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PRESCRIPTIONS FOR CHANGE: THE PRICE OF
DRUGS AND STATE COST CONTROL STRATEGIES

Introduction

In 1980, prescription drug spending totaled
$12 billion, which was less than five percent
of U.S. national health expenditures. Forty
years later, prescription drugs are projected
to account for nearly $360 billion, about nine
percent of total national health expenditures,
trailing hospital services (about 33 percent)
and physician and clinical services (about

20 percent). While spending on prescription
drugs is projected to grow five to six percent
a year from 2021 through 2028, similar to
the growth in overall healthcare spending,
prescription drugs have taken center stage in
debates about the rising cost of health care.

Historically, advocates concerned about the
cost of prescription drugs have looked to
federal policymakers for changes in laws and
regulations that affect the supply and cost
of medications. However, as state budgets
have absorbed significant cost increases,
particularly related to high-cost specialty
drugs used to treat chronic health conditions,
and as constituents have raised alarm about
spikes in out-of-pocket costs for essential
medications, the debate has increasingly
moved to the states.

In recent years, state legislatures across the
country have considered about 1,000 bills
each year related to pharmaceuticals. In just
two years (2018-2019), 164 state bills related

‘/ State legislatures across the country have
passed 164 laws in the past two years
specifically targeting prescription drug
pricing, payment or costs.

‘/ In 2020, six such bills were introduced in the
Kansas Legislature, focused on regulating
pharmacy benefit managers (PBMs), limiting
out-of-pocket costs for insulin, and creating
a drug importation program. However, none
of the bills were enacted into law.

\/ While the federal government plays a
lead role in approving drugs, protecting

to pricing, payment or costs of prescription
drugs became law. a

In 2020, there were six
such bills introduced in
the Kansas Legislature,
although none were
enacted. Scrutiny was
focused particularly on:

e Pharmacy benefit
managers (PBMs),
companies that manage
drug benefits on behalf of
health plans and plan sponsors;

e Out-of-pocket costs for insulin, which is
used to treat diabetes; and

e The creation of a program to import
prescription drugs from outside the
United States.

Other policy options, including some adopted
in other states, could be considered by
Kansas policymakers in future sessions.

Key Transactions

To better understand the potential policy
levers to control prescription drug costs that
states have at their disposal, it is important
to understand the flow of funds and
products in the supply chain.

KEY POINTS

intellectual property and mandating
discounts, states have an expanding set
of policy levers they can access to control
costs, including leveraging the purchasing
power of state Medicaid programs.

v/ While laws aimed at increasing
transparency in prescription drug pricing
have been gaining momentum, no state
currently has laws requiring transparency
across the entire supply chain, from
manufacturers, to wholesalers, pharmacies,
PBMs and health plans.
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Figure 1. State Policy Levers in the Retail Prescription Drug Supply Chain

} Transparency Laws Could Apply to:

. e Manufacturers e Pharmacies
i o PBMs o Health Plans

) § o Wholesalers

Formulary Payments,

Market-Share Payments,

Paymentl
Performance Incentives, "
Rebates i) S

by

L]
‘ PBM Regulati ves® oo’ Federal Approvals
egulation N
N eee®®’ *** Preferred Drug Status & Regulatory Policy
- g on Formulary
Copay e Price-Gouging Laws
Assistance } e Importation Wholesaler
goccccccccc® | Pharmacy Benefit Manager - ® Subscription Models
Managed g H ‘ L ® Multi-State Bulk Buying Pools 0
|
Drug H Share Copay/Coinsurance B =
Benefits? ¢ pebates Drugs I | Payment
H From Pa - =
H yment /X Out-of-Pocket =
E Manufacturelj = € L Spending Limits v
H
:ooooooo’
Formulary/

} Reference
< Pricing/Value
‘/Msessments
o\
PremiumT

Interchange
Consumer Laws

4 lllllllllllllllllllllllll.
Premium Drugs
.oooooooooooooooooooooo»
Drug Coverage
Generic
 Health Plan } Substitution
/’\ & Therapeutic m

)4 Support A Payment
L \\j Programs '.. Flow of Funds
Includes Medicaid, i Prescriptions ¢ T
Employee-Sponsored e Flow of Drugs
Insurance, Individual ° eccee
° .
Market [ Services
™ Sponsor =
N
State Policy Lever

Note: Model represents non-specialty prescription drugs covered by health insurance.
Source: Adapted by the Kansas Health Institute from “Follow the Money: The Flow of Funds in the Pharmaceutical Distribution System,” Health Affairs Blog, June 13, 2017.
Specialty Drugs

The distribution model for specialty drugs — typically high-cost medications for complex or rare conditions, or that require
specialized handling or administration — differs from the model for non-specialty medications. Specialty drugs often are available

through a limited distribution network, and health plans may require the use of specific specialty pharmacies in order to control
costs. New, innovative specialty drugs, such as biologics, can drive significant cost increases. In 2014, new specialty medications
to treat hepatitis C contributed to a 13.3 percent spike in overall spending on prescription drugs nationwide. Brand-name
specialty drugs accounted for about 30 percent of Medicare and Medicaid net spending on prescription drugs in 2015.

Figure 1 provides an overview of both the Some of the key transactions that state policy can
product and funding flow for prescription drugs affect include:

from manufacturers to the consumers of retail

pharmaceuticals. Within the product flow, key e Wholesale purchasing: Wholesalers obtain drugs
transactions occur between manufacturers, from manufacturers and distribute them to
wholesalers, retail pharmacies and consumers. pharmacies. The price paid by wholesalers is

sometimes reported as the list price, but it does

The funding ﬂOW iS more C0mp|eX, as it aISO indudes not account for discounts that they negotiate_

health plans, plan sponsors (i.e., employers and

governmental payers) and PBMs. Financial transactions e Formularies: Formularies are lists of brand name
crisscross the ecosystem, sometimes flowing in and generic medications covered by health plans.
multiple directions, and often without transparency Formularies are typically structured into tiers, with
to consumers or sponsors. That complexity presents drugs given preferred status having lower copays or
a challenge to policymakers who want to design coinsurance for patients and fewer or no utilization
interventions to reduce costs. management restrictions, such as prior authorization.
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e Reference pricing: As an alternative to formularies,
some health plans and plan sponsors set the price
they will pay for any drug in a class, with consumers
either paying or saving the difference if they select
higher- or lower-cost drugs.

¢ Drug rebates: Manufacturers negotiate rebates with
PBMs and health plans to promote use of their
drugs, often to achieve preferred drug status on a
plan’s formulary. Manufacturers also may negotiate
rebates to pharmacies, most commonly large chains.
Federally mandated discounts for programs such as
Medicaid also may be referred to as rebates.

e PBM pricing: PBMs typically pass most but not all of
the value of rebates and discounts through to the
health plan or plan sponsor. The portion they retain is
sometimes referred to as “spread pricing.” Consumers
who are responsible for deductibles or coinsurance
calculated on the list price of drugs rather than
the price after rebates receive no benefit from the
practice. Spread pricing also can refer to the practice
of a PBM charging a health plan or plan sponsor more
than a pharmacy was paid for a prescription.

e Consumer out-of-pocket costs: Consumers with
health coverage pay for prescription drugs through
premiums and copays or coinsurance. Some studies
have shown that as much as 19 percent of employer-
sponsored insurance premiums are attributable to
prescription drug costs. Consumers without health
coverage, or whose medications are not covered by
their health plans, may need to pay the list price out of
pocket. Consumers sometimes receive out-of-pocket
assistance, such as coupons, from manufacturers.

Federal and State Roles

In the early stages of the supply chain, federal

policy holds sway, from approvals of new drugs to
protections of intellectual property and requirements
for discounts for safety net providers and the joint
state-federal Medicaid program. Medicare’s role as
the largest purchaser of prescription drugs provides a
platform for federal policymakers.

However, states have their own motivations to address
the issue. Federal options do not always address state
cost and policy concerns, and states have demonstrated
they can act as laboratories for innovation.

State Cost Control Strategies

£ PBMs: In 2018 alone, 21 states passed laws related
“m to PBMs, including bans on contract terms that

prevent pharmacies from sharing lower-cost options with
consumers and granting explicit permission to disclose
out-of-pocket costs with and without insurance coverage.
Legislation addressing both of these issues was adopted
in Kansas in 2018 (K.S.A. 40-3831). Other states passed
laws that included requirements for PBMs to be licensed
by the states, restrictions to prevent spread pricing,

and requirements that PBMs report pricing and rebate
information. In 2020, Kansas House Bill (HB) 2598, which
provided for enhanced regulation of PBMs, was amended
and passed out of the House Committee on Insurance.
However, the substitute bill was stricken from the House
calendar and received no further action.

£, Transparency: A study of state laws passed
/\A between 2015-2018 identified 35 laws passed
in 22 states (not including Kansas) to increase
transparency. Of those, researchers considered only
seven passed in six states informative, as they required
certain supply chain participants to report profits, net
prices or rebates. However, no state had laws that
together provided a complete picture of prices and profits
across the supply chain, and most focused on only one
segment (e.g., manufacturers, PBMs or health plans).

£ Generic substitution and therapeutic interchange:
/\ Nearly all states have laws allowing or mandating
pharmacists to substitute lower-cost generic
medications for prescribed brand-name medications.
Kansas allows pharmacists to dispense a different drug
product of the same dosage form and strength and of
the same generic names as the prescribed product, and
requires pharmacists to inform patients of substitution.
Kansas also allows pharmacists to substitute an
interchangeable biological product (biosimilar), with
notice to both the consumer and prescriber.

Some states — including Arkansas, Idaho and Kentucky
— go further by allowing therapeutic interchange in
community pharmacy settings. Therapeutic interchange
differs from generic substitution, as it does not occur
between products with the same active ingredients,
but instead between products likely to have the same
treatment effects.

£, Medicaid formularies: State Medicaid programs
/\A are required to cover all drugs in the federally
administered Medicaid Drug Rebate Program if they
want to receive mandated discounts (all states do).
While the states are ensured statutory minimum
discounts (including discounts designed to get states
the best price available for brand-name drugs), they
typically also negotiate supplemental rebates tied to
their programs’ preferred drug lists.
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If a state Medicaid program were allowed to exclude
certain drugs from its formulary, it would be in a
stronger position when negotiating pricing. However,
an exclusive (or “closed”) formulary would reduce
consumer access to certain medications and limit
prescriber options. States have requested waivers to
close their Medicaid formularies, but so far none have
been approved. However, in January 2020, the federal
government signaled it might allow closed formularies
under the newly announced Healthy Adult Opportunity
block grant initiative.

#. Value-based rebates and subscription models:
{\- New York has implemented a cap on Medicaid
prescription drug spending that, when exceeded,
triggers value assessments and supplemental rebate
targets for high-cost drugs. Since 2018, seven states,
including Oklahoma and Colorado, have been approved
to negotiate supplemental Medicaid rebates that vary
based on clinical outcomes. Other states, including
Louisiana and Washington, are instituting “subscription
models” in which they receive an unlimited supply of
specialty drugs for hepatitis C for a fixed annual price.

#. Bulk buying pools: To increase their purchasing
‘/\. power, states have formed bulk buying pools for
Medicaid, including 29 that are part of the National
Medicaid Pooling Initiative, the Top Dollar Program, or
the Sovereign States Drug Consortium. Kansas is not a
member of a multi-state pool.

%, Out-of-pocket spending limits: At least 20

‘/\- states have adopted legislation to limit consumer
out-of-pocket expenditures on prescription drugs.
While Kansas does not currently have laws limiting
cost-sharing on prescription drugs, HB 2557 was
introduced in 2020 to limit out-of-pocket costs for
insulin to $100 a month. The bill did not get out of
committee. Limiting consumer costs on all medications
— such as in California’s consumer protection law — or
on specific, high-cost medications helps consumers
afford prescription drugs they need to manage chronic
conditions. Critics of such policies argue that they do
not reduce overall costs and instead pass them through
to other consumers in the form of higher premiums.

ABOUT THE ISSUE BRIEF

. Price gouging: Reports of sudden price increases
{\- of critical prescription drugs have motivated some
states to propose policies to limit price gouging. The
first (and so far only) state law aimed at prohibiting
“unconscionable” price increases was adopted in
Maryland in 2017. The law was invalidated by the
U.S. Fourth Circuit Court of Appeals on constitutional
grounds, and the U.S. Supreme Court declined to
hear the state’s appeal. In response, Maryland in 2019
enacted a Prescription Drug Affordability Review Board,
which can review the cost of a prescription drug and
impose limits on payer reimbursements.

$.  Importation: Drug acquisition costs are higher in
{\- the United States than in most other countries,
including neighboring Canada. Florida, Colorado, Maine
and Vermont were the first to propose wholesale
importation programs for certain high-cost drugs,

and other states have followed suit. HB 2658 was
introduced in the 2020 Kansas legislative session to
create a prescription drug importation program, but

it did not get out of committee. The U.S. Food and

Drug Administration recently proposed amending its
regulations to allow states to import certain prescription
drugs from Canada, and states are awaiting issuance of
final regulations to better understand their options.

Conclusion

A challenge for state policymakers who want to
address the cost of prescription drugs is developing
consensus goals, including determining whether their
ultimate intention is to lower consumer costs, state
costs, or even costs across the health care system.
Some policy options that might achieve one of those
goals might have the opposite effect on others. For
example, financial support programs for out-of-pocket
costs help individual consumers but can increase costs
in the aggregate by encouraging use of higher-cost
medications.

By developing a consensus goal, policymakers can
acknowledge tradeoffs that are implicit in policy
options while continuing to build on the lessons
learned across the states.

This brief is based on work done by Kari M. Bruffett, Peter F.H. Barstad, and Wyatt J. Beckman, M.P.H., C.H.E.S. It is available online

at khi.org/policy/article/20-31.
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