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Introduction 
From its creation, policymakers designed Medicare Part D to be a program in which risk-
bearing, private plans would compete to attract enrollees while managing drug spending. As the 
program has developed, competitive market dynamics have resulted in low and stable 
premiums throughout the program’s 15-year history, even as costs have risen rapidly in other 
parts of the healthcare system and the insurance and pharmaceutical markets have evolved.  

Part D premiums have been stable and significantly lower than projections, going back to the 
launch of the program in 2006. Meanwhile, the risk plans have through capitated direct subsidy 
payments has declined, while the government’s share of risk through cost-based reinsurance 
payments has increased. In some ways, this movement from direct subsidy to reinsurance 
payments differs from reimbursement trends in other parts of the Medicare benefit and the 
broader healthcare market, which have largely moved away from fee-for-service, cost-based 
reimbursement and towards prospective, risk-based payments.  

Many factors have contributed to this shift in program spending. These factors include changes 
to the Part D benefit structure and modifications to the coverage gap following the 
implementation of the Affordable Care Act (ACA), the launch of new and more complex 
therapies at higher price points, enrollee progression through the benefit based on list price, and 
growing use of manufacturer rebates to lower premiums.1 Stakeholders, including CMS, the 
Medicare Payment Advisory Committee (MedPAC), and Congress, have raised concerns about 
the growth in federal reinsurance costs and the incentive structures that have contributed to 
current program spending trends and led to increased out-of-pocket (OOP) costs for some 
beneficiaries.2,3,4   

Over the past few years, stakeholders have considered policy solutions—including redesigning 
the Part D benefit and rebate reform—that aim to address some of these current program 
dynamics. Most recently, House Democrats and House Republicans have reintroduced their 
drug pricing packages (H.R. 3 and H.R. 19, respectively), which were first considered in 2019 
and include Part D benefit redesign and other Part D reform provisions.  

 

 

 
1 Centers for Medicare & Medicaid Services (CMS). “Medicare Part D—Direct and Indirect Remuneration (DIR).” January 19, 2017. Available here. 
2 Ibid. 
3 Medicare Payment Advisory Commission (MedPAC). June 2020 Report to the Congress: Medicare and the Health Care Delivery System. Chapter 5: 
“Realigning incentives in Medicare Part D.” Available here. 
4 Senate Finance Committee. Description of the Chairman’s Mark: The Prescription Drug Pricing Reduction Act (PDPRA) of 2019. Available here. 
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Background on Medicare Part D 

Part D Benefit Design 
The standard Part D benefit as defined in law has four phases: the deductible, initial coverage 
phase, coverage gap, and catastrophic phase. Plans bear the majority of risk for drug costs in 
the initial coverage phase. In later phases of the benefit, plan risk decreases and is shared by 
other stakeholders, including manufacturers (for brand drugs in the coverage gap) and the 
federal government (for costs in the catastrophic phase and for low-income subsidy 
beneficiaries). Specifically, in the catastrophic phase, the government directly finances 80% of 
drug spending (Figure 1). 

Figure 1. Standard 2021 Part D Benefit for Non-Low-Income Subsidy (LIS) 
Enrollees and Brand Drugs  

Note: Standard benefit design applies to non-low-income subsidy (LIS) enrollees. The 70% manufacturer discount is only applicable for 
brand drugs for non-LIS beneficiaries. Enrollees move out of the coverage gap and into catastrophic based on their true out-of-pocket 
(TrOOP) costs. TrOOP includes all non-LIS enrollee cost sharing (deductible, copays, and coinsurance), and for brand drugs, the 70% 
manufacturer coverage gap discount. Once beneficiaries reach catastrophic coverage, they pay the greater of 5% coinsurance, or $3.70 for 
generic drugs and $9.20 for brand-named drugs in 2021.  
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Overview of Plan Bidding and Payment 
In advance of each plan year, Part D plans submit bids to the Centers for Medicare & Medicaid 
Services (CMS) that represent the expected cost to provide drug coverage to Medicare 
beneficiaries in their plan. Based on these bids, CMS calculates a national average monthly bid 
amount (NAMBA). NAMBA is the expected cost across all plans to cover plan liabilities (after 
incorporating manufacturer rebates) for standard Part D benefits for a beneficiary of average 
health.5 Plans also include in their bid a projection of the government’s reinsurance costs.6  

The Part D benefit is financed by the direct subsidy, government reinsurance, and beneficiary 
premiums (Figure 2).7 The government subsidizes, on average, 74.5% of expected benefit costs 
for non-LIS-enrolled beneficiaries through a combination of two types of payments: 

• Direct Subsidy: Prospective monthly capitated payments calculated based on the NAMBA 

• Reinsurance: Federal subsidy that covers 80% of spending incurred by enrollees in the 
catastrophic portion of the benefit 

Beneficiaries pay the remaining 25.5% of costs through premiums.8 The base beneficiary 
premium represents the average premium amount for standard coverage; however, most 
beneficiaries will pay a different premium amount based on their plan’s benefit package. 

Figure 2. Medicare Subsidy and Beneficiary Premium Distribution for 
Standard Benefit Costs  

 

 
5 Plan bids are adjusted based on a set of enrollee characteristics, including enrollee diagnoses, age, sex, disabled status, low-income status, and 
long-term institutionalized status. 
6 MedPAC. “Part D Payment System.” October 2019. Available here. 
7 Medicare also provides premium and cost sharing subsidies to plans for beneficiaries below certain income levels. 
8 Certain low-income beneficiaries pay little or no premium, which is subsidized by Medicare. Beneficiaries with incomes above certain thresholds pay 
higher, income-based premiums. 
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Trends in Part D Bidding and Payment 
In the early years of Part D, the largest share of federal contributions for standard coverage 
were capitated, direct subsidy payments. Over time, however, costs in the catastrophic phase—
the portion of the benefit where the federal government bears the majority of costs through 
reinsurance—have increased due to a number of factors. As catastrophic spending has grown 
and government reinsurance has increased, the portion of total benefit costs for which plans are 
at risk through capitated payments (i.e., the direct subsidy), has declined.  

As shown in Figure 3, government reinsurance costs have more than doubled since 2010. As a 
share of total benefit costs, reinsurance payments increased from 29% in 2010 to 67% in 2021. 
Simultaneously, direct subsidy payments on a per member per month basis declined from 
$56.39 in 2010 (45% of total benefit costs) to $10.01 in 2021 (8% of total benefit costs). 
Meanwhile, the average base beneficiary premium growth has remained steady (less than 1% 
change per year) between 2010 and 2021 ($31.94 vs $33.06).  

As such, only a small portion (8% in 2021) of standard benefit costs are now subsidized through 
risk-based direct subsidy payments while the majority (67% in 2021) are paid through cost-
based reinsurance payments.   

Figure 3. Trends in Part D Bids and Payments, Per Member Per Month Costs, 
2006–2021   

Source: Analysis of CMS annual release of the Part D National Average Bid Amount and other Part C & D bid information, 2006–2021. 
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Factors Driving Trends in Part D Bids and Payment 
A number of factors have driven the shift to cost-based reinsurance payments over the past 
decade. First, despite changes to the insurance and pharmaceutical markets, the current Part D 
benefit structure largely remains the same as the overall structure implemented when the 
program began in 2006. In 2006, Part D spending was predominately for commonly used, 
traditional, small molecule therapies for chronic conditions. Much of the spending for these 
medications mainly fell below the catastrophic threshold, where plan sponsors hold a larger 
share of risk for drug costs.  

However, since then, the small molecule brand market has changed materially, partly due to 
many high utilization brand drugs losing their market exclusivity, which has resulted in an 
increase in generic drug utilization.9 Further, new and more complex therapies treating rarer 
conditions and launching at higher price points have come to market. The increasing use of 
these types of medications has resulted in an overall larger share of Part D spending in the 
catastrophic phase of the benefit where the federal government pays for a large portion of costs 
through reinsurance.  

Second, modifications to the coverage gap since the ACA has resulted in more enrollees 
reaching the catastrophic phase earlier in the coverage year. Specifically, the ACA implemented 
the manufacturer coverage gap discount program for brand drugs, which counts towards an 
enrollee’s OOP cost responsibilities for reaching the catastrophic phase. The expansion of 
manufacturer coverage gap discounts under the Bipartisan Budget Act of 2018 further 
accelerated enrollee progression to the catastrophic phase.10 Plus, the suppression of the 
growth rate of the catastrophic threshold from 2014 to 2019 under the ACA allowed more 
enrollees to reach catastrophic than they otherwise would, also contributing to the growth in 
federal reinsurance costs.11  

Additionally, competitive incentives in the Part D program for plans to keep premiums low to 
attract enrollment, in combination with the benefit design, have led to rebate dynamics that have 
also contributed to growth in government costs for reinsurance.12 Part D plans use rebates and 
other post point-of-sale compensation—known as Direct and Indirect Remuneration (DIR)—to 
lower premiums and total plan liability.13 As overall drug spending and other healthcare costs 
have risen over the past decade, CMS has observed significant growth in DIR, which among 
other factors, has allowed plans to maintain stable premiums.14 However, because enrollees’ 

 
9 Medicare Payment Advisory Commission (MedPAC). March 2021 Report to the Congress: Medicare Payment Policy. Chapter 13: “The Medicare 

prescription drug program: Status report.” Available here. 
10 The ACA implemented a 50% manufacturer coverage gap discount on brand drugs beginning in 2011 and gradually closed the coverage gap by 
2020. A provision in the Bipartisan Budget Act of 2018 increased the manufacturer coverage gap discount for brand and biosimilar drugs to 70% 
beginning in 2019 and accelerated the closure of the coverage gap to 2019. 
11 While the amount of OOP costs needed to reach catastrophic—also known as the catastrophic threshold—is updated annually, the ACA slowed the 
growth rate of the threshold 2014 to 2019. 
12 Centers for Medicare & Medicaid Services (CMS). “Medicare Part D—Direct and Indirect Remuneration (DIR).” January 19, 2017. Available here. 
13 Rebates, discounts, and other price concessions negotiated with manufacturers and pharmacies are known as direct and indirect remuneration 
(DIR). Plans estimate DIR in their bids to CMS and can choose how to apply DIR (i.e., to reduce plan premiums or to reduce beneficiary cost sharing at 
the point of sale). 
14 Centers for Medicare & Medicaid Services (CMS). “Medicare Part D—Direct and Indirect Remuneration (DIR).” January 19, 2017. Available here. 
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cost sharing is based on the list price of a drug rather than the price net of rebates, enrollees 
move more quickly through the benefit than they would if beneficiary cost sharing was based on 
net price. This trend has been further accentuated by the growing gap between list and net 
prices for brand drugs and, as higher cost drugs have come to market, has shifted a greater 
share of costs to the catastrophic phase.  

The Medicare Payment Advisory Commission (MedPAC) and other stakeholders have also 
noted that Part D plans may underestimate catastrophic spending in their bids, which has led to 
more stable premiums and a greater share of costs being subsidized through cost-based 
reinsurance payments for catastrophic spending.15,16 Additionally, competitive dynamics to keep 
premiums low despite overall increases in drug spending have also created incentives for plans 
to utilize tools to lower plan liability in other ways, such as through changes to formulary 
coverage, implementation of utilization management, as well as increases to beneficiary cost 
sharing. A combination of manufacturer rebates and plan management of benefits has therefore 
likely played a large role in maintaining stable premiums even as drug spending has continued 
to grow. 

Policy Proposals Would Shift  
Program Spending Dynamics 
Policymakers have recently considered reforms in two key areas to address concerns with 
current spending trends and program incentives: Part D benefit redesign and rebate reform.  

Part D Benefit Redesign 
Both the House and Senate as well as other stakeholders, including MedPAC, have all 
proposed redesigning the Part D benefit to eliminate the coverage gap (and the current 
manufacturer discount program) and shift liability from the government to plans and 
manufacturers in the catastrophic phase.  

Although the approaches vary across specific parameters, all benefit redesign proposals would 
reduce the government’s share of reinsurance by shifting more risk to plans and manufacturers. 
This shift of risk to plans in the catastrophic phase would decrease the share of costs 
subsidized through federal reinsurance while increasing the proportion of costs paid through 
capitated, direct subsidy payments. Additionally, by increasing both plan and manufacturer 
liability for beneficiaries with the highest drug spending, policymakers aim to increase 
competition for drugs with lower list prices, instead of higher rebates. Additionally, all current 
benefit redesign proposals would eliminate beneficiary cost sharing in the catastrophic phase by 

 
15 Medicare Payment Advisory Commission (MedPAC). March 2021 Report to the Congress: Medicare Payment Policy. Chapter 13: “The Medicare 
prescription drug program: Status report.” Available here. 
16 Medicare Payment Advisory Commission (MedPAC). June 2015 Report to Congress: Medicare and the Health Care Delivery System. Chapter 6: 
“Sharing risk in Medicare Part D.” Available here. 
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creating a beneficiary OOP spending cap, a change that would algin the Part D program with 
other types of health insurance coverage.  

Rebate Reform 
In November 2020, the Trump Administration finalized a rule that would replace rebates with 
discounts that would be passed directly to enrollees at the pharmacy counter.17 The rule would 
require plans to use rebates to reduce OOP costs for patients taking rebated drugs rather than 
to lower premiums for all enrollees. The aim of the rule was to directly lower OOP costs for 
patients taking products with rebates and to incentivize plans to prefer drugs with lower list 
prices. While the rule was originally scheduled to go into effect for the 2022 plan year, 
implementation has been delayed until 2023 due to a court ruling. However, litigation is still 
ongoing and action by the Biden Administration or Congress could further affect implementation.  

If rebates negotiated with manufacturers are used to directly lower beneficiary OOP costs at the 
pharmacy counter rather than to reduce plan premiums, enrollees who take drugs with rebates 
would have lower OOP costs than today. However, because plans would no longer use rebates 
to reduce premiums for their enrollees, beneficiaries could face higher premiums.18  

The CMS Office of the Actuary (OACT) estimates projected that the rule would increase overall 
federal spending, as a greater share of costs would be subsidized to plans through risk-based 
direct subsidy payments.19 However, because the Part D benefit design parameters and 
enrollee movement through the benefit would be based on the lower net prices, a greater share 
of spending for both non-LIS and LIS enrollees may shift to earlier phases of the benefit where 
plans are responsible for a larger proportion of spending. As a result of lower net prices, 
estimates of the rule project that federal spending on low-income cost sharing subsidies would 
decrease and federal reinsurance costs would decline.  

Looking Ahead 
While the precise outcome for these and other Part D reforms is uncertain under the new 
Congress and the Biden Administration, policymakers have expressed bipartisan interest in 
passage of core elements of Part D benefit redesign. As policymakers consider policy changes 
in Part D, they will likely seek to balance the benefits and risks of proposals and consider the 
new incentive structures these reforms may create as the Part D market continues to grow and 
evolve. 

 
17 Department of Health and Human Services, Office of Inspector General. “Fraud and Abuse; Removal of Safe Harbor Protection for Rebates 
Involving Prescription Pharmaceuticals and Creation of New Safe Harbor Prescription Pharmaceuticals and Creation of New Safe Harbor Protection for 
Certain Point-of-Sale Reductions in Price on Prescription Pharmaceuticals and Certain Pharmacy Benefit Manager Service Fees.” Available here. 
18 Department of Health and Human Services, Office of Inspector General. “Fraud and Abuse; Removal of Safe Harbor Protection for Rebates 
Involving Prescription Pharmaceuticals and Creation of New Safe Harbor Prescription Pharmaceuticals and Creation of New Safe Harbor Protection for 
Certain Point-of-Sale Reductions in Price on Prescription Pharmaceuticals and Certain Pharmacy Benefit Manager Service Fees.” Available here. 
19 Ibid. 
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