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SUMMARY

➤ Medicare, which accounts for 17% of U.S. health spending, will become a
major payer of prescription drugs Jan. 1 and provide new incentives for its
nearly 43 million elderly and disabled enrollees to get all their health benefits
from managed-care health plans.

➤ Managed-care plans, which will begin enrolling new beneficiaries Nov. 15,
will likely grow their Medicare Advantage business by more 1 million
members, or 17%, next year and double to 24% penetration by 2009.

➤ Implications for most healthcare product and service companies.  See
companion note by George Grofik: Drugmakers benefit modestly overall from
the drug benefit due to near-term volume gains, but future pricing risks longer-
term will likely mitigate if not eliminate the sales benefit.

➤ We think President Bush and the Republican-controlled Congress are
committed to ensuring attractive payment and rules for managed-care plans.

OPINION
The Republican-controlled Congress and President Bush created the redesigned and
expanded Medicare program through the Medicare Modernization Act, (MMA) which
was signed into law by Bush on Dec. 8, 2003.

The drug benefit, including low-income subsidies and transitional assistance, will cost
taxpayers and beneficiaries $822 billion from 2006 through 2015, according to the
Congressional Budget Office (CBO), Congress’s chief budget estimator. In the first year
of the benefit, Medicare and beneficiaries will pay $47.4 billion for drug coverage, the
CBO estimated last March.

That’s about 19% of the projected $249.3 billion in U.S. retail drug spending for 2006,
according to the Medicare office the actuary.

In August, however, the Bush Administration announced that the benchmark drug
premiums charged to Medicare beneficiaries are lower than originally expected,
reducing the cost to the government of the program. In addition, CBO assumes about
87%, or 37 million, beneficiaries will enroll in the Medicare drug benefit by the end of
2006 – eight million more than our mid-range estimate.

To be sure, OPU�BMM�PG�UIF�.FEJDBSF�ESVH�TQFOEJOH�XJMM�CF�OFX��-BSHF�DIVOLT�PG�JU�BSF�NPOFZ
PO�ESVH�CFOFGJUT�DVSSFOUMZ�CFJOH�TQFOU�CZ�.FEJDBJE�GPS�UIF�QPPS�PS�FNQMPZFS�SFUJSFF�ESVH
JOTVSBODF��.FEJDBSF�QBZNFOUT�JODMVEF�TVCTJEJFT�UP�FNQMPZFST�UP�DPOUJOVF�UP�QSPWJEF�SFUJSFF
ESVH�CFOFGJUT�UIBU�BSF�FRVBM�UP�PS�CFUUFS�UIBO�UIF�OFX�.FEJDBSF�ESVH�CFOFGJU��4UJMM
�UIF
TJHOJGJDBOU�QPJOU�JT�UIBU�.FEJDBSF�XJMM�CFDPNF�B�MBSHF�QBZFS�PG�ESVH�CFOFGJUT�JO������BOE�JUT
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The U.S. drug-spending shift under the Medicare drug benefit will create new winners
and losers in the drug industry and also among the major PBMs.

In addition, the privatization of Medicare represents an opportunity for managed-care
plans to significantly expand their share of the $400-billion-a-year (includes drug
benefit) Medicare program in 2006 and subsequent years. The percentage of Medicare
beneficiaries enrolled in managed care health insurance will grow to 24% to 25% by the
end of 2009 from about 14% now, according to Citigroup Investment Research
projections. For 2006, we project Medicare enrollment in managed care will grow by
more than 1 million, or 17%.

Medicare managed-care revenue for medical benefits other than outpatient prescription
drugs is projected to rise to $49.4 billion in 2006 from $44.4 billion this year, according
to the CBO. Medicare managed care revenue will rise to $105.2 billion by 2015,
according to the CBO. In comparison, private health insurance currently finances $691
billion, or 36%, of U.S. health spending.
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The privatization of Medicare represents the largest U.S. growth opportunity for
managed-care health insurance plans. We think President Bush and the Republican-
controlled Congress are committed to ensuring attractive payment and rules for
managed-care plans. Over the next three years the plans must succeed at attracting
beneficiaries and controlling costs to insulate them against the possibility of a change to
a less friendly presidency in 2009.

The privatization of Medicare will potentially affect utilization and payments to
hospitals and other providers of health services. As managed care companies gain
market share among the elderly and disabled, their bargaining power with hospitals and
other providers will grow. At the same time, the pending retirement of the baby boom
generation starting in 2011 will increase pressure on Congress and the Executive Branch
to cut the growth of Medicare and Medicaid, the health insurance program for the poor.
We expect Congress and the next President to consider sharply cutting the growth of
Medicare and Medicaid spending starting in 2009.

The fiscal challenges faced by the U.S. government may prove a double-edged sword
for Managed Care.  On the one hand we believe the government is expediting the
migration into private Managed Care organizations because they can provide higher
quality outcomes at a lower cost than the government run Part A and Part B plans can.
However, the government may look to save even more money down the road by cutting
the growth in reimbursement to Managed Care.  We do not believe they will kill the
geese laying the golden eggs.  However, we do not believe they will support the roughly
5% profit margins (pre-tax) enjoyed today by the best run Medicare Advantage plans
long-term.  Near-term, at least for 2006-2007, we expect reimbursement to remain
accommodating during the initial rollout of Part D.

The migration of seniors into an MA plan may reduce demand and increase price
competition for the provider of healthcare services and the manufacturers of healthcare
products.

To manage unit prices, health plans trade volume for price and offer incentives for
members to seek high quality care at the lowest cost setting.  In other words, the private
sector relies on free market negotiations and switching providers or manufactures to
achieve a lower unit price.  The government on the other hand fixes prices, thereby
supporting tremendous inefficiencies.  For example, it is common to find manufacturers
of products with good substitutes earning very high marginal returns in healthcare.

To manage demand, private health plans such as Humana and UnitedHealth Group
employ many techniques unique to the private sector aimed at providing better outcomes
at a lower cost than the government-run Part A hospital insurance and Part B outpatient
insurance.  For example, private health plans are free to eliminate or effectively “fire”
physicians that don’t meet health plan criteria for quality or cost, including those known
to order medically unnecessary tests, even if to protect themselves from malpractice
lawsuits.  Health plans may also require prior authorization before certain procedures
that are subject to fraud and abuse.  The government on the other hand allows physicians
free and virtually unsupervised rein over medical decisions.  Because physicians in the
U.S. profit from each procedure they perform rather than for outcomes or on a salary
basis, some physicians have been found to perform procedures that are medically
unnecessary and even harmful to the patient in order to receive payment.  The
government doesn’t generally discover and discipline that behavior except in egregious
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cases.  While the government is working deliberately to incorporate some of the private
sector techniques such as paying for quality, the bigger picture we believe is that this
Administration and Congress believes the private sector will provide tax payers with
more utility for their tax dollar and save money in the long run by privatizing Medicare.

MEDICARE HISTORY: THE ROAD TO THE DRUG BENEFIT AND PRIVATIZATION

Medicare Basics

President Lyndon Johnson signed Medicare into law in July 1965, and the program
began July 1, 1966. Medicare is divided into two parts:

➤ Part A covers overnight or inpatient hospital stays and skilled nursing facility, hospice
and some home care. It is financed primarily by a 2.9% payroll tax split between
employers and employees.

➤ Part B covers physician visits and other outpatient services, including home health care,
durable medical equipment such as home oxygen, end-stage renal disease care in
freestanding facilities, laboratory testing and outpatient hospital care. General taxpayer
revenue finances 75% of Part B and Medicare enrollees pay the other 25% through a
monthly premium deducted from their Social Security checks. The current monthly
premium is $78.20. For next year, it is scheduled to rise 13% to $88.50 on Jan. 1.

Excluding home nursing care, Medicare part A accounts for about 45% of program
spending. and part B for 35% of program spending. Home nursing care garners about
5% of Medicare spending. About 15% is paid to managed care, known as Medicare Part
C. Hospital care (both inpatient and outpatient) draws 44% of Medicare spending,
followed by reimbursement to physicians, which is about 18% of Medicare spending.

Over the first 40 years of the program, Medicare has moved from paying hospitals,
physicians, nursing homes and other providers based on their reasonable costs to pricing
formulas designed to discourage unnecessary costs in caring for a patient.
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Figure 1: Medicare Decision Tree

Medicare Decision Tree
Customer Perspective

44mn Age 65+ & Disabled, 11mn get low income aid
$500bn /yr = $400bn ’06 Federal +$100bn Individual

Part A – Hospital Insurance

Member premium $0

+ Deductible + Co-insurance

$952 for first 60 hospital days
$238/day for days 61-90
$476/day 91+ days

Part B – Outpatient

Member premium $88.50 /month

+ Deductibles + Co-insurance

Medigap -- Supplemental

Member premium $150-$225/mo

+ Deductibles + Co-insurance

Part D – Prescription Drug

Member premium $32/mo

+ Deductibles + Co-insurance

Medicare Advantage

One Card covers:
Part A Hospital Costs
Part B Physician Costs
Part D Drug Costs
Like Medigap, covers other costs

Choice of Products:
HMO -- $0-$50/month
PPO -- $30-$130/month  
FFS – $0-$100/month

Choice of Carrier
United-PacifiCare
Humana
WellPoint
HealthNet

Privatized
Bought privately using government 

voucher for $850/mo (2006E)

Government-run

Government-run

Privately run
Not subsidized

Privately run
Government subsizided

Source: Citigroup Investment Research
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Figure 2: Part D Benchmark

Source: Citigroup Investment Research and CMS

Medicare Managed Care History and the Start of Privatization

The federal government turned to managed care to help control Medicare spending
growth early in the program’s history. A key catalyst for growth of Medicare managed
care came in 1982 with Congressional passage of a law that allowed Medicare to pay
HMOs a fixed fee that equaled 95% of the average cost of care for Medicare beneficiary.
The plans were at risk of losing money if the cost of caring for the patient exceeded the
fixed payment.

The law did not take effect until 1985. Enrollment by Medicare beneficiaries grew to 1.4
million beneficiaries by the end of 1991.

The second catalyst for growth came with the focus on HMOs as a way to control rising
health-care costs during the early and mid 1990s. Average Medicare HMO payment rates
rose as high as 8% a year per-enrollee during the mid-1990s at a time when health
inflation had slowed drastically. That left money for the plans to provide extra benefits
to attract beneficiaries, By 1997, 96% of Medicare beneficiaries in an HMO had drug
coverage through their health plans.   Medicare HMO participation peaked at 6.4
million, or 17% of Medicare enrollees in 1999.

Enrollment then declined over the next few years as a result of a 2% cap on Medicare
payment growth in many counties included in the 1997 Balanced Budget law. In 2003,
Medicare enrollment in Medicare managed care plans hit a low of 4.6 million, 12% of
Medicare beneficiaries.
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Figure 3: Medicare and Medicare Advantage Enrollment, 1985-2010E

Medicare and Medicare Advantage Enrollment, 1985-2010E
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Figure 4: Medicare Advantage Enrollment for Coverage Universe
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The Medicare Modernization Act renamed the managed-care program Medicare
Advantage from Medicare+Choice and significantly increased payment. The payment
formula was revised to pay a minimum of 100% of the average cost of a Medicare fee-
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for-service patient in a county. The law also folded teaching hospital spending into the
rates. As a result, Medicare Advantage payment rose a minimum of 6.6% this year and
significantly more in some counties. Reimbursement is scheduled to increase almost 5%
next year.

The Medicare Payment Advisory Commission, an advisory panel to Congress, estimates
that Medicare is actually paying plans an average of 107% of local fee-for-service cost
of care. In its June report, the commission argued that Medicare is paying health plans
twice for teaching hospital care, once through fixed payment rate per-person that
Medicare makes to health plans and also through separate teaching hospital rates made
to hospitals on behalf of the plans.

Figure 5: Medicare Advantage Revenue Per Member Per Month
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Currently, any drug benefit health plans provide to the elderly comes out of the fixed
per-patient rate the plans receive for other medical care. Beginning Jan. 1, the plans will
get a separate estimated government/beneficiary payment – $126.28 per member per
month (including estimated reinsurance payments for catastrophic costs) – to provide
drug benefits. The payments will vary based on the amount of government reinsurance
payment required by the plans to cover catastrophic coverage and by the level of
premium charged to the enrollee.

The Medicare Modernization Act payment revisions have reversed the decline in
Medicare managed-care enrollment. Medicare managed-care enrollment rose to 5.9
million in August from 4.6 million in 2003, according to data from the Medicare
Payment Advisory Commission and the Kaiser Family Foundation, a non-profit research
group unaffiliated with Kaiser health plans.
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We believe Congress and the Bush Administration has structured the drug benefit and
the Medicare Advantage program to encourage enrollment in managed care and to
ensure a financing stream to help it succeed.

On the drug benefit, the Medicare Modernization Act and Bush Administration
regulations insulate health plans and PBMs from some of the risk of providing drug
benefits to the elderly.

8F�CFMJFWF�SJTL�BEKVTUNFOU
�SJTL�DPSSJEPST�BOE�SFJOTVSBODF�QBZNFOUT�QSPWJEF�QSPUFDUJPO�GPS
.FEJDBSF�"EWBOUBHF�BOE�ESVH�JOTVSBODF�POMZ�QMBOT�UP�FOSPMM�TJDLFS�QBUJFOUT��$POHSFTT
UISPVHI�UIF�.FEJDBSF�.PEFSOJ[BUJPO�"DU�BOE�UIF�$FOUFST�GPS�.FEJDBSF�BOE�.FEJDBJE
4FSWJDFT�	$.4
�CVJMU�JO�UISFF�MBZFST�PG�QSPUFDUJPO�GPS�UIF�ESVH�CFOFGJU�

➤ Reinsurance: The government picks up 80% of a plan’s catastrophic costs after the
coverage is triggered when a patient spends $3,600 out-of-pocket on drugs.  Under the
standard benefit design, that means catastrophic coverage would kick in at $5,100 in total
drug spending.

➤ Risk adjustment: Medicare will adjust payments upward for, among others, low-income
beneficiaries and for beneficiaries in nursing homes. Medicare officials have said
payments to plans to cover low-income or nursing home patients with a number of co-
morbidities could be significantly higher than standard rates –50% or greater.

➤ Risk corridors: The government will help cover a plan’s losses if they exceed 2.5% of
its spending target. A plan’s spending target equals the prepayments by the government
through direct subsidies and the beneficiary through premiums for basic benefit drug
expenses. The government covers 75% of the second 2.5% of losses above the spending
target and then 80% of any additional losses. The law, however, requires plans to share an
equivalent amount of profits in excess of 2.5%.

4UJMM
�UIF�#VTI�"ENJOJTUSBUJPO�IBT�BMTP�TBJE�QMBOT�DBO�XBMM�PGG�QSPGJUT�BOE
BENJOJTUSBUJWF�FYQFOTFT�CVJMU�JOUP�JUT�BDDFQUFE�CJE�GSPN�UIF�SJTL�DPSSJEPS�BSSBOHFNFOU�
4P�JG�B�QMBO�IBT�B����QSPGJU�NBSHJO�BOE�B�����DVTIJPO�GPS�BENJOJTUSBUJWF�FYQFOTFT
CVJMU�JOUP�JUT�CJE
�UIF�HPWFSONFOU�XPVME�POMZ�SFDMBJN�����PS�NPSF�PG�UIF�QSPGJUT�JO
FYDFTT�PG�������

*O�BEEJUJPO
�$.4�PGGJDJBMT�IBWF�TBJE�UIFZ�XJMM�SFMZ�IFBWJMZ�PO�UIF�QMBOT�JO�UIF�GJSTU�ZFBS�UP
FTUJNBUF�XIBU�MFWFM�PG�SFJOTVSBODF�QBZNFOUT�TIPVME�CF�CVJMU�JOUP�UIF�CJE���5IF�EJGGFSFODF
CFUXFFO�BDUVBM�SFJOTVSBODF�DPTUT�EVSJOH�UIF�ZFBS�BOE�UIF�VQGSPOU�QBZNFOUT�XJMM�CF�SFDPODJMFE
JO������CZ�UIF�HPWFSONFOU�BOE�UIF�IFBMUI�QMBOT���5IFTF�VQ�GSPOU�QBZNFOUT�JO������TIPVME
IFMQ�FOTVSF
�BU�UIF�FWFSZ�MFBTU
�UIBU�QMBOT�IBWF�BEFRVBUF�DBTI�GMPX�UP�DPWFS�FYQFOTJWF�DBTFT�
5IF�SJTL�UP�JOWFTUPST�JT�UIBU�TPNF�PG�UIF������&14�BOE�DBTI�GMPX�SFQPSUFE�NBZ�CF�DMBXFE
CBDL�CZ�UIF�HPWFSONFOU�UIF�GPMMPXJOH�ZFBS���5IF�$.4�IBT�FTUJNBUFE�UIF�SFJOTVSBODF
QBZNFOUT�BU��������QFS�NFNCFS�QFS�NPOUI
�B�QPSUJPO�PG�UIF�FTUJNBUFE���������QFS�NFNCFS

QFS�NPOUI�QBZNFOU�GPS�UIF�ESVH�CFOFGJU�
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Figure 6: Medicare Advantage EPS Contribution

AET CI CVH HNT HUM PHS UNH WC WLP
Enrollment (000) 2004 97               33                69              171           377           705           330            56            140            

2005E 103             33                76              176           546           745           368            64            144            
2006E 172             41                103            243           762           942           529            79            250            
2007E 181             43                109            255           800           989           555            83            262            
2008E 190             46                114            268           840           1,038        583            87            276            

Medicare Advantage 2004 686             672              696            610           721           700           702            686          616            

Premium PMPM ($) 2005E 720             715              766            682           802           762           745            720          641            
2006E 856             781              782            760           846           820           837            756          867            

 2007E 899             821              821            798           888           861           879            794          911            
2008E 944             862              862            838           932           904           923            833          956            

Medicare Advantage 2004 $798 $266 $576 $1,254 $3,262 $5,922 $2,781 $461 $1,035
Revenue 2005E $863 $284 $666 $1,422 $4,441 $6,630 $3,121 $518 $1,094
($mil) 2006E $1,412 $350 $841 $1,913 $6,637 $8,301 $4,504 $649 $2,052

2007E $1,904 $417 $1,044 $2,388 $8,326 $9,977 $5,716 $771 $2,799
2008E $2,099 $460 $1,151 $2,632 $9,180 $11,000 $6,301 $850 $3,086

Part D Start-Up ($mil) 2005E $50 $40 $10 $33 $80 $50 $75 $5 $30
Medicare Advantage 2004 $40 $13 $29 $63 $163 $296 $139 $23 $52
Pretax Earnings 2005E $43 $14 $33 $71 $222 $331 $156 $26 $55
($mil) 2006E $71 $18 $42 $96 $299 $397 $225 $28 $103

2007E $95 $21 $52 $119 $416 $499 $286 $39 $140
2008E $105 $23 $58 $132 $459 $550 $315 $43 $154

Pre-Tax Margin Assumption 2004-08E 5% 5% 5% 5% 5% 5% 5% 5% 5%
Tax rate 2004 35.8% 35.9% 36.0% 39.2% 33.8% 38.6% 35.2% 37.9% 37.7%

2005E 35.6% 34.9% 37.2% 38.7% 33.9% 38.7% 35.5% 38.0% 37.3%

2006E 35.3% 36.2% 37.1% 38.0% 34.0% 38.8% 35.5% 38.0% 37.0%
2007E 35.4% 36.6% 37.0% 38.0% 34.0% 38.8% 35.5% 38.0% 37.0%
2008E 34.9% 36.7% 37.0% 38.0% 34.0% 38.8% 35.5% 38.0% 37.0%

Medicare Advantage 2004 $26 $9 $18 $38 $108 $182 $90 $14 $32
After Tax Earnings 2005E $28 $9 $21 $44 $147 $203 $101 $16 $34
($mil) 2006E $46 $11 $26 $59 $197 $243 $145 $17 $65

2007E $61 $13 $33 $74 $275 $305 $184 $24 $88

2008E $68 $15 $36 $82 $303 $337 $203 $26 $97
Shares 2004 315.6 137.9 90.6 113.0 162.5 95.1 1305.3 83.8 616.8
Outstanding (mil) 2005E 304.2 129.7 108.2 115.0 165.5 98.2 1315.5 84.8 623.5

2006E 304.1 120.2 111.1 115.8 166.0 97.5 1296.5 82.6 664.7
2007E 298.1 112.7 109.7 116.0 166.0 96.2 1297.5 80.7 660.3

2008E 295.9 105.9 108.9 116.3 166.0 94.4 1298.5 79.9 655.9
Medicare Advantage EPS 2004 $0.08 $0.06 $0.20 $0.34 $0.66 $1.91 $0.07 $0.17 $0.05

2005E $0.09 $0.07 $0.19 $0.38 $0.89 $2.07 $0.08 $0.19 $0.05
2006E $0.15 $0.09 $0.24 $0.51 $1.19 $2.49 $0.11 $0.21 $0.10

2007E $0.21 $0.12 $0.30 $0.64 $1.66 $3.17 $0.14 $0.30 $0.13
2008E $0.23 $0.14 $0.33 $0.70 $1.82 $3.57 $0.16 $0.33 $0.15

Y-Y Growth in 2005E 13% 16% -5% 12% 34% 8% 11% 11% 5%
Medicare Advantage EPS 2006E 64% 30% 23% 35% 34% 20% 46% 11% 77%

2007E 37% 26% 26% 25% 39% 27% 27% 42% 37%
2008E 12% 17% 11% 10% 10% 12% 10% 11% 11%

EPS-Company total 2004 $3.51 $7.71 $3.72 $1.83 $1.68 $3.23 $1.97 $2.87 $3.32
2005E $4.60 $7.45 $4.75 $2.50 $2.16 $3.61 $2.47 $3.39 $4.01
2006E $5.50 $8.40 $5.65 $3.20 $2.90 $4.75 $3.05 $4.30 $4.95

2007E $6.30 $9.25 $6.45 $3.75 $3.50 $5.55 $3.55 $4.90 $5.80
2008E $7.15 $10.15 $7.20 $4.30 $4.10 $6.35 $4.05 $5.40 $6.80

Conribution to EPS from 2004 2.3% 0.8% 5.5% 18.4% 39.5% 59.3% 3.5% 5.9% 1.6%
Medicare Advantage 2005E 2.0% 1.0% 4.1% 15.1% 41.1% 57.4% 3.1% 5.6% 1.4%

2006E 2.7% 1.1% 4.2% 16.0% 41.0% 52.4% 3.7% 4.9% 2.0%
 2007E 3.3% 1.3% 4.6% 17.0% 47.3% 57.2% 4.0% 6.1% 2.3%

2008E 3.2% 1.4% 4.6% 16.3% 44.5% 56.2% 3.9% 6.1% 2.2%
2005E 0.2% 0.1% -0.2% 1.7% 10.3% 4.3% 0.3% 0.6% 0.1%

Contribution to EPS Growth of 2006E 1.1% 0.3% 0.8% 4.2% 10.4% 8.9% 1.2% 0.5% 0.9%
Medicare Advantage 2007E 0.9% 0.3% 0.9% 3.4% 13.4% 12.3% 0.8% 1.8% 0.6%

2008E 0.3% 0.2% 0.5% 1.5% 4.1% 6.2% 0.4% 0.6% 0.2%
Medicare Advantage 2004 $21.14 $18.93 $22.92 $18.51 $25.49 $21.85 $26.81 $22.48 $18.85
After-Tax Profit PMPM 2005E (A) (3.68)           (42.17)          16.82         11.35        16.97        19.84        12.48         18.01       9.07           

2005E P-F (A) $23.19 $23.27 $24.03 $20.90 $26.52 $23.37 $24.03 $22.32 $20.09
2006E $27.67 $24.93 $24.60 $23.55 $25.12 $23.99 $26.99 $20.15 $27.32
2007E $29.02 $26.02 $25.84 $24.73 $29.30 $26.35 $28.34 $24.61 $28.68
2008E $30.70 $27.27 $27.14 $25.97 $30.77 $27.67 $29.76 $25.84 $30.12

Y-Y Growth in 2005E P-F (A) 9.7% 22.9% 4.8% 12.9% 4.1% 6.9% -10.4% -0.7% 6.6%

Med Advantage 2006E (A) NA NA 46.3% 107.6% 48.0% 20.9% 116.3% 11.9% 201.2%
After-Tax Profit PMPM 2006E P-F (A) 19.3% 7.2% 2.4% 12.7% -5.3% 2.7% 12.3% -9.7% 36.0%

2007E 4.9% 4.3% 5.1% 5.0% 16.7% 9.8% 5.0% 22.1% 5.0%
2008E 5.8% 4.8% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0%

P-F=Pro Forma
Footnote (A) 2005E after-tax profit includes expenses related to 2006 Part D and other initiatives. The 2005E pro forma row excludes those expenses.
Source: Company reports, CIR Estimates

MEDICARE ADVANTAGE EPS CONTRIBUTION (05E-08E)
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Medicare Advantage bidding

Managed care plans will bid locally against a benchmark that is based on the annual
payment formula used to set rates around the country from medical benefits other than
drug coverage. If a plan bids below the benchmark amount, the government gets 25% of
difference between the bid and the benchmark and the plan gets the other 75%. That
money must be used by the plans to improve the benefits package, either by reducing
out-of-pocket costs or enhancing the benefits package

We see this as an opportunity for plans to reduce or eliminate the drug benefit premium.
By doing so, we think the plans will be able to draw elderly patients out of traditional
Medicare. The prescription drug only health plans, which will offer medicine coverage
to beneficiaries who decide to stay in traditional fee-for-service Medicare, don’t have
the same opportunity to reduce premiums, other than by bidding to provide drug benefits
below the benchmark drug reimbursement rate.

Thus, a Medicare Advantage plan can bid to provide drug benefits at a higher rate than
the average bid, and use money from bidding below the benchmark on non-drug benefits
to eliminate any extra premium that a beneficiary would pay for a higher-than-average
drug bid. This allows a health plan to offer a more generous benefit at a lower cost to the
beneficiary than a prescription drug only plan. Medicare Advantage managed-care plans
in 44 states will offer a drug benefit at no additional cost next year, according to CMS.

*O�BEEJUJPO
�NBOBHFE�DBSF�QMBOT�DBO�DPOUBJO�DPTUT�CZ�DPPSEJOBUJOH�DBSF�BNPOH�B�CSPBEFS�TFU
of medical benefits than just drug coverage. A drug insurance only plan doesn’t gain from
prescribing drugs that might reduce the need for a hospital stay.

CMS officials have also suggested a plan that may seek to provide relief to the elderly from
some of the 2006 $88.50 monthly premium for the physician or part B portion of the
Medicare program.

The structure of the Medicare Advantage bidding and the significant payments allow the
plans to return to the strategy of offering better benefits and low premiums that helped attract
Medicare beneficiaries into managed care during the mid 1990s.

We think health plans such as Humana will offer drug-only insurance to traditional Medicare
enrollees as a vehicle to attract beneficiaries into their Medicare Advantage offering of
comprehensive medical benefits. Humana, for example, will offer a prescription drug only
plan in 46 states and the District of Columbia.

Medicare officials said in June that they have not established a single benchmark for how
much profitability a managed-care plan can build into their bids – although profits in-line
with a plan’s commercial gains are probably okay. The CMS looked for statistical outliers on
profitability when reviewing bids, which are now finalized. Why, for example, was a plan
seeking a 10% profit in a market, when everyone else is building in 4%? A plan may be able
to justify a higher profit than its commercial norm based on the risk it is taking in a certain
market, the CMS said. Plans need to justify the higher profit request to the CMS.
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Regional Medicare Preferred-Provider Organizations

The Medicare Modernization Act also created a framework for regional preferred-
provider organizations (R-PPOs) to serve Medicare beneficiaries nationally or in one or
more of 26 regions around the country.  The R-PPO is a less attractive option for most
health plans than the local HMO or local PPO, because of the challenges of building a
physician and hospital network in rural areas and because the plans exert less control
over targeting a healthier cohort of beneficiaries.

Congress and the Bush Administration have taken steps, nonetheless, to make the
Medicare regional managed-care option more attractive.

To reduce risk to plans, the administration announced in December 2004 that Medicare
would increase payments to plans to compensate them for enrollment in costly parts of a
region. To be sure, Medicare will finance the payment adjustment by reducing
reimbursement in areas of a region where costs are below average. Still, the Medicare
business for publicly traded managed-care companies is concentrated in high-cost urban
areas; so we would expect beneficiaries to identify most closely with, and sign up in
higher numbers for, those plans in urban areas.

3FTQPOEJOH�UP�DPODFSOT�UIBU�MPDBM�SVSBM�IPTQJUBMT�XPVME�OPU�QBSUJDJQBUF�JO�UIF�SFHJPOBM
QSFGFSSFE�QSPWJEFS�OFUXPSLT
�.FEJDBSF�BHSFFE�UP�QBZ�IPTQJUBMT�EFFNFE�FTTFOUJBM�NPSF
NPOFZ�JG�UIFZ�DBO�U�SFBDI�B�SBUF�BHSFFNFOU�XJUI�B�SFHJPOBM�QSFGFSSFE�QSPWJEFS�PSHBOJ[BUJPO�
5IJT�JT�B�NPEFTU�CFOFGJU�UP�NBOBHFE�DBSF��*U�JT�POMZ�FYQFDUFE�UP�BGGFDU�B�TNBMM�OVNCFS�PG
IPTQJUBMT
�XJUI�����NJMMJPO�TFU�BTJEF�GPS�UIFTF�FYUSB�QBZNFOUT�JO�������*O�DPNQBSJTPO

.FEJDBSF�FYQFDUT�UP�TQFOE������CJMMJPO�PO�IPTQJUBM�QBZNFOU�UIJT�ZFBS�

5IFTF�QMBOT�NVTU�PGGFS�DBUBTUSPQIJD�DPWFSBHF�BOE�ESVH�CFOFGJUT�	GPS�BU�MFBTU���SFHJPOBM�QMBO
QFS�SFHJPO

�CVU�BSF�QSPUFDUFE�GSPN�EPXOTJEF�SJTL��*G�B�SFHJPOBM�QMBO�T�BMMPXBCMF�DPTUT�FYDFFE
�����PG�HPWFSONFOU�BOE�CFOFGJDJBSZ�QSFNJVN�QBZNFOUT�	NJOVT�BENJOJTUSBUJWF�FYQFOTFT�BOE
DFSUBJO�TVQQMFNFOUBM�CFOFGJUT
�CVU�BSF�MFTT�UIBO�����
�.FEJDBSF�XJMM�DPWFS�����PG�UIF
BEEJUJPOBM�DPTUT�BCPWF������

*G�UIF�BMMPXBCMF�DPTUT�UP�UIF�QMBO�BSF�HSFBUFS�UIBO�����
�.FEJDBSF�XJMM�DPWFS�UIF�GJSTU������PG
MPTTFT�QMVT�����PG�UIF�MPTTFT�BCPWF������PG�UIF�HPWFSONFOU�BOE�CFOFGJDJBSZ�QSFNJVN
QBZNFOUT���*O�B�TZNNFUSJDBM�BSSBOHFNFOU
�UIF�QMBOT�BSF�SFRVJSFE�UP�TIBSF�BO�FRVJWBMFOU
BNPVOU�PG�QSPGJUT�JG�UIFJS�DPTUT�BSF�MFTT�UIBO�����PG�.FEJDBSF�QBZNFOU�BOE�CFOFGJDJBSZ
QSFNJVNT�

-JLF�UIF�MPDBM�QMBOT
�UIF�SFHJPOBM�QMBOT�CJE�BHBJOTU�B�CFODINBSL��)PXFWFS
�UIF�CFODINBSL�JT
B�CMFOE�PG�UIF�XFJHIUFE�BWFSBHF�PG�.FEJDBSF�"EWBOUBHF�QBZNFOU�SBUFT�JO�B�SFHJPO�BOE�UIF

BWFSBHF�QMBO�CJET�JO�B�SFHJPO� For 2006, 87.4% of the regional benchmark is based on the
regional weighted average of the county-by-county benchmarks that are created by
formula. That formula sets benchmark rates at no less the average cost of treating a
Medicare fee-for-service patient. The remainder of the benchmark will be set based on
the weighted average of the regional bids. Given that the benchmark rate is skewed
toward the county fee-for-service rates, we think the regional rates are generally positive
for the health plans. They will average $741 per member per month next year, compared
to the average county rate of $746 for 2005.

Humana will be a major provider of regional PPO network, providing coverage in 14 of
26 regions (23 states).  )VNBOB�XJMM�NPTU�MJLFMZ�CFDPNF�POF�PG�UIF�MBSHFS�SFHJPOBM�110
QMBZFST
�FTQFDJBMMZ�HJWFO�UIBU�1BDJGJ$BSF�BOE�PUIFS�.FEJDBSF�QMBZFST�IBWF�OPU�FYQSFTTFE�BO
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JOUFSFTU�JO�QVSTVJOH�UIBU�NBSLFU�BU�UIJT�QPJOU��)FBMUI�/FU�XJMM�PGGFS�B�SFHJPOBM�110�JO�"SJ[POB

XIFSF�NPOUIMZ�QFS�NFNCFS�QFS�NPOUI�QBZNFOUT�XJMM�CF����������"FUOB�JO�UIF�SFHJPOT
DPWFSJOH�/FX�+FSTFZ
�.BSZMBOE
�8BTIJOHUPO
�%$�BOE�%FMBXBSF���.POUIMZ�SFJNCVSTFNFOU�JO
UIF�SFHJPO�DPWFSJOH�%FMBXBSF
�.BSZMBOE�BOE�8BTIJOHUPO�%$�XJMM�CF���������BOE�GPS�UIF
SFHJPO�DPWFSJOH�/FX�+FSTFZ�XJMM�CF����������8FMM1PJOU�XJMM�QBSUJDJQBUF�JO�$BMJGPSOJB

*OEJBOB
�,FOUVDLZ�BOE�0IJP
�BOE�6OJUFE)FBMUI�JO�'MPSJEB
�)BXBJJ�BOE�/FX�:PSL�

Figure 7:  Medicare Advantage Regional PPOs
Weighting (1) Weighting (2)

Statutory Component Plan Bid Component Statutory Component Weightings Bid Plan Component Weightings Statutory Plan Bid Regional

Reg State(s) Demgrphc Risk Demgrphc Risk 25.0% 75.0% Sum 25.0% 75.0% Sum 87.4% 12.6% Rate

1 ME, NH $655.55 $703.71 n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a

2 CT, MA, RI, VT $733.75 $761.76 n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a
20 NM $670.01 $728.55 n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a
23 ID, OR, UT, WA $665.53 $715.21 n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a
26 AK $718.29 $778.05 n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a    n/a
16 LA, MS $758.63 $850.87 $828.64 $807.52 $189.66 $638.15 $827.81 $207.16 $605.64 $812.80 $723.51 $102.41 $825.92
17 TX $743.30 $853.24 $796.26 $776.86 $185.83 $639.93 $825.76 $199.07 $582.65 $781.71 $721.71 $98.50 $820.21
3 NY $813.85 $814.28 $686.29 $712.64 $203.46 $610.71 $814.17 $171.57 $534.48 $706.05 $711.59 $88.96 $800.55
4 NJ $832.99 $780.63 $812.55 $740.20 $208.25 $585.47 $793.72 $203.14 $555.15 $758.29 $693.71 $95.54 $789.26
24 CA $766.60 $801.58 $811.18 $740.83 $191.65 $601.19 $792.84 $202.80 $555.62 $758.42 $692.94 $95.56 $788.50
9 FL $797.53 $776.90 $704.83 $684.65 $199.38 $582.68 $782.06 $176.21 $513.49 $689.70 $683.52 $86.90 $770.42
5 DE, DC, MD $783.30 $775.14 $747.99 $706.80 $195.83 $581.36 $777.18 $187.00 $530.10 $717.10 $679.26 $90.35 $769.61
22 NV $760.05 $755.93 $649.58 $667.14 $190.01 $566.95 $756.96 $162.40 $500.36 $662.75 $661.58 $83.51 $745.09
6 PA, WV $748.18 $742.75 $794.39 $731.05 $187.05 $557.06 $744.11 $198.60 $548.29 $746.89 $650.35 $94.11 $744.46
11 MI $749.35 $728.52 $747.41 $680.80 $187.34 $546.39 $733.73 $186.85 $510.60 $697.45 $641.28 $87.88 $729.16
18 KS, OK $672.28 $738.95 $777.14 $771.64 $168.07 $554.21 $722.28 $194.29 $578.73 $773.02 $631.27 $97.40 $728.67
10 AL, TN $679.96 $723.74 $756.83 $737.65 $169.99 $542.81 $712.80 $189.21 $553.24 $742.45 $622.98 $93.55 $716.53
21 AZ $677.84 $726.89 $728.28 $708.33 $169.46 $545.17 $714.63 $182.07 $531.25 $713.32 $624.58 $89.88 $714.46
14 IL, WI $686.28 $729.66 $685.15 $677.92 $171.57 $547.25 $718.82 $171.29 $508.44 $679.73 $628.24 $85.65 $713.89
12 OH $691.32 $726.99 $689.40 $660.70 $172.83 $545.24 $718.07 $172.35 $495.53 $667.88 $627.60 $84.15 $711.75
15 AR, MO $667.41 $717.83 $753.89 $737.99 $166.85 $538.37 $705.23 $188.47 $553.49 $741.97 $616.37 $93.49 $709.85
8 GA, SC $677.14 $717.18 $680.45 $701.82 $169.29 $537.89 $707.17 $170.11 $526.37 $696.48 $618.07 $87.76 $705.82
13 IN, KY $671.93 $716.31 $700.40 $675.17 $167.98 $537.23 $705.22 $175.10 $506.38 $681.48 $616.36 $85.87 $702.22
7 NC, VA $667.93 $714.10 $694.27 $688.60 $166.98 $535.58 $702.56 $173.57 $516.45 $690.02 $614.04 $86.94 $700.98
25 HI $669.67 $720.38 $659.94 $611.54 $167.42 $540.29 $707.70 $164.99 $458.66 $623.64 $618.53 $78.58 $697.11

19
IA, MN, MT, NE, 
ND, SD, WY $644.33 $699.04 $656.31 $695.04 $161.08 $524.28 $685.36 $164.08 $521.28 $685.36 $599.01 $86.36 $685.36
Simple Avg $715.50 $749.93 $731.48 $710.23 $180.47 $564.68 $745.15 $182.87 $532.67 $715.55 $651.26 $90.16 $741.42

(1) Assumed weighting of demographic vs. risk, following county Medicare Advantage rates.
(2) Statutory vs. bid weighting for regional plans.

Source: Citigroup Investment Research and CMS

-JLF�UIF�MPDBM�.FEJDBSF�"EWBOUBHF�QMBOT
�UIF�SFHJPOBM�QSFGFSSFE�QSPWJEFS�QMBOT�XJMM�CF�QBJE
TFQBSBUFMZ�UP�QSPWJEF�ESVH�CFOFGJUT��6OMJLF�UIF�MPDBM�QMBOT
�UIF�SFHJPOBM�110T�BSF�SFRVJSFE�UP
QSPWJEF�DBUBTUSPQIJD�DPWFSBHF�GPS�.FEJDBSF�NFEJDBM�CFOFGJUT
�OPU�KVTU�ESVH�CFOFGJUT�	GPS�BU
MFBTU���SFHJPOBM�QMBO�QFS�SFHJPO
�

$POHSFTT�BMTP�QSPWJEFE�B�����CJMMJPO�TUBCJMJ[BUJPO�GVOE�UIBU�UIF�4FDSFUBSZ�PG�)FBMUI�BOE
)VNBO�4FSWJDFT�DBO�UBQ�JO������UP�FODPVSBHF�QMBOT�UP�QBSUJDJQBUF�JO�VOEFSTFSWFE�SFHJPOT�
)PXFWFS
�UIJT�GVOE�NBZ�CF�WVMOFSBCMF�UP�FMJNJOBUJPO�JO�$POHSFTT�PWFS�UIF�OFYU�GFX�ZFBST�
8F�EPO�U�TFF�UIF�FMJNJOBUJPO�PG�UIJT�GMPX�PG�NPOFZ�BT�B�NBKPS�UISFBU�UP�UIF�TVDDFTT�PG�UIF
IFBMUI�QMBOT�JO�.FEJDBSF�"EWBOUBHF�

*O�BEEJUJPO
�UIF�#VTI�"ENJOJTUSBUJPO�BOOPVODFE�JO�JUT�GJTDBM������CVEHFU�SFMFBTFE�JO
'FCSVBSZ�UIBU�JU�XPVME�QIBTF�JO�GSPN������UISPVHI������B�SFWJTJPO�UP�SJTL�BEKVTUNFOU
QPMJDJFT�PG�.FEJDBSF�"EWBOUBHF�QMBOT�UIBU�XJMM�SFEVDF�UIF�HSPXUI�PG�QSPKFDUFE�QBZNFOUT�CZ
TFWFSBM�CJMMJPO�EPMMBST�EVSJOH�UIBU�QFSJPE��)FSF�BHBJO
�UIF�QMBOT�IBWF�CFFO�FYQFDUJOH�UIJT
DIBOHF�BOE�XF�EPO�U�TFF�UIJT�BT�B�NBKPS�UISFBU�UP�UIF�TVDDFTT�PG�UIF�QMBOT�

8F�TFF�TPNF�PQQPSUVOJUZ�GPS�NBOBHFE�DBSF�QMBOT�UP�QSPTQFS�VOEFS�UIF�3FHJPOBM�110
BSSBOHFNFOU��)PXFWFS
�XF�UIJOL�UIF�GBS�HSFBUFS�PQQPSUVOJUZ�JT�BU�UIF�MPDBM�MFWFM�

5IF�%SVH�#FOFGJU�BOE�&OSPMMNFOU
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8F�CFMJFWF�UIBU�$POHSFTT�BOE�UIF�#VTI�"ENJOJTUSBUJPO�IBWF�TUSVDUVSFE�UIF�ESVH�CFOFGJU
JO�B�XBZ�UIBU�NBLFT�JU�BUUSBDUJWF�GPS�QIBSNBDZ�CFOFGJU�NBOBHFST�	1#.T
�TVDI�BT�.FEDP
BOE�GPS�NBOBHFE�DBSF�QMBOT�UP�QBSUJDJQBUF�

5IF�MBX�BOE�UIF�BENJOJTUSBUJPO�T�JOUFSQSFUBUJPO�PG�MBX�HJWFT�1#.T�BOE�NBOBHFE�DBSF
QMBOT�NBOZ�UPPMT�VTFE�JO�UIFJS�DPNNFSDJBM�CVTJOFTT�UP�DPOUSPM�DPTUT
�JODMVEJOH�UJFSFE�DP�
QBZNFOUT�UP�FODPVSBHF�VTF�PG�HFOFSJD�PS�QSFGFSSFE�CSBOET��"U�UIF�TBNF�UJNF
�UIF�NPEFM
GPSNVMBSZ�HVJEFMJOFT�BSF�TJNJMBS�UP�UIF�TUSVDUVSF�PG�GPSNVMBSJFT�JO�DPNNFSDJBM�PGGFSJOHT�
5IFTF�GPSNVMBSJFT�BSF�B�NPEFM�o�B�TBGF�IBSCPS�GPS�QMBOT�XIFO�OFHPUJBUJOH�XJUI�UIF
HPWFSONFOU�UP�PGGFS�B�ESVH�CFOFGJU��1MBOT
�IPXFWFS
�DBO�OFHPUJBUF�WBSJBUJPOT�PG�UIF
GPSNVMBSZ�XIFO�DPOUSBDUJOH�XJUI�UIF�HPWFSONFOU�UP�PGGFS�B�.FEJDBSF�ESVH�CFOFGJU�

8F�CFMJFWF�BCPVU����NJMMJPO
�PS����
�PG�CFOFGJDJBSJFT�XJMM�HFU�.FEJDBSF�ESVH�DPWFSBHF��JO
����
�JODMVEJOH�BCPVU���NJMMJPO�SFUJSFFT�XIP�XJMM�DPOUJOVF�UP�HFU�DPWFSBHF�UISPVHI�UIFJS
GPSNFS�FNQMPZFST��5IFTF�OVNCFST�NJHIU�CF�TMJHIUMZ�MPXFSFE�CZ�UIF�EJTSVQUJPOT�DBVTFE�CZ
)VSSJDBOF�,BUSJOB�

Figure 8:  Part D EPS Contribution

AET CI CVH HNT HUM PHS UNH WC WLP
Enrollment, (000) 1,024              1019 1074 418 1501 1419 2,475        0 2,274
PMPM $106 $104 $129 $210 $176 $168 $144 $0 $148
Revenue $1,302.5 $1,271.7 $1,662.6 $1,053.4 $3,170.1 $2,860.7 $4,276.8 $0.0 $4,038.6
Pretax $32.6 $30.5 $37.4 $22.1 $68.2 $62.9 $154.0 $0.0 $141.4
Pre-Tax Margin 2.5% 2.4% 2.3% 2.1% 2.2% 2.2% 3.6% 0.0% 3.5%
Tax Rate 35% 36% 37% 38% 34% 39% 36% 38% 37%
After Tax Profit ($mil) $21.1 $19.5 $23.5 $13.7 $45.0 $38.5 $99.3 $0.0 $89.1
Share Count (Ths.) 304 120 111 116 166 98 1,297 83 621
EPS Impact - Modeled $0.07 $0.16 $0.21 $0.12 $0.27 $0.39 $0.08 $0.00 $0.14
2006E Est-Company total $5.50 $8.40 $5.65 $3.20 $2.90 $4.75 $3.05 $4.30 $4.95
Part D as % of EPS 1.3% 1.9% 3.7% 3.7% 9.4% 8.3% 2.5% 0.0% 2.9%
After-Tax Profit PMPM $1.71 $1.59 $1.83 $2.73 $2.50 $2.26 $3.34 $0.00 $3.26

Part D - 2006E

Source: Citigroup Investment Research and CMS

8F�UIJOL�FNQMPZFST�XJMM�MBSHFMZ�DPOUJOVF�UP�QSPWJEF�SFUJSFF�DPWFSBHF�JO������BT�B�SFTVMU�PG
QPMJUJDBM�QSFTTVSF�BOE�B�HPWFSONFOU�QSF�UBY�FNQMPZFS�TVCTJEZ�PG����DFOUT�QFS����PG�BMMPXBCMF
FOSPMMFF�QSFTDSJQUJPO�ESVH�DPTUT�CFUXFFO������BOE���
����

8F�UIJOL�.FEJDBSF�XJMM�BVUPNBUJDBMMZ�FOSPMM�BCPVU�����NJMMJPO�FMEFSMZ�QPPS�DVSSFOUMZ�HFUUJOH
UIFJS�ESVH�DPWFSBHF�UISPVHI�.FEJDBJE�GPS�UIF�QPPS
�UIF�TP�DBMMFE�EVBM�FMJHJCMFT�

.FEJDBSF�FOSPMMNFOU�JO�NBOBHFE�DBSF�TUBOET�BU�BCPVU�����NJMMJPO��8F�UIJOL�UIF�IFBMUI�QMBOT
XJMM�IBWF�OP�USPVCMF�TJHOJOH�QFPQMF�VQ�UP�HFU�ESVH�CFOFGJUT
�FTQFDJBMMZ�CFDBVTF�NBOZ�XJMM
MJLFMZ�CF�JO�QMBOT�UIBU�BSF�BCMF�UP�TVCTJEJ[F�NPTU�JG�OPU�BMM�PG�UIF�QSFNJVNT���*O�BEEJUJPO
�XF
FYQFDU�NBOBHFE�DBSF�QMBOT�UP�TJHO�VQ�NPSF�UIBO�B�NJMMJPO�OFX�CFOFGJDJBSJFT�GPS������
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Figure 9:  Drug Coverage for 2005E and 2006E

Sources of drug coverage
for Medicare beneficiaries

 ‘05E Drug coverage
sources

‘06E Medicare or
equivalent retiree drug
coverage

12.7M 8.7M keep Medicare
equivalent employer retiree
drug coverage

Employer retiree coverage
(Includes Federal
Employees Health Benefits
program) 0.9M retired employees

losing company coverage
and signing up for drug
benefit.

Medicaid dual eligibles 6.3M 6.3M
Managed care 5.9M 6.9M
No drug insurance
(uninsured)

11M 4.5M

Medigap 1.4 M 0.6M
State drug assistance
programs

1.2M 1.2M

Department of Veterans
Affairs (VA)

2.1M *

Department of Defense 1.4M *
Total 42M** 29M
Source: Kaiser Family Foundation; CMS; Citigroup Investment Research.
*Citigroup assumes most Medicare beneficiaries with coverage through the VA or Department of Defense will continue to
get their coverage through them, because the coverage is better than under the standard Medicare drug benefit.
**43M in 2006.

$VSSFOUMZ�BCPVU����NJMMJPO�.FEJDBSF�CFOFGJDJBSJFT�IBWF�OP�ESVH�DPWFSBHF�BU�BMM�BOE�NPSF
UIBO���NJMMJPO�PG�UIPTF�IBWF�BOOVBM�JODPNFT�UIBU�NJHIU�NBLF�UIFN�FMJHJCMF�GPS�B�MPX�JODPNF
CFOFGJU�XJUI�MJUUMF�DPTU�TIBSJOH
�EFQFOEJOH�PO�XIFUIFS�UIFZ�NFFU�UIF�NBYJNVN�BTTFUT�UFTU�

8F�BTTVNF�BCPVU�B�UIJSE�UP�POF�IBMG��	����NJMMJPO�JT�PVS�NJEQPJOU�FTUJNBUF
�PG�UIFTF
VOJOTVSFE�QFPQMF�XJMM�TJHO�VQ�GPS�UIF�ESVH�CFOFGJU��8F�CBTF�PVS�BTTVNQUJPOT�PO�UIF�TUBOEBSE
ESVH�CFOFGJU�QBDLBHF�EFTDSJCFE�JO�UIF�MBX
�XIJDI�NBZ�WBSZ�CZ�QMBO�CVU�JT�TVQQPTFE�UP�CF
BDUVBSJBMMZ�FRVJWBMFOU
�BOE�TUBUJTUJDT�PO�ESVH�VTBHF�CZ�UIF�FMEFSMZ�VOJOTVSFE�
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Figure 10:  Medicare Standard Drug Benefit*

Type of spending* Beneficiary pays Government pays
health plans

Health plans pay

Average beneficiary
premium.**
Direct government
subsidy or premium
per member.

$32.20 a month;
$386.40 a year.**

 $60.10 a month;
$721.20 a year.

Deductible $250  
Co-pay 25% or up to $500 on

the next $2000 in
spending after
deductible

$1,500

Beneficiary
additional cost to
reach catastrophic
threshold (doughnut
hole)

$2,850, bringing total
out-of-pocket
spending with
deductible and co-
pays to $3,600.

 

Catastrophic 5% of cost above
$5,100 in spending

80% (reinsurance)
cost above $5,100;
Government estimates
monthly reinsurance
payment to health
plans of $33.98 per
drug benefit enrollee

15% of allowable
costs above
$5,100

 Source: CMS
*Health plans required to provide actuarial equivalent benefit, but patient deductibles and co-payments may vary.
**Premium will vary based on plan bids.

8F�UIJOL�TVSWFZ�TUBUJTUJDT�PO�QSFTDSJQUJPO�ESVH�VTBHF�TVQQPSU�PVS�WJFX�UIBU�POF�UIJSE�UP�POF
IBMG�PG�FMEFSMZ�XJUIPVU�ESVH�JOTVSBODF�XJMM�TJHO�VQ�GPS�UIF�ESVH�CFOFGJU��'PS�FYBNQMF
�OFBSMZ
����PG�FMEFSMZ�VOJOTVSFE�TFOJPST�TBZ�UIFZ�UBLF�GJWF�PS�NPSF�QSFTDSJQUJPOT�B�NPOUI
�BDDPSEJOH
UP������TVSWFZ�PG�UIF�FMEFSMZ�QVCMJTIFE�JO�BO�"QSJM���

UI

�JTTVF�PG�)FBMUI�"GGBJST��/FBSMZ����
TBJE�UIFZ�UBLF�UISFF�UP�GPVS�QSFTDSJQUJPOT�

'VSUIFS
�IBMG�PG�UIF�VOJOTVSFE�FMEFSMZ�TBJE�UIFZ�TQFOU������PS�NPSF�B�NPOUI�PO�ESVHT��"O
FMEFSMZ�QFSTPO�TQFOEJOH������B�NPOUI�PO�NFEJDJOF�XPVME�TFF�UIFJS�ESVH�CJMM�SFEVDFE�CZ����
VOEFS�UIF�TUBOEBSE�ESVH�CFOFGJU
�XIJDI�JODMVEFT�UIF�BWFSBHF�QSFNJVN�DPTU�PG��������B
NPOUI��8F�UIJOL�NBOZ�XJMM�QBZ�MPXFS�QSFNJVNT��8JUI���
����JO�DPTUT
�BO�FMEFSMZ�QFSTPO
XPVME�TQFOE���
����PVU�PG�QPDLFU
�TBWJOH�����XJUI�JOTVSBODF��"CPVU�IBMG�PG�TFOJPST�XJUI
JODPNFT�BU�����QFSDFOU�PG�QPWFSUZ�PS�MFTT�SFMZ�PO���EJGGFSFOU�QSFTDSJQUJPOT�
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Figure 11:  Comparison of drug costs for uninsured vs. insured Medicare beneficiary

4PVSDF��$JUJHSPVQ�*OWFTUNFOU�3FTFBSDI

"CPVU�����NJMMJPO�FMEFSMZ�HFU�MFTT�HFOFSPVT�ESVH�DPWFSBHF�UISPVHI�TVQQMFNFOUBM�JOEJWJEVBM
NFEJDBM�JOTVSBODF�QMBOT�LOPXO�BT�.FEJHBQ
�BDDPSEJOH�UP�UIF�$.4��8F�BTTVNF�B�HSBEVBM
TXJUDI
�XJUI�UIF�FMEFSMZ�SFMVDUBOU�UP�JNNFEJBUFMZ�ESPQ�DPWFSBHF�XJUI�XIJDI�UIFZ�BSF�GBNJMJBS�

,BJTFS�'BNJMZ�'PVOEBUJPO�QPMMT�TIPX�B�HSPXJOH�GBWPSBCMF�SBUJOH�PG�UIF�ESVH�CFOFGJU�BNPOH
UIF�FMEFSMZ��"O�"VHVTU�QPMM�TIPXFE�UIF�QFSDFOUBHF�PG�FMEFSMZ�XIP�WJFX�UIF�ESVH�CFOFGJU
GBWPSBCMZ�HSFX�UP�����GSPN�����JO�"QSJM��5IF�QFSDFOUBHF�XJUI�BO�VOGBWPSBCMF�JNQSFTTJPO
XBT�����JO�"VHVTU
�B�TUBUJTUJDBMMZ�JOTJHOJGJDBOU�UXP�QPJOU�JNQSPWFNFOU�PWFS�BO�"QSJM�TVSWFZ�
5IF�SFNBJOJOH�TFOJPST�TVSWFZFE�XFSF�FJUIFS�OFVUSBM
�EJEO�U�LOPX�PS�SFGVTFE�UP�BOTXFS��*O
BEEJUJPO
�UIF�#VTI�"ENJOJTUSBUJPO�TBJE�MBTU�NPOUI�UIBU�NPSF�UIBO���NJMMJPO�.FEJDBSF
CFOFGJDJBSJFT�IBWF�BQQMJFE�GPS�MPX�JODPNF�BTTJTUBODF�UP�SFEVDF�UIFJS�PVU�PG�QPDLFU�DPTUT
VOEFS�UIF�ESVH�CFOFGJU��5IF�4PDJBM�4FDVSJUZ�"ENJOJTUSBUJPO�TBJE�JU�FYQFDUT�NBOZ�PG�UIF
BQQMJDBOUT�UP�RVBMJGZ�GPS�FYUSB�IFMQ�BOE�FWFO�NPSF�FMEFSMZ�UP�BQQMZ�

5IVT
�XF�CFMJFWF�UIF�HPWFSONFOU�DBO�NFFU�PVS�FYQFDUBUJPOT�TJHOJOH�VQ�FOSPMMFFT�

)FSF�T�XIZ�

➤ The Bush Administration and the health plans will likely spend hundreds of millions of
dollars advertising the availability of a drug benefit. Because Congress created the drug
benefit with little Democratic support, the political stakes for the Bush Administration
and Republicans are high, and they are making outreach a priority. Plans began
marketing Oct. 1.

➤ Unlike with the drug discount card, Democrats are unlikely to launch full-scale attacks
designed to discourage the elderly from signing up for the drug benefit. That’s because
many elderly – especially the poor and sick – benefit from the coverage. The Democrats
so far are focusing their efforts on trying to amend the Medicare law to give the
government direct control over negotiating drug prices -- as opposed to leaving pricing
solely to the health plans and PBMs – and squeezing Medicare reimbursement to the
managed-care plans. We don’t think they will succeed at either this year.

➤ Finally, we point out that Medicare signed up more than 90% of the elderly at the start of
the Medicare program in 1966 for the voluntary Part B doctor visit portion of the
program. The premium was $3 a month -- $18 in today’s inflation-adjusted dollars. While
$18 is lower than the average $32.20 a month drug benefit premium, we reiterate that

Uninsured beneficiary
annual drug spending

Insured beneficiary cost Insured beneficiary
savings

$1,200 $874 27%
$2,250 $1,136 50%
$2,400 $1,286 46%
$3,600 $2,486 31%
$4,800 $3,686 23%
$5,100 $3,986 22%
$6,000 $4,031 33%
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managed-care plans in 44 states will offer zero premium drug benefits, making the drug
benefit attractive to many elderly. In addition, prescription drug insurance plans for under
$20 a month are available in every state except Alaska, according to the CMS.

5IF�ESVH�CFOFGJU�JT�EFTJHOFE�JO�B�XBZ�UIBU�NBLFT�JU�NPTU�BUUSBDUJWF�UP�UIF�QPPS�BOE�UIF
WFSZ�TJDL��5IF�OPO�QPPS�FMEFSMZ�XJMM�OFFE�UP�TQFOE���
����PVU�PG�QPDLFU�CFGPSF
RVBMJGZJOH�GPS�DBUBTUSPQIJD�DPWFSBHF�VOEFS�UIF�TUBOEBSE�CFOFGJU�EFTJHO��5IBU�JODMVEFT�B
��
����HBQ�JO�DPWFSBHF�CFUXFFO�B�.FEJDBSF�CFOFGJDJBSZ�T�GJSTU���
����JO�ESVH�DPTUT�BOE
UIF���
����JO�UPUBM�ESVH�TQFOEJOH�OFFEFE�UP�USJHHFS�DBUBTUSPQIJD�DPWFSBHF��5IJT�HBQ�JO
DPWFSBHF�JT�XJEFMZ�LOPXO�BT�UIF�i EPVHIOVU�IPMFw �

Figure 12:  Standard Medicare Part D Benefit Design

Standard Medicare Part D Benefit, 2006

***Revised: ~$386 Average Annual Premium based on CMS release of final 06 monthly Part D premium rates of $32.20 on 8/9/05.

Health Plans Pay 75%

Health Plans Pay 95%

5P�CF�TVSF
�TPNF�QMBOT�XJMM�GJMM�UIF�DPWFSBHF�HBQ�PS�EPVHIOVU�IPMF�VOEFS�B�CFOFGJUT
QBDLBHF�OFHPUJBUFE�XJUI�UIF�$.4��1MBOT�XFSF�BMMPXFE�UP
�BOE�EJE�JO�NBOZ�DBTFT

OFHPUJBUF�QBUJFOU�DPTU�TIBSJOH�UIBU�EJGGFST�GSPN�UIF�BSSBOHFNFOU�JO�UIF�EJBHSBN�BCPWF�
5IF�EJGGFSFOU�CFOFGJUT�EFTJHOT�BSF�BMMPXFE�BT�MPOH�BT�UIFZ�BSF�BDUVBSJBMMZ�FRVJWBMFOU�BOE
OPU�EJTDSJNJOBUPSZ�

*O�UIF�$BMJGPSOJB�NBSLFU
�UIF�TUBUF�XJUI�UIF�MBSHFTU�FMEFSMZ�QPQVMBUJPO�	����NJMMJPO�FMEFSMZ
BOE�EJTBCMFE

����PG�UIF�BWBJMBCMF�QSFTDSJQUJPO�ESVH�POMZ�QMBOT�XPO�U�DIBSHF�B
EFEVDUJCMF��0OF�PG�UIPTF�QMBOT
�)VNBOB
�1%1�&OIBODFE
�XJMM�DIBSHF�B�NPOUIMZ
QSFNJVN�PG���������5IBU�QMBO�T�GPSNVMBSZ�XJMM�JODMVEF����PG�UIF�����NPTU�DPNNPOMZ
QSFTDSJCFE�ESVHT
�BDDPSEJOH�UP�UIF�$.4��4FWFSBM�BTQFDUT�PG�QMBO�EFTJHO�TUJMM�BSFO�U
LOPXO��'PS�FYBNQMF
�UIF�$.4�BOE�UIF�QMBOT�IBWF�OPU�EJTDMPTFE�IPX�NVDI�DP�QBZNFOUT
WBSZ�BNPOH�HFOFSJDT
�BOE�QSFGFSSFE�BOE�OPO�QSFGFSSFE�CSBOE�OBNF�ESVHT�

.FEJDBSF�CFOFGJDJBSJFT�XJUI�JODPNFT�CFMPX������PG�UIF�GFEFSBM�QPWFSUZ�MJOF�	���
���
GPS�B�TJOHMF�.FEJDBSF�CFOFGJDJBSZ�BOE����
����GPS�B�DPVQMF
�BOE�XIPTF�BTTFUT�GBMM�CFMPX
DFSUBJO�MFWFMT�XPVME�SFDFJWF�DPOTJEFSBCMF�HPWFSONFOU�BTTJTUBODF�XJUI�PVU�PG�QPDLFU
DPTUT
�JODMVEJOH�UIF�FMJNJOBUJPO�PG�UIF�HBQ�JO�DPWFSBHF�PS�EPVHIOVU�IPMF��5IF�$.4
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FTUJNBUFT�UIBU�B�UPUBM�PG������NJMMJPO�PG������NJMMJPO�FMJHJCMF�MPX�JODPNF�CFOFGJDJBSJFT
XJMM�TJHO�VQ�GPS�UIF�ESVH�CFOFGJU�JO������

'PS�UIPTF�XIP�EPO�U�RVBMJGZ�GPS�BEEJUJPOBM�DPWFSBHF�GSPN�.FEJDBSF
�$POHSFTT�BOE�UIF
#VTI�"ENJOJTUSBUJPO�IBWF�DSFBUFE�PUIFS�QPMJDJFT�EFTJHOFE�UP�NBLF�UIF�ESVH�CFOFGJU�NPSF
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As of July 2005, 32 states have pharmaceutical assistance programs. Nine other states
have authorized some type of program to provide pharmaceutical assistance or coverage,
primarily to low-income elderly or persons with disabilities who do not qualify for
Medicaid.

In 2005, laws have been signed in 25 states to adjust or coordinate existing state
pharmaceutical programs and policies to better fit with the features of the Medicare drug
benefit. Those states are Arizona, Arkansas, Colorado, Connecticut, Delaware, Florida,
Hawaii, Illinois, Indiana, Kentucky, Louisiana, Maryland, Massachusetts, Minnesota,
Mississippi, Missouri, Montana, Nevada, New Mexico, New York, North Dakota,
Oklahoma, Vermont, Virginia, and Washington. Additional states are considering bills
and resolutions that propose some type of policy change.

State drug assistance programs can be provided as state subsidy programs, discount
programs or both. State discount programs include state negotiated price reductions,
discount cards and multi-agency purchasing arrangements.

A sampling of current programs in states with large state drug assistance programs or
large elderly populations is below.
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Figure 13:  State Drug Assistance Programs

State Program Population Eligibility
California Discount Rx

Program
850,000 Medicare recipients &

disabled; no income limit
Florida Silver Save

Program
46,312 Medicare plus dual-

eligibles; 120% FPL*
Florida Discount Rx

Program
(enrollment not

required)

Not
available

Medicare recipients; no
income limit; Discounts

based on average
wholesale price minus 9%

+ $4.50 dispensing fee,
provided by retail

pharmacies
Illinois Circuit Breaker 51,458 Min age 65; single

$21,208, married $28,480;
disabled over 16

Illinois Rx SeniorCare 170,482 Min age 65; single
$18,620 (200% FPL)

married $24,980
Illinois Rx Buying Club 64,718 Senior citizens & disabled;

no income limit
New Jersey Pharmaceutical

Assistance for the
Aged and Disabled

187,520 Min age 65; single
$19,739 married $24,203;

disabled age 21; $5 co-
payment

New Jersey Senior Gold
Prescription

Discount Program

29,021 Min age 65; single
$19,739-$29,739 married

$23,204-$34,203; 50% co-
payment

New York EPIC – Elderly
Pharmaceutical

Insurance Coverage

345,000 Min age 65, single
$35,000 married $50,000

Ohio Golden Buckeye
Prescription Drug
Savings Program

672,000 Min age 60; no age limit
disabled; no income limit

Ohio Ohio’s Best Rx
(operational 1/05)

Not
available

Min age 60; Also under 60
with family income 250%

FPL; single $23,275,
married $31,225

Pennsylvania PACE 191,741 Min age 65; single
$14,500, married $17,700

Pennsylvania PACE Needs
Advancement Tier

100,314 Min age 65; single
$23,500 married $31,500

($40/mo deductible)
Texas Texas Kidney

Health Program
17,000 No age limits; individuals

$60,000; Must be
diagnosed with ESRD,

Copay $6 per Rx
Source: National Conference of State Legislatures, 2005

*The federal poverty level (FPL) figures are from February 2005. The guideline for an individual is $9,570. For
a married couple or two-person household the figure is $12,830.
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Wrap-Around Benefits

Several states are in the process of passing legislation to allow the state drug assistant
programs wrap around the Medicare drug benefit. A sampling of states that have created
new state drug programs, or modified existing ones, are: Connecticut, Delaware, Hawaii,
Illinois, Kentucky, Maine, Massachusetts, Montana, New York and Vermont.

In Illinois, seniors and disabled covered by the state’s current program, Circuit Breaker,
will receive equivalent coverage once the drug benefit begins. The Illinois Drug
Discount program will be extended to cover all residents with incomes under 300% of
the federal poverty level, and revises the standards and procedures to ensure that the
state can achieve market based manufacturer rebates and pharmacy discounts. Enrollees
may receive a state subsidy for federal co-payments over the state’s $2 generic and $5
brand co-pay requirement. It is estimated that 235,539 seniors would be eligible for the
new Illinois wrap around program. The maximum eligibility for new benefits would be
200% federal poverty level, with existing enrollees grandfathered at up to 250% federal
poverty level.

Connecticut authorizes wrap around and coordination of benefits between ConnPACE
and the Medicare Modernization Act, including allowing the state to apply on behalf of
current state subsidy enrollees. This ensures that dually eligible Medicare
beneficiaries will continue to receive the same level of prescription drug coverage
and benefits in 2006 as they do in 2005 under Medicaid.

In New York, which has the third largest elderly population among the states with 2.5
million, the EPIC program will be coordinated with the Medicare prescription drug
program. It provides that Medicare prescription drug plan enrollees will remain eligible
for EPIC benefits; the state will pay the portion of the cost for qualified drugs for which
no payment or reimbursement is made by the Medicare program or any federally funded
prescription drug benefit, less the participant’s co-payment. The annual registration fee
will be waived for Medicare drug benefit enrollees eligible for the low-income subsidy

Legislation is being considered in other states as well. According to the National
Conference of State Legislatures, additional state wrap around programs could be
created by the start of the drug benefit on Jan. 1.

%SVH�VUJMJ[BUJPO�CPPTU

5IF�FGGPSUT�UP�DMPTF�UIF�HBQT�JO�ESVH�DPWFSBHF�DPOUSJCVUF�UP�PVS�WJFX�UIBU�UIF�ESVH�CFOFGJU
XJMM�MJLFMZ�CF�NPEFTUMZ�QPTJUJWF�GPS�CSBOE�OBNF�ESVHNBLFST�PWFS�UIF�GJSTU�DPVQMF�PG
ZFBST�PG�UIF�CFOFGJU�

For seniors with employer retiree coverage, we think the shift is neutral to modestly
negative. We expect modest erosion of employer retiree coverage in 2006. To the extent
that employers drop retirees, this could be modestly negative. Employers generally offer
more generous benefits than retirees would get under the standard Medicare drug
benefit. Employers offering retiree drug coverage typically include drug spending as
contributing to the overall plan deductible for health spending, don’t charge an
additional premium for coverage and don’t have gap in coverage or doughnut hole
before the enrollee qualifies for catastrophic coverage, according to a December 2004
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survey by Kaiser and Hewitt Associates, the human resources consulting firm. Eighteen
percent of firms surveyed limit patient annual out-of-pocket drug spending (stop-loss),
most commonly at $1,500, according to the survey.

In addition, the Medicare drug benefit is excluded from the calculation of the best price
available to Medicaid programs. Federal laws require brand-name drugmakers as a
condition of doing business with Medicaid to give the program rebates that guarantee it
the best price in the marketplace. By excluding Medicare from that calculation, the
Medicare prescription drug plans may be able to win larger discounts off drug prices
from manufacturers than employers are able to. Industry sources tell Citigroup that
Medicare prescription drug health insurers are winning an additional medicine pricing
discount of 5% more than they get in their commercial lines of business.

On the other hand, Medicaid, which is run by the states and financed jointly with the
federal government, already commands discounts that enable these programs to buy
drugs at 51% of the average wholesale price from drugmakers. We believe managed-
care health insurers and health plans are seeking to command discounts on behalf of
Medicare beneficiaries at 15% to 25% below the average wholesale price, including the
additional discount mentioned above.

Next year, about 6 million elderly poor (so-called dual-eligibles) will be automatically
switched to Medicare from Medicaid to get their drug benefits if they don’t do so
voluntarily. We think this is positive for the drug industry, because pricing will likely be
better for the manufacturers under Medicare than under Medicaid.

For the approximately 11 million Medicare beneficiaries without drug insurance, we
reiterate we expect one third to one half to sign up for a Medicare drug benefit. Since
many of these people will qualify for generous low-income coverage, we think their
drug utilization will grow at a pace that more than offsets an expected decline in price
under Medicare. Generic drugmakers, meantime, will likely lose on the movement of
elderly people without medicine insurance into Medicare prescription drug plans. That’s
because the uninsured will likely be less price sensitive while on drug insurance; so we
think elderly currently without drug insurance will be more likely than they are now to
use a brand-name drug in place of a substitutable generic.

The Medicare drug benefit will influence the buying power of other payers. It will
reduce the drug-price bargaining power of Medicaid which, as a result of the dual-
eligibles moving to Medicare, will see its share of U.S. drug spending fall to 9% next
year from 18% now, according to government statistics. That’s also positive for brand-
name drug manufacturers. At the same time, health insurers providing drug benefits to
174 million Americans through employer coverage will gain greater bargaining power
with drug manufacturers as these same plans increase the amount of drug benefits they
provide to the elderly.

Currently, Medicare managed-care drug benefits are limited. In 2004, 38% of Medicare
Advantage enrollees were in managed-care health plans that covered only generic drugs,
according to the Kaiser Family Foundation. Nineteen percent were in plans that capped
their benefit for brand-name drugs at $1,000 or less, and 29% of enrollees were in plans
that did not offer drug coverage, according to Kaiser. Thus, managed-care plans will
gain bargaining power over manufacturers from the boost in volume from expanded
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coverage under the drug benefit. However, we think the increase in volume will more
than compensate drugmakers for the loss on price.

Overall, we think volume gains will offset price cuts under the drug benefit. Toward the end
of the decade, however, we think Congress and a new administration in 2009 will face
pressure to impose price controls on drugs. At the same time, generic drugmakers will
benefit from Congressional pressure to contain Medicare drug costs at the end of the decade.

FUTURE RISKS

Medicare spending pressure

The private sector will need to prove to Congress that privatization serves the best
interests of taxpayers.  The new Medicare drug benefit law requires Congress and
President Bush to seek Medicare savings legislation if Medicare’s trustees predict in
their annual report that more than 45% of overall Medicare spending will be financed by
general taxpayer revenue instead of dedicated funding  (payroll tax, premiums) in the
next seven years. The threshold needs to be exceeded for two consecutive trustee annual
reports, issued each year in March or April, to trigger fast-track legislative action.  The
most recent report said the threshold won’t be exceeded for eight years; thus the report’s
projections won’t until at least 2007 trigger Congressional and presidential action on
Medicare savings legislation.

Figure 14:  Medicare Enrollment
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We expect the fast-track legislative process to be triggered in 2007, meaning the
President would need to address this issue in his 2008 budget. Given that 2008 is a
presidential election year, we think the trigger will help build pressure for containing
Medicare spending growth in 2009. With baby boomers starting to turn age 65 in 2011
and thus qualify for Medicare upon retirement, lawmakers and the next president will
also face pressure to control program finances. The projected surge in Medicare
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enrollment is coupled with the continued anticipated decline in the number of workers
per beneficiary financing Medicare through payroll taxes. That poses a potential threat to
Medicare payments to hospitals and other health providers, as well as to drugmakers at
the end of the decade.

Figure 15: Workers per Medicare Part A (Hospital Insurance) Beneficiary
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➤ Oct. 1 – 15: Plan marketing and CMS release of additional details of plan offerings,
including formularies and pricing.

➤ Nov. 15 through May 15: Open enrollment for Medicare beneficiaries to sign up for a
prescription drug only plan or for a Medicare managed-care plan.

➤ January 1, 2006: Coverage begins for those who join by December 31, 2005.
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Figure 16: Medigap Insurance

Company
Total 1994 
premiums Standarized plans offered

States 
marketed Standard Nonstandard Total

Medical 
underwriting

Primary method 
for calculating 

premiums
UnitedHealth ARRP 2,525,855,458 A through J Multiple 1,150,214 1,969,743 3,119,957 Yes Community
Bankers Life and Casulty Company 567,733,657 A through I Multiple 237,668 202,526 440,194 Yes Attained age
Empire BCBS 555,536,690 A, B, and H Single 284,639 119 284,758 No Community
United American Insurance Company 519,636,376 A, B, C, D, F, and G Multiple 198,984 180,318 379,302 Yes Issue age
BCBS of MA 464,472,437 Waived Single 208,559 7,677 216,236 No Community
Medical Service Assoc of PA - PA BS 365,244,297 A, B, C and H Single 513,314 0 513,314 No Issue age
BCBS of FL 305,529,121 A, B, C, D, and F Single 94,762 137,565 232,327 No Issue age
BCBS of IL Health Care Service Corp 254,696,911 A, B, D, E, and F Single 122,797 167,471 290,268 No Attained age
BCBS of VA 203,832,750 A, B, C, F, I, and J Single 32,217 93,711 125,928 Yes Issue age
BCBS of NC 184,107,328 All except G Single 55,308 85,267 140,575 Yes Issue age
Mutual of Omaha Insurance Company 183,430,118 A, C, F, and I Multiple 100,000 150,000 250,000 Yes Attained age
Pioneer Life Insurance Company of IL 180,965,855 A, B, C, D, E, F, G, and I Multiple 84,146 71,821 155,967 Yes Attained age
BCBS of IN Associated Insurance Co. 180,200,050 A, B, C, D, F, G, and H Single 43,000 107,000 150,000 Yes Attained age
BCBS of NJ 179,058,000 A, C, F, and I Single 33,167 158,485 191,652 Yes Community
Physicians Mutual Insurance Company 176,543,759 A through J Multiple 105,372 58,690 164,062 Yes Issue age
BCBS of AL 165,647,335 A and B Single 178,000 0 178,000 No Issue age
BCBS of IA-IASD Health Services Corp. 157,659,892 A, C, E, F, and J Single 60,443 40,235 100,678 Yes Attained age
BCBS of MI 155,410,958 A, C, and H Single 39,201 148,158 187,359 No Community
BCBS of CT 154,283,955 A, B, C, D, F, and H Single 20,193 128,979 149,172 Yes Community
Standard Life and Accident Insurance Co. 151,782,693 A, B, C, and F Multiple 45,000 60,000 105,000 Yes Issue age
BCBS of TN 142,747,238 A through J Single 33,250 124,150 157,400 Yes Attained age
BCBS of KS 134,673,000 A, C, and F Single 105,570 33,486 139,056 Yes Attained age
Blue Cross of Western PA 130,848,816 A, B, C, and H Single 187,569 0 187,569 No Issue age
State Farm Mutual Insurance Company 126,533,729 A and C Single 441 84,768 85,209 No Attained age
American Family Life Assurance Company 
of Columbus, GA 124,216,026 A, B, C, F, and G Multiple 55,075 46,500 101,575 Yes Issue age

Subtotal Blue Cross Blue Shield 3,733,948,778 2,011,989 1,232,303 3,244,292

Total All 8,290,646,449 3,988,889 4,056,669 8,045,558
Source: US General Accounting Office report to Congressional Committees. "Medigap Insurance: Alternatives for Medicare Beneficiaries to Avoid Medical Underwriting", September 1996.

Number of policies in force in 1995

25 Largest Sellers of Medigap Insurance

Citigroup Global Markets Inc. is an advisor to UnitedHealth Group Inc. in its proposed
merger with PacifiCare Health Systems Inc.
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Subject to the nature and contents of this document, the investments described herein are subject to fluctuations in price and/or value
and investors may get back less than originally invested. Certain high-volatility investments can be subject to sudden and large falls in
value that could equal or exceed the amount invested. Certain investments contained herein may have tax implications for private
customers whereby levels and basis of taxation may be subject to change. If in doubt, investors should seek advice from a tax adviser.
This advice has been prepared without taking account of the objectives, financial situation or needs of any particular investor.
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