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Abstract:

In North Carolina, Medicaid spending on outpatient prescription drugs has

increased an average of 21% each year for the past eight years.  Like other

states, North Carolina has implemented numerous strategies over the years to

contain these costs.  This brief reviews Medicaid prescription drug spending

and cost containment strategies in general.  It then offers an overview of a

handful of relatively large scale strategies that other states have imple-

mented in recent years.  It highlights states’ use of preferred drug lists,

supplemental rebates and multistate purchasing pools.

Prescription drug spending in the United States has been rising
steadily for years – increasing at double digit rates from 1996-
2004.  National spending quadrupled between 1990 and 2002.1

These trends are expected to continue well into the foreseeable future.
On a national level, outpatient prescription drug spending overall is
expected to increase 11.4% in 2005 and 11.6% in 2006.2   State Medicaid
programs, like other health care payers, are struggling to develop
mechanisms that effectively control their prescription drug spending.
Every state – including North Carolina – has implemented numerous
strategies to control spending.  Following the background on prescrip-
tion drug spending and cost containment measures, this brief highlights

* This brief was prepared by Aimee N. Wall, UNC School of Government in consulta-
tion with Sybil Richard, Assistant Deputy Secretary for Medicaid Operations, Florida
Agency for Health Care Administration.  Staff with the Division of Medical Assistance,
N.C. Department of Health and Human Services and the North Carolina Institute of
Medicine provided invaluable assistance.
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several emerging strategies that North Carolina has not yet implemented
and, by way of example, will discuss Florida’s experience with those
strategies.

How Much Does North Carolina Medicaid Spend on Outpatient
Prescription Drugs?

Taking into account projected spending for 2005, North Carolina Medic-
aid spending for prescription drugs has increased on average 21% each
year for the past eight years.  Prescription drugs accounted for about
11% of total Medicaid expenditures in 1998, but are expected to make
up over 20% of total spending in 2005.  (See Table 1.)

How Will the New Medicare Prescription Drug Benefit Affect
North Carolina’s Spending?

Many low income elderly people and other Medicaid recipients are
considered dual eligibles – that is, they are eligible for both Medicaid
(because of income) and Medicare (typically because of age).  This
population usually includes people who are high users of prescription
drugs.  One industry group (PhRMA) estimates that while people 65
and older account for only 9% of the total Medicaid population, they
comprise almost 30% of the population group with the highest drug
spending.3

SFY 
Prescription Drugs 

Paid
% of Medicaid 

Total Expenditure
% Increase of 

Prescription Drug
Medicaid 

Total Expenditure
1998 455,381,447           10.85% 4,197,522,724            
1999 557,772,671           12.94% 22.48% 4,311,798,597            
2000 754,505,194           15.73% 35.27% 4,796,682,219            
2001 927,240,693           16.96% 22.89% 5,468,556,418            
2002 1,056,158,750        17.10% 13.90% 6,175,910,221            
2003 1,203,630,913        18.27% 13.96% 6,586,787,583            
2004 1,470,328,522        19.95% 22.16% 7,369,370,752            
2005 1,729,324,900        20.57% 17.61% 8,406,324,580            

  
Note: Compiled by the NC Department of Health and Human Services, Division of Medical Assistance. 

SFY 2005 expenditures are based on 2005-07 ESTIMATES 

Table 1:   NC Medicaid Expenditures for Prescription Drugs
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Medicare will begin covering many prescription drugs for the dual
eligibles beginning in 2006.  The U.S. Department of Health and Hu-
man Services projects that when these populations are shifted over to
Medicare, Medicaid spending as a percentage of all prescription drug
spending will decrease from 18.1% in 2005 to 9.4% in 2006.  This de-
crease, however, does not account for what many refer to as the
clawback provision of the new Medicare law.4   Under that provision,
states are required to assist the federal government with paying for the
prescription drug benefit for these dual eligibles.  Every state must make
monthly payments to the federal government.  The calculation of the
payment is based on a percentage of what the state would have paid  for
prescription drugs for these dual eligibles under Medicaid.  In 2006,
states must pay 90% of the amount they would have paid.  By 2015, the
percentage will decrease to 75%.

In addition to the concerns related to the clawback provision, state
agencies are also worried about the potential woodwork effect following
implementation of the Medicare drug benefit.  Some agencies are
actually anticipating an increase in Medicaid spending because they
expect the number of dual eligibles enrolled in Medicaid to increase.
This could happen because seniors may first learn of their eligibility for
Medicaid when they enroll in the new Medicare drug benefit.5   Taking
both the clawback and woodwork issues into consideration, overall cost
savings to state Medicaid programs may not be significant.

How Does North Carolina Medicaid Decide How Much to Pay
for a Particular Prescription Drug?

The total amount a state pays for outpatient prescription drugs is a
combination of the state’s reimbursement formula and any rebates that
the state receives from pharmaceutical manufacturers.6   State Medicaid
programs have some flexibility in establishing their reimbursement
formulas.  The federal government establishes an absolute ceiling (the
Federal Upper Limit or FUL) for some generic drugs.  Each state then
has the flexibility to decide on a specific reimbursement formula.  The
state’s formula is expected to represent the Estimated Acquisition Cost
(EAC) for the drugs.  States have developed a variety of different formu-
las over the years.  In North Carolina, prescription drugs are reimbursed
at the lower of:

• The average wholesale price (AWP) minus 10%7

• The state maximum allowable cost (MAC)8

• The FUL

• The provider’s usual and customary charge9

Some agencies
are anticipating
an increase in
Medicaid spend-
ing because
they expect the
number of dual
eligibles en-
rolled in Medic-
aid to increase.
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In addition, a dispensing fee is added to the charge.  Most other states’
formulas rely on deducting a percentage of cost from the AWP and/or
adding a percentage of the cost to the Wholesale Acquisition Cost
(WAC).10

After the state has paid for a drug, it will receive a rebate from the manu-
facturer.  All states are entitled to a rebate based on a federal formula.  In
order for an outpatient prescription drug to be covered under any states’
Medicaid program, the drug manufacturer must enter into an agreement
with the federal government to provide a rebate of a percentage of the
cost of the drug.  The rebate is calculated by the federal government and
the cost savings is shared with the states.  In short, the federal rebate
amount for brand name drugs is the greater of either:

•   15.1% of the average manufacturer price (AMP)11

•  The difference between the AMP and the best price offered by
 the manufacturer to nonfederal purchasers12

For generic drugs, the rebate amount is 11% of the AMP.  According to
the Centers for Medicare and Medicaid Services (CMS), these rebates
totaled about $6.4 billion in FY 2003.13   In addition to these mandatory
federal rebates, some states also receive supplemental rebates (discussed
further below).

What Types of Prescription Drug Cost Containment Strategies
Are States Implementing?

Most strategies being used by state Medicaid programs to contain pre-
scription drug spending can be characterized as tools that either limit
prescription drug use or control the costs of medications or the dispens-
ing fees.14  The types of strategies receiving the most attention from state
legislatures in recent years:

•  Instituting aggressive generic substitution policies

•  Increasing cost sharing or copayments

•  Implementing comprehensive drug utilization review programs

•  Decreasing dispensing fees

•  Requiring prior authorization for certain medications

•  Developing preferred drug lists (PDL) or formularies

•  Requiring supplemental rebates from manufacturers

•  Entering into multistate purchasing pools15
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North Carolina has adopted measures that incorporate the first five of the
above strategies.  For example, the state:16

•  Requires pharmacists participating in the Medicaid program to
substitute less expensive generic drugs for brand name drugs
(with limited exceptions)

•  Imposes the highest cost sharing allowed under federal law ($1/
generic and selected over-the-counter products and $3/brand
name), although several categories of beneficiaries are exempt
from copayments under federal law (e.g., child, pregnant woman,
nursing home resident)17

•   Established a prior authorization program for high cost specialty
drugs.  When a pharmacy is asked to fill a prescription for one of
these drugs, it must contact the state agency (or its contractor) for
approval and the state must respond within 24 hours18

•  Operates both prospective and retrospective drug utilization
review programs.  The prospective program helps pharmacists
identify potential problems (e.g., drug interactions, therapeutic
duplication, drug-disease contraindications) and cost savings at the
point of sale.  The retrospective program is a pilot designed to
evaluate pharmacy regimens for certain nursing home and adult
care home residents

Many of North Carolina’s strategies focus on building a pharmacy system
that encourages pharmacists and physicians to prescribe the best, cost
effective medicines.  The state Division of Medical Assistance develops
these strategies collaboratively with the provider community, receiving
regular policy guidance from the Physician Advisory Group.19   In addi-
tion to these administrative and management tools, North Carolina has
implemented several regulatory strategies intended to limit utilization,
such as exclusion of certain prescription drugs from coverage (e.g.,
weight loss and infertility drugs) and placement of restrictions on the
numbers of reimbursable prescriptions and pills.

It is important for policymakers to consider how each of these cost con-
tainment strategies will affect families – particularly those families that are
heavy users of prescription drugs.  Families with elderly adults or special
needs children, for example, will likely feel the effect of any change to the
program, however minor.

In order to familiarize North Carolina policymakers with some of the
emerging cost containment strategies that the state has not yet adopted,
the remainder of this brief discusses the last three NCSL strategies identi-
fied above (preferred drug lists, supplemental rebates, and multistate
pools).  In addition, because Florida has adopted or considered each of
these strategies, its experience will also be highlighted.
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What Is a Preferred Drug List and How Can It Save States
Money?

A preferred drug list (PDL) is a list of prescription drugs that is selected
by the state to receive somewhat special treatment.  In general, states
agree to provide coverage for drugs on the PDL without requiring prior
authorization or approval.  Thus, health care providers may be encour-
aged to prescribe a drug listed on the PDL instead of a drug that is not
listed because there are fewer administrative burdens.  Drug manufac-
turers, therefore, usually would like their drugs to be included on a
state’s PDL.  According to NCSL, at least 38 states now have PDL pro-
grams in operation or in progress.

In 2001, Florida was one of the first states to establish a PDL.  The state
established a committee that determines which classes of drugs may be
included on the list based on clinical factors, therapeutic evaluations,
and cost considerations.  The committee includes heavy representation
from clinicians, but also includes a consumer representative and a
pharmaceutical industry representative.20   Many states follow the same
process.  In Florida and some other states, the PDL is tied directly to a
supplemental rebate program.  Specifically, once the classes of drugs are
identified, the state’s contractor (Provider Synergies) negotiates supple-
mental rebates with the manufacturers of drugs in those classes (see
discussion of supplement rebates below).
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North Carolina has an established list of preferred drugs that is called
the Prescription Advantage List (PAL).  The PAL is different from a
traditional PDL, however, because the PAL is intended only to provide
guidance to providers.  In other words, if a provider wishes to prescribe
or provide a drug for a Medicaid beneficiary that is not on the PAL, the
provider is not required to obtain permission (i.e., prior authorization)
from the state agency.  Compliance with the PAL is entirely voluntary.
The PAL is developed in consultation with an advisory group comprised
of health care providers.  Within each of the 16 top therapeutic drug
classes, the PAL ranks each drug from the least expensive to the most
expensive.21

What Is a Supplemental Rebate Program and How Can It Save
States Money?

As mentioned earlier, all drug manufacturers wishing to sell their prod-
ucts to the Medicaid program must agree to provide rebates of a certain
percentage of the drug’s cost.  States, however, have the option of enter-
ing into agreements directly with a drug manufacturer to receive rebates
that go above and beyond the federal rebate.  These are called supple-
mental rebate programs.  Over 20 states have set up supplemental
rebate programs in order to receive additional money or services directly
from the drug manufacturers.22   States must obtain approval for such
programs from CMS.23   Over the past few years, the pharmaceutical
industry has mounted several unsuccessful legal challenges to these
rebate programs.24
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Florida established its supplemental rebate program in 2001.  The
program is tied directly to the state’s PDL.  In order for a brand name
drug to have the opportunity to be included on the PDL, the drug
manufacturer must offer a minimum rebate of 29.1% of AMP.25   There
is no upper limit on the rebate that the state may negotiate.  The pro-
gram is authorized by state law to receive supplemental rebates for
generic drugs, but does not yet do so.

When Florida’s program was first implemented, the state allowed drug
manufacturers to substitute program benefits that have guaranteed
savings to the Medicaid program.26  A couple of manufacturers elected to
offer such benefits in lieu of the additional rebate.  For example, Pfizer,
Inc. funded and operated a disease management program for chroni-
cally ill Medicaid beneficiaries in exchange for its drugs being placed on
Florida’s PDL.  Pfizer was not required to pay the supplemental rebate.
Florida ultimately concluded that these manufacturer programs were
not cost effective and therefore is planning to discontinue this substitu-
tion option in the near future.  All manufacturers who wish to have
products included on the PDL in the future will be required to provide
financial rebates.

In 2002, North Carolina began the process of developing a supplemental
rebate program tied to a PDL.  The General Assembly, however, in-
cluded a provision in the 2002 budget bill prohibiting DHHS from
requesting or requiring supplemental rebates from manufacturers.27

The General Assembly removed the provision the following year, but the
state has not yet exercised its authority to adopt either a PDL or supple-
mental rebate program.

How Do States Use Multistate Pooling to Save Money?

Several state Medicaid programs have joined forces to form prescription
drug purchasing pools.  In 2004, CMS approved a plan for seven states
(Michigan, Vermont, Alaska, Nevada, New Hampshire, Minnesota, and
Hawaii) to participate in a joint purchasing pool that also included a
supplemental rebate component.  According to CMS, the pool will
purchase drugs for 1.1 million Medicaid beneficiaries and generate
savings of $19.5 million for FY 2004.28

Other states are also considering joining or developing purchasing pools.
Smaller states are particularly concerned about their potential loss of
purchasing power once they stop covering prescription drugs for the
dual eligible population.  As discussed earlier, when the Medicare pre-
scription drug benefit goes into effect next year, states will no longer
directly pay for the costs of outpatient drugs for low income seniors.
At this point in time, Florida has decided not to join in a pooling ar-
rangement.  Given the size of its Medicaid population, the state expects
to maintain sufficient purchasing power on its own to negotiate reason-
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able prices with manufacturers.  North Carolina does not currently
participate in any Medicaid purchasing pools, although a bill was intro-
duced this session to create a Study Commission on Managing State
Prescription Drug Costs.  One of the commission’s charges would be to
evaluate the experiences of other states with “multistate compacts, bulk
purchasing, or negotiated discounts.”29

__________________________________
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