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A group of state leaders weighs in on bringing the state, federal, and
private sectors together for much-needed reforms.

by the Reforming States Group

ABSTRACT: In response to unrelenting increases in prescription drug spending and use,
many states are developing and implementing innovative policy solutions. The Reforming
States Group (RSG), a nonpartisan organization of senior executive and legislative leaders
from more than forty states and provinces formed in 1992, proposes a series of actions to
improve the functioning of this market by introducing more explicit information on quality,
effectiveness, and price and by experimental waiving of federal regulations.

E
s calat ing drug spending has become a major concern among state
policymakers and their constituents.1 States are experiencing unrelenting
increases in prescription drug spending and use in Medicaid, insurance cov-

erage for state employees, and programs to aid seniors in purchasing essential
drugs.2 These cost pressures, adding to states’ fiscal crises, are forcing states to
consider dropping other services and reducing the number of eligible people.3

Most analyses of this increased spending point to the combined effect of an ag-
ing population; unit price increases for existing drug products; the introduction of
new, more expensive agents; widespread marketing efforts by manufacturers; ad-
vocacy by various interests; and increases in the use of drugs as a substitute for
other health services. Underlying these cost drivers, however, is a dysfunctional
market in which information on price and relative effectiveness either is not avail-
able or is obscured from purchasers, prescribers, and consumers. Consumers with
drug coverage, including Medicaid recipients, rarely pay the true costs of those
drugs, and those who prescribe them are often unaware of their costs.4

Price comparisons for state Medicaid programs are further obscured by the
rules governing the rebate program. The 1990 federal statute requiring manufac-
turers to offer rebates to states with open formularies prohibits states from shar-
ing price information with one another.5 Furthermore, because each manufacturer
applies the rebate after the fact for its entire line of products, states can determine
the net price for each drug only after its sale.
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Equally important is the lack of timely, accurate, and independent information
for prescribers and purchasers on the relative effectiveness of different pharma-
ceutical agents. Food and Drug Administration (FDA) approval of new products is
based only on their being safe and effective relative to placebo and not to existing
therapies. Prescribers receive much of their information about new agents from
the manufacturers. In addition, purchasers, including states, may rely on phar-
macy benefit managers (PBMs), which frequently select drugs for their formular-
ies based on the size of the rebates, which may not be passed along to the pur-
chaser or consumer.6

Rapidly increasing drug costs present special challenges for the relationship
between states and the federal government. The lack of a Medicare drug benefit
means that for many states drug spending for the dually eligible is exceeding that
of inpatient and physician care.7 Overall, in 2002 Medicaid programs spent more
than $30 billion on prescription drugs, with $16 billion spent for dually eligible re-
cipients alone.8 High drug costs also have led at least thirty-four states (as of
March 2003) to establish or authorize programs to provide pharmaceutical cover-
age or assistance, primarily to low-income elderly people or people with disabili-
ties who do not qualify for Medicaid.9 Other federal law (such as rebate restric-
tions) or statutes guaranteeing the best price to certain federal programs further
restrict states’ actions. However, the states cannot wait for the federal government
to join them in solving these problems.

What Some States Have Done To Address The Problem
Several states have taken the lead in addressing both spending increases and

lack of access to pharmaceuticals, just as states led health care reform in the early
1990s.10 State officials are learning from their colleagues’ bold experiments in im-
proving access (by reducing costs for consumers through Medicaid waivers) and
controlling expenditures for existing state programs (by relying on techniques to
improve purchasing power rather than strict regulatory solutions).

� Vermont. In December 2000 Vermont received waiver approval from HCFA
(now the Centers for Medicare and Medicaid Services, or CMS) to expand its
Medicaid program to offer seniors and other adults who do not meet Medicaid
income-eligibility requirements the ability to purchase drugs at Medicaid’s dis-
counted price.11 The Pharmaceutical Research and Manufacturers of America
(PhRMA) sued, contending that the federal government improperly approved the
waiver. A federal appeals court ruled for PhRMA, stating that there was no net ex-
penditure of Medicaid funds; the state merely acted as a “conduit” in the discount
program, recouping all of its spending from drug company rebates.12

In March 2002 Vermont implemented a preferred drug list (PDL) with prior au-
thorization. A state-appointed Drug Utilization Board (composed of seven physi-
cians and four pharmacists) developed the PDL, relying on the use of literature on
the relative efficacy of drugs in each of thirty classes. Manufacturers that match
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the price of preferred drugs in a particular class may have their product added to
the list. Physicians prescribing a nonpreferred drug must seek prior authorization
from the state before the drug will be covered. In the first four months of the PDL’s
operation, the state estimates savings of $1.6 million.13

� Maine. Maine has also taken a diversified approach. In May 2000 the state re-
quired drug manufacturers to grant discounts for the benefit of Maine citizens par-
ticipating in a new program, Maine Rx. The program expands eligibility for dis-
counts that are required for Medicaid recipients under federal law (approximately
20–25 percent off retail).14 Any drug company refusing to grant such discounts risks
having the commissioner of human services sanction it by publicizing its refusal and
subjecting its products to Medicaid’s prior authorization requirements. A federal
district court preliminarily enjoined the state from implementing Maine Rx, saying
that it both interfered with interstate commerce and was preempted by the Medic-
aid statute. The Court of Appeals overturned this injunction, reserving PhRMA’s
right to renew its complaint if in practice the Maine program harmed Medicaid re-
cipients. In May 2003 the U.S. Supreme Court, with separate opinions by several
concurring judges, affirmed the appellate court.15 The Court held that there was no
interference with interstate commerce. As to preemption, the plurality said, “At this
stage of the proceeding, the severity of any impediment that Maine’s program may
impose on a Medicaid patient’s access to the drug of her choice is a matter of conjec-
ture.” The Court also emphasized that it was not deciding whether the secretary’s
approval was necessary for the Maine program to go into effect; it is possible that the
next move may be the secretary’s. When this paper went to press, the governor, at-
torney general, and legislative leaders had said that they hoped to launch Maine Rx
by the end of 2003.16 It was unclear what the CMS and PhRMA would do.

In the meantime, the state fully implemented its Healthy Maine Prescriptions
(HMP) program under the authority of a waiver, based on Vermont’s, granted in
January 2001. After the federal court ruling in the Vermont case, Maine appropri-
ated funds to subsidize a small percentage of what beneficiaries paid for drugs. A
federal appeals court in December 2002 ruled against the program.17

� Florida. In May 2001 Florida Governor Jeb Bush signed legislation allowing
the state to negotiate additional rebates in exchange for steering Medicaid recipi-
ents toward certain drugs on a preferred list. Under this policy, the state abandoned
the system of federally negotiated discounts from drug manufacturers. Drug compa-
nies that want their products included in Florida’s formulary must agree to replace
federally negotiated rebates, either via “supplemental cash rebates” or, as Pfizer has
done, by providing programs such as disease management services and health edu-
cation. PhRMA has filed suit in federal court to block the plan.18 Florida reports sav-
ings of $500 million in its drug budget over two years from a combination of its PDL
and related initiatives.19

� Oregon. Oregon, under legislation signed by Gov. John Kitzhaber in August
2001, created a PDL. An independent state commission, with substantial experience
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assessing medical technology, compares the relative effectiveness of different drugs
in a particular drug class. The panel commissioned the federally designated Evi-
dence-Based Practice Center at the Oregon Health and Science University to evalu-
ate research on the comparative effectiveness of the drugs in question.20 Once effec-
tiveness is determined, the state Medicaid agency conducts a cost analysis and
determines which drugs will be preferred in a given class. Practitioners serving
Medicaid patients may override the PDL with a note on the prescription if they de-
cide that a patient requires a drug that is more expensive than but, at best, as effec-
tive as the treatment recommended by the agency. Oregon officials estimate savings
of $2.4 million in the first six months of the program while ensuring that patients
are receiving the best medications.21

� Michigan. The Michigan Pharmaceutical Best Practices Initiative demon-
strated substantial savings with no evidence of harm to patients since February
2002.22 A pharmacy and therapeutics committee, physicians and pharmacists ap-
pointed by Gov. John Engler, reviewed scientific and clinical information and recom-
mended multiple drugs in each therapeutic class as the preferred drugs within the
Medicaid fee-for-service program. Physicians can prescribe these drugs without
prior authorization. Manufacturers of drugs that are not on the preferred list can of-
fer supplemental rebates to bring the state’s payments in line with those of the pre-
ferred drugs and avoid prior authorization. PhRMA unsuccessfully sued in state
court to stop the program, and several manufacturers have refused to participate.23 A
federal lawsuit directed against Health and Human Services (HHS) Secretary
Tommy Thompson for granting the state a waiver was recently denied.24 Michigan
officials say that the state’s PDL is saving them $800,000 per week.25

� Multistate initiatives. Several multistate initiatives are also under way. West
Virginia and six other states are exploring joint purchasing; in the fall of 2001 these
states issued a common request for proposals for a pharmaceutical administrator.26

In February 2003 the newly elected governors of Michigan and Vermont announced
their decision to operate a joint purchasing program for their Medicaid programs,
relying on each state’s previous experience with PDLs.27 The National Legislative
Association on Prescription Drug Prices, a group of legislative leaders from states
primarily in the northeast, is exploring the creation of a nonprofit PBM to serve as
purchaser for the nine states. Unlike most established PBMs, the proposed organi-
zation would have transparent financial relationships with drug manufacturers and
would return all negotiated savings to the states.

How The Problem Of Drug Costs Could Be Solved
The early experience of states that enacted innovative policies suggests ele-

ments that might lead to effective policy elsewhere. Research synthesis plays a
critical role in many of the approaches now under way, especially to PDLs for prior
authorization.28 States look to researchers to supply evidence with immediate pol-
icy relevance, especially evidence from systematic review of medical literature, re-
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views produced, notably, by the Evidence-Based Practice Centers and the interna-
tional Cochrane Collaboration.29 States’ use of the relatively new scientific
discipline of research synthesis could encourage manufacturers to prioritize re-
search on agents that are major improvements over existing therapies rather than
developing “me-too” drugs or modifications of drugs that mainly prolong patent
protection.

States have responded to the perverse conjunction between their revenue
shortfalls and the pharmaceutical industry’s earnings by introducing reforms to
improve the balance between buyers and sellers. Most states have, to date, used a
market approach to address the conjunction: increasing the information and mo-
bilizing purchasing power that public agencies use on behalf of consumers.

State action to increase competition in drug pricing is finding a receptive audi-
ence among some private-sector purchasers and health plans that are also experi-
encing double-digit increases in drug spending.30 If states can find ways to collab-
orate with these private partners as many did in the aftermath of the failure of the
Clinton health reform plan in the mid-1990s, even more innovation is possible.31

Similarly, many states are partnering with physicians to implement reforms.32

Many physician leaders recognize that burgeoning drug spending greatly reduces
states’ ability to provide inflation adjustments to doctors and hospitals. This col-
laboration also involves health professionals directly in developing systems of cost
containment that preserve the quality of care, in commissioning research synthe-
ses that enable providers to improve practice decisions and systems of care, in pro-
viding consumers with clear information on how to make informed choices
among alternative treatments, and in working together to remove federal barriers
to value-based purchasing of pharmaceuticals.

Obstacles To Solving The Problem
Many well-financed and well-connected organizations oppose such changes,

beginning with the pharmaceutical manufacturers. In response to state reforms,
PhRMA recently increased its attention to state issues, both by lobbying and by
bringing lawsuits. If these efforts fail, PhRMA could promote federal legislation
that raises costs for state taxpayers.

Wholesalers, PBMs, and retail and mail-order outlets have considerable inter-
est in what states accomplish in drug pricing reform. Complicated economic rela-
tionships have developed among these groups, including rebates, undisclosed in-
centive payments to promote certain manufacturers’ drugs, and vertical
integration of the supply chain by manufacturers.33 Such activities have further
obscured pricing information for consumers and for large-scale purchasers.

� Selected advocacy groups. PhRMA spends substantial sums cultivating its
relationship with selected patient advisory groups and has even created such
groups. These advocacy groups for patients, seniors, and other consumers have con-
cerns that may not be in the best interests of the people they purport to serve. The
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Baltimore Sun described the work of these groups as “astroturf lobbying,” in contrast
to grassroots consumer efforts.34 Astroturf advocates assert that any state policy
that reduces individual choice of medications, even when grounded in the best sci-
entific evidence, reduces the quality of care.

� Political climate. Federal inaction or action can impede innovations in state
policy. Most important, today’s political and economic climate might make it impos-
sible to enact a Medicare prescription drug program, requiring continued state sub-
sidy of drugs for the poorest seniors. Congressional action may be desirable if federal
courts erect additional barriers to state policy to increase consumers’ access to af-
fordable prescription drugs.

Actions RSG Urges To Solve The Problem
Throughout its history, the RSG has identified solutions that state policy-

makers can use to address the most vexing health system problems.35 The RSG
Steering Committee now proposes actions that state officials, in collaboration
with colleagues in the federal government and the private sector, can take to im-
prove access to prescription drugs for the populations for whom they purchase.
These actions would begin to introduce much-needed market reforms, especially
timely and accurate information about effectiveness and pricing and transparency
in the transactions that occur throughout the supply chain.

� Systematic review collaboration. Prior authorization is proving to be an ef-
fective way of controlling costs and improving outcomes. However, states that de-
velop PDLs as part of prior authorization or voluntary compliance programs have
been separately conducting their own reviews of the research literature on drug ef-
fectiveness for each therapeutic class. This can be expensive, time-consuming, and
inaccurate. Furthermore, once the evidence is assembled, it must be updated with
the most recent clinical studies.

The RSG recommends that states consider pooling their resources to produce
these reviews in a more timely and complete fashion. Once the information is as-
sembled, each jurisdiction should determine how to apply the findings locally, in-
cluding whether to use prior authorization or voluntary action by physicians, to
implement the findings. This approach can be applied by states that want to col-
laborate further with joint purchasing strategies or to rely on PBMs to manage
their pharmacy program. Basing policy decisions on a systematic and unbiased re-
view of the clinical evidence has the further benefit of providing protection
against legal and other challenges to the state action.

� Federal collaboration. The RSG recommends that state leaders identify and
convey to their federal colleagues changes in federal law and regulation for Medicaid
that would allow state innovation to flourish. The HHS secretary should use his
waiver authority to permit more and varied experiments to continue across the
states. He should also conduct thorough and objective evaluations of those pro-
grams and disseminate the findings.
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� Policy collaboration. State policymakers are hard-pressed to find workable
solutions. They cannot wait for articles evaluating new approaches to appear in
peer-reviewed journals. The RSG recommends that associations of public officials
and research organizations develop and disseminate timely information about suc-
cessful strategies for improving quality and reducing spending. This information
would include reports on the development of PDLs and other reforms that rely on
the evolving international standards for the quality of the evidence and evidence re-
views. It also would include strategies to counteract likely opposition from PhRMA
and its agents, such as methods to improve communication and coalition building.

� Legal collaboration. States that undertake innovative approaches will con-
tinue to face legal challenges from drug companies and advocates. The RSG recom-
mends that attorneys general and policymakers from those states more formally
share information and strategies as they prepare to defend themselves.

Members of the RSG Steering Committee in 2002 and 2003 include Linda Berglin, Minnesota Senate; Neil L.
Bergsman, Maryland Department of Budget and Management, and president, National Association of State Bud-
get Officers (NASBO), 2002–2003; Charlie Brown, Indiana House of Representatives; Harriette L. Chandler,
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tatives; Angela Coron, California Department of Health Services; Gene Davis, Utah Senate; Mark Gibson,
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