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Abstract Medicare and the Veterans Health Administration (VA) both finance 
large outpatient prescription drug programs, though in very different ways. In the 
ongoing debate on how to control Medicare spending, some suggest that Medicare 
should negotiate directly with drug manufacturers, as the VA does. In this article 
we relate the role of interest groups to policy differences between Medicare and the 
VA and, in doing so, explain why such a large change to the Medicare drug program 
is unlikely. We argue that key policy differences are attributable to stable differ-
ences in interest group involvement. While this stability makes major changes in 
Medicare unlikely, it suggests the possibility of leveraging VA drug purchasing to 
achieve savings in Medicare. This could be done through a VA-administered drug-
only benefit for Medicare-enrolled veterans. Such a partnership could incorporate key 
elements of both programs: capacity to accept large numbers of enrollees (like Medi-
care) and leverage to negotiate prescription drug prices (like the VA). Moreover, it 
could be implemented at no cost to the VA while achieving savings for Medicare and  
beneficiaries.
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Introduction

In January 2006 Medicare became the nation’s largest single provider of 
outpatient prescription drug coverage through its Part D program, autho-
rized by the Medicare Prescription Drug, Improvement, and Modern-
ization Act of 2003 (aka the Medicare Modernization Act [MMA]). All 
43 million Medicare beneficiaries are now eligible to enroll in one of a 
variety of pharmacy benefit packages offered by private insurers, either 
drug-only or comprehensive health care plans. The MMA statute (Pub-
lic Law 108–173) authorizes these private plans to negotiate with drug 
manufacturers for volume discounts, and it prohibits Medicare as a whole 
from doing so (for a convenient summary of the MMA, see Kaiser Fam-
ily Foundation 2004). While the prohibition on direct Medicare – drug 
manufacturer negotiation has received considerable attention from policy 
makers, the media, and academe (see, e.g., Pear 2007a, 2007b; Frank and 
Newhouse 2008), it is only one of several important limitations imposed 
by the MMA on the administration of the Medicare drug benefit. Others 
include minimum numbers of drugs in each class that must be included on 
formularies, minimum coverage requirements, and community pharmacy 
access requirements, to name a few (MedPAC 2006).

Critics argue that Medicare’s lack of authority to negotiate drug prices 
leads to higher expenditures for plans, beneficiaries, and Medicare (Mont-
gomery and Lee 2006; Families USA 2005). Others have pointed out 
that providing Medicare the authority to negotiate directly with manufac-
turers would not lead to price reductions on its own. To achieve savings 
Medicare would also need the ability to exclude drugs from its formulary 
(Congressional Budget Office 2007). This ability to tighten the formulary 
would provide the leverage to negotiate bargains. Congress has debated 
repealing the prohibition on Medicare drug price negotiation. Legisla-
tion to do so — the Medicare Prescription Drug Price Negotiation Act of 
2007— passed the House of Representatives on January 12, 2007 (HR 4) 
but failed a cloture vote in the Senate on April 18 (S 3). Interest remains 
among policy makers and certain advocacy groups in reducing Medicare 
drug prices, although there are good reasons to be cautious about large 
reductions in prescription drug prices. There is a question of how to deter-
mine the welfare-maximizing balance between current lower drug prices 
and future drug innovation (Danzon 1998). Additionally, it is possible that 
manufacturers could raise their wholesale prices or take a tougher position 
in negotiations with others to compensate at least partially for concessions 
to Medicare, though some economists argue that manufacturers are not able 
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to price-shift in this manner (Frank 2001). While these issues are worthy of 
attention, we assume for the purposes of this article that drug price reduc-
tion is good for beneficiaries and taxpayers.

Medicare’s inability to negotiate prices is in stark contrast to another 
large public provider of prescription drug benefits, the Veterans Health 
Administration (VA), which negotiates directly with drug manufacturers 
and obtains very low prices.1 The VA provides a pharmacy benefit with very 
low cost sharing to over 5 million VA patients annually (U.S. Department 
of Veterans Affairs 2006a) and applies more restrictive formularies than 
Medicare (Freking 2006).2 The VA also has limited access. In 2003, for 
example, an estimated 173,000 low-priority veterans were denied access to 
VA care because of capacity constraints at VA medical centers (Wilkinson 
2003).

Could Medicare get discounts similar to those obtained by the VA? As 
has been discussed elsewhere, Medicare would need more control over 
prescribing and distributing,3 something Congress is unlikely to authorize 
(Pear 2007a, 2007b; New York Times 2007). This raises two interesting 
questions. First, why is Congress comfortable with the VA prescription drug 
benefit but not willing to authorize something similar under Medicare? Sec-
ond, given the limitations on Medicare, is there a lower-resistance path to 
getting VA-like drug prices for more Medicare beneficiaries? The answer 
to the first question suggests one to the second.

The VA and Medicare prescription drug programs each advantage 
patients with different needs and concerns. The VA’s might be preferred 
by those who need or want coverage from first dollar through catastrophic 
with no gap and who are not inconvenienced by formulary restrictions or 
heavy reliance on mail-order pharmacy services.4 Others may need or be 
more comfortable with Medicare’s more flexible formularies and commu-

1. The VA has access to discounted drug prices through (1) the federal supply schedule, man-
aged by the VA and available to all agencies; (2) a federal ceiling price (aka the “Big-4 Price”), 
mandated by law to be 24 percent lower than the nonfederal average price; (3) a restricted 
federal supply schedule available only to the VA; and (4) national contract prices that reflect 
further negotiated discounts from manufacturers. Finally, the VA may negotiate for additional 
discounts (U.S. Government Accountability Office 2005; Families USA 2005).

2. A VA patient is an individual who actually receives care at a VA facility. A veteran can be 
eligible for VA benefits or enrolled in the VA without being a patient.

3. Under Medicare, prescribing is mediated through private drug plans, and prescriptions are 
filled by retail pharmacies. In contrast, the VA establishes pharmacy policy, directly employs 
prescribing physicians, and operates its own pharmacies.

4. The “gap” or “donut hole” is a range of drug spending under Medicare drug plans for 
which the beneficiary pays 100 percent of drug costs. For the statutory minimum benefit plan 
in 2006 this range was between $2,250 and $5,100 of total drug spending.
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nity pharmacy access, despite the cost sharing and coverage gap that exist 
under most of its plans. Which type of coverage is preferable by objective 
measures is a new area of research with few results yet available in the liter-
ature. A preliminary result from a recent study suggests that the VA benefit 
is associated with less cost-related nonadherence relative to Medicare plan 
benefits (Neuman et al. 2007).

We attempt to explain the differences between the two drug benefit 
designs by observing that Congress acts as an agent for multiple interest 
groups. We conclude that important limitations on the Medicare drug bene-
fit probably arose from the advocacy of drug manufacturers and retail phar-
macies, among others. Relative to Medicare policy, these interest groups 
are less involved in VA policy. This suggests a practical approach to reduc-
ing the cost of providing a prescription drug benefit. A drug program that 
is more directly under the VA’s purview but that builds on the financing 
structure of the new drug-only Medicare plans may not immediately arouse 
the kind of effective interest group opposition that typically restricts the 
options of Congress with respect to Medicare. Moreover, a drug program 
of this kind is likely to receive the combined support of Medicare and VA 
beneficiary advocacy groups, which increases the political cost to opposi-
tion relative to policy proposals that receive the support of only one or the 
other of these groups. We develop this idea in more detail and show that a 
combination of VA and Medicare could achieve improved access and lower 
costs for some Medicare-enrolled veterans.

In particular, a VA-Medicare prescription drug plan (PDP) could be 
made available to certain Medicare-enrolled veterans. Such a plan has the 
potential to provide a rich drug benefit to a large number of beneficiaries. Of 
the 43 million Medicare beneficiaries, about 10 million are also veterans. 
While about 3 million Medicare-eligible veterans already receive drug and 
nondrug benefits from the VA, the rest do not (Congressional Budget Office 
2001).5 A VA-Medicare PDP would be another prescription drug coverage 
option for these beneficiaries, one that likely would be more comprehensive 
and less costly than any other available to them.

The VA-Medicare PDP we discuss in this article would offer advantages 
to both programs and beneficiaries. Much as Medicare currently subsidizes 
private drug plans (whether employer offered or individually purchased), 
Medicare could subsidize the VA-Medicare PDP on a per-beneficiary basis. 
These funds would permit the VA to broaden the numbers and types of 

5. The 3 million Medicare-eligible veterans who receive VA care in a given year represent 
60 percent of all 5 million veterans (Medicare eligible and otherwise) who do so.
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6. The term regulatory capture means something different in the political science literature 
than in the economics literature from which we draw. Here it refers broadly to all government 
activity in an area of interest to business, encompassing the actions of legislatures as well as 
regulatory agencies.

veterans it serves. Since the VA receives steeper discounts for prescription 
drugs than Medicare drug plans do, the per-beneficiary subsidy could be set 
lower than for private plans, producing savings to Medicare.

A VA-Medicare PDP would not be implemented without challenges, 
which we acknowledge and explore. First, we discuss the relationship 
between regulation and interest groups in Medicare and VA policy. Then 
we provide some necessary background on the VA and past efforts to inte-
grate VA benefits with Medicare. Next, after analyzing how a VA-Medicare 
PDP could work, we investigate implementation issues. In the conclusion 
we focus on some of the more significant challenges that make prospects for 
this kind of integration uncertain.

The Roles of Regulation and Interest 
Groups in Medicare and VA Policy

The notion that government regulations on industry sometimes arise 
because of the advocacy of the regulated dates at least to the work of Stig-
ler (1971), drawing on earlier work by Olson (1965). Stigler argued that, 
relative to the general public, groups of businesses potentially affected by 
regulation would be more intensely interested in regulatory outcomes and 
would more easily organize effective collective action to influence regula-
tors. Among their goals would be government-created barriers to entry to 
keep out potential competitors and government-sanctioned price-fixing to 
reduce competition among established firms. Becker (1983, 1985) added 
to these ideas by suggesting that interest groups invest in “pressure” on 
regulators, allocating their limited resources across potential investments 
to achieve optimal returns. Laffont and Tirole (1991, 1993) added infor-
mation asymmetries and an agency framework to develop formal models 
of regulatory capture and cartelization by regulation.6

These ideas suggest that differences between the VA and Medicare drug 
benefits may be rooted in differences in the degree of interest group involve-
ment, differences in the interest groups themselves, and the potential returns 
to investment in advocacy. One distinction between Medicare and the VA 
is that the former has prominently and integrally involved private, for-profit 
entities in providing health benefits and services, while the latter has not. 
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Indeed, the structure of the new Medicare drug benefit, the first Medicare 
benefit to be exclusively provided to all beneficiaries through private plans, 
reflects the market-based approach preferred by the Republican adminis-
tration and Congress that enacted the authorizing legislation. As a conse-
quence, a great deal of government activity exists to manage and oversee 
the private components of Medicare, not least of which is its drug benefit. 
Consistent with the work of Leech et al. (2005), this government activity 
draws the attention of groups with obvious financial interests in decisions 
in this arena. As pointed out by Baumgartner and Leech (2001), issues 
that involve more money and affect more people attract more attention. In 
particular, groups interested in lobbying in this area of Medicare policy are 
mainly businesses and trade associations. Such groups organize around a 
policy issue more easily than the types of groups that are interested in VA 
issues, that is, nonprofits and citizen groups.

Evidence of industry interest in and influence over Medicare drug policy 
is abundant; the same cannot be said with respect to VA drug policy. The 
Pharmaceutical Research and Manufacturers of America (PhRMA) has 
been vocal on Medicare prescription drug issues and relatively silent on 
VA prescription drug issues. PhRMA’s 2007 midyear lobbying disclosure 
form indicates that the group lobbied on issues related to Medicare, patent 
reform, trade, and safety, but not on VA issues (Associated Press 2007). 
PhRMA also played a major role in influencing key provisions of the MMA: 
no federal negotiation of drug prices, no cost control measures, and no legal 
drug reimportation (Connolly 2003; Harris 2003; Oliver, Lee, and Lipton 
2004; Barlett and Steele 2004). Drug companies fought a “huge battle” 
against insurance companies over Part D formulary regulations (Pear 2004). 
Community pharmacies, perceiving a threat from mail-order pharmacies, 
lobbied for some protective provisions in the MMA, such as community 
pharmacy access rules (Frederick 2004; Kaiser Family Foundation 2004).

Other interest groups and political forces also shaped the MMA, as has 
been thoroughly documented elsewhere (Oberlander 2007 and references 
therein). Beneficiary advocacy, most notably in the form of AARP’s engage-
ment with Congress and its ultimate endorsement of the legislation, played 
a decisive role. AARP is credited with influencing (upward) the amount of 
subsidy for employers who maintain retiree drug coverage and the level of 
assistance to low-income beneficiaries, as well as helping convince Republi-
can leadership to limit direct competition between traditional Medicare and 
private plans to a future demonstration (Iglehart 2004).

Different beneficiary interest groups are deeply engaged in influencing 
VA and Medicare policy. While veteran service organizations (VSOs) are 
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not monolithic, they tend to be aligned in an interest in expanding access to 
VA services (see, e.g., Jones 2007; Middleton 2007). Expanding VA access 
is generally achieved either by permitting the enrollment of lower-priority 
veterans (e.g., allowing veterans who do not currently qualify because of 
low income or service-connected disability to enroll) or by adjusting the 
definitions of priority groups (e.g., by considering a new condition “service 
connected”). Meanwhile, Medicare beneficiaries are represented by advo-
cacy organizations, including AARP, that tend to focus on improving and 
expanding Medicare benefits. This is natural because, in contrast to VA 
benefits, access to Medicare benefits has relatively fewer barriers. The addi-
tion of a drug benefit under Medicare is, of course, one recent expansion. 
Another well-documented and large expansion was of home health benefits 
in the early to mid-1990s, subsequently contracted after the Balanced Bud-
get Act of 1997 (Komisar 2002; McCall et al. 2003).

Returns to advocacy investment may explain why some interest groups 
invest more in influencing Medicare policy than in VA policy (Becker 1983, 
1985). Each program — Medicare and the VA — is under the purview of 
different congressional committees: principally the House and Senate Vet-
erans’ Affairs Committees for the VA and the House Committee on Energy 
and Commerce and the Senate Committee on Health, Education, Labor 
and Pensions for Medicare, though other committees also play important 
authorization and appropriation roles. Therefore, advocacy groups who 
lobby on Medicare policy would have to make an additional sizable invest-
ment to influence VA policy, and the size of investment in advocacy for 
major policy change is likely similar for the two programs. That investment 
would involve cultivating new committee contacts and working with new 
beneficiary groups. Thus the cost of advocacy is likely not commensurate 
with the number of beneficiaries affected. That is, the size of the Medicare 
population relative to the VA patient population makes lobbying on Medi-
care issues more cost-efficient than doing so on VA issues.

Finally, the historical composition of party coalitions might reinforce 
some of the differences between the VA and Medicare. Specifically, Medi-
care and the VA provide services to beneficiaries with historically differ-
ent party affiliations. In the past, senior citizens have been considered part 
of the Democratic coalition and veterans part of the Republican coalition 
(Stolberg 2003; Teigen 2007). The Republican coalition also includes busi-
ness groups and, in particular, pharmaceutical manufacturers. If the spoils 
of political victory go to coalition interests, then it is not surprising that the 
MMA has provisions clearly favorable to pharmaceutical manufacturers 
and arguably less so than it might otherwise for Medicare beneficiaries 
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(Pierson 1993). That the Republican coalition includes both veterans and 
pharmaceutical manufacturers may in part explain why VA policy is not 
as favorable to pharmaceutical manufacturers as compared with Medicare 
policy.

While peripheral elements of Medicare policy (with respect to drugs and 
otherwise) will no doubt evolve, significant movement in the positions of 
major interest groups with respect to the structure of the drug benefit is less 
likely. Therefore, without an exogenous shock, major elements of the Medi-
care drug benefit (e.g., price negotiation, formulary requirements, commu-
nity pharmacy access) are unlikely to change. The idea that policy inherits 
the robustness of the coalition of interest groups that support it has been 
developed by others (Sabatier and Jenkins-Smith 1999). In this context it 
implies that the differences between Medicare and the VA with respect to 
drug price negotiation, formulary generosity, community pharmacy access, 
and other major components of their drug benefits ought to be stable over 
time.

Given these constraints, what could be done to reduce drug prices for 
Medicare beneficiaries? The foregoing analysis suggests that a proposed 
initiative to reduce drug prices would be more likely to succeed the less 
it is administered through Medicare because of the intense involvement 
in Medicare policy of interest groups that favor higher prices. Clearly the 
smaller the initiative (the fewer beneficiaries receiving lower prices), the 
less likely it will attract strong opposition. Additionally, a program that 
gains the support of multiple types of beneficiary interest groups has greater 
chances of political success. Moreover, the current political climate is very 
supportive of veterans, a popular group with the public and both political 
parties. Finally, for practical reasons, taking advantage of existing admin-
istrative structures improves the chances of successful implementation. 
One possibility that seems to satisfy these criteria is a VA-administered 
pharmacy benefit, partially financed by Medicare, provided to certain 
Medicare-enrolled veterans. Such a program might initially avoid intense 
opposition from manufacturers and pharmacies because it would not be 
administered by Medicare and could be relatively small (at least initially). 
It might gain the support of both Medicare and VA beneficiaries because 
it could be viewed as both an expansion of VA access and an improvement 
in Medicare benefits (for a certain eligible subpopulation). Finally, it would 
benefit from VA administrative structure, streamlining implementation. We 
elaborate below on what such a partnership might look like and describe 
some of the substantial obstacles it would face. Before that, however, we 
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cover some background about the VA health care system and prior efforts 
to integrate VA and Medicare.

Background

The VA Health Care System  
and Pharmacy Benefit

The VA offers a comprehensive medical benefit to veterans through the 
largest integrated health care delivery system in the United States. Almost 
8 million veterans are enrolled in the VA, and over 5 million of them 
receive VA care annually (U.S. Department of Veterans Affairs 2006a).7 
Veterans seeking VA care are assigned a priority status based on service-
connected disability, income, and other special considerations (e.g., POW 
status, exposure to herbicides in Vietnam or radiation in Japan). Priority 
status determines cost-sharing requirements and can affect access to care. 
For example, because of capacity constraints at VA medical centers, as 
of January 17, 2003, the VA suspended new enrollment of veterans in the 
lowest priority category.8

The VA medical benefit includes an outpatient prescription drug benefit 
that has lower out-of-pocket costs than can be obtained through individu-
ally purchased Medicare private plans. Recent evidence also suggests that 
the VA pharmacy benefit is associated with higher levels of medication 
adherence, relative to Medicare PDPs (Neuman et al. 2007). For a modest  
co-payment — at most $8 (in 2007) and waived for high-priority patients —  
VA pharmacies fill prescriptions written by VA doctors. Prescriptions from 
non-VA doctors are not filled by VA pharmacies. The benefit has no deduct-
ible, no cap, and no gap (or “donut hole”) (U.S. Department of Veterans 
Affairs 2006b).

The VA prescription drug benefit is subject to a national formulary. In 
addition, each of the VA’s twenty-one regions (or Veterans Integrated Ser-
vice Networks [VISNs]) has its own formulary. By policy, regional formu-
laries may differ from the national one only by including additional drugs 

7. Enrollees are those who have signed up to receive VA benefits but have not necessarily 
done so in a particular year.

8. The VA has eight priority groups, some of which have subgroups. Veterans in the lowest 
priority group (priority 8) became ineligible for VA health benefits in 2003. Priority 8 veterans 
who had already enrolled for VA care were permitted to remain enrolled (U.S. Department of 
Veterans Affairs 2003).
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in any class not designated as closed, though at least one study has found 
regional formularies that omit drugs on the national list (GAO 2001). In 
addition to four closed classes, the national formulary has two classes desig-
nated as preferred, which means they include drugs whose use is encouraged 
over others.9 The remaining open classes have no restrictions. Finally, VA 
patients have access to nonformulary drugs through a waiver process and 
with the same cost sharing as formulary drugs (Sales et al. 2005). The VA’s 
formulary policies are effective in driving prescribing patterns, achieving 
substantial price reductions from manufacturers, and dramatically decreas-
ing drug spending (Huskamp et al. 2003).

It has been argued that the VA’s formulary is more restrictive than those 
of Medicare drug plans, each of which has its own formulary (Yong 2007; 
Galen Institute 2007). Unlike the VA, Medicare drug plan formularies have 
inclusion requirements. In particular, they must include “all or substantially 
all” drugs in six categories,10 making these categories open classes (CMS 
2005a, 2005b). Such open class requirements weaken the bargaining posi-
tion of Part D plans with respect to drug manufacturers (McAdams and 
Schwarz 2007).

Another difference between the VA and Medicare is the way prescrip-
tions are filled. While Medicare prescriptions can be filled at neighborhood 
retail pharmacies, most VA prescriptions are filled by VA-run Consolidated 
Mail Outpatient Pharmacies (CMOPs) and delivered to patients by mail. In 
total, VA’s seven CMOPs filled nearly 100 million prescriptions in 2006.

In summary, the VA prescription drug benefit is different from Medi-
care’s. It has lower beneficiary cost sharing and is associated with higher 
rates of adherence than Medicare plans, but it comes with some additional 
constraints. For some drug classes and compared with some Medicare drug 
plans, its formulary is more restrictive. It also relies heavily on mail-order 
prescription fills with no community pharmacy network. Whether these 
differences make the VA benefit attractive to a given beneficiary depends 
on his or her price sensitivity, specific drug needs, and prescription filling 
preferences, among other things.

9. As of 2000, the closed classes were angiotensin-converting enzyme inhibitors, HMG-
CoA reductase inhibitors, luteinizing hormone-releasing hormone agonists, and proton pump 
inhibitors; the preferred classes were alpha blockers and calcium channel blockers (Huskamp 
et al. 2003).

10. The six categories that must include “all or substantially all” drugs are antidepressant, 
antipsychotic, anticonvulsant, anticancer, immunosuppressant, and HIV/AIDS (McAdams and 
Schwarz 2007).



Frakt, Pizer, and Hendricks ■ Controlling Prescription Drug Costs  1089  

Prior Efforts to Integrate the VA and Medicare

The general idea of integrating the VA and Medicare (aka VA/Medicare 
subvention) is not new. Legislation that would have authorized Medi-
care to pay the VA for care of dual VA-Medicare beneficiaries has been 
introduced in nearly every congressional session since 1990.11 None has 
become law. Under a three-year pilot program advocated by former VA 
Undersecretary for Health Kenneth Kizer in 1999, the VA would have 
offered a managed care plan to low-priority dual VA-Medicare benefi-
ciaries. The VA would have received the Medicare Advantage capitated 
payment for enrollees in its plan, but only after it had expended the level 
of effort provided to low-priority veterans in the past. To further protect 
Medicare’s trust fund, total annual liability to Medicare would have been 
capped at $50 million.

More recently, in 2003, former VA Secretary Anthony Principi formed 
a group to study a VA-Medicare HMO under the Medicare Advantage pro-
gram (U.S. Department of Veterans Affairs 2003). This VA Advantage plan 
was to be offered to low-priority Medicare-enrolled veterans who were not 
yet enrolled in the VA. The VA was to receive the Medicare Advantage 
capitated payment for its enrollees and provide comprehensive care through 
the VA health care system. The VA Advantage effort concluded in 2004 
when its chief champion, Secretary Principi, left the government. Legisla-
tion drafted by the study group would have authorized a pilot VA Advantage 
plan in the form of an employer-sponsored Medicare Advantage HMO.

One of the many complexities associated with VA/Medicare subvention 
is the provision of comprehensive VA benefits to a potentially large number 
of new beneficiaries. These beneficiaries would not necessarily live near 
VA facilities, and VA facilities would not necessarily have the capacity to 
address all the health care needs of enrollees. Relative to integrating the 
VA and Medicare to provide comprehensive benefits, doing so just for one 
benefit — outpatient prescription drugs — is simpler, though it still has sig-
nificant challenges.

A VA drug-only benefit for Medicare-enrolled veterans has been pro-
posed in the past. In the 109th Congress, Senator Arlen Specter (R-PA) and 

11. Such legislation was introduced by senators Paul Wellstone (S 1786, introduced May 21, 
1996), James Jeffords (S 2054, introduced May 8, 1998), and John Thune (S 963, introduced 
April 28, 2005) and by representatives Jim Bates (HR 5463, introduced August 3, 1990), Randy 
Duke (HR 1778, introduced April 21, 1993), Bob Stump (HR 4068, introduced September 12, 
1996), Jim Saxton (HR 1191, introduced May 17, 2001), and Sue Kelly (HR 4992, introduced 
March 16, 2006), among others.
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Representative Scott Garrett (R-NJ) introduced bills calling for the estab-
lishment of an outpatient prescription drug benefit furnished by the VA 
to any Medicare-enrolled veteran.12 Both bills would have required that 
the VA fill prescriptions written by any physician and that the benefit be 
budget neutral. All costs were to be covered by enrollee premiums and 
co-payments with no costs covered by Medicare. At the close of the 109th 
Congress both bills were in committee.

There are common reasons why past VA/Medicare subvention proposals 
have not been implemented. During our research we spoke with current 
and former Medicare administrators, VA management, and Congressional 
Budget Office staff. Information from these sources was consistent and 
indicated that the principal reason for failure of VA/Medicare subvention 
proposals was budgetary, though there were other reasons as well. Past pro-
posals to shift money from Medicare to the VA were intended to be budget 
neutral overall. In some cases, there was some possibility that reform would 
have resulted in a net loss to Medicare (with, perhaps, a net gain for the VA). 
This raised the concern that any such subvention would put additional strain 
on an already fragile Medicare budget. More generally, our interviewees 
indicated that policy makers were (and still are) predisposed to be wary 
of mixing Medicare and VA funding, that doing so would set a worrisome 
precedent in their minds and would raise concerns (whether warranted or 
not) about losing control of Medicare spending. Simply put, Congress is 
resistant to mixing funding streams for no net savings and with a perception 
of risk to Medicare. A common notion expressed by our contacts was that 
if the VA needed additional funding for its operations it should go directly 
to Congress and not siphon funds from Medicare.

Beyond financial considerations, there were other factors that dampened 
enthusiasm for subvention. Several were on the VA side. Were the VA to 
receive Medicare payment it would have to meet all Medicare criteria for 
reporting, accounting, access, and other regulations or would require a 
waiver granted by an act of Congress. Either approach is a high hurdle for 
the VA. Meeting all Medicare requirements is challenging for any provider 
or insurer and would require substantial investment and changes in account-
ing and reporting practices. Shepherding legislation through Congress also 
requires substantial skill, patience, and commitment. Finally, there is an 
issue as to the fairness of competition between the VA and private Medicare 

12. The bills were the Veterans Prescription Drugs Assistance Act (S 614, introduced June 9, 
2005) and the Improving Medication Access for Veterans Act (HR 6282, introduced September 
29, 2006).
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plans and providers for beneficiaries. Concerns among insurers and provid-
ers about additional competition from the VA may have played a role in 
blocking progress on integration efforts.

Many of the factors that reduced policy makers’ enthusiasm for VA/
Medicare subvention do not apply in the case of a VA-Medicare PDP. Such 
a program could save money overall and, more important, could do so 
on the Medicare side. Reporting and accounting issues are dramatically 
reduced when considering a drug-only benefit as compared with a benefit 
that provides comprehensive coverage, simplifying the investment the VA 
would need to make to satisfy Medicare reporting requirements. Still, a  
VA-Medicare PDP would involve mixing Medicare and VA funding and 
would represent competition to private Medicare plans and providers, points 
we return to in subsequent sections.

A VA-Medicare PDP

In what follows, we discuss a new, hypothetical partnership between the 
VA and Medicare: a VA-Medicare PDP that offers VA-purchased and  
-distributed pharmaceuticals through a partially Medicare-financed drug-
only benefit made available to certain Medicare-enrolled veterans. We 
believe this concept could appeal to both VA and Medicare stakeholders 
because it extends coverage and reduces government spending; it could 
be financially viable because it builds on features of the stand-alone pre-
scription drug plans now available under the new Medicare Part D pro-
gram; and it could be administratively feasible because most of the orga-
nizational structures that would be needed already exist. Most important, 
though, we believe some version of this idea could be politically practical 
because it builds on operations that have been tolerated by interest groups 
representing drug manufacturers and pharmacies and because it could 
start on a small scale.

Beneficiaries who enrolled in a VA-Medicare PDP would rely on tradi-
tional fee-for-service Medicare and not the VA for nondrug services. The 
VA-Medicare PDP would fill prescriptions written by any doctor, not just 
VA physicians. In turn, the VA would receive a capitated payment or subsidy 
from Medicare for VA-Medicare PDP enrollees, just as other Medicare drug 
plans do. But, because the VA purchases drugs more cheaply than Medicare 
drug plans, the subsidy could be set lower than the standard Medicare drug-
plan subsidy. Thus a drug benefit provided through a VA-Medicare PDP 
would be cheaper to Medicare than a Medicare drug plan.

The subpopulation of Medicare-enrolled veterans eligible for the VA-
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Medicare PDP could include, at a minimum, low-priority Medicare-enrolled 
veterans not currently permitted to enroll in the VA. Veterans in Medicare 
currently enrolled in the VA or of high enough priority to be permitted to 
enroll would remain eligible to receive comprehensive VA benefits. These 
were the eligibility rules considered for VA Advantage (as described above). 
In what follows, we also consider two possible alternatives: (1) Medicare-
enrolled veterans of any priority not currently enrolled in the VA, and 
(2) any Medicare-enrolled veteran whether currently enrolled in the VA  
or not.

We note that if enrollment were expanded to include either of these latter 
two eligibility groups, this could lead to a dramatic change in the way the 
VA serves high-priority veterans. In turn this would have significant impli-
cations for the VA’s structure and role. Currently, some veterans receive care 
at the VA to obtain prescription drugs through the VA system (prescriptions 
are given and filled only for patients who first see VA doctors). If a VA 
drug-only benefit were available, those patients may choose to stop using 
the VA for all but pharmacy services. That is, if they were only seeing VA 
doctors to obtain VA drug fills, then a drug-only benefit would obviate their 
need to see VA doctors for that purpose. If large numbers of current patients 
were to cease using the VA for anything but pharmacy benefits, significant 
changes to the VA’s budget and workforce would follow. A large downward 
shift in patient volume for nonpharmacy benefits might therefore be seen as 
a threat by some within the VA. On the other hand, if eligibility is limited 
to veterans who cannot currently receive VA benefits, then this can only 
represent a possible expansion of the numbers and types of veterans the VA 
serves. Since this is consistent with the VA’s self-image and mission, it may 
be more attractive to VA policy makers.

Implementation Issues

There are many details to be worked out in implementing the VA-Medicare  
PDP just described, far too many to be thoroughly addressed in this arti-
cle. In what follows, we consider some of the main implementation issues. 
Some other issues critical to the program are not explored in depth. In 
particular, numerous statutory and regulatory changes would be required 
to implement this kind of partnership. For instance, the VA does not have 
the authority to operate a Medicare Part D plan or to receive funds to pro-
vide services for veterans who would not otherwise receive them, among 
others.

Finally, in what follows we assume that the VA will continue to negoti-
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13. Certain low-income beneficiaries and those dually eligible for Medicaid or receiving 
Supplemental Security Income qualify for full or partial premium subsidies and reduced cost 
sharing.

ate the same volume discounts currently received. This assumption will be 
revisited in the concluding discussion.

Cost

The cost of a VA-Medicare PDP would be borne by three payers: Medi-
care, the VA, and enrollees. In this section we estimate the cost of a VA-
Medicare PDP, compare it with the cost of a Medicare PDP, and describe 
how it could be shared among these payers. Our methodology for estimat-
ing cost is based on our own prior work (Frakt and Pizer 2006; Nugent et 
al. 2004), recent studies that compare VA and Medicare plan drug costs 
(Families USA 2007; Sikora and Schiavone 2006; Shearer 2007), and one 
simplifying assumption. We emphasize that by “cost” we mean cost borne 
by those financing the benefit (Medicare, the VA, and enrollees), not cost 
to the provider for implementation. That is, our interest is in cost to the 
taxpayer and the beneficiary.

First we describe the cost of a Medicare PDP. Medicare subsidizes all 
Medicare PDPs with a capitated payment set at 74.5 percent of an average 
premium, computed based on a weighted average of plan bids for the statu-
tory minimum drug benefit (Kaiser Family Foundation 2004). Except in 
the case of low income or dual eligibility,13 the beneficiary pays the remain-
ing 25.5 percent of premium. In 2006 the average monthly out-of-pocket 
(OOP) premium for such coverage was about $30 (Frakt and Pizer 2006). 
Therefore the Medicare subsidy was about $90 per enrollee per month, for 
an average risk beneficiary (the amount may differ for a specific beneficiary 
because of risk adjustment).

In 2006 the statutory minimum drug benefit had a $250 deductible, 25 
percent co-insurance up to $2,250 in total drug costs, 100 percent co-insur-
ance (i.e., no coverage) from $2,250 to $5,100 in total drug costs (the “gap” 
or “donut hole”), and 5 percent co-insurance above $5,100 in total drug 
costs (the catastrophic coverage range) (Kaiser Family Foundation 2004). 
The OOP cost to the beneficiary depends on utilization. A beneficiary with 
statutory minimum coverage who reaches catastrophic coverage (i.e., has 
$5,100 in total drug costs) has spent $3,600 OOP in addition to the monthly 
$30 premium.

However, a beneficiary may purchase coverage that is richer than the 
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statutory minimum. Doing so will not change the Medicare subsidy. It 
would still be $90 per month, on average. But it would change the benefi-
ciary’s premium and cost sharing. For example, a beneficiary who selected 
the Humana PDP Complete plan in 2006, the only national plan to cover 
brand-name drugs in the gap in that year, would have paid an average of 
$60 per month in premium (premiums vary regionally) with no deductible. 
Because its cost sharing is most similar to the VA’s (brand gap coverage, 
no deductible), we use the 2006 Humana PDP Complete plan to help us 
illustrate how savings from a VA-Medicare PDP could be shared among 
payers. Cost sharing under Humana PDP Complete in 2006 varied with 
type of drug purchased and was never higher than 25 percent. Therefore, a 
Humana PDP Complete enrollee with $5,100 in total drug spending spent 
up to $1,275 OOP (depending on which drugs were purchased), in addition 
to the $60 monthly premium.

The VA-Medicare PDP we consider is similar to Humana PDP Complete 
in that it would not have a coverage gap. The most important difference, 
with respect to cost, between a VA-Medicare PDP and Humana PDP Com-
plete is that the VA purchases drugs at a greater discount. VA drug prices 
have been estimated to be between 56 and 63 percent of those paid by Medi-
care, depending on methodology (Families USA 2007; Sikora and Schia-
vone 2006; Shearer 2007; Nugent et al. 2004). As an example of the type of 
cost-sharing arrangements that would be possible, in what follows we use 
a discount of 40 percent, that is, we assume VA drug prices are 60 percent 
of those paid by Medicare plans (our qualitative conclusions are robust to 
this assumption). If we make the additional simplifying assumption that 
this discount applies to all costs, not just the price of drugs, then we can 
apply this discount to Humana’s Medicare-financed subsidy, premium, and 
cost sharing to estimate the cost of a VA-Medicare PDP. Doing so implies 
that a VA-Medicare PDP in 2006 would have cost Medicare $54 a month in 
premium subsidy (down from $90 for a Medicare PDP). To remain budget 
neutral to the VA it could have charged a monthly premium of $36 (down 
from $60 for Humana PDP Complete) with maximum cost sharing of 15 
percent (down from a maximum of 25 percent for Humana PDP Complete). 
This represents a savings to Medicare and to the beneficiary with no addi-
tional cost to the VA, relative to what it would have cost for that beneficiary 
to enroll in Humana PDP Complete. Looked at another way, for only 20 per-
cent more in premium relative to a statutory minimum plan ($36 vs. $30), 
the VA-Medicare PDP enrollee would have received coverage with cost 
sharing lower than the statutory minimum (no deductible, 15 percent co-
insurance, and gap coverage vs. $250 deductible, 25 percent co-insurance, 
and no gap coverage).
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The distribution of cost among payers illustrated above is not the only 
possibility. Were Congress to increase the VA’s budget it could fund more 
of the cost, leaving less for Medicare and the beneficiary to fund. Or, if the 
savings to Medicare were to be shared with the VA (i.e., Medicare pays 
more than 60 percent of the customary subsidy but still less than 100 per-
cent), then, again, beneficiary cost sharing could be reduced.

Finally, we note that actual costs will be a function of beneficiary utiliza-
tion (i.e., risk). Were the VA-Medicare PDP to experience selection more 
adverse than that expected for Humana PDP Complete (i.e., enroll more 
high-risk patients), then costs would be higher. In our prior work we pre-
dict and discuss the degree of adverse selection expected for Humana PDP 
Complete (Pizer, Frakt, and Feldman 2008). Perhaps it was Humana PDP 
Complete’s selection experience in 2006 that led to increased premiums and 
withdrawal of brand-name drug coverage in the gap for the product in 2007. 
Note that to the extent adverse selection is mitigated by risk adjustment 
(Pope et al. 2004) our conclusions do not change. If risk adjustment insuf-
ficiently accounts for the difference in selection between a VA-Medicare 
PDP and Humana PDP Complete, however, then there could be cost beyond 
that estimated here to be covered by one or several of the payers.

Take-Up

The number of veterans who could be eligible for a VA-Medicare PDP 
depends on eligibility rules. First, consider the proposed VA Advantage 
eligibility rules whereby only nonenrolled low-priority veterans would be 
eligible. We estimate the number eligible under these rules using 2000 
U.S. Census data, that is, we estimate the number that would have been 
eligible in the year 2000 had a VA-Medicare PDP been offered in that 
year. The 2000 U.S. Census data include 10 million elderly veterans 
(see fig. 1). Of these, we estimate that about 6 million had a priority sta-
tus that would have permitted access to the VA (see fig. 1, left panel).14 
These 6 million individuals, therefore, would not have been eligible for a  
VA-Medicare PDP under hypothetical VA Advantage eligibility rules. 
Consequently, about 4 million elderly veterans (about 10 percent of the 
Medicare population) would have been eligible to enroll in a VA-Medicare 

14. That is, there were 6 million Medicare-enrolled, elderly veterans who would have been 
eligible for VA enrollment in 2000 because of high-priority status. Some of these veterans 
had already enrolled in the VA (and, of those, some were patients, i.e., they received care), 
and some were not. This figure of 6 million is not easily compared with the other numbers of 
veterans, VA enrollees, or VA patients given earlier in the text because of the added criterion 
of high-priority status.
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PDP if it had been offered in 2000. If all 4 million enrolled, the population 
served annually by the VA would roughly double.

Next, consider the two possible eligibility expansions described previ-
ously. The first is to permit access to nonenrolled veterans of any priority. 
This would bring the number of eligible individuals up to about 7 million 
(see fig. 1, right panel). The second expansion would permit access to any 
Medicare-enrolled veteran, bringing the number of eligibles up to about 10 
million. Therefore, depending on eligibility rules, a minimum of 4 million 
and a maximum of 10 million veterans would have access to a VA-Medicare 
PDP. Of course one could consider other, more restrictive eligibility rules 
to limit enrollment. Except where indicated below, for the remainder of this 
article we consider the VA Advantage eligibility criteria under which the 4 
million nonenrolled low-priority veterans would be eligible.

The proportion of eligible individuals who would actually enroll depends 
on a variety of factors. Some of those eligible already have employer- 
provided prescription drug coverage, and, of those, some would choose to 
retain it if it continued to be offered.15 Some might prefer comprehensive 
coverage through a Medicare Advantage plan with drug and nondrug bene-

15. The future of employer-sponsored prescription drug coverage for retirees is uncertain 
(Kaiser Family Foundation 2006).

Figure 1 Elderly Medicare Beneficiaries(a) in 2003 by Veterans Status 
and VA Priority(b) and VA Enrollment Status. Sources: Authors’ analysis 
of 2000 Census Data; United States Census Bureau (2007); United States 
Congressional Budget Office (2001).

(a) There were 41 million Medicare beneficiaries in 2003. These figures illustrate the 35 million 
of them who were elderly.
(b) Priority status imputed by authors using 2000 Census data. Low-priority veterans are those 
with priority status eight. High-priority veterans are those with any priority status number 
below eight.
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fits; others might elect to be uncovered for prescription drugs. (Note that 
under the most restrictive eligibility criteria described above, none of the 
4 million potential enrollees is Medicaid eligible. Medicaid eligibility is a 
sufficient condition for high-priority VA status, and high-priority veterans 
would not be eligible for the VA-Medicare PDP.)

We can obtain a rough estimate of the number of VA-Medicare PDP 
enrollees by examining PDP enrollment in the broader Medicare popula-
tion. According to CMS statistics, about one-quarter of Medicare benefi-
ciaries had enrolled in a PDP as of June 2006. This is, perhaps, an under-
estimate of the proportion of eligible individuals who might enroll in a 
VA-Medicare PDP, since it includes beneficiaries who receive automatic or 
facilitated enrollment. Such auto enrollment or facilitated enrollment occurs 
for certain beneficiaries with low incomes, eligibility for Medicaid, or Sup-
plemental Security Income. Excluding the auto- and facilitated-enrolled, 
nearly 30 percent of Medicare beneficiaries had enrolled in a PDP as of June 
2006 (HHS 2006). Therefore, all other things being equal, perhaps as many 
as 30 percent of the 4 million eligible for a VA-Medicare PDP would enroll, 
or 1.2 million. This represents about 25 percent of the population served 
annually by the VA. Using this 1.2 million enrollment estimate and the cost 
savings estimate from the previous section, a VA-Medicare PDP would cost 
Medicare about $518 million per year less than a Medicare PDP. Of course 
the number of enrollees and the Medicare savings would be higher under 
either of the less-restrictive eligibility criteria described above.

This enrollment estimate does not account for the many differences 
between veterans and the broader Medicare population or between a VA-
Medicare PDP and other Medicare PDPs. For instance, the VA-Medicare 
PDP benefit would have lower cost sharing and therefore would be more 
attractive than a Medicare PDP to some beneficiaries. On the other hand, 
it would have a restrictive formulary and rely on mail-order prescription 
fills, features that may be unattractive to some beneficiaries. Additionally, 
despite great strides in quality and performance, some veterans’ percep-
tions of the VA are negatively influenced by its poor reputation of decades 
ago (Harvard University 2006; CBS Evening News 2006; Gaul 2005). This 
makes any plan associated with the VA a less-attractive choice for some 
veterans. Finally, the value of a plan to a beneficiary is relative to his or her 
other available options. So the relation of VA-Medicare PDP features to 
other drug plan designs in a beneficiary’s market will also play a significant 
role in his or her enrollment decision.



1098  Journal of Health Politics, Policy and Law

Operational Capability and Capacity

There are two main operational issues associated with implementing a 
VA-Medicare PDP: managing the benefit and filling prescriptions from 
non-VA doctors. The VA-Medicare PDP benefit would differ from current 
VA benefits and, thus, would require a type of management new to the VA. 
At a gross level, VA-Medicare PDP beneficiaries would have a different 
VA benefit than other VA enrollees, one that includes only outpatient pre-
scription drug coverage. At a fine level, the VA-Medicare PDP formulary 
could differ from any of the current national or regional VA formularies. 
A formulary difference might arise, for example, if the VA-Medicare PDP 
were required to adhere to some or all of the formulary requirements that 
are imposed on other Part D plans. (VA formulary modifications raise a 
significant issue with respect to price negotiation, one that is revisited in 
the conclusion.)

Because VA-Medicare PDP enrollees would have a benefit different from 
the current VA benefit, the VA would need the capability to determine if a 
given individual was qualified for coverage for a specific drug. This capa-
bility would require either new information technology infrastructure or 
contracting with a benefits management organization.

New information technology is also needed to accept prescriptions 
from non-VA doctors. Currently, VA doctors communicate with CMOPs 
electronically, mediated through VA medical center and outpatient clinic 
pharmacy operations. To accept non-VA prescriptions would require new 
software, both for non-VA physicians and for the VA. In addition, a proce-
dure would be needed to validate the credentials of any doctor submitting 
a prescription.

Fortunately, there are models for these functions. Retail pharmacies 
accept and validate prescriptions from doctors at a wide range of institu-
tions. Within the VA there is a program that already has the capabilities 
required: the Meds by Mail (MbM) program for beneficiaries of the Civil-
ian Health and Medical Program of the Department of Veterans Affairs 
(CHAMPVA). CHAMPVA is administered by the VA and provides a 
comprehensive health care benefit to spouses and children of veterans with  
service-connected disabilities or who died because of service-connected 
disabilities. MbM differs from the standard VA pharmacy benefit in that it 
can accept prescriptions written by private, non-VA physicians. Prescrip-
tions are submitted electronically and filled at one of the VA’s CMOPs. 
Under MbM, over 500,000 prescriptions are distributed annually to the 
approximately 217,000 CHAMPVA beneficiaries.
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16. In addition to greater capacity for distribution of pharmaceuticals by mail, a VA-Medi-
care PDP would need some mechanism for rapid dispensing of medications for acute-care needs 
(e.g., partnerships with some network of retail pharmacies).

The infrastructure of MbM could also help solve the problem of capacity. 
Suppose, as estimated in the previous section, approximately 1.2 million 
veterans chose to enroll in a VA-Medicare PDP. Would the VA have capac-
ity to serve them? One way the VA might fill VA-Medicare PDP enrollee 
prescriptions from non-VA doctors is by using the infrastructure of the 
MbM program.16 The MbM program would have to undergo something 
like a fivefold expansion to serve 1.2 million additional patients. Expansion 
of this size is possible and has been considered in the past. For example, the 
Department of Defense (DoD) has considered partnering with the VA to 
use the MbM infrastructure to serve its 6 million health care beneficiaries. 
A one-year pilot study of the concept showed that the DoD could provide 
its prescription drug benefit at lower cost through such a partnership (U.S. 
Government Accountability Office 2005). Additionally, the VA’s CMOPs 
already have the capacity for a large expansion in service. Recent infra-
structure enhancement projects at three CMOP locations (Tuscon, Arizona; 
Dallas, Texas; and Chelmsford, Massachusetts) have increased capacity and 
could serve an additional 1.5 million patients (Stroup 2007).

Discussion

Providing outpatient prescription drug coverage for Medicare beneficia-
ries continues to be an important economic, social, and political topic. 
Debate is ongoing over how Medicare Part D could or should evolve to 
better meet the needs of beneficiaries and conform to budget constraints. 
The VA is frequently raised as a model in this debate because of the low 
drug prices it obtains from manufacturers and the low out-of-pocket cost 
of the drug benefit it offers its patients. On the other hand, the VA is criti-
cized as a poor model for the Medicare program because of the limited 
choice of drugs and pharmacies it offers.

In this article we have argued that the basic structure of the Medicare drug 
benefit would be politically difficult to change. Our argument is based on 
apparently entrenched interest group positions on key provisions, not least 
of which are formulary design, the prohibition on direct Medicare negotia-
tion with pharmaceutical manufacturers, and community pharmacy access 
requirements. This led to a potentially more feasible idea: a partnership 
between Medicare and the VA that could provide access to the VA drug 
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17. Unlike some voluntary plan types in Medicare (e.g., medical savings accounts), a VA-
Medicare PDP probably would not attract disproportionately healthy enrollees. On the contrary, 
a plan of this type would probably experience adverse selection and would consequently reduce 
average costs in other plan types (Pizer, Frakt, and Feldman 2008).

benefit to a large number of Medicare-enrolled veterans who do not currently 
have it. The benefit would be partly funded through a capitated Medicare 
subsidy. But, because the VA purchases drugs more cheaply than Medicare 
drug plans, the subsidy could be set lower than the standard Medicare drug 
plan subsidy. Thus providing a drug benefit through a VA-Medicare PDP 
would be cheaper to Medicare than a Medicare drug plan. Depending on 
how costs were shared among Medicare, the VA, and beneficiaries, the plan 
could produce savings for Medicare, be budget neutral with respect to the 
VA, and be cheaper for beneficiaries than comparable Medicare plans. This 
VA-Medicare PDP would be an additional option for eligible beneficiaries. 
Therefore, beneficiaries who find the features of the VA benefit attrac-
tive could voluntarily enroll, and those who did not could obtain coverage 
through another Medicare plan.17

While the steady-state cost of a VA-Medicare PDP may be lower than 
that of a comparable Medicare PDP, there are start-up costs and potential 
expenditure offsets to consider. To implement a PDP the VA would need to 
augment its infrastructure for tracking patients, accepting prescriptions from 
non-VA physicians, and filling those prescriptions, among other things. As 
described in this article, the VA has some experience with these functions 
through existing programs but not for the purposes of a Medicare PDP and 
not for the additional volume of patients we predict would enroll. So some 
investment in infrastructure and systems would be required initially. There 
is also the potential that drug costs to a VA-Medicare PDP could be larger 
than we have estimated. One way the VA keeps drug costs low now is that 
its drug benefit is part of a comprehensive health program. Veterans cannot 
currently receive drugs from the VA without also seeing VA physicians. It is 
possible that if the VA paid for drugs prescribed by non-VA physicians and 
if those non-VA physicians did not provide the same kind of comprehensive 
care that those patients might have received at the VA, then drug costs for 
the VA may be larger than expected based on past experience.

One thing is certain: central to the success of a VA-Medicare PDP is that 
the VA continues to receive steep discounts from drug manufacturers while 
providing its drug benefit to more patients. A necessary condition for the 
VA to retain its drug-pricing leverage is that it not be subject to the same 
open class requirements that govern current Medicare Part D plan formu-



Frakt, Pizer, and Hendricks ■ Controlling Prescription Drug Costs  1101  

laries. As was raised in the recent debate over the Medicare Prescription 
Drug Price Negotiation Act of 2007 (HR 4, S 3), the proposed repeal of 
the prohibition on Medicare drug price negotiation, bargaining leverage is 
more than negotiating authority; it requires the ability to control prescrib-
ing, that is, to close drug classes (Congressional Budget Office 2007). That 
is, even if Medicare were to obtain the authority to negotiate directly with 
drug manufacturers (something very likely to be proposed again in Con-
gress and perhaps supported by a new administration), that authority would 
not produce substantially lower drug prices if Medicare were subject to the 
same formulary requirements as Medicare PDPs.

Of course if a VA-Medicare PDP purchased drugs at VA prices, phar-
maceutical manufacturers’ revenue would decline with each additional 
enrollee, relative to what it would be if that individual enrolled in a Medi-
care PDP. In this article we have assumed that policy makers wish to 
increase coverage and reduce government and beneficiary costs if possible, 
but there are two potentially important consequences for beneficiaries that 
we have not explored. First, manufacturers would face tighter budget con-
straints for research and development. This raises the well-known ques-
tion of how to determine the welfare-maximizing balance between current 
lower drug prices and future drug innovation (Danzon 1998). Second, it 
has been argued that manufacturers could raise their wholesale prices or 
take a tougher position in negotiations with others to compensate at least 
partially for the loss associated with higher volume of sales to the VA (GAO 
2000; Yong 2007). Although evidence from international drug pricing stud-
ies suggests that such effects are likely to be small (Scherer 1993), and some 
have argued that price differentials across prescription drug markets are 
not related to cost shifting (Frank 2001), this question also deserves more 
attention in future research.

If we maintain the assumption that more coverage for less government 
and beneficiary spending is desirable, the most serious potential obstacle to 
implementation of a VA-PDP is political. Because of the VA’s negotiating 
power, drug manufacturers could perceive a VA-Medicare PDP as a threat. 
Moreover, pharmacies, pharmacy benefits management firms, HMOs, and 
other insurers may feel threatened by increased competition from the VA 
for prescription fills and beneficiaries. While these groups have not invested 
heavily in influencing VA policy (relative to their investment in Medicare 
policy) in the recent past, any serious public debate about a VA-Medicare 
PDP would very likely gain their attention. On the other hand, there may 
also be powerful forces of advocacy on the other side. Veterans service 
organizations (VSOs) seeking expansion of eligibility for VA benefits and 
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Medicare interest groups (like AARP) seeking the option of better benefits 
at lower cost might be in favor of a VA-Medicare PDP. Proponents of a  
VA-Medicare PDP would have to weigh potential support and potential 
opposition when deciding on the eligibility rules for the proposed program. 
A larger number of eligible beneficiaries increases the number of individu-
als who could be covered and the potential savings but also comes with a 
risk of stronger interest group opposition.

Finally, it is certain that a VA PDP would have some impact on the Medi-
care Part D program and the policy debate about possible changes to it. At a 
minimum, a VA PDP would provide a potentially attractive coverage option 
for a substantial number of Medicare-enrolled veterans without incurring 
additional costs for the government. Beyond that, the impact on Part D 
depends on details of the VA PDP authorizing legislation, what budgetary 
and programmatic safeguards are included in it for the VA and Medicare, 
the ultimate size of the program, and industry response. A VA PDP could 
eventually look like any other Medicare PDP if formulary requirements are 
imposed similar to those currently imposed on Medicare PDPs that would 
take the bite out of the VA’s negotiating power. On the other hand, it could 
provide ammunition to advocates who desire more tools for price control 
under Medicare, though those advocates already point to the VA’s formu-
lary control as the source of negotiating power lacking under Medicare. 
The ultimate impact of a VA PDP on Medicare’s budget depends on its size. 
In this article we have illustrated a relatively small version that would save 
Medicare over $500 million annually, but we also suggested options that 
would expand the benefit, potentially producing additional savings. 
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