared by AARP'u Public Policy Institute
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ARP
BrixRim liferima: ofexprienee and leadership to serve all jentrations.

April 20, 1994

The Honorable Daniel Patrick Moynihan
Chairman
Senate Finance Committee
205 Dirksen Senate Office Building
Washington, D.C. 20510-6200

Dear Chairman Moynihan:

Thank you for giving AARP the opportunity to testify at your April 19 Senate Finance
Committee hearing on Prescription Drug Coverage Under Medicare. As you will recall,
during my oral statement I mentioned that many Medicare beneficiaries do not have access to
managed care plans, and that eight states currently do not have HMO coverage available to
Medicare beneficiaries. You asked for the names of those eight states, which I did not have
available at that time. The purpose of this letter is to provide you with an answer.

According to the Health Care Financing Administration's Office of Prepaici Health Care,
Operations and Oversight, the following eight states currently do not have any contracts
(under either section 1876 risk/cost contracts or section 1833 Health Care Prepayment Plan
contracts) to cover Medicare beneficiaries in HMOs:

Alaska Maine Mississippi Montana

South Carolina South Dakota Tennessee Wyoming

According to HCFA, however, the status of Medicare HMO contracting is very fluid.
HCFA currently has approximately 50 pending applications.

Thank you again for including AARP in your hearing on Prescription Drug Coverage Under
Medicare. We look forward to working with you to ensure the passage of comprehensive
health care reform.

If I can be of further assistance, please feel free to call me at (202) 434-3701, or have your
staff contact Kirsten Sloan of our Federal Affairs Department at (202) 434-3781.

Sincerely,

Director, Legislation and Public Policy

\m'n.-in A %rion ot'Rctircd Pcrums 601 E Street, N.W. Washington. D.C. 20049 (2021434-2277

. .% -.1.1 W B11rgcs% Precide-oir Ho)racc R. Dcet% Ev'ctittr~e Dire'ctor
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RESPONSES oF JOHN ROTER To QUESTIONS FROM SENATOR PRYOR

Question. The manufacturers are saying that the proposal which requires manu-
facturers to pay a rebate to Medicare is a "tax." Can you explain the rationale be-
hind including a rebate in Medicare? What other Medicare cost containment options
might be considered? For miexample, do you think a Medicare drug formulary
would work?

Answer: The President's proposal would establish three types of rebates that drug
manufacturers could potentially pay to Medicare:

(1) a basic rebate equal to 17 percent of the average manufacturers retail price
(AMRP) or the difference between the AMRP and the price paid by non-retail pur-
chasers (e.g., hospitals and HMOs), whichever is greater;

(2) an inflation rebate paid by manufacturers for each drug whose retail price in-
creases faster than general inflation; and

(3) a special rebate that is negotiated by the Secretary of Health and Human Serv-
ices (HHS) for a new drug that is determined to be excessively priced.

We believe that the President's rationale behind including these rebates is to pro-
vide an effective and reasonable way to contain prescription drug costs for the Medi-
care program while retaining adequate incentives for research and development.
Given the enormous purchasing power of the Medicare program, we believe Medi-
care should receive discounts comparable to those that manufacturers provide to
other major purchasers. A recent study by the Boston Consulting Group for the
pharmaceutical industry showed that the average private market discount in 1992
was about 16 percent, and that more than half of the U.S. pharmaceutical market
received discounts of greater than 25 percent. As a result, we believe that a mini-
mum basic rebate of 17 percent for Medicare, as proposed by the President, is rea-
sonable.

In addition, given that prescription drug prices in the United States have in-
creased at nearly three times the rate of inflation over the past twelve years, we
believe that the Medicare inflation rebate proposed by the President is necessary
to restrain excessive price increases in the future. This rebate would also help to
stop manufacturers from gaming the system by inflating their prices to compensate
for the cost of the basic rebate.

Moreover, to assure that Medicare reimbursement for new drug products is rea-
sonable, AARP believes that the special rebate provisions included in the President's
plan are warranted. In negotiating this rebate with manufacturers, the Secretary
would have to consider a number of factors including the prices of other drugs in
the same therapeutic class, cost information from the manufacturer, and the prices
of the drug in other industrialized countries. AARP believes that this provision will
ensure that Medicare is paying fair and reasonable prices for new drugs that offer
meaningful improvements over existing products.

Although AARP believes the President's proposal employs a reasonable approach
to cost containment while retaining adequate incentives for research and develop-
ment, other cost containment mechanisms may be effective as well. For example, a
few major pharmaceutical manufacturers are offering potentially meaningful alter-
natives for providing drug coverage to Medicare beneficiaries while controlling costs.
At the same time, AARP believes that such cost containment mechanisms must not
impede convenient beneficiary access to needed medications or pharmacy counsel-
ing. Although we have not seen the details of these alternative proposals, we have
expressed a willingness to review them.

With regard to a Medicare formulary, AARP believes that on the one hand drug
formularies have been used very effectively for years by providers (hospitals and
HMOs, etc.) to keep their costs reasonable. These providers typically establish their
drug formularies through a committee made of physicians and pharmacists that
make educated decisions on what drugs to include and where therapeutic substi-
tution is appropriate. They also periodically update their formularies based on the
latest information regarding the effectiveness of comparable drug therapies.

On the other hand, formularies can harm patient care when a specific product,
which is not included in the formulary, is needed to treat a patient. Such problems
can be avoided if an appropriate procedure for physician overrides is established and
enforced, allowing the appropriate drug to be provided to the patient in a timely
manner.

If a formulary is included in a Medicare drug benefit proposal, AARP would have
take a close look at how it could affect patient care before we would take a position
on it.

Question. There are some manufacturers that are advocating that we use a "man-
aged care" approach to providing a Medicare drug benefit, for example, the Merck-
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Medco proposal. What do you think of this approach? What would the impact of
such an approach be on senior citizens?

Answer. We believe that the Medicare drug benefit structure proposed by the
President offers effective cost containment without impeding convenient access to
prescription drugs for Medicare beneficiaries. We are open to considering other
structures, but firmly believe that they must include effective cost containment
mechanisms that do not impede beneficiary access to needed medications or phar-
macy counseling.

Webelieve that all Medicare beneficiaries should be guaranteed access to needed
drug therapies. Therefore. we would not support proposals that means-test the bene-
fit or would only provide drug coverage to Medicare beneficiaries who enroll in
HMOs or other managed care plans and leave those who remain in Medicare fee-
for-service without drug coverage. We believe such proposals are inadequate and
would probably not be satisfactory to the older population.

Although we have not seen many of the details of the alternative "managed care"
proposals offered by manufacturers, we have expressed a willingness to review them
andbelieve a number of important questions need to be answered regarding such
proposals in order to determine their impact on senior citizens, including:

" How will beneficiary access to needed medications be protected, and what type
of appeals process will be incorporated? Will the appeals process include objec-
tive reviewers who do not have a financial interest in the beneficiary's plan?

" How will beneficiaries be protected against the various perverse incentives that
could influence a private firm that manages their pharmaceutical benefit and
is only concerned about the cost of the drug benefit and makes decisions based
solely on the prices of drugs?

" If the marketplace fails to control the cost of the drug benefit, who is respon-
sible for the additional costs? The beneficiary? The federal government? The
drug manufacturers or the plan?

* If a variety of private plans offer the drug benefit, how will they adjust for risk,
and how will beneficiaries know which plan is best for them?

Question. Some consumer and elderly groups don't think that the Advisory Coun-
cil on Breakthrough Drugs that is established under the President's plan goes far
enough to contain new drug costs. On the other hand, the manufacturers think it
goes too far. Can you tell us the purpose behind the Advisory Council and why you
think it will work to contain new drug costs?

Answer. We believe the Presidents proposal does include effective cost contain-
ment mechanisms. For Non-Medicare beneficiaries, the President's plan would rely
primarily on private sector competitive price negotiating mechanisms currently used
y many hospitals, HMOs and other large purchasers to contain prices. In addition,

formularies, generic substitution, and drug utilization review are mechanisms that
health plans could use to contain prescription drug costs. Given the success of these
various mechanisms for containing prescription drug costs, AARP believes that
health plans under the President's proposal would have a strong incentive to use
similar techniques to contain drug costs.

The President's proposal would also help health plans make informed decisions
on the potential role of "breakthrough" drugs (new drugs which represent a signifi-
cant advance over existing therapies and, therefore, have little or no competition)
through an "Advisory Council on Breakthrough Drugs." The Council would be re-
sponsible for:

(1) reviewing the launch prices of breakthrough drugs;
(2) reporting on the cost-effectiveness and therapeutic value of these new

products; and
(3) determining whether the price is reasonable based on such factors as the

price charged in other countries, Cost information supplied by the manufac-
turer, and projected sales volume.

Under the President's proposal, AARP believes that the activities of this council
are essential given that individual health plans would have difficulty evaluating the
appropriateness of prices for new drug therapies on their own.

Question. How does the AARP respond to the manufacturers' concerns that these
proposals will have a negative impact on new drug research and development?

Answer. Most manufacturers insist that every dollar in revenue reduced by policy-
makers' efforts to contain drug prices will come directly out of research and develop-
ment of important breakthrough medications. AARP believes that this is simply
false. Much more than legitimate research and development activities go into a
manufacturer's price of a drug; therefore, a drtig manufacturer has many choices as
to where it can be more efficient and cut costs.

In fact, according to a 1993 study by your Special Committee on Aging, only 16
percent of the manufacturer's price of a drug goes toward research and development
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compared to the 36 percent that goms toward profits, marketing, and advertising. In
addition, estimates based on a recent Office of Technology Assessment report indi-
cate that during the 1980s, pharrnuceutical companies on average earned 15 to 30
percent more profit each year than needed to attract adequate investment in capital.
Given this, AARP believes the industry could accept profits of a more reasonable
level and eliminate excessive prom(.tional activities without harming legitimate re-
search and development endeavors. Moreover, because research and development is
the lifeblood of the pharmaceutical industry, it is most likely the last area manufac-
turers would look to cut.

Question. It may be a few years before all Americans have drug insurance under
the health care reform plan. Until that time, millions of older Americans will still
be paying for the drugs out-of pocket. The manufacturers want to use "voluntary"
restraints to contain drug costs during this period of time. From a consumers point
of view, do you believe that these manufacturers' "voluntary" approaches are the
most effective ones to use?

An.swer. AARP is very concerned about the "voluntary" price restraint proposals
currently advocated by the pharmaceutical industry. The industry claims that its"voluntary" efforts are working, and backs its claim by citing the Producer Price
Index (PP1) for pharmaceuticals, which was 3.1 percent in 1993. According to a re-
cent report by your Special Committee on Aging, however, drug manufacturer price
inflation at the retail level-where most older Americans buy prescription medica-
tions--continued to increase much faster than general inflation in 1993. In fact, ac-
cording to the report, "forty of the top 200 drugs increased ir, price at the retail level
more than twice the rate of general inflation, which was 2.7 percent in 1993."

Clearly voluntary cost containment is entirely inadequate and merely perpetuates
cost-shifting from the inpatient market, where HMOs and hospitals negotiate deep
discounts from manufacturers, to the outpatient or retail market, where similar dis-
counts are not offered. AARP is pleased that the President's proposal includes provi-
sions which would reduce such cost-shifting, particularly to the retail sector of the
market.

AARP looks forward to working with you to ensure the passage of comprehensive
health care reform. If I can be of further assistance, please feel free to call me at
(202) 434-3701, or have you staff contact Dan Durham of our Federal Affairs De-
partment at (202) 434-3772.

RK.si-x)NsI.x ' JOHN RoTHF.r TO QUESTIONS FROM SENATOR HATCH

Question. In your statement, you note that research and development are the life-
blood of the pharmaceutical industry. As you may be aware:

" This year, for the second year in a row, the rate of increase in pharmaceutical
research and development has gone down;

" This year's increase in pharmaceutical R&D is expected to be 9.3%. Between
1980 and 1992, by contrast, R&D investment increased by an average of more
than 16% per year; and

" Six companies actually expect to invest less in real terms in R&D this year than
last.

What is this going to mean for America's elderly down the line? Won't less R&D
investment mean fewer breakthrough drugs, just when they're needed to meet the
needs of the older population explosion that will occur with the aging of the baby
boom generation?

Answer. We believe that the reduced rate of growth in R&D investment by the
pharmaceutical industry does not mean fewer breakthrough drugs, but it may mean
fewer "me-too" drugs which offer no real therapeutic advantage over other drugs on
the market. In fact, market forces have reduced the demand or "me-too" drugs. Ac-
cording to the Office of Technology Assessment (OTA), the willingness of the market
to pay high prices for prescription drugs during the 1980's sent signals to the phar-
maceutical industry that new products would be handsomely rewarded, "even when
a compound was a 'me-too' drug." The OTA cites a recent European study which
found that more than one-half of the new compounds introduced to the U.S. market
between 1975 and 1989 were judged to offer no therapeutic benefit over compounds
already on the market.

The recent growth in restrictive formularies used by hospitals and HMOs to lower
their drug costs, however, has caused intense price competition among "me-too"
drugs thereby reducing the industry's incentive to invest in R&D on "me-too" prod-
ucts. Moreover, the OTA notes that breakthrough drugs have been "immune" from
this price competition. Thus, the industry now has a much heater incentive to in-
vest in R&D on breakthrough products rather than "me-too" drugs.
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Question. A recent Price Waterhouse study found that for every dollar that the
cas flow of pharmaceutical manufacturers is reduced, R&D goes down by about 30
to 40 cents. Yet, some argue that the effect of the proposed new rebates and other
pricing policies in the President's proposal should not affect pharmaceutical R&D.
Do you agree, and if so, why?

Answer. Most manufacturers insist that every dollar in revenue reduced by policy-
makers' efforts to contain drug prices will come directly out of research and develop-
ment of important breakthrough medications. AARP believes that this is simply
false. Much more than legitimate research and development activities go into a
manufacturer's price of a drug; therefore, a drug manufacturer has many chOices as
to where it can be more efficient and cut costs. 0

In fact, according to a 1993 study by the Senate Special Committee on Aging, only
16 percent of the manufacturer's price of a drug goes toward research and develop-
ment compared to the 36 percent that goes toward profits, marketing, and advertis-
ing. In addition, estimates based on a recent Office of Technology Assessment report
in icate that during the 1980s, pharmaceutical companies on average earned 15 to
30 percent more profit each year than needed to attract adequate investment in cap-
ital. Given this, AARP believes the industry could accept profits of a more reason-
able level and eliminate excessive promotional activities without harming legitimate
research and development endeavors. Moreover, because research and evelopment
is the lifeblood of the pharmaceutical industry, it is most likely the last area manu-
facturers would look to cut.

question. Do you acknowledge that pharmaceutical prices are already moderating
without government intervention?

Answer. The pharmaceutical industry claims that its "voluntary" price restraint
efforts are working, and backs its claim by citing the Producer Price Index (PPI)
for pharmaceuticals, which was 3.1 percent in 1993. According to a recent report
by the Senate Special Committee on Aging, however, drug manufacturer price infla-
tion at the retail level-where most older Americans buy prescription medications-
continued to increase much faster than general inflation in 1993. In fact, according
to the report, "forty of the top 200 drugs increased in price at the retail level more
than twice the rate of general inflation, which was 2.7 percent in 1993."

Clearly voluntary cost containment is entirely inadequate for cash-paying consum-
ers and merely perpetuates cost-shifting from the inpatient market, where HMOs
and hospitals negotiate deep discounts from manufacturers, to the out atient or re-
tail market, where similar discounts are not offered. AARP is pleased ta the Presi-
dent's proposal includes provisions which would reduce such cost-shifting, particu-
larly to the retail sector of the market.

Question. In your statement, you noted that manufacturers' prices increased by
only 3.1% last year, but you expressed disapproval that these savings were not
passed on to consumers. Why is that? What role should manufacturers be expected
to have in the ricing policies of pharmacies? Were these savings passed on to con-
sumers in the rug benefit plan that AARP manages for its members?

Answer. As stated above, these "savings" were not passed on to cash-paying con-
sumers who must buy their medications at the retail level. In fact, costs were mere-
ly shifted from lIMO's and hospitals, who extract deep discounts from manufactur-
ers, to consumers who do not have the ability to demand from manufacturers.

The same is true of the Medigap policies that AARP offers to its members at
group rates through the Prudential. Under the Medigap reforms enacted in OBRA
90, three of the standardized Medigap policies include prescription drug coverage.
Under these polices, beneficiaries still buy their drugs at the pharmacy of their
choice and are reimbursed for 50 percent of their costs after they meet a $250 de-
ductible. Two of the plans ("If" and "I") have an annual benefit limit of $1,250, while
the third ("J") has a limit of $3,000. Since the beneficiaries of these plans pay cash
for their medications at the retail level, they have not benefitted from the deep dis-
counts manufacturers provide to the non-retail market.

AARP does offer a mail order pharmacy service to its members which can provide
significant savings on prescription drugs. The AARP Pharmacy Service, adminis-
tered by Retired Persons Services, Inc., is a non-profit mail service pharmacy that
buys prescription drugs (primarily generic drugs) in large volumes and passes on
the savings to AARP members-through lower prices. Since the Pharmacy Service
does not have the ability to establish a drug formulary, which hospitals and HMOs
use negotiate deep discounts from manufacturers, the discounts it receives from vol-
ume purchases are not nearly as great -s those provided to the inpatient market.

AARP strongly believes that any viable health care reform proposal must included
effective cost containment that reduces the extraordinary amount of cost-shifting
that occurs in the current system and makes health care affordable to all individ-
uals. In this regard, health care reform must include a mechanism that prevents
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prescription drug manufacturers from shifting costs onto consumers through charg-
ing higher prices to pharmacies. AARP believes the best way to accomplish this is
by including a universal drug benefit in health care reform that effectively contains
drug costs.

AARP believes the President's proposal employs a reasonable approach to pre-
scription drug cost containment while retaining adequate incentives for research
and development. However, other cost containment mechanisms may be effective as
well. For example, a few major pharmaceutical manufacturers are offering poten-
tially meaningful alternatives for providing drug coverage to Medicare beneficiaries
while controlling costs. At the same time, AARP believes that such cost containment
mechanisms must not impede convenient beneficiary access to needed medications
or pharmacy counseling.

PREPARMi) STATEMENT OF SETH A. RUDNICK

EXECUTIVE SUMMARY

The biotechnology and pharmaceutical industries are on the verge of significant
biomedical breakthroughs. To fulfill this promise we are prepared to accept the risks
inherent in our scientific research, the risks of FDA regulation, and the risks of the
marketplace. Our chances of improving human health care are jeopardized if we are
required to accept the risk of government regulation on our rate of return.The biotechnology and pharmaceutical industries strongly support many of the
consensus changes proposed in the various health care reform measures pending be-
fore you, including insurance reform ending the use of "preexisting condition"
clauses and requiredportability. In addition, we believe that because our products
are an essential, and cost effective, ingredient to our health care system, com-
prehensive drug benefits should be available to as many Americans as possible.I support the goal of assuring health care security for all Americans while assur-
ing quality of care. To accomplish this goal, comprehensive health care reform is
needed. Total health care costs have risen too fast. And too many people lack cov-
erage for necessary medical care, including prescription drugs. These problems must
be addressed.

I offer the Committee three specific recommended goals in fashioning a health
care reform bill. First, the Congress should firmly and unequivocally reject any form
of discriminatory price scrutiny of our products. The proposed advisory council on
breakthrough drugs has the net effect of discouraging innovation and investment in
medicines for serious unmet medical needs. The proposed "special rebate negotia-
tions" and "blacklisting authority" should be rejected as unwise and unnecessary.

Second, in fashioning any drug benefit the Congress should-to the maximum ex-
tent feasible-rely on private sector delivery mechanisms. As the Congressional Of-
rice of Technology Assessment recently pointed out-and as the managed care-domi-
nated market proves-this approach maximizes cost containment.' It also elimi-
nates the need for government to set or review prices or to impose arbitrary rebates
to the government.

Judith L. Wagner, Ph.D., Senior Associate of the Health Program at the Office
of Technology Assessment (OTA), testifying on November 16 before the Senate Spe-
cial Committee on Aging, concluded that growing market competition in the phar-
maceutical industry will continue to restrain drug price increases:

"Together, these developments have created a new market place in which em-
ployers and insurers have both strong incentives and the power to contain the

'The new market environment was succinctly described in these terms in the May 3, 1993
edition of Fortune magazine:

"No matter what happens in Washington market forces are already bringing the lower drug
prices that politicians and consumers seek. Two factors have converged to change the prognosisor the industry: The onset of managed care has altered demand, and a profusion of low-cost
alternatives to high-priced drugs has increased supply."

According to an April 1993 study by the Boston Consulting Group (BCG),
"Managed care grew explosively in the 1980s.... Managed care organizations use a number

of tools to reduce drug budgets, including formularies, drug utilization review, generic substi-
tution, arsaive discount negotiations, and demands for demonstration of the economic value
of the ucts. Their success, particularly in more active therapeutic areas where several com-
petitive compounds are available (e.g., H2 antagonists ACE inhibitors), has put intense pres-
sure on the pharmaceutical industry to delivery high value for low cost."

The generic share of the prescription drug market doubled from 15 percent to 30 percent dur-
in 1983-1989. This year, more than 60 percent of all new prescriptions in the U.S. ae expected
tobe filled by generics. Continued strong growth in the generic industry is anticipated as more
than 200 drugs with $22 billion in 1991 sates will come off patent during the 1990s.
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costs of prescription drugs by forcing drug companies to compete more vigor-
ously on the basis of price . ... Thus, over the next few years, growing price
competition can be expected to provide a strong moderating influence on the
rise in prescription drug expenditures."

Third, the Federal government should improve its existing ability to collect
and disseminate information about outcomes research and practice guidelines.
I am not advocating a new regulatory hurdle. I do support a new emphasis and
application of increased resources to the process of assessing the value of var-
ious forms of medical intervention. I am confident that fair assessments of the
products of the biotechnology and innovative, research-based pharmaceutical in-
dustry will establish their value and justify their use by providers of health
care.

Just as medicines have conquered diseases of the past, including tuberculosis
polio, syphilis and diphtheria, the industry's new therapies will succeed in combat-
ting the diseases of the present-if the incentives for pharmaceutical innovation are
preserved. Pharmaceutical breakthroughs, including those from biotechnology, pro-
vide the best hope that new cures and treatments will be developed. The rise of bio-
technology follows earlier scientific advances that also led to better understanding
of disease and ultimately more effective medicines. Pharmaceutical innovation has
followed a pattern in the treatment of disease--from relief of symptoms, to control
of disease mechanisms and finally to cure or prevention. Products now in the pipe-
line could provide more cures and better controls for many of today's most intracta-
ble and costly diseases.

For example, the industry has almost 300 medicines in human clinical trials or
awaiting approval at the Food and Drug Administration for just eight diseases that
afflict older Americans. These eight diseases alone-osteoporosis, diabetes, stroke,
depression, arthritis, Alzheimer's, cancer and cardiovascular disease-cost the Unit-
ed States more than $430 billion a year, as shown in the attached chart. A cure
for just one of these diseases would produce enormous benefits by improving patient
health and cutting health care costs.

PRICE REGUIATIk)N OF DRUGS WOULD SLOW INNOVATION

Price regulation of pharmaceuticals would be particularly harmful. Studies show
that price regulation of pharmaceuticals stifles innovation-which harms patients
and increases overall health care costs. The U.S. International Trade Commission,
in a 1991 study of the pharmaceutical industry, stated:

"The enactment of cost-containment programs, price controls, or both, on a-
national level often results in decreased levels of R&D spending in that these
programs reduce revenues that can be reinvested in R&D programs. Several
countries that have implemented such programs have seen their pharmaceutical
industries weaken or shift their research efforts outside their borders."

Regulation of drug prices would be especially harmful because it would bias re-
search towards low-risk, low-benefit new products. Heinz Redwood, an industry ana-
lyst, wrote in a recent study:

"Price regulation causes drug industry decisionmakers to shorten their time
horizons and to reduce the scientific risk inherent in their research projects.
The search for relatively quick, predictable results safeguards a satisfactory, if
uninspiring, financial performance. In the long run, such policies produce an in-
dustrial formula that seeks to imitate rather than innovate."

An editorial in the April 2, 1993 edition of the journal Science summed up the
impact of drug price regulation in this way: "The major casualties of excessive price
pressure on drugs would be the small biotechnology companies, the rate of develop-
ment of new drugs to relieve human suffering, and global leadership of the United
States in creating new pharmaceuticals." (emphasis added)

CONCLUSION

In conclusion, I believe three principles--coverage, competition and cures-are
fully consistent with the six goals specified by President Clinton for his health care
reform plan. I firmly believe we can contribute significantly in helping to meet these
worthy goals. I look forward to working with this Committee in your efforts to
achieve health care reform in a way that will accommodate our major concerns.

BACKGROUND

I am the Chairman of the Board and CEO of CytoTherapeutics, a biotechnology
company based in Providence, Rhode Island.
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CytoTherapeutics (CTI) is a development stage biotechnology firm located in Prov-
idence, Rhode Island. The company was fr:t.ded in 1989, went public in 1992 and
currently has 95 employees.

CTI was created as a result of research originally conducted at Brown University
and Washington University in St. Louis, Missouri. Our basic enabling technology fo-
cuses on cell therapy or the use of transplanted living cells to provide sustained de-
livery of therapeutic proteins and neurotransmitters to treat chronic diseases.

The company's primary Research and Development focus is in the treatment of
chronic pain, Parkinson's disease, ALS, Huntington's disease and Alzheimer's.

I am testifying today solely on behalf of CytoTherapeutics. But, CTI does not exist
in a business or marketplace vacuum. We are part of the biotechnology industry and
aspire to become a fully integrated pharmaceutical firm. By way of background let
me outline some information about the biotechnology industry. Ido so, not because
of a sense of superiority over the traditional pharmaceutical firms--from which I
came-but rather to highlight some of the differences:

" First, biotechnology firms tend to be small. Of the 800 biotech firms in human
health care only 4 make a profit, a-,;K virtually all of them have fewer than 60
employees.

" Second, the funding sources for much of their research comes from the capital
market rather than the sales of existing products.

" Third, the young biotech industry does not have the history of international
price differences orprice increases above the rate of inflation.

This is not a claim of moral sup-riority, rather a statement of fact that discloses
that because our products are more recently approved-and that the market has
changed during the last 7 years--that our products have been priced more like the
recent products of the traditional pharmaceutical industry, than the older products
of that sector of the industry.

" By definition, orientation and market focus biotechnology products are predomi-
nantly "breakthrough" drugs. Thus, the biotechnology industry will suffer more
from a breakthrough drug committee and we can bear this risk less well because
of our greater dependence on outside capital.

" In the long term, the type of product made by the biotech and large pharma-
ceutical sector of the industry will be similar, and over time, their structure and
financing will become more similar. Thus there is no practical or logical reason
to make a statutory difference between the two groups. Rather, the more valid
distinctions have to do with whether Congress wants to create incentives or dis-
incentives for the development of innovative, breakthrough products.

I am pleased to have the opportunity to appear before this Committee today to
discuss the Medicare prescription drug benefit in the Administration's health care
reform proposal. Before I turn to the specifics of health care reform and the drug
benefit, however, I would like to provide the Committee with some background on
the biopharmaceutical industry. Through its rapid growth it has helped to create the
beginning of a therapeutic revolution.

BACKGROUND) ON BIOPHARMACEUTICAL INDUSTRY

Let me begin by mentioning some of the milestones in the genetic revolution. In
1961, a technique for recombining genes was patented, setting the stage for the de-
velopment of the industrial biotechnology industry in the United States. In 1975,
the first biotechnology company, Genentech, was founded in South San Francisco
and, in the same year, the first cancer-causing gene was identified. With that, in-
dustry scientists began a series of remarkable discoveries of the underlying causes
of, and treatments for, some of the most costly and debilitating diseases threatening
the health of Americans.

There are currently 23 biotechnology therapeutics and vaccines approved for sale
by the Food and Drug Administration (FDA). The first of these was approved in
1985 and the latest was approved in February of this year. The biotech products
currently on the market treat a wide range of diseases: AIDS, diabetes, dwarfism,
hepatitis, heart attacks, anemia, leukemia, renal cancer, organ transplant rejection,
cystic fibrosis, multiple sclerosis, and Kaposi's sarcoma. Drugs and vaccines now
being developed by emerging biotechnology companies will treat such intractable
diseases as cancer, arthritis, Alzheimer's, heart disease, osteoporosis, and genetic
disorders.

The risks for companies like mine which are developing these kinds of
biopharmaceutical products on the way to the market are enormous. Only an esti-
mated five of 4000 compounds screened in preclinical testing will make it to the
human testing phase, and only one of those five tested in people is approved for
sale.
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I am proud to tell you that in spite of these risks the U.S. biotechnology industry
dominates international markets, due in large part to the convergence of outstand-
ing basic science and sophisticated capital markets. Without scientific break-
throughs combined with patient investment from venture capitalists, public inves-
tors and others this industry would never have developed. But the long odds against
a product making it past the scientific risks and through the regulator process
have made it difficult for executives in the biotechnology industry to convince inves-
tors that their company one worth gambling on. This set of obstacles make an in-
vestment in the industry truly a high risk venture. It is important to demonstrate
to investors that potential rewards are commensurate with the risks.

COST OF DEVELOPING A DRUG

The Office of Technology Assessment found that the average cost per new chemi-
cal entity (NCE) is $359 million 2 . This survey did not cover the cost of developing
a biotechnology drug, but analyses done by our industry suggest that the product
developments costs in our industry are similar. We know for instance that Genzyme
and Amgen, two BIO member companies, raised $328 and $264 million, respectively,
in equity before they brought their first products to market. In addition, Genentech
has spent $1.6 billion on R&D and has four basic products on the market.

Biotechnology companies are the most research intensive industry in this country,
spending on average $60,000 per employee in research. Recent surveys have shown
that the biotechnology industry spends more on research and development, based on
R&D as a percentage of revenues and on a per employee basis, than any other in-
dustry. Our research is expensive for one simple reason: to accelerate our products
into patient care we are advancing basic and applied science at the same time.

Financing this level of research and development is my biggest challenge and it
is one which I share uniformly with my colleagues in the industry. Very few biotech
firms are profitable or can fund their activities from sales of existing products, and
we have found that most banks will not lend money to a biotech firm. Our industry
is therefore dependent to an extraordinary degree on the equity capital markets to
fund research and development.

Biotechnology companies were able to raise a total of $2.8 billion in the capital
markets in 1993, compared with $2.5 billion in 1992. However, if you look closer
at these figures, you will understand why only segments of the market were open
and that the cost of capital increased. A significant portion of the money that was
raised last year was in the form of private placements. My firm participated in such
an offer. Taken together, venture capital firms, institutions and even individuals
came up with a full 40 percent of all monies flowing to biotech in 1993.3

Venture capital and private placements are usually seed money that allow compa-
nies to begin their research. When a venture capitalist invests in a company, he or
she betting millions of dollars on the promise of the science of biotechnology. But
as a company gets closer to commercialization of a product, it requires hundreds of
millions of dollars-substantially beyond the range of the most generous of the in-
creasingly scarce venture capital funds-to fund the large-scale animal and human
clinical studies, regulatory requirements, and manufacturing commitments it needs
to complete in order to bring a product to the market.

Companies at this more advanced stage turn to the public -markets to raise funds
from shares traded on the NASDAQ, NYSE or AMEX stock exchanges. But unlike
venture capitalists, public investors are investing based on their belief that an indi-
vidual company will be profitable.

Public financing was especially difficult for biotechnology companies in 1993, be-
cause the industry was viewed by investors as threatened by price controls, as dem-
onstrated by the fact that the American Stock Exchange Biotechnology Index lost
32.6 percent last year. These difficulties are further illuminated by comparing this
year's figures for total public offerings and initial public offerings (IPOs) to last
year s. The size of the average public offerinin 1993 was down to $23 million from
$28.2 million in 1992. IPOs were down to $22 million in 1993, compared witi $26
million in 1992. 4 Several public biotech companies were forced to do Private Invest-
ment in Public Equity (PIPE) financings, deals in which public companies sell stock
toprivate investors at a discount to their current stock price.

This Committee is aware, markets are cyclical and financing windows open and
shut. While thern are a variety of factors that contributed to the present difficult

2 U.S. Congress, Office of Technology Assessment, Pharmaceutical R&D: Costs, Risks and Re-
wards, OTA-H-522 (Washington, DC-: U.S. Government Printing Office, February 1993).

3Van Brunt, Jennifer, "1993 Tops Out at $2.9 Billion-and It's Still Coming," BioWorld Finan-
cial Watch, 1 (January 10, 1994).4 Feinstein Partners Incorporated, January 19, 1994.
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financial circumstances in which the biotechnology industry finds itself, experts as-
sert that mezzanine investors were scared by the pharmaceutical cost containment
provisions in the Administration's health care plan.

Our investors are sophisticated enough to understand and, in the past, able to ac-
commodate the not insignificant risks inherent in our industry: the scientific risk
involved in the development of genuine breakthrough products; the financial risks
of having to attract capital sufficient to fund extensive research; and the regulatory
risks faced in the process of FDA approval. But they feared that some widely dis-
cussed points of health care reform would present a final and insurmountable risk
that would mean that they would not recoup their investment in companies that
were close to bringing products to market.

The biotech industry is in a critical stage of development and research. Two hun-
dred and seventy biotech therapeutics and cures are now in human clinical trials,
the advanced stage in the FDA review process. According to the accounting firm of
Ernst and Young, two thousand potential therapies and cures are in earlier develop-
ment stages.f' Now is the time when the biotech industry needs increasing amounts
of capital to bring these products to market where they can improve. our quality of
life. The failure to fund a significant portion of these products will harm human life
and decrease price competition; the exact opposite of the goals we all share.

But according to a recent report by Dr. Robert Goldberg of the Gordon Public Pol-
icy Center at Brandeis University, fully 75 percent of biotechnology companies have
2 or less years of capital left. Ernst & Young reports that biotech companies are
raising capital now at 25 percent of their "burn" rate, the rate at which capital is
being expended. There are approximately 1,300 U.S. biotechnology companies, which
means that a staggering 975 companies will need to go to the financial market in
the next two years or face going out of business, merging or selling rights to a larger
firm.

HEALTH CARE REFORM

I would now like to turn to the issue of health care reform, and to my specific
concerns about the Administration's proposal.

I recognize the need for health care reform in this country, and appreciate the
challenge facing the Congress and this Committee of trying to fashion effective legis-
lation that is responsive to this complex problem. We in the biotechnology industry
believe that our companies can play a constructive role in a reformed health care
system, by lowering health care costs through the development of effective treat-
ments and cures for the currently untreatable diseases which cost America billions
of dollars each year.

The medicines we produce are innovative, breakthrough technologies which lower
costs and improve our quality of life. I believe that these kinds of products can and
should be a critical element of any cost containment strategy. As we are all well
aware, alternatives to drug therapy, such a hospitalization and surgery, can be vast-
ly more expensive.

I will just note for- the Committee that if you cold eliminate all the costs-not
just profits, but all costs for breakthrough drugs, you would be able to impact only
3% of the 7% of the total health care budget that these drugs represent. Three per-
cent of 7% is 0.2%, a few billion dollars. If you eliminated only the profit attrib-
utable to breakthrough drugs, the savings would be a fraction of that amount.

But the effectiveness of biotech medicines is high. GM.CSF, a treatment for low
blood counts, Hodgkin's disease, has an annual cost of $6,700. However, use of this
treatment for a patient with Hodgkin's disease results in a net savings of $16,000
'when compared with other treatments.6 Interferon Alfa-2B--a product I was re-
sponsible for in an earlier part of my career-a treatment for hairy cell leukemia,
has a cost of $3,364. However, if this treatment is used instead of other existing
therapies, the net savings to the health care system are $9,019.7 Neutropenia, a bio-
technology medicine which treats cancer patients who develop low white blood cell

6 Ernst & Young, lIiotech 94 Long Term Value Short Term Hurdles, Eighth Annual Report on
the Biotech Industr. 28-31 (1993).

6 Gulati, S.C. and Bennett, C.L.: "Granulocyte-macrophage colony-stimulating factor (GM-CSF)
as adjunct therapy in relapsed Hodgkin's disease." Annals of Internal Medicine, Vol 116, No 3
(1992 February 1): 177-182.7 Ozer, FT. et al.,'Cost-Benefit Analysis of Interferon Alfa-Ab in Treatment of Hairy Cell Leu-
kemia." Journal of the National Cancer Institute, Vol 81, No 8 (1989 April 19): 594-602.
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counts and fevers as a result of chemotherapy, costs $2,300 per cycle. However,
since Neutropenia reduces hospitalization, its use can save $8,470.8

I support the goals for health care reform, but I have not supported or opposed
any specific health care reform legislation. I have chosen instead to focus on the key
issues that affect our sector of the health care industry. Before I turn to the issue
of the Medicare drug benefit, let me briefly outline my position on the key issues
that have been raised in the pending proposals.

Innovation: I believe that preserving innovation must be one of the first prin-
ciples of health care reform. We do not have enough therapies and cures for diseases
like cancer, AIDS, Alzheimer's, cysticfibrosis, multiple sclerosis, and a host of other
deadly and costly diseases, and we must encourage continuing research on these
therapies and cures. While I appreciate the pressing need to insure that health care
reform provides both universal coverage and cost containment, I also believe that
our public policymakers must also insure that health care reform will continue to
provide the powerful incentives for innovation which have helped this country de-
velop some of the best and most effective medical treatments, procedures and cures
in the world.

Universal Coverage: I support the development of a reform proposal that will
provide for universal coverage, because we recognize that, without it, we will con-
tinue to see cost shifting from those who do not provide, to those who do provide,
health insurance coverage. Universal coverage will also allow us to expand prevent-
ative heath care, which will go a long way toward lowering overall health care costs.
A country that provides K-12 education cannot fail to provide health care for all.

Market Based Competition and Cost Containment: I support market based
competition to contain health care costs. I am confident that the unique and innova-
tive biotech medicines being developed will be found to be both effective and cost
effective by payers, doctors and patients. Our companies are ready to compete in
the current health care marketplace and to compete in a marketplace where buying
groups are empowered to operate even more efficiently powerful.

Prescription Drug Benefit: I support inclusion of a drug benefit as a part of
a standard benefit package, and the provision of a prescription drug benefit for Med-
icare beneficiaries. Without a drug benefit, we will continue to find that some Amer-
icans, both elderly and non-elderly, will be unable to afford the medicines that will
improve their quality of life and thus cause continued cost shifting between medi-
cines and other medical costs.

Medicare Drug Benefit: I have some serious concerns about the prescription
drug benefit outlined in the Administration's health care reform proposal. As this
Committee knows, the President's plan provides for prescription drug coverage for
Medicare beneficiaries but new drugs will not automatically be reimbursed by the
program. They will be covered only if a rebate can be negotiated with the Secretary
of HHS. The base rebate amount will be 17 percent of the average manufacturer's
retail price.

Manufacturers of new products already marketed in one or more of the specified
countries, at prices significantly lower than the average manufacturer retail price,
must negotiate a special rebate. Manufacturers of new drugs not marketed in any
other specified foreign country for which the Secretary believes the average manu-
facturer's retail price may be excessive must also negotiate a special rebate. The bill
sets out a series of factors that the Secretary must consider in determining whether
the price is excessive and in negotiating rebates. If the Secretary is unable to nego-
tiate an acceptable rebate, the Secretary may exclude the drum from coverage.

I believe that this Committee should delete the authority provided to the Sec-
retary to exclude "excessively priced" new drugs from Medicare reimbursement. This
proposal will have a mar gna/impact on health care costs: As I noted earlier, only
seven percent of the health care dollar is spent on drugs, and breakthrough drugs--
the products targeted by this proposal-account for only three percent of that seven
percent. That means that these mechanisms are aimed at 1/500th of one percent of
health care spending.

While they offer little potential for savings, this mechanism presents a great
threat to continued investment in the high-risk, innovative research conducted by
the biotechnology industry, which will lead to products that improve health care
outcomes and lower health care costs for all Americans, including the elderly cov-
ered under the Medicare program. Increasing risk to investors must increase re-
turns investors expect.

8 Glaspy, J. et al., "The Economic Impact of Recombinant Granulocyte Colony-Stimulating Fac-
tor." Health Systems-The Challenge of Change. Proceedings of the 5th International Con-
ference of Systems Science in Health Care. Editors: Chytil, M.K et al. Omni Publishers. Prague.
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Less research means fewer cures-for diseases like AIDS, cancer, cystic fibrosis,
and especially for diseases affecting the elderly, like Alzheimer's and osteoporosis.
Less research means fewer effective therapies which can reduce overall costs for the
health care system.

In addition, excluding drugs from the Medicare system, from an elderly patient's
perspective, substitutes a bureaucratic judgment for a medical one and targets this
population for what will be in effect second class medicine. The industry's goal is
to improve the lives of our aging population. Retaining the exclusionary authority
will have a deleterious impact on the research and development of drugs for the
Medicare population. Fear of potential exclusion in the future-which, in the case
of drug development, can require predictions of circumstances more than a decade
away-will cause companies to scrutinize the development of drugs for the elderly
especially carefully.

Decisions which are presently made on the basis of scientific data and results will
be skewed, since the exclusionary language provides a significant disincentive for
the development of new drugs which may attract the attention of the Secretary
under this provision. For example, a company may chose to focus scarce R&D re-
sources on a drug for the treatment of rheumatoid arthritis-which has a mixed pa-
tient population of all ages-rather than on a treatment for Alzheimer's disease,
which will be used solely by an elderly patient population. Because of the possibility
that future pricing of the Alzheimer's product may be unacceptable to a future HHS
Secretary, the risk that the company will not be able to sell the drug to the Medi-
care market could make development less likely.

CONCLUSION

Mr. Chairman, we appreciate the opportunity to appear before your Committee
today to discuss these important issues. The biotechnology industry knows that it
will create breakthrough medicines that are effective and cost effective. That is our
business, our inspiration, and our contribution to reducing the cost of health care
in America. I look forward to working with you in a constructive manner to develop
health care reform legislation that will respond compassionately and well to the
needs of all Americans, today and in the future.

Thank you. I am happy to answer any questions you may have.
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For just eight uncured diseases, the
cost to society amounts to an estimated
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PREPARED STATEMENT OF CHARLES A. SANDERS .

Mr. Chairman, I am Charles A. Sanders, M.D., chairman of Glaxo Inc., the second
largest research-based pharmaceutical company in the United States. Glaxo Inc. is
a subsidiary of British-based Glaxo Holdings p.l.c., with U.S. headnuarters, includ-
ing a 1.5-million-square-foot research and development center, in Research TrianglePark, N.C. Glaxo employs approximately 6,500 people in the U.S.

Like all health care companies, Glaxo has a keen interest in the ultimate shape
of health care reform. We are interested because it obviously will affect our busi-
ness, but more importantly, we are interested because it will affect our iaission We
exist to discover and develop innovative medicines to treat unmet medical needs, an
effort to which Glaxo will devote $1.4 billion worldwide this fiscal year.

Because we are convinced that the products resulting from such research efforts
will play an even more important role in high-quality, cost-effective health care in
the future, we firmly support the inclusion of prescription drug coverage in any
standard benefits package that may emerge from current reform discussions. It's es-
pecially important that this coverage be extended to those covered by Medicare, who
consume a disproportionate share of all medical services, including pharmaceuticals.

Today I will explain how our mission to discover new medicines is consistent with
the health care needs of this country, and in fact serves as the foundation for solu-
tions to many of the problems that continue to vex our current health care system.
I also will discuss how we might achieve the goals of health care reform in a man-
ner that preserves the vital role of biomedical innovation finally, I will point out
some concerns with aspects of the Administration's refoy,. plan that might diminish
innovation in the medical sciences and, along with it, the hopes of thousands of peo-
ple suffering from diseases, like Alzheimer's, osteoporosis and cancer, that are inad-
equately treated now.

As a participant in and observer of t1-e health care system for more than 35 years,
I have gained a broad-based perspective on both the problems facing our health care
system and on some of the potential pitfalls we may encounter as we seek to reform
it As 1 practicing cardiologist, and later as a professor of medicine at Harvard Uni-
versity, general director of Massachusetts General Hospital and new chairman of a
major pharmaceutical company, I am convinced that health care in this country is
second to none. However, I am also convinced that reforms are needed.

It is plainly not acceptable to allow 35 to 40 million uninsured Americans to live
an ambulance ride away from financial ruin. It is plainly not acceptable to ration
health care based on an individual's ability to pay. But it is also not acceptable to
compromise the quality of the health care services we have come to depend on and
can look forward to in the future.

It is clear that we must contain costs, expand access and preserve and improve
quality, and I commend the efforts of President Clinton and Members of Congress
who have offered various proposals to address these important issues.

As we grapple with them, however, it is also not acceptable to overlook the vital
role of biomedical innovation in providing solutions. Whatever direction we take, we
must recognize and encourage innovation, because innovation impacts every point
of the cost-access-quality triangle.

As pharmaceutical companies make strides in unlocking the secrets of disease and
in designing more effective medicines, innovation will enhance quality. As these new
medicines keep more people out of the doctor's office, out of surgery and out of the
hospital, innovation will help contain costs. As technological advances improve effi-
ciencies in health care delivery, innovation will help expand access.

Recent history provides us with abundant examples, but I would like to mention
one that originates close to home in North Carolina.

At the Duke University bone marrow transplantation program, the use of a new
therapy has had a dramatic impact on the lives of many cancer sufferers. Use of
this new therapy has also turned what was a high-mortality, inpatient procedure
into a highly successful procedure performed largely on an outpatient basis.

The Duke program has performed autologous bone marrow transplants on more
than 860 patients. Under the earlier approach to bone marrow transplant, patients
were required to spend weeks in isolation units while their bone marrow engrafted
and began producing new blood cells. The cost per patient was about $140,000 in
1990 and rising.

Today, largely because of a product of biotechnology that stimulates the growth
of bone marrow a compound called granulocyte colony stimulating factor, or GCSF-
most patients are able t be hospitalized for only 4-5 days, and the per-patient cost
has dropped by $76,000. Even more important improved drug therapies are contrib-
uting to decreasing mortality rates, which in the program's first decade ranged from
21 to 25 percent in the first 100 days of treatment, compared to about 2 to 3 percent
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now. The value of biomedical innovation in this area was summarized by no less
an authority than Dr. William P. Peters, director of the Duke Bone Marrow Trans-
plant Program, who has cited his experience as "an example of where a new tech-
nology not only improved outcomes but decreased costs."

This case is a dramatic example of the payoff of biomedical innovation. But it is
not unusual. It joins a host of other achievements demonstrating the same effect:
cardiovascular drugs that allow patients to avoid $40,000 coronary bypass surgery;
psychotropic drugs that reduce schizophrenia patients' need for institutionalization
and other treatment, saving costs of $25,000 per patient per year; ulcer drugs that
have made expensive and uncomfortable gastric surgery largely a thing of the past;
new treatments that have drastically reduced the cost of care and increased the rate
of survival of premature infants with respiratory distress syndrome.

My purpose here is not simply to provide a laundry list of solutions to health care
problems made possible by pharmaceutical industry innovation, although the effects
of the innovations are clear. Rather it is to point out that these innovations were
not coincidence. They were the direct result of significant investments undertaken
with innovation as the goal, with the clear expectation of reward should innovations
result.

It is not coincidental that of the 97 new drugs marketed worldwide in the 15
years ending in 1989, 47 originated in the U.S. It is not coincidental that a 1992
General Accounting Office report examining global competitiveness of 11 major U S.
industries cited the pharmaceutical industry as the only one that had maintained
its leadership position throughout the 1980s. It is not coincidental that industry an-
alyst Heinz Redwood concluded that "the American pharmaceutical industry has a
clear and outstanding lead in developing major, medically innovative, globally com-
petitive and therapeutically accepted new drugs" and that there exists "an indis-
putable link between pricing freedom and successful innovative research and devel-
opment in the pharmaceutical industry."

While the U.S. has earned a leadership role in pharmaceutical innovation, it is
clear that productive research also occurs in companies based in countries with
some sort of government mandated price restraint It is also clear, however, that to
sustain the increasingly expensive investments necessary for continued discoveries,
the major players in the international pharmaceutical industry must have vigorous
U.S. operations. My own company is an example.

Glaxo's worldwide headquarters is in the U.K. Since entering the U.S. market,
however, Glaxo's R&D investments worldwide have increased more than 2800 per-
cent, supporting the research and development of innovative products like Zofran
(ondansetron hydrochloride), our anti-nausea drug used in cancer chemotherapy,
and Imitrex® (sumtriptan succinate), used to relieve the severe pain of migraine
headache. Indeed, in fiscal 1993, our R&D expenditures exceeded the total revenues
realized in the U.K. by more than $375 million.

In addition, our R&1) investments have allowed Glaxo to build and equip a 1.5
million-square-foot research center in North Carolina, part of a capital investment
over the last 10 years of more than $1 billion in the U.S. alone. Our number of em-
ployees in the U.S. has grown to approximately 6,500, as I mentioned before. And
we are one of the largest taxpayers in North Carolina.

They also have allowed us to establish a significant presence on university cam-
puses. The R&D investments of Glaxo and other pharmaceutical companies fund the
vast majority of pharmaceutical clinical research performed at leading academic re-
search centers and teaching hospitals.

Such investments make prescription pharmaceuticals part of the solution to the
health care issues we face today in this country. They have achieved that status be-
cause we operate in a free market that rewards the high-risk enterprise of pharma-
ceutical discovery and development. So if we accept, first, that this country's com-
petitive markethas allowed the U.S. industry to become the world's leader in the
discovery of innovative medicines, and, second, that we must achieve the cost-con-
tainment, access and quality goals of health care reform, the question becomes how
to reconcile these sometimes competing agendas.

Mr. Chairman, we have a model for comprehensive reform that will allow us to
reach all of our shared goals. It is the concept of market-based managed competition
advocated by the Jackson Hole Group, in which I have been an active partici pant
That concept has been embodied in legislation sponsored by Senator Breaux, Sen-
ator Durenberger and others. The strength of this approach is that it relies on the
marketplace and builds on many of the changes that are already occurring to widen
access and further contain costs. Importantly, because market forces would not be
substantially impeded, it also would preserve the incentives for innovation that will
be the key to overall cost savings in the future.



113

These market forces have led to the lowest prescription drug price increases in
twenty years. In addition, many new products in established therapeutic categories
are being introduced at prices well below the category's market leader. Unfortu-
nately, these forces have also led to over 30,000 job losses in the U.S. industry, rep-
resenting a work force reduction of more than 10 percent In addition, they have
slowed the rate of growth in private R&D investments, with the 1993 increase in
R&D budgets the smallest in 16 years.

Enactment of health care reform legislation based on the principles of market-
based managed competition may lead to further significant adjustments in the way
the pharmaceutical industry approaches its discovery, development and business
practices. We recognize, however, that under meaningful reform all players in the

health care industry must accommodate change. So while the changes would be
challenging they are reasonable if we are to reach our health care reform goals.

Indeed, the changes already taking place in the U.S. health care industries are
evidence that the marketplace is far ahead of the rest of us in this area. They are
proof that health care reform is already taking place, especially in the pharma-
ceutical industry. It is now the challenge of society in general and Congress in par-
ticular to arrive at a plan that will build on these incremental changes in a positive
way to further the cost-access-quality goals of reform.

If we are successful in that effort, we will maintain the incentives for innovation
that are so essential for continued biomedical advances. The pharmaceutical indus-
try's ability to deliver those advances is far less certain, however, under some of the
provisions of the Administration's version of managed competition. While the pro-
posal's incorporation of the terminology and some of the structures of managed com-
petition is encouraging, its reliance on regulation is concerning. Especially concern-
ing are the price controls, both implicit and explicit, that would fundamentally
change the economic equation in health care delivery. They also would change fun-
damentally the nature of the industry's decisions about what sort of research and
development to pursue.

It is a sad fact that many of industry's research projects never make it out of the
lab, yet consume enormous resources before enough is known to decide whether to
proceed or abort. With such failures an unfortunate part of life in biomedical re-
search, the ability to realize fair returns on successes is crucial. In a health care
system in which a pharmaceutical company's ability to realize returns is less cer-
tain, the industry simply will not be able to continue its current approach to invest-
ments in innovation. One telling indication of this is the slowdown in the rate of
growth of the industry's R&D budgets, which I mentioned earlier.

Contributing to the uncertainties are the enormous powers given to various offices
and entities in government Among the most concerning is the authority given to the
National Health Board to establish and enforce global budgets through control of
premium rates.

Such budget caps would inevitably lead to a cost-focused line-item approach to
medical decision-making, forcing tradeoffs of costs vs. quality.

An example of the effect is the 30-year-old patient with high cholesterol, but who
is vigorous and otherwise healthy. A formulary committee operating under a global
budget may argue that it can't justify coverage of lipid-lowering medications. Such
coverage would only add to this year's expenditures, with no discernible improve-
ment at year's end in the patient's health. The patient still suffers from high choles-
terol; he still must take the medication Unexamined are the questions of how the
lack of coverage today will affect this patient in 10 years. Will coronary bypass sur-
gery be required? How much greater will his health care costs be over his lifetime?

As a developer of innovative drugs, we recognize that formularies will remainpart
of the health care landscape for some time to come. However, the interests of pa-
tients, physicians, budget. directors and pharmaceutical companies all would be
served by formularies that consider not just acquisition costs, but also overall eco-
nomic and quality-of-life outcomes. Artificial budget caps force a distortion in health
care decisions that may well lead to higher costs over time.

Similar concerns are presented by the proposed Advisory Committee on Break-
through Drugs. This is a panel that would be empowered to examine the launch
prices of new drugs that represent significant advances over existing therapies. It
would determine the "reasonableness" of the price by studying, among other things,
projected prescription volume, manufacturing costs and research expenditures.

There are tremendous difficulties with this approach, a fact recognized by Judith
Wagner, senior associate in the health program of the Office of Technology Assess-
ment, in her comments last November to the Senate Special Committee on Aging.
"Unfortunately it is extremely difficult, perhaps impossible, to know what the 'nght'
price for a breakthrough drug is," Ms. Wagner said. "Every criterion for evaluating
the entry price of a new drug is problematic. For example, even at high prices, some
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breakthrough drugs may save overall health care costs by reducing the need for
other expensive care." At the same time, she recognized that "many breakthrough
drugs will offer major improvements in mortality or morbidity but at a net increase
in health care costs even when the price is at the minimal level required to assure
its availability on the market."

Putting aside these difficulties, putting aside the terrible precedent of a committee
of this sort rummaging through a company's books, the power exercised by this so-
called advisory committee would be extraordinary. While it would not have direct
price-setting powers, it would be putting a government imprimatur on a specific
pricing level. By emphasizing costs exclusively, it would discourage the health plans
and individual physicians from considering the benefits of a new medicine objec-
tively and arriving at their own independent opinions of its value.

Perceptions of value are at the heart of another troubling aspect of the Adminis-
tration's proposal, the provision that gives the Health and Human Services (HHS)
Secretary power to blacklist a drug for the Medicare population. If the Secretary
deems a new drug "inappropriately priced," he or she may exclude it from Medicare
coverage, or negotiate an extra discount in addition to the one that would be man-
dated for all pharmaceuticals.

While Glaxo recogn;-es the importance of providing prescription drug coverage for
the elderly, this provision conceivably could discourage research into pharmaceutical
treatments for diseases affecting that portion of the population. These diseases-
Alzheimer's, for example-are among the most puzzling to understand, and there-
fore are among the most costly to explore in terms of drug discovery and develop-
ment They also are among the most expensive in terms of costs to society. If, how-
ever, a drug company knows that after its huge investments of time and resources,
the resulting compound may not be available to the very people for whom it was
designed, it would have to consider carefully whether it wants to invest the time
and money to begin with. Indeed, it may be the case that the entire market for some
compounds lies within the Medicare population, making the negotiation with HHS
not a true negotiation at all because of the unilateral leverage the Secretary would
bring to the table.

But putting aside the problematic effects of such blacklisting power, the method
by which the HHS Secretary would determine the "reasonableness" of prices is sig-
nificantly flawed-a flaw also found in the powers of the Advisory Committee on
Breugh Drugs. In addition to the criteria I already mentioned, "reasonableness"
would be determined in part by comparing the U.S. price of a drug with prices in
other countries. When even academics and others with vast experience in inter-
national economics cannot agree on a fair method of comparison, allowing the HHS
Secretary to control a substantial part of the market based on such a comparison
is particularly unwise. The U.S. introduction of the tablet form of our innovative
anti-nausea drug, Zofran®, illustrates part of the problem.

In December 1990, Glaxo launched 30-count bottles of Zofran tablets in the U.K.
at a price that was equivalent at the time to $315. We introduced the same product
in the U.S. in March 1993 at a price of $262, 17 percent below the U.K. launch
price. Even though the price in the U.K. had not changed in the 27 months since
its launch, the U.K. price equivalent at the time of the U.S. introduction was only
$240. This demonstrates the effect of varying exchange rates, only one of the dif-
ficulties with international price comparisons. Due to exchange rate fluctuations
alone, at various points in time the U.S. product at launch was either significantly
less expensive than the U.K. product, or about 10 percent more expensive.

Like the power to blacklist, the proposed Medicare rebate scheme adds an element
to the R&D decisionmaking process that may tilt the balance further toward con-
servatism. The rebate seems to be predicated on the idea that companies will see
a windfall of revenue from the increased use of pharmaceuticals in the Medicare
population. Based on Glaxo's analysis, however, the induced demand will be far
lower than that estimated by the Administration, largely because Medicare recipi-
ents as a group are already using pharmaceuticals. The Administration proposal
would simply change the method of parent Support for this view comes from an Oc-
tober 1993 comment from the securities analyst firm of Bear Steams, which said
that much of the induced demand from pharmaceutical insurance coverage for the
Medicare population would be offset by pharmacy management proams, resulting
in net revenue increases to the entire industry of $1 billion to $2 billion.

In addition, it is possible that the revenue realized by increased demand will be
further offset by the rebate, resulting in a net negative financial impact. Indeed,
independent securities analysts have already recognized this. A September 1993 re-
port from Lehman Brothers, for example, asserts that "a 15% discount off this seg-
ment of drug sales Ithe proposed rebate amount has since increased to 17%] would
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completely negate the volume gains generated in the initial years, and in the out
years, the pricing discounts would outweigh any volume gains.

Ag ain, if a company must subject the revenues it receives from medicines devel-
ope for diseases of the elderly to a minimum 17 percent tax-a tax that could apply
to more than 40 percent of its business--that company would have to ask itself
whether it makes financial sense to invest the hundreds of millions of dollars and
staff hours such a project requires.

Another troubling aspect of the administration bill is the very complex provision
that prohibits discounting to hospitals, HMOs, and other entities that have leverage
in the marketplace because of their ability to expand or contract market share. This
provision is totally inconsistent with the Administration's stated desire to stimulate
competitive market forces.

Price competition is central to any market-based effort to restrain health care
costs. The ability of a health care plan to offer higher quality health care within
a fixed premium will depend in part on the plan's ability to negotiate with product
suppliers as well as service providers. Mandating that discounts negotiated in one
sector of the market be applied in other sectors of the market would act as a dis-
incentive for manufacturers to provide such discounts. At a time when market forces
are moderating health care costs, such a mandate would be a step backward, par-
ticularly in light of the Federal Trade Commission's finding that the pharmaceutil
industry's practice of offering different prices to different classes of trade is conr.-t-
ent with the U.S. anti-trust law.

Such a market dislocation would add to the conclusion created by the provisions
I described earlier, perhaps further dampening the industry's willingness to support
long-term investments in innovation. Nevertheless, this does not mean the research-
based pharmaceutical industry would end its research. Research is what we do. It
defines us. Iris central to our mission.

At the same time, we would not be blind to the environment in which we do our
research. We would not be blind to the marketplace forces and economic realities
that would determine our success and stability as a company. The ultimate effect,
then, may well be a bias away from long-term, high-risk projects to shorter-term,
lower-risk projects. The probable result would be a stream of new products that may
not advance the pharmaceutical sciences significantly. They will be products rep-
resenting incremental improvements and refinements in medicines in familiar
therapeutic categories.

This is not to diminish the value of incremental gains, which are an important
way science progresses. It is only to point out that in a highly regulated environ-
ment, the big stretch in R&D would be the exception rather than the rule. Only
with incentives that reward high-risk ventures can pharmaceutical companies Jus-
tify the sort of revolutionary research that may lead to wholesale changes in the
way a disease is treated, for example, the search for a medicine that works at the
genetic level to eradicate a disease as opposed to a palliative treatment that targets
the symptoms of the disease.

My company, Glaxo, may provide a glimpse of how these forces would be trans-
lated into realities. Earlier, Ispoke of one of our newer products, Zofran, our anti-
nausea drug, which has quickly become a standard therapy in oncology wards across
the country.

Zofran is the result of basic research into the role of the neurotransmitter sero-
tonin that Glaxo began in 1972. It was not until 1990, when Zofran was introduced
into the market, that we were able to realize a return on our investment in research
and development that spanned approximately 20 years. It is easy to forget the inter-
nal debates that occurred when the effort encountered seemingly insurmountable
obstacles and the soul-searching discussions on whether to continue its funding.
Given the significant difference the medicine is making in patients' lives, it seems
almost unimaginable that anything could have sidetracked it. Yet we have to ask
ourselves, if the project were beginning in an environment dominated by regulation
and cost containment, would we pursue it? Fortunately I don't have to answer that
question. Yet the fact remains, many similar questions are around the corner.

Some of those questions will be basic ones involving the industry's R&D choices.
Last year, Glaxo announced a five-year $15 million international research collabora-
tion to find better treatments for tuberculosis. This initiative was launched because
the company realized that although modern medicines and vacc'nes have done much
to control the disease, TB has re-merged as a major health riSK in this new effort,
called "Action TB," Glaxo scientists are working with scientists from three academic
institutions in an attempt to develop vaccines to prevent infection and identify novel
targets for new antibiotics to combat resistant strains of TB.

Mr Chairman, I don't have to tell you about the magnitude of the problems posed
by the resurgence of TB. New York City is one of the areas hardest hit by this dis-
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ease. In fact, New York City accounts for approximately 15 percent of the national
caseload and 61 percent of the cases that are resistant to drugs. In the last three
years, the city has spent more than $70 million, tripled the staff at the Bureau of
Tuberculosis Control to 600 woikers, and implemented the most rigorous quarantine
program in modem history to attempt to get the disease under control. These mas-
sive efforts appear to be taking an effect, as the 1993 reported cases declined 15
percent from the previous year; nevertheless, in 1993 there were 3,235 new cases
reported in New York City alone.

Lack of compliance with proper drug therapy combined with the increasing inci-
dence of AIDS infection has led to this deadly resurgence of TB. According to some
authorities, approximately 15 percent of the cases are resistant to at least two of
the best TB drugs on the market Patients infected with those have a substantial
risk of dying, estimated at approximately 50 percent Consequently, it is essential
that we continue to search for new vaccines and treatments in addition to increasing
our efforts to ensure full compliance with available drug therapy.

In deciding whether to initiate the "Action TB" venture, Glaxo had a choice:
Should we invest in a therapeutic area in which well-fined drug regimens already
exist? Should we be satisfied with existing therapy, or should we attempt to take
the therapy to the next level? We chose to go forward, but our answer might have
been different in an environment dominated by regulation and cost containment.

In another collaboration, Glaxo is investigating some exciting, promising yet fu-
turistic work in anti-sense research, which involves blocking the genetic messages
that actually cause disease. This research has a potential to one day prevent herpes,
cancer, the common cold, and even AIDS. This is an area of science that has won-
drous potential, yet it will be years-some say as many as 15 years or more-before
we know whether we can successfully translate antisense research into medicines.

Again, our choice was clear: Do we embark on what is clearly a long-term, high-
risk project? Or do we play it safe, investing in discovery efforts in which the re-
search pathway and the possible product are more well-defined? While we are firmly
committed to our anti-sense project, an environment in which our potential for re-
turn is limited would make these questions fair more difficult.

Such an environment would force yet other perhaps more fundamental choices as
well. If the exigencies of a regulated marketplace and the realities of business cause
investments in innovation to slow or shrink, which project gets the funding? Would
it be the one offering hope to cancer patients whose vomiting is so severe that many
choose to forego the chemotherapy treatments that may save their lives? Or would
it be the one holding the potential to wipe out tuberculosis worldwide? Or would
it be the one that might save thousands of lives otherwise lost to AIDS? Or would
it be the one that might save billions of dollars of lost productivity costs associated
with the common cold?

If society is to continue to realize the. benefits of innovation, free market forces
must be allowed to work. Market-based managed competition provides an excellent
framework for reform, and may well be the solution we all are looking for. However,
in a highly regulated setting such as the one proposed in the Administration's plan,
we may see short-term cost-containment, but some very significant long-term costs.

What will those costs be? If the pharmaceutical industry must become more con-
servative in its R&D decision-making, what will be the costs to the thousands suf-
fering from arthritis and osteoporosis? What will be the costs for thousands more
Alzheimer's sufferers, diabetics and heart disease victims?

As a physician, a former hospital administrator and pharmaceutical company
chairman, I'm convinced the costs of curtailing pharmaceutical research-both in
economic and human terms-would be tremendous. But how do we as an industry
or we as a society quantify that cost? How do we count expenses associated with
a medicine that might have been discovered, but wasn't?

We obviously cannot look into the future and find the answers. We can say with
certainty, however, that we must not enact health care reforms that diminish the
promise of continued biomedical innovation For it is innovation that holds the key
to lower medical costs, improved health, and better and longer lives for us all.

RESPONSES OF CHARIS A. SANDERS TO QUESTIONS FROM SENATOR PRYOR

Question. The pharmaceutical manufacturers appear to be opposed to any efforts
to contain costs in the Medicare prop-am. They are opposed to the Medicare rebate.
They are opposed to the Secretary s authority to negotiate new drug prices. Yet
manufacturers negotiate rebates with other purchasers: hospitals, HMOs, and give
discounts to Medicaid, VA, DOD and Public Health Service clinics.

* Do you support any mechanism to contain the costs of drugs for Medicare?
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* Do you think it is fair to focus Medicare cost containment on the beneficiaries
and pharmacists only?

* Would you support the use of a Medicare drug formulary instead of the rebate
mechanism that has been proposed?

Answer. The research-based pharmaceutical industry supports the goal of assur-
ing healthcare security for all Americans. To accomplish this goal, healthcare reform
is needed. Total healthcare costs are rising too fast. And too many people lack cov-
erage for necessary medical care, including prescription drugs. These problems must
be addressed.

The industry supports strengthening consumer choice among competing private
plans rather than mandating a single-Government payer. The industry supports
continuous coverage regardless of illness. The industry supports greater emphasis
on prevention and medical outcomes. The industry supports strong safeguards to en-
sure quality care.

In addition, the industry believes that market competition can and must be relied
on to control costs, without Federal government price regulation or other unneces-
sary and anticompetitive Government intrusion in the market.

Finally, the industry believes that the discovery of new cures must be encouraged
as the best way to maintain and improve the quality of care for patients and to con-
tain healthcare costs, now and for future generations.

Question. Do you know of any pharmaceutical manufacturers who offer the same
discounts and rebates for volume purchase that manufacturers offer to hospitals and
HMOs? Does PMA support the President's proposal that manufacturers must offer
discounts and rebates to all pharmaceutical buyers on equal terms and conditions?

Answer. For antitrust reasons, the Pharmaceutical Research and Manufacturers
of America (PhRMA) does not become involved in the pricing practices of its member
companies and has no knowledge of any such practices.

In addition, PhRMA strongly opposes the President's proposal that manufacturers
must offer discounts and rebates to all pharmaceutical buyers on equal terms and
conditions as anti-competitive, anti-consumer and antithetical to the integrity of the
country's antitrust laws.

Question. The PMA has a new ad indicating that drug companies are not increas-
ing their spending on R&D as fast as they were. If I remember correctly, the ad
combines the years of 1980 through 1992, and estimates pharmaceutical R&D at 16
percent for those years. For 1993 and 1994 the ad cites figures of 10.2 and 9.3 per-
cent respectively. Now these figures are growth figures, measured against the pre-
vious year's investment. A recent Fortune magazine article found that the drug in-
dustry was, once again, one of the most profitable industries in the United States
by all indicators. If profits are going up, and R&D spending is going down, what
are the drug manufacturers doin with their revenue? Where is the money going?

Answer. While the rate of growth of the industry's investment in research and de-
velopment is slowing, the industry continues to invest more money each year in dis-
covering and developing new medicines. It is incorrect to state that R&D spending
is declining.

From 1980 through 1992, the industry's average annual increase in R&D invest-
ment was more than 16 percent. In 1993, that rate dropped to 10.2 percent. This
year, it is anticipated that the rate will be 9.3 percent-the smallest increase since
1972.

In addition, PhRMA's survey shows that 20 major member companies are project-
ing a decline in their R&D growth in 1994 when compared to 1993. When research
and development spending is adjusted for inflation using the NIH Biomedical Re-
search and Development Price Index, six of those companies actually expect to in-
vest less in real terms in R&D this year than they did last year.

Nevertheless, the industry will invest $13.8 billion in research and development
in 1994, up from $12.6 billion in 1993 and $3.5 billion more than the National Insti-
tutes of Health will spend on all biomedical research. The industry's R&D invest-
ment this year represents a higher percentage of sales-18.8 percent-than last
year's rate of 18.3 percent. The industry's rate is more than four times the average
rate for all U.S. industries engaged in R&D.

Question. It seems that the Advisory Council on Breakthrough Drugs serves as
a reasonable compromise between those individuals that believe that drug prices
should be controlled and those that believe that there should be no restraint on drug
prices. The Advisory Council can only make findings-it has no regulatory author-
ity--and can only make a finding when a product is priced excessively. PMA opposes
this Council. Manufacturers have opposed this body on the grounds that its estab-
lishment will discourage R&D, and will result in less investment and innovation.
Yet, even with the specter of health reform hanging over the manufacturers' heads,
a December lead headline in BIOWORLD Financial Watch declares "1993 tops 1992
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for Biotech Investments," and a September 1993 article in Pharmaceutical Daily
states "Analysts Don't See Near Term Drug R&D Reductions Despite Risks." We
have also been told that (as has been shown in some European nations) that there
are many more factors that go into decisions about R&D investment than whether
or not some price control mechanism exists in a country.

Answer. What does the drug industry recommend we do to ensure that Americans
don't pay excessive prices for their new drugs?

Answer. The pharmaceutical industry fundamentally believes that the market
place is the best judge of what value a particular medication provides and hence
what its price should be-not some arbitrary finding by a government board. There
is ample evidence that over the last several years-spurred by the growth of man-
aged care programs and increased generic and name-brand competition-direct price
competition in the industry has increased dramatically. This has had a real impact
on prescription drug prices at all levels, as can be evidenced by a decline in both
the CPI and PPI for prescription drugs.

As reported in a January 18 article in The Wall Street Journal, these market
trends have put a squeeze on pharmaceutical company profits to the point that "the
pharmaceutical industry is expected to post the slimmest quarterly profit gain in
more than a decade. Securities analysts predicted fourth-quarter earnings will rise
on average 3% to 6% as compared to 15% to 20% increases generated by major drug
makers from the mid-1980s through 1992." Companies have respondedby attempt-
ing to streamline their operations, in manufacturing and marketing, as well as in
MD. The result has been that 14 leading companies have announced job cuts of
more than 30,000 employees in just the past 14 months. And, according to a recent
PMA survey of member companies, the growth in expected MD spending this year
will be the slowest in over 20 years.

The bottom line is that the market is working to moderate prescription drug
prices. A Breakthrough Drug Committee which only focused on the price of a new
drug and not the overall value to the healthcare system would not only cause distor-
tions in the market, but could also negatively impact MD investment in innovative
new medicines.

RESPONSES OF CHARLES A. SANDERS TO QUESTIONS FROM SENATOR DOLE

Question. The President's bill makes a clear distinction between breakthrough
drugs and all other forms of medical intervention-new surgical techniques, new
medical devices, generic drugs, etc. Do you see any reason why price controls should
apply to these so-called breakthrough drugs, but not to advances in other areas of
medicine?

Answer. We would question the advisability of the government imposing arbitrary
price controls on any sector of the health care system. Certainly this is true with
regard to the pharmaceutical sector. Over the past few years it has become increas-
ingly clear that government intervention is not needed and that market competition
has already significantly moderated the inflation rate for prescription drugs. Every
indication is that these trends represent structural changes in the market which are
likely to intensify in the future.

There are tremendous difficulties with the approach taken by the Clinton bill
which would establish an Advisory Council on Breakthrough Drugs. As stated by
Dr. Judith Wagner of the Office of Technology Assessment before the Senate Special
Committee on Aging last November,"it is extremely difficult, perhaps impossible,
to know what the 'right' price for a breakthrough drug is. Every criterion for evalu-
ating the entry price of a new drug is problematic. For example, even at high prices
some breakthrough drugs may save overall health care costs by reducing the need
for other expensive care." And while the Advisory Council might not have direct
price-setting powers, it nevertheless would put a government imprimatur on a spe-
cific pricing level. By focusing exclusively on price, the Council's findings would
serve to discourage health plans and individual physicians from considering the ben-
efits of a new medicine objectively and arriving at their own independent opinions
of its value.

Question. I understand that it takes between 10 and 12 years to complete the re-
search needed to bring a new compound to market. On average, how much of that
time is attributed to the FDA approval process?

But you usually file for a patent on the compound as soon as it is discovered. Do
you have any suggestions about steps we can take to try to speed up that process
and, in doing so, extend the patent life of new drugs, without sacrificing safety
standards?

Answer. If one looks at the total time that FDA has possession of the New Drug
Application, the answer would be an average of 2.5 to 3 years. This figure can be
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misleading, however, since there may be times when additional studies and/or clini-
cal trials may be asked for by the agency. This could extend the period of study by
the company-without the application actually being in the possession of the FDA.

Some steps have already been taken to try ad shorten the time of development,
such as meeting with the company to help design protocols, etc. very early in the
process, thus avoiding some unnecessary work and aiding to streamline the process.
The primary way, however, to truly speed up the process would be to provide the
FDA with increased finding and adequate manpower devoted to conducting drug re-
views. This would go a long way in helping the FDA to carry out its mission to ap-
prove new medicines as quickly as possible for the benefit of those patients in need.

Question. Let's say that price controls are enacted this Congress. And let's say
that four years from now, for example, we discover that it was a big mistake-R&D
has slowed dramatically, we've lost our internationally competitive edge, people
have lost jobs.

In your estimation, how long would it take the industry to recover from such a
measure?
- Answer. While it is impossible to predict how long it would take or even whether
the industry would recover from such a scenario, the situation in Canada offers
some interesting insights. Canada recently began to reverse its policy of promoting
artificially low drug prices at the expense of pharmaceutical R&D. This reversal has
mainly been pursued through the restoration of patent protection similar to that
found in the U.S. and in Western Europe.

As a result, pharmaceutical companies have significantly increased their level of
R&D spending in Canada, yet, many influential researchers believe that it will take
at least several more years to achieve a reasonable level of pharmaceutical innova-
tion. As Dennis Gagnon, Ph.D., vice rector of research at Leval University in Quebec
noted, "Our biggest problem is that we are weak in basic research." Gagnon also
indicated that Canada lost many of its world-class researchers during the interven-
ing years and that it will take to rebuild the infrastructure.

Biomedical and pharmaceutical research and development is a long-range, high-
risk enterprise. The negative impact of policies like the imposition of arbitrary price
controls can be felt for decades.

RESIvONSES OF CHAR,FS A. SANDERS TO QUESTIONS FROM SENATOR HATCH

Question. We have been told that a rebate to the government for pharmaceuticals
used in a covered Medicare population is justified because of the windfall profits
that this coverage would afford the industry. How do you answer this claim?

Answer. According to two different studies done by Lewin-VHI and the Policy Re-
search Group, the Administration's bill would result in a substantial net loss of rev-
enue for research-based pharmaceutical companies-even after accounting for any
potential increase in pharmaceutical sales due to expanded coverage. These studies
indicate that, under the proposed Medicare prescription drug benefit, the average
pharmaceutical company would end up losing an estimated 6.7 to 11.2 percent of
its revenues due to mandatory Medicare rebates, increased use of generic drugs and
an increase in managed health care.

Question. In your written testimony you mention a program at Duke University
which is illustrative of what advances in medicine can do to save patients from suf-
fering and at the same time save time and money. Would you briefly describe that
case?

Answer. At the Duke University bone marrow transplantation program, the use
of a new therapy has had a dramatic impact on the lives of many cancer sufferers.
Use of this new therapy has also turned what was a high-mortality, inpatient proce-
dure into a highly successful procedure performed largely on an outpatient basis.

The Duke program has performed autologous bone marrow transplants on more
than 850 patients. Under the earlier approach to bone marrow transplants, patients
were required to spend weeks in isolation units while their bone marrow engrafted
and began producing new blood cells. The cost per patient was about $140,000 in
1990 and rising.

Today, largely because of a product of biotechnology that stimulates the growth
of bone marrow-a compound called granulocyte colony stimulating factor, or
GCSF-most patients are able to be hospitalized for only 4-6 days, and the per-pa-
tient cost has dropped by $75,000. More importantly, the new procedure has de-
creased the mortality rate dramatically. Dr. William Peters, director of the Duke
Bone Marrow Transplant Program, has cited this as "an example of where a new
technology not only improved outcomes but decreased costs."
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Question. When we discuss pharmaceutical research can you describe what we are
really talking about? Would you a with me that it takes about $359 million and
12 years to bring a drug to market?

A nwer. The pharmaceutical research and development process is an exceedingly
complex and risky one where the chances of success are quite remote. In fact, it has
been that only 1 in 5,000 compounds ever developed actually succeed in making it
to the market place. And even for those which do succeed, only about one in three
ever recoup the cost of their development. In a recent study by Joseph DiMasi of
Tufts University, the average time from drug discovery to the drug becoming avail-
able to the patient is 12 years. The average times by stage are:

l. Preclinical laboratory and animal studies ........................................... 3.6 years
II. Phase I clinical studies (safety) ............................................................ 1 year
Iil. Phase II clinical studies (effi cacy) ........................................................ 2 years
IV. Phase III clinical studies (large scale) .................................................. 3 years
V . FD A review ............................................................................................. 2.6 years

Last year, the Office of Technology Assessment calculated that the fully capital-
ized cost of pharmaceutical R&D per successful New Chemical Entity (NCE), taking
into account both direct and opportunity costs, averaged approximately $359 mil-
lion.

Question. We hear constantly about the pharmaceutical industry price increases
during the 1980's. Have these increases moderated and, if so, what factors do you
credit with change?

Answer. Competition is working in today's pharmaceutical market. Radical
changes have occurred and are continuing to intensify, with the result being mod-
erate growth in prices for both existing and new drugs. This new environment was
described well in the May 3, 1993 edition of Fortune magazine:

"No matter what happens in Washington, market forces are already bringing the
lower drug prices that politicians and consumers see. Two factors have converged
to change the prognosis for the industry: The onset of managed care has altered de-
mand, and a profusion of low-cost alternatives to high-priced drugs has increased
su pply." I~- -

In addition to market forces, 18 PMA comp'niesj--representing about two-thirds
of the U.S. market for prescription drugs, individually and voluntarily have pledged
to keep their average price increases at or below the general inflation rate.

PREPARED STATEMENT OF STEPHEN W. SCHONDELMEYER

Thank you, Mr. Chairman and members of the Senate Finance Committee for this
opportunity to provide input into your deliberations regarding pharmaceutical cov-
erage and cost management issues. I am Stephen W. Schondelmeyer, Professor of
Pharmaceutical Economics at the University of Minnesota where I also serve as Di-
rector of the PRIME Institute. The Institute focuses on pharmaceutical research in-
volving management and economics. These remarks are my own views based upon
observations of the pharmaceutical marketplace over the past twenty years, during
which I have studied the economic behaviors and pricing policies of the pharma-
ceutical industry and have developed a broad understanding of the dynamics of the
pharmaceutical marketplace. In particular, I have also examined the structure and
financing of both private and public pharmaceutical benefit programs.

This Committee will be one of the principal Senate committees which drafts major
components of the health care reform package that will eventually emerge from
Congress. There are several major prescription drug issues which the Committee
should address as part of health care reform. I want to address four issues, which
are specifically mentioned in the Health Security Act, and which should be incor-
porated into any other package that emerges to reform health care in the United
States:

(1) the need for a pharmaceutical benefit for the elderly;
(2) issues related to the pricing of new, breakthrough pharmaceutical prod-

ucts;
(3) rebate and discount practices of pharmaceutical manufacturers and their

impact in the marketplace;
(4) the impact of cost management on research activities and profitability of

the pharmaceutical industries.
The Need for a Pharmaceutical Benefit for the Elderly

Pharmaceuticals are one of the most cost-effective forms of medical therapy that
are available today. For many individuals, however, necessary pharmaceuticals are
inaccessible because of the lack of public and private pharmaceutical insurance coy-
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erage. This is particularly true among our nation's elderly. The elderly have the
greatest need for prescription medications, yet they are the least likely to have pre-
scription insurance coverage. A majority of thc. elderly have to pay out-of-pocket for
their prescriptions at the highest price drug companies charge in the market. The
drug companies argue that the community pharmacy market is charged higher
prices because it is not price-sensitive. However, I find it difficult to describe the
nation's elderly as not being price sensitive. As any practicing pharmacist can tell
you, the elderly frequently call for prescription price quotes, they complain about
the cost of their medication- and many do not purchase or use their medication
properly because they can not &fford it.

This Committee knows all too well that the Medicare program does not cover the
cost of outpatient prescription medications. As a result, recent surveys and studies
indicate that older Americans, many of whom live on limited incomes, are unable
to afford all the medications that they need. Persons age 65 and over account for
12 percent of the population, but they consume 34 percent of all outpatient prescrip-
tions. Many of these prescriptions are for medications that have to be taken on a
chronic basis for conditions such as diabetes, arthritis, and high blood pressure. The
cost of many chronic medications can range from $500 per year to more than $2,000
per year. An elderly person with one chronic disease who has to spend $1,200 per
ear on prescriptions would be spending 7% of the median income ($16,975) for

heads of households age 65 and older on prescriptions alone. If an elderly person
has two chronic conditions, the drug bill could consume 10% to 15% of the modest,
median fixed income. Because of the heavy burden that prescription costs place on
many elderly, it is not uncommon for practicing pharmacists to have patients who
do not fill their prescriptions or who ask for only one-half of the prescription to be
filled.

The President's Health Security Act proposes that a Medicare outpatient prescrip-
tion drug program be established for Medicare beneficiaries. After meeting an an-
nual $250 deductible, the beneficiary would pay 20 percent of the cost of the pre-
scription, and the Medicare program would pay 80 percent. A maximum annual pre-
scription expenditure of $1,000 is set as the out-of-pocket expenditure cap. In con-
trast to the outpatient prescription drug program in the Medicare Catastrophic Cov-
erage Act of 1988, which provided benefit to only 17 percent of the Medicare bene-
ficiaries during any given year, this proposed benefit would cover about 58 percent
of beneficiaries each year. In addition, the President's plan contains specific provi-
sions to assure that the program expenditures remain reasonable for Medicare bene-
ficiaries and for federal taxpayers. Specific cost-management provisions in the Act
apply to Medicare beneficiaries, pharmacists and pharmacies, and pharmaceutical
manufacturers.

The cost management provisions affecting the pharmaceutical industry will un-
doubtedly be one of the more controversial issues addressed by this Committee.
While coverage of prescription drugs for the elderly under Medicare is critical to the
health of the nation's elderly, and such coverage should be provided by Congress,
it would be unwise for Congress to provide this coverage without providing some
tools for the Medicare program to act as a prudent buyer in the marketplace. To
assure prescription drug coverage under Medicare without providing cost manage-
ment tools would be like telling the defense industry to spendwhatever they wanted
on developing new weapons and defense systems and at the same time guaranteeing
that the defense department would purchase an endless quantity of these new sys-
tems without concern for the cost or total expenditure obligation. No reasonable
Congressman, either hawk or dove, would adopt such an approach to the important
defense industry.

In the past, federal health care programs, including Medicaid, and private insur-
ance programs that cover prescription drugs, have contained program expenditures
by mechanisms such as increasing beneficiary cost sharing through copayments and
deductibles, and by reducing reimbursement to pharmacy providers. For example,
during the 1980's, the state Medicaid programs, with encouragement from the fed-
eral government, sharply curtailed pharmacy reimbursement in an attempt to con-
trol runaway Medicaid drug program expenditures. That effort was largely unsuc-
cessful primarily because the cost of drug products, and not pharmacy reimburse-
ment, was the primary factor causing rapidly-increasing Medicaid drug program ex-
penditures. Up until recently, it was rare for third party prescription drug pro-
grams, like Medicaid, to attempt to control their total drug expenditures by focusing
on the drug product cost at the manufacturer's level. Since the manufacturer drug
product cost constitutes about 70 percent of total prescription drug program expend-
itures, it seems absurd to expect to manage such expenditures without targeting
some effort at the manufacturer's price. Over the past few years, private health care
plans have become more aggressive at controlling their overall drug program costs
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by focusing on the drug product component. Volume purchasing, discounts, and ne-
gotiated rebates are some of the mechanisms that these programs are using to con-
trol expenditures for the drug product component.

The cost management tools in the Health Security Act are similar to those used
in the private sector for managing the expenditures of prescription drug programs.
A drug manufacturer rebate-of 17% is required at a minimum. This level of discount
is less than many private managed care programs currently receive even though
there is no private managed care program that would come close to paying for the
volume of prescriptions that wouldbe paid for by the Medicare drug program. An-
other provision would allow the Secretary to negotiate with manufacturers to estab-
lish the amount of reimbursement for new drugs that will be covered under the
Medicare program. Such new drugs would be covered under the program unless the
Secretary and the manufacturer fail to come to agreement on a reasonableprice for
the new drug. If no agreement is reached, then the new drug may be excluded from
Medicare coverage or subjected to "prior authorization."

These cost management provisions mimic almost exactly the mechanisms used by
private managed care programs to manage their prescription drug expenditures. If
the 17 percent rebates under Medicare threaten manufacturers' R&D expenditures,
why is it that the industry advocates a managed care approach which would sup-
posedly result in equal or greater discounts? Why wouldn t these managed care dis-
counts have an equal or greater effect on R&D expenditures?

Some manufacturers have referred to the Medicare rebate as a "tax." In reality
most manufacturers provide rebates and discounts to a variety of pharmaceutical
purchasers-managed care plans, hospitals, HMOs nursing home providers and
others. The government is merely acting as a prudent buyer in the marketplace
using the same tools as private buyers in a competitive market. These behaviors
when used by the government to manage costs in what would be the world's largest
prescription drug program are no more a tax than they are when these much small-
er private plans use them. These provisions can more accurately be described as ag-
gressive behavior of a large drug program to manage the level of expenditures for-
prescription drugs whose coverage is guaranteed by the program. Nothing in the
Health Security Act would prevent a drug manufacturer from setting the price they
chose and charging that price directly to a private pay patient who wants to pay that
price, whether or not the drug is covered under Medicare.

Congress would be wise to give the federal government and its Medicare program
the same cost management tools as those used by the competitive marketplace
which we so jealously guard in the United States. This responsibility is especially
important because the government will become the largest payer for prescription
drugs in the world. Currently, federal and state governments provide reimburse-
ment for more than $6 billion in outpatient prescription drugs through the Medicaid
program. The expenditures for prescription drugs in inpatient settings under Medi-
care and Medicaid are hidden in the cost of hospitalizations and czm range from 5%
to 16% of total hospital costs. In addition, nearly $2 billion is spent each year for
drugs procured by the Department of Veterans Affairs (DVA) and the Department
of Defense (DOD). Other government coverage of prescription drugs is found in the
health plans of federal and state employees. If a Medicare prescription benefit is
passed by Congress, the government may be purchasing 30% to 45% of all prescrip-
tion drugs used in the United States when expenditures from all government pro-
grams are combined.

Up until 1990, the only federal health care programs that received price conces-
sions or discounts from pharmaceutical manufacturers were the DVA and the DOD.
Certain Public Health Service clinics and hospitals were able to negotiate some dis-
counts, but not all were able to do so. For many years, state Medicaid programs,
often the largest payers of drugs in their states, attempted to negotiate price dis-
counts with pharmaceutical manufacturers. While many generic drug rmanufactur-
ers did provide price discounts to the state Medicaid programs, most if not all of
the brand name manufacturers refused to negotiate. These facts are well docu-
mented in the hearings that Senator Pryor held in the U.S. Senate Special Commit-
tee on Aging in 1989.

As a result of the refusal of manufacturers to negotiate with most state Medicaid
programs, Congress enacted the Medicaid Pharmaceutical Rebate Program as part
of the Omnibus Budget Reconciliation Act (OBRA) of 1990. This legislation requires
manufacturers to provide rebates to state Medicaid programs as a condition of cov-
erage of their products under Medicaid. To date, this program appears to have
worked well. State governments and the federal Medicaid program have saved bil-
lions of dollars in drug costs since 1990. To assure that other federal health care
programs also receive fair pharmaceutical prices, Congress enacted the Veterans
Health Care Act of 1992. This legislation assured that VA, DOD, most PHS-funded
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clinics, and Disproportionate Share Hospitals (DSH) also received price discounts
from drug manufacturers.

When enacting a much needed drug benefit for the nation's elderly, a pharma-
ceutical cost management program for the Medicare drug program appears to be a
logical extension of the actions that Congress has taken over the past four years
with regard to expenditures for pharmaceutical products under other government
health care programs. Without cost management tools the Medicare program would
be writing a 'blank check' to the pharmaceutical industry. This does not seem to be
a prudent way for the world's largest prescription drug program to spend Medicare
beneficiaries' premiums or taxpayers' money. The absence of cost management pro-
visions would mean that Medicare beneficiary premiums, or the federal treasury's
contribution, or both would be continually increasing with little recourse for control.

Another issue relating to Medicare cost management which I would like to discuss
is the proposed program's review of new drug prices. It has been argued by the
pharmaceutical industry that the proposed Medicare drug benefit in the Health Se-
curity Act establishes a Secretary s "blacklist" for new drugs. If the Secretary and
the manufacturer cannot agree on a price for a new drug, the Secretary has the au-
thority to prior authorize, or even not cover, the new drug or biological. While ex-
cluding a drug from coverage may seem to be an extreme action to most individuals,
this is exactly the procedure used by many managed care and pharmacy benefit pro-
grams and by hospitals when determining whether or not they want to cover new
drug products as a means to manage drug expenditures. Many new drugs are not
covered initially by private health care programs, and some are never covered. Pri-
vate managed care plans often have 6 month or one year waiting periods before de-
ermining whether or not to cover drugs newly approved by FDA. Even those drugs

that are significant breakthroughs are often used only under certain protocols or
procedures because of safety, effectiveness, and cost issues. Enabling Medicare to
use the same tools as private pharmacy benefit plans would be consistent with using
marketplace methods to deliver cost-effective health care.

Without such Secretarial authority or leverage over new drug prices, a drug man-
ufacturer would essentially have a 'blank check' to charge the federal government
whatever price it wanted for a new drug. The government is quite experienced at
purchasing or procurement procedures, and it would seem imprudent for the federal
government to pay any manufacturer or distributor whatever price they wanted for
their products. The federal government negotiates for and purchases all sorts of
products each year from pencils to highly technical defense systems to complex
health insurance for its employees. The government should use its experience and
its buying clout and its substantial volume of crug purchases to pay reasonable
prices for prescription drugs. The determination of these prices should take into ac-
count the costs of research and development, but the price cannot be left to the'market' to price since by definition new drugs will be government-granted, patent-
protected monopolies at the time of introduction to the market.

Manufacturers argue that such provisions will discourage investment in new
drugs to treat conditions affecting older Americans since the manufacturer will not
know whether the drug will ultimately be covered by Medicare. It is my impression
that the Secretary would be pre-disposed to covering all new drugs that provide a
significant breakthrough because these drugs would, in general, be cost-effective
compared to the cost of alternative therapies, if any, available to Medicare bene-
ficiaries. We must remember, however, that one of the principal components of cost-
effectiveness is the price cost of the drug A new drug's cost-effectiveness can be dou-
bled, or cut in half, simply by where the price is set. The Secretary has an obligation
to assure that breakthrough drugs provide cost-effective choices which will improve
the patient's health status. Given the nature of breakthrough drugs, that is that
they provide effective therapy where we often have none, it seems likely to me that
a manufacturer will continue to have significant incentives to invest in new drug
research for older Americans given the potential market for the drug, and the tre-
mendous need among the nation's Medicare population.

As an alternative to the cost management mechanisms in the President's plan,
the Congress could consider establishing a restrictive drug formulary for the Medi-
care program. This is the approach used by most hospitals, HMOs, and other man-
aged care plans to control drug expenditures. In fact, this is the approach used by
the pharmacy benefit management firms and managed care, as well as managed
competition, plans that many in the drug industry have suggested we entrust with
the Medicare drug benefit. It is puzzling to have the drug industry argue that the
minimally intrusive provisions of the administration's health plan are worse for
them than the more restrictive pharmacy benefit plans in the private market. The
federal government could also consider pooling the pharmaceutical purchasing
power of all its health care programs-VA, DOD, PHS, DSH Hospitals, Medicaid,
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and Medicare-and use this power to negotiate with manufacturers over drug prices
just as a private market buyer would do.
New Drug Prices

The issue of new drug pricing will be particularly challenging for the Congress
to address. New drugs do represent significant hope for curing many of the diseases
of our time. The advent of biotechnology has brought us the ability to cure certain
diseases, rather than just find ways to treat their symptoms. However, the price tag
for these cures is high, and many individuals legitimately question how these prices
are established.

The marketplace does not work efficiently to contain the cost of new drugs, espe-
cially those that are considered "breakthrough" drugs. While there is no definition
of a "breakthrough" drug, either in the Health Security Act or in the Food Drug,
and Cosmetic Act, these drugs are commonly understood to be drugs or biologicals
that are the first in a new class of drugs or biologicals, or a significant treatment
advance over drugs already on the market. This definition is consistent with the
language included in the Medicaid provisions of the Omnibus Budget Reconciliation
Act (OBRA) of 1993. This language permits Medicaid programs to develop a for-
mulary and exclude certain drugs from Medicaid coverage. Just a few examples of
such breakthrough drugs are:

Ceredase, a treatment for Caucher disease;
Betaseron, the first treatment for multiple sclerosis;
Cognex, the first treatment for Alzheimer's disease; and
Felbatol, a significant new treatment for epilepsy.

The marketplace can begin to work to set a 'market-based price' for new drugs
only when several alternative drugs which are therapeutically equivalent (or simi-
lar) to the new drug are already on the market. For example, the marketplace could
work in the case of another beta-blocker or anti-ulcer drug because there are al-
ready several competing drug products on the market, and the manufacturer would
have to price its new product to be 'competitive' with these other products. If the
new drug had characteristics that made it superior to these other drugs, then the
manufacturer could charge a higher price. If it did not have significant advantages,
then it would have to be priced -competitively' with other drugs on the market in
order to attempt to gain some market share.

The need for some form of new drug pricing restraint becomes even more Para-
mount if Congress enacts universal coverage for prescription drugs. Even private
health care plans have little leverage over new, breakthrough drugs and this lever-
age will be even further reduced if universal prescription drug coverage is man-
dated. The universal coverage of prescriptions drugs under health reform would dct
as a substantial stimulus to invest in new drug discovery because of the guaranteed
coverage of those drugs found to be safe, effective, and reasonably priced including
the cost of the research and development.

It is important for Congress to develop a mechanism to establish reasonable new
drug prices which does not discourage investment in research and development in
effective new drug therapies. Obviously, the federal government does not want to
become involved in setting the prices of new drugs, per se, and nothing in the ad-
ministration's proposed plan will set the market price or prohibit a drug manufac-
turer from establishing any price they want to charge to private payers in the market.
The sector of the market underwritten by government, however, will work efficiently
only where a price conscious choice related to coverage of new, breakthrough drugs
can be made.

The Health Security Act develops what appears to be a logical, balanced approach
to asauring that the American health care system pay reasonable prices for new
drugs. The Advisory Council on Breakthrough Drugs would have the authority to
provide information to buyers about whether the price of a new drug is reasonable
based on several criteria including: the price of the new drug in other countries, the
cost-effectiveness of the drug, and the contribution of the new drug to improving the
patient's quality of life. This approach gives the manufacturer the flexibility in es-
tablishing prices, but provides some measure of accountability and provides our
health care system with a means to use its limited resources wisely on new, break-
through drugs.

Some of the drug and biotechnology manufacturers are advocating that, instead
of looking at the price of the new, breakthrough drugs, that we look exclusively at
the cost-effectiveness of the drug. In fact, the cost-effectiveness of a drug is one of
the criteria that the Advisory Council will review when making a determination
about the "reasonaOleness" of a price. However, cost-effectiveness alone cannot be
used to assure that a new drug is priced reasonably because a cost-effectiveness study
does not take into account the cost of research and development. For example, a drug
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priced based on its cost-effectiveness may not assure that the manufacturer's re-
search and development costs have been recovered. The administration's proposed
advisory council would be able to take these additional factors into account and to
suggest how the substantial R&D costs should be accounted for in the price. Phar-
maceutical and biotechnology manufacturers deserve a handsome reward on their
investment if they are able to discover new, innovative breakthrough drugs. Society
should be ready and willing to give them their reward. However, since no market
mechanism exists for pricing these patent-protected monopoly products, some form
of pricing review is warranted to assure both appropriate reward for the innovator
and adequate value for the public.

The pharmaceutical industry often complains that they receive more attention by
Congress, the Administration, and the media than other health care providers, such
as physicians and hospitals, and that other health care services have not been sub-
jected to cost management efforts. Drug prices are more visible to the public because

individuals still pay for nearly one-hal of all prescriptions out-of-pocket, while most
of the cost of hospital care and physician services is covered by insurance plans.
With respect to cost containment efforts the industry suggests that they are the only
ones who are being subjected to scrutiny about prices. Congress does not need to
be reminded that hospital payments under Medicare are established and limited by
the prospective payment system (also known as the diagnosis-related groups pay-
ment system, DRGs); physician payments under Medicare are subject to expenditure
targets and screens on the usual, customary and reasonable charges; and phar-
macists' fees 8 are directly set by state Medicaid programs. The point is thatphar-
maceutical manufacturers have not been overly picked on by Congress, and, if any-
thing, they have been ignored in cost management for longer than most other health
care sectors. While it is important that Congress find a way to assist with prescrip-
tion drug coverage, especially for the nation's elderly, it is equally important that
Congress provide a means to manage the expenditures of such a program. Prescrip-
tion coverage balanced with cost management is quite consistent withthe way Con-
gress has dealt with other health care products and services.

Pharmaceutical Manufacturer Discounting Policies
The Health Security Act contains a provision that would require drug manufac-

turers to offer discounts or pnce concessions on equal terms to all buyers, as long
as such discounts reflect economic efficiencies realized by the manufacturer. Such
efficiencies occur when the purchaser buys large quantities (volume) of product from
the manufacturer, provides prompt payment, or takes prompt delivery of the prod-
uct.

Individuals have questioned the need for this particular provision in the legisla-
tion. In fact, it has been referred to as "anti-competitive" by the pharmaceutical in-
dustry. This approach, however, will address another long-standing inequity in the
pharmaceutical marketplace: that is, the largest buyers of pharmaceuticals are often
shut out by the manufacturers from having access to discounts that are routinely
offered to other smaller purchasers. This issue is commonly referred to by commu-
nity retail pharmacists as "discriminatory" or "multi-tier' pricing. These pricing
policies by pharmaceutical manufacturers have resulted in a see-saw effect in the
pharmaceutical marketplace. Lower prices paid by hospitals and managed care
plans for pharmaceuticals are often cost shifted to retail community pharmacies,
and are ultimately paid for by the average American consumer. It is not uncommon
to find a hospital paying $1 for the same product that would cost a community retail
pharmacy $10 or $20.

Actually discriminatory pricing is, by definition, evidence of monopoly power and
is an anti-competitive behavior. Elimination of discriminatory pacing based on
structural criteria in the market (i.e., type of pharmacy such as community phar-
macy versus hospital versus managed care benefit plans) will make similar prices
available to all pharmacy purchasers who meet the same legally acceptable criteria.
Discounts would then be available to those purchasers who offer bona fide business
economies of scale savings to the manufacturer. The legislation proposed by the ad-
ministration does not mandate 'one price' for all. However, it does require that 'one
policy for price discounts' be offered to all buyers meeting similar legally defendable
criteria for discounts. Under the administration equal access to pharmaceutical dis-
counts provision the manufacturer still sets its own prices and establishes its own
uniform price discount policy.

Contrary to popular belief lower pharmaceutical prices are not driven primarily
by purchase volume. Large chains such as Walgreens or Rite-Aid, and community
pharmacy buying groups, such as the PACE program in Lawrence, Kansas, pur-
chase pharmaceuticals in far greater quantities than most institutional buyers.
Even so, pharmaceutical manufacturers have consistently refused to give the same

85-461 0 - 95 - 5
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level of discount to the large community pharmacy buyers that they give to small
and moderate-sized institutional buyers. This market imbalance is causing a cost
shift to average Americans-including the majority of older Aericans--that have
to buy their drugs out-of-pocket. Community pharmacies generally have no choice
but to pass on these higher prices to their customers. In contrast, there are some
studies that show that institutional buyers do not pass along the discounts that they
negotiate with drug manufacturers. For example, we have often heard about a hos-
pital charging $5 for an aspirin tablet which they purchased for a few pennies.

Manufacturers offer discounts to hospitals and HMOs for many reasons. First,
many of these institutions do, in fact, buy in large quantities and deserve price con-
cessions just like any other buyer, such as a large chain or a retail pharmacy buying
group, which purchases in large quantities. However, a more important reason for
manufacturers' providing these discounts is the marketing advantage that is gained
by the manufacturer if a patient is started on that manufacturers drug while in
the hospital. If that patient uses the manufacturer's drug while in the hospital, they
are like y to use it upon discharge and for many years after, especially if it is being
used for a chronic condition. The price concessions offered by the manufacturer for
the drug used in the hospital is more than offset by the much higher price that the
manufacturer charges at the retail level after the patient leaves the hospital. Any
benefit the patient may have through lower prices derived during a short hospital
attay is more than lost to the higher prices the manufacturer charges retail phar-
macies and their patients for the long term maintenance of the chronic disease.

If the market were working, then all pharmaceutical buyers would have access
to the same discounts if they purchased the same quantity of drug. That is not the
case in the pharmaceutical market today. There is some question as to whether the
language in the Health Security Act would make formularies ineffective in control-
ling pharmaceutical expenditures. Formularies are one of the most effective tools
that health care plans have at their disposal to provide cost effective pharmaceutical
programs. The language seems to suggest that formularies can be used to increase
a particular institution's use of a drug, and such volume increase can be used to
negotiate a rebate with a manufacturer, as long as the same rebates or discounts
are made available to all buyers for equal volume. That is, an institution could still
use a formulary to increase its volume, but an institution could not receive a rebate
simply because it had a drug formulary.
Impact on Pharmaceutical Industry Profits and Research Activities

The pharmaceutical industry is one of our nation's most research-intensive indus-
tries. It invests a significant percentage of its sales in research and development.
This investment should be encouraged by policy makers. Let me respond to several
issues raised by the pharmaceutical industry about the impact of health care reform
policies on their ability to do research and development.

First, as a result of universal access for prescription drugs, millions of Americans
that do not have coverage for prescription drugs will have such coverage. This in-
cludes millions of older Americans who will have coverage under a Medicare drug
benefit. Some increased prescription volume will result from this expanded coverage.
In Pennsylvania, for example, when prescription drug coverage was provided by the
states' PACE (Pharmaceutical Assistance Contract for the Elderly) program, the av-
erage number of prescriptions used by the elderly grew from about 16 prescriptions
per person per year in the first year (1984) of the program to around 26 prescrip-
tions per person per year in 1993. It is realistic, therefore, to expect that drug man-
ufacturers will experience a substantial increase in sales volume due to Medicare
prescription drug coverage. The revenue increase as a result of expanded coverage
is expected to provide an even greater source of monies for R&D. This expanded pre-
scription volume will be for drug products whose R&D and marketing costs have
already been expensed based on current sales volumes. Consequently, the marginal
cost of producing this expanded volume will be only about 30 to 60 percent of the
original market price. Rather than cut resources available to pharmaceutical firms,
the expanded coverage under Medicare, even at a 17 percent discount, would pro-
vide additional dollars for R&D and would still offer a substantial profit margin.

Second, the pharmaceutical industry has complained that the rate at which its an-
nual R&D spending is increasing has slowed down! While this has occurred, one
must put in perspective the rate of growth in R&D spending for the pharmaceutical
industry. According to Medical Advertising News (Sept. 1993), the Top 60 pharma-
ceutical firms experienced 18.2 percent growth in their health-related R&D spending
in 1992 compared to the previous year. These rates of R&D growth, when compar
to the growth rate of inflation in the general economy (about 3 percent), showedthat
health-related R&D was growing at 6 times the rate of inflation. While this phe-
nomenally high rate of R&D growth is commendable, it is not reasonably sustain-
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able. Last year, we had one of the lowest inflation rates (2.7 percent) in more than
two decades and tfo suggest that a slowing of the double-digit growth rate of pharma-
ceutical find spending is a decrease in commitment to pharmaceutical find is not a
credible assertion.

Forty-eight of the top 50 pharmaceutical firms spent more on R&D in 1992 than
they did in 1991 and the two which spent less were explainable for reasons unre-
lated to cost management pressures in health care (one firm had a corporate divesti-
ture and the other received FDA approval for its only major product in develop-
ment). Some slowing in this extraordinary rate of growth in R&D is not surprising
when all of the economy has slowed down. Pharmaceutical R&D has continued to
grow substantially in real dollars. Even if the rate of R&D growth slowed to one-
half of its 1992 growth rate, which it has not, it would still represent a growth in
R&D spending which is more than three time3 the rate of inflation in the general
economy. More real dollars were spent on R&D last year than in previous years,
and the level of spending on pharmaceutical R&D is expected to continue growing
faster than the rest of the economy in the next few years.

Third, according to the recent Fortune Magazine, the drug industry was once
again the most profitable industry in the United States in 1993 by any one of three
measures of profitability. I do not say this to criticize any industry's right to make
a profit. However, evidence continues to suggest that this industry has been able
to sustain higher levels of profitability over several decades than most any other in-
dustry. In fact pharmaceuticals have been America's most profitable industry for
more than a decade and this industry has been first or second in return on sales
for more than three decades. This excellent performance on the one hand deserves
commendation, but on the other had raises questions as to whether or not there is
some fundamental difference in the structure of this market versus other industrial
markets that has allowed such exceptional performance in the long term.

Certainly, other industries in America also strive to be profitable and they have
outstanding talent in corporate leadership. Because pharmaceuticals are a necessity
of life this market appears to function differently from other markets. The price
feedback system does not seem to work to set market prices as it does in other mar-
kets. The patient does not choose the drug product; instead his or her physician
does, and that physician is not price sensitive and often does not even know the rel-
ative price of the medications being chosen. Also the payer is an insurance company,
or in some cases the government, but the payer is not usually directly involved in
the choice of a drug. This system of health insurance coverage appears to have led
to both over-use of medications and over-priced prescription drugs. If all patients,
rather than insurance plans, were paying directly for their prescriptions, it is quite
likely that we would either see fewer prescriptions being filled because many pa-
tients could not afford needed medications or we would see lower prices that are
truly market-based as a result of competition for market volume. Despite the 'cry
wolf complaints of 'gloom and doom' by the pharmaceutical industry as a result of
feared health care reform pressures the industry's profitability and R&D expendi-
tures remain above the performance levels of other industries in corporate America.

In conclusion, affordability of prescription drugs by many of the nation's elderly
and near poor has become a major access issue. Coverage of prescriptions for these
groups is essential to providing appropriate and cost-effective health care. At the
same time the government can not guarantee coverage of prescription drugs for dis-
advantaged populations without the same tools that private health care plans use
to manage their pharmaceutical and overall health expenditure levels. The coverage
of prescriptions for the nation's elderly can be expected to result in a substantially
expanded sales volume (10 to 20 percent) for pharmaceutical firms at relatively low
marginal costs. The 17 percent-rebate proposed by the administration is no more
of a discount than other prudent buyers are receiving in today's pharmaceutical
marketplace. Nearly all well-managed health care plans have a process for review-
ing new, breakthrough drugs and for determining of the effectiveness and safety of
the new drug product provides sufficient value to warrant the price asked by the
pharmaceutical firm. Government-financed programs should be no less careful in
spending their health care resources than are privately managed health care plans.Policymakers need to continue to work with the pharmaceutical industry to deter-
mine what provides appropriate incentives to conduct productive and efficient re-
search and development which results in significant breakthrough drugs. We must
remember, though, that the value of pharmaceutical R&D is not measured by the
amount of money spent in the process, but rather by the outcome that breakthrough
drugs can produce in the health of the nation.
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RESPONSES OF STEPHEN W. SCHONDELMEYER TO QUESTIONS SUBMITTED BY SENATOR
PRYOR

Question 1: The drug manufacturers have been Unwilling to negotiate with com-
munity pharmacy buying groups, yet they negotiate with hospital buying and man-
aged care buying groups. T he President has proposed that manufacturers treat all
buying groups on the same terms and conditions. The manufacturers are calling this
an "anti-discount," "anti-competitive" proposal. Would you label it as such?

Answer: The President's proposal would not be an-i-competitive, but would, in ef-
fect, level the playing field so that all buyers of pharmaceuticals would have access
to the same pharmaceutical manufacturer discounts on equal terms. Nothing in this
section of the Health Security Act will prevent pharmaceutical manufacturers from
establishing the price of a drug product or from determining the amount and level
of discount to be offered on that drug product. The 'equal access to pharmaceutical
discounts' provision does, however, require that the criteria for discounts be related
to factors which result in lower cost to the manufacturer through economic efficiency
or economies of scale and that once the discount criteria are set that they be equally
available to all purchasers who meet the same criteria. This provision is proposed
to encourage competition by providing all purchasers who use the same competitive
behaviors equal access to the same level of discounts.

Presently, some purchasers who buy in very large volume do not receive the same
discounts as other purchasers who buy much smaller quantities. It is well known
that drug manufacturers, in general, will not negotiate with community pharmacy
buying groups, regardless of their size or volume. In fact, testimony presented to
the hearing of the U.S. Senate Special Committee on Aging in November, 1993 by
Benji Wyatt, Executive Director of the PACE Buying Group in Lawrence, Kansas
detailed this fact for the Congress. In addition, hearings that you held as Chairman
of the Senate Aging Committee in 1989 found that drug manufacturers, in general,
refused to negotiate discounts with the Medicaid program, the largest prescription
drug program in the nation. This resulted in the enactment of OBRA 90, which re-
quires drug manufacturers to give discounts to the state Medicaid programs.

Under the President's proposal, drug manufacturers could not arbitrarily decide
to whom they would give discounts or price concessions. The same rules would have
to be established for all purchasers. Pharmaceutical buyers who purchased the same
quantity of drug would receive the same discount. Right row, a large chain phar-
macy buying a total of $2 billion in pharmaceuticals a year is charged more for the
same product than a hospital buying only $2 million a year. Clearly, the group buy-
ing the largest quantity of drug is not receiving a larger, or even the same, discount
despite the larger quantity. This current practice appears to be anti-competitive,
anddiscriminatory, and ultimately leads to higher prices for the average consumer.

It is well known that drug manufacturers, in general, will not negotiate with com-
munity pharmacy buying groups (either chains or independents), regardless of their
size or volume. This practice is known as "discriminatory pricing." The concept of
"Price discrimi ation" goes by many names (e.g., multi-tier, discriminatory, differen-
tial, or preferential pricing). In the public policy debate, pharmaceutical manufac-
turers have attempted to confuse the price discrimination issue by labeling this pric-
ing practice as "competitive pricing." Actually, the characterization of price discrimi-
nation as "competitive pricing" could not be further from reality. An economics dic-
tionary provides the following definition:

"Price discrimination. The selling of the same commodity to different buyers
at different prices. Several conditions must prevail for it to be profitable. First,
there must be a separation between markets that does not allow buyers in one
to resell the item in another (no arbitrage must be possible). Secondly, the seller
must possess some degree of monopoly power in at least one market, for under
competitive conditions, prices will be driven down to the level of costs in all
markets." Bannock, Graham, R.E. Baxter, and Evan Davis, The Penguin Dic-
tionary of Economics, Fourth Edition, (London: Penguin Books, 1987), p. 322-
3.

Intense rivalry among sellers, or between buyers and sellers, tends to be confused
with competition, to the point that participants often lose site of the real meaning
of competition. There is certainly intense rivalry, and intensified technological and
marketing competition in the pharmaceutical industry in today's marketplace, but
these conditions do not necessarily produce "economic competition." Based upon the
above economic definition of price discrimination, it is clear that price discrimina-
tion is the result of some degree of monopoly power held by pharmaceutical manu-
fiacturers rather than economic competition. As the pharmaceutical marketplace
moves toward fewer buyers and fewer sellers the market will become even less,
rather than more, competitive. Mergers of brand name drug companies, or brand



129

name and generic drug firms, has led to fewer sellers in the market over the past
decade. Also pharmaceutical firms have acquired pharmacy benefit management
firms through mergers and acquisitions. This vertical integration in the market re-
moves a key player which has been one of the primary sources of creating some de-
gree of economic or price competition. Again, more of these vertical integration ac-
tions will result in less, rather than more competition in the market.

By itself, some degree of monopoly power is not sufficient to establish price dis-
crimination. There must also be different price elasticities of demand among dif-
ferent market segments and it must be possible to keep market segments separate.
If one segment of the market can buy at a lower price and can transfer the product
at that lower price to other market segments, it is difficult for the manufacturer to
maintain price discrimination. However, if the manufacturer can clearly define mar-
ket segments and prevent transfer of product across market channels, higher prices
can be charged to the least price sensitive buyers and lower prices can be charged
to the more price sensitive buyers.

Demand for products and services in the health care market, in general, and par-
ticularly the pharmaceutical market is uniquely different from most other markets.
A consumer can not purchase a prescription drug without the permission of a physi-
cian. The physician determines if a prescription drug is needed and which drug
product the patient will receive. Physicians are known to be relatively unaware of
the price of prescription drugs making them price insensitive, regardless of the pa-
tient's price sensitivity. Insurance coverage of prescriptions makes both consumers
and physicians even more price inelastic resulting in increased opportunity for phar-
maceutical manufacturers to engage in monopolistic price discrimination. In sum-
mary, price discrimination separates buyers by some criterion. Criteria are chosen
that successfully separate buyers into those with more elastic demand and those
with less elastic demand. The seller can then raise the price in the inelastic market
and reduce it in the elastic market, increasing total profit. "In general, firms and
groups with elastic demand benefit from price discrimination, while those with in-
elastic demand pay higher prices because of price discrimination" (Managerial Eco-
nomics, p. 166).

Competitive market pricing is a hallmark of the "free market" system. The exist-
ence of substantial price discrimination in the pharmaceutical market is evidence
that competitive pricing is not uniformly available to all prescription consumers.
The U.S. pharmaceutical market is quite complex and demands a more competitive
ap roach. Some purchasers of pharmaceuticals (such as hospitals, HMOs, and mail
order plans) have been able to insist on more competitive prices from pharma-
ceutical manufacturers. Other prescription drug consumers are disadvantaged in the
market because the physicians who make the decision as to which drug will be pur-
chased are relatively price insensitive. This does not necessarily mean that the indi-
vidual patient is price insensitive, just that the structure of the prescription market
does not provide a direct means for consumers to express price dissatisfaction. It
would be hard to imagine a more price sensitive consumer than an elderly person
on a fixed income of about $16,000 per year who has two chronic conditions requir-
ing prescription medications which must be paid for with out-of-pocket dollars.
These medications may cost from $1,000 to $2,500 per year. Yet these consumers
are the ones most likely to be paying the highest manufacturer price for prescrip-
tions.

The price charged for prescription drugs to the so-called "insensitive" segment of
the market are not competitive "market-based" prices. Other segments of the mar-
ket may be receiving prices which are closer to a true market-based price. The cri-
teria for determining which purchasers receive lower prices appears to be somewhat
arbitrary and are different for each pharmaceutical manufacturer. Manufacturers
are very secretive about the definitions of various market segments and the prices
they receive which further impedes the competitive market. Because of the extreme
importance of prescription drugs to all consumers the criteria for favored pricing
should be standardized and made publicly available so that all manufacturers and
purchasers have equal opportunity to meet the criteria for more competitive phar-
maceutical pricing.

The Clinton health security plan allows pharmaceutical manufacturers to retain
pricing flexibility by establishing the price level and the timing of their price
changes. The criteria for segmenting the market and offering competitive prices are
made explicit and must be publicly available so that all types of pharmacy pur-
chasers have an opportunity to access these competitive prices. The acceptable rea-
sons for granting more competitive prices through discounts to buyers are: (1)
prompt payment, (2) bash payment, (3)volume purchase, (4) single-site delivery, (5)
use of formularies by purchasers, and (6) any other terms effectively reducing the
manufacturer's costs. Many pharmaceutical manufacturers use these criteria to es-
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tablish discounts for certain customers (e.g., hospitals and HMOs), but do not offer
similar discounts to oiher buyers meeting the same criteria (e.g., chain pharmacies
or retail buying groups). The danger is that without such a policy manufacturers
will define and apply these criteria inconsistently and in a manner that inappropri-
ately disadvantages certain pharmaceutical purchasers and consumers.

Given the facts above, it is clear that competitive pricing offers advantages which
should be equally accessible to all purchasers and consumers willing to meet the ac-
ceptable reasons for competitive prices. If the pharmaceutical market structure was
less complex and less convoluted the competitive market would be able to work nor-
mally, but the many inconsistencies in the pharmaceutical market are compelling
reasons to establish clear and uniform criteria for equal access to competitive phar-
maceutical prices.

Question 2: I am astounded by the differences in prices paid by HMOs versus
those paid by community pharmacies for the very same drugs. What do you think
are the reasons for these. wide discrepancies in price? I understand that these low
prices are given for marketing reasons. Can you expand on this?

Answer: is not unusual to find multiple percentage differences in the oharma-
ceutical prices paid by hospitals and HMOs versus community pharmacies. There
are some very widely known examples of such price disparities, such as Nitroglyc-
erin patches, where a hospital would pay one penny per patch, and a community
pharmacy would pay one dollar for the same patch, and asthma inhalers, where
similar price differences exist. While many of these institutions buy in volume and
are entitled to some quantity discounts, the volume buying does not explain the
total differences in prices paid by these institutions.

Manufacturers offer discounts to these institutions on products for which there
are multiple competitors on the market so that the institution will use their drug.
Once the patient is started on a drug in the institution it is likely that the individ-
ual will use the drug for a long time once discharged from the hospital. Therefore,
the significant discount-given to the-hospital to use the drug in the patient for the
short-term stay is more than offset by the many years that the patient will use that
drug and pay full price at the community pharmacy level. If manufacturers gave
the same deep discounts to community pharmacies, who often buy in equal, or even
greater, quantities than these hospitals, manufacturers would not be able to recoup
the discounts that they provide to these institutions. Ultimately, while the hospital
may save money on its drug purchases, consumer, and indeed, societal savings may
be negated by the higher prices charged to consumers as a result of cost shifting
to the community pharmacy buyers and their customers.

Question 3: The drug industry now contends that the drug marketplace is very,
very price competitive. That may be the case for hospitals and HMOs, but it may
not be the case for the retail pharmacy marketplace. Is competition working in the
retail pharmacy sector right now?

Answer: As the percentage of the pharmaceutical marketplace which uses com-
petitive mechanisms increases, such as formularies and therapeutic interchange, the
potential for true pharmaceutical price competition increases. Traditionally, hos-
pitals and managed care plans have been best able to harness these competitive
forces, and thus have received some of the best pharmaceutical prices in the market-
place. Manufacturers have also traditionally charged the retail marketplace the
highest prices for prescription drugs. These lower hospital prices are "cost shifted"
to community pharmacies, and thus to average American consumers, especially
older Americans, who buy their drugs at the retail level.

While the rate of growth in pharmaceutical price increases has slowed down over
the past year or two in the retail sector, it does not mean that retail pharmaceutical
prices have decreased. In fact, the rate of price increases is still above the overall
inflation Tate in the consumer economy as measured by the CPI-U for all items. Be-
cause the retail marketplace is not structurally organized to use formularies and
therapeutic interchange, competitive forces have not been the primary reason for
this moderation In prescription drug price inflation at the retail level. I believe that
most of the price restraint that we have seen in the retail market has como from
"political forces" rather than "market forces." Therefore, the impact that economic
competition can have on retail pharmacy prices is limited.

Question 4: A recent GAO report found that citizens of the U.K pay much less
for the same prescription drugs that the citizens of the United States. What ac-
counts for these price differences?

Answer: The GfAO report found that there were several factors accounting for the
differences In pharmaceutical prices paid by citizens of the United States versus the
United Kingdom. The primary reason for the price differences, however, was the
fact that the U.K. utilizes a system of regulatory profit and price restraints to hold
down pharmaceutical prices, while the United States does not. Because the struc-
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ture of the U.K's National Health System is very similar to that of a single-payer
system for health care services, including prescription drugs, the government is able
to exert considerable leverage over pharmaceutical prices charged by manufacturers.

The U.K. government and the pharmaceutical industry have agreed to limits on
both profit levels and marketing expenditures as a way to control total pharma-
ceutical costs. For example, there are limits to the profits that pharmaceutical man-
ufacturers can earn in the U.K., although the manufacturers have relative freedom
when pricing new products. In addition; the government limits marketing expendi-
tures to approximately 9 percent of sales of a company. This is in contrast to the
United States, where drug manufacturers spend anywhere from 20-30 percent of
sales on marketing and advertising. While some of this marketing and advertising
is needed to educate health professionals about new drug products, a good part of
it appears to be expensive, wasteful promotion with costs that ultimately have to
be passed on to the American consumer in the form of higher prices for pharma-
ceuticals.

While patents are granted to brand namp drug firms as a reward for innovation,
these patent: create monopoly power for the pharmaceutical firm which is further
enhanced through extensive, and expensive marketing, and advertising. Advertising
creates habits and brand loyalty to certain products which leads to less competition
and higher prices. "Advertising raises prices and reduces output for consumers in
monopolistically competitive markets, but in other cases both price and quantity
rise" (Ulbrich, Holley E. and Mellie L. Warner, Managerial Economics (New York:
Barron's Business Library, 1990), p. 159). Either of these effects could be harmful
to the public with respect to essential health care products and services such as
pharmaceuticals.

Although the U.K. has these pharmaceutical profit price and expenditure re-
straints, pharmaceutical manufacturers in the U.K. stil invest a significant amount
of their sales in R&D in that country. In fact, three of the world's most successful
rescarch-intensive pharmaceutical manufacturers are located in the U.K: Glaxo,
Burroughs-Wellcome, and ICI-Stuart. This seems to suggest that meaningful R&D
and reasonable cost management on pharmaceuticals are compatible goals.

Question 5: Generic drug manufacturers have been willing to negotiate with buy-
ing groups, unlike the brand name drug manufacturers. Why do generic drug com-
panies negotiate and not the brand name companies?

Answer: Generic drug manufacturers operate in a much more price competitive
environment than do brand name drug manufacturers. There are often times many
different manufacturers of the same generic drug product who have to compete ag-
gressively on price in order to sell their products to purchasers. At the community
pharmacy level, pharmacists are able to substitute one generic product for another
which gives them negotiating leverage with generic drug manufacturers. Large com-
munity pharmacy buying groups can pool their purchasing of generic drugs in order
to effectively negotiate with generic drug firms and generic firms have not refused
to discount to retail community pharmacies like the brand name firms have done.

Alternatively, community pharmacists cannot, by law, independently substitute
therapeutically-equivalent brand name drug products. Therefore, they cannot force
brand name drug manufacturers to compete on price, and the manufacturers can
literally charge community pharmacists whatever the market will bear for these
products. It is not unusual to find new therapeutically similar or interchangeable
drug products being marketed at prices that are higher than those already on the
market. In recent years, some community pharmacies have taken the initiative to
establish their own formularies, and substitute similarly-acting drug products with
the permission of the physician, injecting some price competition into this segment
of the market. This has met with some limited success, but community pharmacies
are, in general, still charged the highest prices in the market. They, then, have to
pass along these higher prices to the average consumer.

As a number of very popular brand name drug products come off patent, many
brand name drug manufacturer are making their own generic versions of these
products. Some are marketing-them before the patent expires on the originator
product. This phenomenon may have some anti-competitive implications with re-
spect to the pricing of generic drugs, and should be watched closely by Congress and
the Federal Trade Commission.

RESPONSFI OF STEI'HEN W. SCHONDELMEYER TO QUESTIONS FROM SENATOR HATCH

Question 1: I believe that you were a consultant to the General Accounting Office
(GAO) study comparing U.S. and Canadian drug prices. What has the reaction been
of other researchers to thief study? Has there been unanimous agreement among re-
searchers that the conclusions reached by the GAO were correct?



132

Answer: Just as there are few pieces of legislation that pass unanimously, like-
wise, there are few major policy studies in which all experts will agree on the meth-
odology, or conclusions, of the study. With respect to the GAO study comparing Ca-
nadian and U.S. prescription drug prices, most policy analysts, as well as experts
from other government agencies or from consumer-based organizations, agreed with
the GAO's study findings. This study's findings were consistent with other studies,
such as the study done by the HHS Office of the Inspector General or studies done
by the Canadian Patent Medicines Price Review Board. The replication of research
findings by other independent researchers provides added assurance of the validity
of such findings.

To my knowledge the only major criticisms of the report have come from policy
analysts and "experts" funded (by the pharmaceutical industry or by individual
pharmaceutical firms) to critique the report. Certainly, there are always challenging
issues to be dealt with when doing international price comparison studies, since the
exact differences between international prices may vary with such factors as ex-
change rates. However, I believe that the general conclusion of the study-that Ca-
nadian citizens pay less for their prescription drugs than citizens of the United
States--is fundamentally corrrc.t and has been confirmed by other independent re-
searchers.

Question 2(a): In February of last year Professor Ernst Berndt from the Massa-
chusetts Institute of Technology testified before the House Subcommittee on Health
and the Environment and he raised some interesting questions with respect to the
above-mentioned GAO study. For example he points out that, since the provincial
governments buy in bulk, the method used of converting the price paid by the On-
tario government for 100 tablets when they bring in a container of 5,000 tablets is
simply to divide the price by 50. The price is then compared to the list price of a
bottle of 100 tablets in the US. Is this a fair comparison?

Answer: The premise of Professor Berndt's comment, concerning "bulk purchas-
ing" by the Ontario Drug Benefit, is not at all accurate. The Ontario Drug Benefit
program reimburses community pharmacies for providing prescription drugs to the
indigent (much like a state Medicaid program) and the elderly (similar to a state-
run drug program for the elderly such as the Pennsylvania PACE program). In
other words, the provincial government does not directly purchase from pharma-
ceutical manufacturers nor does it take drug products into stock in "bulk" quantities
as the "for example" portion of the above question implies. The prices listed in the
Ontario Drug Benefit Formulary are the drug product cost amounts which a phar-
macy will be paid for the drug product dispensed in a prescription to an eligible ben-
eficiary.

The drug cost is the "best available price" (BAP) which is the "lowest amount for
which a listed originator (nongeneric) drug product (in each dosage form and
strength) can be purchased in Canada for wholesale or retail sale in Ontario (GAO-
Report HRD-92-110, p. 16-17)." Therefore, the drug cost listed in the Ontario Drug
Benefit Formulary is reflective of the price pharmacists in Ontario pay to whole-
salers and manufacturers for the drugs dispensed in prescriptions for program bene-
ficiaries, as well as the prescriptions dispensed to private pay citizens in Ontario.

By establishing 'best available prices' for prescription drugs in Ontario which are
based on the prices found in the market, the province not only assures a reasonable
price for the 0DB program beneficiaries, but it also assures the same reasonable
price for its private pay citizens. Consequently, the ODB prices are quite appro-
priate to compare against when one wants to know the manufacturer's price that
is relevant to private pay citizens in Canada and the U.S.

Question 2(b): I also understand that the GAO used the "list" price for drugs in
the U.S., excluding any manufacturers' discounts and any Medicaid rebates, and
compares these prices to actual transactions in Canada. Isn't this methodology
flawed?

Answer: No, the methodology did not use "list prices" and it is not flawed. The
remise of this question is based upon a misperception of what was actually done

the GAO. The GAO study did not use "list rice" as this question suggests. The
.S. prices for the GAO study were based on the wholesaler acquisition cost (WAC)

which is the price found on the invoice for the transaction between the manufac-
turer and the wholesaler for drug products that are to be sold to retail community
pharmacies. This price which does not even include the wholesaler's markup on the
drug product is usually 12 percent to 20 percent less than the list price (also known
as the AWP or average wolesale price). If the GAO had actually used the "list
price" as your question suggests, the difference between U.S. and Canada drug
prices would have appeared much greater than those reported in the study.

The intent of the GAO study, according to the Congressional member requesting
the study, was to focus on the impact of manufacturer's prices on the amount paid
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by the typical individual consumer in the U.S. and Canada. Consequently, this
study examined manufacturers' prices to retail community pharmacies where the
majority of consumers in the U.S. purchased their prescriptions in 1991 (the time-
frame in which the study was done). Since the Ontario Drug Benefit prices are es-
tablished based on prices at which community pharmacies can purchase drug prod-
ucts in Ontario, these prices reflect the price that community pharmacies would
typically pay a wholesaler or the manufacturer for the drug product. Prices similar
to those in the ODB Formulary were reported to be available in other Canadian
provinces according to several governmental and other private sources in Canada.

The issue of including manufacturer's discounts and rebates in this price compari-
son is not relevant to this study, since cash-paying consumers purchasing individual
prescriptions in community pharmacies do not benefit from manufacturer's dis-
counts or Medicaid rebates. No individual paying cash receives a lower prescription
price due to Medicaid rebates nor do manufacturer's typically provide discounts or
rebates to retail community pharmacies. Accounting for discounts and Medicaid re-
bates would be relevant only if the research question was attempting to determine
the manufacturer's weighted average price for a drug product across all purchasers.
However, that was not the research question which the GAO study was designed
to answer.

The Canadian and U.S. ex-factory prices compared in the GAO study were at a
comparable level and were appropriate to answer the research question posed by the
CongressionaI requestor of the study. The U.S. prices were, if anything, an under-
estimate of the transaction price paid by U.S.pharmacies because the wholesale ac-
q uisition cost used in the study did not include the wholesaler's markup, while the

anadian prices are thought to have had this wholesale markup built in to the
prices used: The GAO study method was quite appropriate and was not at all flawed
in the way that this question appears to suggest.

Question 2(c): The study looks at the 200 largest selling branded drugs in the U.S.
an compares the U.S. to Canadian prices for the 121 drugs for which overlapping
data could be obtained. These 121 drugs are then weighted equally without regard
to market share. I also believe that generic drugs were not considered at all. Do
you believe that this methodology leads to an accurate conclusion?

Answer: Your question correctly notes that the GAO study found 121 comparable
drug products in the U.S. and Canada which were used for evaluating differences
in prices to the individual consumer in the two countries. Representation of the
price differences across a group of individual drug products requires some means of
summarization. The initial GAO study design included plans for weighting the dif-
ferences across these drugs by the respective sales volume of these drug products
in the U.S. market. As noted in the study report (GAO Report HRD-92-110, p. 11),
the GAO was "unable to obtain U.S. sales information for each of the drugs in our
study." At least two pharmaceutical market research firms in the U.S. were con-
tacted by GAO with inquiries about access to sales volume data for use with this
study, but a combination of factors including timing, cost, and confidentiality of data
resulted in the GAO not being able to obtain such data for use in this study.
Althougtrsales volume data would have provided additional useful information, the
fact that GAO was not able to obtain that information in a timely and cost-efficient
manner does not invalidate the findings of the study.

With regard to generic drugs, the GAO study design considered only drugs which
had the same strength, dosage form, and manufacturer in both the United States
and Canada. There were relatively few generic drug products in the Top 200 and
few generic pharmaceutical firms market in both the U.S. and Canada. Con-
sequently, the drug products included in the study were largely brand name prod-
ucts. As long as one understands the drug products included in the study, the
study's methods lead to an accurate conclusion. This study can not answer the ques-
tion as to whether or not generic drug manufacturers charge higher prices to U.S.
retail community pharmacies serving the cash paying public than they charge retail
community pharmacies serving the cash paying public in Canada. On the other
hand this study can lead to an accurate conclusion that the brand name manufac-
turer's price for a brand name drug product sold to retail community pharmacies
serving the cash paying public in the United States is generally higher than the
same brand name manufacturer's price for the same brand name drug product sold
to retail community pharmacies serving the cash paying public in Canada.

Question 3: 1 understand that you have written that Canadian prices are 12.2%
lower than those in the U.S., although the GAO report indicates that the differential
is much higher. Could you explain this difference?

Answer: This very same issue was raised at a hearing that was held by Congress-
man Henry Waxman last year. Attached is a copy of the letter, and related data
tables, that I sent to Chairman Waxman subsequent to that hearing in order to ex-
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plain how this quote is quite consistent with, and supportive of, the conclusions in
the GAO study.

As I concluded in my letter to Congressman Waxman: (1) My statement quoted
from the Canadian report is both accurate and not at all contradictory with the
GAO findings; and (2) The U.S. prices to typical consumers are 36.75 percent higher
than the prices to typical Canadians for a set of identical prescription drug products
when weighted by Canadian sales volume. This percentage difference is even higher
than the median difference of 32 percent reported in the GAO study.

Thank you for the opportunity to clarify these important issues with respect to
the GAO's landmark study of drug prices in the U.S. versus Canada.

UNIVERSITY OF MINNESOTA

Tri Cities camps Cdlle" of P"nw&7 Hewth Sciences Unit FPRIME Insi|lute JMiHanard wetS.S.

Phone: 612-624-9931 Wiwrolis.

Fax: 622-625-9931

March 2, 1993

Honorable Henry A. Waxman
House Annex #1, Room 512
Washington. DC 20515

Dear Congressman Waxman:

During the recent hearings of the House Subcommittee on Health and Environment on
International Drug Prices, a quote from a study I did in Canada was mentioned out of context.
Furthermore. it was suggested that the comment was inconsistent with the findings of the GAO
sludy. In fact, the statement made in the Canadian report is accurate and In no way conflicts
with the findings reported in the GAO study.

Enclosed for your information, is a printed copy of a spreadsheet which shows how the Canadian
statement was derived and its relationship to the GAO findings.

First. all 121 drugs reported in the GAO study were included In the re-analysis from the
Canadian perspective and are listed in the printout with product descriptions in columns A
through E. The Canadian price (in U.S. dollars), and the dollar difference in price from the GAO
study-were.used and are found in columns G, H and I. respectively. The percentage difference as
reported in the GAO study, used the Canadian price as the denominator and this value is shown in
column J. As the GAO study concluded, the median U.S. price for a typical consumer was 32%
greater than the price available to the typical Canadian.

In order to re-evaluale the data from the Canadian perspective, the percentage difference in
price was recalculated using the U.S. price as the denominator (see Column K). This approach
would allow a statement regarding the percentage by which Canadian prices were less than the
U.S. prices.

For tho Canadian analysis, a set of data with the sales volume for each drug was used to calculate
a weighted average percentage difference. The weight factor (Column L) was multiplied by the
percentage difference which used the U.S. price as the denominator (Column K). The sum of the
weighted percentage difference score (Column N) provides the weighted average percentage
difference of 12.23%. In other words, the price of identical prescription drugs to the typical
Canadian was 12.23% less than the price to the typical U.S. citizen.

GAO was not able to acquire the weighting data based on U.S. sales in a timely and cost-efficient
manner and therefore, a U.S. weighted average was not reported by GAO. The Canadian sales
weight factor, however, can be used to determine the weighted average difference of U.S. pricing
in relation to Canadian prices. This calculation was done by multiplying the weight factor
(Column Q) times the percentage difference with the Canadian price as the denominator (Column

J). The resulting weighted percentage differences are found in Column M. The
weighted average resulting from summation of this column is 36.75%. In

other words, the U.S. price to a typical consumer Is 36.75% higher than
the Canadian price for a typical consumer using an Identical set of drug
products.

YEARS Of
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Based on ihe description provided in this leller, I would like to make two final points:

I ) My statement quoted from the Canadian report is both accurate and not at all contradictory
wilh the GAO findings.

(2) The U.S. prices to typical consumers are 36.75% higher than the prices to typical
Canadians for a set of identical proscription drug products when weighted by Canadian
sales volume. This percentage difference is even higher than the median difference of 32%
reported in the GAO study.

Since this out-of-context quote was mentioned several times during the hearing, I respectfully
ask that you include this explanation in the hearing record to clarify any confusion that might
have been created. Thank you for your time and interest in this matter. If I can answer further
questions or be of service to you or your committee, please let me know.

Sincerely.

Stephen W. Schondelmeyer, Pharm.O.. PhD
Professor and Director

cc: Mr. William Schultz
Howard Cohen, J.D., Ph.D.
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PRFPARFD STATEMENT OF JUDITH L. WAGNER

Thank you, Mr. Chairman. I am here today to provide the Committee with infor-
mation on recent changes in the market for prescription drugs. OTA completed an
assessment of the economics of pharmaceutical R&D in February, 1993, and in De-
cember we began a small study of the approaches to the problems for cost-contain-
ment posed by breakthrough drugs. My comments today draw on what we have
learned in the past several years of study of the market for prescription drugs.

The prescription drug marketplace is presently undergoing a tr nsition from alargely fee-for-service market to a market with a major component of managed com-
petition. Furthermore, these changes provide a powerful example of the potential for
competition to influence costs in the health care system. This transition is taking
place independent of prospects for health care reform, but health care reform will
surely affect the pace of the transition and the ultimate character of the market
place.

BACKGROUND ON THE TRANSITION TO MANAGED COMPETITION IN PHARMACEUTICALS

The increase in competition in the pharmaceutical market place is occurring be-
cause the conditions were ripe for change. Employers are under increasing pressure
to contain prescription drug costs for two reasons. First, expenditures for prescrip-
tion drugs are rising much more rapidly than other components of employers' health
care costs, at a rate of 15 percent in 1993, compared with 8 percent for overall em-
ployer health care costs.' Second, although prescription drugs are a relatively small
percentage of overall health care costs (7-8 percent), they represent a much larger
proportion-roughly one-third--of employers costs of retiree health benefits. 2 The
recent Federal Accounting Standards Board ruling requiring companies to report
their obligations for retirees' health care costs-as a liability in their financial state-
ments has made employers feel the pinch of rising drug costs where it hurts most--
in their bottom lines.

The rising employer demand for cost containment alone would not have led to the
transition in the market had prescription drugs not been a particularly fertile arena
for the development of managed care approaches. Today, consumers of prescription
drugs have available a wide array of similar alternatives in important therapeutic
categories. For this level of choice consumers can thank the traditional pharma-
ceutical market, which was dominated by physicians who prescribed without much
attention to or even knowledge of drug prices, and consumers who were uninformed
of alternatives and, in any case, relatively insulated from high prices by widespread
prescription drug insurance coverage. These conditions sent signals to pharma-
ceutical companies throughout the 1970s and 1980s that new products would be
handsomely rewarded, even after the lengthy development process and risks of fail-
ure were taken into account. Even when a new compound was a "me-too" drug, of-
fering no real therapeutic advantage over others on the market, it could find its
niche through advertising and promotion. The result was a steady increase in out-
lays for pharmaceutical R&D throughout the 1980s and the availability of a wide
array of choice among competing compounds within certain therapeutic categories,
particularly those with large markets. Table 1 shows, for example, the compounds
currently on the market in the United States in 7 narrow cardiovascular therapeutic
categories. (Cardiovascular drugs constitute about 22 percent of prescription drug
sales in the United States.) The availability of so much choice meant that any phar-
maceutical benefit plan that could influence prescribing patterns within these
crowded therapeutic fields had a potential vehicle for saving money. Other factors
also laid the foundation for managed care pharmacy. The 1984 passage of the Drug
Price Competition and Patent Term Expiration Act made entry of generic versions
of off-patent pharmaceutical compounds feasible for the first time. Because FDA's
Abbreviated New Drug Approval (ANDA) certifies the therapeutic equivalence of ge-
neric versions of originators' compounds, substitution between brand-name drugs
and their generic equivalents can be madewith little concern about impacts on
quality of care. The development of an independent generics industry gave pharma-
ceutical benefit plan managers another potential lever for cost savings.

Finally, advances in interactive on-line computer technology opened up new possi-
bilities for employers to manage their prescription drug benefits and spawned a new
industry of Pharmaceutical Benefit Managers (PBMs), firms that administer phar-
maceutical benefits plans for insurers or employers. Some insurance companies and
HMOs have their own PBM subsidiaries. Benefit managers can process and adju-
dicate claims on a point-of-sale basis through on-line connections with a network of
pharmacies participating in the program. Today, the vast majority-over 90 per-
cent--of community pharmacies are connected on-line to at least one third-party
pharmaceutical claims processor. All of the enabling conditions came together in the
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early 1990s to produce an increasing number of prescription drug benefit plans that
are actively "managed" to one degree or another in the hope of saving money on
their prescription drug benefit. The number of benefit plans employing managed
care pharmacy techniques is growing rapidly, and the methods of benefit manage-
ment are themselves evolving under the pressure of competition among PBMs and
among health plans.

MANAGED CARE PHARMACY METHODS

The fundamental goal of managed care pharmacy is to reduce the costs of the pre-
scription drug 15enefit by moving prescribing and dispensing patterns toward lower
cost drugs without affecting health outcomes of enrollees. The easiest approach is
to encourage or require the substitution of lower-cost generic versions for off-patent
brand-name drugs. However, PBMs are increasingly using methods that encourage
or require physicians to change their prescribing patterns among therapeutically
similar compounds in narrow therapeutic categories.

Generic Substitution: Many health insurance plans encourage or require substi-
tution of cheaper generic products for brand-name pharmaceuticals even when the
prescription is written for the brand-name product. The most common incentive in
private health plans is a lower patient copayment when a prescription for a multiple
source drug is filled with a generic version. Mail-order pharmacy programs are an-
other vehicle to maximize generic substitution, because these pharmacies are often
located in States with the least restrictive laws on generic substitution. Some insur-
ers, including the Federal Medicaid program, use a maximum allowable cost limit
to cap the payment to pharmacists on multiple source drugs.

Despite the fact that generic drugs are cheaper than their brand-name counter-
parts and become more so over time, the market share of generic drugs is still sur-
prisingly low. Data provided to OTA on prescriptions for multiple source drugs for
on -term therapy by Medco Containment Services, a company that administers

health plans' drug benefits, illustrates the point. As Table 2 shows, in the first 9
months of 1992, only 56 percent of these prescriptions dispensed through Medco's
participating retail pharmacies were filled with a generic version of the compound.
(A much higher proportion-72 percent--of such prescriptions filled in Medco s mail
order pharmacies were filled with generics.) By the end of 1992 there was still a
great deal of cost to be squeezed out of pharmaceutical benefit pfans-through more
vigorous generic substitution.

The potential for cost savings from generic competition and managed care phar-
macy is slated to grow even more dramatically in the next three years as several
drugs with high U.S. sales revenue come off patent. Between 1993 and 1996, four
compounds whose 1992 U.S. sales placed them in the top 10 drugs in the United
States will lose patent protection.3 Many other drugs with substantial markets will
also lose patent protection in the next few years.

Therapeutic Interchange using Formularies: Hospitals pioneered the use of the for-
mulary-a list of drugs in each class that is preferred or required-as a way of man-
aging their drug costs. More recently, HMOs have embraced the formulary as a
method for altering the prescribing patterns of their member physicians toward less
expensive drugs within narrow therapeutic classes. Very tightly organized staff and
group-model 1iMOs, such as the Group Health Cooperative of Puget Sound
(GHCPS), have been particularly successful in enforcing their formulary decisions
with their member doctors. 4 This power to move prescribing patterns toward one or
two preferred drugs in a category has given such HMOs purchasing clout with man-
ufacturers and over the past few years has led some manufacturers to offer substan-
tial price discounts to some HMOs.

Several classes of drugs have been particularly vulnerable to formularies, because
the physicians and pharmacists in charge of formulary development have deter-
mined that several drugs within the class have essentially equivalent therapeutic
effects. ACE inhibitors, HMG-COA reductase inhibitors (cholesterol lowering drugs),
non-steroidal anti-inflammatory drugs (NSAIDs), and H2-Blockers (anti-ulcer drugs)
have been targeted most frequently by the Pharmacy and Therapeutics (P&T) com-
mittees that establish formularies on behalf of hospitals, HMOs or health plans.

The key to the success of a formulary in reducing the cost of the prescription drug
benefit is the power to enforce it. Although most HMOs today have some sort of for-
mulary, only a few require their member physicians to choose formulary drugs; the
remainder depend on voluntary compliance with the plan's formulary. In the past
year, a n',mber of large indemnity plans have adopted formularies, but so far these
are also voluntary. Two large PBMs have recently announced new programs in
which the PBM will pay community pharmacists a fee for each time they persuade
a presc ibing physician to switch from a non-formulary to a formulary drug. In the
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future, indemnity plans may give patients incentives (through variable cost-sharing
requirements) to encourage their physicians to prescribe from the formulary.

CURRENT STATUS OF MANAGED CARE PHARMACY

Managed care pharmacy programs are growing by leaps and bounds but when
one considers that they started from scratch just a few years agr they clearly have
a long way to go before they reach their full potential for moderating prescription
drug costs. The m ,ority of Americans with private prescription dru insurance are
in plans that still do not have strong formularies. In 1993, for example, only 15 per-
cent of HMOs had restrictive formularies,6 and HMOs cover only 17 percent of the
population. And the 25-30 percent of Americans with no prescription drug coverage
(including 55-60 percent of elderly Americans) cannot benefit at all from the cost
savings achievable from managed pharmacy plans.

INDUSTRY RESPONSES TO MANAGED CARE PHARMACY

The pharmaceutical industry is already moving to adapt to the sea change in the
prescription drug market. One obvious adaptation is for innovator companies to
make generic drugs. Many major pharmaceutical firms have either acquired a ge-
neric subsidiary or started their own. Some innovator companies are entering a ge-
neric version on the market five or six months before their patent expires, thereby
establishing an early lead in the generic business for their product.
. Companies may also enter into strategic alliances with PBMs to assure sufficient
volume for their drugs. The Merck-Medco merger is, of course, the prototype of such
integration. What these strategic changes will mean for the number of pharma-
ceutical companies or PBMs is difficult to predict, but several market analysts have
predicted consolidation of the industry in the future.

Most important in the long-run will be the industry's strategic decisions regarding
research and development (R&D). The new market place will change the dynamics
of pharmaceutical R&D in ways that are difficult to predict. Because the cost of de-
veloping any new compound is high, pharmaceutical companies will be less inclined
to invest in R&D to add additional new drugs to a therapeutic category that already
contains several drugs. The expected returns from such imitation will certainly be
lower than they were in the past. Thus over time, the number of compounds in new
therapeutic categories may thin out, ofering managed care pharmacy fewer oppor-
tunities for cost savings through restrictive formularies.

In our Pharmaceutical R&D study, OTA studied R&D projects in one new thera-
peutic class: HMG-COA Reductase inhibitors, whose pioneer compound, lovastatin,
was approved for marketing in the United States in 1987. This class of cholesterol-
lowering drugs has a world-wide market of over $3 billion. Table 3 shows the status
of R&D projects on compounds in this class as of 1992. Although 3 compounds had
been approved for marketing and a fourth awaited FDA approval, 12 compounds
were still in development, and at least 5 were in the earliest, preclinical stage. What
will managed care do to these research projects? It is safe to say that the developers
of the drugs still in their earliest phases of research may reassess the wisdom of
further investment. Yet, the U.S. market constitutes only 30-35 percent of the world
market for prescription drugs, and some countries have policies that reward the
entry of "me-too" products. So, the ultimate impact on the array of choice in this
category is difficult to predict and may be modest.

Another strategic R&D policy that responds directly to managed care pharmacy
is to actively seek FDA approval to market already-approved compounds for new in-
dications. Although physicians can prescribe a drug for unapproved indications,
companies cannot promote their use in these cases. If a drug is the first of its class
to obtain marketing approval for a new indication, its drug company sponsor may
be able to argue persuasively to the PBM that it should be included in the for-
mulary, despite a higher price. Thus, companies may become much more active in
conducting clinical research on new indications for existing drugs.

IMPLICATIONS OF MANAGED CARE PHARMACY FOR BREAKTHROUGH DRUGS

The term "breakthrough drug" means different things in different contexts. Most
people think of "breakthroughs as magic bullets that mean the difference between
life and death, or between disability and a normal life. However, it is difficult to
draw a dividing line between a "breakthrough" and other new drugs that offer some
new benefits not previously available. OTA is currently undertaking a study of
breakthrough drugs, and one of its goals is to define the term and determine how
often such drugs are likely to appear in the future.

In the context of the prescription drug market, a breakthrough drug is any new
drug whose therapeutic benefits over other available therapies are sufficiently great
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that the pharmaceutical benefits plan must make it available at any price. In the
words of the director of pharmacy administration at Group Health Cooperative of
Puget Sound, "If a drug is unique and there is nothing else like it which effectively
treats, the disease, you just have to eat the cost and deal with it."s

Just how great must the medical benefits be for a drug to be irresistible regard-
leia of its price, even in tightly-run HMOs? OTA is currently studying this question.
Two examples illustrate the difficulty of defining a breakthrough.

" Kaiser Permanente recently announced that tacrine, the first drug approved by
the FDA for the treatment of mild and moderate Alzheimer's disease, would not
be listed on its formulary because of its modest therapeutic benefits and fre-
quent adverse side effects. 7 Although Kaiser physicians are not barred from pre-
scribing the drug, the message is clear that plan managers consider such deci-
sions exceptions from standard practice. It is uncertain whether this formulary
decision to withhold this FDA-approved drug will ultimately stand, as Kaiser
officials have themselves acknowledged. Is tacrine a breakthrough? Most ex-
perts acknowledge that tacrine is no "magic bullet" that cures or permanently
arrests the progression of Alzheimers, but it is the first drug to show any clini-
cal benefit in this major debilitating disease.

* One large clinical trial comparing different clot-busting drugs for heart attacks
found that tissue plasminogen activator (tPA) was somewhat more effective
than its main rival, streptokinase.8 Compared with streptokinase, tPA was
found in that trial to reduce the risk of death in the hospital from 7.4 per 100
cases to 6.3 per 100 cases, for a gain of one survivor per 100 heart attack cases.
The cost of administering tPA is roughly $2000, approximately ten times the
cost of streptokinase. Thus, every extra survivor costs about $180,000. To some
observers, the survival difference represents a "small advantage",9 but if the re-
sults of the trial hold up under the scrutiny of the clinical research community,
this "small advantage" may be great enough to compel its use regardless of its
cost.

However the line is drawn in the definition of a breakthrough drug, such drugs
will be immune from price competition during the period of patent protection unless
and until close therapeutic alternatives emerge to compete with them. (And the in-
centives to imitate will be lower in the future as price competition grows, so fewer
such competitors can be expected to emerge.)

The insulation of breakthrough drugs from pricing pressures means that incen-
tives to engage in R&D on such drugs will be much less affected by managed care
pharmacy than will research on imitative "me-too" drugs. It is possible, however,
that barring any additions to the number of people with prescription drug insur-
ance, that fewer firms may enter the race to be the first to market compounds in
new categories, because potential competitors will realize that the probability has
diminished of recouping their investment if they lose the race and enter the market
late.

To summarize, managed care pharmacy may reduce the amount of R&D on break-
through drugs compared with what it would be in the traditional market place, but
the reduction in R&D will be much less for important new drugs than it will be for
imitative R&D on me-too products. When true breakthroughs do occur, managed
care pharmacy will not have much power to constrain prices paid, although this ap-
proach to pharmaceutical benefits management will still permit more control over
the conditions of use of these drugs. Prior authorization programs, for example, can
be used to limit the availability of expensive new therapies to specific indications.

Whether the potential cost savings from managed care pharmacy will ultimately
be overwhelmed by rapid development of new generations of important and high
p riced new drugs I do not know, but increases in the costs of prescription drugs are
likely to be slower under the emerging managed care pharmacy system than under
the traditional fee-for-service system. In the latter system. there was inadequate
price competition among close or virtually identical cm petitors, and people with in-
surance were willing to pay very high prices for new drugs. In the new system of
managed competition for prescription drug benefits, buyers will turn product choice
into a vehicle for.cont savings. Given today's array of drug choices, the potential for
savings in the short run is enormous.

IMPACT OF HEALTH CARE REFORM ON THE MARKET FOR PRESCRIPTION DRUGS

Several proposals for health care reform call for a prescription drug benefit for
both the Medicare and non-Medicare populations. If the benefits for these two popu-
lations are compatible with the growth of managed care pharmacy, then both the
opportunities and problems inherent in this kind of market place will be
compounded under health care reform. The principal advantage of the managed care



143

approach to administering a prescription drug benefit is the potential for rapidly
achieving cost savings by moving prescribing and dispensing patterns to low-cost al-
ternatives. An important secondary advantage of Such an approach is that manage
care pharmacy sends signals to the pharmaceutical industry that imitative R&D
will be less well rewarded in the future. R&D on "breakthroughs" will fare relatively
well under a regime of managed competition in pharmacy benefits. Because a uni-
versal prescription drug benefit will give drug coverage to a large number of pre-
viously uninsured people, health care reform that embraces managed care pharmacy
could stimulate R&D on breakthrough drugs.

The chief problem with the managed care pharmacy approach to health care re-
form is the potential for 'breakthrough" drugs to enter the market at very high
prices. Managed care pharmacy alone will have limited power to influence the prices
of such drugs. (It is, of course, this limited pricing power that will encourage compa-
nies to invest in breakthroughs.) The potential problem of breakthrough drugs de-
serves careful study, because the stakes are high. On the one hand, as a society we
clearly value and demand the medical advances that lengthen life and improve its
quality along the way. On the other hand, our ability or willingness to pay for such
advances may be limited. Paying higher prices than is necessary to induce R&D in-
vestors to bring beneficial new drugs to market clearly wastes limited health care
dollars. But paying too low a price would stifle R&D and deny us the benefits of
breakthrough drugs. Because we know so little at present about how often break-
through drugs will come along or how difficult controlling their costs will be under
a regime of managed prescription drug competition, it may be prudent to engage in
"watchful waiting" before addressing the problem with specific direct interventions.

The main alternative to managed care pharmacy un der health care reform is a
fee-for-service pharmaceutical benefit. Under this approach, the strong cost-mod-
erating features of the emerging prescription drug market will be lost, and other
mechanisms, such as detailed regulation of pharmaceutical prices and drug utiliza-
tion review, will be needed to keep costs in check. The impact of pharmaceutical
price regulation on both the cost of the prescription drug benefit and on the leveland directions of R&D dependp :o a large extent on the details of the price regla-
tion scheme. Medicaid's currckit rebate program is a system that controls price in-
creases on existing drugs but leaves the launch prices of new drug products uncon-
trolled. This kind of price control encourages the development of new drug products,
including imitative me-too drugs, because all new products are immune from the
controls. Regulatory mechanisms that control introductory prices of new drugs
would change these incentives, but much would depend on the institutional proce-
dures underlying the regulation. In any case, any price regulation of new drugs will
add an additional dose of uncertainty to the drug development process, which could
to some extent discourage R&D on new products, including research on break-
through drugs.

Table 1-Number of Unique Compounds Available in the United States in Selected
Cardiovascular Categories, 1993

Number of
Unique Comn-

A adrenergic Blockem ...................................................................................................... 6
Adrenergic Stim ulants ................................................................................................ 4
Alpha/Beta Adrenergic Blockers ................................................................................ 2
A CE Inhibitors ............................................................................................................ 8
B eta B lockers ......................................................................................................... ....... 11
Calcium Channel Blockers ........................................................................................... 1
D iuretics ................................................................................................................ ..... .. .17

SOURCE: Pyskla'tn DrReferme. 47th EditUon, 1993.

Table 2-Percent of Prescriptions for Multi-source Maintenance Drugs'IDispensed
with Brand-name and Generic Products, January-September 1992

Market sector anl dnAjtype Ri voume RxdoQlar

Mail order
Brand-nam eo ................................................................................. 27.60% 58.0%
G eneric ......................................................................................... . 72.4 46.4
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Table 2-Percent of Prescriptions for Multi-source Maintenance Drugs' Dispensed
with Brand-name and Generic Products, January-September 1992-Continued

Market sector and drug type R1 volume Rx- values

Retail-3
B rand-nam e ................................................................................ 44.1 67.6
G eneric .......................................................................................... 55.9 32.4

'Maintenance drug are generally uxed ror long-term therapy.
fDollar value is derived from the average wholesale price.

.Prescriptions ordered through Meden's retail prescription programs. Some of these programs actively pro-
mote incentives to encourage diAperuing of generic drugs.

KEY: Rx a presciption drug.
SOURCE: Medco Containment Services. Ic, I1993.

Table 3-HMG-CoA Reductase Inhibitors Currently or Formerly Under

Development, 1992

Compound Sponsor Approval Status

lovastatin ................... Merck ....................................... IND: April 1984. NDA. November
1986. Approval: August 1987.

pravastatin Sankyo, Bristol-Myers Squibb Launched in Canada, Europe, Japan,
and Mexico. U.S. NDA. January 31,
1989. U.S. approval: November 31,
1991.

simvastatin Merck ....................................... Launched in at least 17 countries
worldwide, including most of Eu-
rope. U.S. NDA. November 1986.
U.S. approval: Decenber 1 991

colestolone .................. American Cyanamid ............... Entered U.S. clinical trials in 1987.
fluvastatin .................. Sandoz ...................................... U.S. NDA filed M arch 1992.
crilvastain .................. Pan Medics .............................. Phase I1 clinical trials.
dalvastatin ................. Rhone-Poulenc Rorer .............. Phase III clinical trials.
BAYW 6228 ................. Bayer ........................................ Phase I clinical trials.
HR780 ......................... Hoeschst ................................... Phase II clinical trials.
CI 981 ............. Warner-Lambert ........... Phase I clinical trials.
BB-476 ........................ British Biotechnology .............. Series of compounds under develop-

ment; preclinical.
BMY-22566 ................. Bristol.Myers Squibb .............. Preclinical studies.
SQ-33600 .................... Bristol-Myers Squibb .............. Preclinical studies, discontinued.
BMY-2 1950 ................. Bristol-Myers Squibb .............. Phase I clinical trials.
GR-95030 .................... Glaxo ........................................ Preclinical studies, discontinued.
SC-45356 .................... Searle ....................................... Preclinical studies, discontinued.
L-659699 ..................... M erck ....................................... Preclinical studies.
IL-669262 .....................Merk................... Preclinical studies.
CP-83101 .................... Pfizer ........................................ Preclinical studies.

SOURCE: ofrice or Technology AjewMment, 1993.
REFERENCES

(1) Foster Higgins Survey, 1994.
(2) Alex Brown & Co., "Oligopoly: The Future of the Pharmaceutical Industry," Re-

search Report, September 2, 1993.
(3) Santell, J.P., "Projecting Future Drug Expenditures--1993," Am J Hosp Pharm.

1993. 50-71-7; "Top 100 f'ugs,' Medical Advertising News, May 1993, p.
529.

(4) Peter Penna, GHCPS, intervic-w published in Dain Bosworth, Inc., Investment
Perspective. June 1993.

(5) Marion Merrill Dow, Managed Care Digest, 1993.
(6) Penna interview, in Dain Bosworth, Investment Persptctive, June 1993, page 3.
(7) FDC Reports, Pink Sheet, September 27, 1993, p. 7.
(8) The GUSTO Investigators, "An International Randomized Trial Comparing Four

Thrombolytic Strategies for Acute Myocardial Infarction, NEJM, vol 329, no
10, September 2, 1993, pp 673-682.

(9) Steiner, J., Scrip Magazine.



145

R;SPONSEs OF JUuITH L. WAGNER TO QUESTIONS FROM SENATOR PRYOR

Question. The biotechnology industry claims that the Advisory Council on Break-
through Drugs is the death-knell for their ability to do research and development.
Does the marketplace work for breakthrough drug pricing? Is the Advisory Council
as awful as the biotech industry says? Aren t there other factors that affect the abil-
ity of the Biotech industry to raise capital?

Answer. An Advisory Council on Breakthrough Drugs, whose only function would
be to study the prices at which certain important new drugs enter the market and
the cc'.s of development and manufacture, and whose only recourse would be to
make an "announcement" about the reasonableness of a price, does not have very
effective cost-cortrol levers, and therefore would not be likely to pose a major threat
to R&D on breaki.hrough drugs.

In the market for financia1capital, there are always firms that are unable to se-
cure funding because their planned investments do not appear to be potentially prof-
itable enough to justify the investment. Therefore, there are always firms that are
having a difficult time raising capital. The availability of capital to the bio-
technology industry has to be looked at in an aggregate sense, including all possible
sources of capital, from public equity markets to the corporate partnerships between
biotechnology companies and large pharmaceutical companies. New biotechnology
firms continue to be started, and the total number of firms in existence has grown
over time. Indeed, 1993 was a record year for biotechnology industry capital financ-
isome, perhaps many, biotechnology firms can be expected to fail-that is the na-
ture of the risky investments they undertake. It can be argued that the huge poten-
tial earnings available to those firms who "win" the R&D lottery induce a large
number of entities to join the game.

The central question is whether government policy--or expectations on the part
of investors about changes in government policy-is altering investors' assessments
about the profitability of future biotechnology drugs or otherwise changing the costs
of bringing such drugs to market. The uncertainty about the future structure of the
health care market place can add an additional barrier to financing, but it is impos-
sible for anyone to know whether this uncertainty surrounds the breakthrough drug
committee or other elements of health care reform.

Question. We may establish a Medicare drug benefit for those millions of older
Americans who cannot afford their medications. The President has proposed that a
rebate mechanism be used. Some manufacturers advocate that we use a "managed
care" approach to providing a Medicare- drug benefit, What are some other ap-
proaches that Congress can consider to lower drug costs for the Medicare program?

Answer. Two general approaches to controlling expenditures for prescription drugs
under a Medicare prescription drug benefit are: (1) a fee-for-service system with
price control mechanisms; and (2) a managed-care system. Within these two general
approaches, however, lie a variety of specific alternatives, and the details of such
prgrams matter! For example, a price control system that controls only the prices
of drugs currently on the market and not the launch prices of new drug products,
would send signals to the developers of new drugs that new products offering only
marginal medical benefits would be the easiest way to circumvent controls. Con-
sequently, R&D dollars would be skewed toward the development of new "me-too"
products.

Similarly, the definition of a "managed care" system with respect to the pharma-
ceutical benefit may be highly varied. One approach would be for Medicare to con-
tribute a set amount to the premium, set minimum benefit requirements, and allow
different plans to offer Medicare beneficiaries a pharmaceutical benefit, with Medi-
care beneficiaries being able to make the trade-off between the quality of the plan
and their out-ot-pocket premium costs. This approach would give competing plans
the incentive to "manage" prescribing and dispensing to get the benefits of lower-
prices from generic substitution and formularies.

An approach that falls in between a fee-for-service and a managed care plan is
to have Medicare award contracts to companies willing to manage the Medicare
pharmaceutical benefit. If these contracts are awarded on a price-competitive basis
(where the plan takes the responsibility for meeting a per-patient or per-prescrip-
tion cost), the approach would contain some elements of managed competition. How-
ever, with Medicare comprising such a large share of the prescription drug market,
limiting the number of finns who can compete for the business of Medicare bene-
ficiaries might in the long-run, reduce the level of competition in the managed care
pharmacy market place.

Question. There was a recent Wall Street Journal article which had various esti-
mates of the cost of developing a new drug. The manufacturers are saying that your
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recent report says that it costs $359 million to bring a new drug to market. Yet
there are other reports that the cost is lower. Can you shed some light on this topicO
How much does it really cost to bring a new drug to market?

Answer. There has been more heat than light shed on the issue of how much it
costs to bring a new drug to market. First, it is impossible to know how much it
will cost the investors in new compounds that are just entering testing today to
reach the market. The full cost of developing a new drug is extremely sensitive to
the success rate-the percent of all drugs entering testing that ultimately succeed
in making it to market. And the success rate can change rapidly over short periods
of time.

The best that can be done is to iook backward and estimate the full cost of bring-
ing a new drug to market in the past. When OTA reviewed the evidence on the costs
of bringing the average new drug to market for drugs first entering testing in the
1970s, we found the amount to be $359 million before tax savings from R&D are
considered, and $194 million net of the tax savings-from R&D. Since investors make
their decisions on an after-tax basis, the more appropriate number is $194 million.
Several pharmaceutical companies and associations have emphasized the before-tax
number, which is clearly inappropriate.

In addition, the $194 million does not represent actual cash outlays required to
sustain the researchers, buy equipment and supplies and build the R&D facilities.
The actual cash outlays required are much lower. However, investors demand a re-
turn on investment (essentially a risk-adjusted rate of interest on their invest-
ments), and more than 1/2 of the entire cost represents the amount of payoff re-
quired from the successful products to adequately reward the investors for the risks
they took.

RESPONSES OF JUDITH L. WAGNER TO QUESTIONS FROM SENATOR DOLE

Question. The President's bill makes a clear distinction between breakthrough
drugs and ah other forms of medical intervention-new surgical techniques, new
medical devices, generic drugs, etc. Do you see any reason why price controls should
apply to these so-called breakthrough drugs but not to advances in other areas of
medicine?

Ansiver. The concept behind a breakthrough drug committee whose intended pur-
pose is to study the introductory prices of important new drugs and announce
whether these prices are "reasonable" is not in and of itself a form of price control.
To be a price control mechanism, such information would have to be coupled with

rovisions giving power to Medicare or some other entity to control entry prices of
reakthrough drugs.
The problem with new drugs, including but not limited to breakthrough drugs, is

that if they are offered in a prescription drug benefit under Medicare, and the bene-
fit is a fee-for-service benefit without any price controls, the patent protection on
the product would give the manufacturer a monopoly position, with an insurer
(Medicare) that had no recourse but to pay any price charged. The inevitable result
of such a system would be a major escalation of the prices of all new drugs, includ-
ing new breakthrough drugs.

The unique characteristics of prescription drugs that make this issue problem-
atical is that (1) unlike many medical devices, such as imaging equipment or labora-
tory equipment, they are sold to the patient, not to the provider. MRI equipment,
for example, is sold to hospitals or free-standing facilities, who have an incentive
to consider the price of the equipment as well as its quality. Although MRI proce-
dures are covered by Medicare, the hospital's surplus depends on whether it can
produce images at less cost than the reimbursement rate.

(2) Most medical devices have relatively poor patent protection, because competi-
tors can easily "design around" these kinds of patents. In fact, developers of devices
frequently don't even bother to file for patent protection. Thus, the barriers to mar-
ket entry of closely competing products are much lower for devices than for drugs.

(3) Medicare has controlled the prices paid for technology-intensive procedures for
several years. The Medicare fee schedule is essentially a p rice control system gov-
erning physician services. The Medicare allowed amount for a full colonoscopic ex-
amination, for example, is about $500. The participating provider must accept that
fee as payment in full from any Medicare beneficiary. (In contrast, physicians do
not pay for the drugs they prescribe, and until recently, private insurers and Medic-
aid simply accepted the manufacturer's price.)

Direct regulation of prices is always a different undertaking and may create per-
verse incentives in the long run, because it is difficult, if not impossible, to know
the 'right' price for a given product or service. Regulation of drug prices in other
countries has shown that prescription drugs are no exceptions. Price regulations in
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Japan, for example, have been structured in such a way as to encourage the pro.
liberation of research on "me-too" drugs, with consequent distortions in the alloca-
tion of precious R&D dollars.

The long-run problems associated with price controls, combined with the potential
for high launch prices of new drugs under a fee-for-service system lacking such con-
trols, suggest that the Congress might want to consider alternatives to a fee-for-
service benefit--one that restructures the market so that prescribing physicians are
more sensitive to the prices of alternative therapies. More price-sensitive buyers
would encourage pharmaceutical companies to compete for business on the basis of
price as well as quality. Although such an approach still leaves open the possibility
of high prices for important new drugs that have no close substitutes, such advances
occur infrequently and, if the rest of the prescription drug market place becomes
more price-competitive, may be affordable.

Question. When you testified before the House Energy and Commerce Committee
you said, "it is extremely difficult, if not impossible, to know what the "right" price
for a breakthrough drugs is." Based on that, would you recommend that the notion
of price controls be abandoned altogether?

Answer. When markets are structured properly, they are always better at deter-
mining prices than are regulators, who cannot know all of the conditions of supply
and demand that should govern price setting. When markets fa;l to send appro-
priate signals to those who sell products, however, regulation of prices may be a nec-
essary action.

If a Medicare prescription-drug benefit is structured as a fee-for-service benefit-
where physicians prescribe for patients who pay only part of the cost out-of-pocket
and are protected by catastrophic limits on out-of-pocket costs--the inevitable re-
suit, in the absence of any price controls, would be a rapid increase in prescription
drug prices (as well as increasing advertising and promotional expenditures). Thus,
under such a system, price controls would be needed to control prescription drug ex-
penditures.

An alternative approach--one that might be less dependent on price controls-
would be a prescription drug benefit that embodies the principles of managed com-
petition. Health plans might compete with one another to offer prescription drug in-
surance to Medicare beneficiaries. To keep cost of the benefit down, plans could use
the techniques of "managed care pharmacy" to inject price sensitivity into prescrib-
ing and dispensing decisions.

The key to success of such an approach would be the availability of a large num-
ber of competing plans offering the benefit to Medicare beneficiaries. Any proposal
whose ultimate effect would be a very few plans competing for Medicare business,
and barriers to entry for new plans, would violate the spirit of a managed competi-
tion approach.

Question. Let's say that price controls are enacted this Congress. And let's say
that four years from now, for example, we discover that it was a big mistake-R&D
has slowed dramatically, we've lost our internationally competitive edge, people
have lost jobs. In you estimation, how long would it take the industry to recover
from such a measure?

It is reasonable to conclude that price controls will reduce R&D, but the nature
of the changes in R&D depend on the details of the price control system. A system
that controls only the prices of existing drugs, for example, might have little or noeffect on R&D on either me-too drugs or breakthrough drugs. Whatever the effects
of the price control system are, they might be difficult to undo quickly because of
the time and cost of gearing up research programs. How long that lag might be is
unknown, but the effects might last up to 12 years, the average time it takes a drug
from initial identification to the market.

Because United States policy regarding approval for marketing and pricing of pre-
scription drugs is neutral with respect to the country of origin of a drug, it is not
clear at all that the U.S. industry would lose its competitive edge in pharma-
ceuticals because of an R&D decline. The losses in R&D would be shared among the
R&D companies that compete in developing new drugs for the global market.

REsPONSKS O1F JTI)ITH L. WAGNER TO QUESTIONS FROM SENATOR HATCH

Question. As we discuss the public policy relevance of the cost of pharmaceutical
development, are there Federal policies or programs that could be changed to reduce
the cost of drug development? In other word's, is there something the Federal gov-
ernment is doing now that has the effect of inflating the costs associated with drug
development?

Answer. Any Federal policy that requires firms to spend money and time to test
a drug before its entry on a market increases the cost of drug development. Thus,
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the FDA's process for approving new drugs has increased the cost of drug develop-
ment over what it would v en without such regulations, although some experts
have argued that much of what is done to test drugs for market would be done any-
way, even in the absence of an drug regulations.

OTA did not assess the FDX new drug approval process but many Commissions
and Blue Ribbon panels have explored the potential avenues for streamlining and
otherwise making more efficient the drug approval process. Currently, FDA is at-
ternpting to make greater use of computerized 'new drug applications as a way of
facilitating the review of the masses of data submitted to FDA from drug trials.
And, of course, the express purpose of the recent user-fee legislation was to buttress
the capability of the FDA staff to expedite the review of new drug applications. The
effect of that legislation will need to be evaluated in a few years, after enough expe-
rience with the new system has accumulated.

OTA's analysis of the cost of developing new drugs revealed that the average cost
of bringing a new drug to market is most sensitive to the success rate (i.e., the per-
centage of all new drugs beginning human testing that are successful in gaining
market approval). The success ratehas little to do with how efficient the regulation
of new drugs is. It has more to do with the state of scientific knowledge and the
ability of pharmaceutical company scientists to predict which drugs are likely to be
successful. Thus, although there are clearly changes in requirements that could re-
duce the cost of conducting research (e.g., requiring smaller trials, less animal test-
ing, etc.) or speed drugs through the review process, unless they were major changes
they would not have the kindof impact that an improvement in scientists' ability
to predict winners would have.

PREPARED STATEMENT OF STANLEY WALLACK

Good morning Mr. Chairman and Members of the Committee. My name is Stanley
Wallack and I am Chairman of the Coalition on Long-Term Care Financing. I am
also the Director of the Institute for Health Policy at Brandeis University and a fac-
ulty member of the Heller Graduate School at Brandeis University. In 1987, I
founded LifePlans a long-term care managed care company. I am here today on be-
half of the Coalition which represents a diverse group of researchers, leading insur-
ance companies offering long-term care insurance coverage and providers of long-
term care services. Coalition members are united by a common commitment to the
establishment of a strong partnership between the public and private sectors in fi-
nancing long-term care services.

The Coalition appreciates the opportunity to testify on a matter of critical impor-
tance in the health care reform debate: namely, ensuring that long-term care (LTC)
is not left out of the equation as we move forward in developing a national policy
for restructuring the way health care and related services are delivered and fi-
nanced. Although the center piece of health care reform legislation introduced to
date has been reform of the acute care system, problems of access to health care
services and containment of escalating health care costs in the acute care system
represent only half the picture. While there are close to 40 million individuals under
the age of 65 who lack health insurance coverage, there are also 32 million people
over Me age of 65 who are exposed to the risk of incurring catastrophic expenditures
for long-term care services.

I. BACKGROUND

The Problem and Need for Federal Involvement
I want to briefly comment on three aspects of long-term care financing: (1) the

problem and need for public sector involvement, (2) the purpose and potential of
Federal long-term care insurance consumer protection standards and tax clarifica-
tion, and (3) the alternative public/private financing strategies for home and com-
munity-based care.

I want to begin my testimony by emphasizing the importance of a meaningful
public/private approach in the financing of long-term care. All too often those sup-
porting a public-private partnership are only providing lip service to the idea. You
are considering legislation today that will establish policies and expenditures far
into the future. We are not far from 2010, when the baby boom generation will
reach retirement age and the number of disabled accelerates rapidly. Long-term
cam expenditures will increase exponentially when this happens. There will be pres-
sure for more government assistance in the future, which means that we need to
be thinking about public and private sector LTC roles today. Currently, the fastest
rising budget expenditure for both Medicare and Medicaid is for home care. In the
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next six years, expenditures on home care are expected to double, even in the ab-
sence of any major programmatic changes. This growth reflects an increasing need
for services as well as our inability to manage acute and chronic populations and
to accurately define service norms. If the record growth in Medicare home health
care expenditures were to continue, they could exceed Medicare physician payments
in the next ten to fifteen years.

Thus, I believe the Federal government should proceed cautiously in this area and
not overlook the opportunity and importance of encouraging private sector involve-
ment in the financing and managing of home and community-based services.

The history of social welfare programs in this country, as well as the particular
interests of the private and public sector, strongly sumyest that, over time, long-term
care services will be financed by a mix of public and private programs. To assess
what mix of public and private long-term care financing would be-best, it is impor-
tant to determine what each sector can do as well as to evaluate what each sector
should do. Private long-term care policies have evolved over the past decade. Market
forces have been effective in shaping policy configurations as well as their cost. In
general, policies today are more comprehensive and lower priced. However, the
number of policies sold continues to be low in comparison with the proportion of el-
derly who could afford to buy them. This will remain the case until the Federal gov-
ernment clearly and unequivocally defines its own role in this area. Older people
look to the Federal government for signals on financing long-term care needs; the
employed to their employers. Only when parties are supportive and send the proper
signals will the private market approach its potential. The Federal government
should take the lead in recognizing the viability of private long-term care insurance
and establish private insurance standards that will promote the evolution of the pri-
vate market. But, even though insurance is less expensive for many, for others it
is not a feasible alternative. Government certainly must do more for these individ-
uals, and that is why the Coalition supports an expansion in public benefits for poor
and non-poor disabled individuals.

The Coalition supports four key strategies for promoting public-private partner-
ships in long-term care financing:

" aggressive strategies to educate consumers about long-term care risk and op-
tions for financial protection;

" tax clarification of long-term care insurance p>,icies to provide incentives for
consumers to plan for their long-term care needs in advance through the pur-
chase of private coverage;

" federal consumer protection standards to ensure that policies provide value to
consumers and that this value is maintained over time; and

" public expansions in programs for whose who cannot afford to protect them-
selves against long-term care risk through private means.

Based on our principles regarding long-term care financing reform, Coalition
members have been pleased to note that almost all health care reform proposals
have addressed long-term care in some fashion. Furthermore, may of the bills in-
clude some or all of the elements necessary to promote public-private partnerships.
The inclusion of provisions to clarify the tax status of long-term care insurance
products and federal standards for these products suggests that Members of Con-
gress recognize the market potential for private long-term care insurance.

The private market has spearheaded efforts to enhance financial protection
against long-term care risk in the past decade. Since 1987, the number of policiessold has increased from 815,000 to almost 3 million at the end of 1992. The number
of policies sold has grown an average of almost 30 percent annually. The majority
of long-term care insurance policies, about 82 percent, have been sold to individuals
or through group associations.

Sales through the employer market and life insurance market, while a smaller
percentage of total sales, have increased dramatically. In the past five years the
number of policies sold in the employer market has grown from 20,000 in 194i to
over 350,000 in 1992. This represents an average annual growth of over 100 per-
cent. Employer policies comprised over 12 percent of the mArket at the end of 1992.
During the same period, the number of life riders should has increased to over
157,00 policies, representing an average annual growth of over 300 percent. Life rid-
ers now represent over 5 percent of the long-term care insurance market.
Consumer Protection: Federal LTC Care Insurance Standards and Tax Clarification

For private insurance to work appropriately, there is a need for government regu-
lations. Insurance is a complex product in which people buy today for benefits in
the future. Government should ensure that purchasers are not harmed and that
they receive the value they purchased. The policies established by government must
encompass the social goals of consumer protection and encourage the development
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of the private market to provide fai' and attractive plans. Developing the private
market means encouraging choices for consumers which should be entirely consist-
ent with sound well thought-out comumer protection strategies.

Too often, regulation is adopted under the banner of consumer protection when
its real objective is to impose a product on consumers which policy makers believe
to be in consumers' best interest. 1, for example support comprehensive benefits for
long-term care plans with continuing personal care management. Yet, many con-
sumaers select a nursing home only plan because it is the most effective way to se-
cure financial protection.

Many individuals find insurance rules and policies formidable and, therefore are
suspicious of insurance plans. Individuals also may not want to consider the con-
sequences of needing services. Often, governments have established tax incentives,
requirements or mandates to increase or assure the purchase of insurance. Given
the complexity of insurance, I believe individuals would welcome the government in-
forming them about the need and adequacy of private insurance policies in meeting
their long-term care needs.

An adequate long-term care insurance policy must provide benefits when one
needs personal assistance because of a physical or mental disability. However, indi-
viduals are likely to want different benefits-services and dollar levels-depending
on age, sex, marital status and income status. Some people want and can afford life-
time benefits, others want inflation protection on a three year policy duration. In
short, individuals demand different types and levels of benefits, and insurers are
providing.

The purchase of long-term care insurance should be viewed as one of many steps
taken by individuals to protect their assets, ensure a standard of living, and guaran-
tee access to care if and when the need arises. The primary focus of consumer pro-
tection should be on assuring policy holders that they receive the value for which
they have contracted and for which they are paying premiums. Whereas consumer
choice focuses on levels of product value, consumer protection deals with the protec-
tion of the value purchased. Consumer protection also should address operational
norms of insurance companies, the assumptions underlying premiums and the sol-
vency of insurers.

Federal consumer protection standards should be accompanied by tax clarification
as these are critically important for the future growth of the private sector. While
tax deductibility only reduces net price of a policy moderately, the impact on
consumer attitude toward purchase could be altered dramatically.

II. FEI)ERAIL IA)NG-TERM CARE INSURANCE STANDARDS

The Coalition supports appropriate federal standards for consumer protection to
ensure that long-term care insurance policies have initial and continued value. To
ensure access to affordable protection, however, any federal legislation must strike
an appropriate balance between the extent of policy requirements and the price of
policies.

We strongly urge the establishment of standards that, when combined with effec-
tive enforcement mechanisms, ensure that individuals know the value of what they
are purchasing and ultimately receive that value. The Coalition believes that LTC
insurance plans must be understandable, fairly and appropriately priced and clearly
articulated. To assure that value is maintained over time, we support procedures
for appropriate policy pricing, establishment of required reserves and disclosure of
information concerning the financial strength of insurance companies-areas over
which the consumer has little or no control. Additionally, we support the establish-
ment of standards at the outset to ensure that benefits will be paid as promised.

Coalition members support most of the provisions included in the Model Act and
Regulation adopted by the National Association of Insurance Commissioners. For
example, we support the following consumer protection measures:

* requirements regarding guaranteed renewability, coverage of Alzheimer's Dis-
ease, offer of in action protection, 30 day free-look period, delivery of detailed
outline of coverage and shopper's guide, and provision of continuation or conver-
sion coverage for group policyholders;

" prohibitions against post claims underwriting, prior-hospitalization require-
ments, preexisting conditions exclusions, and marketing practices such as twist-
ing and churning;

" requirement that insurers establish marketing standards that can be audited
to assure fair and accurate comparisons of policies;

* sanctions in the form of civil monetary penalties for agents and insurers who
violate regulations.
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The Coalition also supports numerous consumer protection provisions which ex-
ceed requirements in the current NAIC Model Act and Regulation such as:

" requiring insurers to establish: long-term care education and training programs;
procedures for monitoring sales practices of agents; meaningful update protec-
tion programs; a thorough claims process which includes a written explanation
of filing procedures; clear and thorough written definitions of benefit eligibility
criteria to be presented at the point of sale.

" establish minimum standards for long-term care insurance reserves and criteria
for evaluating insurer reporting data.

While the Coalition supports the majority of requirements adopted by the NAIC
included in health care reform legislation, there are several provisions which we .be-
lieve are not in the best interest of consumers. In fact, we feel strongly that some
of the proposed provisions would create barriers to consumer access to private long-
term care products. These provisions are addressed below.

Nonforfeiture Benefits
Non-forfeiture provisions ensure that all policyholders receive some benefit for

paying premiums. In effect, individuals are creating their own savings account. The
underlying assumption is that LTC insurance policies should serve both a risk and
savings function rather than just being exclusively risk-relieving instruments. There
is a tradeoff, however, between the insurance aspect and the savings aspect of a pol-
icy design because non-forfeiture benefits reduce risk spreading.

Non-forfeiture is certainly an attractive benefit for younger individuals who are
at low risk and are primarily trying to pre-fund future liabilities. Not surprisingly,
the group employer market has evolved this way. In the older market, incidence risk
outweighs the importance of savings.

For these reasons, the Coalition supports the requirement to offer all prospective
policyholders a nonforfeiture benefit in the event of nonpayment of premium. We
oppose mandated nonforfeiture benefits. Nonforfeiture benefits significantly increase
the cost of long-term care insurance policies--anywhere from 30 to 200 percent, de-
pending on the age of the policyholder. Since LTC products are extremely price sen-
sitive, this requirement would act as significant deterrent to the purchase of LTC
policies. Further, requiring consumers to purchase this protection could force them
to forgo other coverage or benefits that would better serve their individual needs.
For example, some consumers may prefer longer coverage periods, higher daily ben-
efits or inflation protection.

Rate Stabilization
The Coalition supports reasonable and justifiable insurance premiums which en-

sure that a carriers long-term care obligations will be met. The most effective pro-
tections include measures which assure that initial premiums, and potential in-
creases, are determined appropriately on the basis of actuarial data. The Coalition
also supports sanctions against insurance companies that engage in exorbitant and
unwarranted rate increases. However, we oppose the establishment of arbitrary and
unreasonable limits on premium increases and do not believe that such limits would
achieve the goal of ensuring tat rates are set correctly in the first place. Such limits
could have the potential to threaten insurers' abilities to pay future claims which
is certainly not in the best interests of consumers.

The Coalition supports the following minimum rate guarantees:
* 3 year rate guarantee from date of issue;
* subsequent rate increases must be guaranteed for at least 2 years from date

of increase;
• rate increases may not exceed 10 percent in any 23 month period for individuals

75 or older who have held policy for ten years;
• carriers must offer insured option for benefit reduction 90 days in advance of

rate increase to help maintain stable premium level;
" if an insurer increases rates by more than 50 percent in any 3 year period, car-

rier will be prohibited from issuing policies in state where violation occurred for
2 year period;

" Secretary may modify or waive any requirements related to rate stability if re-
quirements: would adversely affect insurer's solvency or conflict with State or
Federal requirements; become inconsistent with mortality or morbidity patterns
as a result of new medical developments; judicial interpretations of policy bene-
fits result in unintended claim liabilities.

Relation to State Law
All long-term care standards bills would allow states to impose additional state

standards on carriers which exceed Federal requirements. We believe that this pro-
vision is inconsistent with the intent of Federal regulations which are aimed at cre-
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ating uniformity of benefits to make comparison shopping possible for consumers.
Further, additional state standards would require insurance companies to obtain
policy approval in any state with regulations exceeding federal standards. This
would needlessly increase administrative costs which would be passed on to consum-
ers in the form of higher premiums. If Federal standards include the essential ele-
ments needed to protect consumers, additional state standards should not be nec-
essary.

The Health Security Act prohibits carriers from selling insurance policies in states
found out of compliance with Federal standards. The Coalition believes it is unfair
to penalize consumers and insurers for a state's violation of Federal law. We believe
that carriers should have the right to sell any policy meeting Federal requirements,
regardless of whether the state in which the policy is sold is in compliance with Fed-
eral law.

Independent Assessment
We oppose, a third party determining eligibility for benefits. The insurer is con-

tractually obligated to manage an individual's long-term care needs so that the best
care can be delivered most efficiently. Transferring the claims adjudication function
to an outside party could expose the insurer to unintended claims liabilities. It also
could undermine carriers' ability to maintain stable premiums by changing utiliza-
tion patterns assumed by carriers in establishing premium rates.
Regulatory Authority

The Coalition believes that too much regulatory authority is vested in the office
of the Secretary of HHS under the Health Security Act. We believe that the Sec-
retary's office should play an advisory role to Congress, but that Congress should
have the final authority to approve federal standards. Parts of the Health Security
Act provide the Secretary wide discretion in implementing final regulations under
broad guidelines. There is little or no statutory guidance from Congress on the con-
tent of these standards. This legislation effectively delegates these decisions to the
Secretary.

Coalition members believe that the legislation should clearly articulate as many
of these standards as possible and limit the role of the Secretary to that of policy
implementation, not policy development. Furthermore, we believe that the Advisory
Council should be established as an independent body, not an arm of the Secretary's
office, to ensure objective representation of all pertinent interests.

Agent Compensation Limits
The Coalition does not support the use of agent compensation limits. Problems re-

garding lapse rates and replacement rates should be dealt with directly by regulat-
ing agent sales and marketing practices and extensive agent training and education.
Caps on commissions will not remove incentives for unwarranted initial sales or ill-
advised policy replacements. Blanket restrictions on sales commissions do not dis-
tinguish between agents selling in an ethical, responsible way and those who do not.

The Coalition believes that other safeguards and restrictions adopted by the NAIC
are better suited to addressing problems related to ill-advised sales and lapsing,
such as the following:

* agent training and education requirements:
" prohibitions against unfair sales and marketing practices such as twisting,

churning, high-pressure sales tactics and cold lead advertising;
" penalties consistent with Section 11 of the NAIC Model Act for violations of

sales practices;
* requirement that carriers establish marketing procedures to assure fair and ac-

curate comparison of policies by producers and to prevent the sale of excessive
insurance;

• requirement to display a prominent notice to consumers on the first page of the
policy that the policy may not cover all costs of long-term care and advising the
consumer to carefully review all policy limitations;

" requirement that state-approved shopper's guide be delivered to potential
insureds at the point of solicitation;

" requirement that consumers answer a series of questions on the application
form concerning existing coverage and eligibility for and coverage by Medicaid.

Coalition members believe that these and other standards included in the NAIC
Model Act and Regulation and proposed federal standards legislation will be much
more effective in assuring agent accountability in the marketing and sales of long-
term care products than agent commission caps.



153

III. TAX CLARIFICATION

The Internal Revenue Service has yet to rule on the treatment of premiums paid
for long-term care insurance policies and benefits paid out by such policies. The Coa-
lition believes that clarification of the tax status of long-term care insurance would
increase the legitimacy of these policies and could significantly enhance consumer
interest in purchasing long-term care protection. Based on surveys conducted by the
Washin on Business Group on Health, the Health Insurance Association of Amer-
ican andothers, we believe that tax clarification would increase employer interest
in offering long-term care coverage and, in some cases, making a premium contribu-
tion to this coverage. Employees also would be more likely to purchase policies if
their premium contributions were tax free.

We believe legislation should accomplish the following:
" treat long-term care insurance as accident and health insurance, assuring that

benefits would be excluded from policyholder income and that employer con-
tributions to a long-term care plan would be excluded from the employee's in-
come;

" permit long-term care insurance to be included in cafeteria plans and allow em-
ployers to deduct, as a business expense, the value of premiums paid for long-
term care insurance on behalf of employees;

" clarify that long-term care expenses and premiums for long-term care insurance
qualify for the limited medical expense deduction;

* clarify that benefits paid under a life insurance contract that accelerates the
payment of benefits for long-term care services can be excluded from income;

" ensure that disability-based policies receive favorable tax treatment, the law
should specify that amounts received for the permanent loss of a bodily function
are disbursed tax-free;

* to recognize the high cost of nursing home care in areas such as the northeast,
we recommend that the per diem cap be set at $250 per day;

" Medicare must retain primary payer status for those situations it already cov-
ers;

" the requirement that companies maintain a ca ital ratio equal to 25 percent of
LTC insurance premium receivable should be elminated; companies shall, how-
ever, be required to have adequate capital to meet their long-term care obliga-
tions;

* companies should be required to use the one-year preliminary term reserve
method where it conforms to state laws;

" benefit eligibility standards should be set at 2 out of 6 ADLs, regardless of the
level of care; continence should be included in the list of ADLs as well as state-
mandated ADLs.

IV. FINANCING HOME AND COMMUNITY BASED BENEFITS

Over the past few years there have been increasing calls for reforming the financ-
ing of home and community-based care and there seems to be a growing consensus
that expanding coverage for the functionally disabled is an important and timely
policy response to their changing needs as well as to their changing numbers. Yet,
these calls have not been occurring in a static service or financing environment. On
the elderly disabled alone, more than $10 billion was spent on home and commu-
nity-based care in 1992. Moreover, similar spending on community alternatives for
the mentally retarded/developmentally disabled has grown to more than $2 billion.
For both the Medicare and Medicaid programs the fastest grwing budgetary item
is home and community-based care. In fact, over a period of six years, Medicaid ex-
penditures have more than tripled whereas Medicare expenditures have increased
b more than 4 times their 1987 levels. The current HCFA Administrator estimates
that by 1999, Medicare will be spending about $23 billion on home and community-
based care: a doubling within a six year period. Thus, these entitlement programs
are playing increasing important roles in financing home and community based
care.

As polic makers think through the structure of a new or reformed financing pro-
gram for home and community-based care, two important objectives must be bal-
anced: the necessity of targeting benefits to those most in need and the requirement
that expenditures be controlled or at the very least, controllable. Moreover, there
needs to be a recognition of the fact that there is a rapidly developing private insur-
ance market for such care. Over the past five to seven years, private insurers have
been selling long-term care insurance policies, many of which now cover a broad
range of home and community-based services.

Since most of you are familiar with the Home and Community-based Care Pro-
gram outlined in the Health and Security Act, I am not going to review the program
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here. My views on the structure and approach of the program will become clear as
I outline an alternative for your consideration. While the Administration's proposal
and the alternative that I am outlining here today both are designed to encourage
an expansion in the financing of home and community-based care for disabled Amer-icans, there are some important differences that relate to the way in which program
benefits are distributed, the role of the public and private sectors in financing home
and community-based care, and the costs otf alternative programs.

The Administration's plan is designed to provide benefits to all severely disabled
people without regard to their level of financial resources. The proposal that I want
to put before you seeks to create a national financing program for poor and near
poor disabled individuals National eligibility criteria, implemented at the state level,
would be based on the functional and cognitive status of individuals as well as on
their level of financial resources. The program would begin to integrate the financ-
ing of home based and institutional care services by promoting uniform income and
asset eligibility thresholds. The plan would cover individuals who are limited in
their ability to perform at least two activities of daily living, who are at least mod-
erately cognitively impaired, who are severely or profoundly mentally retarded, and
who are technologically dependent children. Qualifying individuals would have in-
comes no greater than 150% of the poverty level and non-housing assets of $12,000
or less.

Given the multitude of social problems facing this country, as well as budgetary
realities, it is important to assure that public dollars are well targeted. The Admin-
istration's Plan would allocate more than half of all new benefits to disabled individ-
uals with incomes in excess of 200% of the poverty line. Thus, program dollars will
be spent on individuals, many of whom could afford to pay for care themselves, or
pay for private alternatives for financing such care. The result is that certain exist-
ing financing inequities may be exacerbated. The Plan I am proposing targets all
benefits to incomes with incomes less than 150% of the poverty line (See Figure 1).

The philosophical underpinning of this proposal is that the government should ad-
dress the problems facedby those who cannot afford to protect themselves against
LTC expenses because of inadequate financial resources. I am concerned that, over
time, especially as the baby-boom generation begins to retire in 2010, benefits will
be spread a mile wide and a inch deep. Inevitably, the poor, for whom such benefits
would comprise the majority of available help, would be hurt the most.

I believe that for the segment of the population with adequate incomes and assets,
responsibility rests with individuals and their families. This is not a small segment
of the population. The elderly, in particular, have made great strides in the area
of income status. Poverty rates among elders have fallen dramatically over the last
two decades, in part as a result of actions taken by Congress to strengthen Social
Security and to provide additional income support. Many elders can, if they so
choose, insure themselves against the costs of home and community-based care
through the purchase of private LTC insurance policies. This is consistent with the
President's desire that individuals assume personal responsibility and that individ-
uals be provided incentives to purchase private long-term care insurance.

The Alternative Proposal that I am outlining here seeks to clearly define public
and private roles. Without question, one of the most important tasks facing health
policy makers as they grapple with health care reform is to define the boundaries
and roles of the public and private sectors in meeting LTC needs. The Alternative
Plan divides the market in terms of population groups. The Administration's ro-
posal defines public and private responsibilities by dividing the market for LTC
services: the government assumes overall responsibility for home and community
based services whereas private insurers assume responsibility for insuring the mar-
ket for nursing home care for middle and upper-income individuals. Such a division
could lead to a variety of market distortions including gaming and shifting between
public programs (e.g. Medicaid recipients being shifted to the new program), be-
tween service locations (e.g. from the nursing home to the community), and between
markets (private insurance to public market).

Also, insurers will find it extremely difficult tc carve out policy coverages that
complement the public coverages for care. This could lead insurers to desist from
marketing policies that provide meaningful home and community-based care cov-
erage to individuals. Moreover, if individuai.1 oavke to believe that the government
is going to guarantee financing for a comprehensive set of home and community
based services, there will be little incentive to purchase private coverage for these
services. Clearly, from a program management .t perspective, the Administration's
program does not make a lot of sense; nor is i consistent with other aspects of the
Health Security Act which stress personal retE,)onsibility and the encouragement of
an innovative and meaningful private market for long-term care financing.
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The Alternative Proposal would establish a Federal-state partnership in the con-
text of a globally budgeted program with internal budget caps for different Pros
served by the program. A "home and community-care service basket" would have
to be provided by states and contain a minimum set of services needed to meet the
needs of the diverse groups served by the program. States could choose to make
available additional services beyond the minimum basket. In this way, the Alter-
native Plan creates an "access entitlement" to poor and near-poor individuals rather
than a budgetary entitlement to the states. Moreover, as a way to deal with poten-
tial competition for limited program resources among groups with diverse needs, the
Alternative Plan proposes that separate internal expenditure cape within the con-
text of an overall budget be maintained. Establishing global budget caps based on
per capita service costs and numbers of program eligibles is perhaps the most effec-
tive way to achieve macro-efnciencies and assure that expenditures remain control-
lable over the long-run.

The Alternative plan is to be fully-funded at the time of initial implementation.
The Administration's plan is to phase-in the program over a seven year period
which means that the program will be grossly under-funded to meet projected needs.
Not only will expectations go unmet, but the pressure on the states to provide mean-
ingful co,, rage will be enormous.

we estimate that 1.5 million individuals will qualify for benefits under the pro-
gram in 1996 and this number will grow to 1.7 million by the year 2003. Total serv-
ice users grows from about 1.3 million in 1996 to about 1.5 million by 2003. This
represents roughly half of the population that would be served by the Administra-
tion Plan. Bydesign, the "half" that would not be covered by the Alternative Plan
represent those disabled individuals many of whom could finance care themselves
or, with advanced planning, pay for private insurance. The total costs of the pro-
gram are $18.5 billion in 1996 increasing to $29.6 billion by 2003 (See Table 1). The
Administration has estimated the costs of its proposal to be $50 billion in 2003
Thus, the Alternative proposal costs 40% to 50% less than the Administration's Plan
(depending on whether one accounts for the fact that not all expenditures under the
program are "new"; some represent a net shift in costs from the Medicaid program
to the new program.

CONCLUSIONS

The Coalition supports expansions in public financing for home and community-
based care and public support for the continued development of an innovative pri-
vate insurance market through federal consumer protection standards and tax clari-
fications. Where we differ from the Administration is on the issue of who should be
entitled to receive public benefits and who should be expected to assume greater pri-
vate responsibility. Both the service environment and the financial status of the el-
derly have improved dramatically over the last few decades but there remain signifi-
cant numbers of disabled individuals who require public assistance to cope with
their disabilities. On the other hand, many other disabled individuals have adequate
resources to care for themselves or to access the private market: today, there are
insurance alternatives covering home and community based care for individuals who
plan ahead for retirement needs. There are now home care-only policies thatprovide
weekly benefits for home care and policies that essentially give a disable individual
a pot of money to be spent on home care or nursing home. The premiums for these
home care only policies are quite reasonable--a 65 year old could pay $35 to $40
a month to receive up to $800 a month in home and community-based care pay-
ments for up to three years.

The Alternative Plan that I have presented today presents a realistic, sensible
and fiscally prudent blue print for a meaningful public-private partnership. It en-
courages an equitable distribution of public funds, maximizes the chance for pro-
grammatic efficiencies through managed care and budget caps and assures that the
private market presents high value products to consumers through the establish-
ment of federal insurance standards and tax clarifications.

Table 1: Program Costs for Coalition Proposal: 1996-2003 (Billions)I

Total program Proam costa Proram costs Net additionalBlud et year o ts up to 100%t 100% to 1 0% e p n i u e
poverty poverty

1996 ................................................... $18.5 $9.8 $8.7 $12.5
1997 ................................................... 19.9 10.5 9.4 13.4
1998 ................................................... 21.3 11.3 10.0 14.4
1999 ................................................... 22.8 12.1 10.7 15.5
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Table 1: Program Costs for Coalition Proposal: 1996-2003 (Billions) '-Continued
Total program Program costa r cost Net additional

Buet year coa up to 10I 100 to 150% expenditurepoverty; poverty

2000 ................................................... 24.4 12.9 11.6 16.6
2001 .............................................. . 26.0 13.8 12.2 17.8
2002 ................................................... 27.7 14.7 13.0 18.9
2003 ................................................... 29.6 15.7 13.9 20.3

Source: LifePlan long-Term Care servicess UtiliiAtion Model.
Total program costs include the conts of assessments, care plans, all other serwce costs and administrative

expense which are estimated to be I()WA of service coats. These expenditures will be financed by the federal
and state governments

Roughly .30 or current Medicaid beneficiaries will qualify for the new program. Therefore, their care rep-
resents a net shift in costa from the Medicaid program to the new program. Also 55% of the MR/DD popu-
Istion will also shift from Medicaid. Because of the lock of data on the income and asset status of the tech-
nology dependent, they are not treated as part of the overlap population. To evaluate net additional expendi-
tures on home and community-hAed care. one must subtract these "Medicaid overlap" groups from the eligible
population and recalculate program expenditures.



Figure 1: Dletributlon of Program Benefits by Poerty Line, IM
(Inludn Medliaid Overlap Populalom)

40%

.......... 14"A
% .E... _

10ll paemt 100-1U poam~m lU-0R0 Ip~t

Source: LifePlans, Long-Term Care Services Utilization Model

>31 pwont



COMMUNICATIONS

AMERICAN BAR ASOCIATION, GOVERNMENTAL. AFFAIRS OFFICE,
Washington, DC., April 22, 1994.

Hon. DANIEL PATRICK MOYNIHAN, Chairman,
Committee on Finance.
U.S. Senate,
Washington, DC.

Dear Mr. Chairman: I am writing t4 you in connection with your Committee's
April 19, 1994 hearings focusing on long-term care within the context of health care
reform. We respectfully request that this letter be included in the record of those
hearings.

The American Bar Associaticn supports legislation that would provide every
American access to quality health care regardless of the person's income. Further,
with respect to long-tern care, the ABA has, since 1989, supported the enactment
of federal and state legislation providing a co-ordinated and comprehensive system
of care and support for Americans of all ages with long-term care needs.

Three ABA policy statements are attached: one on licalth care, and two on long-
term care.' The policies provide general principles that should guide the implemen-
tation of health care reform. The ABA enthusiastically supports inclusion of long-
term care benefits in health care reform legislation.

We urge that procedural due process protections be made part of such a long-term
care component. Even if the long-term care component is not envisioned as an enti-
tlement program, procedural fairness is essential. For example, we are pleased to
see that President Clinton's proposed "Health Security Act" contains a long-term
care component. However, the proposal appears to lack clear procedural due process
protections for the long-term care component. This shortcoming can be remedied by
ensuring that substantially the same consumer due process rights that accompany
health care benefits also accompany long-term care benefits.

We appreciate the opportunity to express the ABA's views on this important effort
and would be pleased to provide additional information.

Sincerely,
ROBERT D. EVANS.

STATEMENT OF CARETENDERS HEALTHCORP.

Chairman Moynihan and Members of the Committee: We appreciate the oppor-
tunity to preseitt our views and recommendations on long-term care issues as a part
of proposals to overhaul the nation's health care system. Caretenders Healthcorp.
is a provider of comprehensive home health care services and is the nation's leading
provider of adult day health care. Caretenders currently operates 13 adult day
health centers (ADHCs) in Maryland and Connecticut under the name Almost Fam-
ily. In 1993, we provided services to over 1000 disabled adults of all ages.

For purposes of this hearing, we urge you to consider the following issues:

* There is a growing need for home- and community-based long-term care serv-
ices;

* Long-term care coverage should focus on the most severely disabled, regardless
of age;

* There are different types of adult day care;
* Adult day health care must be included in any long-term care package, and

'The ABA policy statements were made part of the committee files.
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9 The federal government and states have defined adult day health care.

THERE IS A (ROWIN(; NEEI FOR OME- AND (]OMMUNITY-BASED LONG-TERM CARE
SERVICES

There is an immense and increasing need for home- and community-based long-
term care services for disabled. The Administration estimates approximately 3.1
million persons would be served by the Clinton plan's home- and community-based
long-term care program. Several factors are fueling this need, including:

I)EM(X;RAiPHICS

Nearly 31 million people were 65 or over in 1989.
Less than 14 percent of those aged 65-74 were disabled in 1985, while over 58

percent of those over 85 were disabled, according to data from the Brookings Institu-
tion and the Census Bureau.

The over-85 population is the fastest growing sector of the elderly.
The Urban Institute estimated there to be 9.2 million disabled elderly in the com-

munity in 1990.

MEDICAL IMPROVEMENTS

Medical improvements allowing people to live longer and survive accidents and
diseases that used to kill have resulted in an increase in morbidity, or sickness
rates. Diseases such as Alzheimer's will become increasingly prevalent as more and
more individuals live longer.

NEW FAMiiY STRUCTURE

The emergence of two-worker and single-parent households means that many
families will need assistance in caring for elderly family members.

In the middle of the last decade, only one in five elderly with long-term care needs
lived in a nursing home, according to the Brookings Institution. This clearly indi-
cates that individuals prefer to remain in the community for as long as possible.
However, as more and more households find it necessary to move to dual incomes,
the ability to care for a disabled parent or child at home will lessen. The need for
home- and community-based long-term care has been increasing over the past dec-
ade, and is only going to get worse under the status quo.

FIS AI, CONSTRAINTS

The current system of long-term care in this country is inequitable and inefficient.
Public programs, such as Medicare and Medicaid, are experiencing astronomical
rates of growth in expenditures, with no relief in sight. The private insurance mar-
ket is beyond the reach of all but the most wealthy individuals.

Nursing home expenditures are increasing. In 1994, Americans will spend $85.5
billion on nursing home care, according to the Department of Health and Human
Services.

Currently, there is an underdeveloped private long-term care insurance market.
Several current health care reform bills, including the President's, contain provi-
sions that would make it easier for insurance companies to offer coverage for long-
term care services.

The market for home- and community-based long-term care is huge and growing,
but'supply has not increased to meet demand. If only one percent of the 31 million
individuals over age 65 in 1989 needed adult day health care, that would translate
to over 300,000 individuals. However, there were only 1200 adult day care centers
in 1992, serving 60,000 individuals. This translates to a market where only 20 per-
cent of demand has been met.

IA)N(G-TERM CARE COVERAGE SHOULD FOCUS ON THE MOST SEVERELY DISABLED,
REGARDLESS OF AGE

Any long-term care reform package should ensure that at least the most severely
disabled-those with limitations in three or more activities of daily living-are
granted coverage for those home- and community-based services that can provide for
their needs. These services should be offered without regard to an individual's age.

Sec. 2103(aX 1) of the Clinton plan guarantees coverage for home- and community-
based care to individuals of any age who-
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(A) requires hands-on or standby assistance, supervision, or cueing (as de-
fined in regulations) to perform three or more activities of daily living . . .

and
(B) is expected to require such assistance, supervision, or cueing over a period

of at least 100 days.

The Clinton plan also guarantees care to "severely disabled children" and individ-
uals with "severe cognitive or mental impairment" or "severe or profound mental re-
tardation."

There are many non-elderly disabled. They should not be denied eligibility for
long-term care benefits because of age. Specifically, 900,000 individuals under age
65 meet the Clinton plan's criteria for home- and community-based care eligibility.

Adult day health care is not a service limited to the elderly. Throughout our Al-
most Family centers, roughly 40 percent of our guests are under 65.

We recommend that any long-term care proposal adopt the disability require-
ments as outlined in Sec. 2103(aXl) of the Clinton plan.

THERE ARE DIFFERENT TYPES OF ADULT DAY CARE

There are many different levels of adult day care. Centers that are staffed and
quipped to care for individuals with more intensive medical needs are called adult

day health centers (ADHCs). Some centers focus on a specific disability or illness,
such as Alzheimer's. Traditional centers, typically run by religious organizations,
are called social day care (SDC) centers. They tend to provide more of a social at-
mosphere for elderly individuals, with less emphasis on health care.

The scarce resources for health care reform should be directed toward individuals
with the most severe health needs, i.e., the population best served by an adult day
health center. Coverage for home- and community-based long-term care should in-
clude those services that can be provided at an adult day health center. Specifically,
we recommend that any adult day health center must meet the following minimum
requirements to provide services to eligible individuals:

A full-time registered nurse on staff and a physician on call.
A full-time program director.
Open seven days a week.
Staffed at a ratio of one professional for every six guests.
Guests have limitations with at least three activities of daily living (ADLs).
Transportation is provided to and from the center in specially-equipped vans with

drivers who are trained to assist disabled individuals.
Given the nutritional requirements of many of the disabled, day health centers

maintain the services of a certified nutritionist to monitor guests' diets.
Must be able to dispense and monitor medication, change dressings, change colos-

tomy bags, and perform other light medical tasks. In addition, trained staff are re-
sponsible for the coordination of appointments for physical therapy, infusion ther-
apy, dialysis, and any other medical needs and providing transportation to and from
appointments.

Many policymakers and health economists have warned that covering respite care
services such as adult day care would result in inefficiencies. Specifically, they are
concerned that the government would be paying for care that is being provided by
family members anyway. This "double coverage," they argue, would be an inefficient
allocation of scarce financial resources.

Coverage for adult day health care would alleviate this problem. Only the most
disabled individuals, who may require frequent health care services, and without
constant care would likely enter a nursing home, should be eligible for adult day
health care. Typically, familieai are not able to care for individuals with higher levels
of disability who have more acute health needs. This would limit the duplicative
provision of resources.

Families are less likely to be able to provide health-oriented care, given the spe-
cialized health needs of the disabled population. Finally, from a social policy per-
spective, families deserve a respite.

Our Lanham, MD center has several examples of true success stories that under-
score the benefits of adult day health care:

Four of their current guests arrived from a nursing home. This immediately and
directly reduces long-term care expenditures.

Several families who were considering placing a parent in a nursing home were
referred to Caretenders' Lanham center. This has allowed each individual to prolong
their stay in the community.
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ADULT DAY HV.AITH (ARK MUST RE INCLUDED IN ANY LONG-TERM CARE PACKAGE

Adult day health care is typically 112 the cost of a nursing home. For many per-
sons, adult day health care can act as a substitute for a nursing home. Individuals
with three or more limitations in ADLs can be treated in adult day health centers
(ADHCs).

Since the adult day health center often serves as a substitute for a nursing home,
it can prolong the time that an individual remains an active participant in the com-munity.

In short, adult day health care is a cost-effective substitute to a nursing home for
many individuals. It also provides a respite for families whose time and patience
are strained while caring for a loved one. It is the most effective community-based
service that can meet the long-term care needs of the elderly and non-elderly dis-
abled.

Adult day health care is an integral part of the continuum of long-term care. Any
health care reform package enacted by Congress should ensure that families and in-
dividuals who could benefit from adult day health care have the option to choose
and adult day health center over entry into a nursing home.

THE FEI)ERAIL ;OVERNMENT AND STATES HAVE DEFINED ADULT DAY HEALTH CARE

At the federal level, the Clinton health care plan, introduced by Rep. Richard
Gephardt (D-MO) and Sen. George Mitchell (D-ME) (H.R. 3600/S. 1757), and the
single payor plan (H.R. 1200/S. 491) sponsored by Rep. Jim McDermott (D-WA) and
Sen. Paul Wellstone (D-MN) are the only current legislative proposals that include
coverage for long-term care services. The Clinton plan does not make a distinction
between social day care and adult day health care. Specifically, the bill defines adult
day care as follows:

Clinton plan Sec. 2304(2--The term "adult day care" means a program pro-
viding social and health-related services during the day to six or more adult
with disabilities in a community group setting outside the home.

The single payor plan (H.R. 1200/S. 491) makes a distinction between adult
day health care and social day care, but neither term is defined in the legisla-
tion.

Rep. Pete Peterson (D-FL) and Rep. Jim Cooper (D-TN) have collaborated on
a package of long-term care benefits which specify coverage for adult day care.
Their proposal makes no distinction between adult day health care and social
day care, and neither term is defined in the current proposal.

Many state governments currently make a distinction between medically-oriented
adult day health care and social day care. Here are some examples:

CA-4ec. 1570.7(a): "adult day health care" means an organized day program
of therapeutic, social, and health activities and services provided pursuant to
this chapter to elderly persons with functional impairments, either physical or
mental, for the purpose of restoring or maintaining optimal capacity for self-
care.

AR-Adult Day Health Care is a program which provides organized and con-
tinuing therapeutic, rehabilitative and supportive health and social services and
activities to meet the needs of four or more functionally impaired adults for pe-
riods of less than 24, but more than two hours per day in a place other than
the adult's own home.

MD--Sec. 14-301(b) of the Annotated Code of Maryland: "day care center for
adults" means a place that:

(1) is operated to provide, with or without charge, care for medically
handicapped adults; and lisl

(2) (i) designated for group day care for four or more medically handi-
capped adultsl.l

Maryland requires the following services to be provided in adult day care cen-
ters:

(1) Therapeutic arts and crafts
(2) Community excursions
(3) Hobby cultivation
(4) Health services
(5) Counseling services for elderly individuals and their families
(6) Group dynamics, and
(7) Other services that enhance social functioning and develop activities

in daily living and personal independence



162

NJ-Adult day care means a community-based group program designed to
meet the needs of functionally or cognitively impaired ad ults through and indi-
vidual plan of care structured to provide a variety of health, social or related
support services in a protective setting during any part of a day but less than
24 hours.

LEGISLATORS MAY I.X)K TO IA)NG TERM CARE TO FIND SAVINGS TO PAY FOR HEALTH
REFORM

As the reform debate unfolds, policymakers are increasingly coming under fire
from critics who charge that the Clinton plan to too expensive. Pressures to reduce
the cos. of the Clinton plan may threaten the proposed scope of benefits, including
home- and community-based long term care. The following mechanisms may be con-
sidered during the coming months:

Phasing-in coverage
Universal coverage may be pushed back in order to contain costs. Long term care

coverage may be delayed even further. Currently, the Clinton plan offers coverage
for eligible individuals beginning in 1996 in states whose plans are up and running
at that time. There is no requirement that states offc," long-term care services, nor
are individuals entitled to long-term care benefits.

Means-testing coverage
A new proposal, developed by Reps. Jim Cooper (D-TN) and Pete Peterson (D-

FL), which is not yet in legislative form, would reform the long-term care delivery
system. Their proposal includes coverage for "adult day care services." However, eli-
gibility for benefits is means-tested. Specifically, the plan would cover individuals
with limitations in 2 or more ADLs with income up to 200 percent of the poverty
level. Their proposal does not specifically define adult day care.

Scale back covered services
It is possible that Congress will pass a plan that does not includes coverage for

any form of long-term care. Especially if employer mandates are dropped, long-term
care is in danger of being scrapped.

Perhaps only certain services will be included. Clearly, adult day health care
should be included in any long-term care program.

Cost sharing for services
The Clinton plan imposes cost sharing, on a sliding scale basis, upon all individ-

uals whose incomes exceed 150 percent of poverty. The minimum copayment is 10
percent and the maximum is 25 percent.

The Cooper/Peterson proposal imposes copayments based on income and the num-
ber of hours per week that an individual uses long-term care services. Copayments
would be assessed for all individuals with incomes that exceed 100 percent of pov-
erty, and would range from 5 to 25 percent.

STATEMENT () THE NATIONAL ASSOCIATION FOR HOME CARE

The National Association for Home Care (NAHC) represents the nation's home
care providers-including home health agencies, home care aide organizations, and
hospices-and the individuals they serve. NAHC is committed to assuring the avail-
ability of humane, cost-effective, high quality home care services to all individuals
who require them. Toward this end NAC has long advocated the development of
a national plan to ensure universal access to basic acute care and long-term care
services.

NAHC believes that no health caie proposal is complete without ensuring access
to high quality home care and hospice in both the acute and long-term care setting.
These vital services provide millions of individuals-the aged, infirm, disabled, and
children-the ability to receive care in the settings that allow them the highest level
of satisfaction, independence, and dignity-in their homes.

REFORM PLANS MUST ADDRESS NEED FOR LONG-TERM CARE

Any action taken on health care reform must not overlook the growing need in
the U.S. for a comprehensive long-term care program. It is impossible to separate
the need for reform of the current health care system from addressing the need to
include a long-term care component.

Long-term care is one of the most devastating problems America faces today. Esti-
mates indicate that between 9 and 11 million Americans of all ages require long-
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term care because of chronic illness or disability that render them helpless to per-
form basic tasks of daily living without assistance. This number could double by the
year 2030 to more than 19 million. The need for long-term care is expected to in-
crease substantially as a result of several factors: the burgeoning growth of the el-
derly population; increased usage of high technology and new medical break-
throughs that may extend tne lives of more mentally retarded, developmentally dis-
abled and physically disabled persons; increased survivorship of low birthweight
children; greater longevity for children with terminal chronic illness, and earlier de-
tection of chronic health problems; and the growth of the number of persons with
AIDS.

Spending for long-term care is currently estimated at $57.8 billion. Yet neither
Medicare nor private insurance rovides adequate protection against the costs of
long-term care. Many families exhaust their emotional and financial resources pro-
viding and purchasing long-term care. A million Americans a year are impoverished
tryingto meet the cost of long-term care left uncovered by insurance. Only the most
wealthy of Americans are insulated from the potential financial devastation. The
rest can have their lifetime savings wiped out in a matter of months paying for long-
term care.

Long-term home care improves the quality of life because it is more humane. It
reinforces and supplements the care provided by family members and friends and
maintains the recipient's dignity and independence, qualities that are all too often
lost in even the beat institutions.

Long-term home care services can also be cost-effective. New York State's experi-
ence with its Nursing Home Without Walls program is that the great majority of
clients who would otherwise need to be placed in a nursing home can be cared for
at home for a much lower cost.

Medicaid waiver programs have increasingly relied on home care services as a
way to reduce states' long-term care costs. For example, New Mexico's waiver pro-
gram for people with AIDS estimates a savings of $1,100 a month for patients who
use home care rather than skilled nursing facility care. The average patient plan
of care costs $1,000 a month for home care compared to $2,100 a month for skilled
nursing facility care, according to the program director. Moreover, New Mexico re-
ports that only about 47 percent of patients receiving waiver services are hospital-
ized in a given year, compared to 70 percent of those not under waiver.

The National Governors' Association (NGA) has recognized the importance of
home care services and in a resolution adopted in 1992 stressed the importance of
making home- and community-based services a key component of all long-term care

licies and programs. NGA recommended elimination of the current institutional
s in public programs for long-term care in favor of home care as a more preferred

and cost-effective method of care.

PRESIDENT'S I'IAN Wo)UI,) ESTABLISH HOME-BASED LONG-TERM CARE PROGRAM

The President's health care reform proposal would establish new federal programs
for long-term home care services that would be run by the states and provide addi-
tional expansions and improvements in Medicaid long-term care programs. The sig-
nificance of these provisions cannot be overemphasized. Millions of Americans now
go without needed long-term care or are forced to impoverish themselves to qualify
or minimal Medicaid coverage.

The President's plan also contains three important provisions that the National
Association for Home Care has strongly supported over the years. First, the plan
would permit disabled Americans who are under age 65 to qualify for these des-
perately needed home- and community-based services on the same basis as the el-
derly. Second, the plan would not require states to use costly external case manage-
ment procedures that duplicate standard caregiver activities. Third, access to bene-
fits would not be based on income. However, th3 plan would apply a copayment
schedule based on clients' income levels.

The federal government would provide most of the funding for the new long-term
home care program and establish minimum eligibility and benefits guidelines.
States wouldadminister the program and contribute an amount of funding roughly
equal to their current spending on long-term care for the severely disabled. Federal
spending on this new program is expected to total $57 billion in the first five years
and $38.3 billion a year when fully implemented in the year 2003. To qualify for
benefits under the new program, an individual would have to need assistance in
performing at least three of five specified activities of daily living (bathing, dressing,
transferring, toileting, eating). Individuals who have severe cognitive or mental im-
pairment, or individuals who have severe or profound mental retardation could also
qualify. In addition, individuals under the age of six who are dependent on tech-
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nology and who would otherwise require hospital or institutional care would be eli-
gible for services.

At a minimum, states would be required to include coverage for personal services
for assistance with activities of daily living. States would have the flexibility to pro-
vide other home- and community-based services such as homemaker and chore as-
sistance, respite services, and adult day care services.

State Medicaid programs would back up these programs for the severely disabled
by providing home- and community-based services for low income individuals with
fewer than three ADL deficiencies. Medicaid would also continue coverage for low
income individuals who need nursing home care. Enhancements to the Medicaid
long-term care program would include: (1) an increase in the personal needs allow-
ance from $30 to $50 a month; (2) an increase in the level of protected assets from
$2,000 to as much as $12,000, at the option of the state; and (3) states must set
financial eligibility at a point that is no lower than SSI eligibility.

The proposal would establish federal standards and tax preferences For private
long-term care insurance policies. The federal standards would not require mini-
mum benefit packages but would require private long-term care insurance plans to:
base eligibility for services on functional ability; provide nonforfeiture features (e.g.,
require a portion of premiums to be refunded when policies terminate); provide in-
flation protection, and meet additional consumer protection standards. Plans that
meet these standards would qualify for tax deductions for policy premiums paid by
individuals and employers.

Additional tax incentives would be established to support certain disabled individ-
uals who work. For example, employed individuals who require assistance with ac-
tivities of daily living and who purchase personal care and personal assistance serv-
ices could obtain tax credits for up to 50 percent of their costs, up to a maximum
of $15,000 per year.

NAHC COMMENTS ON PRESIDENT'S LONG-TERM HOME CARE PROGRAM

The National Association for Home Care applauds the President's commitment to
providing needed long-term care to the millions of Americans with chronic disabil-
ities. This crucial component of the Health Security Act will help make the promise
of health care for all a reality for the young, the elderly, and all disabled Anericans.

We especially applaud the President's reliance on home care as the foundation for
this new federal long-term care program. Home care has a long and distinguished
history of caring for individuals of all ages in the setting they like best-it' their
own homes where they can maintain their dignity, their independence, and their in-
dividuality.

NAHC has several concerns regarding the President's plan that we think should
be carefully considered. First, of primary importance is that the program should be
adequately and realistically funded. The promise of long-term home care will not be-
come a reality until real funding sources are proposed to meet the needs. The Presi-
dent's proposal uses massive new Medicare cuts, along with an excise tax on ciga-
rettes for the long-term care program.

NAHC is opposed to the proposed cuts in the Medicare home care benefit con-
tained in the $124 billion in proposed Medicare cuts. Home health care has already
been hit hard by administrative cutbacks in the Medicare cost limits and this year's
reconciliation bill, and the proposed new cuts could seriously jeopardize patient ac-
cess to care. We hope Congress will choose not to enact such deep and imposing cuts
in the Medicare program. In addition, cost estimates show that revenues from the
cigarette excise tax are expected to diminish over time.

Both the near-term and long-term revenues for the long-term home care program
are somewhat in doubt. NAHC strongly believes that funding for a long-term care
program should be broad-based and progressive, and reliable for many years to
come.

A second concern is that the Administration's proposal may not meet the needs
of all Americans in need of long-term care. Primarily due to financing pressures, the
Administration has chosen to limit the program to individuals with limitations in
three or more activities of daily living (ADLs). This is indeed a very needy popu-
lation, but it leaves on the sidelines a large and growing number with limitations
in two or fewer ADLs who are equally in need of care. It is important to note that
an individual unable to carry out even one ADL can be extremely disabled and in
need of long-term care. For example, an elderly individual, living alone with no fam-
ily or other caregiver close by, who needs assistance with only one ADL, such as
eating, would benefit greatly from a relatively small amount of long-term home care.
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We understand the need to begin new programs conservatively, but we hope that
the Administration will work to provide long-term care to all those in need within
a reasonable timeframe.

A third issue of concern to home care providers is that of case management. The
President's long-term proposal would allow all qualified entities, including home
care agencies, to perform case management functions. We support this permissive
language that would enable each state to choose case managers for their programs.Many home care agencies perform these important functions today and resist the
notion that only a separate additional agency can correctly perform important case
management functions. Outside case management, in many cases, does little more
than increase administrative costs and layers of bureaucracy that are placed be-
tween patients and providers.

Finely, NAHC is conkorned that health care reform plans use adequate quality
assurance mechanisms. The use of outcome-based mechanisms is at this time little
more than a theoretical possibility. Until such mechanisms are available, NAHC
recommends the requirement of standards for organizations delivering in-home
skilled services that can be found in the Medicare Conditions of Participation for
home care and hospice. For nonskilled service providers, suitable standards can be
based on the requirements developed by the Joint Commission on Accreditation of
Healthcare Organizations, the Community Health Accreditation Program and the
National HomeCaring Council, which have developed special standards for training,
testing and supervision of paraprofessional workers employed by home care aide or-
ganizations. These provider standards serve as important protections for consumers.

The President's plan also allows eligible individuals to independently contract and
supervise home c.re aides. While there are a limited number of cases where this
may be appropriate, the vast majority of individuals eligible for services under the
long-term home care program should receive services from qualified home care agen-
cies. In cases where independent providers are used, the legislation should ensure
that they are appropriately trained tested, and supervised as well as provided with
basic employee benefits-including health care coverage-and other support.

SUMMARY

Inadequate access to acute health care and long-term care is the single most dev-
astating problem facing America. And this problem will only get worse unless
prompt action is taken. Reform legislation must address the need for access to both
asic health care coverage, including home care and hospice services, and a com-

prehensive array of long-term care services based on home care.
Without federal reform, health care costs will continue to increase while access

to basic services and long-term care services deteriorates. Congress should make the
most of the current climate of support for change and make health care reform a
top priority for action this year.

The President's proposal represents a paradigm shift toward federal coverage for
care in the home setting. We are excited and optimistic about the potential for this
landmark change. The National Association for Home Care looks forward to working
with this Committee toward enactment of a health care - "form plan that will con-
tain the increases in health care costs while achieving ui. ersal access to high qual-
ity care.

STATEMENT FOR THE NATIONAL GOVERNORS ASSOCIATION

THE GOVERNORS' POLICY ON LONG TERM CARE

The nation's Governors recognize that in the absence of a national long term care
policy, the burden of the cost of care falls primarily on individuals and their fami-ies. Unfortunately, most Americans become aware of the prohibitive costs of pro-
longed care only when directly confronted by a family illness. For most Americans,
it is at that time that they become acutely aware of how unprepared they are to
cope with the situation. They quickly learn that public assistance exists for institu-
tional care only when their assets are depleted and learn that even less financial
assistance is available for home and community-based care.

As Governors, we are concerned about the high costs of long-term care--care that
can ultimately force people to spend their life savings before becoming eligible for
public assistance. At the same time, we believe, however, that concern about the
cost of care should not wait until the family faces a catastrophic illness. The prob-
lem is not just a governmental one and should be dealt with from a number of per-
spectives including public programs, individual planning through quality private
long-term care insurance, and personal responsibility for those who can afford to
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pay for care. This multi-faceted approach is essential to address a national need
that will grow as our population ages over the next several decades.

Through the National Governors Association, we have called for federal policies
that de-emphasize institutional care and encourage home- and community-based
care. Institutional care must remain available and be affordable to those who need
it. However, we support programs whose goal it is to prevent or delay admission
into an institution for as long as possible. Such programs should recognize the es-
sential importance and independence of the individual who has need for such serv-
ices. The services must maintain and enhance, to the greatest extent possible, that
independence. Moreover, these services must work in concert with those support
systems provided by family members, friends, and the community. We believe that
a federal long-term care policy must include home- and community-based services
with adequate consumer protections.

The Governors' commitment to home- and community-based care is reflected in
the fact that each of the fifty states now has at least one home- and community-
based care program under Medicaid, and many states have state funded programs.

It is within this policy context that we offer, on behalf of the nation's Governors,
our comments on President Clinton's new program for home- and community-based
care for persons with disabilities as detailed in the Health Security Act (the Act).

PERSPECTIVES ON THE CLINTON PROPOSAL

The nation's Governors support the policy objective of President Clinton's new
home- and community-based care program for persons with disabilities. Such a pro-
gram will begin the important step of redirecting federal policy away from the em-

hasis on institutional care and moves toward a balance between institutional and
ome- and community-based care. We believe that federal policy must not force

Americans toward the inappropriate use of nursing facilities and other institutional
care. If medically appropriate, individuals should receive care and support in the
community where they can continue to interact with friends, family, and have ac-
cess to the social and religious institutions that are the fabric of our society.

Optional Program. Since this program will require the expenditure of state dol-
lars along with federal funds, Governors prefer to have an optional program. In our
discussions with the Clinton Administration as well as our reading of the Act, we
believe that this program is consistent with that.

Flexibility in Services. As designed, states would have the ability to develop
and offer an array or services to program beneficiaries. We support this as an ap-
proach that gives us the opportunity to develop a package of services that can ad-
dress the needs of our citizens in the beat way possible. While we understand that
this program is intended to provide maximum flexibility for both beneficiaries and
the state, another provision of the legislation may limit a state's ability to offer the
new program to beneficiaries receiving services under existing Medicaid home- and
community-based care waiver programs. Specifically, those "waiver beneficiaries"
must receive at least an equivalent benefits package to the package they receive
under the waiver program. If states choose to offer different or a more modest array
of services under this new program, those individuals would not be able to partici-
pate. Rather than deprive those beneficiaries of the opportunity to participate in a
program that offers them more control of their care and independence, we suggest
that the Act be modified to grandfather the "waiver beneficiaries" so that they can
continue to receive the services in this new program that had been part of the waiv-
er program even if the state chooses not to offer those services other new program
beneficiaries.

Populations Served. Under section 2102(aX2XBXii) of the proposed legislation,
"the state plan may not allocate such services based on income or other financial
resources of such individuals." We cannot comment on the merit of this policy deci.-
sion since the Governors have no policy on a program that provides for public fund-
ing of programs irrespective of one's ability to pay. However, this same provision,
for all practical purposes, is inconsistent with section 2102(aX2XEXii) that requires
states to serve low income individuals in "the proportion to the population of the
state that represents individuals who are low income individuals." The conflict of
these provisions is exacerbated by the fact that states and the federal government
are limited in their expenditures of funds. How can a state meet the requirement
of service on a first come first served basis as described in (EXii) while at the same
time keep a tally of low income beneficiaries to assure that it meets the proportional
retirements of (EXii).

e suggest that either one or the other of the provisions be dropped or include
language that holds states harmless if they fall to meet the test of proportionality.
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Individual Entitlement to Services. The establishment of a new program, es-
pecially a program designed to address an unmet as significant as the one proposed,
requires attention to the expenditure of public funds. As designed, this program has
a limit on the expenditure of federal funds. Because of this limit, it is essential that
the states have the same ability to limit expenditure of their funds. Specifically,
states must have the flexibility to expend either a part or all of the federal funds
allocated. But if federal funds are exhausted, the state must have the authority to
suspend the program until more federal funds are available.

The Act is constructed to assure that there is no individual entitlement to this
program. Governors support that position since an individual entitlement to this
program, particularly with no income limitations, would be prohibitively costly.
moreover, the Act, as well as statements of Congressional intent, must be suffi-
ciently clear and unambiguous in this regard as to minimize the ability of the judi-
cial system to determine otherwise. We expressed this concern to the President as
the program was under development, and we believe that his intent, reflected in the
Act, is to give states the same prerogatives and protections in funding this program
as the federal government.

Federal Matching Percentage. While the National Governors' Association
takes no position on the equity among states of the federal Medicaid matching per-
centage, we do support the extremely state-favorable enhanced matching strategy
for this program, as detailed in the Act. Strategies, such as these, coupled with the
state option to implement serve as a strong incentive for states to adopt and imple-
ment new federal policy, especially when states have precious little money to imple-
ment new programs.

CONCLUSION

In conclusion, we believe that important aspects of this new program are consist-
ent with the goals and policies of the nation's Governors regarding home- and com-
munity-based care. More people will be able to receive much needed care in the com-
munity with their loved-ones and friends, and this program takes an important step
in moving federal policy toward a balance between community-based and institu-
tional care. We reaffirm the importance of establishing this program as a state op-
tion and believe that the Act must include language that pre-empts any judicial in-
terpretation of an individual entitlement to services. This is necessary for both the
states and the federal government.

Mr. Chairman and members of the Committee, we would like to thank you for
the opportunity to submit this testimony.

STATEMENT OF THE NATIO)NAi. ASSOCIATION FOR THE SUPPORT OF LONG TERM CARE

The National Association for the Support of Long Term Care (NASL), represents
the interests of nearly 200 companies which specialize in providing an array of med-
ical services, products and supplies to nursing facilities. In addition to our corporate
members, NASL has a number of association and associate members many of whom
are representatives from the nursing home and long term care sector.

NASL is unique, inasmuch as it brings all the different care programs operating
within the nursing home sector together in an integrated, multi-disciplinary view.
Our operating coalitions represent six areas of ancillary support: rehabilitation,
portable x-ray, clinical laboratory, pharmaceutical, products/sup plies and wound
care programs. Through our Legislative Council these differing ideas and those of
our host industry are brought together into a unified program for improving the
quality of services in the extended care and long term care settings.

We wish to emphasize five key points for your consideration:
" ancillary supports (medical services, products and supplies) are necessary com-

ponents of post-acute caring;
" ancillary support programs are often provided primarily by small, independent

businesses;
" the success of these businesses comes because they are meeting identified pa-

tient needs;
" healthy competition among these businesses has improved the efficiencies of de-

livering ancillary support programs; and,
" these ancillary support programs make a major contribution to the quality of

patient care.
Our testimony is divided into three parts. First, we will address the broad issues

raised by the various reform measures and offer our viewpoints. Second, we will ad-
dress several of the proposed reductions in Medicare, explaining why we opposed
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these changes. Finally, we will focus on the extended and long term care proposals
and offer our analysis for your consideration.

I. BROAD ISSUES

After careful analysis our Legislative Council has made the following rec-
ommendations:

1. Access: We are supportive of the access goal articulated by the President. Too
many Americans are denied health care because of pre-existing conditions and dis-
criminatory insurance practices; too many others cannot afford adequate coverage.
Something must be done. While supportive of the goal articulated by the President,
we are concerned that the solution proposed in The Health Security Act is too cum-
bersome and bureaucratic. We urge Congress to focus on the problem of access for
those without coverage rather than attempt an experimental rewriting of the total
system.

2. Employee Mandates: As small businesses and employers of many part-time
employees, we are concerned that an employee mandated system would threaten the
economic survivability of our enterprises. Given a large portion of our patients are
Medicare and Medicaid eligible, we believe the Congress must make provision for
the costs of such mandates. If they are enacted, Congress should enact a direct pass-
through in reimbursement.

3. Simplification: We laud this goal. Simplification must occur not only in pa-
tient invoicing but in the redundant documentation required to justify our services.
Our businesses are drowning in seas of paperwork generated to satisfy the oversight
functions of multiple layers of government and insurance scrutiny. Hopefully, the
reform system will start with the premise: !!pay for caring" rather than "pay for pa-
perwork." -

4. Coverage: We strongly believe the Congress should statutorily define the core
benefit package. Who gets what, where, and how are policy questions best addressed
in an open forum where the politics of the decisions are understood as a given. The
individuals responsible for designing coverage must be accountable for their deci-
sions.

5. Cost Containment: As specialized businesses focused on providing services to
specialized populations, we are frightened by the simplicity of many of the cost con-
tainment ideas advanced in a number of the reform packages. Global budgeting,
pricing caps, competitive bidding, mandated fee schedules are great academic con-
cepts which will drive small businesses out of the system. Many of the ideas pro-

osed in the reform packages appear to reinforce the 'big dogs eats first" rule. Our
usinesses grew because the "big dogs" i.e., hospitals, doctor practices, mega-health

conglomerates were not meeting the specialized needs of individuals. Unless caution
is exercised in segmenting containment initiatives, the net result will be to disrupt
services, rather than to contain costs, i.e., the "big dogs" will stay fat, patient serv-
ices will suffer.

6. Provider Discrimination: An underlying tenet of the free enterprise system
is that competition brings cost efficiencies and improves quality. In order for these
market forces to work, consumers must have choice. Proposals which attempt to re-
strict "any willing supplier" or which attempt to impose "single source monopolies'
undermine choice. NASL urges the Congress to prevent provider discrimination.

7. Fairness and Due Process: Many of the reform proposals add significant re-
quirements to providers with limited consideration of how these changes will be im-
plemented. Pages of new fraud and abuse requirements are proposed; authorization
is rovided to new layers of government and quasi-governmental entities to impose
rures and standards. The creer paths in health care are increasingly away from
the playing field of patient care services to the cushy jobs of overseeing and regulat-
ing. Measures which strip due process will only accelerate this trend.Balance must
be restored; adequate notice, opportunities for public comment, and due process
must be preserved.

!1. MEDICARE/MEDICAID REDUCTIONS

Members of the NASL Legislative Council are unanimous in their view that
health care reforms should not be paid for on the backs of Medicare beneficiaries
and Medicaid recipients. The demographics of utilization clearly underscore that
prudent decisions must be made to assure the integrity of the services purchased
through these two programs. We are particularly concerned about three of the ideas
proposed in the President's recommendations.

1. Competitive Bidding: We strongly- oppose competitive bidding. Monopolies,
whether sanctioned by the government or formed in the absence of vigorous anti-
trust enforcement are anti-competitive. The net effect will be a deterioration of qual-
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ity, difficulties in beneficiary access, and an elimination of competitive market be-
haviors. Sole source franchising will destroy 6r.idl business. In the absence of mar-
ket alternatives, the initial cost savings wi;! evaporate and government will be
locked into arrangements with no market alerna,.ives.

2. SNF Routine Services Limits: We strongly oppose the idea of lowering the
routine cost limit variance for skilled nursing facilities from 112% to 100% of the
mean. This proposal would undermine Congressional initiatives to broaden access
to high quality extended care services for Medicare beneficiaries. Racheting down
routine cost limits will be a significant disticentive for those facilities which have
moved to attract heavier care patients. It will reduce access, not improve access for
patients, and its impact would be most tel. in major metropolitan areas, especially
in the Northeast and California.

Cost limits have been straitjackets inrikbiting responsiveness to changing patient
needs. As nursing facilities move to m-et tie needs of patients being discharged
quicker from hospitals, an enli ghtened pclic3 would be for the Congress to ease the
routine cost limits, exploring alternative strategies for speeding exceptions from the
limits and/or permitting a separate classification of subacute programming.

3. Clinica Labs: Policy recommendations should consider the differences be-
tween providing laboratory services to residents in long term care facilities from the
delivery of such services in the acute and community settings. We are greatly con-
cerned that policy recommendations do not differentiate between the types of serv-
ices being purchased in the nursing home setting and the unique needs of the bene-
ficiaries receiving the services. Most long term care facilities do not have their own
clinical laboratories, and, therefore they must contract with laboratory suppliers to
obtain this service. The provision of such specialized services is most demanding
and costly. Service demands drive higher operating costs. Specially-trained and ex-
perienced lab phlebotornists supervised by senior clinical staff are required to meet
the higher acuity levels of nursing facility residents. Additional costs are incurred
as these practitioners travel to the facility in order to draw and collect samples.
Moreover, facilities are more conscious of their regulatory obligations under the
OBRA 87 requirements contracting for labs to be capable-of provided full service 24-
hour, 7 day-a-week service.

For instance, stat (emergency) work requires a turn around of between 2-4 hours.
Working with the facilities to assure attentive patient caring, many laboratories
provide technical assistance in interpreting results and in meeting special patient
monitoring needs. It is important to recognize that while the readiness to service
costs are built into reimbursement in the acute setting, in the long term care setting
these costs are shouldered by the clinical laboratory. As the medical acuity of nurs-
ing home patients increase, demands for laboratory performance have also in-
creased, however reimbursement has not kept pace with expectations. In-service
education, monthly chart reviews, standing order systems, summaries of test results
and clinical data reports ranging from infection control and nutrition reviews to
therapeutic drug histories are demands placed upon clinical laboratories in the long
term care setting which are not reflected in current and proposed payment systems.
Our fear is these specialized services will not be available to nursing facility resi-
dents, especially under competitive bidding proposals, and the progress which has
been made in improving the quality of laboratory services to nursing home residents
will be undermined. Unless separately considered, nursing facilities will have few
cost effective options for meetingthe needs of their residents.

Ill. EXTENDED/LONG TERM CARE

As experts in the delivery of ancillary services in the extended care setting, we
applaud the consideration which is being given to improving extended and long term
care services. Reform initiatives which do not address issues of transition from acute
to longer term services will be most disruptive; proposals which do not address long
term care are incomplete.

The nursing facility sector has been evolving over several decades from programs
oriented to sheltering and protecting to programs oriented to caring and discharg-
ing. OBRA 87 reforms accelerated this evolution, imposing a myriad of requirements
on nursing facilities transforming the. -i into the mainstream of post-acute services.
NASL members currently provide many of the supportive services which help nurs-
ing facilities comply with the Congressional directives. Our ancillary supports-re-
habilitation, clinical laboratories, portable xray, pharmacy services, specialized prod-
ucts and supplies-bring the medicalized services of the acute setting to the ex-
tended care environment.

1. Preserve Core Benefits for Nursing Facility Residents: Unless the re-
forms of the past decade are to be ignored, these services must be required in the
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core benefit package, and specific instructions provided to health plans to assure ac-
cess for subscribers who reside in nursing facilities to necessary ancillary support
services.

2. Improve Medicare Extended Care Benefit: Congress has the opportunity
to greatly improve upon current Medicare policy. The extended care benefit which
is authorized under current Medicare law provides only shallow coverage. Few bene-
ficiaries are covered for more than 30 days of skilled nursing services and many are
denied access because of restrictive prior hospitalization requirements. Stringent co-
payment and medical review criteria have so narrowed coverage as to make the
claim of 100 days of extended care coverage a fraudulent statement.

3. Enact meaningful long term care reforms: The reform initiatives offer an
opportunity for change. Several of the plans call for a 100 day extended care benefit.
We urge the Congress to enact such coverage as a minimum. We urge Congress to
remove the three-day prior hospitalization and to alter the copayment requirements
under Medicare. Nursing facilities are stepping up to the challenge of caring for
heavier care patients and reimbursement and certification requirements should fa-
cilitate sub-acute programs.

4. Exercise Caution Jneveloping SNF Prospective Reimbursement: One
of the ideas which has been proposed is shifting reimbursement for skilled nursing
facility services under Medicare to a prospective payment system. Initiatives are un-
derway within HCFA exploring the appropriate methodologies for categorizing pa-
tient needs and grouping these needs for payment. Because of data availability,
these demonstrations have focused primarily on routine nursing services; few ancil-
lary needs are being analyzed. Given this significant flaw in the research designs,
we urge caution in making the reimbursement transition. HCFA should focus first
on completing its design and implementation of a system which captures the routine
services continuing the current reimbursement methodologies for ancillary pro-
grams. Separate data collection and analysis will be required to design a more inclu-
sive system which is fair to patients and which capture the evolving role which an-
ciliary services perform. Simply stated, nursing facilities are rapidly becoming some-
thing different than they use to be and the change is being driven by ancillaries.
Premature conversion of reimbursement systems will stifle change. The potential for
error is particularly great because there is so little data to predict what might occur.
Let us be clear, NASL supports the movement towards a prospective system for rou-
tine services, but we urge that ancillaries be considered separately.

IV. CONCLUSIONS

The health care reform debate challenges the Congress to make a series of major
decisions reshaping and restructuring the health care delivery system. We have at-
tempted in this testimony to offer constructive guidance, soliciting your understand-
ing that a very specialized ancillary services structure has emerged meeting the
unique needs of the nursing facility sector. These ancillary programs are cost effec-
tively meeting a reaLmarket need. These ancillary services might be significantly
harmed in the restructuring decisions. Patient care will suffer; nursing home re-
forms will erode.

NASL stands as a resource to work with you and your staffs so that policy
changes will continue to improve the quality of services in the long term care set-
ting.

STATEMENT OF THE NATIONAL COMMirrEE TO PRESERVE SOCIAL SECURITY AND
MEDICARE

Mr. Chairman, members of the Committee, I am Martha McSteen, President of
the National Committee to Preserve Social Security and Medicare. The National
Committee is a grassroots advocacy organization representing millions of senior
Americans. Both prescription drug and long-term care coverage are important com-
ponents of health care reform.

Overall, health care reform should result in comparable coverage, tax treatment
and cost containment for seniors and non-seniors. e fear anything less will inevi-
tably result in continued unequal treatment and possible access to care problems
for seniors. In summary, the National supports the following health care reform
principles:

(1) quality health care coverage and equality of coverage for all Americans;
(2) a basic benefit package for both private and Medicare-covered with emphasis

on preventive care, reasonable drug coverage and limits on out-of-pocket costs;
(3) individual choice of physicians and other providers;
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(4) home and community-based long-term care benefits with equitable, broad
based financing;

(5) effective cost containment, both private and public;
(6) equitable, fair financing of health care reform by all sectors, including any

means testing of health care benefits; and
(7) effective consumer protections.

FINANCING

The National Committee is well aware that finding acceptable financing proposals
to fund health care reform will be the major stumbling block to reform. With this
in mind, we are equally concerned about the level of Medicare savings proposed in
the President's plan and about making sure that all of these savings be used to fund
prescription drug and long-term care benefits.

Medicare may not be able to absorb the level of savings proposed by the President
without harming access and quality of care for Medicare beneficiaries. The National
Committee urges Congress to heed closely the advice of the Prospective Payment As-
sessinent Commission and the Physician Payment Review Commission which has
raised concerns about the Administration's proposed Medicare savings. The Admin-
istration's proposal would prescribe an equally strong dose of cost containment for
the private sector also. Medicare beneficiaries expect comparable treatment; they do
not want to be singled out.

Most but not all of the proposed savings would be reductions in reimbursement
to doctors and hospitals, but some of the "savings," would increase out-of-pocket
costs for some seniors a net $13 billion over five years. Others have proposed bene-
ficiary cost-sharing triple this amount. Most Americans, seniors included, are ex-
pecting health care reform to make health care more affordable, not less. This kind
of cost shifting is not real cost containment. Some trade-offs may be acceptable, but
the first reaction to increases in out-of-pocket costs will naturally be resistance. The
National Committee also continues to oppose increasing the Part B premiums on
upper income beneficiaries while leaving the tax deductions in place for employer
paid health insurance for upper-income wage earners.

If Congress limits the Medicare cuts, will it come up with the additional financing
needed for both a Medicare prescription drug benefit and a new home and commu-
nity-based long-term care benefit for the severely disabled of all ages and incomes?
The National Committee firmly believes that coverage for these benefits is cost ef-
fective in the long run. Failure to cover these services when appropriate can mean
that some do without treatment, which may lead to more expensive treatment later,
or they seek more expensive covered treatment immediately. And long-term care not
only benefits disabled seniors but also other disabled individuals as well as
caregivers of all ages.

It seems only fair that all individuals should be treated the same, but usually that
treatment is not extended to tax deductibility. If an employer or former employer
provides health insurance, even insurance which has no deductibles or co-pays, the
individual does not pay income tax on the employer contribution. In contrast, work-
ers and retirees who must pay for supplemental insurance or who have out-of-pocket
costs must use after-tax dollars. Equal tax treatment would make it easier for indi-
viduals who do not have assistance from an employer or former employer to pay for
supplemental insurance or out-of-pocket costs.

PRESCRIPTION DRUGS

The National Committee applauds the President's proposal for expanding Medi-
care to include outpatient prescription drugs. For seniors, prescription drug costs
represent an almost universal Achilles' heel, and it's easy to understand why.

In recent years, prescription drug price increases have been triple the rate of in-
flation. At the same time, seniors need more prescriptions than those under 65 and
often have little or no insurance to cover the cost. A 1992 poll of National Commit-
tee members shows that medications are their single largest out-of-pocket health
care expense. Monthly drug bills amounting to hundreds of dollars are not uncom-
mon for seniors.

For a senior receiving the average Social Security benefit, an annual prescription
drug cost of $1,000 eats up almost two entire months of benefits. Among National
Committee members with yearly out-of-pocket drug costs of $1,000 or more, one-
fourth of them have an annual income of less than $15,000. A Medicare beneficiary
who must spend $1,000 a year out-of-poket on prescription drugs to control some
chronic life-threatening disorder may be more vulnerable than a healthy 25-year-
old who is completely uninsured.
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Being very cost conscious, seniors do have some sticker shock at the proposed ad-
ditional $11 a month premium. Seniors already pay $41 a month-more than non-
seniors would be expected to pay for health insurance under the Administration's
plan. They may also worry they will not receive a benefit because they must have
more than $250 in prescription drug costs in addition to physician and hospital bills.
The Administration estimates that 58 percent of Medicare enrollees can look for-
ward to some benefit annually because they will have more than $250 in prescrip-
tion drug expenses. Beneficiary support for a prescription drug benefit would erode,
however, if the deductible was raised significantly.

Another problem is that thirty percent of seniors have prescription drug coverage
included in their retiree health benefits and therefore will experience increased
costs without deriving any gain from a new Medicare prescription drug benefit.
These National Committee members have asked us to recommend that the new
drug benefit be made an optional Medicare Part B benefit. The new drug benefit
could work something like the Medicare secondary payer provision. In other words,
if the Medicare beneficiary had prescription drug coverage under a retiree health
plan, then Medicare would not provide the coverage and the beneficiary would not
pay the additional Part B premium.

If the retiree health plan eventually is cut back as many businesses are doing,
then the enrollee could sign up for the Medicare benefit without paying a late en-
rollment penalty which would otherwise be appropriate. The Office of Technology
Assessment also points out an additional benefit of preserving drug coverage in re-
tiree health plans is the favorable impact on costs from mostly managed drug plans.

Most other Medicare beneficiaries will ultimately recognize this as a valuable ben-
efit well worth the additional premium. Seniors are generally risk adverse, fre-
quently purchasing medigap policies of marginal value on limited income. This Med-
icare benefit is a bargain since the premium only covers 25 percent of the cost. It
is also a bargain compared to the incremental premium charged for inferior pre-
scription drug coverage provided through medigap insurance.

In a larger sense, the high cost of prescription drugs helps drive up health care
costs. Recent studies suggest that seniors who are faced with inordinately high drug
bills feel forced to ration by splitting their medication in half, taking smaller doses
or doing without it altogether. Additionally, many seniors take medication improp-
erly. Adverse reactions from medication non-compliance and other factors account
for 10-25 percent of all hospital admissions for persons 65 years of age or older.1
If these seniors didn't have to be admitted to the hospital, Medicare could save $4-
10 billion annually. This is another good reason for supporting the Administration's
proposed drug coverage and drug utilization review.

One controversial feature of the Administration's proposal is cost containment for
prescription drugs. Senior citizens should not be at the mercy of drug company re-
tail pricing policies, especially when these same companies provide discount rugs
to other large purchasers or citizens of other countries. The Administration proposal
would mandate rebates which will save the Medicare program and will keep pre-
miums lower. But it would not reduce out-of-pocket costs for the deductible and co-
pays which will continue to be based on the retail price before the rebate. Medicare
beneficiaries do share some of the concern that cost containment, especially the fed-
eral committee to review the prices of breakthrough drugs, would discourage re-
search in the cure and treatment of Alzheimer's and other diseases. Safeguards
against price gouging are needed, but not to the extent of discouraging valuable re-
search.

LONG-TERM CARE

The National Committee applauds the President for including several long-term
care initiatives in his proposal. The awesome financial burden of long-term care for
chronic conditions threatens seniors, their spouses and families with bankruptcy.
Nursing home care costs an average of $25,000 to $30,000 a year-much more in
some places. Few Americans have any protection from this kind of expense. In a
nationwide survey of the general public conducted for the National Committee in
1992, seven out of 10 respondents said they could not afford the cost of nursing
home care if a family member needed it.

Americans are offered few options when it comes to long-term care. Instead, indi-
viduals and families often are forced into poverty before they qualify for government
assistance to help pay for nursing home care. Mot Americans do not want to see
their loved ones Forced on to welfare to pay for nursing home care. One key to pro-

'Edward, T. Lonerxan, Ed., Extending Life, Enhancing Life, Committee on a National Re-
search Agenda on Aging, Inatitute of Medicine. 1991, p. 96-7.
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viding cost effective, long-term care is to make available more options to keep frail
seniors in the community. In fact, by more than eight to one, National Committee
members prefer a comprehensive long-term care home care benefit over a partial
nursing home care benefit of equal value.

The most important initiative is the new federal-state matching grant for home
and community-based care. In addition to commenting on this plan, we will also dis-
cuss Medicaid nursing home improvements and private long-term care insurance
regulations.

Community-based long-term care
The Administration proposes a home and community based long-term care pro-

gram for the severely disabled of all ages and all incomes. This is an important step
towards full protection against the financial devastation of long-term care. Except
for the single payer reform proposal, the Administration's proposal is the only re-
form proposal which has long-term care.

This benefit fills in a serious gap between hospital care and nursing home care.
Hospital care is financed by Medicare and nursing home care is financed by Medic-
aid for the poor. But there has been limited public assistance to individuals who
want to remain in the community. This is also the first government long-term care
program whose beneficiaries are not limited by age or income-a major breakthrough.

On balance, the National Committee supports state flexibility in the Administra-
tion's long-term care proposal because many states already have innovative initia-
tives and new federal dollars can build on these well-developed programs. State
flexibility also allows a care plan to be tailored to the needs of the individual rather
than the individual being pigeon-holed into a specific benefit category. State flexibil-
ity should not go so far that some states do not offer the benefit. It is also essential
that a state-mandated, fully-funded, community-based long-term care benefit be
available in all state.

Of course, the National Committee would prefer that eligibility was not limited
to just the severely disabled and that the program could be phased in faster. But
the new funding is bound to help many more people receive the kind of assistance
they need and flexibility should help states stretch the new dollars to help as many
people as possible.

The National Committee is still concerned about states who have not gone as far
as other states in developing home and community.based programs or who may be
reluctant to even sponsor the program because of the matching funds the state may
have to come up with. The lack of individual entitlement means that adequate fi-
nancing is imperative so that care is not disrupted at the end of a year.

Other complementary policies should be pursued to provide additional assistance
to individuals in need of home care, especially those who are not so disabled as to
qualify for this new program. One possibility is the ube of reverse mortgages to pay
or home modifications or to provide additional services. FHA could provide certain
protections for disabled Americans.

Co-Payment The National Committee believes co-payments for home and com-
munity-based services of no more than 25 percent could be applied while still pro-
tecting the poor from out-of-pocket costs. If there must be a co-payment, the Na-
tional Committee would limit it to no more than 25 percent. However, the Pepper
Commission recommended a 20 percent co-payment.

Consumer empowerment. The National Committee welcomes the strong
consumer involvement in the development of the state plans and the emphasis on
self-determination in the home and community-based benefit. The plan calls for the
disabled to provide, through an advisory council, substantial input into the develop-
ment of the state plan. It also intends for states to allow consumers of long-term
care benefits considerable flexibility through vouchers or cash payment. Consumers
could hire their own attendant or buy their own services. They could even pay a
family caregiver to take care of them. A cash payment could provide an important
sense of independence rather than the guilt that often comes with being a burden
to one's family. States should still assure that caregivers are trained and should pe-
riodically have certified care managers assess the care.

Choice of services. While the intent of the legislation clearly is for states to
offer a variety of long-term care services, it only mandates personal assistance.
Some states may therefore limit benefits to the minimum requirement and thereby
eliminate consumer choice. A program rigidly limited to personal assistance cannot
serve the differing needs of severely disabled individuals. Adult day care, for exam-
ple, can provide family respite, rehabilitation and socialization. Transportation
should be covered because seniors could lose their independence without it. The Na-
tional Committee believes more services should be mandated.
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Federal Advisory Group. The National Committee agrees with the proposal to
create a federal advisory group, and we recommend that it be modeled after the
Physician Payment Review and the Prospective Payment Assessment Commissions.

It should have a staff capable of performing the background work necessary for
the advisory group to make decisions and carry out its advisory responsibilities.
This panel of experts should begin to make recommendations on the myriad of is-
sues related to long-term care. For example, the development of guidelines or stand-
ards for care management, adult day care and other services; development of a
standardized assessment tooxl that would be compatible with the assessment tool
used in nursing homes; development of a sensible payment system for different lev-
els of care or case mix; the analysis of the infrastructure of long-term care and the
identification and promulgation of best practice models around the country; best
ways to assure quality of care; and the development of standardized data systems
for collecting data. A central entity is needed at the federal level to move the coun-
try towards better integration not only of long-term care services, but also acute and
long-term care services.

Approval of State Plans. When states decide to participate in the long-term
care program, they are required to submit a plan satisfying at least eleven criteria
spelled out in the proposed legislation. These criteria are all relevant and are not
likely to be perceived as too burdensome to states. The legislation, however, does
not spell out what guidelines-preferably standards-will be used at the federal
level for approving plans. A national program--even if state run-should have na-
tional standards, but allow for maximum flexibility in a state.

Acute and Long-Term Care Demonstration. The Administration proposes sep-
arate programs for acute and long-term care, but that is mostly because we don't
yet have enough experience in designing programs that integrate acute and long-
term care. The Administration is taking a step in that direction, however, by propos-
ing to expand the demonstrations. Ultimately, the integration of acute and long-
term care in a managed care framework may be the most effective way to provide
long-term care services to consumers. One of the biggest barriers to consumers cur-
rently is the structural fragmentation in the delivery of care. In our current system,
providers focus first on whether an individual qualifies for a specific program rather
than focusing on designing an appropriate plan of care for that individual.

Medicaid Nursing Home Improvements
The Administration initially proposed several changes in eligibility for Medicaid

nursing home benefits but backed off some of them in response to state concerns
about the cost. As a result, the proposed changes are very modest, costing only $2.5
billion over five years.

Asset Protection. Under the draft plan, the amount of assets that could be pro-
tected and still qualify for Medicaid was going to be increased from $2,000 to
$12,000. In the final plan, this became a state option. Given the additional cost to
states of raising the asset limit, we are concerned that many states will retain the
$2,000 limit. The National Committee frankly regrets that the President's plan
would not do more for nursing home residents. For example, the Pepper Commission
recommended that Medicaid residents be able to protect $30,000 in assets.

Needs Allowance. The draft plan was going to raise the personal needs allow-
ance for Medicaid nursing home residents from $30 to $100 which was rec-
ommended by the Pepper Commission. First it was lowered to $70. Now it is only
$50 and the federal government has agreed to pick up the full cost of this proposal
rather than imposing a share of the cost on the states. The needs allowance is all
that the resident has to spend on personal items. Five states already have a per-
sonal needs allowance at or above $50 a month, which is less than $2 a day for
spending money. The national average is $35.

Medically needy. The National Committee is pleased that the medically needy
provision will be extended to the 15 states who have not approved this option.
Under the medically needy program, individuals who have income above the cut .
point could still qualify if their medical expenses, such as nursing home care, w, ct
greater than their income. This will be good news for some National Committee
members whose incomes are just a few dollars above the limits in these states.

Nursing Home Quality. The Administration's proposal says nothing about the
need for increased financing required to improve care in nursing homes. An ade-
quate minimum staffing standard is needed as well as a mechanism to assure ap-
propriate funds are used for direct care. Both licensed nurse and nurse aide staffing
is inadequate in nursing homes across the country, according to a National Commit-
tee study.
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In addition, current federal regulations do not assure protection of the Nursing
Home Reform Act to private pay residents. These protections should be extended to
all nursing home residents living in Medicare and Medicaid certified facilities.

Long-Term Care Private Insurance
The Administration also proposes to regulate long-term care private insurance

and to provide tax incentives for the purchase of long-term care private insurance.
While private insurance alone cannot solve the long-term care problem, it is an im-
portant piece to the long-term care solution. The number of people willing and able
to purchase long-term care policies, while still relatively small, is likely to increase
as the baby boom generation matures. Federal regulations, similar to Medigap regu-
h.tions, however, are needed to protect the consumer. Without reforms such as man-
datory inflation protection, mandatory non-forfeiture, simplification and counseling,
many will end up with a false sense of security. While many of these regulations
have a cost, anything less is not worth the premiums being paid.

Premium Rate Stabilization. Consumers of long-term care insurance-espe-
cially older consumers who are out of the job market-need protection against large
and unpredictable premium increases. Caps on premium increases control the risk
to the purchaser-which is the primary purpose for buying insurance. Policies should
be required to at least contain these three features: a cap on life-time premium in-
creases; limits on frequency and size of periodic premium increases; and no pre-
mium increases beyond a certain age. For example, policies could be limited to a
life time increase of 100 percent, a maximum increase of 20 percent every five years,
and no increase after age 75.

Non-forfeiture. The National Committee supports mandatory non-forfeiture ben-
efits. Protection must be awarded policyholders who have paid premiums for years
and, perhaps due to declining health and added medical expenses, no longer can af-
ford the policy-often just when they need it the most. The balance is between mean-
ingful benefits and affordability. Life insurance policies are required to have a non-
forfeiture clause. There is no reason why long-term care policies should not have to
provide similar protection. We support a non-forfeiture benefit design that would
guarantee a shortened benefit period after a minimum number of premium pay-
ments. This is preferable to a cash benefit which could induce lapses.

Inflation protection. Current generation long-term care policies generally in-
clude the option to purchase an inflation protection rider. The National Committee
believes it is essential to incorporate in all policies this inflation protection as a
standard benefit. If inflation protection continues to be optional, consumers of long-
term bare policies need to be educated about the importance of having inflation pro-
tection. A nursing home bed that today costs anywhere from $45 to $200 a day may
double in price in a few years.

Standardized Benefit Products. With federal standards, insurance products
are expected to become easier to understand with simple summaries and standard-
ized language. However, the National Committee recommends that a further step
be taken. Long-term care insurance products should follow the Medigap example
and be offered to consumers in standard benefit packages to further simplify policy
comparisons.

Consumer Complaint and Dispute Resolution. The National Committee is
pleased to see that under the Administration's proposal states are required to estab-ish administrative procedures to investigate and resolve consumer complaints and
disputes between consumers and long-term care insurers. It is important that State
Insurance Commissioners can prohibit the sale of policies that fail to comply with
applicable requirements. The Federal oversight in the Administration's proposal is
also welcomed.

The National Committee has a long history of advocating for federal standards
for private long-term care insurance and is therefore pleased that the Administra-
tion plan includes such provisions. The plan establishes an advisory council to de-
velop the standards but requires that certain provisions go into effect six months
after the enactment of the law regardless of whether regulations have been pub-
lished.

CONCLUSION

In conclusion, the National Committee looks forward to working with you to fash-
ion a health care reform bill that is equitable to all Americans. At a minimum, we
believe there needs to be prescription drug coverage and a meaningful home and
community based long-term care benefit for all Americans. Financing must be fair
and cost containment must be across the board.
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STATEMENT OF THE PRESIYTERY OF BALTIMORE PRESBYTERIAN CHURCH (USA)

I. INTRODUCTION

This testimony supports the need for, and advantages of, including long term
health care as a part of the Health Security Act. The testimony has been prepared
for the Senate, Committee on Finance by the Public Policy Team of the Peace and
Justice Committee a standing committee of the Presbytery of Baltimore, a part of
the Presbyterian Church (USA). The Public Policy Team is composed of eighteen
Presbyterians including both pastors and lay people, with a wide range of back-
ground and experience, living in Baltimore and the surrounding area in Maryland.
The Public Policy Team, representing a community of faith, seeks to advocate for
the common good and to speak for the voiceless in our society.

The Public Policy Team believes that our duty as Christian citizens is to advocate
for a national health care reform plan which provides access to health care for all
people who live in the United States, provides affordable coverage for all people
without regard to employment status or where they live: provides the whole popu-
lation of the nation with comprehensive benefits, including: prevention services and
health promotion, primary and acute care, mental health care and long term health
care: guarantees access to care everywhere in the nation; promotes effective and
safe innovation and research in health care techniques, research on the delivery of
health services, and research on health practices of individuals and families: assures
the quality of health care services through monitoring care delivery and evaluating
quality based on objective study of outcome: provides funding for nationwide health
education and wellness promotion: reduces the financial burden on the health care
delivery system of malpractice litigation: significantly curbs the current rapid infla-
tion in the cost of providing medical services: reduces unnecessary medical care; and
draws financial support from the broadest possible resource base.

The Team believes the universal availability of long term health care to those in
need of it to be an important part of the Health Security Act, or of any other na-
tional health care reform plan which may be proposed by the Senate, Committee
on Finance for adoption by the Senate and the Congress. This is a need which is
currently not being adequately met in the United States, and one which will become
increasingly critical as the number of elderly in our population continues to increase
in the next several decades. Consequently the Public Policy Team offers the follow-
ing testimony stating the background from which our interest in the health care re-
form process springs, our concerns, our desired objectives, the rationale supporting
those objectives, and our conclusions.

II. BACKGROUND

The Presbyterian Church has addressed the need for a national health care plan,
and identified the critical requirements of such a plan, in statements made by its
General Assemblies in 1946, 1976, 1988, 1991 and 1993. All of these statements re-
flect the strong conviction that based on Biblical and theological convictions the
members of the Presbyterian Church, as a part of their Christian commitment,
should engage in advocacy for universal access to and universal coverage under,
any proposed national health care plan. It is clear that "universal access" means ac-
cess by all peoples of all ages and situations; and that universal coverage must in-
clude long term health care for the disabled, chronically sick and elderly. On this
basis the public Policy Team of the Presbytery of Baltimore strongly advocates a na-
tional health care plan that includes long term health care plan for all residents
of the United States.

III. OUR CONCERNS

We know that there are in this country many retirement communities and long
term health care providers with excellent facilities, unfortunately there are also a
good many others with below standard facilities: however, existing capacity may not

adequate to handle all those who need the services of long verm health care acili-
ties. The Federal Government already has in place a widespread system for financ-
ing Iongterm health care through the social Security, Medicare and Medicaid Pro-
grams. These programs pay for the care of about half of the patients now in nursing
homes and other long term health care facilities. Supplementing, the federal pro-
grams are family support, charitable facilities, and the many various commercial in-
surance plans some of which are of very doubtful value to the insw,. d. The Team
wishes to raise the following specific concerns about the present situation and the
process through which reform is being attempted:

* That, due to the cost pressure under which the process of devising and adopting
an affordable national health care plan is being carried out, the long term
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health care provisions of the plan which eventually emerges may be reduced to
an inadequate level, or possibly even eliminated, to keep the cost of the overall
reform program within acceptable limits.

" That the preexisting level of coverage for long term health care may be inad-
equate for some situations. In those cases we urge that the level of coverage
be increased, as has been proposed by the President, by enhancing benefits
under Medicaid.

* That, in view of the financial strain anticipated for long term health care fund-
ing through existing programs in the coming years, as the number of elderly
in our population-and especially the number of people over 75 years of age-in-
creases, more attention should be given to improving the efficiency of the
present long term health care delivery system and to developing alternate
means for financing long term healthcare.

" That improvements are needed in the present Medicaid Program to prevent its
abuse by persons who have sufficient resources to provide for their own care.
On the other hand, the maximum financial resource level to qualify for Medic-
aid may be unfairly restrictive.

" That although regulations for nursing homes have been recently established,
they need to be improved and vigorously enforced; in the past many nursing
homes have been operated under extremely poor conditions and have provided
woefully inadequate service to patients. to care for persons who are able to care
for themselves except perhaps for preparing meals and handling their own
medications-in a full service skilled care facility.

Since the federal programs (Social Security, Medicare and Medicaid) already in
place provide approximately half the funding for long term health care in the United
States the most cost efficient way to extend long term health care financing would
be to expand the Medicare and Medicaid programs. This approach avoids creation
of a new agency with its attendant administrative overhead. Contrary to popular
wisdom, Medicare is an efficient program with about 3 percent overhead. This is
borne out by Government Accounting Office reports. For example GAO/OCGXX-93-
STR Health Care Reform published in December 1992 states on page 19: "In the
United States, nearly 6 percent [other reports put the figure at 5.8 percent) of total
health expenditures in 1989 were accounted for by the administration of govern-
ment health programs and private insurers .... Administrative expenses for pri-
vate insurance plans average about 12 percent . . . ." From this it is clear that the
government health care funding bureaucracy, as a whole, is more than twice as effi-
cient as the private health care insurance industry since the average for private
health care insurance industry administrative costs is twice the average for all ad-
ministrative costs, and Medicare is about four times as efficient as the private
health care insurance industry.

Existing qualification standards for Medicare and Medicaid would be the logical
basis for qualification under a national long tenn health care plan. These standards
and the procedures by which it is possible to protect assets from 'spend down' in
order to qualify for Medicare or Medicaid should be examined carefully, simplified
and clarified as necessary to make them easily understood, fair and equitable. For
example, the amount of assets, excluding a home, household goods and personal ef-
fects, the spouse at home can keep when their spouse attempts to qualify for Medi-
care or Medicaid varies widely from state to state (in 1992 it ranged from $13,740
to $68,700). This needs to be made uniform, arid $13,740 seemir a .'ry low limit
Wherever the limit on assets may be set it seems reasonable for the limit to be in-
dexed to inflation. Existing regulations concerning the type of care covered under
Medicare and Medicaid when rendered in the client's home, or At an ai,,t day care
facility, should be reevaluated and changed to ,allow more efficient and cost effective
care for the more able clients. Home and adult day care not on!y conserves resources
it improves the quality of life for the older or disabled person who is enabled to live
in their home while receiving only the level of assistance needed rather than being
forced into an expensive nursing home facility where they need viory few of the serv-
ices available and do not enjoy the accommodations, surroundings or atmosphere of
the institution.

Private provision for long term health care should be encouraged. This might be
accomplished by creating some form of tax-advantaged investment specifically for
the purpose, as has been suggested by some or through other incentives. Private in-
surance is another possibility; however, the insurance industry must be carefully
regulated to prevent the abuse which currently bilks millions from unwary senior
citizens through confusing language, tricky provisions which cannot normally be
met, and raising rates to force the insured to drop the coverage and forfeit much
or all of the premiums paid in.
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* That the insurance industry preys on the elderly by marketing many long term
health care insurance policies under grossly misleading (if not fraudulent)
claims which do not provide adequate coverage for the insured, contain confus-
ing policy language, include tricky provisions which few policy holders can hope
to fulfill and are subject to unaffordably large rate increases.

IV. OUR OBJECTIVES

The Health Security Act, or any national health plan adopted, must include long
term health care for all those who need it. This would include all elderly, chronically
sick and diar Jed persons who could not otherwise maintain an acceptable quality
of health on their own resources.

Benefits under this plan should include a full range of care without complicated
or tricky restrictions which in fact prevent many of those who need the care from
qualify ing for it. The following benefits should be included:
• Home care including meal preparation; house cleaning; shopping and other er-

rands; help with bathing, dressing and other personal needs; necessary trans-
portation; speech, occupational or physical therapy; low level nursing care pro-
vided by health care aides; occasional skilled nursing care performed by reg-
istered nurses; and visits by a physician when necessary

" Day care including supervised activities, meals, assistance with personal hy-
giene needs, low level nursing care, administration of medications and other
skilled nursing care, and transportation if necessary

" Institutionalized assisted living care, essentially identical to home care but ren-
dered in an institution or retirement community

" Institutionalized custodial care including feeding, bathing, dressing, routine
nursing care which does not require the services of a registered nurse or li-
censed physician, occasional skilled nursing care, and visits by a physician
when needed

" Institutionalized twenty-four hour intermediate nursing care
" Institutionalized, twenty-four hour skilled nursing care
The long term health care benefit package should be supported by an extension

of, and improvement of, the Medicare and/or Medicaid Programs with the following
considerations:

" Evaluate existing qualification standards and procedures to determine if they
should be modified to prevent "hiding" of resources by those seeking to qualify
for Medicare and/or Medicaid long term health care services, since hiding re-
sources by those able to pay for their care raises the cost of the service or re-
duces the benefits offered to all.

" Evaluate the present maximum financial resource qualification requirement to
determine if the limit is too low and should be raised as proposed in the Clinton
Plan, and also, determine whether the limit should be indexed to account for
inflation rather than being an arbitrary amount.

" Evaluate the efficiency and cost effectiveness of the system to determine if suffi-
cient emphasis is being given to support of more home and adult, day care fa-
cilities which would permit older or disabled persons to live at home while they
receive the care and assistance they need.

" That the government encourage private provisions for longterm health care by
means of tax incentives for the purchase of insurance and/or by establishing a
new tax sheltered investment program specifically to provide savings for long
term health care.

V. RATIONALE

Long term health care services should be available to all those who need them
as a matter of right as a person without regard to their ability to pay for the serv-
ices. It is inhumane to force those in our society who are poor and in need of long
term health care to live grossly diminished lives. This is especially time for those
poor who are elderly and those younger poor people who suffer from debilitating dis-
eases or who are disabled. In particular poor people should be provided adequate
medical services and such other related health care and assistedliving services as
are necessary to enable them to maintain at least a minimum acceptable quality of
life.

Home care services should be provided to all those who can benefit from them.
Forcing a person into a nursing facility when they need only some one to run er-
rands and perhaps cook meals or do housework is costly and usually degrades the
person's quality of life. Being independent is highly valued by most Americans and
is important to self-esteem. If a person who wants to live independently in their own
home is enabled to do so they will live a much happier and satisfying life than they
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would if forced into an institution. Home care services, which allow people to con-
tinue to live in their own home rather than moving to a nursing facility even though
they are not in need of skilled care, are very cost-effective.

Day care for elderly and disabled people should also be provided to those who
need it. Day care will often enable an elderly or disabled person to live at home in
the care of family members rather than in a costly institution. Day care is not only
cost-effective but also usually provides the person a way to live a fuller more satisfy-
ing life with their loved ones for many years. The fact that day care also makes it
possible for family members, who want to care for their loved one in their home,
to work outside their home, or have the time to run necessary errands, or just have
some time off, should not be discounted since this contributes greatly to the care
giver's quality of life.

Institutionalized care should be a last resort but must be provided for those who
have reached the point where living in their own home is no longer practical for
whatever reason. Almost half of those over sixty-five years of age will eventually re-
quire the services of a nursing facility. A full range of care should be provided but
it should be a priority to see that the care provided suites the needs of the person
rather than placing people in institutions which provide unneeded services. It is cost
inefficient and a waste of professional health care providers' time

CONCLUSIONS

In view of predictions that the number of elderly (over 65 years) will rise to over
31 million by the year 2000, the necessity of finding satisfactory but affordable long
term health care provisions is urgent. A primary problem is how to finance the care
needed to provide our older and disabled citizens a satisfactory quality of life. The
possibility of reducing the present level of support, in order to extend some care to
all who need it, is unthinkable.

Achieving a fair and viable system will require our best thinking and resolve and
almost surely an increase in public revenues. Although there is universal revulsion
at the idea of increased taxes, it should be remembered that all the costs of the
present system for long term health care is being fully borne by the American public
in one form or another. The current system is inefficient For example, in some cases
it forces people into expensive nursing homes in order to be eligible to receive need-
ed simple care when the needed care could easily be administered by unskilled or
low skilled providers inexpensively at home or in adult day care facilities. This
would satisfy the need, and would actually be preferable to the client.

To realize an expanded and improved program of long term health care through
public financing would free much of the private resources now consumed by long
term health care and need not necessarily place a new burden on the taxpaying
public. If the long term health care delivery system is improved so that needed serv-
ices could be provided in a more efficient manner, the burden on the public might
even be reduced. As noted earlier the federal agencies which administer health care
delivery (Medicare and Medicaid) do so much more efficiently than the commercial
health care insurance industry. Federal agencies as a whole, are more than twice
as efficient on average and Medicare is about four times as efficient. The difference
in administrative cost means a potential savings of many billions of dollars each
year estimated by the GAO (GAO/HRD-91-90) at $66.9 billion annually and by oth-
ers at between 22 and 69 billion dollars per year in 1991 dollars.

The Team believes that it is the responsibility of the Senate, Committee on Fi-
nance to craft a national health care reform plan which meets the criteria outlined
in the introduction to this testimony and which contaitis provisions for long term
health care coverage as discussed above. Common decency, respect for human dig-
nity and compassion for those in need among us require that we plan and imple-
ment a fair and efficient approach to providing long term health care as an integral
part of any new national health plan.
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