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HEALTH CARE costs, and consequently employee health 

benefits costs, have been increasing at an alarming rate for nearly 

a decade. While the upward trend in health care costs seems to be 

slowing, cost increases that are outpacing the rate of inflation are 

still commonplace; costs increased at a 6 percent rate in 2008 and 

2009, and are expected to increase similarly in 2010. Avoiding 

rising health care costs is nearly impossible, but you can learn 

about why they continue to rise and what you can do to manage 

costs for your organization and your employees. 

The next few pages will discuss the latest health care cost 

figures, the factors leading to nearly a decade of unprecedented 

rate hikes, and some solutions that firms around the United States 

are undertaking to help soften the blow. 

 
National Health Care Cost and Renewal Rate 

Projections 
Overall national health care costs have been skyrocketing for 

over a decade, and are now just beginning to level off. From 1994 

to 1998, average annual health care cost increases hovered around 

2 percent. From 1999 to 2000, however, costs leapt 9.4 percent 

and the annual percent change then entered and stayed in the 

double digits until finally taking a slight downturn from 2005 to 

2007.  

Exhibit 1A, right, depicts the percent change in average 

annual health care cost increases from 2002 to 2010. Cost 

increased to 6 percent in 2008 and 2009, and Hewitt projects 

health care cost increases to remain at 6 percent into 2010.  

The overall cost of health care has a direct impact on the rates 

employers pay for employee health benefits. Still, health benefits 

costs have varied widely across the country for the last several 

years, hitting some metropolitan areas much harder than others. 

Exhibit 1B, right, illustrates health care cost increases in major 

metropolitan areas in 2009.  
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While the rate increase has slowed in recent years, experts 

expect significant annual increases in health care costs to 

continue indefinitely. According to the 2009 Hewitt Health Value 

Initiative, the average cost of health care benefits for active 

employees rose to $8,607 per year in 2009 and is expected to 

grow to $9,120 in 2010. 

Exhibit 2A, below, shows the average total health benefit 

costs for active employees for the years 2003 to 2010. Exhibit 

2B below depicts the 2009 health care costs per employee in U.S. 

major metropolitan areas. 

According to the survey, employers see consumerism and 

health management as the most effective way to manage health 

benefit costs for the future, as opposed to the simple cost-shifting 

measures that have been used traditionally.  

 
Shift to Consumerism Yields CDHP Growth 
 The percentage of all employers offering a consumer-directed 

health plan (CDHP) based on either a health reimbursement 

account (HRA) or a health savings account (HSA) was 12 percent 

in 2009, a similar percentage to 2008. However, growth in 

CDHPs was found among larger employers, where offerings rose 

from 15 to 18 percent among employers with 200-999 

employees, and from 22 to 28 percent among employers with 

1,000 or more employees. Nationally, enrollment in CDHPs 

remained at 8 percent for all covered employees. This steady 

migration into lower cost CDHPs is one factor helping to hold 

down benefit cost increases.  
Employer account contributions are a standard feature of 

HRAs, with employers contributing an average of $1,052 for 

single coverage. On the other hand, almost a third of HSA 

sponsors do not contribute. Of those that do, the average 

contribution is $1,000 for single coverage.  

The CDHP trend appears to be growing, as more employers 

indicate their interest in offering such a plan. Of firms not 

currently offering a CDHP, 5 percent report that they are very 

likely to offer an HRA plan next year, with 6 percent planning to 

offer a high-deductible option with an HSA. 

 

Factors Leading to Increased Health Care Costs 
 Why are U.S. health care costs skyrocketing? Several market 

conditions working in tandem have lead to a decade of 

unrelenting increases. Understanding why your annual health 

plan renewal rates may be significantly higher than the previous 

year is the key to formulating alternatives and solutions to your 

particular plan’s challenges. It is also the key to educating your 

employees about the reasons behind any plan or contribution 

changes you may decide to introduce. 
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Demographics: The Aging of America 

 It is an inescapable fact: the U.S. population is aging. As a 

result, there is a subsequent rise in the occurrence of chronic 

diseases like asthma, heart disease and cancer, and a resultant 

need for more resources to fight these diseases. This leads to 

elevated utilization of prescription drugs and other medical 

services, and an overall rise in dollar expenditures on health care.  

 

Dramatic Rise of Prescription Drug Costs 

 Please turn to the attached Special Report: Prescription Drug 

Costs and Your Employee Health Plan for a discussion of why 

prescription drug costs are on the rise.  

 

Expansion of Providers 

 One of the major factors driving up the cost of health care is 

the growth of health care providers. While these systems provide 

many benefits to the communities they serve, they also require a 

great deal of capital to fuel their growth. These capital 

expenditures by hospital systems and other providers place 

upward pressure on the costs of many medical services. 

 
Consolidation of Managed Care Companies 

 The landscape of the managed care industry has changed. 

Years of under-pricing, weak underwriting and the costly process 

of assimilating acquisitions has lead to serious dips in 

profitability and stock prices for a large number of carriers. 

Those who couldn’t make the cut have either sold their managed 

care operations to a larger company, or have completely gone out 

of business. Companies that haven’t exited the market altogether 

are now faced with much less competition and a renewed 

commitment to achieving healthy returns. This has ultimately 

resulted in increased rates. 

 

Political Environment and Government Regulation 

 Health care issues, particularly those surrounding health 

plans and medical liability, have become one of the most hotly 

debated topics in the political arena, while health insurance is one 

of the most regulated insurance sectors on both the state and 

federal levels. 

 State and federal mandates have increased twenty-five-fold 

over the last three decades. Often these mandates duplicate or 

conflict with each other, and they almost always come with 

increased costs for the health care system.  

 In coming years that federal regulation will increase, 

following the March 2010 passing of the Patient Protection and 

Affordable Care Act and the subsequent Health Care and 

Education Reconciliation Act of 2010.  

Though these federal efforts aimed to address health care 

quality, costs and accessibility, it is too early to know exactly 

what impact health care reform will have on health care costs as a 

whole. We do know that it will bring considerable changes 

throughout the health care and insurance industries over the next 

decade, including new regulations for health insurance carriers, 

changes to plan administration, restrictions on plan limitations 

and exclusions, additional taxes, changes to Medicare and 

Medicaid, and much more. 

 

Increased Utilization and Consumer Demand 

 Utilization of many health care services has risen over the 

past decade. Factors such as improvements in medical procedures 

and technology, the influence of managed care, elevated 

consumer awareness and demand, and a boost in the number of 

practicing physicians have caused the number of surgical 

procedures and the number of prescription drugs dispensed to rise 

significantly. Other services, such as breast cancer screenings, 

immunizations for children, and diagnostic procedures like CTs 

and MRIs have also experienced sharp utilization increases.  

 

New Medical Technology 

 Life expectancy and disease-specific mortality rates in the 

United States are steadily improving. Old techniques are being 

replaced with new, often expensive treatments using new medical 

devices, diagnostic products, drugs and surgical procedures. 

These include everything from digital mammography to hip 

replacement to radioactive ―seeds‖ used to treat prostate cancer. 

 It is not surprising that these new procedures come with hefty 

price tags, and therefore drive the overall cost of health care — 

and subsequently health benefits costs — upward. 

 

Weakening of the Managed Care System 

 The booming economy of the late 1990s, consumer demand, 

and the regulatory environment discussed above have led to a 

general weakening of the managed care system. 

During the economic boom of the late 1990s, patients and 

employers migrated away from the tightest forms of managed 

care, HMOs. Employers seeking to hire the best employees in the 

competitive job market moved towards offering plans that allow 

patients to see doctors that are ―out-of-network‖ or have much 

less strict referral processes, such as Point-of-Service (POS) 

plans. In addition, many employers making health plan purchase 

decisions focused on keeping employees happy by ensuring that 

most doctors in an area were in the chosen network, rather than 

choosing narrower networks with deeper discounts. 

Provider contracting has also placed a strain on the managed 

care system. Many hospitals that have struggled due to the  

Balanced Budget Act of 1997 — which cut billions of dollars 

from Medicare managed care payments — and by other financial 

difficulties are now willing to walk away from health plans that 

they view as offering insufficient reimbursement rates and 

prohibitive payment practices. In many cases, these threats have 

won hospitals and other providers significant increases in 

reimbursement for the first time in several years. These actions 

are having a domino effect as other providers become more 

courageous and attempt to exert power during negotiations with  
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health plans. 

 With the level of premium increases seen over the last several 

years, employers have backed away from offering rich benefits, 

and instead have employed a number of tactics to reduce costs. 

 

Health Care Spending and Medical Cost Inflation 

 Overall health care spending and medical cost inflation are 

ascending, often due to many of the factors discussed above.  

 

 

Employers React — What Can You Do? 
 You and other employers are undoubtedly trying to determine 

how to keep accelerating health plan rates from having 

debilitating repercussions on your organization. After years of 

trying to absorb most of the costs because of attraction and 

retention issues, many firms are now trying to attack the root 

causes of rising costs with sustained, systemic changes. Small 

businesses in particular continue to face the critical decision to 

raise employee contributions or to discontinue offering the 

coverage altogether.  

 Many employers plan to make significant investments in 

longer term solutions aimed at improving the health and 

productivity of their workers. These strategies involve 

introducing more consumer-driven plans, value-based design, 

improving employee education, influencing positive employee 

behavior changes through disease management and wellness 

programs, and improving the amount and quality of data 

available on health care costs and quality.  

 

Introducing or Expanding Consumerism 

While basic cost-shifting remains a common means for 

managing costs, there is evidence of a movement toward more 

consumer-oriented solutions. Those companies that want to 

balance costs and employee relations are incorporating more of a 

consumerist focus into their plans.  

 

Value-Based Plan Design 

Employers are beginning to acknowledge that cost-shifting and 

cost-cutting strategies are not enough. In addition to the 

consumerism plan designs, employers are looking at new models, 

such as value-based design. This option incentivizes employees 

to use appropriate care and services to manage their health. 

According to Hewitt’s research, almost 20 percent of large 

employers have implemented a value-based design and another 

40 percent are interested in learning more about these plans. 

Improving Employee Education and Communication 

Studies agree that the only way for consumer-driven 

strategies to have their desired impact (to drive smarter consumer 

behavior among employees) is for companies to also invest 

heavily in the communication, education and decision support 

tools that will result in better decision-making by employees and 

their dependents. Requiring active enrollment is increasing, as are 

decision support tools that can help employees evaluate their 

options. 

 

Increasing Disease Management and Wellness Programs 

The number of companies using disease management programs 

and wellness programs continues to grow, according to the 2009 

Kaiser/HRET Employer Health Benefit Survey: 

• Up 4 percent from last year, 58 percent of firms offering 

health benefits offer at least some type of wellness 

program, which could include weight loss programs, 

access to fitness facilities, smoking cessation programs, 

personal or Web-based coaching and education, wellness 

newsletters, and more. 

• Among firms offering health benefits and wellness 

programs, 20 percent of employers report their primary 

reason for offering wellness programs is to improve the 

health of employees and reduce absenteeism. 

 

 Other Strategies for Reducing Costs 

 The following are some additional tactics that employers are 

using to reduce health care costs. 

 

CONTRIBUTION STRATEGIES 

Employers are looking for ways to control costs by 

evaluating how they differentiate contributions for employees 

and their dependents. Pay-based contribution models are also 

commonly used.  

 

DEPENDENT COVERAGE CHANGES 

Changing the rules for dependent coverage may be one way 

to influence employee behavior. The most common practices 

include:  

 implementing higher cost sharing for dependents 

 providing flexible credits for opting out of coverage 

 requiring additional contribution if an employee’s working 

spouse does not accept coverage from his or her own 

employer; 

 requiring an employee’s working spouse to accept coverage 

from his or her own employer 

 

CHANGE PRESCRIPTION DRUG COVERAGE 

Efforts to control overall health care costs by making changes 

to prescription drug benefits include:  

 using a three- or four-tier design 

 increasing coinsurance 

 requiring step therapy 

 encouraging or requiring the use of generics 

 encouraging or requiring mail order of certain drugs 

 using a therapeutic MAC/reverse copay design 

 

Many employers plan to 

invest in longer term 

solutions aimed at improving 

the health and productivity of 

their workers. 
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Which Solution is Right for You? 

Should you pass costs on to employees at the risk of losing 

some of them? Or, should you try to manage costs in some of the 

other ways discussed in this report? Ultimately, it is a decision 

that you need to come to through thoughtful and detailed analysis 

of your plans and with the advice of your broker-consultant. 

 Below are some questions you can address in order to begin 

developing an effective strategy that is right for your 

organization. 

 Is our program structure, plan design and pricing 

appropriate? 

 Do we have the right vendors, services, contracting and 

funding in place? 

 Are our employee communication efforts appropriate and 

effective? 

 Do we have the right disease and case management 

programs for our employees? 

 Do our pricing and plan design features encourage cost-

conscious behavior on the part of our employees? 

 Do our employee communication efforts and resources 

motivate our employees to become educated and effective 

health care consumers? 

 

 

What Should I Tell My Employees? 
It’s a fact: health care costs and health benefit costs continue 

to increase at exceptionally high rates from year to year. You 

want to continue to offer valuable health benefits to your current 

and future employees, and you want those benefits to help you 

attract and retain quality employees. However, you also need to 

consider the cost-effectiveness of those benefits at a time when 

hefty rate hikes are the norm, rather than the exception. 

  

The information contained in this report is designed to help 

you understand why your renewal rates may have increased, and 

to consequently help you educate your employees about the 

reasons for any plan or contribution changes you may have to 

make. If your employees understand current trends in the health 

care industry, they will be more supportive of any such changes 

and will appreciate the resources required to provide them with 

their health care benefits.  ◊   

 

 

 

  

 

Perspectives is provided to Benefit & Compensation Specialists, PLLC 

clients for informational purposes. Please seek qualified and appropriate 

counsel for advice on how to apply the topics discussed herein to your 

employee benefits plan.  

 

Content  2007-2010 Zywave, Inc.  
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Special Report: Prescription Drug Trends 
Ninth Edition

Overview 
Prescription drug costs continue to represent an increasingly 

large portion of health care expenditures. Understanding the 

pharmaceutical market is key to determining new approaches 

for addressing these rising costs. 
 

According to the Centers for Medicare & Medicaid Services 

(CMS), spending in the U.S. for prescription drugs was $216.7 

billion in 2006, more than 5 times the $40.3 billion spent in 

1990.1 While prescription drug spending has been a fairly 

small proportion of national health care spending compared to 

spending for hospital and physician services (10% in 2006, 
compared to 31% and 21%, respectively) it has been one of 

the fastest-growing components, until recently growing at 

double-digit rates compared to single-digit rates for hospital 

and physician services. In 2006, the annual rate of increase in 

prescription spending was 9%, compared to 7% for hospital 

care and 6% for physician services2 (Figure 1). 

Figure 1: Average Annual Percentage Change in 
Selected National Health Expenditures, 1996-2006
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Prescription spending growth slowed from 1999 to 2005 

because of the increased use of generic drugs, the increase in 

tiered copayment benefit plans, changes in the types of drugs 

used, and a decrease in the number of new drugs introduced. 

However, the growth in drug spending in 2006 resulted from 

the increased use of prescription drugs believed to be because 

of the implementation of Medicare Part D, new indications for 

existing drugs, strong growth in several therapeutic classes, 

and increased use of specialty drugs; lower rebates from drug 
manufacturers; and changes in the therapeutic mix of drugs.3 

The portion of prescription drug expenses paid by private 

health insurance has increased substantially over the past 16 

years (from 26% in 1990 to 44% in 2006). This trend has 
contributed to a decline in the share that people pay out of 

their own pockets (from 56% in 1990 to 22% in 2006.) The 

government’s share of expenditures remained fairly constant. 

However, according to the U.S. Department of Health and 

Human Services (HHS), the implementation of the Medicare 

Part D drug program in 2006 significantly changed the mix of 

funding sources, as the government’s share rose from 28% in 

2005 to 34% in 2006, the private insurance portion fell from 

48% to 44%, and the consumer out-of-pocket share declined 

from 24% to 22% (Figure 2). 
 

Notes: Consumer Out-of-Pocket includes direct spending by consumers 

for health care goods and services not covered by a health plan and cost-

sharing amounts (coinsurance, copayments, deductibles) required by 

public and private health plans. It does not include consumer premium 

payments and cost sharing paid by supplementary Medicare policies, 

which are included in the Private Health Insurance category. May not 

add to 100% due to rounding. 

 

Within public funds, the funding shares changed from 7% 

Medicare and 68% Medicaid in 2005, to 53% Medicare and 

26% Medicaid in 2006 (Figure 3, next page). 

 

PROVIDING INSIGHT INTO TODAY'S EMPLOYEE BENEFITS ISSUES 

Figure 2: Percent of Total National Prescription Drug 
Expenditures by Type of Payer, 1990-2006
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Notes: “Medicaid” includes federal and state funds for Medicaid and the 

Medicaid State Children’s Health Insurance Program (SCHIP) 

expansion: “Other Public” includes other federal, state, and local 

expenditures and the Medicaid SCHIP program.  

 

Driving Forces 
According to the Kaiser Family Foundation’s September 2008 

―Prescription Drug Trends‖ report, changes in prescription 

drug spending are primarily driven by three main factors: 

changes in the number of prescriptions dispensed (utilization), 
price changes, and changes in the types of drugs used. 

Increased Utilization. It is a fairly simple concept: More 

people are using more prescription drugs, thereby driving 

overall spending upward. From 1997 to 2007, the number of 

prescriptions purchased increased 72% (from 2.2 billion to 3.8 

billion), compared to a U.S. population growth of 11%. The 

average number of retail prescriptions per capita increased 

from 8.9 in 1997 to 12.6 in 2007.4 The percent of the 

population with a prescription drug expense in 2005 was 59% 

for those under age 65, and 91% for those 65 and older. The 

percentage of these populations with a drug expense has 

remained basically steady since 1997, when they were 59% 
for those under age 65, and 86% for those 65 and older.5 

Increased Prices. Prescription drug prices increased at 3.5% in 

2006 – the same rate as in 2005.6 Retail prescription prices7 

(which reflect both manufacturer price changes for existing 

drugs and changes in use to newer, higher-priced drugs) 

increased an average of 6.9% a year from 1997 to 2007 (from 

an average price of $35.72 to $69.91), more than two-and-a-

half times the average annual inflation rate of 2.6% over the 

same decade. In 2007, the average brand name prescription 

price in was over three times the average generic price 

($119.51 versus $34.34). Manufacturers received 78% of the 
average retail prescription price of $69.91, retailers received 

19%, and wholesalers received 4% in 2007.8 

Changes in Types of Drugs Used. When new drugs enter the 

market and existing drugs lose patent protection, prescription 

drug spending is affected. If new drugs are used in place of 

older, less expensive medications, they can increase overall 

drug spending. In addition, if new drugs supplement rather 

than replace existing drug treatments, or if they treat a 

condition not previously treated with drug therapy, they can 

also lead to increased drug spending. However, new drugs can 

reduce drug spending if they enter the market at a lower price 

than existing drug therapies, for instance, if a new drug enters 

a therapeutic category with one or two dominant brand 

competitors. The number of new drugs approved by the U.S. 

Food and Drug Administration (FDA) has fluctuated over the 

past decade, with 39 approvals in 1997, 27 in 2000, 20 in 

2005, and 18 in 2006.9 

Drug spending can also be reduced when existing brand drugs 

lose patent protection and face competition from new, lower 

cost generic substitutes. Analysis by the FDA shows that 
generic competition is linked with lower drug prices: on 

average, the first generic competitor prices its product only 

slightly lower than the brand-name manufacturer; the second 

generic manufacturer reduces the average generic price to 

nearly half the brand name price; and then prices continue to 

fall at a slower pace as additional generic manufacturers 

market the product. The average generic price falls to 20% or 

lower of a brand’s price for medications with a large number 

of generic equivalents.
10

 

About 75% of FDA-approved drugs have generic 

counterparts. In 2007, 21% of total prescription drug sales and 
65% of total prescriptions dispensed were generic medicines. 

From 2005 to 2006, generic sales rose to 8%.11 Federal 

legislation allowing FDA approval of generic substitutes for 

brand name biologic drugs was initiated in 2007 but has yet to 

be enacted. 

Advertising. Prescription use in general and movement to 

higher-priced drugs can be influenced by advertising. The total 

amount manufacturers spent on advertising declined from 

2004 to 2005 ($11.9 billion to $11.4 billion), rose to $12 

billion in 2006, and declined sharply in 2007 to $10.4 billion. 

This fluctuation is a new trend, as advertising spending had 

increased every year from 1996 to 2004. Advertising directed 
toward consumers (television, radio, magazines, newspapers, 

and outdoor billboards) decreased from 2006 to 2007 (from 

$4.8 to $3.7 billion), and the share directed toward physicians 

(through pharmaceutical representatives and professional 

journals) also decreased (from $7.2 to $6.7 billion). However, 

spending for consumer advertising in 2007 was more than four 

times the amount spent in 1996 ($3.7 billion vs. $0.8 billion), 

while 2007 physician advertising was almost two times the 

1996 amount ($6.7 billion vs. $3.5 billion).12 Changes to 

prescription advertising rules are currently being considered 

by the FDA and Congress. 

Profits. From 1995 to 2002, the number one most profitable 

industry in the nation (profits as a percent of revenues) was 

pharmaceutical manufacturing. It ranked third in 2003 and 

2004, fifth in 2005, second in 2006, and third in 2007 – with 

profits of 15.8%, compared to 5.7% for all Fortune 500 firms 

in 2007.13 Increasing only 3.8% from 2006, prescription drug 

sales were $286.5 billion in 2007 – the smallest growth rate 

since 1961. According to IMS Health, the slower sales growth 

is attributed to loss of exclusivity of brand name medicines, 

fewer new product approvals, the leveling of year-over-year 

growth from the Medicare Part D program, and the impact of 

safety issues.14

Figure 3: Distribution of Total Public Prescription 
Drug Expenditures by Type of Payer, 2005 & 2006

Source: Kaiser Family Foundation calculations using National Health Expenditures 
historical data from Centers for Medicare & Medicaid Services. 
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Insurance Coverage 

Lack of insurance coverage for prescription drugs can be 

detrimental to the industry. An April 2008 survey found that 

uninsured adults ages 18-64 are more than twice as likely as 

those who are insured to say that they or a family member did 

not fill a prescription (45% compared to 22%), cut up pills or 

skipped doses of medicine (38% compared to 18%) in the past 
year because of the cost.15 

Prescription drug coverage comes from several sources, both 

private and public: 

Employer Coverage. The main source of health coverage in 

the U.S. are employers, providing coverage for 177 million 

(59%) of Americans in 2007.16 Sixty percent of employers 

offered health insurance to their employees in 2007, and 65% 

of employees in those firms are covered by their employer’s 

health plan.17 Other employees likely obtained coverage 

through a spouse. Nearly all (98%) of covered workers in 

employer-sponsored plans had a prescription drug benefit in 

2007.18 

Medicare. Previous to January 1, 2006, the traditional 

Medicare program (the federal health program for the elderly 

and disabled) did not provide coverage for outpatient 

prescription drugs. As a result, 27% of seniors age 65 and 

older, and one-third of poor (34%) and near-poor (33%) 

seniors, had no drug coverage in 2003.19 The Medicare 

Prescription Drug, Improvement, and Modernization Act of 

2003 put into effect a voluntary Medicare outpatient 

prescription drug benefit (Part D), under which the 44 million 

Medicare beneficiaries can enroll in private drug plans.  

HHS data shows that as of January 2008, approximately 90% 
of Medicare beneficiaries have drug coverage; 25.4 million 

beneficiaries have Medicare Part D drug coverage from either 

a stand-alone prescription drug plan (17.4 million, including 

6.2 million low-income seniors and people with disabilities, 

known as dual eligibles, who were transferred from Medicaid 

drug coverage to Medicare Part D drug coverage), a Medicare 

Advantage drug plan (7.6 million), or other Medicare health 

plan types (0.4 million). Another 10.2 million beneficiaries 

have coverage from creditable employer or union retiree plans 

(including FEHB and TRICARE retiree coverage.) About 4 

million beneficiaries have creditable drug coverage from the 
VA and other sources, and around 4.6 million beneficiaries did 

not have creditable coverage (were not enrolled in a Part D 

drug plan or a source of creditable coverage.)20  

Medicaid. Medicaid is the joint federal-state program that pays 

for medical assistance to 60 million low-income individuals 

and is the main source of outpatient pharmacy services to the 

low-income population. There are differences in state policies 

in regard to copayments, preferred drugs and amount of 

prescriptions which can be filled, but all state Medicaid 

programs provide coverage for prescription drugs. In 2006, 

about 6 million dual eligibles were transferred from Medicaid 

drug coverage to Medicare Part D drug coverage, representing 
an estimated 14% of Medicaid beneficiaries and accounting 

for about 45% of Medicaid prescription drug spending in 

FY2003.21 States have been required to make payments to 

Medicare to help finance Medicare drug coverage for these 

transferred and future dual eligibles since January 1, 2006. 

Response 
A variety of public and private strategies have been employed 

to try to contain rising prescription drug costs. 

Utilization Management Strategies. Health plans have 

excluded certain drugs from coverage, used quantity 

dispensing limits, and increased enrollee cost-sharing 

amounts. In 2007, 75% of workers with employer-sponsored 
coverage had a cost-sharing arrangement with three or four 

tiers, almost three times the proportion in 2000 (27%).22 

Copayments for nonpreferred drugs climbed from an average 

of $29 in 2000 to $43 in 2007 (an increase of 48%). 

Copayments for preferred drugs increased by 67%, from an 

average of $15 in 2000 to $25 in 2007 (Figure 4). 

Figure 4: Among Covered Workers with Three- or Four-Tier 
Prescription Drug Cost Sharing, Average Copayments, 2000-2007

Source: Kaiser/HRET Survey of Employer-Sponsored Health Benefits, 2000-2007, 
Exhibit 9.4
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Discounts and Rebates. Drug programs, both private and 

public, negotiate with pharmaceutical manufacturers (often 

using pharmacy benefit managers, which are contracted 

organizations) to receive discounts and rebates which are 

applied based on volume, prompt payment, and market share. 
Manufacturers who want their drugs covered by Medicaid 

must provide rebates to state Medicaid programs for the drugs 

they purchase. Somestates have also negotiated additional 

rebates, or supplemental rebates. 

The Department of Veterans Affairs, the Defense Department, 

the Public Health Service, and the Coast Guard – as well as 

other government agencies – participate in a program called 

the Federal Supply Schedule, where they purchase drugs from 

manufacturers at prices equal to or lower than those charged to 

their ―most-favored‖ nonfederal purchasers. In order to 

participate in Medicaid, another program, the Section 304B 

Program, requires manufacturers to provide drugs to certain 
nonfederal entities (such as community health centers and 

disproportionate share hospitals) at reduced prices. This 

program may be expanded, as federal legislation was 

introduced in 2007, but nothing has yet been enacted. 

Medicaid. Prescription drugs have been one of the fastest-

growing Medicaid services. The Deficit Reduction Act of 

2005 gave states more authority to control Medicaid drug 

spending through increased cost sharing for non-preferred 

drugs, changes in the way Medicaid pays pharmacists, 

allowing pharmacists to refuse prescriptions for beneficiaries 
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who don’t pay their cost sharing, and inclusion of authorized 

generic drugs in the calculation of ―best price‖ for drugs. A 

2006 survey of 50 states and D.C. found that more than half 

had Medicaid pharmacy cost containment measures in place in 

FY2006, including preferred drug lists and prior authorization 

programs (about 75% of states), supplemental rebates from 

manufacturers (about 70% of states), and state Maximum 

Allowable Cost (MAC) programs for generic and multi-source 

brand drugs (about 60%); smaller proportions of states were 

members of multi-state purchasing coalitions (about 25%) or 

had limits on quantities dispensed per prescription (about 

20%).23 By 2007, most states had already implemented many 
of these approaches, so new action to control drug spending 

slowed.24 

The Centers for Medicare & Medicaid Services issued a rule 

referred to as the AMP Rule in July 2007 that would have set 

limits on federal government reimbursements to states for 

Medicaid prescriptions; however, in December 2007, a U.S. 

District Court issued a preliminary injunction against this 

change. Several bills have since been introduced in Congress 

to address this issue. 

Medicare. The Medicare Part D drug benefit moved spending 

from the private sector and Medicaid to Medicare, making 
Medicare the nation’s largest public payer of prescription 

drugs in 2006 – when Medicare spending rose from 2% in 

2005 to 18% in 2006 – of total U.S. prescription spending.25 

Medicare is prohibited from directly negotiating drug prices or 

rebates with manufacturers under the Medicare Part D 

legislation, but will rely on the private Part D drug plans to 

negotiate these discounts/rebates. In 2007, the 110th Congress 

considered but did not pass legislation to allow or require 

Medicare to negotiate drug prices with drug makers. 

Purchasing Pools. Some public and private organizations have 

banded together to form prescription drug purchasing pools to 

increase their purchasing power through higher volume and 
shared expertise. Examples include joint purchasing by the 

Department of Defense and VA; multi-state bulk buying pools 

through which states purchase drugs for their Medicaid, state 

employees, senior/low-income/uninsured pharmacy assistance 

programs, or other public programs; and individual state 

purchasing pools.26 

Consumers. In order to reduce their prescription costs, 

consumers are turning to a variety of methods,27 such as 

requesting cheaper drugs or generic drugs from their 

physicians and pharmacies, using the Internet and other 

sources to make price comparisons, using the Internet to 
purchase drugs, buying at discount stores, buying over-the-

counter (OTC) instead of prescribed drugs, buying drugs in 

bulk and pill-splitting, using mail-order pharmacies,28 and 

using pharmaceutical company or state drug assistance 

programs. Over half of physicians say they frequently talk 

with patients about the out-of-pocket costs of medicines they 

prescribe; 62% say they switch patients to less expensive 

drugs, and 58% say they give patients office samples.29 

Importation. The high cost of prescriptions has led some to 

suggest that individuals be permitted to purchase prescription 

products from distributors in Canada or other countries. This 

is referred to as ―importation,‖ or ―reimportation‖ if the drug 

is manufactured in the U.S. Although it is generally not legal 

for individuals or commercial entities such as pharmacies or 

wholesalers to purchase prescription drugs from other 

countries, the government does not always act to stop 

individuals from purchasing drug products across the border. 

Importation of pharmaceutical products from Canada through 

Internet sales and travel to Canada totaled about $700 million 

in sales in 2003 – 0.3% of total U.S. prescription sales. The 

same amount of prescription drugs was estimated to have 

entered the U.S. from the rest of the world, mostly through the 

mail and courier services.30 Legislation enacted in 2006 allows 

U.S. residents to transport up to a 90-day supply of qualified 
drugs from Canada to the U.S. Actual savings amounts, drug 

safety, and marketplace competition and pricing are 

importation issues being debated. 
 

Outlook 
HHS projects U.S. prescription drug spending to increase from 

$216.7 billion in 2006 to $515.7 billion in 2017, a 138% 

increase. The average annual increase in drug spending from 

the previous year is expected to decline from 8.5% in 2006 to 
6.7% in 2007 because of a drop in drug price growth, but then 

rise to 9.6% in 2017 (or an 8.2% average annual increase over 

the 11-year period). Drug spending as a percent of overall 

health spending is projected to increase from 10% in 2006 to 

12% in 2017. HHS asserts that over the next 10 years, drug 

spending growth will accelerate due to a leveling off of 

growth in the use of generic drugs, rising utilization rates, and 

a mild increase of new drugs coming onto the market.31  ◊ 

 

 

 
Reprinted with Permission from the Kaiser Family Foundation. The 
Henry J. Kaiser Family Foundation is a non-profit, private operating 
foundation dedicated to providing information and analysis on health 

care issues to policymakers, the media, the health care community, 
and the general public. The Foundation is not associated with Kaiser 
Permanente or Kaiser Industries. 
 
 

Perspectives is provided to Benefit & Compensation Specialists, PLLC clients 

for informational purposes. Please seek qualified and appropriate counsel for 

advice on how to apply the topics discussed herein to your employee benefits 

plan.  

© 2007-2010 Zywave, Inc.     

 

 

                                                
1 All spending amounts in this report are in current dollars (i.e., not 
adjusted for inflation). 
2 Centers for Medicare & Medicaid Services, National Health 

Expenditure Accounts, Historical, 
www.cms.hhs.gov/NationalHealthExpendData.  
3 Aaron Catlin et al., ―National Health Spending in 2006: A Year of 

Change For Prescription Drugs,‖ Health Affairs 27, no. 1, 
(January/February 2008). 
4 Kaiser Family Foundation calculations using data from IMS Health, 

www.imshealth.com (About Us, Press Room, US Top-Line Industry 
Data), and Census Bureau, www.census.gov. The per capita number 
may differ from the number reported at KFF’s website 
www.statehealthfacts.org because of differing data sources which use 

http://www.cms.hhs.gov/NationalHealthExpendData
http://www.imshealth.com/
http://www.census.gov/
http://www.statehealthfacts.org/


 

 
10 

                                                                                  
different retail pharmacy definitions (e.g., IMS Health includes mail 
order, Verispan does not.) 
5 Agency for Healthcare Research and Quality, Medical Expenditure 

Panel Survey Component Data, ―Prescription Medicines – Mean and 
Median Expenses per Person with Expense and Distribution of 
Expenses by Source of Payment,‖ table 2, 1997 and 2005, 
www.meps.ahrg.gov/mepsweb.  
6 Aaron Catlin et al., ―National Health Spending in 2006: A Year of 

Change for Prescription Drugs,‖ Health Affairs 27, no. 1, 
(January/February 2008). 
7 Retail prescription prices reflect the prices paid by insured and 

uninsured patients, and do not reflect rebates, discounts, and other 
payments that in effect lower the cost of prescriptions. 
8 Kaiser Family Foundation calculations using data from the National 

Association of Chain Drug Stores, ―Industry Facts-at-a-Glance,‖ 
www.nacds.org (based on data from IMS Health), and Consumer 
Price Index, U.S. City Average, All items, from the Bureau of Labor 
Statistics, www.bls.gov.  
9 U.S. Food and Drug Administration, www.fda.gov/cder/rdmt; 2004-

2007 data include new BLAs (biologic license applications) for 
therapeutic biologic products transferred from FDA’s Center for 
Biologics Evaluation and Research to its Center for Drug Evaluation 
and Research. 
10 U.S. Food and Drug Administration, Center for Drug Evaluation 

and Research, ―Generic Competition and Drug Prices,‖ 
www.fda.gov/cder/ogd/generic_competition.htm.  
11 Generic Pharmaceutical Association, 

www.gphaonline.org/Content/NavigationMenu/AboutGenerics/Statis
tics/default.htm.  
12 IMS Health, www.imshealth.com (About Us, Press Room, 2007 

US Top-Line Industry Data); Kaiser Family Foundation, Prescription 
Drug Trends, a chartbook, (July 2000), ex. 3.13, 
www.kff.org/rxdrugs/3019-index.cfm. The data on spending for 
advertising directed toward physicians excludes the retail value of 
drug samples left at sales visits to physicians’ offices, which totaled 
about $16 billion in 2004, the last year such data were available 
online from IMS Health. 
13 Fortune 500 online, 

http://money.cnn.com/magazines/fortune/fortune500/2008/performer
s/industries/profits/index.html, and personal communication; April 
issues of Fortune magazine. 
14 ―Moderating Growth Reflects Impact of Patent Expirations, Fewer 

Product Approvals, Maturing Medicare Part D Program, and Safety 
Issues,‖ IMS Health Press Release (March 12, 2008), 
http://imshealth.com/ims/portal/front/articleC/0,2777,6599_3665_83
470499,00.html  
15 Kaiser Family Foundation, Kaiser Public Opinion Survey Brief, 
Economic Problems Facing Families (April 2008), p.4, 
www.kff.org/kaiserpolls/upload/7773.pdf.  
16 U.S. Census Bureau, Income, Poverty and Health Insurance 

Coverage in the United States: 2007 (August 2008), Table C-1, p.61, 
www.census.gov/prod/2008pubs/p60-235.pdf.  
17 Kaiser Family Foundation and Health Research and Educational 

Trust, Employer Health Benefits 2007 Annual Survey (September 
2007), pp.36 and 51, www.kff.org/insurance/7672/upload/76723.pdf.  
18 Ibid, p.134, www.kff.org/insurance/7672/upload/76723.pdf.  
19 Dana Gelb Safran et al., ―Prescription Drug Coverage and Seniors: 
Findings from a 2003 National Survey,‖ Health Affairs, Web 

Exclusive (April 19, 2005): W5-160, 
www.kff.org/medicare/med041905pkg.cfm.  

                                                                                  
20 Kaiser Family Foundation, The Medicare Prescription Drug 

Benefit, (February 2008), 
www.kff.org/medicare/upload/7044_08.pdf.  
21 Kaiser Family Foundation calculations using data from John 
Holahan and Arunabh Ghosh, Dual Eligibles: Medicaid Enrollment 

and Spending for Medicare Beneficiaries in 2000 (Kaiser 
Commission on Medicaid and the Uninsured, July 2005), 8,10,21, 
www.kff.org/medicaid/7346.cfm.  
22 Kaiser Family Foundation and Health Research and Educational 

Trust, op. cit., Ex. 9.1, www.kff.org/insurance/7672/sections/ehbs07-
9-1.cfm.  
23 Kaiser Family Foundation calculations using data from Vernon 
Smith et al., Low Medicaid Spending Growth Amid Rebounding State 

Revenues: Results from a 50-State Medicaid Budget Survey, State 
Fiscal Years 2006 and 2007 (Kaiser Commission on Medicaid and 
the Uninsured, October 2006), 39, fig. 24, 
www.kff.org/medicaid/upload/7569.pdf.  
24 Kaiser Commission on Medicaid and the Uninsured, Few Options 

for States to Control Medicaid Spending in a Declining Economy 
(April 2008), p.3, www.kff.org/medicaid/upload/7769.pdf.  
25 Aaron Catlin et al., op.cit., ex.4, p.19. 
26 National Conference of State Legislatures, ―Pharmaceutical Bulk 
Purchasing: Multi-state and Inter-agency Plans, 2008 edition‖ 
(updated May 8, 2008), www.ncsl.org/programs/health/bulkrx.htm.  
27 Devon Herrick, National Center for Policy Analysis, Shopping for 

Drugs: 2004, National Center for Policy Analysis, Policy Report No. 
270 (October 2004), www.ncpa.org/pub/st/st270.  
28 U.S. mail services sales have increased 54% since 2003, though 

their share of total U.S. prescription sales has increased only slightly 
– 2007: $44.6 billion in sales, 16% of total prescription sales; 2003: 
$28.9 billion in sales, 13% of total prescription sales. IMS Health, 
www.imshealth.com (About Us, Press Room, US Top-Line Industry 
Data, 2007 U.S.). 
29 Kaiser Family Foundation, Prescription Drugs: Advertising, Out-

of-Pocket Costs, and Patient Safety from the Perspective of Doctors 
and Pharmacists (November 2006), 
www.kff.org/kaiserpolls/upload/7583.pdf.  
30 U.S. Department of Health and Human Services Task Force on 

Drug Importation, Report on Prescription Drug Importation 
(December 2004), ix, www.hhs.gov/importtaskforce/Report1220.pdf.  
31 Sean Keehan et al., ―Health Spending Projections Through 2017: 

The Baby-Boom Generation is Coming to Medicare,‖ Health Affairs, 
Web Exclusive (February 26, 2008), w145-w155. 

http://www.meps.ahrg.gov/mepsweb
http://www.nacds.org/
http://www.bls.gov/
http://www.fda.gov/cder/rdmt
http://www.fda.gov/cder/ogd/generic_competition.htm
http://www.gphaonline.org/Content/NavigationMenu/AboutGenerics/Statistics/default.htm
http://www.gphaonline.org/Content/NavigationMenu/AboutGenerics/Statistics/default.htm
http://www.imshealth.com/
http://www.kff.org/rxdrugs/3019-index.cfm
http://money.cnn.com/magazines/fortune/fortune500/2008/performers/industries/profits/index.html
http://money.cnn.com/magazines/fortune/fortune500/2008/performers/industries/profits/index.html
http://imshealth.com/ims/portal/front/articleC/0,2777,6599_3665_83470499,00.html
http://imshealth.com/ims/portal/front/articleC/0,2777,6599_3665_83470499,00.html
http://www.kff.org/kaiserpolls/upload/7773.pdf
http://www.census.gov/prod/2008pubs/p60-235.pdf
http://www.kff.org/insurance/7672/upload/76723.pdf
http://www.kff.org/insurance/7672/upload/76723.pdf
http://www.kff.org/medicare/med041905pkg.cfm
http://www.kff.org/medicare/upload/7044_08.pdf
http://www.kff.org/medicaid/7346.cfm
http://www.kff.org/insurance/7672/sections/ehbs07-9-1.cfm
http://www.kff.org/insurance/7672/sections/ehbs07-9-1.cfm
http://www.kff.org/medicaid/upload/7569.pdf
http://www.kff.org/medicaid/upload/7769.pdf
http://www.ncsl.org/programs/health/bulkrx.htm
http://www.ncpa.org/pub/st/st270
http://www.imshealth.com/
http://www.kff.org/kaiserpolls/upload/7583.pdf
http://www.hhs.gov/importtaskforce/Report1220.pdf

