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Why Is There Concern About Costs?

Source: America’s Health Insurance Plans, 2018



State And Local 

Public Health

State Higher 

Education

State Corrections

State Tax Expenditures For 

Income Tax Exemption of  

Employee & Employer 

Premiums

States Carry Majority of Rx Costs

State taxpayers fund some portion of pharmacy benefits for ~25%-30% of a 

state’s population, depending on the state.

Medicaid

State And Local 

Employee And Their 

Dependents
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Common Rx Terms
Brand/Generic “Small Molecule Drugs” 

• Brands

• Require original research and development for approval / approved under a New Drug Application (NDA)

• Can be ‘first in class” or a “me too drug” 

• Generics

• Clinically equivalent to a branded product

• Do not require original research for approval / licensed under an Abbreviated New Drug Application (ANDA)

Biologic/Biosimilar “Large Molecule Drugs”
• Biologics

• Made from living cells; typically not taken orally

• Licensed under a Biologic License Application (BLA)

• Biosimilars 

• Highly similar to a previously approved biologic (not absolutely equivalent)

Price
• The (public) dollar amount charged by the seller

Cost
• The amount paid by the purchaser (may or may not be public)

• Cost may be include an front-end discount or back-end rebate

Price Concession
• Any manufacturer activity that lowers the net cost of a drug for a purchaser or payer

• Rebates (back end) vs. discounts (front end)
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Rx Industry Legal and Regulatory Framework
• Food and Drug Administration, Health and Human Services Department

• Centers for Medicaid and Medicare Services, HHS

• States license supply chain -- wholesaler to end purchasers
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Basics of Product Supply Chain
Manufacturing Plant

Wholesaler & Regional 

Distributor

Hospitals, Pharmacies, 

Nursing Homes, etc. 

Specialty Pharmacy

Doctor, Hospital 

Outpatient, Hospital 

Inpatient

Repackagers operate
in between distributor
and end purchaser
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Who Does What? Manufacturers

• Bringing Drugs to Market

• Set the price 

• Can lease the drug license

• Sales and marketing, life cycle management
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Who Does What? Wholesalers 

• Buy in large quantity 

• Store Rx

• Sell and Ship 

• A wholesaler can be a specialty pharmacy
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Who Does What? PBMs (or Insurers without PBM) 

• Create pharmacy networks 

• Operate formulary

• Reimburse pharmacies and providers 

• Collect manufacturer price concessions 
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Who Does What? Insurers

• Contract with PBMs 

• Why contract with PBMs?

• Set overall premiums

• Run grievance and appeals 

• Are state licensed 
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Who Does What? Pharmacies

• Retail pharmacies 

• Specialty pharmacies 
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Sets list price and 

volume-based 

wholesale discount

Wholesaler

On invoice discounts 

based on volume.  

Buys @ WAC

Regional 

Distributor

On invoice discounts 

based on volume.  

Buys @ WAC plus

Pharmacies, 

Doctors, and 

Hospitals

On invoice discounts 

based on purchase 

volume.  Buys @ 

~AWP minus

Manufacturer

Chargebacks

Insurers/  

PBMs Pay @ 

~AWP minus

Basics of Brand Rx Discounting

*Discounts are “up front” on the invoice
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Basics of Manufacturer Rebates

PBMS
Manufacturers Insurers

Volume & Tier 
Rebates 

Passed thru 
Rebates

Bills for Rebates 

Hospitals

Pays rebates for 
volume or exclusivity

Outpatient 
Pharmacies

Reimburses product  
cost & professional 
fee

Reimburses 
pharmacy spend

Rebates occur after 
dispensing or
sale Horvath Health Policy, Innovations in Healthcare Financing Policy



Business Trends

Insurer
Insurer mergers Insurer/PBM mergers Rise of breakthrough/fast track drugs

PBM

PBM/Chain Drugstore Mergers and treatment of independent pharmacies

Reliance on/impact of rebates Transparency laws

Mfr

Corporate Mergers  Focus on oncology and rare diseases (high priced biologics)

Focus on Wall Street Gross to Net Bubble Profits from price and price increases 

rather than increased product sales 

Provider

340B Program driving provider consolidation and implications for competition

Rise of Specialty Pharmacy  
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Policy Innovations 

Insurer

 Transparency on Rx costs and impact on premiums

 Loss of rebates = Lower Prices?  

PBM

PBM pharmacy network business model under pressure from regulators (pharmacy contracting rules)

Transparency laws State licensure

Proposed federal rule to ban rebates in Medicare Part D and Medicaid Managed Care

Mfr

State and Federal activity to constrain prices and costs in malfunctioning market:

 Drug product and drug price importation  rate setting price increase reporting

Medicare cost negotiations pressure on patent law

Provider

 Federal efforts capture more 340B Rx cost savings from hospitals to payors (Medicare)

 State and federal action on drug costs will squeeze profit margins
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Why State Policy Choices Seem Limited
• Federal Patent law 

• Dormant Commerce Clause

• Medicaid Best Price
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