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Executive Summary

In the United States, patients grapple with a sense of bewilderment over the opaque nature of drug pricing,
fueling a pervasive feeling of helplessness amidst soaring healthcare costs. There's a prevailing perception
that every link in the drug supply chain prioritizes profit margins over patient well-being, amplifying the strain
on individuals who must make agonizing choices between vital medications and basic necessities. The stark
reality of this dilemma reverberates across social media platforms, serving as a poignant reminder of the
profound affordability challenges plaguing the healthcare system. This reality fuels an escalating demand
for comprehensive reforms to revolutionize how medicines are procured in the nation.

Despite a decade of federal and state initiatives aimed at mitigating the impact of escalating drug prices,
public frustration persists unabated. What adds to the confounding nature of the issue is the paradox
wherein some individuals express satisfaction with their health coverage while concurrently advocating for
payment reforms. The intricate labyrinth through which medications are bought and sold is shrouded in
secrecy, fostering a climate ripe for sowing seeds of distrust.

Into this environment, we conducted a study of the pharmacy benefits and reimbursement trends within the
state of Washington. For the first time ever within our publicly available research work, we have the
opportunity to not just analyze drug pricing trends from the perspective of pharmacy providers who buy and
sell medications to patients, but also from commercial plan sponsors, who provide the majority of individuals
with their access to prescription drug insurance.

In our analysis of more than nine million prescription drug claims from both small retail pharmacies and
commercial employers in the state of Washington from 2020 to 2023, we found that pharmacies and plan
sponsors have relatively divergent perspectives on the rate of change of prescription drug prices within the
state of Washington.
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In one example of how spread pricing can exacerbate disconnects in drug pricing experiences, while retail
pharmacies were paid $18.77 below their acquisition cost for the popular addiction treatment medication
buprenorphine-naloxone SL (generic Suboxone), plan sponsors were charged $100.12 above the
underlying drug cost.
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BUPRENORPHINE-NALOXONE 8-2 MG SL, ESTIMATED PER RX IMPACT OF
SPREAD OVERPAYMENTS
(PLAN SPONSOR PERSPECTIVE)

Plan Payment averaged $100.12
above the underlying drug cost

Pharmacy Reimbursement
averaged $18.77 below the
drug cost

PLAN PAYMENT NADAC PHARMACY REIMBURSEMENT

We also found other compelling takeaways that could further explain the divergent perspectives of brand
and generic prices. While plan sponsors clearly would identify brand-name drugs as a key driver of their
overall gross health expenditures; pharmacies are likely to identify generic drug pricing challenges as the
key driver impacting the long-term viability of their business. For example, within the retail pharmacy data
we analyzed, brand drugs accounted for 71% of total sales for the retail pharmacy data set but represented
just 4% of estimated retail pharmacy margin whereas as generic drugs were 29% of sales and 96% of margin.
Said differently, a slight reduction in generic reimbursement might not appear as impactful to overall plan
sponsors but may be make-or-break propositions to retail pharmacies.

The observation of differing priorities

related to ‘f”ug prices is pOFe”“a”y h?'PfU' “Prescription drugs is the fastest growing spend for
to explaining why historic prescription 4,401 cost of care at the Association of

drug pricing reform attempts have not . 7 .
been universally recognized as successful. Washington Cities Employee Benefit Trust. In order

The recognition that plan sponsors and  t0 meet our fiduciary responsibility to the insured
pharmacies have potentially conflicting members, we must lift the veil on opaque drug

realities, despite servicing effectively the  prjcing to achieve real price transparency.”
same group of consumers, led us to

investigate variability of drug prices by  _carol Wilmes, Director of Member Pooling, AWC and Chairperson,
pharmacy class of trade. In essence, if the  Washington Health Alliance

small chain and independent pharmacies

that participated in our study are

experiencing reimbursement pressure, but the employers that participated in our study are feeling cost
pressure, we wanted to see if other types of pharmacies were experiencing similar trends or conversely, if
other types of pharmacies were driving more costs to the plan sponsors than others.

Class of trade is a nebulous term that recognizes that the value of leveraged pricing discounts (the principal
way that we price drugs within contracts) fails to treat the same drug equally (on the basis of a drug’s price)
based simply upon differences in where the medication costs were incurred. Said differently, class of trade
distinctions acknowledge that the value or pricing of drugs may differ depending on where they ar
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dispensed or sold, such as retail pharmacies, specialty pharmacies, or mail-order pharmacies and not what
is being sold (i.e., the underlying drug is the same, but price is different based on the location from where it
is obtained). This recognition led us to evaluate multiple ways in which traditional retail drugs end up with
variable costs for commercial plan sponsors within Washington.

In that vein, we found that when it comes to the dispensing of medicines that typically flow through the retail
channel, the greatest beneficiary from a profitability perspective would appear to be non-retail pharmacies.
On generic drugs, the studied Washington plan sponsor data suggests that the average markups on these
medicines in the mail-order channel are more than four times the estimated margins yielded by grocery
store pharmacies. Meanwhile, for brand drugs, the studied Washington plan sponsor data suggests that the
average markups on these medicines in the mail-order channel are more than 35 times the estimated
margins yielded by small chain and independent pharmacies.
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One example explored within this report was for the multiple sclerosis medication teriflunomide (generic
Aubagio). Teriflunomide products have relatively similar drug prices (as measured by AWP); however, the
cost of this medication can vary significantly depending upon whether it is dispensed by a cost-plus mail
pharmacy or a PBM-affiliated specialty mail-order pharmacy. Our analysis found plan sponsors being
charged an average of $4,465 per teriflunomide prescription at PBM-affiliated mail-order pharmacies
despite the same drug being available at Mark Cuban Cost Plus Drug Company for less than $20.
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Such pricing activity appears to occur separately and apart from the underlying drug manufacturer-set
prices, as even the same NDCs can have different prices on the same day (both within the studied pharmacy
provider data and plan sponsor data). The divergent nature of drug costs in these respects is an often
uninvestigated and understudied aspect of our nation’s unique drug pricing paradigm.

In conclusion, our report identifies that drug pricing is a complicated endeavor subject to many potential
competing incentives. It has become evident that meaningful reforms to the landscape of drug pricing are
improbable as long as the process remains enshrouded in secrecy, hindering comprehensive and
transparent evaluation. The phenomenon whereby the same medication, dispensed on the same day, for
the same health plan can have potentially variable costs underscores the systemic dysfunction that pervades
the current framework of U.S. drug pricing. In such an environment of variable costs, the outcomes are
predictably unpredictable - undermining the efficacy of relying solely on competitive financial forces to
rectify the prevailing cost disparities that our report highlights.
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Introduction

The pharmaceutical industry plays a pivotal role in advancing medical science and enhancing the quality of
healthcare in the U.S. However, as breakthrough therapies emerge, so too does the intricate manner in which
drugs are bought and sold. The world of prescription drug pricing is complex and multifaceted, with
numerous affordability challenges that can arise due to misalignment of incentives between the stakeholders
in the delivery of prescription medications to patients. Understanding the dynamics among these key players
is crucial for advancing a better understanding of a system that often leaves stakeholders grappling with
conflicting outcomes despite the same underlying transactional claims between them.

From the viewpoint of payers - which include insurance companies, government health programs, and
employers - the primary concern revolves around striking a balance between managing healthcare budgets
and ensuring access to essential medications. Payers, generally via third party administrators like pharmacy
benefit managers (PBMs), negotiate drug prices with pharmaceutical manufacturers and healthcare
providers to secure favorable terms for the medications covered by their plans. The escalating costs of some
drugs - particularly specialty medications and those treating chronic conditions - have presented an ongoing
challenge to the budgets of payers. Most patients in the United States access drug coverage through
employer-sponsored health plans. The ability of employers to appropriately manage drug spend ultimately
impacts patient costs through cost-sharing requirements and/or the costs of the health insurance premiums,
but can also impact employers ability to otherwise invest in their business (i.e., capital improvements or
increases in employee compensation).

Consider the illustrative case of a new oncology drug that promises groundbreaking results for the cancer it
treats but comes with a substantial cost. Payers must grapple with the ethical dilemma of ensuring access to
this potential life-saving treatment while safeguarding the financial sustainability of their healthcare plans.
The pharmaceutical industry argues that the high costs are justified by the substantial investments required
for research and development, rigorous clinical trials, navigating regulatory hurdles, and the broader value
proposition that medicines have to patient well-being and the overall costs of care. Payers, on the other
hand, emphasize the need for cost-effectiveness and affordability. The tension between these perspectives
has sparked debates over the appropriateness of pricing models, leading to calls for transparency and
reform to ensure that patients can access life-saving treatments without compromising the financial
sustainability of healthcare financial systems.

In the midst of this proverbial tug-of-war between manufacturers, plan sponsors, and patients, pharmacies
serve as critical clinical intermediaries - facing their own unique set of challenges in the drug pricing
landscape. The procurement of medications at negotiated prices, reimbursement rates from payers, the
ability of patients to afford their medications (based upon their cost sharing), and the intricacies of drug
pricing structures all deeply influence the viability of pharmacy practices. The business of pharmacy helps
ensure that patients can reasonably access medications and services in settings that are best suited for their
needs (convenience, quality, service offerings, etc.). When pharmacies face business headwinds, their long-
term viability is potentially threatened, which can lead to changes in pharmacy hours, pharmacy closures
(leading to potential pharmacy deserts), reductions in staffing, declines in quality, elimination of services,
and less access to patients.

Independent pharmacies, in particular, often find themselves grappling with lower reimbursement rates and
tighter margins than what may be experienced by other pharmacies in the marketplace. On the other hand,
larger pharmacy chains with greater negotiating power may navigate these challenges more effectively. The
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pharmacy's role in counseling patients on medication adherence, managing chronic diseases, and potential
cost-saving alternatives adds an ethical dimension to the pricing debate. Striking a balance between financial
viability and ensuring positive patient outcomes remains a constant juggling act for pharmacies in the
intricate web of drug pricing.

For patients, drug pricing is not merely an abstract economic concept - it directly impacts their access to
necessary treatments, financial stability, and overall well-being. Affordability concerns often force patients
to make challenging decisions between necessary medications and other essential expenses. The rising
prevalence of high-deductible health plans alongside rising drug costs contributes to a broader
conversation about cost-shifting and health equity.

Consider the illustrative example of a patient managing a chronic condition, faced with the reality of
escalating drug prices and the resulting strain on personal finances. The complexities of tiered formularies,
where insurance plans categorize medications into different cost tiers, further compound these challenges.
The varying levels of coverage and the impact of co-payments and co-insurance add layers of complexity to
patients' financial burdens. Advocacy groups and patient organizations are increasingly vocal in their calls
for pricing transparency, policy reforms, and initiatives that prioritize patient-centric approaches to ensure
equitable access to affordable medications.

Of course, this all means that the priorities of each stakeholder can oftentimes be in direct conflict with the
priorities of other stakeholders. More financial value for manufacturers can mean higher costs for plans and
patients; more financial value for patients can mean higher can mean higher costs for plans; more financial
value for plans can mean higher costs for patients; etc. The intricate dance between payers, pharmacies, and
patients within the realm of drug pricing reflects the broader complexities and nuances of the healthcare
system. As the pharmaceutical landscape continues to evolve, it is imperative to address these diverse
perspectives and seek collaborative solutions that balance innovation, fiscal responsibility, and patient
access.

Purpose

In our experience working with a variety of plan sponsors at 3 Axis Advisors, we have seen firsthand how the
complexity and conflicts within prescription drug pricing can create significant and costly challenges for plan
sponsors and patients. And while most of our prior public-facing studies have revolved around the
experiences of providers, patients, and public payers like Medicaid and Medicare, this first-of-its-kind report
aims to examine prescription drug payment data in the State of Washington - with a heavy focus on the
documented experiences of stakeholders within the commercial marketplace - shedding light on the diverse
perspectives surrounding drug prices within the market. To facilitate this comprehensive analysis, 3 Axis
Advisors procured over six million prescription claims from both independent and small chain pharmacies,
as well as over three million prescription claims from private, commercial plan sponsors operating within the
State of Washington. By scrutinizing pharmacy costs across these distinct perspectives, the analysis
endeavors to unravel the intricate web of influences shaping the reality of drug pricing, highlighting how our
position within the drug supply chain significantly shapes our perception of these costs.

This report was commissioned by the Washington State Pharmacy Association for the purpose of
understanding prescription reimbursement and cost trends in the state.
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Readers familiar with our work may find it beneficial to skip the Overview of the Drug Supply Chain,
Drug Pricing Benchmarks and Prescription Drug Contracting section of our report and begin on page
27 with the section titled Analysis of Washington Prescription Drug Expenditures.
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An Overview of the Drug Supply Chain, Drug Pricing Benchmarks, and Prescription Drug

Contracting

Before we begin our analysis, we should recognize that U.S. drug pricing is complex. Thus, familiarity with
common drug pricing benchmarks and the supply chain will assist in fully interpreting the analysis. Prior to
beginning our analysis, the following sections are intended to be a brief introduction into the key factors that
influence how patients pay for the medications they obtain.

The U.S. Prescription Drug Supply Chain

The U.S. prescription drug supply chain is the logistical process by which people produce, use, pay for, and
manage medications. A complex network of stakeholders and processes are involved in getting medications
to individuals who need them each and every day. Figure 1 from the Drug Channels Institute provides the
highest-level overview of the U.S. drug supply chain and just maybe the most famous diagram of its design
and flow of dollars.’

Figure 1: The U.S. Pharmacy Distribution and Reimbursement System for Retail Drugs, Drug Channels Institute (2024)

The U.S. Pharmacy Distribution and Reimbursement System for
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Starting with the product (blue lines), the U.S. drug supply chain begins with pharmaceutical manufacturers

(tfﬂ) who research, develop, and produce prescription drugs. Federal regulations are intended to ensure
that drugs developed by manufacturers are safe and effective before reaching U.S. consumers; however,
drug manufacturers do not (in general) directly sell their products to pharmacies.? Rather, the largest
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customer of the physical products made by drug manufacturers is an often-overlooked group of
stakeholders - drug wholesalers.

In the broader retail marketplace, wholesalers act as intermediaries between the producers and sellers of

products. Drug wholesalers (ﬂp) are no different, acting as intermediaries between drug producers (i.e.,
manufacturers) and sellers of prescription medications (i.e., pharmacies). Drug wholesalers purchase
medications in bulk from manufacturers and then sell and distribute those medications to various retail
pharmacies, hospitals, clinics, and other healthcare facilities. Some of the largest corporations in America
(McKesson, AmerisourceBergen, Cardinal Health) businesses principally involves drug wholesaling.?

) & 4

Drug wholesalers’ primary customers are pharmacies (= ). Pharmacies, specifically retail pharmacies, are
the principal means for patients to obtain prescription medications (the next most common being mail-order
pharmacies and then clinics).* Pharmacists dispense drugs to patients, perform drug utilization review,
provide medication counseling, and offer other pharmaceutical and clinical services. Such services can
include healthcare screenings, drug administration, and disease state management programs. A pharmacy'’s
customers include both the patient and the patient’s insurance (as both will be involved in compensating the
pharmacy for their products and services).

To be clear, the U.S. drug supply chain involves additional stakeholders, such as physicians who prescribe
medications, patients, research institutions, pharmacy benefit managers (PBMs), health insurers, plan
sponsors, and others; however, in order to understand how hundreds of billions of dollars are spent annually |
on prescription drugs, we need to focus on how the consumer prescription drug transaction actually
functions.

Prescription Drug Contracting

Prescription drug insurance (i.e., pharmacy benefits) is intended to help individuals and families afford the
medications they need to prevent illness and treat disease. It does so by offering financial assistance for the
cost of medications, generally as part of a broader package of health insurance benefits (i.e., medical
coverage). It is estimated that greater than 80% of Americans have prescription drug coverage, either
through an employer-sponsored health plan, government plan, or shopping the individual marketplace of
health plans.®

Under the law, insurance companies and group health plans will provide beneficiaries with a concise
document, called the Summary of Benefits and Coverage, that details, in plain language, information about
health plan benefits and coverage.® Because there is no universal form of healthcare in the U.S., health
insurance coverage is highly individualized and ultimately directed and determined by contracts. This
approach to healthcare helps explain why the same set of services can be expensive to one individual and
more affordable to another - simply put, an individual’s health insurance coverage entitles them to different
levels of financial assistance for covered healthcare services. While this overview is true for U.S. healthcare
broadly, it is certainly true for prescription drugs. The coverage an individual has for prescription drugs,
including the costs they pay, are ultimately determined by contracts. This includes the aforementioned
contract between the patient and their health plan (generally through their employer), but also includes the
contract between the health plan and the PBM and the contract between the PBM and pharmacy providers.
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Patient to Health Plan Contracts

According to Kaiser Family Foundation, the majority of Americans contract for health insurance (and
prescription drug coverage) through their job in what is typically referred to as employer sponsored
healthcare coverage.” Beyond the wage an employee receives for their job, most employers also pre-
negotiate healthcare coverage that their employees can purchase through their job as a benefit (hence this
form of insurance is also referred to as group health insurance). From one employer to the next, each may
offer differing levels of financial assistance for healthcare, and the benefit package ultimately offered from
employers can provide competitive advantages to employers when competing for labor. At the same time,
employer-sponsored healthcare coverage means that the average consumer has little insight into the
process of negotiating a healthcare benefit package.

Although there are many ways by which healthcare benefits can be handled (HMOs, PPOs, EPOs, etc.),
surveys indicate that most employees have limited options within their employer regarding which plans are
available for them to sign up for (e.g. 77% of firms offered only one option in 2023).2 Furthermore, the high
cost of healthcare generally discourages individuals from foregoing health insurance through their employer
and just paying cash for healthcare goods and services.

At the same time, individuals in government-sponsored health plans, the largest of which are Medicare and
Medicaid, often have greater choice in the types of health insurance available to them. For example, as of
2023, the average Medicare beneficiary had up to 43 Medicare Advantage plans or 24 stand-alone Medicare
Part D plans to choose from in their specific area.” Similarly, many state Medicaid programs require qualified
individuals to elect from one of several Managed Care Organizations (MCOs) for their health insurance
coverage.

Unsurprisingly, many individuals find the process of selecting coverage confusing and frustrating. It can be
difficult to compare plans, particularly when individuals report feeling underqualified to evaluate their plan
choices and do not fully understand the terms and conditions of the policy.’ This is especially the case when
one has historically only had one plan option during their employment(i.e., working age) and then transitions
to dozens of options in old age (when healthcare needs are likely greater). Furthermore, life is unpredictable.
The coverage limits selected at the start of the year may not ultimately align with an individual’s healthcare
needs during the year.

Regardless of how a person obtains coverage, none are going to directly negotiate the rate of prescription
drug costs within their health plan. Rather, the health plan will have negotiated payment rates for drugs
through contracting with a PBM.

Health Plan to PBM Contracts

When health plans provide drug coverage to their covered enrollees, they typically do so based upon a
contract with PBMs. Specifically, health plans engage in a negotiation process to establish agreements that
govern the management of prescription drug benefits for their members. The negotiated contract terms
outline the responsibilities, and financial arrangements between the health plan and the PBM, with the goal
of ensuring efficient and cost-effective access to medications for plan members.

The contract between a health plan and a PBM is generally a voluminous document that discusses provisions
such as the list of drugs members will have access to (the formulary), and under what set of circumstances
they can obtain that access (the prior authorization criteria). In addition, the contract will outline requirements
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for network adequacy, or the idea that members will be generally able to access medications via
conveniently located pharmacy providers. This in turn means that the PBM will be responsible for developing
and maintaining a network of pharmacies that enrollees can present their drug insurance card at in order to
get the financial benefit of their insurance.

Health plans and PBMs will ultimately agree to the benefit and cost management strategy of the negotiated
drug coverage. This involves determining not only the health plan’s cost for prescription medications, but
also the member cost-sharing responsibilities such as copayments, coinsurance, and deductibles. Health
plans need to understand their drug cost such that they can properly underwrite their insurance policies for
sale to their customers (either individuals directly purchasing plans or employer groups) and ensure
compliance with regulations that govern insurance offerings (such as compliance with Medical Loss Ratio
[MLRY]). In general, health plan costs for drugs are tied to drug pricing benchmarks of either the dispensing
pharmacy (i.e., U&C) or the drug manufacturer (i.e., discount to AWP). In other words, the health plan pays
the lower of what discount they secured through their leverage or the asking price of the pharmacy provider.
Health plans and PBMs use these cost benchmarks to ultimately underwrite their insurance policies to ensure
sufficient financial reserves exist to service enrollee health claims and support the business.

PBM to Pharmacy Provider Contracts

Before detailing drug pricing benchmarks, we need to briefly discuss how PBMs develop a pharmacy
network. In order for prescription drug insurance to be of value, covered individuals need to be able to use
their prescription drug benefits card in the places where they get their prescriptions filled - namely,
pharmacies.

Pharmacy network contracting is a process through which PBMs negotiate agreements with pharmacies to
establish which pharmacies will provide prescription medications to their plan members and under what
terms via near instantaneous transactions. The main objectives of pharmacy network contracting are to
ensure convenient access to medications for plan members while at the same time helping to lower drug
costs. By establishing a network of pharmacies, insurance companies and PBMs aim to create a network of
preferred providers with which they have negotiated pricing arrangements and other terms.

Pharmacy providers can, and do, sell medications to individuals without insurance. In general, the sale of a
medication to an individual without insurance is done at the pharmacy’s usual & customary (U&C) rate. The
U&C rate, properly set, will cover the costthe pharmacy paid to acquire the medication from their wholesaler,
the cost of labor to prepare the medication for the individual’s prescription, and profit to sustain and grow
the business.

In most situations, negotiated rates by PBMs are lower than the pharmacy’s U&C rate. This is because in
exchange for accepting lower payment, the PBM is able to direct their enrolled members to the pharmacy’s
business. Recall that eight out of every ten Americans have drug coverage. To forgo participation in PBM
networks is to risk losing out on the overwhelming majority of a pharmacy’'s potential customer base.
However, pharmacies obviously have concerns about what prices a third-party may choose to reimburse
them for their products and services - especially larger PBMs that may represent a significant portion of their
covered patient base. As a result, their pharmacy network contract with the PBM generally sets
reimbursement terms in relation to prescription drug pricing benchmarks. Drug pricing benchmarks
represent published prices for drugs based upon various attempts to contextualize aspects, including
pricing behavior, of the U.S. prescription drug supply chain. Therefore, the pricing benchmark selected plays
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a key role in determining the finances of both the pharmacy provider, but also the insurer / PBM, which can
also impact patient cost-sharing.

Drug Pricing Benchmarks

Many are surprised to learn that despite all the public fervor over the prices of medicines, there is no single
price for prescription drugs. In order to bring a drug to market, a manufacturer will have statutory obligations
to establish a multitude of drug prices. Depending on the way the drug is sold, this can include, but are not
necessarily limited to, an Average Sales Price (ASP), an Average Manufacturer Price (AMP), a Wholesale
Acquisition Cost (WAC), and an Average Wholesale Price (AWP) or Suggested Wholesale Price (SWP). From
there, other drug supply chain participants may have obligations or contribute to other potential drug
pricing benchmarks (such as the aforementioned U&C prices set by pharmacies). All told, there are more
than a dozen ways to contextualize drug prices within our drug supply chain. Several of these benchmarks
will be critical to this study, and so we briefly review each below.

Wholesale Acquisition Cost (WAC)

WAC is the list price that drug manufacturers make available to drug wholesalers. By definition, this price
does not include discounts, rebates, or other reductions when published. Said differently, there are
allowable retrospective price concessions that will reduce the net transaction price (the final price paid) paid
by the drug wholesaler. We are confident in what WAC is supposed to represent within the drug supply
chain, because the definition of WAC is defined in federal law [42 USC 1395w-3a(c)(6)(B)]. The federal
definition removes ambiguity related to what this price should represent when published.

As part of the definition, we know that WAC does not reflect discounts, rebates, or other forms of price
concessions for drugs. Most brand drug price concessions occur after the sale of the prescription and are
between the PBM and manufacturer (i.e., not the wholesaler). For example, we know that for most
commercial payers, brand rebates exceed 20%." As will be seen later, pharmacies do not generally
recognize discounts of over 5% for brand medications (see NADAC below). This is the opposite for generic
drugs, where most discounts occur before the retail sale of the drug and happen within the manufacturer-
wholesaler-pharmacy relationship.’ Because the discounting of drug prices for brand drugs is primarily
recognized retrospectively and with the PBM (as opposed to the wholesaler), the WAC price may provide a
reasonable estimated retail pharmacy cost to acquire brand drugs, but itis not nearly as reliable for generics.

Despite the federal definition and understanding of what WAC represents, WAC is not a prevailing drug
price within pharmacy transactions at the point-of-sale. In other words, WAC is generally not relied upon to
determine retail drug prices for either plan sponsors or pharmacies. Rather, the drug supply chain generally
relies upon the pricing benchmark of AWP in setting aggregate drug pricing guarantees between parties.

Average Wholesale Price (AWP)

In many forms of manufacturing, including those outside of prescription drugs when a manufacturer
convinces a retailer to stock and sell their product, they generally provide a Manufacturer Suggested Retail
Price (MSRP) to facilitate the retailer making money off the sale of their product. The purpose of the
manufacturer’s suggested retail price is the standardization of selling prices among different retail locations
that generally ensures that all parties involved in the transaction (manufacturer, wholesalers, retailer) will
earn profits at the end of the final sale.” The greater the gap between the wholesale cost and MSRP “sticker

" Note that either the PBM or wholesaler may secure discounts from manufacturers through Group Purchasing Organizations (GPOs).
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price,” the greater opportunity for a retailer to profit. Prescription drugs also have a “sticker price” that is
above the actual cost to acquire, and that enables the supply chain to make money. This “sticker price” is
known as AWP, which unlike the prior pricing benchmark of WAC, AWP has no federal statute that can
reliably inform us what AWP is supposed to represent. As a result, AWP can be many times greater than
any other drug pricing benchmark. For example, consider the following data (Figure 2 below), which
identifies the typical relationship between a prescription drug’s AWP as a multiple of its WAC price based
on the license type granted for medications entering the market. Note: the U.S. Food and Drug
Administration approves drugs on the basis of submitted New Drug Applications (NDAs), Biologic License
Applications (BLAs) or Abbreviated New Drug Applications (ANDAs).

Figure 2: Median AWP to WAC Ratio based on FDA Application Type, 2023
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Regardless of how a drug comes to market, the AWP is generally 20% or more of the underlying WAC.
Because of the lack of federal statute regulating AWP, our understanding of what AWP is and represents is
informed primarily from suppliers of prescription benchmark pricing data. The most common suppliers of
prescription drug pricing benchmark data, (i.e., WAC, AWP, and others), are Medi-Span and First Databank.
AWP is also the oldest prescription drug pricing benchmark, having existed in some way, shape, or form
since the 1960s (and arguably the beginning of prescription drug insurance as we know it today).” In no
small part due to its origin as the oldest pricing benchmark, the contracts governing drug payment between
health plans and PBMs - as well as PBM and pharmacy networks - are often based on AWP.

While the fact that contracts are using AWP - a benchmark known to effectively represent nothing in regard
to the actual cost of a prescription medication - may surprise you, traditional PBMs attempt to overcome the
unreliability of AWP not by abandoning the pricing benchmark, but rather, through discounting the AWP
and/or creating upper limits on payments. Discounting is an approach to pricing where the AWP payment
is discounted by a certain percentage. To be more specific, when health plans negotiate drug costs with
PBMs, they do so in terms of a discount to AWP (often referred to as an “effective rate”). Examples within the
public domain demonstrate that plan sponsors, whether alone or through health brokers, often evaluate
PBM options as a reflection of the AWP discounts they offer. An example, on the next page (Figure 3), is
from an evaluation conducted by GBS for San Juan County in 2023 that shows how PBMs are evaluated for
their AWP-based discounts™:

it Sourced: US Food and Drug Administration (FDA) and Medi-Span PriceRx
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Figure 3: Example of Plan Sponsor PBM Evaluation
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While the above is specific to plan sponsors, similar guarantees are made when pharmacy networks are
constructed. Both plan sponsors and pharmacy discounts may be differentiated by type of drug (i.e., brand
or generic) as well as trade classification (i.e., retail, mail, or specialty). Nevertheless, all are typically
expressed in terms of a discount to AWP."™ Outside of AWP-based discounts, contracts can often include
upper payment limits. These limits generally take the form of maximum allowable cost (MAC) lists. Like AWP
discounts, MAC lists may be negotiated by health plans and/or pharmacy networks as part of the PBM
contracting process with either group.

Maximum Allowable Cost (MAC)

MAC pricing is a PBM-generated catalog that includes an upper limit for the listed drug products. In general,
MAC lists are limited to competitive, multisource drugs (frequently referred to as generic drugs). Generic
drugs are eligible to be assigned a MAC price by the PBM because of the potential for numerous
manufacturers to compete to produce the product, with many different potential price points because of
that competition. In simple terms, if there are multiple manufacturers making interchangeable versions of
the same drug, the PBM is granted latitude to assign the drug’s price outside of the drug's AWP, WAC, or
other benchmark price (ostensibly based on lower cost versions of the available product) that will be used
as the prevailing rate for all versions of the drug. In contrast, brand or other exclusive products lack the type
of price competition yielded among interchangeable generic competitors, as there is only one manufacturer
of the product. A MAC list sets a per unit price for a particular generic drug regardless of the WAC, or the
AWP, or other pricing benchmarks. MAC lists are designed by the PBM through market research and are
meant to encourage efficient pharmacy purchasing.’ Note that MAC lists frequently lack a consistent,
binding legal framework for how they are to be explicitly determined, nor are they generally published by
drug reference file sources. A frequent criticism of MAC lists is that they are often not reflective of actual
market conditions and therefore do not create incentives for efficient purchases."’

National Average Drug Acquisition Cost (NADAC)

The last published pricing benchmark we should understand before we begin our analysis is the National
Average Drug Acquisition Cost (NADAC). NADAC is not a manufacturer-set price, as it is created via a survey
of retail pharmacy invoice acquisition costs for medications. As a result, NADAC represents the average
invoice cost a retail pharmacy pays to acquire a drug. NADAC was developed by the Centers for Medicare
and Medicaid Services (CMS), “to provide a national reference file to assist State Medicaid programs in the
pricing of Covered Outpatient Drug claims to reflect the Actual Acquisition Cost (AAC) of drugs.” As such,
NADAC's goal is to be the most comprehensive public measurement of market-based retail pharmacy
acquisition costs available.

To be clear, NADAC pricing reflects some, but not all, discounts in pricing. We know this because much like
WAC, NADAC has a statutory definition we can rely upon to understand what it is supposed to contextualize
about the drug supply chain [42 USC 1396r-8(f)]. As a result, we may compare a drug’s NADAC to that same
drug’'s WAC price to determine the percent discount off invoice a pharmacy pays to acquire a drug. A review
of NADAC pricing over time (Figure 4 on the next page) tells us that brand medications are typically
acquired by pharmacies at a mean WAC discount of approximately 4.7% and median of 4%, whereas generic
medications may be acquired at much greater discounts, exceeding mean and median AWP discounts of
80% and 40% respectively.
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Figure 4: NADAC Equivalency to Other Drug Pricing Benchmarks'i

. Brand Legend Drugs Generic Legend Drugs
Quarter Ending
WAC Mean | WAC Median | AWP Mean | AWP Median | WAC Mean | WAC Median | AWP Mean | AWP Median
March 2023 -4.9% -4.0% -20.9% -20.0% -47. 7% -51.9% -83.1% -90.7%
June 2023 -5.0% -4.0% -21.0% -20.0% -46.5% -50.9% -83.0% -90.9%
September 2023 -4.9% -4.0% -21.0% -20.0% -47.4% -51.8% -83.4% -91.1%
December 2023 -4, 8% -4.1% -20.8% -20.1% -45.0% -49.3% -B2.7% -90.9%
March 2024 -4.6% -4.1% -20.6% -20.1% -44. 2% -48.8% -82.5% -90.5%

Unlike brand drugs, much of the discounting for generic drugs that occurs between the wholesaler and
manufacturer ends up reflected in pharmacies’ cost to acquire (based upon NADAC). Returning to our prior
Wholesale Acquisition Cost (WAC) section and Figure 4 above, we understand that WAC, via its federal
definition, reflects the wholesale list price between the generic drug manufacturer and the wholesaler.
However, we can see that the wholesaler is making available to pharmacies 50% discounts to the WAC price
for generic drugs. The wholesaler is likely not providing these discounts in a way that materially harms its
finances, suggesting the wholesaler is acquiring the generic products for greater than a 50% discount off
WAC. Generic drugs often have multiple manufacturers, creating wholesale pricing competition. For this
reason, generic manufacturers provide significant discounts on list price (WAC) to wholesalers to incentivize
distributing their product over a competitor. Then, a portion of the drug’s discounts are reflected in the price
the distributor uses to sell to their customers, such as retail pharmacies. This is because the competitor
product can be made available to the pharmacy provider to purchase in other ways outside of the wholesaler
who negotiated the price discount (such as selling directly to the pharmacy or via a secondary wholesaler).
In general, the competition results in retail pharmacies acquiring generic drugs at discounts averaging 80%
to 90% off WAC (as suggested by the NADAC pricing benchmark) but can be much higher or lower
depending on the specific drug, market competition, and other forms of price concessions that exist within
contracts between wholesalers and pharmacies (not discussed here).

Now that we have a better understanding of how pharmacies purchase products and the approximate prices
they pay to acquire them (i.e., WAC for brands and NADAC for generics), we need to understand how
pharmacies sell products. As stated, most pharmacies sell products to individuals with prescription drug
insurance, and the majority of insurance claims are not basing the price of the drug off of WAC or NADAC,
but rather off of a third pricing benchmark AWP.

Negotiated Price and Pharmacy Claims

For claims to be paid, as described above, there must be a contract between the PBM and the pharmacy
that details drug payment terms. For prescription benefits to have value to consumers at the local level,
consumers must be able to present their pharmacy benefit card at pharmacies in close proximity to their
location. The availability of pharmacy providers and the desire for lower negotiated rates creates competitive
forces within the pharmacy network contract.'®

PBMs establish a network of pharmacies for consumers to use by contracting either directly with individual
pharmacies (often referred to as direct contracts) or in group contract arrangements. Large chain pharmacies
have many pharmacy locations and often contract in a chain/group arrangement, utilizing their multiple
locations as leverage to negotiate reimbursement terms and gain access into PBM networks. Smaller
pharmacies may not be attractive enough to PBMs for inclusion into the network on an individual, direct

il Source: Myers and Stauffer, LC via Medicaid.gov
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basis. Rather, smaller pharmacies often achieve access to PBM network contracts through a Pharmacy
Services Administrative Organization (PSAQO). The PSAQO allows smaller pharmacies to be part of a larger
collection of pharmacies to gain access to the PBM networks. In addition, a PSAO removes much of the
administrative burden associated with contracting.” Moving forward in this report, when we refer to a
pharmacy network from the pharmacy provider point of view, we are referring to PSAO/chain contracting
group arrangements.

A PBM's negotiated price is the contractual price for which a PBM and pharmacy (or pharmacy network) has
agreed upon for a particular transaction. And while that definition is relatively simple on paper, it is a fairly
complex process. A transaction occurs when a pharmacy submits an electronic claim for payment for a
particular product, service, or combination of both. At the most basic level, the transaction is comprised of
payment for product (ingredient cost), a fee to cover overhead associated with the dispensing of the product
(dispensing fee), and an additional optional payment (incentive amount) if the pharmacy performed a service
beyond dispensing, such as administering a vaccine.

The National Council for Prescription Drug Programs (NCPDP) governs the standard for pharmacy claims
transactions between pharmacy providers and third-party payers (i.e., PBMs). This ensures that all payers
and pharmacies utilize a uniform data schema. The formula for calculating total amount paid for any given
transaction is as follows?°:

Total Amount Paid (NCDPD Field# 509-F9) = Ingredient Cost Paid (NCPDP Field# 506-F6)
+ Dispensing Fee Paid (NCPDP Field# 507-F7)
+ Incentive Amount Paid (NCPDP Field# 521-FL)
+ Other Amount Paid (NCPDP Field# 565-J4)
+ Flat Sales Tax Amount Paid (NCPDP Field# 558-AW)
+ Percentage Sales Tax Amount Paid (NCPDP Field # 559-AX)
- Patient Pay Amount (NCPDP Field # 505-F5)
- Other Payer Amount Recognized (NCPDP Field # 566-J5)

Source: National Council of Prescription Drug Programs (NCPDP) Telecommunication Standards D.0

A successful paid transaction results in the pharmacy receiving payment from the PBM at the negotiated rate
for the claim (inclusive of an ingredient cost paid plus payment in any of the other fields per the contract).
The PBM's client will then receive a bill for the transaction. Like many other drug supply chain participants,
PBMs can benefit when everyone receives a different price. For example, the PBM may pay a provider one
price and then bill a client a higher price, creating what's typically referred to as a “spread.” In this scenario,
the PBM not only facilitates the transaction, but also is afforded the opaque ability to set different prices at
either end of the transaction, creating a gap within the transaction that can generate profit for the PBM
without disclosure to the plan sponsor.

To contextualize, we may turn to the stock market. Take for example a brokerage firm providing a service in
which a seller of a stock may list a security for a particular price, say $100, and a buyer may purchase the
security at that price. To facilitate the transaction, the brokerage firm may charge a small fee, say $1, known
by all parties. There are many buyers and sellers using the firm's platform, and all transactions are posted. In
this scenario, everyone knows the price of the stock, as well as the brokerage's transaction fee. The prices
are transparent and determined directly between the buyer and seller as the firm facilitates the transaction
(Figure 5 on the next page).

BA Understanding Drug Pricing from Divergent Perspectives: State of Washington Prescription Drug Pricing Analysis




Figure 5: Role of Intermediary in an Efficient Marketplace

The Intermediary’s Role in an Efficient Marketplace
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Now consider the opposite (Figure 6), in which the seller does not list the price of the security but instead
the brokerage firm negotiates all transactions privately with buyers. Despite not assuming a fiduciary
relationship with the buyer, the brokerage firm assures the seller that they will negotiate a great price. In
private, the firm tells the buyer that the market price is $110 for the same security that sold above for $100.
The buyer has no way of knowing the true market-clearing rate for the security, as those prices are not
transparent, meaning the buyer must take the brokerage firm's word. The firm then goes back to the seller
and informs them that the security sold for $90. So, the buyer is unaware that the broker obtained the security
for $90 and charged them $110, and the seller is unaware that the broker sold the security for $110 despite
acquiring it for $90. The $20 gap is unknown to either end of the transaction, allowing the broker to maximize
returns through pushing both ends further apart.

Figure 6: Overview of Spread Pricing Process

Spread Pricing in a Generic Drug Transaction
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In the scenario of Figure 6, the buy and sell price was established entirely by the facilitator, who gets to
arbitrage the arrangement (that is, set different prices between buyer and seller). As we move forward and

BA Understanding Drug Pricing from Divergent Perspectives: State of Washington Prescription Drug Pricing Analysis




discuss factors that influence a drug's price, it is beneficial to consider how various payment arrangements
positively or negatively impact various stakeholders in the drug channel, such as the manufacturers,
wholesalers, pharmacies, beneficiaries, purchasers of prescription drugs lacking drug insurance, PBMs, and
plan sponsors. As in the stock market example, we will need to ensure an understanding of the component
costs that determine the drug price for any given transaction.

Ingredient Cost Paid

The ingredient cost paid component (NCPDP Field# 506-F6) of pharmacy reimbursement represents the
price reimbursed by PBMs to the pharmacy for the drug product dispensed. The ingredient cost reimbursed
at the point-of-sale (POS) is determined by the contract between the PBM and/or pharmacy (whether that
contract was directly negotiated by the pharmacy or as part of a broader network contract the pharmacy is
participating within). As already stated, retail drug pricing is complex due to the variety of pricing
benchmarks (i.e., NADAC, MAC, AWP, WAC, AAC, etc.) which could be used as the basis to pay and bill
claims. However, complexity is increased when we recognize that the basis of paying a pharmacy for their
dispensed drugs can be further contextualized by no less than 19 unique values, which may be provided in
a claim response to designate why a particular calculation was utilized to determine a drug’s cost. In the
NCPDP telecommunication standards shown in Figure 7, you can see that the PBM can indicate that the
claim was paid in more than a dozen different ways. Said differently, there is a lot of allowable variability in
the methods used to assign a price to a drug beyond the price originally set by the manufacturer.

Figure 7: Basis of Reimbursement Determinationv

Code /

Meaning Meaning Definition Text

Value

0 Mot Specified of Provided

1 Used to indicate when reimbursement is equal to the amount billed by the provider for the prescription Used to indicate when reimbursement is equal to the amount billed by the provider for the prescription
item. item.

2 Used to indicate when reimbursement is based upon the average wholesale price for the prescription item. Used to indicate when reimbursement iz based upon the average wholesale price for the prescription item.

3 Used to indicate when reimbursement is based on a discounted average wholesale price for the Used to indicate when reimbursement is based on a discounted average wholesale price for the
prescription item. prescription item

4 Indicates when the ingredient cost reimbursed to the provider is based upon the submitted Usual and Indicates when the ingredient cost reimbursed to the provider is based upon the submitted Usual and
Customary Price. Customary Price.

5 Used to indicate that the processor has compared submitted U&C to the cost plus the fee (May be either  Used to indicate that the processor has compared submitied U&C to the cost plug the fee (May be either
their negotiated value for cost plus fee, or the submitied cost and fee), and is paying the lower of the their negotiated value for cost plus fee, or the submitied cost and fee), and is paying the lower of the
amounis amounts.

6 Indicates when the ingredient cost reimbursed to the provider is based upon a payer's Maximum Allowable Indicates when fhe ingredient cost reimbursed to the provider is based upon a payer's Maximum Allowable
Cost list. (when MAC Basis of Cost was submitted) Cost list. (when MAC Basis of Cost was submitied)

7 Indicates when the ingredient cost reimbursed to the provider is based upon a payer's Maximum Allowable Indicates when the ingredient cost reimbursed to the provider is based upon a payer's Maximum Allowable
Cost list. (when other than MAC Basis of Cost was submitied) Cost list. (when other than MAC Basis of Cost was submitied)

8 Price based upon contractual agreement between trading partners Price based upon contractual agreement between trading partners.

9 Used to indicate when reimbursement is based upon the actual cost of the item. Used to indicate when reimbursement is based upon the aciual cost of the item

10 The average sales price (ASP) is a cost basis required by and reported to CMS for pricing Medicare Part B The average sales price (ASP) is a cost basis required by and reported to CMS for pricing Medicare Part B
drugs. drugs.

" The average price paid to manufacturers by wholesalers for drugs distributed to the retail class oftrade.  The average price paid to manufaciurers by wholesalers for drugs distributed to the refail class of trade;
calculated net of chargebacks, discounts, rebates, and other benefits tied to the purchase of the drug calculated net of chargebacks, discounts, rebates, and other benefits tied to the purchase of the drug
product, regardiess of whether these incentives are paid to the wholesaler or the retailer. product, regardiess of whether these incentives are paid to the wholesaler or the retailer

12 Price available under Section 340B of the Public Health Service Act of 1992 including sub-ceiling Price available under Section 340B of the Public Health Service Act of 1992 including sub-ceiling
purchases authorized by Section 340B (a)(10) and those made through the Prime Vendor Program purchases authorized by Section 340B (a)(10) and those made through the Prime Vendor Program
(Section 340B(a)(8)). Applicable only to submissions to fee for service Medicaid programs when required  (Section 340B(a)(8)). Applicable only fo submissions fo fee for service Medicaid programs when required
by law or regulation by law or regulation

13 A cost as defined in Title XIX, Section 1927 of the Social Security Act A cost as defined in Title XIX, Section 1927 of the Social Security Act

14 Indicates reimbursement was based on the Other Payer-Patient Responsibility Amount (352-NQ) Indicates reimbursement was based on the Other Payer-Patient Responsibility Amount (352-NQ)

15 Indicates reimbursement was based on the Patient Pay Amount (505-F5) Indicates reimbursement was based on the Patient Pay Amount {505-F5)

16 Indicates reimbursement was based on the Coupon Value Amount (487-NE) submitted or coupon amount Indicates reimbursement was based on the Coupon Value Amount (487-NE) submitted or coupon amount
determined by the processor. determined by the processor.

17 Indicates the reimbursement was based on the cost calculated by the pharmacy for the drug for this Indicates the reimbursement was based on the cost calculated by the pharmacy for the drug for this
special patient special patient

18 Represents the manufacturer's published catalog or list price for a drug product to non-wholesalers. Direct Represents the manufacturer's published catalog or list price for a drug product to non-wholesalers. Direct
Price does not represent actual transaction prices and does not include prompt pay or other discounts,  Price does nof represent actual transaction prices and does not include prompt pay or other discounts,
rebates or reductions. rebates or reductions

19 State mandated level of reimbursement for Workers® Compensation or Property and Casualty prescription State mandated level of reimbursement for Workers' Compensation or Property and Casuslty prescription
services. services.

Dispensing Fees

A dispensing fee is also a component of the total amount paid for prescription medications. A dispensing
fee is meant to cover pharmacy overhead costs associated with filling a prescription and is separate from the
drug ingredient payment. Overhead includes but is not limited to payroll costs, time necessary to perform
drug utilization review (DUR), prescription department cost (i.e., prescription containers, insurance, licenses,
technology fees, and transaction fees), facility costs (i.e., rent, utilities, maintenance), and technology fees

WV Source: National Council of Prescription Drug Programs (NCPDP) Telecommunication Standards D.0
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(i.e., software, electronic submission charges). Past research from the National Association of Chain Drug
Stores (NACDS) estimates the average retail pharmacy cost to dispense at roughly $12.40 (for non-specialty
drugs).?" Previous analysis by 3 Axis Advisors suggests state-run fee-for-service (FFS) Medicaid systems’
dispensing fees - which are required by the federal government to accurately approximate pharmacy cost
of dispensing - generally range from and average between $10 and $12 per prescription with the mean in
Q3 2022 (date of last update by CMS) being approximately $11 (Figure 8).

Figure 8: Overview of Individual State Medicaid Pharmacy Dispensing Fees"
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V Source: Medicaid Covered Outpatient Prescription Drug Reimbursement Information by State, Quarter Ending June 2022
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Analysis of Washington Prescription Drug Expenditures

The variability in prescription drug contracting and pricing benchmarks can be attributed, in part, to the
segmented nature of prescription drug insurance in the U.S. There is no single, universal source of
prescription drug insurance and so drug pricing analyses are generally distinguished by the source of drug
insurance funding. The most common designations are commercial insurance (i.e., employer-sponsored
health plans), Medicare benefits (benefits available to individuals over the age of 65 funded through payroll
taxes), and Medicaid benefits (entitlement benefits based on means-testing, jointly funded between state
and federal taxes). As already identified, PBMs support the various sources of prescription drug insurance in
providing patients with access to their drug insurance benefit (regardless of the origin of the prescription
insurance).

The PBM market is highly consolidated, with the largest PBMs having near-total market share. According to
data compiled by Drug Channels Institute, the top six PBMs in 2023 accounted for 94% of all pharmacy
claims dispensed.?? As we begin our study of retail pharmacy reimbursement data, we wanted to first analyze
the role of market segmentation.

The Makeup of the U.S. Drug Insurance Marketplace

We began our analysis by segmenting the data in terms of PBMs and line of business to visualize the
distribution of data. Pharmacy data makes it relatively easier to identify PBMs, based on the billing standards |
of the National Council of Prescription Drug Programs (NCPDP). Despite PBM market share consolidation,
the Pharmaceutical Care Management Association (PCMA) reports that there are more than 70 PBMs in
operation at present, meaning that any effort to display all unique results would result in visualizations that
would be difficult to interpret.?®> To investigate PBM market consolidation, we began by evaluating all
received pharmacy claim point-of-sale (POS) payment data, as well as overall drug costs received across all
received plan sponsor claims, by the PBMs flagged on the claim. To do this, we relied upon the Medicare
BIN and PCN assignments to identify Medicare claims, the payer sheets and provider manuals for the various
PBMs to identify Medicaid claims, and finally assigned all other claims that were not Medicare and Medicaid
as Commercial claims (with exceptions to remove drug discount cards, coupon cards, etc.; see
Methodology).?

Our first set of visualizations of the data display the distribution of claims payment (i.e., total dollars) between
the industry’s largest PBMs (i.e., CVS Caremark, Evernorth Express Scripts, UnitedHealth Group OptumRx),
the various payer types (i.e., Medicaid, Medicare, and Commercial), and the proportion of drug costs paid
for by the plan sponsor and the patient. We display the results in Sankey charts by pharmacy (Figure 9 on
the next page) and payer (Figure 10 on the next page). Sankey charts are used to visualize the flow of data,
allowing for identification in relationships that may exist among groupings.
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Figure 9: Pharmacy Reimbursement by PBM, Line of Business, and Plan/Member Cost Exposure, Studied Pharmacy Data
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Figure 10: Payer Cost by PBM and Plan/Member Cost Exposure, Studied Payer Data
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According to the pharmacy data we have, the three largest PBMs were responsible for more than 80% of
payments to pharmacies. Amongst pharmacy data, Medicaid claims represented 24% of all received
reimbursements, Medicare 43%, and commercial the remaining 33%. Patients paid roughly 10% of the
overall pharmacy POS reimbursement, although payment from patients was differentiated by source of
coverage. In the Medicaid program, as anticipated, patients were responsible for 1% of drug reimbursement

. Member Paid
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to pharmacy. In Medicare, patients were responsible for 11% of drug reimbursements to pharmacies. Within
commercial pharmacy claims, patients were responsible for 13% of pharmacy reimbursement.

According to the payer data, the largest PBMs were responsible for half of all payer costs. All the received
data was from commercial plan sponsors in Washington state and the distribution of cost between the plan
sponsor and the patient was 94% borne by the plan and 6% borne by the patient.

We believe that this background provides sufficient information to begin our analysis of the impact of drug
prices within Washington.

Overall Drug Pricing Trends

Our analysis of drug pricing begins by examining the overall drug costs across all received pharmacy-
received claims, as well as overall drug costs received across all payer-received claims. We start our analysis
here as it seems a reasonable starting point to assess the overall trends in Washington drug prices across
the differing perspectives of the primary providers of prescription medications to patients (i.e., pharmacies)
and the primary payers for pharmacy services (i.e., plan sponsors). We present the information in Figure 11

(below) in 30-day equivalent costs. These costs are calculated by determining the cost per drug, per day and
Total Payment

multiplying by 30 (i.e., 30 — day Equivalent Cost = ( )x 30). Because we have more pharmacy

Total Days Supply
claims than payer claims, a simple presentation of gross costs would not be appropriate. We present the
information in 30-day equivalent cost as a means to create a more appropriate cost comparison as it will
normalize data between various suppliers of prescription medications into cost per day amounts (see
Methodology section later in this report for more details).

By starting our analysis with an evaluation of overall drug costs between the two experienced realities, we
can begin to get an understanding of the underlying differentiated perspective issues related to drug costs
throughout Washington. As can be seen in Figure 11, our payer claims data demonstrates a higher, year-
over-year (YoY) increase in drug costs in Washington than what was observed in the pharmacy claims.

Figure 11: Comparison of Overall Drug Cost, 30-Day Equivalent (2020 — 2023)

Comparison of Overall Drug Cost, 30-Day Equivalent
Health Plan Cost vs. Pharmacy Reimbursement, 2020 to 2023
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While we will use the 30-day equivalent cost for most of our analysis, for the sake of investigating its
appropriateness, we present below a simple average cost per prescription analysis (i.e., total payment
divided by total prescription count). As can be seen in Figure 12 below, there is little difference in the
calculated trends between these analyses.

Figure 12: Comparison of Overall Drug Costs, Avg Cost per Rx (2020 — 2023)

Comparison of Overall Drug Cost, Avg Cost per Rx
Health Plan Cost vs. Pharmacy Reimbursement, 2020 to 2023
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Said differently, although Figure 12 is more subject to utilization differences, such as the variability in
number of 30-day retail supplies (anticipated higher unit cost) vs. 90-day mail supplies (anticipated lower
unit costs), the presence of these utilization differences does not appear influential enough to impact the
overall direction of the trend in observation.

To be specific, in Figure 11, payer costs increased $40.12 per 30-day equivalent (+30%) over the four-year
period and pharmacy reimbursement increased $5.71 per 30-day equivalent (+8%) over the same
timeframe. In Figure 12, where we performed a simple average cost per prescription, payer costs increased
$55.60 (+37%) and pharmacy reimbursement increased $5.32 (+6%) over the four-year period. Thus,
regardless of which frame of reference we take, we can see how payers in Washington have potentially
divergent perspectives on drug costs relative to community pharmacies (the largest provider group of
pharmacy services). As a means of comparison, in the pandemic and post-pandemic era, inflation has been
a topic of great focus. The plan sponsor data suggests a perspective on drug cost increases equivalent to
grocery cost changes over the four-year period; however, pharmacy drug costs trends (which theoretically
make up the experience of plan sponsor costs) show a trend roughly a third or a fourth lower.?

This high-level observation forms the basis of the remainder of our analyses within the report - attempting
to understand what drove payer costs to increase at roughly four times the rate of retail pharmacy
reimbursement. At a high-level, our initial analysis suggests that directionally, the degree to which plan
sponsors spend more on medicines, small pharmacies are receiving proportionally less compensation over
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time, which invites the question of why a particular sector of the retail channel is not having the same
experience as the plan sponsors they serve.

In reviewing the overall cost per year for 30-day equivalent prescription drugs (Figure 11), we observe a
30% increase over the four-year period (6.8% compounded annual growth rate [CAGR]) for health plan
sponsors, whereas pharmacy claim reimbursements increased 8% (2% CAGR). Again, as a means of
comparison, consider the overall inflation trends over the same period relative to the observations in Figure
11. As shown in Figure 13 (below), the studied Washington plan sponsor drug expenditures exceeded the
rates of inflation overall, whereas the retail pharmacy reimbursement experience did not keep up with
inflation.?¢

Figure 13: Price Change Comparisons Relative to Inflation (2020 — 2023)

PRICE CHANGE COMPARISONS RELATIVE TO INFLATION
2020 TO 2023
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In order to understand what is driving this overall difference, we need to segment the data to better
understand and investigate the underlying causes for these diverging pricing experiences. To start, our
payer data was limited to commercial payers. Although employer-sponsored health plans (i.e., commercial
health plans) are the primary way individuals obtain health coverage in the United States, they are not the
only source of third-party payment for prescription drugs. Government-run health programs such as
Medicare and Medicaid represent significant sources of prescription drug coverage, and therefore, a large
customer base of pharmacy claims (see Figure 9). As federal programs, rules governing Medicare and
Medicaid are different from the rules governing commercial programs. The programmatic differences are
significant enough that they have an impact on the anticipated reimbursement for drugs at the pharmacy
counter. For example, Medicaid programs can require that drug reimbursement reflect actual drug costs,
and Medicare payments (during the timeframe of this study) include distorting elements like direct-and-
indirect remuneration (DIR). These factors make it generally hazardous to compare overall pharmacy
experience — which includes Medicare, Medicaid, and other payers — to a data set of health plans limited to
just commercial payers.
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According to the Congressional Research Service (CRS), in 2022, roughly 92% of the U.S. population was
insured, with 18.5% getting insurance through Medicare, 21.2% getting insurance through Medicaid, and
54.8% getting insurance via a group health plan (i.e., employer-sponsored, commercial).?” As a result, we
begin by segmenting the studied Washington retail pharmacy claims data into payer type (Figure 14; see
Methodology for how segmentation occurred) and limiting our comparisons of the overall commercial
payer experience to the pharmacy reimbursement from the subset of commercially insured claims (Figure
15).

Figure 14: Studied Washington Retail Pharmacy Claim Counts by Line of Business

Studied Washington Retail Pharmacy Claims, Payment by Line of
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Figure 15: Comparison of Overall Drug Cost, 30-Day Equivalent, Commercial Claims (2020 — 2023)
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Recall from Figure 9 that commercial reimbursements to pharmacies represented approximately 33% of
overall reimbursements. However, according to Figure 14 (on the prior page), commercial claims are
approximately 39% of all claim activity at our studied Washington retail pharmacies. The fact that claim count
associated with commercial claims (Figure 14) is higher than the spending proportionality (Figure 9) is
suggestive that the reimbursement that pharmacies receive from commercial payers will be meaningfully
different than the type of reimbursement they receive from other payer types. At a minimum, it is suggestive
thatthere is less reimbursement per claim associated with commercial claims to pharmacies than other payer
types, which could result in unique challenges relative to other payer types to pharmacies. As a result, we
begin our deeper dive into the data with the commercial claims data sets of both the studied plan sponsors
and the studied retail pharmacies.

Commercial Trends

While the segmentation into payer type
helps provide a more apples-to-apples  “Prescription drugs is the fastest growing spend for

comparison, it still results in divergent  our total cost of care at the Association of
perSpeCt_'st C:c” drug CTSt_S O‘éer tt‘je four- Washington Cities Employee Benefit Trust. In order
year period of ol analysis. Based upon 4, meet our fiduciary responsibility to the insured

Figure 15 (on the prior page), payers’ ] .
perspectives on drug costs  are members, we must lift the veil on opaque drug

unchanged from our Figure 11 pricing to achieve real price transparency.”
perspective (+30% over the four years;
6.8% CAGR); however, pharmacy -Carol Wilmes, Director of Member Pooling, AWC and Chairperson,

perspectives are diverting even further ~ Washington Health Alliance

from the payer experience over time.
Over the four-year period, the average
30-day equivalentdrug reimbursement to pharmacies on commercial claims decreased by $1.73, becoming
2.7% lower from their 2020 level (or a decrease of 0.7% [CAGR]). In other words, Figure 15 identifies a nearly
10-fold difference in drug price experience between Washington commercial payers and retail pharmacy
providers in the state. This significant difference in perspectives on drug prices are such we could anticipate,
based upon Figure 15, commercial payers in the State of Washington identifying rising drug costs as a
significant concern for overall healthcare costs over the last four-years. Indeed, Carol Wilmes, Director of
Member Pooling Programs, AWC and Chairperson, for the Washington Health Alliance states, “Prescription
drugs is the fastest growing spend for our total cost of care at the Association of Washington Cities Employee
Benefit Trust. In order to meet our fiduciary responsibility to the insured members, we must lift the veil on
opaque drug pricing to achieve real price transparency.”

Such statements would appear reasonable given the YoY changes observed thus far. To further contextualize
these potential perspectives, in Figure 16 (on the next page), we compare the YoY observed change in drug
costs to commercial health plans in Washington to the overall rate of inflation (CPI-U), the rate of drug
inflation (CPI-RX), and the average change in WAC prices for brand drugs.? 27 * In all years, payer drug cost
changes meet or exceed the three comparison measures.
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Figure 16: Comparison of Washington Payer Expenditures to Inflation and WAC Change
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Any doubt we may have had regarding plan sponsor feelings regarding their drug pricing trends seems to
be removed when compared to the benchmarks in Figure 16. Again, commercial payers in the State of
Washington would likely, and have identified rising drug costs as a significant concern for overall healthcare
costs over the last four years relative to other benchmarks demonstrating more general marketplace cost
trends.

However, retail pharmacy providers in the State of Washington would likely state the opposite; that drug
reimbursements from commercial payers are not increasing at rates consistent with the rest of their business
(Figure 15). If the overall market trends suggest rising drug prices, the Washington retail pharmacy
experience is at or below these benchmarks and trends. As shown in Figure 13, the group we would think
would be the largest purchasers of drugs (i.e., retail pharmacies), their reimbursement over-time is not
changing in line with inflation figures. As this trend persists year-over-year, the retail pharmacies are
potentially falling further and further behind (they have business costs outside of the underlying drug costs
that should be reflected within their reimbursement figures). This finding suggests that the reimbursement
practices of Medicare, Medicaid, or other non-commercial payers are unlikely to explain the differences
between health plan sponsor and pharmacy provider perspectives and experiences on drug costs in the
State of Washington. Said differently, despite pharmacies servicing the patients that would appear to be
driving the health plan sponsor drug cost experience, pharmacies and health plan sponsors would appear
to have opposite perspectives on the nature of drug costs trends. To understand the potential causes of
these divergent perspectives, we need to segment the data further.
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According to the American Academy of Actuaries, the key
drivers of growth in prescription drug expenses are utilization,
unit costs, drug mix, and specialty pharmaceuticals (see side
panel).?! The observations in Figure 15 demonstrate that unit
costs, at least as measured on a cost-per-day equivalent, are
higher in the health plan sponsor data than the retail pharmacy
provider reimbursement. However, it is not yet clear if that is a
direct difference in drug costs (i.e., the same drug having
differing costs to the health plan relative to the reimbursement
to the pharmacy provider) or if other aspects may explain the
differences.

Drug mix is the idea that aggregate healthcare costs reflect a
basket of goods. Some therapies are inherently cheaper to
treat than others. For example, blood pressure can generally
be managed with cheap, generic pills, whereas complex
disease states such as cancer may require treatment with
expensive, brand-name medication infusions. The underlying
mix of drugs directly impacts the total prescription drug spend.
If utilization shifts to the more costly drugs, the increase in unit
cost is greater than the average cost inflation due to the change
in the underlying drug mix. One of the key sources of potential
drug mix cost drivers is the proportionality of brand claims
dispensed relative to generic drugs. As a result, our next step
was to segment the data into brand or generic designation (see
Methodology for how brands and generic values were
assigned).

Brand drugs are products that have legal protections, such as
patents and market exclusivity periods, which limit the ability of
the branded product to face market competition.®* It is
generally well established that during this protected period,
pharmaceutical companies set higher sticker prices for their
medications, which the manufacturer uses to recoup
development costs, market their new therapy, generate profits,
and support the development of the next therapeutic
advancement.®® As a result, brand products generally carry
higher costs relative to generic drugs, which results in brands
typically accounting for more total drug costs and are a key
driver of higher drug expenditures to plan sponsors.®*

National estimates state that brand drug utilization is
approximately 10% of overall claims but more than 80% of drug
costs.®® By segmenting drug costs across the brand-generic
designation, evaluating the origin of divergent perspectives on
drug costs can become more apparent. In Figure 17 (on the
next page), we observe that the amount of brand prescriptions
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Drivers of Growth

According to the American Academy of
Actuaries, changes in utilization
(including the introduction of new
drugs) and increases in the unit cost or
cost per dosage are the two primary
drivers affecting prescription drugs
expenditures (although other factors
exist). The following describes what the
academy identifies as key factors to
understanding growth of drug
expenditures.

Utilization - Fluctuations in drug usage
volume directly impact expenditures.
Increased utilization raises costs, while
decreased utilization lowers them.
Factors that influence utilization include
prescribing patterns, patient adherence,
and disease prevalence changes.

Unit Costs - Prices per drug unit affect
expenditures. Price hikes and inflation
increase costs, while negotiations and
generic substation of brand-name
therapies reduce them.

Drug Mix - The underlying pattern of
drugs dispensed directly impacts the
total prescription drug spend. If
utilization shifts to the more costly drugs,
the increase in unit cost is greater than
the average cost inflation due to the
change in the underlying drug mix. Drug
formularies and generic substitution
policies are tools employed that seek to
influence drug mix patterns.

Specialty Drugs - High-cost
medications for complex conditions
significantly impact expenditures due to
their high unit costs and specialized use.
Despite representing a small proportion
of prescriptions, they contribute
significantly to spending.

See the American Academy of Actuaries
Issue Brief on Prescription Drug
Spending in the U.S. Health Care System
for further information at
https://www.actuary.org/content/prescri
ption-drug-spending-us-health-care-
system



https://www.actuary.org/content/prescription-drug-spending-us-health-care-system
https://www.actuary.org/content/prescription-drug-spending-us-health-care-system
https://www.actuary.org/content/prescription-drug-spending-us-health-care-system

relative to generic prescriptions within both the health plan data and the commercial retail pharmacy
experience are not significantly divergent. Both health plans and pharmacies expect to fill approximately
one brand drug for every 10 prescriptions filled. There was only a 1% difference in the anticipated utilization
of brand claims between the two experiences (with health plans having slightly higher brand utilization).

Figure 17: Brand and Generic Drug Utilization, Commercial Claims

BRAND AND GENERIC DRUG UTILIZATION, COMMERCIAL

CLAIMS
HEALTH PLANS VS. RETAIL PHARMACIES, 2020 TO 2023

H Brand M Generic

HEALTH PLANS

RETAIL PHARMACIES

While we observe roughly equal rates of brand and generic claims utilized, we nevertheless continue to
observe divergent perspectives on drug costs. In Figures 18 & 19 (on the next page), we segment the 30-
day equivalent cost observations from Figure 15 into trends related to brand claims and generic claims. We
observe that studied Washington commercial health plan sponsors are seeing higher, year-over-year 30-day
equivalent brand and generic costs in comparison to the studied Washington retail pharmacy
reimbursement experience.

3 A Understanding Drug Pricing from Divergent Perspectives: State of Washington Prescription Drug Pricing Analysis




Figure 18: Comparison of Washington Commercial Brand Drug Costs (2020 — 2023)
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Figure 19: Comparison of Washington Commercial Generic Drug Costs (2020 — 2023)
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In reviewing Figures 18 & 19, we can see that health plan sponsors saw a $3.92 increase in the 30-day
equivalent costs of generic drugs (17.3% increase over the four-year period; 4.1% CAGR) vs. a $548.38
increase in the 30-day equivalent gross cost of brand drugs (55% increase over the four-year period; 11.7%
CAGR). In comparison, pharmacies were reimbursed by commercial payers $0.88 less per 30-day
equivalent on generic drugs (4.4% decrease over the four-year period; -1.1% CAGR) and $1.78 less on 30-
day equivalent brand drugs (0% decrease over the four-year period; -0.1% CAGR).
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As a result, commercial plan sponsors in Washington may reasonably
observe greater challenges with brand-name drug costs (given their
higher gross cost growth rate) and place more blame for any challenges
associated with financing drug costs on brand manufacturers.
Conversely, pharmacy providers are likely to identify greater financial
challenges to their long-term business viability in regard to generic drug
trends, highlighting that reduced reimbursement on 90% of their drug
dispensing (see Figure 17) may threaten their sustainability. To be
specific, within the pharmacy data we analyzed, brand drugs accounted
for 71% of total sales for the retail pharmacy data set but represented
just 4% of estimated retail pharmacy margin whereas as generic drugs
were 29% of sales and 96% of margin. Said differently, a slight reduction
in generic reimbursement might not appear as impactful on the surface
to plan sponsors but may be devastating to retail pharmacy.

However, the different perspectives on brand and generic claim costs
are likely insufficient to fully explain the drug cost challenges that exist
between payers and providers. In reviewing Figures 18 & 19, in 2023,
commercial health plan generic drug costs were roughly 42% greater
than commercial pharmacy provider reimbursement, whereas gross
brand drug costs for health plans were roughly 170% greater than
pharmacy provider reimbursement in the same year. These differences
suggest that the composition of brand drugs dispensed by retail
pharmacy providers is different in meaningful ways from the
composition of brand drug costs recognized by the health plan sponsor.
Similarly, the data is suggestive of significant differences with generic
drug mix (albeit to a lesser extent than brands).

To an extent, the differences in these brand and generic observations
are expected, given the various classes of trade that exist within
pharmacy provider types. While our studied pharmacy provider data is
sourced from retail pharmacies, we know that mail-order pharmacies,
specialty pharmacies, and others (e.g., clinics) exist. While we previously
recognized that pharmacy providers receive reimbursement from
different payer types, we have yet to acknowledge that payers provide
reimbursement to different types of pharmacy providers. As the name
implies, specialty pharmacies are more likely to dispense specialty
medications relative to other pharmacy provider types, which can
significantly impact the reimbursement trends for health plans (as the
American Academy of Actuaries recognizes specialty pharmacy drug
costs as a key driver of drug expenditure growth). Generally speaking,
health plan sponsors make benefit design decisions (often following the
prompts and recommendations made by PBMs and/or benefits
consultants and brokers) that impact the utilization patterns at the
various classes of trade within pharmacies. It is not uncommon for
commercial health plans to restrict dispensing specialty drugs to a
narrow network of pharmacies. Similarly, commercial payers may
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Black Box Warning:
Prescription Drug
Rebates

Prescription drug rebates are
payments by drug manufacturers
to secure favorable coverage for
drug manufacturer products.
Health plans contract with PBMs
to negotiate rebates with drug
manufacturers on behalf of their
members; however, the details
regarding rebate payments are
often unknown.

The total estimated value of
rebates to health plans generally
varies based upon a variety of
factors including the market in
which they operate, the benefits
offered, formulary decisions, the
size of the plan, and others.
Although individual drug rebates
are generally unknown,
estimates of rebate value exist
within the public domain. In
general, commercial plan
sponsor rebates are believed to
approximate 20% (2019).

For this report, the value of
rebates is unknown. While we
acknowledge the value of
rebates is an  important
consideration for plan sponsors,
rebates exist independent of
what occurs at the point-of-sale,
where pharmacies buy and sell
drugs. This report is principally
focused on the transaction
between plan sponsor,
pharmacy, and patients, where
the value of rebates is generally
not recognized (as point-of-sale
application of rebates is rare).

Sources:
JAMA Network PMID: 35977258

3 Axis Advisors Estimates of U.S.
Brand Drug Commercial Net
Prices
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incentivize or require chronic medications to be dispensed at mail-order pharmacies in a desire to achieve
greater cost savings through bulk purchasing of drugs. As a result of these dynamics, we need a way to limit
health plan cost experience to the retail class of trade to make better comparisons between our health plan
sponsor brand/generic experience and our retail pharmacy provider reimbursement experience.
Fortunately, there exists a public pricing benchmark which reasonably identifies the retail class of trade for

pharmaceuticals.

Identifying Retail Class of Trade

National Average Drug Acquisition Cost (NADAC)
is a drug reference price developed by the Centers
for Medicare & Medicaid Services (CMS) for the
purpose of understanding purchase prices
incurred by retail community pharmacies from
their wholesalers.?® The development of NADAC
was in response to a white paper written by the
National Association of State Medicaid Directors
(NASMD) titled, “Post AWP Pricing and
Reimbursement” that evaluated and developed
options for the replacement of AWP in Medicaid

The National Average Drug Acquisition Cost
(NADAC) is a pricing benchmark used by the Centers
for Medicare & Medicaid Services (CMS) that
represents the average price paid by pharmacies to
acquire prescription drugs at the wholesale level.
NADAC values are calculated based on survey data of
pharmacy invoices. Payers use NADAC as a reference
point to establish reimbursement rates for
prescription drugs. Additionally, NADAC serves as a
tool for pharmacies to compare their drug acquisition

reimbursement methodologies.’” Among the costs with national averages.
recommendations presented in the white paper
was the establishment of a single national pricing
benchmark based on average drug acquisition costs. The yielded NADAC benchmark price is the result of
a survey process that focuses on retail community pharmacies. The survey collects acquisition costs for
covered outpatient drugs purchased by retail community pharmacies, which include invoice purchase prices
from both independent and chain pharmacies. As stated by CMS, the purpose of NADAC is “to create a
national benchmark that is reflective of the prices paid by retail community pharmacies to acquire

prescription and over-the-counter covered outpatient drugs.” (our own emphasis added) *

As a result, limiting our analysis to just products with NADAC prices should enable us to make reasonable
estimates of the pricing differences between health plans and retail pharmacies for both brand and generic
drugs for the subset of drugs typically associated with the retail channel. While this methodology will not
limit health plan dispensing to just retail pharmacies, any resulting cost differentials would appear to be the
result of deliberate benefit design decisions by the health plan and/or their PBM (such that the costs can be
reasonably compared to one another). Stated differently, if the health plan elected to direct typical retail
drugs to the mail-order (or specialty) pharmacy, it is likely that such a decision was deliberately made within
their plan design and any cost differences would be deliberate by the health plan and/or PBM.

Drug Costs Relative to Acquisition Costs

To begin our analysis on the pricing trends associated with the retail class of drugs, we limited both plan
sponsor pharmacy data and retail pharmacy claims data to claims that had a NADAC reference price.
NADAC reference prices are based upon the specific NDC and date of service of the claim relative to the
information available from the Centers for Medicare & Medicaid Services (CMS). With this subset of claims
identified, we began by generating one of our favorite charts, which highlights the overall margin over
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NADAC per 100 prescriptions. Starting with our 2022 work, “Understanding Pharmacy Reimbursement
Trends in Oregon,” we have found it helpful to contextualize reimbursement based upon percentiles.*” To
perform this analysis, we took all claims with NADAC in each data set (plan sponsor and pharmacy) and
determined the margin over NADAC for each and then sorted the claims in ascending order by margin. For
example, the claims that produced the lowest margin over NADAC (or negative margin relative to NADAC)
would be the first claim in the sorting while the claim that produced the largest margin over NADAC would
be the last. Next, we determined margin percentiles (from 1 to 100) and extracted the value of each
percentile and recorded the margin over NADAC for that percentile. The percentile position was determined

by utilizing the formula % x N where P = Percentile, and N = Number of values in the data set. This approach

assumes that margin is normally distributed (i.e., equally likely to occur) across these groupings. Finally, each
percentile was graphed on the x-axis while the margin over NADAC is on the y-axis. Figure 20 (below)
presents the results of this analysis for the plan sponsor data we received, whereas Figure 21 (on the next
page) presents the results for the retail pharmacy data we received.

Figure 20: Overall Margin Over NADAC Per 100 Prescriptions, Washington Commercial Plan Sponsor Data Set (2020 — 2023)

Overall Margin Over NADAC per 100 Prescriptions, Washington Commercial Plan
Sponsor Data Set (2020 to 2023)
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Figure 21: Overall Margin Over NADAC Per 100 Prescriptions, Washington Retail Pharmacy Commercial Data Set (2020 — 2023)

Overall Margin Over NADAC per 100 Prescriptions, Washington Retail Pharmacy Commercial Data Set
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In reviewing Figures 20 & 21, we begin by recognizing that retail community pharmacies were reimbursed
below drug acquisition costs to a greater extent than plan sponsors are charged less than acquisition costs
for drugs. To be specific, the first 11% of claims in plan sponsor data is priced below the underlying drug
cost, whereas pharmacies are reimbursed below the underlying drug costs for the first 18% of claims. This
observation is a result of a variety of factors, not the least of which is that the first claim is roughly $23 below
cost for plan sponsors compared to $33 below cost for the retail pharmacy claims. The starting 'hole’ being
different compounds throughout the analysis, as each step is incurring differences across the claims such
that at the end, plan sponsors are charged $172 above drug costs in the 99™ percentile compared to $120
above cost reimbursements being given to pharmacies in the 99" percentile. Overall, the collective
experience from studied Washington commercial plan sponsors suggests that accumulated costs are
roughly equivalent to NADAC + $10.30, whereas the studied Washington retail pharmacy experience is
equivalent to NADAC + $6.40. While we have not had commercial claims data to analyze in our previous
public-facing studies, the data showcasing the pharmacy experience is roughly equivalent to our prior
observations (adding a degree of validity to their findings).*° #' As such, the nearly $4 gap in experience
managing retail drug costs warrants further investigation.

We know from Figures 18 & 19 previously that the underlying the drug cost experiences are changing year-
over-year. As a result, it seemed appropriate to limit the underlying claims data in those prior figures (18 &
19) to claims that had a NADAC price available on the date of service (either within the health plan or
pharmacy provider data sets). In Figures 22 & 23 (on the next page), we can see that the variability in pricing
between health plan sponsor costs and retail pharmacy reimbursement is lower, but not fully eliminated,
with this view than what was previously observed.
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Figure 22: Comparison of Washington Commercial Brand Drug Costs with NADAC Values (2020 — 2023)
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Figure 23: Comparison of Washington Commercial Generic Costs with NADAC Values
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In reviewing Figures 22 & 23 relative to our prior analysis, we can see that generic drug costs between retail
pharmacies and plan sponsors (Figure 23 vs. Figure 19) are closer aligned than brand costs (Figure 22 vs.
Figure 18). To be specific, in Figures 18 & 19 in 2023, there was a $964.10 and $7.91 gap between brand
and generic costs respectively, whereas in Figures 22 & 23, the gap is $491.13 and $3.09 respectively for
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brand and generic. Again, these differences would contribute to potentially different perspectives on drug
cost trends. While plan sponsors and retail pharmacies remain wider apart on their experiences of brand
costs, their experience with generic costs are potentially closer aligned in this view, particularly over time.

The addition of NADAC into the data set enables us to investigate these differences further. For both brand
and generic drug claims, it becomes possible to now compare the recognized drug price (either the cost to
the health plan sponsor or the reimbursement to the pharmacy) to the underlying acquisition cost of the
drug (i.e., NADACQC), at least for the retail channel. As a result, we modified the information presented in
Figures 22 & 23 to be a stacked bar chart comprised of the underlying NADAC and the amount of money
paid above NADAC for each (Figures 24 & 25; below and on the next page). Note that we have color-coded
the NADAC bars in Figures 24 & 25 for each to be consistent with our handling of the differences between
plan sponsor-sourced data (green) and retail pharmacy-sourced data (blue) although both bars are
presenting the same information.

Figure 24: Margin over NADAC Comparisons, Brand Claims, Plan Sponsor & Retail Community Pharmacy (2020 to 2023)

MARGIN OVER NADAC COMPARISONS, BRAND CLAIMS, PLAN
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Figure 25: Margin over NADAC Comparisons, Generic Claims, Plan Sponsor & Retail Community Pharmacy (2020 to 2023)
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In looking at Figure 24, it is apparent that the mix of brand drug products at the typical retail pharmacy is
different from the mix of brand drug product costs experienced by health plan sponsors. The underlying
acquisition cost for brand products for our studied Washington health plan sponsors is anywhere from 31%
to 45% more expensive than what our studied Washington retail pharmacies are dispensing on a yearly
basis. Alternatively, the underlying drug acquisition costs for generics are much closer aligned (generally

less than $1 difference; Figure 25)

To examine this difference further, we examined the top 20 plan sponsor brand drug claims by cost over
acquisition cost. Figure 26 (below and onto the next page) identifies each drug product, its margin measure
(average or median cost above NADAC), its rank within each margin measure (one through twenty), and

whether there were any claims for the drug within the studied retail pharmacy claims data (v’ represents the

presence of a retail pharmacy claim):

Figure 26: Top 20 Brand Drug Cost Above NADAC for Plan Sponsors per 30-day Equivalent (2020 — 2023)
Median Cost Above Observed Retail

Product Name

Ingrezza Oral Capsule 80 MG
Gleevec Oral Tablet 400 MG
Sutent Oral Capsule 25 MG
Tarceva Oral Tablet 25 MG
Austedo Oral Tablet 12 MG

Sprycel Oral Tablet 100 MG

Copaxone Subcutaneous Solution Prefilled Syringe 20
MG/ML
Skyrizi Pen Subcutaneous Solution Auto-injector 150
MG/ML

Stribild Oral Tablet 150-150-200-300 MG
10 Kaletra Oral Tablet 200-50 MG
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Rank Product Name Median Cost Above Observed Retail
NADAC Pharmacy Claim
Simponi Subcutaneous Solution Prefilled Syringe 50
11 MG/0.5ML $344.47 X
Rebif Subcutaneous Solution Prefilled Syringe 44
12 MCG/0.5ML $331.59 X
13 Neupro Transdermal Patch 24 Hour 4 MG/24HR $190.86 N
Invega Sustenna Inframuscular Suspension Prefilled
14 Syringe 156 MG/ML $167.07 v
15 Qbrelis Oral Solution 1 MG/ML $166.80 X
16 Topamax Oral Tablet 200 MG $158.16 X
Cimzia Subcutaneous Prefilled Syringe Kit 2 X 200
17 MG/ML $153.02 X
18 Austedo Oral Tablet 6 MG $150.14 X
19 Topamax Oral Tablet 100 MG $145.69 v
20 Atripla Oral Tablet 600-200-300 MG $145.08 v

In reviewing Figure 26, of the health plan sponsor claims producing the most cost relative to the underlying
drug’s purchase price, they are generally not being dispensed at independent and small chain pharmacies
like the ones in our study (despite these drugs having NADAC price points). Said differently, when we look |
for trends for drug reimbursement to retail pharmacies for these same high-markup drugs, the drugs are
overwhelmingly not reflected within retail pharmacy claims for commercial payers within the pharmacy data
we received. Of the 20 high-markup drugs within Figure 26, only five have the opportunity for comparison
to actual pharmacy reimbursement experience. For the drugs that we can make comparisons to, pharmacy
reimbursements for the claims that they do dispense within the above high-markup list, pharmacies are often
being paid a hundred or more dollars below the health plan’s recognized cost (Figure 27 below).

Figure 27: Pharmacy Reimbursement Over NADAC for Brand Drugs within the Plan Sponsor Top 20, 30-day Equivalent (2020 — 2023)

Pharmacy Average

Delta to Plan

Product Name Reimbursement Sponsor

Above NADAC
Stribild Oral Tablet 150-150-200-300 MG $313.45 -$89.87
Neupro Transdermal Patch 24 Hour 4 MG/24HR $22.95 -$167.91
Invega Sustenna InTrom:J;ZL;\I/\oGr?;JAsFension Prefilled Syringe -$32.25 -$199.32
Topamax Oral Tablet 100 MG $37.77 -$107.91
Atripla Oral Tablet 600-200-300 MG -$46.27 -$191.35

While the above should not be interpreted to state that the pharmacy reimbursement experience overlaps
with claims the plan sponsor paid for (we don't know that due to data limitations), it is nonetheless a
directional signal in the differences in reimbursement for the same brand, from the same manufacturer,
resulting in different valuations of drug costs. Said differently, all drugs in Figures 26 & 27 are brand-name
products where there is only one manufacturer setting the drug list price (i.e., WAC and/or AWP), and yet
drug costs to the health plan could apparently have been materially less (based upon the reimbursement
experience within our retail pharmacy data relative to the plan sponsor). As evidenced by the retail pharmacy
experience, some pharmacies are making less money on these claims relative to what other pharmacies are,
suggesting that factors beyond brand drug list price behavior are important considerations to fully
contextualize drug prices.
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Opposite to our observations with brands, there is less variability in the underlying acquisition cost for
generic products. The underlying acquisition costs for health plan sponsor generic drug claims are up to 9%
more expensive than the underlying acquisition cost of retail pharmacy generic claims. Interestingly, despite
the relatively similar drug ingredient costs experienced by both parties, payers are consistently recognizing
higher charges above the underlying drug costs (i.e., acquisition cost as measured by NADAC) than yielded
retail pharmacy reimbursements reflect.

Considerthe generic drug costs independently experienced by both study participant groups in 2021. There
was effectively no difference in the underlying product acquisition cost at the health plan sponsor and the
pharmacy level (i.e., health plan sponsor generic acquisition costs averaged $14.70 per 30-day equivalent,
whereas pharmacy acquisition costs averaged $14.74 per 30-day equivalent; see Figure 25 previously);
however, despite this, health plan sponsor costs were $12.29 above acquisition costs in this year (for a total
of $26.99), whereas pharmacies were being reimbursed $7.44 above their cost (for a total of $22.18) [all per
30-day equivalent]. The markup difference in 2021 was approximately $4.85 per 30-day equivalent
prescription, and this ~$4 difference was consistently observed across the years of our study (see Figures
20 & 21 findings which demonstrated an aggregate ~$4 or so gap). Said differently, while the brand markup
trends demonstrate larger gaps, they're less impactful overall, as most prescriptions dispensed by
pharmacies and paid for by health plan sponsors are generic. The influence of the generic markup trend
was most significant to the overall measure, which despite the relatively similar underlying drug acquisition
costs in both plan sponsor and pharmacy data, were producing significantly divergent total costs (i.e., the
margin above NADAC number being different).

To investigate this, we first recognize that the retail pharmacy reimbursement trends in Figures 21, 24, &
25 have similarities with our prior observations regarding the average level of profitability for their claims.
As observed in our 2022 “Understanding Pharmacy Reimbursement Tends in Oregon” study, we saw that
the average margin over NADAC for a retail pharmacy was approximately $7 per prescription for all
payers.*? While our data covers a different state and timeline, our observation here in Washington is again
that pharmacies are yielding approximately $6 above NADAC (i.e., drug acquisition costs) for commercial
claims. We also note that, just like the Oregon study, the Washington pharmacy reimbursement in this study
demonstrates that it is overwhelmingly the case that the drug ingredient costs are disproportionately
responsible for the overall drug payment relative to the portions of pharmacy reimbursement derived from
dispensing fees. We know from the NCPDP standard that reimbursement is a function of both the drug’s
ingredient cost and dispensing fee; however, the average dispensing fee within the commercial plans
sponsor’s retail pharmacy network was $0.70 while the independent and small chain pharmacy data set
when limited to commercial claims averaged $0.20 (our Oregon study found that the average was between
$0.11 to $1.44).* Given the similarities, it seems reasonable to investigate whether other previously
observed trends are occurring within the Washington pharmacy data.

In the Oregon study data, one of the initial findings was that the same drug, dispensed by the same
pharmacy, on the same day, under the same payer may potentially result in different drug payment. This
finding was significant, as the prevailing understanding at the time was that drug manufacturers alone were
responsible for drug prices. If that were true, differences in drug prices at this level would not be anticipated.
In our Washington data, we again have evidence of the same pharmacy receiving different drug
reimbursements from the same PBM even though the differing claims are for the same drug (at an NDC-
level) dispensed on the same day. As demonstrated in Figure 28 (on the next page), we find many examples

vi Oregon commercial insurer margin over NADAC was approximately $4 to $5 per prescription.
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of differential PBM payment for the same drug across both brand and generic claims. The results in Figure
28 are consistent with the results we found when analyzing drug costs within our 2023 report entitled
“Unraveling the Drug Pricing Blame Game."* The differential pricing findings are suggestive that there is
nothing inherently abnormal with our pharmacy observations and those within our prior reports.

Figure 28: Examples of Same Drug, Same Day, Same Pharmacy, Same PBM Resulting in Different Drug Reimbursements to Retail Pharmacy for
Commercial Claims

Emtricitabine-Tenofovir Tablets 200-300

MG
Same Provider, PBM, Day & NDC Analysis

’ 1 $10
Price 1 m 330

. I $508
Price 2 m $30

Price 3

Price 4

Price 5 T —— 1,31 3

M Plan Sponsor A (PBM #1) M Plan Sponsor B (PBM #2)

Truvada Tablets 200-300 MG
Same Provider, PBM, Day & NDC Analysis
Price1 NN 31,720
Price2 NI 51,752
Price3 NN 51,766
Price4 NI 51,766
Price 5 I 51,846

Methylphenidate ER (OSM) Tablets 36 MG
Same Provider, PBM, Day & NDC Analysis

price 1 [ $15.00
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However, unlike our prior reports, for the first time in our public-facing analyses, we also have commercial
health plan sponsor data, and as we have established, the health plan data is suggesting that they're
incurring higher costs relative to what pharmacies are reimbursed. As a result, it seems reasonable to
investigate the potential for these divergent perspectives on drug costs between pharmacy providers and
health plan sponsors for the potential presence of spread pricing.

Spread Pricing

Spread pricing is the practice whereby the amount of =~ HOW RISK MITIGATION (SPREAD) PRICING
: . _ HELPS DRIVE LOWER DRUG COSTS
reimbursement a pharmacy receives on a claim does not
equal the cost the health plan incurs on the claim. Spread STpoyer e ek, porors i o L)
. . B .. . . B them a price-certain for prescription drug benefit payments to pharmacies.
pricing can also be referred to as ‘traditional pricing’ or

‘risk mitigation pricing.” As described by the PBM industry m
trade group, the Pharmaceutical Care Management 208 '@?‘ ik

Association (PCMA), “A risk mitigation pricing model, also /  seweer _
sometimes referred to as spread pricing, provides . ..
. icing holds the client =) charges the PEM is
employers and other health plan sponsors with e e TR e ren
NG : - e S e
predictability on the cost of their prescription drug Do mam s, TP e
. . plan spansor to achieve the pharmacy charges less,
benefit.*” According to PCMA, health plans need a el \ O

variety of coverage options that allows business owners
the flexibility to choose a plan design that meets their
goals. The reasoning is: with spread, client costs will be
held harmless from their enrollee’s shopping choices -
meaning that the drug charges to the health plan will not

be set in reflection to the different rates of P e s e s ek rerpion:
reimbursements given to pharmacies for the same set of
drugs. As such, if the PBM-negotiated rate with the
provider is more than the rate agreed to between the
health plan sponsor and the PBM, the PBM will incur a loss  employers-rely-on-spread-pricing-for-predictable-fixed-

on the claim. Conversely, if the PBM was able to negotiate oricing/05/31/2023/

a rate with the pharmacy that is less than what the health plan sponsor is charged, the PBM earns a margin.

PHARMACIES

Different pharmacies have different negatiated rates.

Fharmacy C.
$150 for Drug X

5140 for Drug X | 5135 for Drug X

Source: https://www.pcmanet.org/pcma-blog/small-and-mid-sized-

To a certain extent, the Washington plan sponsor data supports PCMA's assertion that variability can exist
within drug cost depending upon the choice of pharmacy. For example, we found within the plan sponsor
data evidence of the same drug (on an NDC-basis), on the same day, having different payment amounts
depending upon the pharmacy that dispensed the drug (Figure 29 on the next page). As can be seen in
Figure 29, the variability in reimbursements experienced by our studied Washington retail pharmacies is a
philosophically shared experience among studied Washington plan sponsors, who can also see significant
variance in billed prescription costs, even when the same PBM is adjudicating the same drug, on the same
day, at the same pharmacy organization and/or across different classes of trade. The differences are such
that the PBM-achieved price of epinephrine pens can be 48% more expensive from one pharmacy to
another. Or a drug like mesalamine DR 1.2 gm can be 378% more expensive at mail-order versus retail. Or
perhaps in the most extreme instance, a drug like omeprazole 40 mg can be more than 32 times more
expensive despite the medication being filled at the same chain (just different locations of that chain).
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Figure 29: Same Drug, Same Day, Same PBM; Plan Sponsor Differential Cost Examples

Epinephrine Pen (2pak); Price per Pak
Same NDC, Same Day, Same PBM

= . . .
Pharmacy #1 Pharmacy #2 Pharmacy #3 Pharmacy #4
Omeprazole 40 mg; Price per 30-Day Rx Mesalamine DR 1.2 GM; Price per 30-Day Rx

Same NDC, Same Day, Same PBM, Same Same NDC, Same Day, Same PBM

Pharmacy Chain

vl N $:7s.:3
Chain Location #3 GGG $170.99 I 2

Chain Location #2 MW $6.20

Retail [l $120.59

Chain Location #1 B $5.30

In recent years, PBMs have faced growing scrutiny from plan sponsors, journalists, and state and federal
regulators over business practices that have inflated drug costs and allowed the previously overlooked
pharmaceutical administrators to increase profits at a cost to taxpayers and consumers.* 4’ %8 This practice
of spread pricing has become one of the primary focal points of that industry scrutiny.

Our prior work has found strong evidence of spread pricing in Medicaid programs in New York, lllinois, and
Michigan, while state government work in a number of other states have definitively quantified significant
spread pricing issues in their state’s Medicaid programs as well.#47:30.51.52.53,54.55.56.57 |n 2018, Ohio reported
finding around $225 million in PBM spread in one year (and an additional $20 million in spread from other
insurer/PBM subsidiaries), $208 million of which came from generic drugs (31.4% of gross generic cost).>®
Kentucky reported similar findings in their audit with an overall spread of $124 million (13% gross drug cost)
in one year despite only 57.6% of all claims being transacted in a spread model.** Maryland’s audit found
$72 million in spread, amounting to a sizable $6.96 per prescription.®® Lastly, Florida's analysis found $113
million in spread pricing.®' With these Medicaid analyses and audits as a backdrop - as well as a federal push
by some employer groups to prohibit the practice of spread pricing - we felt that sizing spreads in the
commercial marketplace would add great insights and context to the current discourse.®?

To investigate potential spreads within our commercial pharmacy claims data sets is challenging given that
for privacy reasons, we did not ask for, and thus do not have, unique claim identifiers from our study
participants. This means that while we have significant amounts of claims data from Washington pharmacies
and significant amounts of claims data from Washington employers, we did not acquire the necessary data
fields that could allow us to match exact claims that may overlap (i.e., unique pharmacy prescription number
or unique claim transaction number).

That limitation notwithstanding, we attempted to quantify likely spreads based upon an algorithm (see
Methodology). In short, we attempted to make drug cost comparisons across the plan sponsor and
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pharmacy data based upon claims where the health plan sponsor incurred a cost for a specific medication
that had the same NDC, quantity, days’ supply, date of service, pharmacy provider number, and member
out-of-pocket cost (i.e., patient cost share) under the same PBM as that of the pharmacy providers that
participated in our study. While multiple potential matches resulted, we limited our comparisons to any
claims where there was only one match between the provided health plan sponsor and pharmacy provider
data sets. The results were put into our sub-analysis on ‘spread pricing.” It should be recognized that this
methodology is imprecise and subject to limitations. The most significant limitation is the rise of PBM
partnerships with discount card programs to re-adjudicate claims during transmission.®® Because it is
increasingly common for commercial plan sponsors to re-direct claims from anticipated processors (based
upon BINs) to competitor processors through discount card programs like GoodRx partnerships, it is
possible that the identified claims with similarities are not actually the same claim. Nevertheless, we believe
our findings regarding ‘spread’ are directionally correct but would require further investigation to confirm.

Of the millions of claims within our data sets, less than 1% of claims “matched” based upon the criteria we
outlined above (approximately 20,000 records). Of the matches made, approximately 35% of the claims had
a health plan cost higher than the pharmacy reimbursement amount, 17% had a health plan cost below the
pharmacy reimbursement, and the remaining 48% had equal pricing. Interestingly, PCMA claims that
roughly a third of plan sponsor clients are selecting spread pricing, which our findings are roughly aligned
to (despite our imperfect methods of investigation).®*

Plan Sponsor Cost Higher than Pharmacy Reimbursement

We do not know the PBM relationships employed by the health plans who provided data to our study. Some
of them may be contracted via ‘spread’ arrangements, whereas others may be contracted via ‘pass-through’
arrangements. However, as we are investigating spread, we want to focus on the 52% of claims whose pricing
is different between the observed health plan experience and the pharmacy provider reimbursement.
Beginning with the 35% of matched claims where the health plan sponsor appears to have been charged
more than the pharmacy provider was reimbursed (Figure 30 below), we note that the spread is represented
across brand and generic claims in a ratio that mirrors the overall utilization pattern between brands and
generics (i.e., roughly 10% of claims with spread are brand drugs).

Figure 30: Spread Pricing Claims Resulting in Plan Sponsor Cost being Higher than Pharmacy Reimbursement (2020 — 2023)

BRAND GENERIC

$744.06

$32.49

$719.33

PLAN SPONSOR DELTA PHARMACY PLAN SPONSOR DELTA PHARMACY
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The average spread observed on these claims is essentially the same regardless of whether the claim is
brand or generic ($25 and $27 per claim respectively). However, the lower costs of generic claims means
that the generic spreads resulted in PBMs charging plan sponsors roughly 80% more than the yielded
payment to pharmacy providers. The challenges with PBM generic drug pricing to plan sponsors has been
previously investigated; however, we believe that our methodology can provide unique insights into the
potential challenges with ‘spread’ arrangements related to generic drug costs.®

Consider for example, this subset of data suggests certain health plan sponsors were billed $195.73 per
generic Suboxone (buprenorphine-naloxone) 8-2 MG SL prescription (used to treat opioid dependency),
equivalentto a $100.12 health plan cost over NADAC, but adjudicated rates from matched billings from the
pharmacy claims data suggest pharmacies are receiving on average of $76.83 in reimbursement per
prescription for the same claim (or-$18.77 below NADAC). To be clear, the resulting gap is a $118 difference
in perceived costs across the resulting overlapping claims. The results of this spread analysis for this drug
are summarized in Figure 31. As you can see, while the pharmacies were paid 20% below the cost of this
common addiction treatment, the plan sponsors were charged 155% more than those pharmacies were
paid.

Figure 31: Buprenorphine-Naloxone Estimated Per Rx Spread, Plan Sponsor Cost Higher than Pharmacy Reimbursement

BUPRENORPHINE-NALOXONE 8-2 MG SL, ESTIMATED
PER RX IMPACT OF SPREAD OVERPAYMENTS
(PLAN SPONSOR PERSPECTIVE)

Plan Payment averaged
$100.12 above the
underlying drug cost

Pharmacy
Reimbursement
averaged $18.77 below
the drug cost

PLAN PAYMENT NADAC PHARMACY REIMBURSEMENT

At the same time, the experience for generic Suboxone is not universally one that shows inflated ‘spread
pricing’ is occurring. There are 16 generic Suboxone claims where the pharmacy provider appears to have
been paid more for the claim relative to the charge to the plan sponsor. For these claims, the pharmacy
provider on average made over $100 relative to what the plan sponsor was charged. The results of these
claims are summarized in Figure 32 (on the next page).
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Figure 32: Buprenorphine-Naloxone Estimated Per Rx Spread, Plan Sponsor Cost Lower than Pharmacy Reimbursement

BUPRENORPHINE-NALOXONE 8-2 MG SL, ESTIMATED
PER RX IMPACT OF SPREAD UNDERPAYMENTS
(PLAN SPONSOR PERSPECTIVE)

Pharmacy Reimbursement averaged
$131.94 above the drug cost

Plan Payment averaged
$7.22 above the
underlying drug cost

PLAN PAYMENT NADAC PHARMACY REIMBURSEMENT

We note that the difference between the plan sponsor’s perspective on these claims is roughly equivalent,
in terms of dollar differences (i.e., the average overpayment is offset by the average underpayment;
approximately $120 per Rx difference), but the end result of these differences is a net negative to the plan
sponsor based upon the proportion of claims. There were more than three times the number of claims where
the pharmacy was paid less than the plan sponsor was charged, meaning that this drug was a net negative
experience to the plan sponsor (in terms of incurring higher costs relative to the pharmacy provider's
reimbursement).

To be clear, generic Suboxone (buprenorphine-naloxone) prescriptions are not unique. Of all the matched
generic Adderall (amphetamine and dextroamphetamine) prescriptions within our subset analysis, 100%
had a higher cost to plan sponsors than reimbursement to pharmacy providers, with 71% of the pharmacy
providers being reimbursed at a price below their acquisition cost (i.e., NADAC). Alternatively, while health
plan sponsors incurred a cost above NADAC for 100% of the matched generic EpiPen (epinephrine
autoinjector) claims within this subset analysis, 57% of those claims were paid below NADAC to the
pharmacy provider on their reimbursement.

Figure 33 (on the next two pages) shows the top 10 drugs identified by their observed spreads. As can be
seen in the chart, we are presenting the data for both sides of spread pricing; that is the top 10 where the
plan sponsor was charged above the yielded pharmacy reimbursement but also the top 10 where the plan
sponsor was charged below the yielded pharmacy reimbursement. We identified the top 10 based upon
there being at least 10 claim observations, and when appropriate, we highlighted the value of claims
associated with the drug on the opposite spectrum (i.e., if claim was within the top 10 of overpayments, then
we also showed the value of any underpaid claims).
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Figure 33: Top Spread Pricing Drug Products, Studied Washington Plan Sponsor Data vs Washington Retail Pharmacy Data (2020 — 2023)

‘Spread’

Category

Drug Name

Avg Cost
Per Plan
Sponsor

Avg
Reimbursement
Per Pharmacy

Corresponding
‘Spread’
Category

Frequency Delta

Plan Cost > Rx
Reimbursement

Plan Cost > Rx

2 Reimbursement
3 Plan Cost > Rx
Reimbursement
4 Plan Cost > Rx
Reimbursement
5 Plan Cost > Rx
Reimbursement
6 Plan Cost > Rx
Reimbursement
7 Plan Cost > Rx
Reimbursement
8 Plan Cost > Rx
Reimbursement
9 Plan Cost > Rx
Reimbursement
10 Plan Cost > Rx
Reimbursement
1 Plan Cost < Rx
Reimbursement
2 Plan Cost < Rx
Reimbursement
3 Plan Cost < Rx
Reimbursement
4 Plan Cost < Rx
Reimbursement
5 Plan Cost < Rx
Reimbursement
s Plan Cost < Rx
Reimbursement
7 Plan Cost < Rx

Reimbursement
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Emtricitabine-
Tenofovir DF Oral
Tablet 200-300 MG

Fluticasone-
Salmeterol Inhalation
Aerosol Powder
Breath Activated
500-50 MCG/ACT
Erythromycin
Ethylsuccinate Oral
Suspension
Reconstituted 200
MG/5ML

Buprenorphine HCI-
Naloxone HCI
Sublingual Film 8-2
MG

Fluticasone-
Salmeterol Inhalation
Aerosol Powder
Breath Activated
250-50 MCG/ACT
Wixela Inhub
Inhalation Aerosol
Powder Breath
Activated 250-50
MCG/ACT
Febuxostat Oral
Tablet 80 MG
EPINEPHrine Injection
Solution Auto-
injector 0.3
MG/0.3ML
Buprenorphine HCI-
Naloxone HCI
Sublingual Tablet
Sublingual 8-2 MG
Descovy Oral Tablet
200-25 MG
Emtricitabine-
Tenofovir DF Oral
Tablet 200-300 MG
Buprenorphine HCI-
Naloxone HCI
Sublingual Tablet
Sublingual 8-2 MG
Propranolol HCI Oral
Tablet 60 MG

Eliquis Oral Tablet 5
MG

Trelegy Ellipta
Inhalation Aerosol
Powder Breath
Activated 100-62.5-
25 MCG/ACT

Anoro Ellipta
Inhalation Aerosol
Powder Breath
Activated 62.5-25
MCG/ACT
Atorvastatin Calcium
Oral Tablet 40 MG

Per Rx

$1,094.67

$409.16

$921.02

$456.19

$320.99

$268.05

$175.80

$417.09

$195.73

$1,835.61

$1,050.20

$90.57

$13.87

$493.39

$588.78

$418.61

$8.77

Per Rx

$592.44

$72.27

$630.64

$270.70

$173.85

$124.00

$33.78

$276.58

$76.84

$1,718.54

$1,261.51

$215.29

$51.87

$530.85

$624.44

$453.96

$33.75

$502

$336

$290

$185

$147

$144

$142

$140

$118

$117

-$211

-$124

-$38

-$37

-$35

-$35

-$24

Plan Cost Higher

Plan Cost < Rx thgn Rx
. -$211 Reimbursement
Reimbursement .
occurs 10-fimes
more often

N/A

N/A

Plan Cost Higher

Plan Cost < Rx thgn Rx
. -$124 Reimbursement
Reimbursement .
occurs 3-times
more often

N/A

N/A

N/A

N/A

N/A

N/A

Plan Cost > Rx

Reimbursement Vb2

Plan Cost > Rx

Reimbursement Vit

N/A

N/A

N/A

N/A

Plan Cost > Rx
Reimbursement

Plan Cost Higher

= than Rx




Avg Cost Avg
‘Spread’ Per Plan Reimbursement
Category Sponsor Per Pharmacy
Per Rx Per Rx

Corresponding
‘Spread’
Category

Per Rx
Delta

Drug Name

Frequency Delta

Reimbursement
occurs é-times

more often
Nystatin
Plan Cost < Rx Mouth/Throat
£ Reimbursement Suspension 100000 Ve pEa E N/A
UNIT/ML
Plan Cost Higher
Ondansetron Oral than Rx
9 Plan Cost < Rx Tablet Disintegrating $11.09 $34.86 -$23 Plan Cost > Rx $62 Reimbursement
Reimbursement Reimbursement .
4 MG occurs 1.2-times
more often
10 Plan Cost < Rx Labetalol HCI Oral $11.99 $35.31 -$23 N/A

Reimbursement Tablet 300 MG

The data points in Figure 33 present several interesting findings. First, ‘spread’ occurs on both brand and
generic claims and results in both the plan sponsor being charged more or less than the pharmacy is
reimbursed (this means that there are times when the pharmacy receives more than the plan sponsor is
charged [and vice versa]). The data points demonstrate that just because the majority of the claims are
associated with plan sponsor costs that exceed pharmacy payments, there may be claims for the same drug
where the plan is being charged less than the pharmacy was reimbursed. The disparate financial incentives |
across the same drug highlights that spread pricing models may make it difficult for health plans to
effectively manage their overall benefit design, costs, and medical loss ratio adherence, as desired financial
incentives to influence health outcomes may be lost within the ‘spread.” Said differently, attempting to
encourage proper treatment of a medical condition through a financial incentive may not be possible
because the incentive may exist sometimes and not exist in other situations due to 'spread’ pricing.

Another consideration is the impact of spread pricing on the recognized value of the patient out-of-pocket
(OOP) expenses. Within our methods, we held patient cost share amounts per claim as equivalent between
the plan sponsor data and the pharmacy provider data as a key variable to evaluate 'spread.’ This is because
it would seem impossible for a PBM to present to a plan sponsor claims data that would get the patient out-
of-pocket expenditures wrong. Said differently, unless an error has occurred in either the health plan sponsor
or pharmacy data sets, it would appear fraudulent for the PBM to report patient cost share amounts that are
different from what they actually directed pharmacies to collect from patients, regardless of the contractual
‘spread’ arrangement. However, while this methodology may enrich the value of patient cost share as a
percentage of the total claim cost, what it does highlight is that the ‘cost’ of spread pricing depends upon
one's perspective within the claim transaction.

In Figure 34 (on the next page), we analyze the percentage of member cost share perceived on the claim
based upon whether we evaluate the cost share amount (which is the same in both data sets due to the
methodology) as a percentage of the health plan’s cost or the pharmacy reimbursement. As can be seen
within the selection of drugs highlighted, the patient out-of-pocket costs are a higher percentage of the
pharmacy reimbursement than the associated health plan sponsor costs.
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Figure 34: Member OOP Experience as a Percentage of ‘Spread Claims,” % of Health Plan Cost vs. % of Rx Reimbursement

Average Member Member OOP as % of Member OOP as % of
Pharmacy

Health Plan Cost .
Reimbursement

Product Out-of-Pocket

Atorvastatin Calcium Oral Tablet 20

MG $1.17 21% 41%
Albuterol Sulfate HFA Inhalation
Aerosol Solution 108 (90 Base) $8.79 16% 27%
MCG/ACT
Gabapentin Oral Capsule 300 MG $8.51 28% 64%
Losartan Potassium Oral Tablet 100 $4.03 38% 78%
MG . (o} (o}
Testosterone Cypionate
Inframuscular Solution 200 MG/ML $8.13 = 42%
DULoxetine HCI Oral Capsule
Delayed Release Particles 60 MG $9.35 46% 83%
buPROPion HCI ER (XL) Oral Tablet
Extended Release 24 Hour 150 MG 2.0 = S
Gabapentin Oral Tablet 600 MG $8.00 34% 77%
Emtricitabine-Tenofovir DF Oral Tablet
200-300 MG $95.27 9% 12%
metFORMIN HCI ER Oral Tablet $3.97 349 69%

Extended Release 24 Hour 500 MG

On the one hand, because patient cost sharing amounts are equal to both health plan sponsorand pharmacy
provider, the health plan could be viewed as bearing the full cost of spread pricing. Any difference in the
total claim price between what is paid to the pharmacy provider and what the health plan sponsoris charged
can only be attributed to the amount the health plan was responsible for (as patient cost dollar amount is
constant). This cost may be technically acceptable, because the health plan sponsor ultimately was the party
that elected the benefit design of spread pricing (see PCMA statement re: plan benefit design flexibility).
However, from an alternative perspective, the presence of spread devalued the health benefit to the patient.
As a proportion of health expenses, the patient was bearing more drug costs at the pharmacy counter (as a
percentage of pharmacy reimbursement). But because their health plan allows the PBM to engage in spread
pricing, the health plan perceives the patient as bearing less cost sharing than they actually are. This can
have knock-on effects to benefit design that are detrimental to patients. For example, the health plan may
address rising health costs by increasing patient deductibles or cost-sharing amounts. An internal analysis
of the claims would suggest that patients are not responsible for as much drug costs as they actually are
paying (assuming the price to the pharmacy provider is the ‘real’ price). Or more simply put, if you are a plan
sponsor considering health plan changes in the coming year based upon rising drug costs, you may perceive
that your enrollees are bearing less costs than they actually are, which may lead you to shift additional cost
sharing onto members beyond what you would have considered if you evaluated costs transparently.
Alternatively, spread-based contracting may result in health plans seeking to acquire drugs outside of their
PBM relationship to save on universally those perceived costs (such as alternative sourcing programs like
international [i.e., Canada] or programs like Mark Cuban Cost Plus Drug Company). However, contracts with
exclusive PBM service provisions may limit the ability for health plan sponsors to seek drug savings outside
of their legacy PBM spread-based model.
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That said, it should be recognized that not all claims will incur higher plan sponsor costs relative to pharmacy
provider reimbursements under a spread arrangement. While less common in our sub-analysis, our next
section seeks to better understand the claims where the health plan sponsor may have received the benefit
of 'negative spread.’

Plan Sponsor Cost Lower than Pharmacy Reimbursement

While less than half as common, and already investigated to a degree, there is a portion of claims where the
studied Washington health plan sponsor’s cost was lower than what the studied Washington retail pharmacy
providers were actually reimbursed on those likely-matched claims within this sub-analysis. As can be seen
in Figure 35, the plan sponsor was charged $38.62 less than the pharmacy provider was reimbursed on
average for these brand claims, and $11.89 less on the generic claims. In reviewing Figure 35 in comparison
to the earlier Figure 30, the brand under-charges to the health plan are roughly 50% greater than the over-
charges, whereas the under-charges on the generics are roughly 50% less than the generic over-charges.

Figure 35: Spread Pricing Claims Resulting in Plan Sponsor Cost Lower than Pharmacy Reimbursement (2020 — 2023)

BRAND GENERIC

% $512.83

PLAN SPONSOR DELTA PHARMACY PLAN SPONSOR DELTA PHARMACY

While most plans would identify brand drug spending as a significant and problematic area in managing
their overall drug expenditures, we should note that proportionally, the over-performance on brand claims
would not appear to be adequately ‘paid for’ across all claims. Because claims where the plan sponsor is
being over-charged relative to the pharmacy provider's reimbursement outnumber the opposite by about
2-to-1, and because brand claims are only roughly 10% of overall utilization (see Figure 17), the plan sponsor
is, in the aggregate, consistently getting charged more than the pharmacy provider’s reimbursement. Taking
an aggregate plan sponsor view on ‘spread’ claims results in the plan sponsor costs being approximately
$165,000 higher than the reimbursement provided to pharmacy providers (approximately $8 more per
prescription)." To be clear, the plan sponsor saved approximately $35,000 on the claims where their costs
were lower than pharmacy reimbursement; however, these savings were not sufficiently offset, as their costs
were $200,000 higher when their cost exceeded pharmacy reimbursement (see Appendix to this report for
details).

Taking a step back from our analysis, these results appear unsurprising within the context of spread pricing.
The financial incentives of the PBM are to minimize losses and maximize opportunities to make margin, just
like any other member of the prescription drug supply chain. Our analyses would suggest PBMs are broadly

Vil Note our estimate of spread value per prescription aligns with the findings of prior audits of the practice ($6 to $8 per Rx range), see Ohio AG report
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successful in ensuring that spread pricing models do not financially disadvantage their own opportunities to
make money. If PBMs engaging in spread contracts with health plan sponsors bid the contracts at rate
guarantees that are greater than their average pharmacy network reimbursement performance - meaning
that the PBM would be receiving less dollars from plan sponsors than what they had to eventually pay out to
pharmacies - it is highly likely that they would struggle to make money within the benefit. As with any
business, if they struggle to make money, their long-term viability would be threatened and PBMs would
contract and/or go out of business. Alternatively, if PBMs bid the contract closer to their highest-cost network
pharmacies, then most covered prescriptions would be positioned to make them money. The analysis in this
section suggests that the latter is occurring more frequently than the former (i.e., charging plan sponsors
more frequently a greater amount than they reimburse pharmacies).

To investigate this dynamic, we return to our earlier observations regarding pharmacy classes of trade and
seek to evaluate health plan costs across the broad type of pharmacies (chain drug stores [e.g., CVS, Rite
Aid, Walgreens], grocery stores, small chain/independent pharmacies, and mail-order pharmacies [i.e., PBM
affiliated/specialty]).

Health Plan Class of Trade Analysis

To conduct our analysis to investigate potential cost differentials between the various pharmacy classes of
trade, all health plan sponsor claims were evaluated based upon the type of pharmacy that dispensed the
drug. The type of pharmacy was identified within the studied Washington commercial plan sponsor data we |
received. As can be seen in Figure 36 (on the next page), the majority of claims reflected within the plan
sponsor data were dispensed at retail pharmacies (most of them being chain drug stores). A relatively small
number of claims were dispensed at mail-order, and the remaining claims were dispensed at other pharmacy
types (such as long-term care or clinics). For the purposes of our class of trade analyses in this report, “mail-
order pharmacies” is comprised exclusively of mail-order and specialty pharmacies that are owned and/or
affiliated with PBMs. For the uninitiated, this means that the resulting charges to the plan sponsors are largely
the result of negotiations that occur between sister companies that exist under the name parent organization.
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Figure 36: Health Plan Claims by Pharmacy Class of Trade, Studied Washington Plan Sponsor Data (2020 to 2023)

Health Plan Claims by Class of Trade
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Having separated the studied Washington health plan sponsor claims data into the pharmacy classes in
Figure 36, we returned to our evaluation by analyzing plan sponsor claims based upon the underlying drug
(i.e. NDC) having a NADAC value. Overall, claims with a NADAC price covered 97% (2.34 million of 2.42
million) of plan sponsor drug utilization and 77% ($243 million of $318 million) of spend for this subset of
data. Generic drugs had a NADAC price for 99% (2.14 million of 2.15 million) of billed claims and 94% of
spend ($54.1 million of $57.6 million), while brands had a NADAC price for 76% (207,585 of 273,926) of
billed claims and 73% of spend ($189.6 million of $260.4 million). With these numbers in mind, it's worth
noting moving forward that any NADAC-based analyses of the pricing experiences of our studied
Washington plan sponsors and retail pharmacies will cover an overwhelming majority of the pharmacy
claims and reimbursement.

In this analysis, the primary rationale for limiting claims to those that have a corresponding NADAC price
was to evaluate the potential financial incentives being provided by health plan sponsors to pharmacy
providers (broadly). This is because we can compare plan sponsor costs relative to the underlying drug
acquisition costs to evaluate the financial incentives being offered to the various types of pharmacy
providers. Or more simply put, by identifying the underlying costs of medicines, we can also assess the
degree to which certain drugs or certain pharmacy types may be more profitable than others, and from the
plan sponsor’s perspective, which drugs or pharmacy types might bear higher markups than others.

As can be seen on the next page (Figure 37), while pharmacy retailers represent some of the largest pockets
of health plan drug utilization (Figure 36), there are significant disparities in the margin opportunities for
different types of providers.
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Figure 37: Plan Sponsor Class of Trade Margin Analysis, Cost Over NADAC (2020 to 2023)
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In the competition for outpatient retail drugs, Figure 37 identifies that the value associated with the
pharmacy class of trade is differentiated, favoring mail-order pharmacies over other classes of trade to a
significant degree. As the plan sponsor data shows, when it comes to the dispensing of medicines that
typically flow through the retail channel, the greatest beneficiary from a profitability perspective would
appear to be non-retail pharmacies. On generic drugs, the studied Washington plan sponsor data suggests
that the average markups on these medicines in the mail-order channel are more than four times the
estimated margins yielded by grocery store pharmacies. Meanwhile, for brand drugs, the studied
Washington plan sponsor data suggests that the average markups on these medicines in the mail-order
channel are more than 35 times the estimated margins yielded by small chain and independent pharmacies.

To demonstrate the impact of these markup differentials, we performed an analysis that sought to identify
the cost to plan sponsors if the average margins across each class of trade were universally recognized. To
do this, we kept the underlying NADAC cost the same, but added costs above NADAC based upon the
averages in Figure 37 to get the new calculated total claim cost. This analysis attempts to recognize that the
drug’s cost is theoretically best quantified in one manner (i.e., there will be one, most appropriate price for
each drug/[i.e., one atorvastatin price]; such conceptis inherent to the idea of MAC list - one price to properly
incentivize purchasing the lowest price product). However, because it is drug prices (and not dispensing
fees'") that are differentiated within pharmacy transactions, we get variable costs for the same drug, on the
same day. As shown in Figures 38 & 39 (on the next page), the most expensive repricing experience would

v Recall, we previously identified the average dispensing fee in the retail pharmacy data is just $0.70.
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be for the plan sponsor to recognize the total payment at the average price above the drug'’s cost associated
with the mail-order pharmacy channel.

Figure 38: Plan Sponsor Costs Repriced at Avg Cost Over NADAC per Channel (2020 - 2023)
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Figure 39: Plan Sponsor Costs Repriced at Median Cost Over NADAC, Per Class of Trade (2020 to 2023)
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As can be seen in Figures 38 & 39, there is little difference between the retail pharmacy experience and
overall plan costs within this exercise with the exception of the mail-order claims. To be specific, there is less
than a 2% difference identified in Figure 38 between actual plan sponsor costs and the reprice amount of
chain, grocer, or small and independent; however, there is a 32% increase to costs with the mail-order
margin experience (an approximate $100 million increase). For the median values (Figure 39), there is no
real difference in the observation (specifically, the data shows a 38% increase with mail relative to the others
rather than a 32% increase). Because our analysis keeps drug cost the same, the impact is such that the cost
above drug acquisition cost triples for the mail-order experience relative to the other classes of trade. Said
differently, if retail pharmacies were to recognize the typical mail-order pharmacy reimbursement
experience, their margins would increase more than three-fold. While the typical mail-order pharmacy claim
may appear low cost, the averages indicate that significant margins can be made in the aggregate. Because
we are analyzing claims that have an accompanying NADAC data point, in essence, these results are
suggestive that plan sponsor costs were more inflated for mail-order claims that could otherwise have been
acquired via local pharmacies within the state (i.e., traditional retail drugs).

Because of the significance of the findings in Figures 38 & 39, we re-performed the analysis but this time
focused on the plan sponsor cost above NADAC per day and then multiplied that value by 30 to get the 30-
day equivalent amount (rather than a per prescription total). We undertook this analysis for the same reasons
we did previously - mainly that in a system that values the drug cost over other forms of payment (i.e.,
dispensing fee), the inherent nature of mail-order pharmacy having more days’ supply per prescription on
average relative to retail may be responsible for some of the observations in Figures 38 & 39. For example, |
if a retail pharmacy yields a $10 markup average per prescription, that $10 may also be equivalentto a $10
cost above drug acquisition cost (i.e., NADAC) per 30-day (since most retail prescriptions are 30-day
supplies). However, a mail-order prescription that produces a $30 cost above NADAC might be equivalent
to a $10 above NADAC per 30-day supply (since the mail-order prescription is associated more frequently
with a 90-day supply). While in our experience, most PBM contracts pay pharmacies at a lesser rate for 90-
day supplies relative to30-day supplies - and technically speaking, the pharmacy’s overhead is in essence
the same regardless of how many days’ supply are in a prescription - we felt that the comparison was
worthwhile context regardless.

As observed in Figures 40, 41, & 42 (on the next pages), we find that directionally, mail remains more
expensive than other retail classes of trade (i.e., chain, grocer, and small & independents) with an average
30-day cost above NADAC of approximately double the other compared classes of trade.
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Figure 40: Plan Sponsor Class of Trade Analysis, Cost over NADAC, 30-day Equivalent (2020 — 2023)
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Figure 41: Plan Sponsor Costs Repriced at Avg Cost Over NADAC, 30-day Equivalent, Per Class of Trade (2020 — 2023)
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Figure 42: Plan Sponsor Costs Repriced at Median Cost Over NADAC, 30-day Equivalent, Per Class of Trade (2020 — 2023)
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To evaluate what is driving these markup and margin disparities (Figures 40, 41, & 42), we can attempt to
do so by recognizing that while mail-order pharmacies represented just 2% of total covered plan sponsor
prescriptions, those mail channels captured 18.5% of the 1% of most profitable claims based on margin over
NADAC (normal distribution would suggest a 2% capture rate). For comparison, small chain and
independent pharmacies represented 13% of total prescription fills and received 19.3% of the most
profitable claims (i.e., top 1%); while chain pharmacies had 38% of total prescription fills and received 38%
of the most profitable claims. At the same time, exposure to low-cost claims was disproportionately
experienced as well. Of the bottom 1% of claims (i.e., paid the worst relative to NADAC drug costs), chain
pharmacies captured 27% of the low-end claims, grocery stores captured 20%, mail got 25%, and small chain
and independent pharmacies got 28% of the low-end claim volume. As can be seen in Figure 43 (below),
the results are unexpected relative to the overall proportionality of claims such that a concentration of
winners and losers (in terms of margin opportunities for dispensing pharmacies) favor mail to a significant
proportion.

Figure 43: Hit Rate Analysis for High-End & Low-End Claims, Washington Plan Sponsor Pharmacy Class of Trade Comparison (2020 — 2023)

Class of Trade % of Overall % of Top 1% Hit Rate forTop % of Bottom 1% Hit Rate for
Utilization Margin Claims 1% Claims Bottom 1%
Chain 38% 38% 1to1 27% 1t0 0.71
Grocer 27% 24.2% 110 0.89 20% 1100.74
small & 13% 19.3% 110 1.48 28% 1102.15
Independent
Mail 2% 18.5% 110 9.25 25% 1to 12,5

3 A Understanding Drug Pricing from Divergent Perspectives: State of Washington Prescription Drug Pricing Analysis




The Sankey Chart (Figure 44 below) demonstrates the flow of claims in Figure 43 from overall utilization
and into the highest and lowest buckets (of margin opportunity relative to NADAC).

Figure 44: Washington Plan Sponsor Pharmacy Class of Trade Margin Analysis, Top and Bottom 1% Claim Average Experiences (2020 — 2023)

Chain

High End
Overall . 9
Grocer
) Low End
[ |
Small & Indy
[ |
Pharmacy Class of Trade Mean Top 1% Claim Cost Above Mean Bottom 1% Claim Cost Below
Y NADAC NADAC
Chain $325.23 -$67.83
Grocer $340.58 -$70.89
Mail $586.39 -$100.37
Small Chain and Independents (Small $479.15 $163.64

& Indy)

Based on our studied Washington plan sponsor data, the most profitable prescriptions showed up at mail-
order facilities in greater frequencies than its overall utilization would have suggested (size of light blue in
the middle of Figure 44), particularly when compared to other classes of pharmacy trade. This finding is
significant because the value of these high-end claims is critical to the overall viability of pharmacy business
(see earlier Figures 20 & 21). Focusing on the mail order experience for example, the high-end value is
such that it can ‘pay for’ almost 6 instances (technically 5.8) of the bottom 1% claims; however, the high to
low experience is not a 6-fold difference. In essence, while mail may experience more lows, it experiences
enough highs that the lows are paid for, and the overall experience is beneficial for the operation of the mail
pharmacy. This observation within commercial plan sponsor data appears to directionally mirror similar
analyses of these disparate pricing and access dynamics within Medicare and Medicaid (majority of
pharmacy margin is concentrated into relatively few claims).%¢ ¢7 ¢8

To investigate this behavior further, we expanded our analysis to evaluate health plan sponsor drug costs
for claims without a NADAC price. Recall that NADAC is built by using drug acquisition cost survey data
provided by retail pharmacies from across the country. A limitation of NADAC as it is currently constructed
today is that if a particular medication is not routinely dispensed within the retail channel, that drug will not
have sufficient data point inputs from pharmacy providers that would necessitate the yielding of a NADAC
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price. As many PBMs will limit distribution of what they designate as
specialty drugs to only specialty pharmacies (more commonly, the
specialty pharmacies that are owned by and/or affiliated with the PBM),
itis understood that of the drugs that NADAC is lacking price points are
generally considered specialty.

Analysis of Drugs without a NADAC Price

Because of this limitation - that the NADAC benchmark will lack pricing
visibility into many drugs that are being predominantly dispensed
outside of the retail channel, but instead at the PBM-affiliated
mail/specialty pharmacies - it can be challenging to assess the high-
markup medicines that don't have a NADAC value without any way to
directionally quantify the going rate for pharmacies to acquire those
medicines. Or more simply put, if PBM-affiliated pharmacies are
dispensing a majority of a subset of specialty drugs where there are no
NADAC values that point to the underlying costs of those medicines, we
have little way to ascertain whether or not reimbursements for those
medicines are appropriately and equitably sized - unless we can use
other pricing benchmarks to provide the desired pricing insights.

In order to investigate these costs for 'non-NADAC drugs,’ we need a
benchmark outside of NADAC. We elected to use two benchmarks to
have as much context around these products as reasonably available.
The two benchmarks we relied upon were WAC, a reflection of the
manufacturer’s list price of the drug, and the other was the Texas
Medicaid published retail drug price.®” As a Medicaid program, Texas
has an obligation to pay for drugs at AAC. As a result, they have had to
develop a methodology to pay for retail drugs regardless of whether
the drug has a NADAC. Texas Medicaid makes their pricing list available
in the public domain, enabling us to get a sense for retail prices beyond
what NADAC would enable in a way that has been vetted and approved
by CMS as being a reasonable approximation for AAC.* Texas Medicaid
relies upon the following to generate its AAC (see side panel).

With the Texas Medicaid retail price and the WAC joined into the claims
data based upon the date of service and NDC, we were able to evaluate
drug pricing for claims without a NADAC price and draw comparisons
between these benchmark prices and the costs incurred by studied
Washington plan sponsors within their supplied claims data. As can be
seen in the Figure 45 (on the next page), the PBM pricing to the health
plan sponsors suggests PBM cost management within each class of
trade was relatively uniform (in terms of estimated margin), as estimated
by either the Texas Medicaid retail price (i.e., AAC) or the drug’s WAC.

* As a Medicaid program, Texas Medicaid reimbursement methodology must be approved by CMS for use to price claims and pay pharmacies.
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Texas Medicaid
Vendor Drug
Program

— Drug Pricing

Reimbursement of outpatient
prescription drugs is based on
the drug's Actual Acquisition
Cost (AAC) according to the
Covered Outpatient Final Rule
of the Affordable Care Act of
2010. AAC is defined as an
estimate of prices generally
and is verifiable by invoice
audit conducted to include
necessary supporting
documentation verifying the
final cost to the provider.
Prices are established using
market or government
sources, which include, but
are not limited to:

e Reported manufacturer

pricing;
e First Databank;
e Redbook;

e Weighted AMP, as
published by CMS;

e NADAC, as published by
CMS; or

e Gold Standard pricing
service

For more information see:
https://www.txvendordrug.com
/about/manuals/pharmacy-
provider-procedure-manual/p-
12-pricing-and-
reimbursement/drug-pricing
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The primary exception was the degree of average expected margin, with mail-order pharmacies.
Washington commercial plan sponsor mail-order claims are reimbursed by PBMs significantly higher than
competitors for both brand and generic claims within this subset analysis. Interestingly, whether we rely upon
Texas AAC or WAC is largely inconsequential to determining payments relative to estimated drug costs, as
both produce similar estimates.*

Figure 45: Non-NADAC Analysis of Plan Sponsor Costs Based on Pharmacy Class of Trade Relative to Texas Medicaid Retail Price or WAC (2020 to 2023)
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As can be seen in Figure 45, the typical mail-order pharmacy is making, in comparison to chain drug stores,
roughly 20-times more margin relative to the estimated underlying drug cost for brand drugs and roughly
1,000-times more margin for generic drugs (note: the other classes are even more varied). However, while
this data begs the question of what possible value could warrant such significant PBM compensation
differences between mail and retail pharmacies, the difference between the retailers (chain, grocer, and
small/independents) versus the mail-order pharmacy for non-NADAC claims could be due, at least in part,
to differences in drug mix (i.e., mail-order pharmacies dispensing some drugs not dispensed within the other
retail channels and vice versa). As we are investigating non-NADAC drug costs, we no longer have the base
retail class of trade understanding within these claims.

*The Appendix provides the data for the median analysis equivalent to Figure 45 and produces similar results.
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Mark Cuban Cost Plus Drug Company Price Comparison

To investigate these possible drug mix dynamics, we elected to evaluate this subset of claims further based
upon the availability of Mark Cuban Cost Plus Drug Company (MCCPDC) pricing® on these claims relative
to the rates paid by plan sponsor. We selected MCCPDC, as previous analysis has demonstrated a potential
disconnect between PBM-based drug costs and prices at cash-pay pharmacies.”® ’' 72 As our earlier NADAC
analysis was structured on understanding what incentives may be available for retail class of trade
medications, this sub-analysis will investigate whether there would appear to have been any drug pricing
efficiencies gained or lost through these non-NADAC claims relative to cash-pay mail-order prices.

To perform this analysis, we took the historic MCCPDC prices, inclusive of their standard 15% markup,
shipping and labor costs charged, and joined them into the claims without a NADAC price point available.
Because MCCPDC generally offers a single source per drug product (NDC), we made the join in this analysis
on a drug name basis (i.e., strength, dosage form, active ingredient).” From there, we were able to make
comparisons against studied Washington plan sponsor drug costs and the anticipated cost to get the same
drug through MCCPDC. As can be seen in the per prescription averages in Figure 46 below, mail-order
pharmacies continue to have the highest cost to the plan sponsor relative to the underlying Mark Cuban
prices.

Figure 46: Plan Sponsor Pharmacy Class of Trade Drug Costs Relative to Mark Cuban Cost Plus Drug Company, Non-NADAC Drugs (2022 — 2023)
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X 3 Axis Advisors, LLC, are consultants to the Mark Cuban Cost Plus Drug Company (MCCPDC), although we performed this analysis independently and not as a part of
our consulting relationship with MCCPDC.

Xii \we specifically joined products based upon Medi-Span’s GPI.
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costs could be materially different. However, as you can see from the light blue bars in Figure 46, these
differences are negligible, with MCCPDC-equivalent costs being only 3.8% higher at mail-order pharmacies
versus chain pharmacies. Conversely, while the underlying cost differences may be minimal, the markups
are not, with mail-order pharmacies yielding margins relative to MCCPDC prices that were 586% higher than
those received by chain pharmacies. Further, one could argue that a more appropriate comparison of the
costs of these medicines would be between Mark Cuban Cost Plus Drug Company - which is a mail-order
pharmacy - and the costs plan sponsors incurred from the mail-order pharmacies within their benefit plans,
as essentially both represent the same class of trade. Through this lens, the Washington plan sponsors were
charged 2,291% more for non-NADAC drugs than what could have been achieved through alternative mail-
sourcing at Mark Cuban Cost Plus Drug Company.

Digging into this data deeper, there are only 10 products (four unique active ingredients) where we can
make direct comparisons (a relatively small sample size). Of these, only one had a comparison between the
mail-order price and a retailer price within. For this product, the mail-order pharmacy filled the prescription
at a rate of 10-to-1 relative to the retailers in the studied Washington plan sponsor data; however, both the
retail pharmacy and the mail-order pharmacy were paid similar rates for the drug (Figure 47).

Figure 47: Washington Plan Sponsor Data vs MCCPDC Product Examples (2022 — 2023)

\"e]
Pharmacy 5.0 Plan MCCPDC Rl
Drug Name Class of Cost ber Rx Cost per (Plan Cost -
Trade P Rxp MCCPDC)
Fingolimod HCL Oral Capsule 0.5 MG Mail $505.27 $300.03 $205.24
Fluticasone-Salmeterol Inhalation Aerosol .
115-21 MCG/ACT Chain $334.83 $291.56 $43.27
Fluticasone-Salmeterol Inhalation Aerosol
115-21 MCG/ACT Small $377.63 $291.56 $86.07
Fluticasone-Salmeterol Inhalation Aerosol .
230-21 MCG/ACT Chain $483.86 $380.32 $103.54
Fluticasone-Salmeterol Inhalation Aerosol
230-21 MCG/ACT Grocer $496.47 $380.32 $116.15
Fluticasone-Salmeterol Inhalation Aerosol
45-21 MCG/ACT Grocer $304.05 $236.64 $67.41
Fluticasone-Salmeterol Inhalation Aerosol
45-21 MCG/ACT Small $304.05 $236.64 $67.41
Lurasidone HCL Oral Tablet 120 MG Chain $1,296.21 $22.00 $1,274.21
Lurasidone HCl Oral Tablet 120 MG Small $1,005.20 $46.00 $959.20
Lurasidone HCL Oral Tablet 20 MG Chain $244.40 $14.21 $230.19
Lurasidone HCl Oral Tablet 20 MG Grocer $2,679.21 $22.00 $2,657.21
Lurasidone HCl Oral Tablet 20 MG Small $8.96 $14.50 -$5.54
Lurasidone HCL Oral Tablet 40 MG Grocer $580.58 $16.75 $563.83
Lurasidone HCL Oral Tablet 40 MG Small $1,019.15 $16.00 $1,003.15
Lurasidone HCl Oral Tablet 60 MG Chain $737.84 $16.00 $721.84
Lurasidone HCL Oral Tablet 80 MG Chain $902.23 $17.80 $884.43
Lurasidone HCL Oral Tablet 80 MG Grocer $415.83 $16.50 $399.33
Lurasidone HCl Oral Tablet 80 MG Small $20.25 $17.80 $2.45
Teriflunomide Oral Tablet 14 MG Mail $4,465.11 $17.80 $4,447.31
Teriflunomide Oral Tablet 14 MG Small $4,330.37 $17.80 $4,312.57
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Teriflunomide (generic Aubagio) provides the opportunity for an interesting discussion on the value of class
of trade designations. As an oral tablet, the medication is relatively easy to administer and is safe for storage
and transportation at USP Controlled Room Temperature.”® As a medication indicated for multiple sclerosis
(M.S.), it is also a medication that chronic need would be anticipated for, as there is no current cure for M.S.
And yet, despite its ease of administration, ease of storage, and chronic need, it is often a medication that
ends up on PBM and/or plan sponsor specialty drug lists. According to prevailing understanding (as an
industry consensus on what ‘specialty’ means does not exist), a medication meets the definition for specialty
drug on the basis of having one or more of the following characteristics’*:

e High cost

e Treats complex clinical conditions

e May require special handling, storage or administration
e Requires robust patient education and monitoring

Teriflunomide can potentially meet all of these definitions, in part because of the arbitrary nature of its drug
costs within the plan sponsor data. Although the average cost per prescription exceeds $4,000 in the studied
Washington plan sponsor data (an approximate 50% discount to the average AWP for the generic
medication), MCCPDC is offering the medication for approximately $20, inclusive of all service and shipping
fees (an AWP discount of 99%). To be clear, MCCPDC does not appear alone in its offer of low-cost
teriflunomide, as other pharmacies are also offering the drug at $20 or less as of the issuance of this report
(and presumably historically)." 7> 7¢ The broader point being that almost any drug could be deemed ‘special’
based upon the above definition, particularly when drug price (i.e., high-cost) is so unpredictable of a
concept. Said differently, if we remove high-cost from the definition of ‘specialty’ (because we acknowledge
costs can be manipulated via AWP-based discounting or other means), then nearly any medication is likely
to be one that treats a complex medical condition, require special storage, and/or requires robust patient
education and monitoring.

As an example, a medication to treat high-cholesterol such as atorvastatin (generic Lipitor) treats a complex
clinical condition (there are multiple origins of high-cholesterol, including hereditary and environmental
factors), requires special administration (i.e., must avoid grapefruit juice), and requires patient monitoring of
liver and muscle function to evaluate potential side effects or harm from therapy. And while atorvastatin has
atypical NADAC price of $0.05 per pill (i.e., not high cost), the undiscounted AWP can be 100 or 1,000-times
greater (i.e., potentially rising to the subjective threshold of high cost).

Regardless, we can appreciate that the drug mix was likely a key-driver in the expenditures associated with
mail we observed above (in Figure 45) based upon which drugs were and were not dispensed at mail-order
pharmacy in this analysis (Figure 47). Because mail-order was positioned to fill the specific drugs it
dispensed, with their associated costs and not others, the mail-order class of trade would appear to have
been much better positioned for profitability relative to their retail competitors.

Xiil At the time of writing, GoodRx showed pharmacies in our area offering equivalent dose of teriflunomide 14 mg for as low as $13.84 per prescription (Discount
Drug Mart in Central Ohio).
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Evaluation of Equivalent Generic Drug Costs

As a means of testing the differences between plan sponsor recognized costs and the various pharmacy
types for an equal representation of drugs, we conducted an analysis to reprice generic claims based upon
the average paid cost to each class
of trade for the plan sponsor. To do

Example: GPI for Lipitor Oral Tablet 10MG

this analysis, we identified the plan Diggiony =) ANTIHYPERLIPIDEMICS
sponsor median monthly  EBITEJEERS HMG CoA Reductase Inhibitors
ingredient  cost  per  generic Drug Subclass 39-40-00 HMG CoA Reductase Inhibitors
product identifier (GPI). Medi-Span _

GPI is a hierarchical therapeutic Drug Base Name  39-40-00-10 Atorvastatin

classification system that enables EHIIEIENTS 39-40-00-10-10 Atorvastatin Calcium

the identification of the same drug
(in terms of active ingredient and
dosage form; see descriptiontothe  [REMEWIE 39-40-00-10-10-03-10  Atorvastatin Calcium Tab 10MG
side).”” As an example, the use of
GPIl enables us to identify all
atorvastatin 10 mg tablet NDCs Source: https://www.wolterskluwer.com/en/solutions/medi-span/about/gpi

Dose Form 39-40-00-10-10-03 Atorvastatin Calcium Tablet

This GPI has 39 brand and generic NDCs associated with it

individually, one code can quickly identify all products that meet this characteristic. Therefore, we used Medi-
Span'’s GPI classification system to solve this limitation and determine monthly median drug cost per each
class of trade within the studied Washington plan sponsor data. The reprice was accomplished by taking the
monthly median price identified and recalculated drug ingredient costs based upon the repriced median
unit price multiplied by the quantity of each claim. Results were limited to GPls where a price could be
calculated across each class of trade (i.e., atorvastatin 10 mg tablets would need a price point in chain,
grocer, small chain and independents, and mail). In Figure 48 below, we can identify on aggregate, through
this new analysis, that the mail-order class of trade is generally more expensive for plan sponsors, even when
results are limited to comparisons on the same drug product.

Figure 48: Analysis of Channel Cost to Plan Sponsor Based upon Average GPI-level Price per Product Within each Channel (2020 — 2023)
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Note, Figure 48 can only make comparisons when the GPI has a monthly median price for all comparisons.
As a result, we were able to compare most (85%; 1.83 million of 2.15 million studied Washington generic
plan sponsor claims), but not all, generic claims. Nevertheless, the analysis is suggestive that relative to other
means to receive medications, mail-order pharmacy’s median monthly unit price does not typically produce
savings when compared to retail pharmacy channels (relying on only one channel’s experience to set overall
drug costs). When one considers the potential additional hurdles to access medicines - including waiting for
and arranging mail delivery and potential delays or damages - that can result from delivery rather than
getting the medication filled locally, the results of Figure 48 likely require further investigation.

Evaluation of Plan Sponsor Costs by Class of Trade per 100 Prescriptions

Our final attempt at assessing the impact of the pharmacy classes of trade on plan sponsor drug costs is to
produce another version of the earlier generated favorite chart, the margin over NADAC per 100
prescriptions for plan sponsors (see Drug Costs Relative to Acquisition Costs section on page 39).
However, rather than presenting one chart for the entire plan sponsor experience, in Figure 49 below, we
evaluate the plan sponsor cost experience relative to NADAC on a per-100-prescription basis differentiated
by each pharmacy class of trade. In so doing, we're able to identify potential trends that can help explain the
observed differences within this section.

Figure 49: Overall Margin Over NADAC Per 100 Prescriptions, Washington Commercial Plan Sponsor Data Set by Pharmacy Class of Trade (2020
to 2023)
OVERALL MARGIN OVER NADAC PER 100 PRESCRIPTIONS,
WASHINGTON COMMERICAL PLAN SPONSOR DATA SET BY RX CLASS OF TRADE,
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To be frank, we find Figure 49 fascinating. Within the view presented, we can identify almost no noticeable
differences between the chain, grocer, and small chain / independent pharmacy experiences. This is largely
because the scale of the highly differentiated mail-order pharmacy experience is shrinking the axis to the
point that the differences between the different classes of retail pharmacies that exist cannot be readily
observed. However, the experience of the non-mail claims identified within plan sponsor data largely aligns
with our prior pharmacy research (i.e., roughly the first 10% of claims are filled at a loss relative to drug
acquisition cost, and it takes until approximately the 45% percentile of claims to dig out of that hole). We
observe within Figure 49 that the first 22% of claims within mail-order pharmacy will be provided below cost
and that it will take until the 83