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I, Stephen Schondelmeyer, declare as follows.

I. I make ths declaration in support of the Motion for Temporar Restraing Order

and Preliminar Injunction filed in ths matter (Washington State Pharmacy Association, et al. v.

Gregorie, et al.). The facts set fort here are tre of my own personal knowledge, and if called

upon to testify, I would do so under oath.

2. I prepared the report entitled Impact of Change in Drug Ingredient Cost Discount

on Washington Medicaid Beneficiares and Pharacies attached as Exhbit 1 to ths Declaration.

3. My qualifications as an expert on pharaceutical pricing, reimbursement rates,

and access are included in my report.

4. If called upon to testify, I would testify concerning my quaifications, my opinion,

and the basis and reasons for them. I would also provide the data or other information

considered by me in forming those opinions.

I declare under penalty ofpeijur, pursuant to 28 D.S.C. § 1746, that the foregoing is tre

and correct.

Executed on March 27, 2009, at Mineapolis, Minnesota.
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Impact of Change in Drug Ingredient Cost Discount on
Washington Medicaid Beneficiaries and Pharmacies

Medicaid is an important program that provides health care to low income families and
individuals in Washington. Recent pressures on state revenues in Washington have
created budget shortfalls that are expected to persist for several years. In the Spring of
2009, the Washington state legislature enacted a law, which among other things, directed
the Department of Social and Health Services (DSHS) to reduce expenditures on

pharmaceuticals and durable medical equipment. This report provides a description of
Medicaid, in general, and the Washington state Medicaid drug program. The report, then,
discusses expenditures on pharmaceuticals under the Washington state Medicaid drug
program and the provision of reasonable payments to pharmacies based upon actual
pharmacy costs. Finally, the report examines the expected effect of the DSHS proposed
drug payment reduction and the expected impact on pharmacies, Medicaid beneficiaries,
and the overall Medicaid program in Washington.

I. THE WASilNGTON STATE BUDGET: ISSUES AND ACTIONS

The State of Washington, like many other states, faces a structural deficit with
expenditures expected to reach about $30 bilion, an amount about $5.1 bilion greater

than revenues expected in 2007-09.\ The Washington state budget for the next biennium
(2009-2011) is expected to have a structural deficit of about $9 billion.2 As noted by the
Washington State Budget & Policy Center, "the Governor's proposed budget plan for the
2009-2011 budget, presents one route - significant cuts in h~alth care, education, and
economic security." The Washington state legislature passed, and the Governor signed
on February 18, 2009, a budget bill that directed general areas where state agencies were
to identifY strategies for savings and expenditure reductions.

That Washington state budget legislation included reductions in the medical assistance
program that were to be implemented by the Department of Social and Health Services
(DSHS). Social and health services including the Medicaid program (which provides
health care for the state's low income families and individuals) accounted for about 30
percent ($9.0 bilion) of the state's general fund operating budget ($29.7 bilion)4

Medicaid expenditures, alone, were expected to reach over $6 billon in 2008. When
faced with growing health care needs and limited resources in the state budget, there are

i Amy Rolph, "State's projected budget deficit: $5.1 billon," Seattle Post-Intelligencer, November 19,

2008, as found on the web at: htt://ww.seattlepi.comllocaI!388475_revenue20.html.
2 Cookson Beecher, Wash. State budget deficit closing in at $9 billon, Capital Press, March 20, 2009, as

found on the web at: htt://capitalpress.comlMain.asp?Section ID=94&ArticleID=49838.
3 Jeff Chapman and Stacey Schultz Governor's budget Undermines Progress, Washington State Budget &

Policy Center, Policy Brief, January 15, 2009, as found on the web at:
http://budgetand policy. orgl documents/govbudgetO 11509. pdf.

4 Amy Rolph, "State's projected budget deficit: $5.1 bilion," Seattle Post-Intelligencer, November 19,

2008, as found on the web at: http://ww.seattlepi.comllocaI/388475_revenue20.html.
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only a few policy options available. The policy options include: (I) raise taxes, (2)
reduce the number of persons eligible for the benefit, (3) cut the types and level of benefit
available, (4) reduce payments to providers, (5) use resources more effciently by
reducing waste and fraud, (6) shift resources from other sectors of the state's budget, or
(7) some combination ofthese options.

The Washington state law directing DSHS to reduce expenditures did not specifY how
that reduction in expenditures would be achieved or the amount of reduction to be
obtained. Among the many DSHS programs to be considered for reduction in
expenditures was the Medicaid drug program. The legislation contained one simple line
that stated "the department (DSHS) shall reduce expenditures on pharmaceuticals and
durable medical equipment." Shortly after the law was passed, DSHS proposed "New
Pharmacy Purchasing Strategies."s Among the DSHS proposals was a plan to "reduce
the reimbursement rate by 6 percent for drugs purchased through retail pharmacies." The
effects of this plan are analyzed in this report and the plan's expected impact on
Washington Medicaid beneficiaries and pharmacies are described. First, however, an
overview of the Washington state Medicaid drug program and its payments for
prescription drugs is presented.

II. OVERVIEW OF U.S. AND WASHINGTON MEDICAI DRUG PROGRAMS

The Medicaid drug program dates back to 1965 when the U.S. Congress created
Medicare and Medicaid out of the varying state programs to provide health care to the
aged and the indigent, respectively.

Prescription drugs are the most widely used service in health care. However, prescription
drug coverage is an optional, and not a mandatory, service in Medicaid, but virtually all
states offer a prescription drug benefit. The Medicaid program is jointly funded by
federal and state resources based on a cost sharing formula with various federal shares
across the states ranging from 50% to 75% of total drug program costs. Both Medicaid
and Medicare now have prescription drug benefits that serve, respectively, the indigent
and the elderly and disabled. The public financing for prescription drug coverage for
these populations has provided increased access for many persons who could not
otherwise afford necessary drug therapy.

Medicaid expenditures are usually one of the' largest items in the state's budget. In
addition to being a large share of the state's budget, Medicaid expenditures have been
one of the fastest growing components of the state budget and Medicaid drug

expenditures have been one of the fastest growing pieces of Medicaid. For these reasons,
among others, state Medicaid agencies attempt to use state resources as wisely and
efficiently as is possible given the resources available.

, Department of Social and Health Services, Washington State, 2009 Fact Sheet: New pharmacy
purchasing strategy, February 2009.
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Medicaid has historically been the single largest payer for prescription drugs in the
United States-although with the advent of the Medicare Part D prescription drug
program in 2006 that role has now been supplanted. Overall, Medicaid drug expenditures
accounted for 12.1% of total outpatient drug expenditures in the U.S. in 1996, and
reached a high proportion of 15.3% in 2004. The number of Medicaid prescriptions
represented 11.6% of all outpatient prescriptions in 1996 and grew to their highest share
in 2004 at 13.6%.6 Next, a brief overview is provided for U.S. Medicaid drug program
expenditures and for Washington state Medicaid drug program expenditures.

A. U.S. Medicaid Drug Program Expenditures

Medicaid covered about 362 million prescriptions in 1995 which accounted for an
expenditure of $9.8 bilion at an average prescription price of $27.08. By 2005 U.S.
Medicaid programs paid for nearly 560 milion prescriptions at a total expenditure of
$38.1 bilion.' Beginning in 2006 the prescription drug coverage for dual eligible elderly
beneficiaries& was moved from state Medicaid programs to the new federal Medicare Part
D prescription drug program. Consequently, the drug expenditures under Medicaid

decreased substantially (by nearly one-half) in 2006 compared to 2005. The U.S.
Medicaid drug expenditures in 2006 were $20.7 bilion for just over 297 milion
prescriptions and the average Medicaid prescription price in 2005 was $68.15 and in
2006 was $69.48.9

The substantial growth in U.S. Medicaid drug program expenditures during the period
1992 to 2002 was examined to identiiy the sources of that growth. Total Medicaid drug
expenditures, even after adjustment for inflation, grew by 221 percent over the decade
from 1992 to 2002. During this period the number of Medicaid drug recipients actually
decreased by about 6 percent while the drug use rate (prescriptions per person per year)
increased nearly 47 percent. The greatest growth, however, came from the average
Medicaid payment per prescription which grew more than i 07 percent in inflation
adjusted dollars. Growth in the Medicaid prescription price was driven entirely by
manufacturer price increases for the drug ingredient cost of more than 13 7 percent, while
the pharmacy dispensing fee payments actually decreased by 20%, in constant dollars,, 10
over the decade from 1992 to 2002.

6 National Association of Chain Drug Stores (NACDS), The Chain Pharmacy fnduslry Profile, annual

editions for 1998 to 2005; also, data from IMS Market View, as reported in Novaris Pharmacy Benefit
Report for 1996 to 2001 and NDC Health (a health care information company) from 2002 to 2006.

7 National Pharmaceutical Council (NPC), Pharmaceutical Benefits Under State Medical Assistance

Programs, 2007, pp. 4-15, 4-17.
8 Dual eligibles are persons who qualifY for both the federal Medicare program for the elderly and disabled,

and for the joint federal and state Medicaid program for those with low income.
9 NPC, Pharmaceutical Benefits, 2007, pp. 4-18, 4-22, and 4-23.
to Schondelmeyer, SW and Wrobel, MV, Medicaid and Medicare Drug Pricing: Strategy to Determine

Market Prices (CMS Contract # 500-00-0049, Task Order 1, August 30,2004, pp. 4-5.
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B. Washington Medicaid Drug Program Expenditures

The Washington Medicaid drug program experienced similar changes to those observed
at the national leveL. Washington Medicaid covered about 6.0 milion prescriptions in
1995 which accounted for an expenditure of almost $173 million at an average
prescription price of $28.93.11 By 2005, Washington Medicaid paid for 12.1 million
prescriptions at a total expenditure of $686 milion.12 Beginning in 2006 the prescription
drug coverage for dual eligible elderly. beneficiaries was moved from Medicaid to the
new federal Medicare Part D prescription drug program. Consequently, the drug

expenditures under Medicaid decreased substantially in 2006 compared to 2005. The
Washington Medicaid drug expenditures in 2006 were $386 milion for 6.6 milion

prescriptions-nearly one-half of the 2005 levels.13 The average Medicaid prescription

price in 2005 was $56.85 and in 2006 was $56.25.14

The Washington Medicaid drug program experienced expenditure growth from 1992 to
2002 that was similar to that seen at the national leveL. Total Washington Medicaid
expenditures, in inflation adjusted dollars, grew 215 percent from 1992 to 2002. (See
Figure I.) While the number of Medicaid drug recipients decreased by 1.6 percent, the
drug use rate (prescriptions per person per year) increased nearly 66 percent and the
average prescription payment increased 93 percent. Growth in the average Medicaid
prescription price was driven entirely by an increase of almost 116 percent in the
manufacturer's drug ingredient cost, while pharmacy dispensing fees over the same time
period decreased 9.2 percent in inflation adjusted terms. 

i

II CMS, Medicaid Drug Rebate Files, based on quarterly data from 1991 to 2008. See also, NPC,

Pharmaceutical Benefits Under State Medical Assistance Programs, 1996, pp. 3-14.
12 CMS, Medicaid Drug Rebate Files, and NPC, Pharmaceutical Benefits, 2007, pp. 4-15, 4-17.
13 CMS, Medicaid Drug Rebate Files, and NPC, Pharmaceutical Benefits. 2007, pp. 4-20, 4-22.
14 NPC, Pharmaceutical Benefits, 2007, pp. 4-18,4-23.

15 Analysis conducted by the Stephen W. Schondelmeyer, PRIME Institute, University of Minnesota using

data from annual editions of Pharmaceutical Benefits Under Stale Medical Assistance Programs

(National Pharmaceutical Council, Reston, VA), 1990 to 2004.
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Figure 1. Sources of Growth in Washington Medicaid Drug Expenditures:

1992 to 2002 in Inflation Adjusted $
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There are two basic lessons to be learned from this analysis of factors contributing to
growth in Medicaid drug program expenditures.16 First, drug ingredient costs at the
manufacturer level, and not drug utilization or pharmacy dispensing fees, were the major
source of growth in Washington Medicaid drug expenditures. Second, pharmacy

dispensing fees over time have gone down in inflation adjusted dollars, and these
decreases in pharmacy dispensing fees have not been effective in holding down total
Washington Medicaid drug program expenditures. In other words, reductions to
pharmacy dispensing fees have not been an effective way to reduce prices at the
manufacturer leveL. Medicaid programs do not purchase drug products directly from
manufacturers, but rather prescriptions are purchased through local pharmacies. If
management of growth in manufacturer drug product costs is the desired policy outcome,
the efforts to manage this cost must be focused primarily at the manufacturer level and
not on community pharmacies.

16 Schondelmeyer and Wrobel, Medicaid and Medicare Drug Pricing, August 30, 2004, pp. 4-5.
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C. The Medicaid Drug Rebate Program Under CMS and Washington State

The Medicaid Drug Rebate Program was established by Congress with the passage of the

Omnibus Reconciliation Act of 1990 (OBRA '90). Congress enacted the OBRA '90
Medicaid Drug Rebate Program because "States were not able to address the primary
cause of escalating program costs-steep increases in drug prices at the product level-

because drug manufacturers would not negotiate lower prices with Medicaid
programs."'? The drug rebate program began operation January I, 1991. After several
legislative revisions to the program in the early 1990s, the rebate program has remained
relatively unchanged for more than a decade. Drug firms must voluntarily agree to
participate in this program in order to have their drug products covered by the Medicaid
program. The rebate agreement obligates the drug firm to report to CMS its average
manufacturer price (AMP) and its best price for each drug product (by NDC number) on
a quarterly basis. State Medicaid programs, then, have to report to CMS and each
participating drug firm the quantity of each drug product (by NDC) paid for by the state's
Medicaid program in a given quarter. This unit volume is used to calculate the amount of
rebate due based on the rebate formulae specified in statute.

Simplistically, drug firms selling single source (patented brand) drug products or
innovator multiple source (off-patent brand) drug products must pay a rebate which is the
greater of: (I) 15.i percent of the AMP; or (2) the AMP less the best price offered to
certain favored purchasers (i.e., classes of trade). In addition, an inflation adjustment

rebate factor is also due. Non-innovator multiple source (off-patent generic or non-
originator brand) drug products pay a fixed percentage rebate of Ii % of AMP. These
generic drug products are not subject to either the best price calculation or the inflation
adjustment rebate.ls

State Medicaid programs may, at their discretion, develop state rebates in addition to the
standard federally mandated rebates. Only a handful of states took advantage of the
additional state rebate option prior to 2000 (most notably California), but since 2000
many states have initiated, or are exploring how to develop, a state rebate above and
beyond the federally mandated rebates. The Drug Rebate Program in 1992 provided
payments of about $1 bilion dollars versus overall U.S. Medicaid drug program costs of
$7.1 billionl9 By 2005 the Medicaid Drug Rebate Program pròduced nearly $12.4

billon in rebate revenues that was shared by the states and the federal Medicaid program
to offset the $43.1 bilion in total U.S. Medicaid drug expenditures.2o The rebate revenue
is shared in proportion to the state and federal contributions to each state's Medicaid
program costs. The rebate program produced revenue re~resenting about 28.8 percent of
total U.S. Medicaid drug program expenditures in 2005. i States would not easily make

17 Pollard, Michael R. and Coster, John M., "Update i. Legislation. Savings for Medicaid Drug Spending,"

Health Affairs; Summer 1991, pp. 196-206.
18 NPC, Pharmaceutical Benefits, 2007, p. 4-24.
19NPC, Pharmaceutical Benefits, 1996, pp. 3-9, 3-16.
2ONPC, Pharmaceutical Benefits. 2007, p. 4-28.
21 NPC, Pharmaceutical Benefits. 2007, p. 4-28.
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up the revenue produced by the Medicaid Drug Rebate program if the rebate program
were reduced substantially or removed.

The state of Washington has had a modest state Medicaid rebate program and continues
to benefit from the standard national Medicaid drug rebate program. Washington's
Medicaid program spent about $718 milion on prescription drugs in 2005 and collected
back almost $177 million in rebates that were returned to the Medicaid budget.22 Thus in
2005, the Medicaid drug rebate program for the state of Washington collected rebates
totaling 25.8 percent of its total drug program expenditures. This rebate is a combination
of the standard national rebate plus the additional rebates negotiated by the state. The
average rebate collected by states in 2005 was 28.8 percent of total Medicaid drug
program expenditures. Washington state Medicaid drug program rebates (25.8 percent)
fall somewhat below the national average rebate level (28.8 percent) and well below the
rebates of more aggressive states, such as California, with rebates of nearly 40 percent.

If the Washington state Medicaid program modestly increased the state rebate level to
reach' a combined (i.e., state and national) rebate percent of about 33 percent of drug
expenditures, it would realize an expenditure reduction of approximately $16 million in
2009. This additional revenue would be more than the savings amount ($14 million)
targeted by DSHS from increasing the discount to the drug ingredient cost paid to
community pharmacies?3 The DSHS increase in drug ingredient cost discount applied to
payments for prescriptions appears to be inappropriately targeted at community

pharmacies, rather than achieving equal or greater savings through an increased level of
state rebates from the already implemented Medicaid drug rebate program. This
approach would derive the savings from the manufacturer-the primary source of
Medicaid drug expenditure growth-rather than from community pharmacies whose

dispensing fees have been declining over time in constant dollars.

The state and federal Medicaid rebates collected by Washington create an unusual

situation with respect to pricing and the flow of Medicaid program dollars. Drug
manufacturers (usually through wholesalers) charge pharmacies a higher price for the
drug ingredient than the real net cost they are willing to accept from the ultimate payer
(i.e., Medicaid). The pharmacy actually has to pay that higher cost and then bils the
Medicaid program for this inflated drug ingredient cost that was paid by the pharmacy.
The pharmacy then waits for about one to two weeks to get paid by Washington

Medicaid?' Once the state pays the pharmacy, then the state adds up the total amount of
the drug product purchased in a calendar quarter and bills the drug company for their
federal statutory and state negotiated rebates. With lag time for processing and checking
the data, the state gets its money back from the drug company as a rebate about 6 to 12
months later. Essentially, the state of Washington gives the drug companies a substantial

22 NPC, Pharmaceutical Benefits, 2007, pp. 4-25, 4-28.
2J Washington State Department of Social and Health Services, 2009 Fact Sheet: New Pharmacy

Purchasing Strategies, February, 2009.
24 Grant Thornton, NaJiona! Study to Determine Cost of Dispensing Prescriptions in Community Retail

Pharmacy, The Coalition for Community Pharmacy Action, January 2007, p. 34, Table 22. The mean
time to receive payment after a Medi-Cal prescription was dispensed was reported to be 21.3 days.
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loan each calendar quarter. This pre-payment to drug manufacturers that is collected 6 to
12 months later as a rebate amounted to about $ i 77 milion in 2005.

D. Medicaid Prescripti.on Fee-for-Service Payments

State Medicaid programs have to file a state plan with CMS under Title xix of the Social
Security Act. This State Plan sets the terms with respect to how the state Medicaid

program will be operated to be consistent with the federal statutes and regulations in
order for the state to qualiiy for federal financial participation payments. State Medicaid
programs, including that of Washington, pay for most covered prescriptions on a fee-for-
service basis. The amount of payment for a prescription is based on a specified set of
formulae defined by federal and state statutes and regulations.

Medicaid programs are to determine the amount to pay on a specific prescription claim
by setting an amount intended to provide reimbursement to the pharmacy for the

estimated acquisition cost of the drug product plus an additional amount as a reasonable
dispensing fee to provide the pharmacy compensation for the cost of dispensing

prescriptions and counseling patients, for overhead, and for profit. Individual states may,
then, modiiy or add other factors in the payment process with the approval of their state
plan by the federal agency, the Centers for Medicare and Medicaid Services (CMS).

The basic parameters of the Medicaid reimbursement formulae are described in the
following:

History: Federal Medicaid regulations dictate the method for reimbursing

prescription drugs. Reimbursement is made on a retrospective, fee-for-service
basis with payments limited to the lower of the phannacy's usual and customary
charge or the estimated acquisition cost of the drug product plus an established
dispensing fee to cover the pharmacy's overhead and profit. (Some states have
experimented with enrol1ing Medicaid eligibles in Health Maintenance

Organizations under capitated payment contracts.) In 1976, utilizing the authority
to set an upper limit for services available under Medicaid programs as provided
under Section 1902(a)(30)(A) of the Social Security Act, the Health Care

Financing Administration (HCFA), HHS implemented drug reimbursement rules
at 45 CFR Part 19 pertaining to upper payment limits for Medicaid and other
programs. Specifical1y, these regulations provided that the amount the
Department recognized for drug reimbursement or payment purposes was not to
exceed the lowest of:
. the maximum al10wable cost (MAC) of the drug as established by HCFA's

phannaceutical reimbursement board for certain multisource drugs (generic
drugs), plus a reasonable dispensing fee;

. the estimated acquisition cost (EAC) of the drug (the price generally and

currently paid by providers for a particular drug in the package size most
frequently purchased by providers), as determined by the program agency,
plus a reasonable dispensing fee; or

. the providers' usuaI and customary charge to the public for the drug. 25

25 NPC, Pharmaceutical Benefits, 1993, p. 15; Section 1902(a)(30)(A) of the Social Security Act; and drug
reimbursement rules at 4S CPR Par 19 pertaining to upper payment limits for Medicaid.
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Importantly, note that the payment to the provider is the "lower of' the various formulae
including: (I) the pharmacy's usual and customary charge for the prescription; (2) the
estimated acquisition cost (e.g., A WP -X%) for the drug product plus a dispensing fee; or
(3) the federal upper limit (FUL), or state maximum allowable cost (SMAC, also known
as maximum allowable ingredient cost, MAle), for certain generic drug products plus a
dispensing fee.

The basis for setting the amount of the pharmacy fee-for-service payment is to include:

(I) estimated acquisition cost of the drug product, (2) a reasonable dispensing fee to

cover the pharmacy's over head and profit, and (3) the pharmacy's usual and customary
charge.

CMS (formerly HCFA) policy clearly states that the estimated acquisition cost is meant
to be "as close as feasible to the price generally and currently paid by the provider. The
states are, therefore, extiected to set their ingredient cost levels as close as possible to
actual acquisition cost." 6 The state Medicaid programs are expected by CMS to meet this
objective.

The total amount of fee-for-service payments to a pharmacy for a prescription must be
taken into account, including both the actual drug product cost pa~ment and the
reasonable dispensing fee payment. As noted in a research report to CMS 7:

Stakeholders' also agreed that, if the public sector did seek to improve the

accuracy of its estimates of acquisition costs for use in Medicaid payment, then it
would be absolutely essential to improve the accuracy of estimates of the cost of
dispensing. Although many stakeholders acknowledged that current estimates of
acquisition costs and the resulting drug product payment levels might be inflated,
they also believed that current estimates of dispensing costs and Medicaid

dispensing fees were too low. The combined effect of the two components of
estimated cost (the drug product cost and the dispensing fee) is what ultimately
determines payment and the financial performance of the retail pharacy.

Payment of the actual drug ingredient cost via an estimated acquisition cost for a drug
product is "the appropriate conceptual basis for the payment policy.,,28 At the same time
that Medicaid payment policy is implemented to assure 'actual' cost payment for the drug
product, it is essential that the payment for the cost of dispensing, the pharmacy's
overhead and profit and other costs, also be adjusted to assure that 'actual' costs and
expenses are paid. Prescription payments based on actual drug product cost and actual
cost of dispensing and related additonal costs can serve as a reasonable basis for

pharmacy payment, if the actual costs are accurately measured and continue to be
updated over time.

26 "HHS Action Transmittal, HCFA-AT-77-113 (MMB), December 13, 1977. Subject: Title xix, Social

Security Act: Limitation on Payment or Reimbursement for Drugs: Estimated Acquisition Cost (EAC)"
as reproduced in NPC, Pharmaceutical Benefits, 1983, p. 14J.

27 Wrobel, M, Schondelmeyer, S. et ai, Case SJlidy of the Texas Vendor Drug Program's Approach 10

Estimating Drug Acquisition Cost, September 26, 2005, p. 67.
28 Schondelmeyer and Wrobel, Medicaid and Medicare Drug Pricing, August 30, 2004, p. 16.
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If, however, the payment method sets the prescription payment amount beloW the actual
costs for either drug product cost, cost of dispensing and related additional costs, or both,
then problems with Medicare beneficiary access to pharmacy services will occur. Given
the substantial increase (6 percentage points) in drug ingredient cost discount for

prescriptions proposed by DSHS for implementation on April i, 2009, many pharmacies
wil receive payment that falls considerably short of their breakeven cost (i.e., both actual
drug ingredient costs and actual costs of dispensing). Any reasonable pharmacy (i.e.,
business manager or owner) would be unwillng to provide prescriptions when the total
payment falls short of the breakeven cost-that is, the total of the actual drug product
costs and the actual costs of dispensing and other related costs.z9

The setting offee-for-service payments for prescription drugs is also critical to providing
access to prescriptions and pharmaceutical care. "Medicaid programs are required to
address the issue of accessibility of services and ensure that reimbursement levels are
adequate to provide recipients with reasonable levels of access to services. Federal

statutes at 42 USC 1396a(a)(30)(A) (and corresponding regulations at 42 CFR 447.204)
state that the Medicaid program "must assure that payments are consistent with
effciency, economy, and quality of care and are suffcient to enlist providers so that care
and services are available under the plan at least to the extent that such care and services
are available to the general population in the geographic area.",,30 If the Medicaid
prescription payments are inadequate, Medicaid beneficiaries will have diffculty in
finding a participating pharmacy within a reasonable distance from the patient's home or
work to fill their prescriptions.

E. Washington Medicaid Prescription Fee-for-Service Payments

The state plan for Washington specifies the methodology used by the State Agency in
establishing reimbursement for each type of care or service (including prescription drugs)
provided by Medicaid. Determination of the amount to be paid for Medicaid fee-for-
service prescriptions in Washington follows the 'lower of framework set out by federal
Medicaid statutes and regulations as described above. The payment to Washington
pharmacies for Medicaid prescriptions is the lower of:

(i) Estimated Acquisition Cost (EAC) plus a dispensing fee; ,
(2) Federal Upper Limit (FUL) plus a dispensing fee;
(3) state Maximum Allowable Ingredient Cost (MAIC) plus a dispensing fee; or
(4) the pharmacy's usual and customary price to the general public.

Washington Medicaid, in the period just prior to April i, 2009, determines the estimated
acquisition cost by subtracting 14 percent off of the Average Wholesale Price (A WP).
The dispensing fee for community pharmacies under Washington Medicaid is based on
the pharmacy's prescription volume with three levels of payment for dispensing fees:

29 Wrobel, Schondelmeyer, et ai, Case Study of the Texas Vendor Drug Program's Approach to Estimating

Drug Acquisition Cost, September 26, 2005, p. 56.
30 Myers and Stauffer, LC (certified public accountants), Survey of Dispensing and Acquisiton Costs of

Pharmaceuticals in the Slate of California, prepared for the California Department of Health Services,
December 2007, p. 7, see footnote 5.
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(I) high-volume pharmacies (more than 35,000 prescriptions per year) receive a
dispensing fee of$4.24 per prescription;

(2) mid-volume pharmacies (between 15,00 i and 35,000 prescriptions per year)
receive a dispensing fee of$4.56 per prescription; and

(3) low-volume pharmacies (less than 15,000 prescriptions per year) receive a
dispensing fee of $5.26 per prescription. Also, long term care facilities with unit
dose packaging systems are also paid a dispensing fee of $5.26 per prescription.
This dispensing fee for long term care pharmaciés is not based on prescription
volume, but rather recognizes the extra cost incurred by long term care
pharmacies from providing prescriptions in unit dose or other specialized
packaging.

This Medicaid prescription payment structure in Washington has been in effect for nearly
four years-since July i, 2005.31 The pharmacy dispensing fee has not changed since

July 1,2005, despite the fact that the cost of dispensing is estimated to have increased by
lOA percent or more from July 1,2005 to June 30, 200932

State Medicaid drug programs were to have implemented provisions of a federal law, the
Deficit Reduction Act of 2005,33 to change the method for determining the payment for
generic drug products. Under this law, the generic drug ingredient cost was to be based
on the average manufacturer price (AMP). The AMP is a federally defined price reported
by manufacturers to the Centers for Medicare and Medicaid (CMS). CMS published
proposed rules, and later final rules, for implementing an AMP-based reimbursement
system that would also have disclosed AMP prices to the public. An analysis of the
impact of, the Deficit Reduction Act of 2005 on community pharmacies and a state
Medicaid program has been done.3' For a variety ofreasons, the CMS final rule and the
process by which it was promulgated was considered problematic by the community

pharmacies. Concern over the definitions of AMP and "the retail class of trade," as set
forth in the final rule for implementation of the Deficit Reduction Act, led the National
Association of Chain Drug Stores cNACDS) and the National Community Pharmacists
Association (NCPA) to fie a motion for preliminary injunction to halt CMS' execution

31 Washington State, Department of Social and Health Services, Medical Assistance Administration, Memo
to Pharmacies, Prescribers, and Managed Care Plans from Douglas Porter, Assistant Secretary, Medical
Assistance Administration, re: Prescription Drug Program: Drug Dispensing Fee Increase, Memorandum
No.: 05-62 MAA, issued: June 30, 2005.

32 Based on using the cost of dispensing inflation adjustment factor used by Myers and Stauffer, Survey of

Dispensing and Acquisiton Costs of Pharmaceuticals in the State a/California, December 2007, p. 27
and Exhibit 9. The inflation adjustment factor was based on the Employment Cost Index (ECI) (all
civilian, all workers; seasonally adjusted) as published by the U.S. Bureau of Labor Statistics.

33 Social Security Act, Deficit Reduction Act of2005, the Conference Report for the Deficit Reduction Act

of 2005. Also, see U.S. House of Representatives, 1091b Congress, 1" Session, Report 109-362,

December 19, 2005, and the final rule and preamble in Federal Register, Vol. 72, No. 136, July 17,2007,
pp. 39142-39245, "42 CFR Part 447, Medicaid Program: Prescription Drugs; Final Rule".

J4 Schondelmeyer, Stephen, et. aI., Implementation oj Pharmacy Payment Reform in the Minnesota

Medicaid Program: Recommendations to the Legislature. Pharacy Payment Reform Advisory
Committee, Prepared for the Commissioner, Minnesota Departent of Human Services, January is,
2007,65 pp.
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of AMP-based ,FUL reimbursement and the posting of those prices for the public3s The
federal court granted this preliminary injunction in December of 2007 and I understand
that this litigation is ongoing.

II. CHANGE IN WASilNGTON MEDICAI PAYMENT TO PHARMACIES

The Washington state Department of Social and Health Services (DSHS) has issued a
notice of change in the payment rate for prescription drugs provided to the Medicaid
beneficiaries. The effective date of this change is April I, 2009. This section of the
report provides an analysis of the effect of this payment change. First, the details of the
change are described. Then, Washington state Medicaid drug program expenditures for
2007-08 are reviewed. Finally, the expected effect of the payment change on future
expenditures is examined.

A. Washington State Medicaid Increase in Drug Ingredient Cost Discount

The state Medicaid program in Washington, as noted above, pays for prescriptions on a
fee-for-service basis. The payment amount for each prescription is determined based on
the 'lower or several criteria in a multi-part formula. Specifically, the payment to

Washington pharmacies for Medicaid prescriptions is the lower of:
(I) Average Wholesale Price (AWP) less 14 percent for brand name drugs without

generic equivalents plus a dispensing fee;
(2) Average Wholesale Price (A WP) less 50 percent for generic drugs and brand

name drugs with generic equivalents plus a dispensing fee;
(3) Federal Upper Limit (FUL) plus a dispensing fee;
(4) state Maximum Allowable Ingredient Cost (MAIC) plus a dispensing fee; or
(5) the pharmacy's usual price to the general public.

Each of these formulae, except for the pharmacy's usual price of to the general public,
has a 'drug ingredient cost' component and a 'dispensing fee' component. The drug
ingredient cost component is the focus of the change that DSHS has chosen to implement
on April i, 2009. In particular, the DSHS change in pharmacy payment would apply
only to the brand name drugs with no generic equivalents. The drug ingredient cost
allowance has been calculated as A WP less 14 percent since July I, 2002. With the
change, the drug ingredient cost discount will be increased to A WP less 20 percent. The
DSHS estimates that this will produce savings of $14 million during the 2009-11
biennium. This change does not affect the drug ingredient cost determination for brand
name drugs with generic equivalents or generic drugs.

Washington's DSHS has not recommended any change in the 'dispensing fee'
component of the prescription payment formula. The Medicaid dispensing fee structure

35,1 provided an expert report on behalf of Plaintiffs on November 13, 2007 in National Association of

Chain Dnig Stores and National Community Pharmacists Association v. u.s. Deparirnenl of Health and
Human Services and Michael 0. Leavitt, Secretary of HHS, and eMS, and Keriy Weems, Acting
Administrator ofCMS, U.S. District Court,for the District of Columbia, Case No. I :07-cv-02017.
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in Washington has been in effect for nearly four years-since July I, 2005.36 The
pharmacy dispensing fee has not changed since July 1,2005, despite the fact that the cost
of dispensing is estimated to have increased by 10.4 percent, or more, from July I, 2005
to June 30, 2009.37

B. Washington State Medicaid Drug Expenditures: 2007-08

Drug expenditure data for the Washington state Medicaid drug program from the period
July I, 2007 to June 30, 2008 was downloaded from the CMS Medicaid State Drug
Utilization website.38 This data set included all drug products (i.e., national drug codes,
NDCs) that were dispensed as prescriptions to Washington Medicaid beneficiaries during
the period. For each NDC in the database, the data set reported the number of
prescriptions dispensed, the number of units dispensed, and the total reimbursement
amount paid.

During the 2007-08 period (July I, 2007 to June 30, 2008), the Washington state

Medicaid drug program spent $416.2 million on 6.8 milion prescriptions with an average
prescription price of $61.52. 39 This 2007-08 drug utilization data when broken down by
drug type (based on patent and federal upper limit status) shows that brand name drugs
with no generic equivalent accounted for 81.5 percent of drug expenditures and 26.9

percent of prescriptions with an average prescription price of $186.18. (See Figures 2
and 3.) Brand name drug products that face generic competition (i.e., they have patents
that have expired) and are also subject to federal upper limits on payment amount
represented 1.8 percent of expenditures and 0.9 percent of prescriptions. Generic drug
products were 72.1 percent of prescriptions and 16.7 percent of drug expenditures with
and average prescription price of $14.28. Just under one-half (45.5 percent) of the
generic prescriptions and more than one-half (61.0 percent) of the generic expenditures
were for generics drug products that were subject to a Federal Upper Limit (FUL). The
Washington Medicaid drug program has also established state Maximum Allowable Cost
(MACs) limits for about 1,400 generic drugs that have a state MAC or an FUL. The
Washington state MAC program is the most extensive in the country with about 1,400
drug product groups having a State MAC or an FUL. 40

)6 Washington State, Department of Social and Health Services, Medical Assistance Administration, Memo
to Pharmacies, Prescribers, and Managed Care Plans from Douglas Porter, Assistant Secretary, Medical
Assistance Administration, re: Prescription Drug Program: Drug Dispensing Fee Increase, Memorandum
No.: 05-62 MAA, issued: June 30, 2005.

37 Based on using the cost of dispensing inflation adjustment factor used by Myers and Stauffer, Survey of

Dispensing and Acquisiton Costs of Pharmaceuticals in the State 0/ California, December 2007, p. 27
and Exhibit 9. The inflation adjustment factor was based on the Employment Cost Index (ECI) (all
civilian, all workers; seasonally adjusted) as published by the U.S. Bureau of Labor Statistics.

38 Washington state Medicaid drug expenditures data was compiled for the period July 1, 2007 to June 30,

2008 using data from the Medicaid Drug Rebate Program State Drug Utilization fies posted on the CMS
website at: htt:llww.cms.hhs.govlMedicaidDrugRebateProgramlSDUDlList.asp. For each NDC, the
fie included number of prescriptions, number of units dispensed, and total reimbursement paid.

39 CMS State Drug Utilization fies based on Medicaid Drug Rebate Program reports from states and found

at the CMS website: http://ww.cms.hhs.govlMedicaidDrugRebateProgram/SDUD/List.asp.
40 See George Saunders, AmeriSourceBergen, e-mail on June 28, 2006 and excel fie titled "FUL vs Camm

MAC vs State MAC 10052005.xls".
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Figure 3. Washington Medicaid Average Paymeiit per Prescriptions in 2007-08*
by Product Type (Patent Status & FULs)
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C. Effect of Washington State Increase in Drug Ingredient Cost Discount

The effect of the change in drug ingredient cost discount set by the Department of Social
and Health Services (DSHS) was evaluated using the actual prescriptions that
Washington Medicaid paid for between July I, 2007 and June 30, 2008. These actual

prescriptions were re-priced using the A WP prices as of March I, 2009. 41 The drug
ingredient cost discount of A WP minus 14 percent was increased to a discount of A WP
minus 20 percent. The A WP discount applies only to the prescriptions for brand name
drug products without generic competition, so this analysis was limited only to those
prescriptions and the related drug products. Recall that brand name drug products
without generic competition accounted nearly 27 percent of the prescriptions and more
than 81 percent of the drug program expenditures for Washington Medicaid.

Each of the 2007-08 prescriptions was re-priced using the current (i.e., March 1, 2009)
A WP prices. First, the current Medicaid payment was calculated using the A WP minus
14 percent discount plus a $4.56 dispensing fee (the dispensing fee for mid-volume
pharmacies). Second, the new Medicaid payment with the greater percent drug
ingredient cost discount of A WP minus 20 percent plus a $4.56 dispensing fee was
calculated. This increase in drug ingredient cost discount for brand name prescriptions

will result in a 6.9 percent reduction in the Medicaid payment for these prescriptions.

The new Medicaid prescription payment amount for each drug product was compared
with the 'reasonable pharmacy payment' for a prescription and the 'breakeven payment'
for a prescription. These terms are described in detail in a later section of this report.
Simply, however, a Reasonable Pharmacy Payment is a payment that covers the drug
ingredient cost plus the cost of dispensing plus a reasonable net profit or return on
investment. The Breakeven Cost is the sum of the actual drug ingredient cost and the
actual cost of dispensing. If the pharmacy is not paid an amount suffcient to cover the
breakeven cost, then the pharmacy will lose money on that prescription. The pharmacy
also expects to receive a reasonable contribution to net profit from each prescription as an
incentive to leave its equity capital invested in the prescription business.

Data for the pharmacy's actual breakeven cost was calculated using actual drug
ingredient cost estimates from a California stud/2 and actual cost of dispensing \COD)
data for Washington pharmacies from a national study with state specific data4 The
actual drug ingredient cost for single source brand name drug products was found to

41 The current A WP prices as of March 1, 2009 were obtained from MediSpan's PriceChek PC database

(Indianapolis, IN: Wolters Kluwer Health, Inc., March 1,2009).42 The actual drug ingredient cost as a percent of A WP was studied among California phannacies in 2006

by Myers and Stauffer (Survey of Dispensing and Acquisiton Costs, December 2007, p. 39 and Exhibit
20). When the actual drug ingredient cost as a percent of A WP was reported the specific discount was
used for each drug product and when a specific NDC was not studied the average 21 percent discount off
of A WP was used to estimate the actual acquisition cost of a drug product.

43 A national study of community chain and independent pharmacies by Grant Thornton, (National Study to

Determine Cost a/Dispensing Prescriptions, CePA, January 2007) reported average Cost of Dispensing

data for mid-2006. This data included state specific estimates for the COD Medicaid prescriptions. For
Washington, the Medicaid COD (mean) was $12.45.
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average at 79.0 percent of the average wholesale price (A WP).44 The actual acquisition
cost of single source brand name drug products had a standard deviation of 1.1 percent
across all pharmacies. This is a very narrow range of variation and indicates that
pharmacies are not able to negotiate substantially different prices for these patent
protected drug products regardless of variations in size or other market leverage. The
actual COD for Washington pharmacies for Medicaid prescriptions was found to be
$12.45 per prescription at the mid-point of 2006. This Medicaid COD amount was
adjusted to account for the increased costs from mid-2006 to mid-2009 using the method
applied by the accounting firm Myers & Stauffer.4s The 2009 adjusted Medicaid COD
for Washington pharmacies was $13.34 per prescription.

When the new Medicaid prescription payment amount (A WP-20 percent plus a
dispensing fee) for each drug product was compared with the 'reasonable pharmacy
payment' for a prescription, virtually all (99.9 percent or 2,401 of 2,404 NDCs) of the
prescription payments by Washington Medicaid were below a reasonable pharmacy
payment amount. Next, the new Medicaid prescription payment amount for each drug
product was compared with the' breakeven cost' for a prescription, and the vast majority
(89.7 percent or 2,157 of 2,404 NDCs) of the prescription payments by Washington
Medicaid were below the pharmacy breakeven cost.

The Washington DSHS increase in the drug ingredient cost discount will result in
prescription payments that are below the break even cost for about 90 percent of all brand
name prescriptions. When faced with payments below breakeven cost, a decision not to
fill such prescriptions at a loss (i.e., those prescription payments that do not cover
breakeven cost) would be an expected and prudent business decision by a pharmacy.

IV. REASONABLE PAYMENT TO PHARACIES

The statutes and regulations regarding establishment of payments to pharmacies for
prescription drugs refer to payment of "estimated acquisition cost plus reasonable

dispensing fees established by the agency." Reasonable payment to pharmacies
incorporates the concept of "fair" payment-that is not too much and not too little-as
well as the concept of payment "supported or justified by fact or circumstance.,,46 First,
this section defines the essential components of reasonable pharmacy payment including
a more detailed description of drug ingredient cost, the cost of dispensing, and,return on

44 Myers and Stauffer, Survey of Dispensing and Acquisi/ion Costs, December 2007, p. 39, Exhibit 20.
4S The mid-2006 Medicaid COD for the state of Washington was adjusted to mid'2009 dollars based on the

cost of dispensing inflation adjustment factor used by Myers and Stauffer (Survey of Dispensing and
Acquisition Costs, December 2007, p. 27 and Exhibit 9). The inflation adjustment factor was based on
the Employment Cost Index (EC1) (all civilian, all workers; seasonally adjusted) as published by the U.S.
Bureau of Labor Statistics.

46 The term 'reasonable' according to Merriam-Webster's Dictionary of Law means "being in accordance

with reason, fairness, duty, or prudence" and "supported or justified by fact or circumstance." See
Merriar-Webster's Dictionar of Law, 1996 as found on May 1,2008 at:
http://dictionary_reference. comlbrowselreasonab Ie.
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investment. Then, the relative role of the prescription department in the pharmacy and
the types of pharmacy revenue and expenses are explained.

A. Essential Components of Reasonable Pharmacy Payment

The payment to a pharmacy for a prescription can be broken down into several
components. The essential components of a prescription price are: (I) the drug
ingredient cost (or drug acquisition cost), (2) the cost of dispensing, and (3) a reasonable
profit or return on investment (ROI). The cost of dispensing and the profit (or return on
investment) together constitute the dispensing fee.47 These components and their
relationships are shown in the following equations.

Reasonable Pharmacy Payment = Drug Ingredient Cost + Cost of Dispensing + Net ProfitI I
Dispensing Fee

Breakeven CostI I
Reasonable Pharmacy Payment = Drug Ingredient Cost + Cost of Dispensing + Net ProfitI i 1 i

COGS Gross Margin

The Reasonable Pharmacy Payment (prescription price) is the net amount that the
pharmacy is paid for a prescription dispensed to a patient: Mathematically, the

reasonable pharmacy payment is the sum of the drug ingredient cost plus the cost of
dispensing plus a reasonable net profit.

B. Drug Ingredient Cost

The Drug Ingredient Cost is the actual, or estimated, cost to the pharmacy of the drug
ingredient used in filling a prescription. In other words, this is the actual or estimated
amount the pharmacy paid to the manufacturer or wholesaler to purchase the drug
product dispensed in a prescription. The drug ingredient cost, in business tenns, is
commonly referred to as the Cost of Goods Sold (COGS). The Cost of Goods Sold is the

amount the pharmacy spends to buy the goods (drug products) that will be sold-

dispensed as a prescription.

47 NPC, Pharmaceutical Benefits, 1993, p. 15; Section 1902(a)(30)(A) ofthe Social Security Act; and drug

reimbursement rules at 45 CFR Part i 9 pertaining to upper payment limits for Medicaid and other
programs. The preface describes that prescription reimbursement is on a fee-for-service basis with
payments to include "an established dispensing fee to cover the pharmacy's overhead and profit."
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Most pharmacies purchase drug products through a wholesaler-a middleman or

intermediate level in the drug distribution process. National wholesalers (i.e., McKesson,
AmeriSource Bergen, and Cardinal Health) are the primary intermediate level in the
channel of distribution process to community pharmacies accounting for about one-half
of prescription drug purchases.4s Drug products may also be purchased through chain
warehouses-which function as a wholesaler (about one-third of the drug purchases in
community pharmacies), through regional and specialty wholesalers (less than one-tenth
of the drug purchases in community pharmacies), and through direct purchases from drug
manufacturers (about one-tenth of the drug purchases in community pharmacies).49

Wholesalers add a fee on to the manufacturer's drug product cost to cover the cost of
operation for their distribution services plus a reasonable profit. The total wholesaler fee
(gross margin) averaged about 3.9 Æercent in 2004 with a range from 2.8 to 4.2 percent
for the 25th and 75th percentiles. These costs are added to the manufacturer's drug

product cost and passed on to the pharmacy or provider purchasing through a wholesaler.
When a chain pharmacy performs the warehousing function in addition to the retail
distribution and counseling functions, the chain pharmacy does have additional 'costs
similar to those that a wholesaler would have added to the manufacturer's drug product
cost. The cost of distribution by intermediate distributors (e.g., wholesalers or chain

warehouses) must be added on to the average mánufacturer (sales) price in order to
determine the actual acquisition cost to the pharmacy.

C. Cost of Dispensing

The Cost of Dispensing (COD) is "the overhead and labor costs incurred by a pharmacy
to fill prescription medications."si The average cost of dispensing is mathematically
determined as the total dispensing related costs divided by the total number of
prescriptions dispensed. The labor costs are the amounts paid to all personnel who
provide work related to the procurement, processing and dispensing of a prescription
medication and appropriate related services such as delivery and counseling of the
patient. These labor costs include the salaries, wages and fringe benefits of pharmacists,
technicians, clerks, accountants, reimbursement processors, administrative personnel and
certain other personneL.

Overhead costs incurred by the pharmacy include: prescnption department licenses,
prescription delivery expense, prescription computer expense, prescription containers and
labels, and certain other expenses. The methodology used by Myers & Stauffer in
conducting 'cost of dispensing' studies is, for the most part, considered acceptable, yet
produces an underestimate. There are certain expenses that the Myers & Stauffer
methodology does not take into account or for which alternate allocation methods may be
more appropriate. Some of these allocation and exclusion issues are discussed in other

48 Schondelmeyer and Wrobel, Medicaid and Medicare Drug Pricing, August 30, 2004, pp. 9-10.
49 Schondelmeyer and Wrobel, Medicaid and Medicare Drug Pricing, August 30, 2004, pp. 9-11.
50 Healthcare Distribution Management Association, 2005-06 HDMA Induslly Profile and Healihcare

l'actbook, 2005, p. 5.
51 Myers and Stauffer, SUf1ey of Dispensing and Acquisiton Costs, December 2007, p. 15.
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published reports critiquing the Myers and Stauffer COD methodologies.52,53 There are

certain factors not typically included in the overall average COD reported by Myers and
Stauffer that arguably should be included. Among the business related costs and factors
not included, or fully accounted for, in the reported Myers & Stauffer COD estimates are:
(I) accounts receivable carrying costs, (2) inventory carrying costs, (3) limits on the
owner's labor cost, (4) allocation of costs based on OTC drug products dispensed to
Medicaid recipients, (5) advertising and marketing costs, (6) contributions, (7)
uncollected Medicaid copays, (8) bad debts, (9) sales and other taxes, and (10) the
assignment and allocation of rent value for a building owned by the pharmacy or
pharmacist 

54 While the Myers and Stauffer cost of dispensing is considered to be an

underestimate, use of this figure will provide a conservative assessment of the impact on

pharmacy providers.

The COD across pharmacies may vary for a variety of reasons including the prescription
volume in the pharmacy, the percent of prescriptions covered by third parties or Medicaid
or Medicare, the geographic location (i.e., urban versus rural versus suburbs), and other
factors such as regional differences in rent and salaries. Rural pharmacies often have
smaller volumes than pharmacies in urban areas. This is due, in part, to the more limited
population within the shopping area of rural pharmacies. Clearly, the prescription
volume of a pharmacy does influence the overall (or average) cost of dispensing. There
is, however, a limit to the effect that volume has on cost of dispensing. Figure 4 provides
a scatterplot of cost of dispensing versus total prescription volume for California

pharmacies in 2006. Notice that the trend line for COD declines substantially as volume
increases, but that at about 60,000 prescriptions per year the COD plateaus at about
$10.00 per prescription. A pharmacy with 60,000 prescriptions per year is serving about
4,500 patients. For rural pharmacies in areas where the potential patient population is
below 4,500 patients, the pharmacy will most likely have a higher cost of dispensing than
the overall average for the state. If the population simply is not within a reasonable

shopping distance, there is not much the pharmacy can do to increase its volume and
decrease its average COD.

52 Elements of a Pharmacy Dispensing Fee, Issue Brief, National Association of Chain Drug Stores,

October 2004. See also, Medicaid Ià Costs Participating Providers More than Private, Third Party Rx
Programs, Issue Brief, National Association of Chain Drug Stores, July 2005. And also, Estimating the
Costs of Dispensing Prescription Dnigs Within Q Chain Pharmacy, The Center for Pharmacoeconomic
Studies, The University of Texas at Austin, Summer 2005.

53 Scbondelmeyer, Implementation of Pharmacy Payment Reform in the Minnesota Medicaid Program,

January 15,2007, pp. 14-16.
54 Schondelmeyer, Implementation of Pharmacy Payment Reform in the Minnesota Medicaid Program,

January 15,2007, pp. 14-16.
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Figure 4. Cost of Dispensing versus Total Prescription Volume
in California Pharmacies in 2006
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A recent accounting study of the COD in California (Myers and Stauffer) reflects this
urban versus rural difference in cost of dispensing.55 The average COD in urban
pharmacies in 2006 was $10.70 while the average COD in rural pharmacies was $12.37.
This difference is likely due to multiple factors, but a major influence is the total annual
prescription volume and the geographically limited number of patients served by the
pharmacy. The rural vs. urban difference in COD may even be an underestimate in the
Myers and Stauffer study because of the way building ownership or rent was treated in
the cost accounting modeL. Independent rural pharmacies that own their own pharmacy
may have less cost assigned to the COD. Only the cost of ownership, and not the market-
based rental value of the property were assigned a cost in the COD study.56 Sustainable
access to pharmacies in rural areas may require a cost of dispensing adjustment to

account for the higher cost in pharmacies with geographically-limited lower prescription.
volumes.

The Washington Medicaid drug program does recognize that differences in prescription
volume across pharmacies affects the average COD. Since the late 1970s, Washington
Medicaid has paid a differential dispensing fee based on a pharmacy's annual

prescription volume. The most recent dispensing fees have been in place since July 1,
2005 with three levels of payment for dispensing fees:

(I) high-volume pharmacies (more than 35,000 prescriptions per year) receive a
dispensing fee of $4.24 per prescription;

(2) mid-volume pharmacies (between 15,001 and 35,000 prescriptions per year)
receive a dispensing fee of$4.56 per prescription; and

(3) low-volume pharmacies (less than 15,000 prescriptions per year) receive a
dispensing fee of $5.26 per prescription. Also, long term care facilities with unit
dose packaging systems are also paid a dispensing fee of $5.26 per prescription.
This dispensing fee for long term care pharmacies is not based on prescription

55 Myers and Stauffer, Survey of Dispensing and Acquisition Costs, December 2007, p. 15 and Exhibit 12.

Rural was defined as any pharmacy not in a Metropolitan Statistical Area (MSA).
56 Myers and Stauffer, Survey of Dispensing and Acquisition Costs, December 2007, p. 23, see footnote 24.
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volume, but rather recognizes the extra cost incurred by long term care

pharmacies from providing prescriptions in unit dose or other specialized

While differential dispensing fees are util ¡zed by Washington Medicaid, these
differentials do not appear to be suffcient to account for the actual COD based on annual
prescription volume.

Medicaid prescription payments are to be based on actual drug ingredient costs (i.e.,
actual drug product cost)57, and likewise a reasonable dispensing fee (i.e., the actual COD
and reasonable profit) for prescriptions provided to Medicaid recipients. Because the
COD does change over time, a Washington COD study should be done every year to
determine actual costs. Alternatively, a Washington COD study could be done every 3 to
4 years and revised each year with an inflation adjustment multiplier such as the
Consumer Price Index (CPI) or the Employment Cost Index-the inflation adjustment
factor used by Myers & Stauffer.

D. Net Profit or Return on Investment

Net Profit or Return on Investment is the net amount remaining after the actual drug
ingredient cost and the cost of dispensing have been subtracted from the pharmacy
payment (or price paid) for providing a prescription to a patient (e.g., Medicaid program
beneficiary). Pharmacies, in most cases, are 'for profit' businesses that require equity
capital invested to operate the business in a market-based economy. Earning a reasonable
net profit as a return on the equity capital invested is the factor that entices a business

owner to continue to operate the business and to serve certain patient populations. The
net profit must provide, at a minimum, enough profit to convince the business owner to
keep the invested capital in the pharmacy operation. The profit, or return on investment,
from alternative uses of the owner's capital provides a useful benchmark for establishing
a reasonable level of profit.

One source routinely referred to by Myers & S taufIer in justifYing factors to be included
in payment rates is the Medicare Provider Reimbursement Manual. Regarding profit, or
return on equity capital invested, this manual states the following principle: "An
allowance of a reasonable return on equity capital invested and used in the provision of
patient care is includable as an element of the reasonable cost of covered services

furnished to beneficiaries by proprietary providers."sB A Medicaid payment that covers
only the actual drug ingredient cost and the actual cost of dispensing would not be a
reasonable pharmacy payment because this payment amount would be a breakeven

57 The estimated acquisition cost is meant to be "as close as feaible to the price generally and currently

paid by the provider. The states are. therefore, expected to set their ingredient cost levels as close as
possible to actual acquisition cost." ("HHS Action Transmittal, HCFA-AT-77-113 (MMB), December
13, 1977. Subject: Title xix, Social Security Act: Limitation on Payment or Reimbursement for Drugs:
Estimated Acquisition Cost (EAC)" as reproduced in National Pharmaceutical Council (NPC),

Pharmaceutical Benefits UnderState Medical Assistance Programs, 1983, p. 14J.
58 eMS, Medicare, The Provider Reimbursement Manual, ParI J, eMS Publication # 15-1, Chapter 12,

Return on Equity Capital of Proprietary Providers, Section 1200, Principle, Rev.386, 11-95, p. 12-3.
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transaction for the pharmacy and would not provide any return on equity capital invested.
Without inclusion of any profit in the dispensing fee established for pharmacies under
Medicaid, the fillng of prescriptions by pharmacies would be a breakeven transaction, at
best. However, the vast majority of pharmacies would not participate in Medicaid if its
payments were only a breakeven transaction. In fact, pharmacies with the most Medicaid
prescriptions would be the least likely to continue participation at breakeven, or lower,
payment rates, because they have a larger share of their business (and equity capital
invested) at stake.

E. Dispensing Fee

The Dispensing Fee is the sum of the cost of dispensing and the pharmacy's net profit.
The term cost of dispensing is sometimes confused with the term dispensing fee. These

two terms are related, but they are not the same. A reasonable dispensing fee includes

both the "cost of dispensing," plus a profit (or return on investment). A recent national
study with state specific data on the cost of dispensing for community pharmacies has
been reported. 59 The cost of dispensing (COD) study by Grant Thornton estimated the
actual COD for pharmacies overall and a Medicaid COD that accounted for costs that are
unique to Medicaid when compared with other third part and private pay prescriptions.
Also, cost of dispensing surveys are periodically conducted by Myers & Stauffer for
various state Medicaid programs. The Myers & Stauffer COD surveys do not include a
reasonable profit allowance and therefore do not constitute amounts that are a reasonable
dispensing fee unless a reasonable profit is added on to the reported cost of dispensing.
In general business terms the Gross Margin is another term used to describe the
dispensing fee. The gross margin is the prescription payment less the COGS (i.e., drug
ingredient cost), or alternatively the gross margin is the cost of dispensing plus the net
profit. The gross margin represents the amount of money the pharmacy receives to cover

its labor and overhead costs, as well as the return on investment, or net profit.

F. Reasonable Pharmacy Payment

A Reasonable Pharmacy Payment is a payment that covers the drug ingredient cost plus
the cost of dispensing plus a reasonable net profit. The Brealæven Cost is the sum of the
drug ingredient cost and the cost of dispensing. If the pharmacy is not paid an amount
suffcient to cover the brealæven cost, then the pharmacy will lose money on a
prescription. The pharmacy also expects to receive a reasonable contribution to net profit
from each prescription as an incentive to leave its equity capital invested in the business.
If the total pharmacy payment does not cover the breakeven cost plus a reasonable net
profit, a pharmacy may refuse to fill prescriptions to avoid sustaining a financial loss.
The Washington DSHS payment for Medicaid prescriptions based on A WP minus 20 for
brand name drug products plus the current dispensing fees will in most cases result in
payments to pharmacies that are substantially below the breakeven cost for prescriptions
(See discussion elsewhere in this report). The decision not to fill prescriptions at a loss

59 Grant Thornton, National Study to Determine Cost of Dispensing Prescriptions in Community Retail

Pharmacy, The Coalition for Community Pharmacy Action (CCPA), January 2007.
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(i.e., those prescription payments that do not cover breakeven cost let alone a reasonable
return on investment) would be an expected and prudent business decision by a
pharmacy.

V. ACTUAL PHARMACY COSTS AND PAYMENTS

The actual cost to pharmacies of providing pharmaceuticals to Medicaid beneficiaries in
Washington are examined, along with the actual costs of operating a pharmacy overalL.
The role of the prescription department in a pharmacy is examined and the sources of
revenue as well as the major expense categories are described. Then, the actual cost of
dispensing and the actual drug ingredient cost in Washington pharmacies is reported.

A. Role of Prescriptions in the Pharmacy

Prescriptions are the major source of revenue in most pharmacies. . In fact, for
independent pharmacies, on average, 90.3 percent to 98.1 percent of the total store
revenue comes from the prescription department.6o In other words, sales other than
prescription drugs accounted for only 1.9 percent to 9.7 percent of the independent

pharmacy's total revenue in 2006 and 2007. Prescription sales in traditional chain
pharmacies (e.g., Longs, Walgreens or CVS) averaged about 70.9 percent to 71.8 percent
of total store sales in 2006 and 2007.61 In contrast, prescription sales in food and drug
store pharmacies (e.g., Safeway or Ralphs) and in mass merchandiser pharmacies (e.g.,
Wal-Mart, Costco or Target) averaged 12.8 percent to 13.1 percent and 6.2 percent to 7.1
percent, respectively, of the total store sales in 2006 and 2007.62 (See Figure 5.)

'" National Community Phanacy Association, NCPA-Pfizer Digest: 2007,2007, p, 8. This survey shows
that 92.4 percent of independent pharmacy total store sales were for prescription drugs in 2006 and 90.3
percent in 2007. See also National Association of Chain Drug Stores, The Chain Pharmacy Industry
Profile: 2007, NACDS, 2007, p. 19 and NACDS, 2008, p. 20.

61 NACDS, The Chain Pharmacy Iiidiistry Profile: 2007, 2007, p. 19.
62 NACDS, The Chain Pharmacy Indiisiiy Profile: 2007,2007, p. 19.
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Figure 5. Role of Prescription Department as a Percent of Total Store Sales
In Washington Pharmacies in 2007
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There were 1,058 community pharmacies ¡"n Washington in 2007.63 One-fourth of these
pharmacies were independent pharmacies; almost one-third (31.6 percent) were chain
pharmacies and another one-third (3\.6 percent) were food & drug pharmacies. Only
about one-eighth of the Washington pharmacies were mass merchandiser pharmacy (e.g.,
Walmart or Target). Consequently, more than one-half of the community pharmacies in
Washington derive more than 70 percent of their total revenue from prescriptions. This
point is important, because some have suggested that "pharmacies can make up for lower
prices on prescriptions by sales in the rest of the store." The reality is that for the
majority of pharmacies in Washington thàt simply is not true. When 70 percent to greater
than 98 percent of a pharmacy's sales revenue is in prescriptions, the pharmacy can not
make up the loss from a 6 or 7 percent payment reduction on a $200 prescription by
selling a 6-pack of soft drinks and a jumbo bag of potato chips. Even for the small
percent of pharmacies (i.e., supermarket and mass merchandiser pharmacies) that may
receive a large share of their store sales from products other than prescriptions, the
Medicaid population does not have the disposable iiicome to purchase a substantial
amount of high volume or high ticket items.64 ,

6l NACDS, The Chain Pharmacy Industry Prafile: 2007, 2007, pp. 16-17.
64 The Federal Povert Level (FPL) for 2007 was set at $10,210 for a one person household. Medicaid

beneficiaries must be at, or below, a certain income level related to this federal povert. leveL. See
Federal Register, Vol. 72, No. 15, January 24, 2007, pp. 3147-3148.
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For effcient pharmacies at an annual prescription volume of 50,000 to 60,000

prescriptions per year, the average cost of dispensing is essentially the same as the
marginal cost of dispensing. Because a pharmacy cannot be open without a pharmacist
present, the presence of the first pharmacist is a fixed cost and the marginal cost can be
lowered by increasing the volume of prescriptions filled by that one pharmacist.
However, once the work capacity of that first pharmacist is reached, the need for
additional pharmacist work can be added as the pharmacy volume warrants the extra
hours. At this point, the cost of the pharmacist becomes a variable cost-proportionate to
the volume of work to be done. Pharmacies with one full time pharmacist should be able
to handle 20,000 to 25,000 prescriptions per year. With more than 25,000 prescriptions
per year, the added workload can be covered by pharmacists hired on a part-time basis
proportionate to the added work load. Once a pharmacy has more than 50,000 to 60,000
prescriptions per year, it can hire one full-time pharmacist and can add enough part-time
pharmacists to accommodate any growth or excess prescription volume. For independent
and chain pharmacies with 70 percent to 95 percent of total store sales in prescriptions
and with personnel costs representing greater than 70 percent of the operating cost, once
the pharmacy is at an effcient volume (50,000 to 60,000 prescriptions per year), the
average cost is essentially the same as the marginal cost. For most efficient community
pharmacies, it is unrealistic to think that the marginal cost of dispensing a prescription is
substantially less than the average cost of dispensing a prescription.

B. Sources of Pharmacy Revenue

There are three major sources of payment for prescription drugs: (I) private third party
programs; (2) public third part programs (e.g., Medicaid and Medicare); and (3) cash

pay customers. At the national level in 2006, private third part programs paid for 52
percent of the prescriptions in independent pharmacies65 and nearly 59 percent in all
retail pharmacies.66 Medicaid paid for 15 percent of the prescriptions in independent
pharmacies and just over 7 percent of the prescriptions in all retail pharmacies. The new
Medicare Part D program paid for about one-fourth of the outpatient prescriptions in
retail pharmacies in 2006. Cash pay customers accounted for less than i 0 percent of the
prescriptions in retail pharmacies in 2006.

Community pharmacies in Washington were found to have 7.9 percent of their
prescription revenue and 7.2 percent of their prescriptions from Medicaid in 2007.
Private third part plans and Medicare Part D (through private Prescription Drug Plans

and Medicare Advantage plans in the private market) accounted for about 83.2 percent of
the prescription revenue, 81.9 percent of the prescriptions in 2007. Cash pay
prescriptions in Washington accounted for only 8.9 percent of prescription revenue and
11.0 percent of prescription volume in 2007. 67

65 NCPA, NCPA-Pfizer Digest: 2007, 2007, p. 21.
66 NACDS, The Chain Pharmacy Industry Profile: 2007, 2007, p. 75; based on data from Wolters Kluwer

Health Pharmaceutical Source Audit Suite, 2006.
67 NACDS, The Chain Pharmacy Industry Profile: 2008, 2008, pp. 69-70; based on data from Wolters

Kluwer Health Pharmaceutical Source Audit Suite, 2008.
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C. Pricing of Prescriptions

The mix of payment sources for prescriptions in community pharmacies varies across
pharmacies due to different demographics in their patient population. The pricing
flexibility in community pharmacies differs substantially across sources of payment.
Pharmacies can set the price for prescriptions sold to cash pay customers, but such prices
are subject to price competition with other community pharmacies. Due to the

,availability of price information, pharmacies do face a competitive environment,

especially for common prescriptions. Some pharmacies in Washington may post a notice
regarding availability of price information to consumers. Many patients do contact
pharmacies for prices in order to price shop for their prescriptions.

The price competition that occurs across community pharmacies is largely competition
over the retail margin-that is the cost of dispensing and the acceptable level of return on

invested capitaL. Retai i pharmacy price competition has little, to no effect, on the drug
ingredient cost paid to manufacturers for single source, patent protected, brand name drug
products. If the Medicaid drug ingredient cost discount increase from 14 percent to 20

percent off of A WP is implemented, community pharmacies cannot simply contact Pfizer
and expect to be granted an additional 6 percent reduction in the drug ingredient cost for
LipitorQ prescriptions to accommodate for this state mandated payment cut. Brand name
drug manufacturers do not negotiate price with community pharmacies based on pricing
pressure from public or private third party payers. In other words, pricing pressure does
not flow upstream in the pharmaceutical market. Therefore, pharmacies in more

competitive environments must carefully manage their operating expenses, especially
salaries and labor expenses, as well as the return on investment derived.

Community pharmacy competition does not usually lead to lower drug ingredient costs,
especially for single source, patent protected, brand name drug products-the very drug
products affected by the Washington DSHS payment change. The discounts and rebates
for single source patent protected drug products are usually based on a pharmacy's, or
providers, "class of trade"-a term used to describe the structural type of a business. For
example, an independent pharmacy is different from a physician who is different from a
hospitaL. In fact, the purchaser with the lowest volume, often the physician, may actually
get the lowest price in the market and a price lower than a large chain pharmacy. As
noted in a study of drug prices for CMS, "the structural differences in actual prices
charged to each of these 'classes of trade' can differ considerably and appear to be 68 '
arbitrary and are usually unrelated to volume of drug product purchased."

Because of retail margin competition and the shrinking size of the cash pay customer
segment of the market, pharmacies cannot shift costs by charging higher costs to cash pay

customers to make up for low payments, or payments at a loss, on Medicaid
prescriptions. Pharmacy payments for prescriptions under Medicaid are established by
federal and state statutes and regulations. Pharmacy payments for prescriptions under
Medicare Part D and private third party programs are set by contracts with the private

68 Schondelmeyer and Wrobel, Medicaid and Medicare "Drug Pricing, August 30, 2004, pp. 16-17,
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third parties. These contracts are usually offered to community pharmacies on a 'take-it-
or-leave-it' basis without opportunity for meaningful negotiation69 The rare
circumstances where a pharmacy has some leverage to negotiate a difference in
prescription payment, are usually limited to circumstances where a given pharmacy is in
a remote area and is needed to assure reasonable access to prescriptions and pharmacy
services in that rural area. Washington Medicaid does have a differential dispensing fee
based on payment of a higher dispensing fee to those pharmacies with a lower annual
prescription volume in part to assure participation of pharmacies in isolated and critical
access areas. The relative amount of this differential dispensing fee has been relatively
fixed for a long period of time and may not be suffcient to adequately compensate for the
actual impact of lower volume on cost of dispensing.

The method pharmacies use to price prescriptions does not follow the typically retail
'mark-up' modeL. The reason prescription pricing is different from the typical retail
method is that the cost of dispensing each individual prescription is essentially the same,
no matter what the actual cost of the drug product dispensed, except for inventory

carrying costs, accounts receivable, and net profit. Instead, most pharmacies price their
prescriptions based on a fixed dispensing fee plus a small percentage mark-up to cover
net profit, inventory carrying cost and accounts receivable. This means that a
prescription for a single source brand name drug product with an actual drug ingredient
cost of $200.00 may be priced at $219.88 (i.e., drug ingredient cost ($200.00) plus
dispensing fee ($13.34) plus 3 percent of the total price for variable costs and net profit
($6.54)).

A generic prescription with a drug ingredient cost of$IO.00 may be priced at $24.03 (i.e.,
drug ingredient cost ($10.00) plus dispensing fee ($13.34) plus 3 percent of 

the total price

for variable costs and net profit ($0.67)). Describing the pharmacy gross margin (amount
for operating cost plus profit) as a percent 'mark-up' is not the way the price is set.
However, when one examines the gross margin for the single source brand name
prescription, the pharmacy's gross margin is 9.0 percent. On the other hand, the
pharmacy gross margin on the generic prescription is 58.4 percent. Does this mean that
the pharmacy overcharged on the generic prescription? No! The charge for both the
brand and the generic prescription mirror the actual cost structure of operating a
pharmacy and dispensing the respective types of prescriptions.

Recently, certain mass merchant pharmacies have been offering $4.00 generic
prescriptions in the market. This merchandising practice has benefited those patients
who may have an appropriate need for these prescr~tions and who live in an area where
they have access to these low cost prescriptions.7 Some critics have noted that this
promotion is more of a marketing gimmick than a cost savings program and that this

69 James, Mike, Vice President of Government Affairs for Association of Community Pharmacists,

Congressional Testimony, "Allowing Independent Pharacies to Form Negotiating Alliances," October
18,2007. In Congressional testimony, Mr. James said "As a result of 

this near-monopolistic power, the

PBM industry now dictates, without negotiation, reimbursement rates and terms of contracts to
independent pharmacies."

7oFreudenheim, Milt, "Side Effects at the Pharmacy," The New York Times, November 30, 2006.
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practice is intended to serve as a loss leader to get patients into the store of the mass
merchandiser71 Most of the pharmacies offering this promotional pricing for generics
are mass merchandiser pharmacies or food and drug pharmacies (e.g., Wal-Mart, Target,
K-Mart, Kroger or others). Note that the prescription department is only a small part (5
percent to 15 percent of total store sales) of these pharmacies, in contrast to the role of the

prescription department (70 percent to 95 percent) in independent and traditional chain
pharmacies. (See discussion above under Section IVA., Role of Prescriptions in the
Pharmacy, and Figure 3.)

The use of generics, in general, has been on the rise in recent years and has also been the
focus of cost savings potential by Medicaid, Medicare and private third part
programs.72.73 all the other hand, most of the generic drugs offered at the low

promotional price are 'old' generics already available at commodity prices with very low
drug ingredient cost. These $4.00 generics offerings are not lower cost alternatives to the
high-priced brand name drugs that are still on patent.

The evidence indicates that the $4.00 price per prescription probably is a 'loss leader'
price below the cost of dispensing in these 'big box' pharmacies. The average cost of
dispensing for Washington pharmacies in 2006 was found to be $12.10.74 The lowest
cost of dispensing reported by the Myers and Stauffer in a study of California pharmacies

was $4.09 in 2006. However, there were only 4 out of 1,096 pharmacies (0.3% of
California pharmacies) with a cost of dispensing in this range ($4.09 to $4~99). Seventy-
five percent of Washington phannacies had a cost of dispensing of $1 0.30 (25th percentile

COD) or more in 2006 and $11.03 in mid-2009 costs." Even if the generic drug
ingredient cost was $0.00, the cost of dispensing alone is greater than $4.00 in most
pharmacies in Washington. Therefore, the sale of these generic prescriptions at $4.00
appears to be a loss leader to build store traffc for food and drug stores and for mass
merchandisers with pharmacies. However, the needs of Washington Medicaid could not

be met with only those pharmacies offering these promotional prices. Food and drug
stores and mass merchandisers with pharmacies represent less than one-half of the
pharmacies in Washington. The Medicaid program is taking, or can take, advantage of
these promotional prices, though, by checking to see if these pharmacies have submitted
the $4.00 (or other low price offering) as the usual and customary price on prescriptions
for Medicaid beneficiaries. This $4.00 usual and customary price would most likely,
then, be the' lowest' price among the prices adjudicated by the Washington Medicaid
'lower of payment formula.

71 National Conference of State Legislatures, "Generic Drug Pricing and States. $4 and free drug

promotions by large chains affected by state laws," April 2008,4 pp.
12 Perr, Leah E., "Generic utilization: The sky's the limit," Dnig Topics, Supplement, August 6, 2007.
13 eMS, Safe and Effective Approaches to Lowering State Prescription Drug Costs: Best Practices Among

State Medicaid Drug Programs, September 9, 2004. Found online at: ww.cms.gov on May8,2008.
74 Grant Thornton, National Study to Determine Cost of Dispensing Prescriptions in Community Retail

Pharmacy, The Coalition for Community Pharmacy Action (CCPA), Januar 2007.
1S Myers and Stauffer, Survey of Dispensing and Acquisition Costs, December 2007, Exhibit i 1. The

pharmacy dispensing cost per prescription based on unweighted 10th percentile for pharacies excluding
specialty and compounding pharmacies was $7.39.
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D. Pharmacy Expense Categories

Awareness of the types of expenses incurred by a pharmacy is important to an
understanding .of the flexibility, or lack thereof, which is available to an owner or
manager in a community pharmacy. When payment levels are pressured by payers a
pharmacy may have to consider various alternatives including: (i) cutting expenses, (2)
decreasing level of services, (3) increasing volume or effciency, (4) refusal to provide
certain prescriptions that are unprofitable, (5) refusal to serve certain beneficiaries whose
prescriptions may be unprofitable, and (6) refusal to participate in certain third part
programs (e.g., Medicaid) that may be unprofitable. Therefore, it is important to know
the role of major expense categories in the overall pharmacy operation and the reasonable
level of net profit that is expected.

The single largest expense to the pharmacy is the drug ingredient cost. The cost of

purchasing the drug product (drug ingredient cost) accounts for more than three-fourths
of the total prescription payment revenue. After the drug ingredient cost (i.e.,
manufacturer and wholesaler costs) has been paid the pharmacy gross margin, on
average, is 19.3 percent to 22.8 percent of the total prescriptionpayment.76 Obviously,
the drug ingredient cost accounts for the vast majority of the pharmacy payment and as
noted earlier the pharmacy has very little control over the price of the drug product. This

minimal control is especially true for brand name single source drug products that
represent more than 81.5 percent of the total Washington Medicaid drug program

d. 77expen itures.

After accounting for the drug ingredient cost, the cost of dispensing is the second largest
expense category for the pharmacy. The cost of dispensing represented about 19.3
percent to 20.0 percent of the prescription price (pharmacy payment) in 2006 for
independent pharmacies and about 22.6 percent for chain pharmacies.78,79 (See Figure 4.)
The cost of dispensing includes pharmacy labor costs, building and equipment expense,
prescription department expense, and other overhead expense. Within the cost of
dispensing, the pharmacy and other labor costs represent the greatest expense burden.

76 For independent pharmacies the drug ingredient cost was 77.2 percent of the prescription payment, and

the pharmacy operating cost was 20.0 percent with a net profit before taxes of2.8 percent. (See: NCPA,
NCPA-Pfizer Digest: 2007, 2007, p. 8.) For all retail pharmacies the drug ingredient cost was 80.7
percent of the prescription payment, and the pharmacy operating cost with net profit before taxes was
19.3 percent. (See: NACDS, The Chain Pharmacy Industry Profile:2007, 2007, p. 71.)

77 Washington state Medicaid drug expenditures data was compiled for the period July 1,2007 to June 30,

2008 using data from the Medicaid Drug Rebate Program State Drug Utilization fies posted on the CMS
website at: http://ww.cms.hhs.gov/MedicaidDrugRebateProgramlSDUDlList.asp. For each NDC, the
fie included number of prescriptions, number of units dispensed, and total reimbursement paid.

78NCPA,NCPA-Pfizer Digest: 2007, 2007, p. 8.
79 The Risk Management Association, Annual Statement Studies, Financial Ratio Benchmarks, 2007-2008,

Retail Pharmacies and Drug Stores, sic 5122, 5912), pp. 954-955.
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Labor costs, according to the Grant Thornton national COD study for 2006, were 65.0
percent of the total cost of dispensing.8o In other national studies of the cost of
dispensing in 2006, the professional and other labor costs ranged from 62.4 percent to
68.0 percent of the cost of dispensing.81 The West region (including Washington state)
had the highest average hourly rates for pharmacy technicians and for sales clerks and the
second highest rate for pharmacists among the five geographic regions in the United
States.82

Figure 6. Distribution of the Prescription Dollar in 2006

. NACOS. The CJain PhamacylndusJryPrr.la: '27.2007, p. 71: dala ~om Wolters KJuwr Health Source P1arm.~euUcal Audii Suiie nod NACDS EconcmK:s Deparent

.. Dala BS round In Myetl Dod Stauffer, SuivayolDi,pens.'ng and AJuiil¡gn Cos" of Phonaculica1 jn the Slalo oICabfOfUl.
Deçemb.. 2007, Table 3.8. p. 33.

80 Grant Thornton, NaJional Study to Determine Cost of Dispensing Prescriptions in Community Retail

Pharmacy, The Coalition for Community Pharmacy Action (CCPA), January 2007.
81 A national study of community chain and independent pharmacies was done in 2006 by Grant Thornton,

(National Study to Determine Cost of Dispensing Prescriptions in Community Retail Pharmacy, The
Coalition for Community Pharacy Action, January 2007, p. 16.). Also, the NCPA-Pfizer Digest
(NCPA, NCPA-Pfizer Digest: 2007, 2007, p. 7.) reported that independent pharacies had average labor
costs that were 68 percent of the cost of dispensing in 2006.

82 NCPA, NCPA-Pfizer Digest: 2007, 2007, p. 28.
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E. Net Profit Level in Pharmacy

Community pharmacies are usually 'for profit' businesses engaged in the competitive
market place. The incentive for pharmacy owners to keep their capital invested in a
pharmacy is the expectation of an acceptable return on invested capitaL. Medicaid, along
with other third part payers, has an interest in assuring that suffcient pharmacies remain
in business and widely distributed throughout the community so that beneficiaries as
patients will continue to have reasonable access to this important community health
resource.

The market experience can provide an indication of the net profit expectations and
performance of community pharmacies. Sources of data on net profit levels in
community pharmacies usually report the net profit before taxes as a percent of sales.
The net profit after taxes is usually 20 percent to 35 percent below the reported net profit
before taxes leveL. Independent pharmacies in 2006 reported an average net profit before
taxes of 2.8 percent.83 The average net p,rofit before taxes for chain pharmacies of all
sizes was found to be 2.2 percent in 2007. 4

In the three years (2003 to 2005) before inauguration of Medicare Part D, independent
pharmacies experienced an average net profit before taxes ranging between 3.6 percent
and 4.0 percent.8S Chain pharmacies had net profit before taxes ranging between 3.1
percent and 3.7 percent in 2003 to 2005-the three years before start of 

the Medicare Part

D program.86 In 2006 independents saw their net profit drop to 2.8 percent and chain
pharmacies saw their net profit drop to 2.2 percent. Both independent and chain

pharmacies have seen 20 percent to 40 percent drops in net profit before taxes since the
implementation of Medicare Part D. Medicare Part D plan payments to pharmacies were
found by the HHS Offce of Inspector General to be $2 less per prescription than the
average Medicaid dispensing fee87 In 2006, more than I, I 00 independent pharmacies
closed and many cited "inadequate reimbursements for prescriptions filled under the
Medicare prescription drug benefit.,,88 The. National Community Pharmacists

Association reports that the number of independent pharmacies nationwide declined from
24,500 in 2005 to 23,348 in 2006. This loss of 1,152 community pharmacies amounts to
disappearance of about 5 percent of all phannacies in the market.89

8JNCPA, NCPA-Pjizer Digest: 2007, 2007, p. 12.
84 The Risk Management Association, Financial Ratio Benchmarks, 2007-2008, pp. 954-955. Net profit

before taxes was reported to be 2.2 percent for pharmacies (SiC 5122, 5192; NAICS 446 I 10) of all sizes
for the time period April 1,2006 to March 31,2007.

" NCPA, NCPA-Pjizer Digest: 2007, 2007, p. 12 and NCPA, NCPA-Pjizer Digest: 2006, 2006, p. 15.
86 The Risk Management Association, Financial Ratio Benchmarks, 2007-2008, pp. 954~955.
81 Offce of Inspector General, HHS, Review of the Relationship Between Medicare Part D Payments to

Local Community Pharmacies and the Pharmacies J Drug AcqllIsiton Costs, aia Report A-06-07-
00107, Januar2008.

88 Kaiser Daily Health Policy Report "Medicare I Pharmacists Say HHS OIG Report Validates Concerns

That Inadequate Payments Under Medicare Prescription Drug Benefit Lead to Pharmacy Closures,"
January 11,2008; found at: kaisernetwork.org and accessed on May 8, 2008.

89 Michael Schroeder, "Pharacies' Struggles, Independent Drugstores find Medicare Part D, Blessing,

Curse," The Journal Gazeiie, Fort Wayne, IN, October 21,2007.
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There were 1,058 community pharmacies in Washington state in 2007. Since 2003, 110
independent pharmacies (30 percent) have gone out business. There has also been an

overall net decline of 48 community pharmacies (5 percent) since 2003.90

With the virtual disappearance of cash pay customers and the conversion of 20 percent to
40 percent of all prescriptions from Medicaid and private third party plans to Medicare

- Part D, the financial health of community pharmacies is stressed. Implementation of the
6 percent increase in drug ingredient cost discount for prescription payments will have a
substantial impact on the financial viability of community pharmacies in Washington.

F. Actual Cost of Dispensing in Washington

Prescription . drugs are the most frequently used health care service by Medicaid
beneficiaries. The appropriate use of prescription drugs enables many people to live
better and to live longer. Capturing the benefit of the drug therapy requires more than
just distribution of safe and effective drugs. The benefit of drug therapy also requires: (I)
convenient access; (2) financial afIordability for the individual and the health system; (3)
appropriate prescribing; (4) active medication therapy management; and (5) adherence to
the drug therapy regimen. The community pharmacies in the United States, and in
Washington, provide a convenient location for patients to get their prescriptions filled
and to make sure that they know how to get the most value and outcome from use of their
medications. Patients visit their community pharmacy from 2.4 to 3.7 times per month.91
This frequency of visits by customers makes the community pharmacy, in general, the
most frequently accessed health care facility.

The provision of prescriptions and related services in community pharmacies is paid for
through pharmacy payments. As described earlier, the pharmacy payment is made up of
three components: (I) the drug ingredient cost, (2) the cost of dispensing, and (3) a
reasonable return on invested capitaL. This section focuses on identifYing the cost of
dispensing in community pharmacies, in general, and in Washington, in particular. Two
national cost of dispensing studies were reported in 2007 based on 2006 data and a 2006
study of the cost of dispensing for California pharmacies was conducted for the

California Department of Health Servicesp,93,94 Each of these cost of dispensing studies

is briefly reviewed and the relevance of their findings for the Medicaid program are
described.

9ONACDS, The Chain Pharmacy Industry Profile: 2008, pp. 69-70 and annual volumes from 2000 to 2008,

based on data from Wolters Kluwer Health Pharmaceutical Source Audit Suite, 2008 and previous years.
91 NACDS, The Chain Pharmacy Industry Profile: 2007,2007, p. 74; based on data from the 2006

Pharmacy Satisfaction Digest, Boehringer Ingelheim Pharmaceuticals, Inc. This report indicates that
chain pharmacy customers visit the pharacy 3.65 times each month, independent pharmacy customers
visit the pharmacy 2.9 times per month, food and drug store and mass merchandiser customers visit the
pharmacy 2.5 limes per month, and clinic and other customers visit the pharmacy 2.2 times per month.

"NCPA, NCPA-Pfizer Digest: 2007, 2007, p. 20.
93 Grant Thornton, National Study 10 Determine Cost of Dispensing Prescriptions in Community Retail

Pharmacy, The Coalition for Community Pharmacy Action (CCPA), january 2007.
94 Myers and Stauffer, Survey of Dispensing and Acquisilon Costs, December 2007.
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1. NCPA-Pfizer Digest

The NCPA-Pfizer Digest is an ongoing, annual survey of the financials of independent
community pharmacies.9s Participating independent pharmacies submit standard
accounting and financial information, as well as responses to questions regarding the
types of services provided and the operating details of the pharmacy. This information is

compiled and summarized each year in a report with 40 to 60 pages of current and trend
analysis related to the financials and services of independent community pharmacies.

The financial information provided in the NCPA-Pfizer Digest survey is used each year to
estimate the cost of dispensing (COD) in independent pharmacies. As noted in the Digest
the cost of dispensing does not include profit. The average COD for 2006 across all
independent pharmacies was $10.63-an increase from $10.53 in 2005.96 The 2006

COD for the West region (which includes Washington) was $12.23-the highest among
the five regions in the United States. The West region COD was 15 percent above the
U.S. average COD and 20 percent above the COD for three of the other four regions in
the United States.

The NCPA COD amounts from mid-2006 were updated to mid-2009 dollars with the
methodolop used by Myers and Stauffer to recohcile financial data with different fiscal
year dates. 7 The 2009 national average COD for independent pharmacies is $11.9 and
the average COD for the West region (including Washington) is $13.10.

2. Grant Thornton Cost of Dispensing Stndy

An independent comparative analysis of U.S. prescription drug costs was commissioned
by the Coalition of Community Pharmacy Action (CCPA). This coalition is a
collaborative effort of the National Association of Chain drug Stores (NACDS) and the
National Community Pharmacists Association (NCPA). The primary purpose of the
study was "to provide a comparative analysis of dispensing costs across all states and
types of payers, including Medicaid.,,98

The Grant Thornton COD study consisted of usable data from 23,152 pharmacies across
the United States-approximately one-half of all of the community pharmacies in the
U.S. The data collected were for the period March through August 2006. The
methodology collected detailed cost data in five broad areas: (I) prescription 

department

salaries and benefits, (2) other prescription department costs, (3) facilities costs, (4) other

" The NCPA-Pjizer Digest is currently published by the National Community Pharmacists Association
(NCPA). This organization was formerly known as the National Association of Retail Druggists
NARD). Currently, the annual study is funded by Pfizer Pharmaceuticals, hence the NCPA-Pjizer Digest.
This annual survey dates back to 1950 and for most ofthat time was known as the NARD-Lilly Digest.

96 NCPA, NCPA-Pjizer Digest: 2007,2007, p. 20.
9J The 2006 data in the NCPA-Pjizer Digest, 2007 were adjusted to 2008 dollars using the Employment

Cost Index following the method used by Myers and Stauffer for adjusting for inflation over time. See
Myers and Stauffer, Survey of Dispensing and Acquisition Costs, December 2007, p. 27 and Exhibit 9.

98 Grant Thornton, National Study to Determine Cost of Dispensing Prescriptions,CePA, Jan. 2007. p. 2.

Grant Thornton partnered with The MPI Group to perform this study.
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store and location costs, and (5) allocated corporate overhead, where applicable. This
study then calculated and reported an overall COD on a per prescription basis and a per
store basis. The COD for Medicaid prescriptions was also calculated. Analysis of the
COD for specific geographic regions, urban and rural settings, and on a state-specific
basis was performed.

The national overall COD was $10.50 on a per prescription basis and $12.10 on a per
pharmacy basis in 2006. The difference in these two averages is a result of the difference

in the volume of prescriptions processed by pharmacies and the fact that to some degree
pharmacies with greater volume have lower dispensing costs. The Grant Thornton COD
values from mid-2006 were updated to mid-2009 dollars, again using the method
described by Myers and Stauffer99 The overall national COD for 2009 was $11.25 on a
per prescription basis and $12.96 on a per pharmacy basis.

The COD for 9 regions was calculated by the Grant Thornton study and the Pacific
region (including Washington) was the highest region in the nation. 

100 The Pacific region

which included Washington had a 2006 COD of$12.82 which converts to $13.73 in 2009
dollars when adjusted for inflation. 

101 This study also analyzed the COD by state and

found Washington to have a mean COD per prescription of $12.34 and a mean COD per
pharmacy of $14.01 for mid-2006. When updated to mid-2009 these COD values

become $13.22 and $15.01, respectiveiy.102 The Grant Thornton study also recognized
that Medicaid prescriptions may have costs that are not incurred in filling other
prescriptions and, therefore, estimated the COD for Medicaid prescriptions in
Washington in 2006 to be $12.45 per prescription and $14.41 per pharmacy for mid-
2006. When adjusted to mid-2009 costs, the Washington Medicaid COD per prescription
was $13.34 and per pharmacy was $15.44.

A summary of the mid-2006 COD data from Grant Thornton is presented below:
. The average national COD per prescription was $10.50.
. The average national COD per pharmacy was $12.10.
. The average COD for the Pacific region was $12.82.
. The average COD per prescription for Washington was $12.34.

. The average COD per pharmacy for Washington was $14.01.

. The average COD for Washington was 17.5 percent above the national average COD.

. The average Medicaid COD per prescription for Washington was $12.45.

. The average Medicaid COD per pharmacy for Washington was $14.41.
.75 percent of Washington pharmacies had a COD of$10.84 or more.
.75 percent of Washington pharmacies had a Medicaid COD of$11.5 or more.

99 The 2006 data in the Grant Thornton study (National Study 10 Determine Cost of Dispensing

Prescriptions, CCPA, Jan. 2007) were adjusted to 2008 dollars using the Employment Cost Index
following the method used by Myers and Stauffer for adjusting for inflation over time. See Myers and
Stauffer, Survey of Dispensing and Acquisiton Costs, December 2007, p. 27 and Exhibit 9.

100 Grant Thornton, National Study to Determine Cost of Dispensing Prescriptions, CePA, Jan. 2007, p. 25.

101 Grant Thornton, National Study to Determine Cost of Dispensing Prescriptions, CCPA, Jan. 2007, p. 25.

102 Grant Thornton, National Study to Determine COSl of Dispensing Prescriptions, CCPA, Jan. 2007, pp.

26,28.
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. High volume pharmacies (~62,122 annual Rxs) in Washington had a mean COD of$10.55.

. Low volume pharmacies (~9,929 annual Rxs) in Was~ington had a mean COD of$15.72.

All of the COD amounts, as reported above, were actual costs for the mid-point of2006.
The actual COD for the mid-point in 2009, however, is greater than these 2006 COD
amounts due to increased costs of doing business over the past three years. The COD
data reported above were adjusted from mid-2006 to mid-2009 using the same method as
that used by Myers and Stauffer for standardizing data that was reported with different
fiscal years across California pharmacies.103

A summary of the mid-2009 COD data from Grant Thornton is presented below:
. The average national COD per prescription was $1 1.25.
. The average national COD per pharmacy was $12.96.
. The average COD for the Pacific region was $13.73.
. The average COD per prescription for Washington was $13.22.
. The average COD per pharmacy for Washington was $15.01.
. The average COD for Washington was 17.5 percent above the national average COD.
. The average Medicaid COD per prescription for Washington was $13.34.
. The average Medicaid COD per pharmacy for Washington was $15.44.
.75 percent of Washington pharmacies had a COD of$1 1.61 or more.
.75 percent of Washington pharmacies had a Medicaid COD of$1 1.94 or more.
. High volume pharmacies (~62,122 annual Rxs) in Washington had a mean COD of$1 1.30.
. Low volume pharmacies (~9,929 annual Rxs) in Washington had a mean COD of$16.84.

3. Myers & Stauffer's California Study

Many state Medicaid drug programs commission studies of the cost of dispensing to
provide assistance in determining the actual cost of dispensing for the state. A recent

COD study for Washington state was not available, although a cost of dispensing study
was performed in California for the Department of Health Services based on 2006 data.
That study was performed by Myers and Stauffer-a public accounting firm with
experience in conducting such studies for state Medicaid programs-and the rèport is
dated December 2007.104 While this study is not specific to Washington state, it provides
a relative benchmark from another state in the Pacific region. The Grant Thornton study
that reported state level CaDs for California and Washington showed that Washington
CaDs average about 5 percent to 6 percent below the same COD measure for California.

The State of California had 5,025 pharmacies eligible for sampling. The survey was
actually sent to a sample of 1,976 pharmacies and 1,139 pharmacies provided usable

103 The 2006 COD data was adjusted to 2009 dollars based on the cost of dispensing inflation adjustment

factor used by Myers and Stauffer (Survey oj Dispensing and Acquisiton Costs, December 2007, p. 27
and Exhibit 9). The inflation adjustment factor was based on the Employment Cost Index (ECI) (all
civilian, all workers; seasonally adjusted) as published by the U.S. Bureau of Labor Statistics.

104 Myers and Stauffer, Survey of Dispensing and Acquisiton Costs, December 2007.
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responses. This resulted in a net response rate of 57.6 percent. ios Eighteen of the
responding pharmacies 'were specialty pharmacies and fourteen were compounding
pharmacies that had a very different COD and they were excluded from the rest of the
analysis unless otherwise noted.106 The data collected was for the most recent complete
fiscal year for each pharmacy and the responses were adjusted to standardize all
responses to represent the midpoint (June 30, 2006) of2006. 107

Myers and Stauffer performed "...dispensing and acquisition cost surveys (that) were
designed to assess the actual historical costs associated with the provision of prescription
drug products to Medicaid recipients. Accordingly, the survey findings are a reflection of
pharmacy cost exclusive of an allowance for profit.,,108

There are several measures of central tendencies that communicate the typical COD
across the sample of California pharmacies. These include: (I) the unweighted mean or
straight average, (2) the weighted mean using the annual number of Medicaid
prescriptions as the weight factor, (3) the unweighted median, and (4) the weighted
median using the annual number of Medicaid prescriptions as the weight factor. Each of
these measures provides important information about the value and dispersion of the
COD across California pharmacies. For simplicity, however, this report will use the
Medicaid-weighted mean when reporting COD values unless otherwise noted. The COD
for California pharmacies based on various pharmacy characteristics were also reported
by the Myers and Stauffer study (See Exhibits 3 and 4).

A summary of results for the mid-2006 baseline COD are presented below:
. The baseline COD per prescription for California was $10.81.
. The baseline COD per prescription ranged from $4.09 to more than $150.00.
. The majority of the pharmacies (82%) had a COD between $7.00 and $18.00.
. Pharmacies with more than 10% Medicaid prescriptions had a mean COD of$IO.95.
. Pharmacies with the highest volume (80,000 or more) had a mean COD of$9.86.
. Urban pharmacies had a mean COD of$10.70.
. Rural pharmacies had a mean COD of$12.37.
. More than 70% of California pharmacies have a baseline COD of$11.93 or less.
. More than 80% of California pharmacies have a baseline COD of$13.24 or less.

105 Myers and Stauffer, Survey of Dispensing and Acquisiton Costs, December 2001. p. 19.
106 Myers and Stauffer, Survey oj Dispensing and Acquisition Costs, December 2007, p. 29. The 18

specialty pharmacies had an unweighted average COD of$95.32 with a standard deviation of$90.93 and
the 14 compounding pharacies had an unweighted average COD of$17.15 with a standard deviation of
$19.68 compared to an unweighted average COD of $12.57 for all other pharmacies with a standard
deviation of$5.37.

101 The COD survey data were adjusted to the mid-point of 2006 using the Employment Cost Index

following the method described by Myers and Stauffer for adjusting for inflation over time. See Myers
and Stauffer, Survey a/Dispensing and Acquisition Costs, December 2007, p. 27 and Exhibit 9.

. los Myers and Stauffer, LC (certified public accountants), Survey of Dispensing and Acquisition Costs,

prepared for the California Department of Health Services, December 2007, p. 9.
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All of the baseline COD amounts, as reported above, were actual costs for the midpoint
of 2006. The actual COD in 2009, however, is greater than these 2006 COD amounts.
The COD data reported above were adjusted from mid-2006 to mid-2009 using the same
method as that used by Myers and Stauffer for standardizing data that was reported with
different fiscal years across California pharmacies.lo9

A summary of results for the mid-2009 baseline COD are presented below:
. The baseline COD per prescription for California was $1 1.90.
. The baseline COD per prescription ranged from $4.50 to more than $165.14.
. The majority ofthe pharmacies (82%) had a COD between $7.71 and $19.82.
. Pharmacies with more than 10% Medicaid prescriptions had a mean COD of$12.06.
. Pharmacies with the highest volume had a mean COD of$IO.86.
. Urban pharmacies had a mean COD of$1 1.78.
. Rural pharmacies had a mean COD of$13.62.
. More than 70% of California pharmacies have a baseline COD of$13.13 or less.
. More than 80% of California pharmacies have a baseline COD of$14.58 or less.

Not all pharmacies in California or Washington, or any other state, have the same (or
mean) COD. An appreciation for the distribution of the Medicaid COD per lrescription
across Washington pharmacies can better understood by examining the 25' percentile
and 75t1 percentile COD values. More than 75 percent of the Washington pharmacies
had a Medicaid COD in mid-2009 that is greater $11.94. At least, 25 percent of the
Washington pharmacies had a Medicaid COD in mid-2009 that is greater than $16.09.
When the mid-2009 COD amounts for Washington pharmacies are considered, it is
expected that greater than 90 percent of all Washington pharmacies have a COD that is
greater than the current current Medicaid dispensing fees of $5.25, $4.56, and $4.24,
respectively for low-volume, mid-volume, and high volume pharmacies. When the
Washington Medicaid drug ingredient cost discount is increased from 14 percent off of
A WP to 20 percent off of A WP, the drug ingredient cost will be close to the actual
acquisition cost, but the dispensing fees will be inadequate for nearly all pharmacies in
Washington state.

As described above, the cost of dispensing for Washington (or the Pacific or West
Region) was evaluated in three different studies in 2006. Figure 7 compares the cost of
dispensing reported by two of these studies (and special COD rates from these studies)
and shows that there is a similar cost of dispensing amount across all of the COD
measures reported. When adjusted to 2009 dollars, the COD amount per prescription
across these two studies and measures ranged from $13.10 to $13.73-a variation of 

less

than 5 percent.

109 The 2006 COD data was adjusted to 2009 dollars based on the cost of dispensing inflation adjustment

factor used by Myers and Stauffer (Survey of Dispensing and Acquisition Costs, December 2007, p. 27
and Exhibit 9). The inflation adjustment factor was based on the Employment Cost Index (ECI) (all
civilian, all workers; seasonally adjusted) as published by the U.S. Bureau of Labor Statistics.
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Figure 7. Actual Cost of Dispensing for 2009:
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G. Actual Drug Ingredient Costs in Washington

This actual drug ingredient cost discussion wil focus on brand name (single source)
prescription drugs. Brand name prescriptions are the only group of drugs affected by the
payment change proposed by DSHS and such brand name prescriptions account for more
than 80 percent of Washington Medicaid drug expenditures. Recent data on actual drug
ingredient cost in Washington was not readily available. However, a study commissioned
by the State of California and performed by Myer and Stauffer in their 2006 examined
actual cost data for drug ingredient cost. The manufacturer price of drug products does
not vary substantially by region in the U.S., consequently it is reasonable to assume that
findings from California regarding actual drug ingredient cost would be similar to the
actual drug ingredient costs in Washington. The manufacturer price of drug products,
however, does vary considerably depending upon the patent status of the drug product.
Drug products should be divided into at least three major categories when examining
prices: (I) single source (patented brand name) drug products, (2) multisource (off-patent
brand name) drug products (or, innovator multiple source, IMS drugs), and (3)
multisource (off-patent generic) generic drug products (or, non-innovator multiple

source, NMS drugs). Certain multi source drug products have federal upper limits (FULs)
and others in Washington have state MACs (maximum allowable cost) which set upper
limits for payment of the drug ingredient cost that are well below the list prices for these
drug products.
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Myers and Stauffer studied the actual drug ingredient cost (actual acquisition cost, AAC)
by collecting pharmacy invoices from 304 California pharmacies as part of their cost of
dispensing study. The data collected consisted of about 115,000 invoice line items.
These line items were then input and compared to a list of study drugs. The list of study
drugs consisted of the Top 1,000 single source drug products and the Top 1,000

multisource drug products when ranked by total Medicaid reimbursement for the calendar
year ending December 31, 2006.110 About one-half (60,973) of the invoice line items
matched the list of 2,000 drugs included in the study. Acquisition cost data was found on
these invoices for 1,662 ofthe 2,000 sample drug products.

The single source brand name drug products were found to have an actual acquisition
cost that was 79 percent of the average wholesale price (A WP).III The single source
brand name drug products had a standard deviation of 1. percent across all pharmacies.
This is a very narrow range of variation and indicates that pharmacies are not able to
negotiate different prices for these patent protected drug products regardless of variations
in size or other market leverage.

Recall that the payment for prescriptions under Medicaid is based on the 'lower of
criteria: (I) estimated acquisition cost (EAC) plus a dispensing fee, (2) maximum
allowable cost (FUL or state MAC) plus a dispensing fee, or (3) the pharmacy's usual
and customary charge to the general public. The maximum amount a pharmacy would be
paid by Medicaid is the EAC plus a dispensing fee. The current method for determining
EAC is AWP less 14 percent. As noted from the drug acquisition cost study, pharmacies,
on average, can buy most of their drug products at a price that is less than the EAC (A WP

minus 14 percent). The difference between the EAC and the actual invoice cost (actual
acquisition cost, AAC) created a "spread" or small percentage markup for the pharmacy.
This "spread" is similar to the small percentage markup that a pharmacy would normally
charge in addition to the cost of dispensing in order to cover inventory carrying costs,

accounts receivable, and return on invested capitaL. (See Section V. C. Pricing of
Prescriptions).

Medicaid payment to a pharmacy for a single source brand name prescription with an
A WP of $200.00 for the drug ingredient cost would be A WP minus 20 percent (i.e.,
$200.00 minus 20 percent = $160.00). The pharmacy's actual acquisition cost for the
drug product is A WP X 79 percent ($200.00 X 79 percent = $158.00). In this case, the
pharmacy would make a "spread of $2.00 (i.e., EAC minus AAC = spread, or $160.00
minus $158.00 = $2.00). When the $2.00 spread is combined with the $4.56 Medicaid
dispensing fee for an average pharmacy, the total gross margin to the pharmacy for a
brand name single source drug product would be $6.56, or about an 3.9 percent gross
margin. This 3.9 percent gross margin compares to the average gross margin in

pharmacy of about 22.8 percent (See Section V.D., Pharmacy Expense Categories).

i 10 Myers and Stauffer, Survey of Dispensing and Acquisition Costs, December 2007, pp. 35-36.
iii Myers and Stauffer, Survey of Dispensing and Acquisition Costs, December2007, p. 39, Exhibit 20.
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The Medicaid payment to the pharmacy under the new method would be $166.56 (i.e.,
A WP minus 20 percent = $160.00 plus a $4.56 dispensing fee = $166.56). In contrast,
the pharmacies actual breakeven costs would be $171.4 (i.e., A WP X 79 percent =
$158.00 plus minus actual COD = $13.34 = $171.4). In other words, the Washington
Medicaid prescription payment for a typical single source drug product wil result in a
payment that is about 2.8 percent below the pharmacies breakeven cost and does not
include any profit or return on investment (typically about 2 percent to 3 percent belòre
taxes). With a 2.8 percent loss per brand name prescription and brand name prescriptions
representing greater than 80 percent of Washington Medicaid drug expenditures,

Washington pharmacies will face some tough decisions with respect to provision of
Medicaid prescriptions.

VI. IMPACT OF WASHIGTON MEDICAID PRESCRIPTION PAYMENTS

The DSHS action to increase the drug ingredient cost discount from 14 percent off of
A WP to 20 percent off of A WP was a sudden and precipitous event. This payment cut
comes directly out of the pharmacy payment, even though the data indicate that the
manufacturer drug product price is the major factor behind increasing prescription prices.
The amount of this pharmacy payment reduction means that the vast majority of brand
name prescriptions will have a Medicaid payment amount that is below the pharmacy's
breakeven cost. This payment cut is not consistent with the Washington Medicaid State
Plan filed with, and approved by, federal offcials at CMS.

The impact of the change in drug ingredient costs discount on Medicaid at various levels
is discussed in the following sections. First, the impact on prescription payments is

described and then the impact on pharmacies is reviewed. Next, the impact on Medicaid
beneficiaries is'examined followed by the impact on Medicaid overalL.

A. Impact on Prescription Payments of Discount Increase

Medicaid payment for prescriptions enables beneficiaries to get safe and effective drug
therapies to treat most common diseases. The provision of drug therapy on an outpatient
basis allows the management of most conditions and diseases in a manner that avoids
other, more expensive health services such as emergency room visits, long term care, or
hospitalization.

The long-stated Medicaid principle for payment of drug ingredient costs is that the
payment should be "as close as feasible to the price generally and currently paid by the
provider. The states are, therefore, exgected to set their ingredient cost levels as close as
possible to actual acquisition cost."i 2 While the current estimated acquisition cost
(EAC) method (i.e., A WP minus 14 percent) does appear to over-compensate for the drug
ingredient cost and therefore produces a drug product pricing spread, the current

112 HHS Action Transmittal, HCF A-AT-77-113 (MMB), December 13, 1977 as reproduced in NPC,

Pharmaceutical Benefits, 1983, p. 14.
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dispensing fee (i.e., $4.56 with small variation based on annual prescription volume) is
clearly below the actual cost of dispensing for most (75 percent or more) of the
pharmacies in Washington. The new method does appear to move the payment closer to
actual acquisition cost for the drug ingredient cost, however, the dispensing fee is well
below the actual costs of dispensing. Washington Medicaid would in fact pay for brand
name prescriptions at a price that is below what the pharmacy's actual costs would be.
The actual drug ingredient cost would be combined with the $4.56 dispensing fee which
is lower than average cost of dispensing. In other words, Medicaid payments for single
source prescriptions are expected to result in payments that are below actual breakeven
costs to the pharmacy.

The impact of this expected loss on single source prescriptions was examined using data
from the Medicaid State Drug Utilization files found on the CMS website. The current
Medicaid prescription payment for each of the 2,404 NDCs with brand name (single
source) drug products was calculated (i.e., A WP minus 14 percent plus a $4.56
dispensing fee). Then, actual pharmacy cost for each prescription was calculated using
the following components:

(I) actual ingredient cost based on the current A WP (PriceChek PC) times the Myers
and Stauffer actual to list price ratio;

(2) actual Medicaid cost of dispensing of $13.34 based on the mid-2009 inflation
adjusted value determined by the Grant Thornton COD study; and

(3) return on invested capital or net profit before taxes based on 3 percent of total
revenue.

From these basic components, several payment amounts or comparisons were derived:

(I) current reasonable pharmacy payment per prescription;
(2) current Medicaid payment per prescription with the 6 percentage point increase in

drug ingredient cost discount;
(3) current breakeven cost per prescription (i.e., drug ingredient cost plus cost of '

dispensing with no profit or ROI); and
(4) current drug ingredient cost per prescription./

Results ofthis analysis were as follows:

. 99.9 percent (2,401 of the 2,404 NDCs) of the prescription payments with the 6

percentage point increase in drug ingredient cost discount were below the pharmacy's
reasonable payment amount;

. 89.7 percent (2,157 of the 2,404 NDCs) of the prescription payments with the 6

percentage point increase in drug ingredient cost discount were below the pharmacy's
actual breakeven cost.

In general, after implementation of the 6 percentage point increase in drug ingredient cost

discount, nearly all brand name prescriptions (89.7 percent) will result in a Medicaid
pharmacy payment below the pharmacy's actual breakeven cost. Most of the key

therapeutic classes of drug products are impacted by this payment reduction. Drug
products across all therapeutic categories will be reimbursed below actual breakeven cost.
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Among the major therapeutic categories impacted are:
. antipsychotic drugs (e.g., Risperdal, Zyprexa, Seroquel, AbilifY, Invega);
. antiretroviral drugs (e.g., Truvada, Reyataz, Combivir, Kaletra, Viracept, Lexiva,

Sustiva, Viramune, and others);
. anticonvulsants drugs (e.g., Keppra, Dilantin, Topamax, Lamictal, and Trileptal);
. antidiabetic drugs (e.g., Actos, Avandia, & Novolog & Humalog (for's of insulin));

. cholesterol drugs (e.g., Lipitor, Zocor, Pravachol, Tricor, Zetia, Crestor, Vytorin);

. respiratory drugs (e.g., Xopenex, Advair, Pulmicort, Singulair, Combivent);

. gastrointestinal drugs (e.g., Nexium, Prevacid, Protonix); and .

. specialty drugs including antineoplastics (e.g., Gleevec, Betaseron, Pulmozyme);

The impact of this pharmacy payment reduction on specific drug products in two of these
therapeutic categories is graphically ilustrated in Figures 8 and 9. Similar effects were
seen for other therapeutic categories. In summary, the increased drug ingredient cost

discount for brand name prescription drug products will mean that prescription payments
are reduced to the point that a pharmacy would be paid below its actual breakeven cost to
dispense most brand name prescriptions to Washington Medicaid beneficiaries. Keep in
mind that single source (brand name) prescriptions accounted for about more than 80
percent of the total Medicaid drug expenditures. With the increased drug ingredient cost
discount, Medicaid would pay pharmacies an amount that is less than reasonable for
virtually all (99 percent) brand name prescription drug products. Medicaid with the
payment reduction would pay pharmacies an amount that is below the pharmacy's
breakeven point for 89.7 percent of the brand name prescription drug products.
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Figure 8. HIV-AIDS Medicaid Prescription Payments Are Below
Actual Breakeven Cost After Payment Reduction (Mar. 1,2009 Drug Costs)
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Figure 9. Antipsychotic Medicaid Prescription Payments Are Below
Actual Breakeven Cost After Payment Reduction (Mar. 1,2009 Drug Costs)
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B. Impact on Washington Pharmacies

The substantial impact on prescription payments, described in the previous section,
provides a strong evidential basis for expecting a major impact on pharmacies that serve
Medicaid patients in Washington. When faced with cuts in the payment level for
prescriptions that are at, or below, the pharmacy's actual breakeven costs, a pharmacy
may make an independent business decision to respond in several ways including:

(I) negotiate better drug product prices, if 
possible, though not likely for brand name

(single source) drug products;
(2) cut operating and labor expenses, if possible;
(3) reduce levels of service;
(4) increase volume of business to achieve economies of scale;
(5) charge higher prescription prices, if possible, to other customers to subsidize

Medicaid prescriptions;

(6) refuse to take any (new or current) Medicaid beneficiaries or their prescriptions;
(7) continue to provide prescriptions at a loss to current Medicaid beneficiaries and

refuse to take any new Medicaid beneficiaries; and/or
(8) continue to provide prescriptions to any and all Medicaid beneficiaries until the

pharmacy's invested capital is depleted and the business is bankrupt.

A pharmacy when faced with inadequate payments for prescriptions must take one or
more of the above stated actions. Each of these scenarios will be briefly addressed in
terms their ability to mitigate the effect of lower prescription payments on the pharmacy.

Some will argue that pharmacies can negotiate better prices from the drug manufacturer
to mitigate the effect of the fee reductions. However, as this report discussed in an earlier
section, community pharmacies have little ability to negotiate better drug ingredient costs
from manufacturers and wholesalers (See Section V.c.). In general, retail pharmacy
price competition has little, to no effect, on the drug ingredient cost paid to manufacturers
and this is especially so for single source patent protected brand name drug products. If
the Washington Medicaid increase in drug ingredient cost discount is implemented,
community pharmacies cannot simply contact Pfizer and ask for an additional 6 percent
reduction in the drug ingredient cost for LipitorQ prescriptions to accommodate for this
legislated fee cut. Brand name drug manufacturers do not negotiate price with
community pharmacies based on pricing pressure from public or private third part
payers. In other words, pricing pressure does not flow upstream in the pharmaceutical

market. Further evidence that this simply does not happen is found in the actual drug
ingredient cost data from Myers and Stauffer. The relationship of actual price to list price
was found to have a very narrow range for single source brand name drugs products. The
average acquisition cost for single source drug products was 79.0 percent of A WP; with a
standard deviation of l. percent. This narrow range indicates that small and large

volume pharmacies all get about the same price and that no other form ofleverage seems
to have a substantial influence on price. For generic drug products, community

pharmacies may be able to negotiate a slightly better (-5 percent) price in some cases.
Negotiating better drug prices, and particularly for single source brand name drugs, does
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not appear to be possible to mitigate the effect of the 6 percentage point increase in drug
ingredient cost discount.

Another potential means to deal with pressures on price in a business is to cut operating
expenses and labor costs, if possible. Labor cost is the largest expense in the pharmacy
department after drug ingredient costs. Personnel costs in pharmacies were between 52.4
percent and 72.6 percent of the operating cost.1I Clearly, the professional and labor

. costs in the West, or Pacific, region were a greater share of the cost of dispensing than in
other markets in the U.S. This may be due in part to the higher cost ofliving and higher
salary and wage scale in the West (and Washington) than in other parts of the country.
The West region had the highest average hourly rates for pharmacy technicians and sales
clerks and the second highest rate for pharmacists among the five geographic regions in
the United States. 

i 14

There continues to be a relative shortage of pharmacists making it diffcult, if not
impossible, for pharmacies to cut wages to any significant degree. The other way to
reduce labor cost would be to reduce hours. Most pharmacies today have relatively
effcient workloads and high volumes of business. The pharmacist, on average, dispenses
between 10 and 15 prescriptions per hour. While it may. be feasible for a pharmacist to
increase the number of prescriptions filled per hour this may not be prudent. As the
dispensing rate increases (i.e., above i 5 prescriptions per hour) the likelihood of catching
prescribing errors goes down and the likelihood of making dispensing errors goes up. 

liS

Failure to identifY and correct prescribing errors would decrease quality and may put
patients at risk of serious harm. Similarly, the increased probability of dispensing errors
with increased workload pressures may do more harm than good. Increased use of
technicians could help to reduce labor costs, but pharmacist to technician ratios are
regulated by the state and can not be easily altered in the short run.

Another consideration for a pharmacy receiving cuts in payments would be the reduction
of services. Pressures on the pharmacy's revenue may lead to: (I) a decreased

availabilty of the pharmacist for counseling; (2) fewer store hours open-such as
discontinuance of 24-hour pharmacies or elimination of 24-hour call service by the

pharmacist; (3) discontinuance of delivery service or institution offees for delivery; (4)
reduced availability of the pharmacists for questions, counseling, and advice related to
over-the-counter medications; (5) discontinuance of prescription compounding services;
and (6) reduction or elimination of other services. Low and inadequate payments from

i 13 A national study of community chain and independent pharmacies by Grant Thornton, (National Study

to Determine Cost of Dispensing Prescriptions, CCPA, January 2007) reported average labor costs that
were 62.4 percent of the cost of dispensing in 2006. Also, the NCPA-Pfizer Digest (NCPA, NCPA-Pfizer
Digest: 2007, 2007) reported that independent pharmacies experienced average labor costs that were 68
percent of the cost of dispensing in 2006. See also Myers and Stauffer, Survey of Dispensing and
Acquisiton Costs, December 2007, p. 33, Table 3.8

114 NCPA, NCPA-Pfizer Digest: 2007, 2007, p. 28.

iis Rupp" Michael T., DeYoung, Michael, and Schondelmeyer, Stephen, "Prescribing Problems and

Phannacists Interventions in Community Practice," Medical Care, Vol. 30, No. 10, October 1992, pp.
926-940.
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Medicaid may reduce the level of service not just for Medicaid beneficiaries, but for all
patients of a pharmacy.

Increased volume of business may help some stores to achieve greater effciency and
economies of scale. On a limited basis, this approach may help certain pharmacies.
However, this wil not help the vast majority of pharmacies. Pharmacies can reduce their

cost of dispensing to some degree by increasing their prescription volume. The volume
to hit the efficient cost of dispensing is about 50,000 to 60,000 prescriptions per year.
Chain pharmacies usually have already taken advantage of economies of scale by virtue
of being part of a large chain. Independent pharmacies in urban areas would need to
advertise to increase their prescription volume. Ironically, the Medicaid cost of
dispensing estimates by Myers and Stauffer does not allow inclusion of advertising costs
as a Medicaid related expense. Increasing the pharmacy's prescription volume could
benefit the pharmacy and Medicaid. Many pharmacies in rural areas are below the
effcient prescription volume (50,000 to 60,000 prescriptions per year) and do not have
the opportunity for greatly increasing their prescription and volume for geographic
reasons. A patient population of about 4,500 to 5,000 is needed to provide enough
business for a pharmacy to reach the efficient cost of dispensing. Pharmacies in towns of
under 5,000 will have higher costs of dispensing.

In some businesses, certain patrons can be charged higher prices to make up for lower
prices required, or being offered, to other patrons. There was a time-more than a
decade ago-when pharmacies could do some of this cost-shifting. When the majority of
customers were cash pay patients and there were only a few (less than lO percent)
Medicaid patients or patients of private third part plans, community pharmacies could
spread the effect of a lower price for a few Medicaid prescriptions over a large volume of
cash pay prescriptions. Today, however, most Washington pharmacies have less than 5
percent to i 0 percent of the prescriptions from cash pay customers. Attempting to cost
shift in this way would not work. The few cash pay èustomers that remain are usually
outnumbered by the Medicaid customers. Also, some consumers wil request price
information so that they be pro-active and price-sensitive consumers.

Pharmacies are faced with other business strategy decisions. A pharmacy that receives
inadequate payment for prescriptions will eventually have to close down due to depletion
of capital resources. The business strategy decision is: "Do you acknowledge the
unavoidable consequence and close the business in the short run in hopes of having some
residual capital to move to other endeavors?" or "Do you keep operating the business,
and paying the bills and salaries as long as you can, especially if the business has little
recoupable value even if it is closed?" Some independent pharmacy owners who are at,
or near, the retirement age may chose to continue operation of the pharmacy because it
produces some income even though the resources are being depleted. In certain areas, the
resale value of a pharmacy is low and it is diffcult to recoup the invested capital, so that
the business may have more value to the owner as it slowly bleeds with inadequate
payments than if it was closed precipitously. However, this approach does not prevent
the inevitable business failure-it only provides a temporary delay.
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To minimize the effect of inadequate payments a phatmacy may have to make some
tough choices. One way to respond would be to selectively refuse to fill certain
prescriptions that will result in a loss to the pharmacy. This, however, would be
operationally awkward since a given patient may bring in three prescriptions. The
pharmacist then checks over the prescriptions and verifies the payment amounts from
Medicaid for each prescription. If two of the prescriptions would result in a loss and one
would not then the pharmacist would have to tell the patient, "I will fill one of these
prescriptions, but I cannot fill the other two." If pharmacies can selectively accept and
fill Medicaid prescriptions, the patient will be faced with traveling to multiple pharmacies
and may even face the inability to get certain medications that are needed for their
clinical care. This scenario is quite likely if the Washington Medicaid prescription

payment reduction is implemented, although it will create a substantial hardship on
Medicaid patients.

A similar path would be to continue to provide prescriptions at a loss to current Medicaid
beneficiaries and to refuse to serve any new Medicaid beneficiaries. This approach is
feasible, but only under very limited circumstances. This wil work only if the number of
Medicaid patients at the pharmacy is very low as a percent of the overall business and the
rest of the business is robust enough to absorb the loss on the Medicaid patients that
remain as customers of the business. Under these limited circumstances, it is plausible
that a few pharmacies would make this choice. Pharmacists are usually very dedicated
and passionate about serving their customers and they do "not like to lose long term
valued customers. Whether or not a pharmacy can selectively accept or refuse to fill
Medicaid prescriptions is not clear, but this is a choice that pharmacies will have to make
if the prescription payment reduction is implemented. Pharmacies may continue to
selectively accept and fill Medicaid prescriptions that cover their costs while refusing to
fill those prescriptions that would pay them at a loss.

Another strategy for a pharmacy is to refuse to take any (new or current) Medicaid

beneficiaries or their prescriptions. If a large share of the Medicaid prescriptions would
result in the pharmacy losing money, then the pharmacy may simply refuse to take any
Medicaid beneficiaries or their prescriptions.

What wil pharmacies most likely do in response to this reduction in Medicaid
prescription payments? The response wil vary according to the situation of each
pharmacy. Three general scenarios that are likely to be common are described here: (I) a
pharmacy with an effcient prescription volume overall and a low Medicaid prescription
volume (less than 5 percent); (2) a pharmacy with an effcient prescription volume

overall and a high Medicaid prescription volume (greater than 20 percent); and (3) a
pharmacy with a low prescription volume overall and a moderate Medicaid volume (5
percent to 20 percent).

First, what action will be taken by the pharmacy with an effcient prescription volume
overall and a low Medicaid prescription volume (less than 5 percent)? The most prudent
business decision for this pharmacy would be to refuse to accept any and all Medicaid
prescriptions or Medicaid patients. A substantial number of pharmacies would be
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expected to make this decision. Some pharmacies may continue to serve select, long time
Medicaid beneficiaries, but would refuse any new Medicaid patients. This type of
pharmacy may also refuse certain prescriptions from any Medicaid patient. There is no
reason for this type of pharmacy to continue to accept existing Medicaid beneficiaries,
and if the pharmacy does, it will most likely have to cut or reduce services provided to
compensate for the inadequate payments. This reduced service may include elimination
of delivery service, extended hours of operation, 24-hour emergency call service,
compounding prescriptions, and decreased staffing of pharmacists and technicians.

The seco'nd scenario is a pharmacy with an effcient prescription volume overall and a
high Medicaid volume (greater than 20 percent). Ironically, a phannacy with a high
Medicaid volume has less flexibility when prescription payments are at, or below, costs.
The pharmacy can not simply cease to take all Medicaid prescriptions in the short term or
the pharmacy may have to close within a very short period (several weeks) from a sudden
and substantial drop in total volume (i.e., :020% of all prescriptions in the pharmacy), and
hence a dramatic decline in revenue. Instead, the pharmacy may continue taking

Medicaid prescriptions at a loss so that it can cover the fixed costs and stretch out the
impact of the loss while hoping for a change in payment policy. Pharmacies with higher
volumes, in general, and those with higher Medicaid volumes in particular are more
effcient and have a lower cost of dispensing. Nonetheless, while in the short term these
pharmacies might be willing to absorb these losses, however, in the long run, even these
pharmacies cannot continue to fill Medicaid prescriptions at a loss and remain viable as a
business entity. Even this high Medicaid volume pharmacy is likely to refuse certain
very high cost and high loss Medicaid prescriptions such as antineopolastics,
antiretrovirals, anti psychotics, anticonvulsants, anti diabetics, anticholesterol agents, and
specialty medications.

The third scenario is a pharmacy with a low prescription volume overall and a moderate
Medicaid volume (5 percent to 20 percent). This type of pharmacy may exist in any
location, but many independent rural pharmacies may fit this profi Ie. The rational
business decision for this pharmacy would be to refuse to fill any prescriptions for current
or new Medicaid recipients. This will result in decreased access to pharmacy services for
Medicaid recipients. Also, the loss of prescription volume will increase the marginal cost
of other usual and customary prices for prescriptions to cash pay patients. There may be
some of these pharmacies that tr to continue to serve their long-term Medicaid patients.

Even these pharmacies are likely to refuse the very high cost and high loss brand name
Medicaid prescriptions such as antineopolastics, antiretrovirals, and specialty
medications.
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C. Impact on Washingtoii Medicaid Recipients

Due to the inadequate Medicaid prescription payments that will result from this
legislative action, Medicaid beneficiaries will have diffculty finding a participating
pharmacy within a reasonable distance from the patient's home or work to fill their
prescriptions. This will be especially true in rural and high risk inner city areas.
As noted in the California cost of dispensing study by Myers and Stauffer, the comment
was made that: "Perhaps the most important factor to consider is the need to maintain
suffcient patient access to pharmacy services for Medicaid recipients throughout the
state." i 16 This assurance of access is, in fact, a requirement of the Medicaid program.
"Medicaid programs are required to address the issue of accessibility of services and
ensure that reimbursement levels are adequate to provide recipients with reasonable
levels of access to services, Federal statutes at 42 USC 1396a(a)(30)(A) (and

corresponding regulations at 42 CFR 447.204) state that the Medicaid program "must
assure that payments are consistent with efficiency, economy, and quality of care and are
suffcient to enlist providers so that care and services are available under the plan at least
to the extent that such care and services are available to the general population in thegeographic area.,mIl7 .
Medicaid patients in small towns and rural areas may not be able to find a pharmacy

willing to serve Medicaid patients. Also, patients with certain conditions (e.g., epilepsy,
cancer, HIV -AIDs, depression, and transplants or dialysis) may have trouble finding a
pharmacy anywhere that will provide their medications. The most commonly used
medications for certain conditions will always by underpaid by Medicaid after the
payment reductions resulting from the change in payment determination. Patients needing
one of these specific medications may not be able to find any pharmacy willing to fill
their prescriptions, because virtually all pharmacies will be paid substantially less than
the actual breakeven cost if they fill these prescriptions. Even if these patients find a
pharmacy to fill their other Medicaid prescriptions, this fee reduction will result in
patients getting their prescriptions filled at multiple pharmacies which may lead to
coordination of care issues.

116 Myers and Stauffer, Survey of Dispensing and Acquisition Costs, December 2007, p. 7.
ii7 Myers and Stauffer, Survey of Dispensing and Acqiiisilion Costs, December 2007, p. 7; see footnote 5.
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D. Overall Impact on Washington Medicaid Program

The 6 percentage point increase in drug ingredient cost discounts for Medicaid
prescriptions will not simply result in the Medicaid patients getting the same

prescriptions at the same pharmacies for 6 percent less reimbursement. Virtually all
Washington pharmacies will refuse a few high cost Medicaid prescriptions. Some

Washington pharmacies will refuse some Medicaid prescriptions and some Medicaid

patients. Other Washington pharmacies will refuse all Medicaid prescriptions and all
patients. The point is, there will be patients who do not receive the care that they need
and will end up seeking alternative sources of care that may be less effective, more
costly, or both. The continuity and coordination of care for Medicaid patients will
decrease. For example, epilepsy and mental health patients will use the emergency room
in an attempt to get medications that the community pharmacies choose not to provide
due to the loss that will be incurred every time these prescriptions are dispensed.

Hospitalizations and other forms of institutionalization for certain types of patients are
likely to increase substantially and the cost of care will also escalate.
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