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EXECUTIVE SUMMARY

Rapidly growing Medicaid costsare
devouring state budgets. As a result,
states are scrambling for short-term
quick fixesto alleviate the budget pres-
sure.

Some states have adopted a supple-
menta drug rebate programto raisesome
money. These programs require drug
companiesto pay afee set by the state,
in addition to the state fees aready es-
tablished in federal law, for their drugs
to be available to the state's Medicaid
patients. Thisamountsto atax oninno-
vation.

Peter Ferrara is senior advisor on Social Security
and Entitlements at Americans for Tax Reform.

Many drug producers don’t pay the
supplemental rebates. Asaresult, this
shortsighted state policy denies access
to these necessary medications, and lim-
its the full range of drug therapies for
the poor, harming minorities and those
suffering from mental ilinessin particu-
lar. It also leadsto higher costsfor the
general public, as drug companies that
do pay therebates shift those costsonto
thegenera insurancesysiem. Moreove,
these rebate programs are effectively a
tax on new drug costs. Asaresult, they
discourage investors from investing in
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the development of the miraclelife-sav-

ing drugsthat many of usmay find oursalvesneeding at
somepoint inthefuture.

Horidawasoneof thefirst statesto adopt asupple-
mental rebate program. But it hasaso allowed theuse
of optionsthat avoid the need for supplemental rebates
fromall manufacturers. TheFlorida: AHealthy Sate
program was developed jointly by Pfizer and the state,
inplace of the supplementa rebateson Pfizer products.
Pfizer financesteamsof case managersfor hospitals
serving largeMedicaid populations. The case manag-
ersfocusin particular on patientswith oneof four seri-
ouschronicillnesses—asthma, diabetes, hypertension
and heart disease.

The case managers seek to overcomelanguage and
cultural barriers, and old habits, to achieve several im-
portant health god's.

n Hep patientsbetter understand doctors instruc-
tions,

n Help patientsbetter understand what foodsthey
need to avoid, and what foods they need to eat, and
better follow those requirements;

n Help patientslearn and follow appropriate ex-
ercise programs, and

n Help patientsbetter understand their courses of
treatment, and maintain those treatments.

These activities are expected to reduce unneces-
sary emergency roomvisitsand keep acritical portion
of the population hedthy for alonger period. Thiswill
both reduce costsand improvethe health of Medicaid

patients.

But even this program will not remotely beginto
solvethe problems of Medicaid. To do that, states
need to focus on broader, more fundamental reform.

Welfarereform started with afederal waiver pro-
gramfor innovative state experiments. Section 1115 of
the Socid Security Act dready providesasmilar waiver
authority for Medicaid. Statesshould utilizethat au-
thority to begininnovative Medicaid reformsthat will
both reduce costsand improve servicesand health for
Medicaid patients.

A promising reform alternative would transform
Medicaid to operatelike the Federal Employee Health
Benefitsprogram. Medicaid would provideamonthly
stipend for each beneficiary to choose coveragefroma
widerangeof privateinsuranceaternatives, including
highly innovative and beneficial Medical SavingsAc-
counts.

Ultimately, Congressshould adopt fundamentd long-
term reformslikethose adopted for genera cash wel-
farein 1996. TheFederal government would providea
block grant to each state, providing fundsto beused to
servetheMedicaid population. Thestateswould then
each designther own programs, bearing additiona costs
beyond the amounts of the Federal block grants.

Rat her than pursui ng count er pro-
ductive Band- Aid approaches like
suppl enment al rebates, states should
focus on t hese broader reforns. Those
refornms hol d great potential for ben-
efiting everyone — the federal goven-
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ment, states, M edicaid patientsand taxpayers.
Introduction

Medicaid has grown into ahuge problem for the
states. The programisnow costing states$100 billion
per year out of their own revenue, and it is the most
rapidly growing itemin state budgets.

L egidatorshave often addressed this problemwith
short-term Band-Aids, like the supplemental drug re-
bate program discussed bel ow. But quick fixesdo not
begin to solvethe problem, and, more often than not,
they create new problemsof their own.

What isneeded iscomprehensive, fundamentd re-
form of sateMedicaid programs. Through Section 1115
waiversaready included infederal law, statescan get
federa authorizationfor suchfundamenta reforms, with-
out waiting for congressiond action. Throughsuchre-
forms, states can fundamentally reducetheir costswhile
actualy improving the program.

Thispaper will first discuss state supplemental re-
bate programsand their shortcomings. It then discusses
aninnovative aternative program that was adopted in
Florida. But even Florida sprogramisnot acompre-
hensivereform addressing thebig picture.

It then discusses fundamental reformsthat states
should adopt through the Section 1115 waiver program.
Finally, it will addresslonger-term reformsthat thefed-
eral government should also adopt.

The Supplemental RebatesProtection Racket
Medicaidisajoint federal/state program providing
hedlth caretolow-incomeindividualsand families. The
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federal government establishes minimum requirements
and ground rulesfor the program. Then each stateen-
actsitsown Medicaid program consistent with these
requirements.

Thefederal government paysat |east 50% of the
costsfor each state program. But thefederal funding
formulais skewed to favor low-income stateswith a
higher proportion of federal funds. Consequently, the
federal share of state Medicaid costsrangesashigh as
83%.

Asan outgrowth of pressuresto reducerapidly ris-
ing costs, federa law providesthat if manufacturersof
newer, “innovative’ drugswant thosedrugseligiblefor
reimbursement under astate’sMedicaid program, the
manufacturer must pay the state afee, like akickback.
That feeisequal toaminimum of 15.1% of the Average
Manufacturer Price (AMP) for the drug, apricethat
approximatesthat average selling pricefrom the manu-
facturer. However, rebatesaretypically higher based
ona“best price’ rulethat requiresmanufacturersto pay
the difference between the AMP and the lowest price
the company chargesitscommercial customers, if this
differenceisgreater than the minimum rebate. Manu-
facturersmust also pay an additional rebatefor price
increasesthat exceed the consumer priceindex (CPI),
making surethat priceincreasesto thegovernment never
exceed inflation. Asaresult, thegovernmentisableto
secure anet price for amedication that is at least as
good as, if not better than, virtualy any other priceavail-
ableintheprivatesector. However, atroubling eement
of this programis that states are not
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required to usethemoney fromthesefeesintheir Med-
icaid programs. They can, and often do, just put the
money inthegenerd fund, whereit can beusedfor any
genera State program.

But these are not the supplemental rebates. The
supplementd rebatesarein addition to thesekickbacks.
Five states have adopted, and five more have autho-
rized, requirements mandating that drug companiespay
an additional fee set by thestateif they want their drugs
eligiblefor payment under thestate' sMedicaid program.

About adozen tates, however, havewisdly rejected
such policies. Onereasonfor doing soisthat such poli-
ciesultimately deny the poor dependent on Medicaid
accesstothefull rangeof possibledrug therapies. Some
drug companieswon't pay the supplemental rebatesto
register their drugs. Otherswill arrangeto pay feesto
register only someof their drugs. When Horidainitialy
adopted asupplemental rebate programin 2001, more
than 1,000 of the 1,827 brand-name drugsthat had been
approved for Medicaid wereremoved fromthelist.

Thispolicy isparticularly harmful to minorities. A
far higher percentage of blacksand Hispanicsare cov-
ered by Medicaid thanwhites, sominoritiesmoreheavily
suffer the negativeeffect of thispolicy. Inaddition, they
often respond to drugsdifferently thanthemgjority white
population. For example, diureticswork better inre-
ducing high blood pressure among blacksthan among
whites, and anti-psychotic drugswork effectively for
Asiansat far smaller doseson averagethan for whites.
It ismost important, therefore, for minoritiesto have
accessto the broadest possiblerange of drug therapies,

so doctorscan find and prescribe those that work best
for them, rather than just prescribing the standard thera-
piesthat work for the broad mgjority.

Those suffering with mental illnesseswill al'so be
particularly harmed under such aprogram. Thatisbe-
causetheresponseto drug trestmentsfor mental illness
ishighly variableacrossthe population, and doctorsmust
searchamong many drugsfor theonethat ismogst effec-
tivefor each patient. If theavailabledrugsarelimited,
then many mental illness patientswill not get thedrug
that isbest for them.

Even where drug companies pay the supplemental
feestoregigter their drugs, therearetill problems. Cost
shifting iscommonin health care, whereathird party
insurance company generally paysthebill. Thisleaves
consumers and doctorsindifferent about most rising
costs. Soif drug companiesloserevenuesinthe Med-
icaid market, they can be expected to increase pricesto
recover therevenuesin other markets. Thiswill cause
those without prescription drug coverageto pay more
for their medicationsand contributeto aready rapidly
rising healthinsurance costsfor the genera public.

When i nsurance costs rise, anot her
problemresults. Sone small busi-
nesses and i ndi vidual s drop their cov-
erage, or fail tobuy it inthe first
pl ace, because they can no | onger af -
fordit. As aresult, the nunber of
uni nsured increases. This in turn
w || increase Medi cai d costs when sone
of these uni nsured becone seriously

4 o Americans for Tax Reform



il

Finally, where drug companiesare unableto shift
coststo others, and then face areduction in revenues,
another crucid problem arises. Some demagogueswho
have never produced a single drug that has saved or
improved lives have waxed apopl ectic about merely
reasonable drug company profits. These peoplearea
direct threat to the public health, and to your personal
health. For most drug company profitsend up being
heavily invested back into the drug research that pro-
ducesthe miracledrugsthat saveand dramatically im-
provelives. Domestic R& D spendinginfacttotaled a
whopping $23.9 billionin2001. Those campaigningto
reduce drug company revenuesand profitsare effec-
tively campaigning to dash the nation’sbudget for re-
search on such cutting-edge miracle drugs. If these
people havetheir way, when you are older and contract
adeadly illnessor condition, themiracledrug that could
havesaved your lifewill inal likelihood not bethere.

Supplemental rebate programs that reduce drug
company revenuesarejust contributing to thisresult.
They areeffectively atax on new drug curesand drug
therapy innovation. Of course, any timeyou tax some-
thingyou get lessof it. So supplemental rebatesarejust
another e ement that will discourageinvestorsfrom put-
ting fundsinto thedevelopment of life-saving drugsthat
any of usmay find ourselves needing at somepointin
thefuture. Devel opment of new drugs, especialy the
most advanced and innovative, ishighly risky. Many
lead to potentially miracle cures, but many othersend
up asdead endsafter consderableexpenditures. Then,
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thereisalong lead timebefore FDA approval and mar-
ket education and acceptancetake hold. Unlessthere
isthe prospect of ahigh reward for devel opment of
new drugs, especially the cutting edgeinnovativeand
miracle cures, no oneisgoing to put up themoney to
develop them. That isjust going to harm you and me
and thegeneral public. The crusadeto effectively tax
away drug company profitsfarly earned inthe market-
placeisconsequently misguided, counterproductiveand
harmful to patients.

An Alternative Approach

One of thefirst states to adopt supplemental re-
bateswasFlorida. However, that state hasa so adopted
aninnovative new program asan aternativeto supple-
mental rebates. Many low-income patientsdo not un-
derstand the medi cal resourcesthat are available under
Medicaid. Consequent |y, they do not regu-
larly visit doctors for treatnent for
serious chronic conditions. Wen they
do see a doctor, they do not under-
stand the treat ment prograns they are
supposed to follow. So they do not
adequat el y mai ntai n prescri bed cour ses
of care.

Asaresut, Md cadpetietsedupusi ngenar-
gency roons far nore often, nany tines for avo d
adeemrgedies. Inthesesituaiams, theydot ac-
cessgprgriaecaeutil it beconesanad cad enar-
gency. Inthetopvol une Mdicaidhospital in
Fl ori da, 90%of adm ssions for treat-
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ment of diabetessymptomsarethrough theemergency
room rather than doctor referrals. For thosewith heart
fallure, thenumber is89%, and for thosewith hyperten-
sion, 60%. Overall, Medicaid patients with serious
chronicillnessesare morethan twiceaslikely asnon-
Medicaid patientswith the sameillnessto be admitted
toahospita emergency room because of an acuteemer-
gency.

To counter this problem, Pfizer developed the
Florida: A Healthy State programin conjunctionwith
thestateof Florida. The programwasfirstimplemented
in Jackson Memorid Hospitd inMiami, thehospitd with
the most heavy concentration of Medicaid patientsin
the state.

Pfizer financed ateam of 19 case managersat the
hospital, who provide special servicesoneononeto
approximately 4,000 selected Medicaid patientsto help
them manage one of four serious, chronicillnesses—
asthma, hypertension, diabetesor heart failure. Thecase
managerswill help educatethe patientsabout the nature
of thelir illnessesand the proper course of treatment, in
coordinationwiththeir doctors. They will seek to over-
comelanguage and cultural barriersand old habitsto
get the patientsto avoid foodsthat are dangerous, given
their condition, and to concentrate on healthy foodsand
cooking methods. Too many Medicaid patientswith
diabetesdon’t understand thefull extent of sweetsthey
are supposed to avoid. Too many Medicaid patients
with heart disease or hypertension don’t understand
whichfoodswill worsentheir condition.

The case managerswill also educate the patients

about exercise programsthat are appropriatefor them
and that will helpimprovetheir condition. They will
also make surethat the patients understand their pre-
scribed courses of treatment and maintain that treat-
ment, including taking prescribed medications. Too
many Medicaid patientsfail to consstently tekethe pre-
scribed medicationsthat will prevent their asthmaor hy-
pertension from deteriorating into something worse.

Theprogramwill ultimately beexpandedto asmany
as 10 hospitals with heavy Medicaid populations
throughout the state. Morethan 50,000 Medicaid pa-
tients are expected to be served by the program over
thenext twoyears. Theprogramwill significantly re-
duce Medicaid costs by reducing the need for expen-
sivecarein emergency roomsand other settings, and
keeping the potential ly costliest portion of the popula
tion healthier for longer periods.

Pfizer will supplement this program with another
health education component. Working with federally
qualified community health centersthat serve many of
the state’'sMedicaid patients, Pfizer ishelping to de-
velop and deliver health education materialsand pro-
gramsspecificaly tailored totheliteracy levelsand cul-
tural backgrounds of the state’'sMedicaid population.
Thisprogram will seek to overcomelanguage and cul-
tural barriersthat keep many Medicaid patientsfrom
understanding doctors’ instructionsand carrying out
basi c requirementslike diabeticsavoiding sweetsor hy-
pertens on patientstaking blood pressuremedicine. The
programwill includespecid classesand homevigtsfor
patientsmost in need of help.
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Pfizer andthestatewill alsojointly finance astudy
conducted by the School of Public Health at the Uni-
versity of South Floridato determinewhether thesein-
formation and education effortshaveany impact onhedth
outcomesand costs.

Finaly, Pfizer will donate prescription drug prod-
uctsat no chargeto Medicaid patientsreceiving care at
67 community health centersthroughout the state.

Thisisafar superior approach to saving state Med-
icaid fundsthan supplementa rebate programs, which
lead to accessrestrictionsand all the other problems
discussed above. It hasnone of the negative effects of
that rebate system. Yet, it would probably save the
state at |east asmuch through increased efficiency and
improved health care outcomesresulting from theim-
proved health education and knowledge. At thesame
time, patientsgainthemogt, through markedly improved
hedth.

But thisinnovative program doesnot even beginto
addressthe much broader, fundamental problems of
Medicaid. States need to focus on addressing these
problems, through the morefundamental and compre-
hensive reformsdiscussed bel ow.

Fundamental M edicaid Reform

Welfare reform began with alaw passed in 1988
that enabled thefedera government to grant sateswaiv-
erstotry different welfarereformideasand experiments.
Based onthisauthority, Gov. Tommy Thompson (R) of
Wisconsinand othersbegan adopting increasingly com-
prehensivework requirementsfor welfare. Those ef-
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fortsproved shockingly successful withthewefarerolls
cons gtently reduced by morethan haf. That ledtothe
federa wefarereformlegidation of 1996, which spread
thereformsnationwide.

Similar waiver authority for theMedicaid program
already existsunder current law. Section 1115 of the
Socia Security Act, asamended, providesfor Medic-
ald Research and Demonstration Waiversto beissued
by the Federal Health Care Financing Administration
(HCFA). Thesewaiversdlow broad flexibility for states
totry new andinnovative Medicaid reforms.?

A promising model that the states should examine
for Medicaid reformisthe Federal Employee Health
BenefitsProgram. That syssemdlowsfederd employ-
eesto choosefrom abroad rangeof private health plans.
Thefederal employer contributes afixed amount to-
wardsthe purchase of these plansfor each employee.
Workerswho choose the more expensive plans must
contribute moremoney out of their own pockets.

Similarly, astate M edicaid systemwould offer ben-
eficiariesthe choice of abroad range of private health
insurance plans, including traditiona third- party payer
insurance, preferred provider networks, managed care
andthemoreinnovativeMedicad SavingsAccounts, dis-
cussed further below. The state can pay enough for
each beneficiary to pay for thelower-cost plans. Those
who want to choose the more expensive planswould
haveto pay the differencethemselves.

The system would generate afierce competition
among plansto keep costsdown. They would more
aggressively seek to root out wasteand striveto devise
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new and innovativemeansof maximizing efficiency and
reducing costs. Thefull imagination of the private mar-
ket would consegquently beemployed towardsthisgodl,
under the spur of competition.

Medicaid patientswould then tend to choosethe
less-expensive plans, and those that don’t would be
paying for the differencethemselvesanyway. Thein-
centives and competition would makethose plansless
costly over time. Statesare consequently likely to save
consderablesumsover thelongrun. Atthesametime,
serviceand carefor Medicaid patientswould quitelikely
improve under such asystem of competitive choice.

Medical SavingsAccounts(MSAS) areaparticu-
larly promising option that can beincluded inthisnew
system. M SAs provide completethird-party coverage
over somehigher than usua deductible, perhaps $1,500
to $3,000 per year. But they a so include a store of
cash that can be used to pay for expenses below the
deductible. That cash comesfromthesavingsinbuying
insurancewith asubstantially higher deductible, which
ismuch lesscogtly thaninsurancewith low deductibles.
Cashthat isnot used in oneyear can becarried over to
the next year. After just one healthy low-cost year
enough cashwill generally accumulateinan M SA to
cover al expenses below thedeductible. Any unused
cash at theend of ayear candso bewithdrawninwhole
or in part and used for any purpose, as a bonus for
staying healthy and keeping costsdown.

These M SAsprovide powerful incentivesto pa-
tients to keep costs down, because they sharein the
savings. Thisgivesmedica careprovidersmoreincen-

tivesto reduce costsaswell. ExperiencewithMSAs
shows that these incentives do work to reduce costs
subgtantidly.®

MSAsalso allow patients broad choicein how to
usethe cash availablefor expenses bel ow the deduct-
ible. That cash can be used for checkups and other
preventivecare. Thisisparticularly important for [ow-
income Medicaid patientswho would otherwisefind
paying for such checkupsand care quite burdensome.
Medicaid patients can a so use the cash to pay for the
careof thelr choicefor whatever illnessesthey may have.
They could choose particular doctorsor other provid-
ersthey prefer, or eventypesof alternative medicine
they think would be effective. So MSAsareagood
meansfor enhancing patient choiceaswell ascontrol-
ling codts.

Thelaw concerningthetax trestment of M SAsishighly
confused, but thisisnot redly abarrier totheir use. The
MSA plan canbedtructuredto providetraditiona tax-free
reimbursement for medica services, with cash bonusesfor
keeping expensesdown. Any such bonusesnot spenton
hedlth carewould dwaysbetaxableunder any sysemin
any event.

M SAscan beauseful addition to other Medicaid
reform plansaswell. One approach popular among
many policymakersisto contract out coveragefor Med-
icaid patients to private managed-care companies.
These compani es can then reduce costs by clamping
down on unnecessary careand waste, or overly expen-
svecare. But such managed-care operationshavecome
under heavy criticismfor reducing patient choice.
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Thiscriticism canbemet by dlowing Medicaid pa-
tientsin such systemsto choose M SAsinstead of man-
aged-carecoverageif they prefer. Thiswould givepa
tientsachanceto avoid managed-careif they fed itistoo
limiting. That choicewould also provideacheck onthe
managed care operations, keeping them from being too
oppressvelest they gart hemorrhaging patientstothe M SA
option. TheM SA option can consequently makethese
managed-carereform plansmuch morepalatableto the
generd public.

These arethe sortsof reformsthat would truly and
comprehensively addressthe Medicaid probleminthe
states. States should focus on these broader reforms,
rather than counterproductive Band-Aid approacheslike
supplemental rebates.

Long-Term Federal Reform

Ultimately, thefederd government must adopt Med-
icaidreformaswell. Thesereformsshouldfollow the
model of the 1996 welfarereform act which thoroughly
modernized the old Aid to Familieswith Dependent
Children (ADFC) program. That act replaced theold
program with asystem of federal block grantsto each
Sate.

Under thenew system, thefedera government pro-
videsaset block grant to each state to be used to meet
the cash welfare needs of those who would be served
by theold program. The statesthen each develop and
implement their own programsto addressthe needs of
thepopulation. Each stateitself must cover itsown costs
above the amount of the block grant. So stateshave
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strongincentivesto develop themost efficient and least
costly programs, and avoid waste and unnecessary
spending. Federa and state policiesalsoled the states
to utilizework programs and incentivesto reduce un-
necessary cogts, which theincentivesof theblock grants
would likely doanyway. Theendresult of suchreform
isthat thewelfarerollshave been reduced by over 50%
acrossthe country, ascompared totheold AFDC pro-
gram.
Congressshould similarly adopt asystem of block
grantsfor Medicaid. Thefederd government would set
theblock grant amount it isgoing to giveto each state
each year to be used for the Medicaid program. The
statewould then befreeto designitsMedicaid program
asit desires, within broad parameters. Federal safe-
guards can beincluded to protect vulnerabl e popul a
tions. The costs of each state’s program above the
amount of thefedera block grant would then beborne
by each state.

With such reform, statescould integratetheir Med-
icaid programsinto thework oriented reformsthat re-
placed theold AFDC program. Stateswould also be
freeto adopt the best systemsthat reduce unnecessary
costs. They would befreeaswell totallor thesystemto
best meet the needs of the varying populationsof each
sate. Atthesametime, federa costswould belimited
to the block grant amounts, and runaway Medicaid
spending could beavoided.

Suchreformin theend would consequently benefit
everyone—thefederal government, the states, Medic-
aid patientsand taxpayers.
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Conclusion

Supplemental rebate programsare counterproduc-
tiveand will not even begin to solvethe problems states
facewiththeir Medicaid programs. Theinnovativepro-
gram adopted by Floridainstead isamuch better alter-
native. But even thisprogramwill not significantly ad-
dressthebig picture.

Statesneed to focusinstead on broader, fundamental
reforms. The Section 1115 waiver already provides
broad federal authority for statesto adopt innovative
and sweeping reforms. If satesusethat authority wisdly,
they canreformtheir Medicaid programsto benefit ev-
eryone—thefedera government, states, Medicaid pa-
tientsand taxpayers.
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