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Controlling the Cost 
Of Prescription Drugs 

BY J A N E H. W H I T E 

harmaceutical prices have risen dra-

P l matically in the past 10 years and will 
I continue to escalate for the next two 

or three years, Michael Pollard told 
participants at Managing the Rising Cost of 
Drugs : A Mult idiscipl inary Approach to 
Improving Hospital Services, a November 1991 
meeting held in Westborough, MA. Pollard, 
long-time pharmaceutical analyst and partner at 
the Washington, DC, law firm of Michaels & 
Wishner, warned the audience of hospital admin­
istrators, financial officers, and pharmacists that 
the rising prices could have a negative impact on 
hospitals in the future. 

Hosp i t a l s ' pharmaceut ical budge t s have 
increased 5 percent to 30 percent during 1991, 
hospital leaders said at the meeting, which was 
sponsored by the Healthcare Financial Manage­
ment Association, Massachusetts Society of 
Hospital Pharmacists, and Massachusetts Health 
Data Consortium. The New England Medical 
Center is predicting a potential increase of 50 per­
cent over the next year, according to William 
Gouvela, its director of pharmacy. Part of these 
increases are the unexpected side effect of legisla­
tion to lower Medicaid drug prices under the 
Omnibus Budget Reconciliation Act of 1990 
(OBR\ '90). The law requires drug companies to 
offer either their "best price" or a rebate of 12 
percent off the average wholesale price of drugs to 
state Medicaid programs. To recoup lost revenue, 
many drug companies have raised prices or 
reduced previous discounts to other purchasers— 
namely, hospitals, health maintenance organiza­
tions ( H M O s ) , the Department of Veterans 
Affairs (VA), and odier federal agencies. Once the 
data are in, the VA estimates it will have paid SI50 
million more for its drugs in 1991 because of lost 
discounts following ORRA '90's enactment. 

Complaints from the VA, private purchasers, 
and elderly constituents regarding the rising costs 
of drugs have led to a flurry of new bills in 
Congress to refine the OBRA '90 law or to 
impose new restraints on the pharmaceutical 
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industry. Controlling the cost of prescription 
drugs is also a politically expedient way to attack 
the high cost of healthcare. Sen. David Pryor, D-
AK, chairperson of the Senate Special Committee 
on Aging and a key player in the drug pricing 
debate, highlighted the issue's political nature on 
the Senate floor, November 21, 1991: 

We must have the resolve to stand up to an 
industry who places profits before patients 
and greed before the common good. The 
American public is looking to this Congress 
to take bold steps and meet the challenge 
of containing health care costs. If we do 
not meet the challenge, the American pub­
lic—as they recently reminded us [with the 
election of Sen. Harris Wofford, D-PA] -
may not be sin about turning to others to 
get the job done. 

This column examines the Medicaid drug pric­
ing legislation, its effect alter one year, and the 
new proposals it has spawned in Congress. 

LOWERING DRUG PRICES FOR MEDICAID 
During the 1980s Medicaid drug spending rose 
to a point where states could no longer tolerate 
the costs. In essence, Medicaid was paying retail 
price for the same drugs for which other pur­
chasers, such as the VA, HMOs, and some hospi­
tals, had negotiated deep discounts. Because 
most manufacturers declined to offer the same 
discounts to Medicaid (about 10 percent to 13 
percent of the market), states began to institute a 
variety of measures to lower their drug bill: caps, 
increased beneficiary cost sharing, and reduced 
reimbursements to pharmacies. 

Anecdotal evidence that Medicaid policies to 
limit drug usage had a negative impact on benefi­
ciaries, especially the poor, was recently support­
ed by solid data from Harvard researcher Stephen 
Soumerai.1 Soumerai and colleagues examined 36 
months of Medicaid claims data for elderly 
patients in New Hampshire and New Jersey. New 
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Hampshire had instituted a three-drug limit for 
its Medicaid beneficiaries for 11 of the months 
studied; New Jersey had no such limit. The 
researchers found that drug usage dropped by 35 
percent in New Hampshire after the cap was in 
place. At the same time, nursing home admis­
sions for chronically ill elderly patients in the state 
doubled. "The increase in nursing home admis­
sions among the patients at highest risk suggests 
that loss of medications could have exacerbated 
preexisting medical problems. . . . The economic 
impact of preventable institutionalization and its 
effects on quality of life are severe," noted the 
authors. 

In an effort to lower drug prices rather than 
limit access-Congress enacted a Medicaid drug 
rebate-best-price plan in the closing hours of the 
101st Congress as part of OBRA '90. As Pollard 
and Senate staffer John Coster explained, "The 
enactment of these provisions was the culmina­
tion of an intense, sometimes bitter struggle 
between pharmaceutical manufacturers and 
selected minority groups on one side, and retail 
pharmacy groups, state Medicaid directors, the 
Bush administration, advocates for the poor and 
elderly, and congressional sponsors of the legisla­
tion on the other."3 

The new legislation aims to save S3.4 billion in 
Medicaid spending over five years. As of April 1, 
1991, drug companies were required to sign 
agreements with the Health Care Financing 
Administration (HCFA) to provide rebates to the 
Medicaid drug programs according to a complex 
formula or to offer states the "best price" that 
they offer other drug purchasers. The federal 
government would not provide states matching 
Medicaid funds for the drugs of manufacturers 
not entering into such agreements. 

In addition to requiring dnig manufacturers to 
give rebates or discounts to the Medicaid pro­
gram, the law provides for d rug utilization 
review, physician and pharmacist education pro­
grams, and point-of-sale electronic claims sub­
mission systems that have "the potential to pro­
foundly change the way drugs are prescribed, dis­
pensed , and t aken ," predicted Pollard and 
Coster.4 The law encourages the use of generic 
drugs that have received an A rating from the 
Food and Drug Administration as an additional 
cost-saving measure. 

IMPACT ON HOSPITALS AND OTHER PURCHASERS 
Although members of Congress intended to send 
a message to drug companies to lower their 
prices, an opposite trend is in fact emerging. 
Pryor, who was the chief sponsor of the legisla­
tion that evolved into the OBRA '90 law, chas­
tised the pharmaceutical industry in a March 6, 
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1991, statement on the Senate floor: "The ink 
was not dry on the Medicaid legislation before 
drug companies decided the best response to this 
legislation was to begin a massive cost shift to 
other vulnerable populations, rather than slightly 
trim excessive profits or cut back on huge mar­
keting budgets."5 Pryor and other members of 
Congress were especially incensed that deep dis­
counts to VA drug programs were eliminated in 
the wake of the Persian Gulf War. 

Pollard told participants at the November 
meeting, "I think the impact of the 1990 legisla­
tion is deleterious to large purchasers—hospitals 
and HMOs that were successful in negotiating 
favorable pricing." He warned that these drug 
price changes would not be short term, but 
rather would represent a "major transition in 
pricing drugs." He added that it is "important 
for Congress to hear from hospitals on this." 
Hospitals are faced with increased drug costs not 
only because of price shifting, but also because of 
new and expensive biotcchnical drugs coming on 
the market and more intensive use of drugs for 
severely ill patients. 

At the same meet ing, Jerry Cromwell , an 
economist and president of the Waltham, M A -
based Flealth Economics Research, Inc., asked: 
"Are prescription drugs really the culprit or the 
cure for hospital cost inflation? It depends on 
your perspective." As cure, drugs can help hospi­
tal budgets by eliminating the need for expensive 
surgery, shortening lengths of stay, decreasing 
admissions by increasing outpatient use, and sub­
stituting for other forms of intensive inpatient 
care. As culprit, however, drugs represent a direct 
cost to the hospital budget; can add to costs 
because of adverse reactions or interactions; are 
sometimes used unnecessarily or suboptimally; 
and can permit complex, expensive surgery such 
as transplantation. 

NEW LEGISLATION 
As OBRA '90's negative effect on other drug 
purchasers became apparen t , members of 
Congress began introducing new legislation to 
combat the trend. A number of bills focused on 
preserving the drug price discounts formerly 
enjoyed by the VA. The Senate passed a bill spon­
sored by Sen. Barbara Mikulski, D-MD, on July 
18, 1991, to exempt the VA from the best-price 
calculations for Medicaid. Since previous prices 
offered to the VA by many drug companies were 
so low, these companies feared locking in the 
exceptionally low prices for the Medicaid market 
as well. Rep. G. V. "Sonny" Montgomery, D-
MS, introduced legislation July 15 to roll back 
VA prices to their 1990 level in addit ion to 
exempting them from the best-price calculations. 
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In November Rep. Ron Wyden, D-OR, intro­
duced a bill that would essentially extend the 
price provis ions of M o n t g o m e r y ' s bill to 
Medicaid and other federal grant programs. An 
option introduced by Rep. Mike Synar, D-OK, in 
December 1991 would replace the OBRA '90 
best-price requirements for Medicaid with a flat 
discount. Sen. John Chafec, R-RI, has intro­
duced similar fixed-percentage rebate legislation 
for Medicaid in the Senate. 

Perhaps the toughes t legislative proposal 
comes from Pryor, incensed that drug companies 
were apparently circumventing the intent of 
OBRA '90. Hi introducing the Prescription Drug 
Cost Containment Act of 1991 in late Novem­
ber, he said: "We thought Congress had sent a 
message that said to the pharmaceutical manufac­
turers of this country that no longer arc you 
going to continue increasing your prices over the 
cost of inflation w i thou t some action by 
Congress." Pryor noted that between October 
1990 and October 1991 drug prices had in­
creased 10.1 percent, more than triple the 2.9 
percent rate of general inflation. This rate is con­
sistent with the trend of the past decade: Drug 
prices increased 158 percent between July 1980 
and July 1990, compared with a 58 percent 
increase in inflation, according to Pryor. 

Sen. William S. Cohen, R-ME, who is the 
ranking minority member on Pryor's Special 
Committee on Aging, cosponsored the Novem­
ber legislation, noting that "while the [drug] 
prices are being controlled in other countries, the 
prices arc allowed to go without any restraint in 
our country." The legislation would link drug-
pricing policy to an obscure tax subsidy that 
many pharmaceutical manufacturers are enjoying 
at a rate of S2 billion a year industry-wide, in 
addi t ion to tax credi ts for pharmaceut ica l 
research and development. Section 936 of the tax 
law allows credits for income earned by high-
tcchnology companies in Puerto Rico and other 
U.S. territories. Pryor's legislation would reduce 
the Section 936 tax credit for those drug manu­
facturers which raised prices beyond the inflation 
rate. The proposal would also set up demonstra­
tion projects regarding outpatient prescription 
drugs for Medicare beneficiaries and establish a 
Prescription Drug Policy Review Commission to 
analyze drug price trends here and abroad and 
make recommendations to Congress. 

On November 21 Cohen told the Senate, 
"While companies may attack this approach as 
unfair price controls, it is only fair that the federal 
government reassess the subsidies it provides an 
industry through the Tax Code when that indus­
try is making windfall profits at the expense of the 
American consumer." 
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Gerald Mossinghoff, president of the 
Pharmaceutical Manufacturers Association (PMA), 
called the proposed legislation "unwise and dis­
criminatory" in a press statement on November 
21. "Senator Pryor here is flitting with price con­
trols, which have never worked and would cause 
more harm than good," he said. The PMA has 
pushed Congress to acknowledge the cost-saving 
potential of drug therapy compared with more 
expensive surgery and other forms of disease man­
agement. A study conducted by the Battelle 
Medical Technology Assessment and Policy 
Research Center in Seattle backs up the pharma­
ceutical industry's claims of cost savings. The study 
quantified the contribution of pharmaceuticals 
between 1940 and 1990 at 1.6 million lives saved, 
or S141 billion in direct and indirect costs.6 

The pharmaceutical industry also defends its 
robust profit margins of 15.5 percent and price 
increases of triple the inflation rate, saying they 
are necessary to ensure continued commitment to 
research and development (R&D). The cost of 
bringing a new drug to market is now pegged at 
$231 million, according to industry estimates.7 

Pharmaceutical industry R&D costs totaled S9.6 
billion in 1991 and are estimated at S10.9 billion 
for 1992, according to PMA spokesperson Mark 
Grayson. Rough estimates of industry spending 
on promotion and marketing of drugs range from 
S10 billion (according to Pryor) to S5 billion 
(according to Sen. Ted Kennedy, D-MA). The 
PMA disputed the S10 billion figure and said it 
has not collected data on pharmaceutical market­
ing, according to Grayson." The congressional 
Office of Technology Assessment is now under­
taking a study of these R&D costs. 

DRUG COSTS IN OTHER COUNTRIES 
Some members of Congress are defending mea­
sures to control drug prices on the grounds that 
most other developed countries have instituted 
price controls and are paying less than U.S. citi­
zens for the same drugs. This leads to market dis­
tort ions for U.S. purchasers and consumers. 
British analyst Michael Burstall explained that 
most European Economic Community nations 
control prices of individual medicines. "The main 
exceptions to this are the United Kingdom, 
which con t ro l s profi ts ; Germany and the 
Netherlands, which limit reimbursement for 
many drugs to a flat rate; and Denmark, which, 
uniquely, permits a free market."9 

Data from the Organization for Economic 
Cooperation and Development (OECD), howev­
er, show that U.S. per capita spending for drugs 
in 1988 was $182, well below the OECD average 
of S218. France reached a high of $492 per per-

Continued on page 25 
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son. Never the less , the ar t ic le ' s 
authors add that "studies suggest that 
the U.S. situation is characterized by 
relatively low utilization per person, 
and high prices per unit of service."In 

While Congress and the pharma­
ceutical industry joust to control 
d rug costs in an "equi tab le" and 
politically expedient manner, hospi­
tals are faced with imminently rising 
costs . Pollard sugges ted several 
strategies hospitals can employ to put 
pressure on drug companies. First, 
"it 's not enough just to get a good 
contract price, you have to channel 
demand." This means showing man­
ufacturers that hospitals can transfer 
demand for drugs to different prod­
ucts or classes of drugs. If hospitals 
exert their market power in this way, 
they can achieve some leverage over 
price. Second, Pollard urged hospitals 
to voice their concerns over price 
shifting to members of Congress: 
"People in Congress are listening 
now." • 
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Basic and Advanced Units of Clinical Pastoral Education 

are being offered by Bon Secours-St. Francis Xavier Hospital 
located in Charleston, South Carolina. Applications are 
now being accepted for 1992 and 1993 programs: 

Summer 1992-June 1, 1992 to August 14, 1992 
(full time: 11 weeks) 

Fall 1992- September 14, 1992 to November 27, 1992 
(full time: 11 weeks) 

Fall/Winter 1992-1993- Extended Unit: September 14, 
1992 to March 5, 1993 (two days per week) 

Summer 1993-June 6, 1993 to August 20, 1993 
(full time: 11 weeks) 

For information about the Clinical Pastoral Education 
Program, contact Sister M. Gemma Neville, Director of 
Pastoral Services, at (803) 577-1224. 

BON SECOURS-ST. FRANCIS XAVIER HOSPITAL 
Bon Secours Heal 

SPITAL 
ilth System 

LEASING MADE SIMPLE 
What happens if you build a medical office building and it sits 
empty—your worse nightmare becomes true. 

But not with HBE. We share that risk with you. At the very 
beginning, we will determine the demand for space and stand 
behind our recommendation with a written guarantee. 

HBE assumes full responsibility for the project. Including 
the development, leasing, design and construction. 

But even more than that, we become an 
"at-risk" partner with the hospital. 

So HBE wins when the 
hospital wins. 

HBEb 
Medical 
Buildings 
A Cwson of HBE Capaalon 
H3300liW!Bvd 
Si Lows MO 63141 

For more information 
call Mike Dolan 
at (314) 567-9000. 
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