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I.  Executive Summary 
 

A conference committee of the House and Senate is currently considering different 
versions of a Medicare prescription drug benefit.  Both versions permit Pharmacy 
Benefits Managers (“PBMs”) to administer the Medicare prescription drug plan (“PDP”) 
in each of the Medicare regions of the country starting in 2006 and to offer government 
subsidized discount cards to Medicare beneficiaries in the transition period.  While PBMs 
can be excellent plan administrators, problems can arise when a PBM is both the plan 
administrator and the seller of drugs (through its own mail order pharmacy) to the plan.  
In this paper, we calculate that the cost of that conflict of interest to the U.S. government 
and the Medicare beneficiaries may approach $30 billion in the period 2004-2013.  This 
finding is consistent with the basic economic principle that markets work better in the 
absence of these types of conflicts of interest.   

 
Each of the four largest PBMs owns a mail order division, and these captive mail order 
houses account for 77 percent of all mail order prescription business.  Since mail order 
dispensing is more profitable for PBMs than plan administration, a PBM has a strong 
incentive to direct as many prescriptions as possible through its mail order pharmacy.  
Moreover, because PBMs receive larger rebates from pharmaceutical companies on 
single source brand name prescription drugs than on multi-source drugs with generic 
equivalents, PBMs with captive mail order houses have an incentive to sell newer and 
higher priced single-source drugs, even when it may be more costly for the payer. 

   
One way in which PBMs with captive mail order houses can increase sales of single 
source drugs is through therapeutic switching.  Because it can take several days to fill a 
mail order prescription, mail order dispensing provides time for PBMs to obtain the 
necessary physician permission to switch prescriptions to single source alternatives.4  We 
find that such switching occurs more frequently in captive mail order houses than 
unaffiliated mail order houses, as evidenced by generic utilization being much less at 
captive mail order houses than at mail order houses that are unaffiliated with a PBM.  
Based on the best available evidence, captive mail order has a generic utilization of only 
29.4 percent while independent mail order has a generic utilization rate of 38.9 percent.   

 
PBMs with captive mail order houses can also profit by repackaging prescription drugs 
and selling the repackaged drugs at higher per unit AWP than the manufacturer originally 
charged.5  We found 15 instances when the branded drug Celebrex was repackaged and 
the unit price for the repackaged drug exceeded the original manufacturer’s per unit price 
by more than 7 percent and as much as 176 percent.  Since the PBM is acting as both 
dispenser (through its mail order pharmacy) and claims adjudicator, it has both the 
                                                 
4 Physicians often accept PBM representations regarding the added benefits of new, single-source drugs.  A 
self-dealing PBM may also engage in therapeutic switching from one single source drug to another in order 
to earn a higher rebate.  If the single source drug to which the switch is made has a higher AWP, the 
payer’s price will go up if the amount of the rebate and other discounts passed on to the payer are less than 
the increase in the AWP.  We have not been able to determine the extent to which this happens and thus 
have not included this type of therapeutic switching in our model. 
5 Average Wholesale Price (AWP) is generally recognized to be the manufacturer’s list price. 
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incentive and the ability to dispense these higher priced products to its patients and to 
earn profits on the difference between its acquisition costs and its inflated price.  
Although this process may not occur frequently, if it occurs on only 1 to 5 percent of 
sales it can result in substantial costs to payers and consumers.        

 
We used a mathematical model to quantify the cost under the new Medicare program of 
self-dealing by PBMs with captive mail order.  The results are summarized in the chart 
below.  As discussed in the text of the report, we have not seen evidence of significant 
efficiencies from PBM self-dealing to offset the added costs resulting from the self-
dealing, and there are reasons to question whether there are any efficiencies.                                 

 

 
Some have suggested that, if PBMs accept insurance risk in 2006, the self-dealing abuses 
will disappear.  However, that is not the case.  As the Congressional Budget Office has 
recognized, the extent to which risk bearing by PBMs results in lower costs “depend[s] 
primarily on the degree of financial risk they would face in providing the drug benefit.”6  
Our economic modeling shows that if the PBMs bear only partial risk, a significant 
incentive for opportunistic self-dealing would still exist.  Moreover, the cost of PBM self-
dealing in the non-risk bearing period (2004 and 2005) when PBMs will be offering 
discount cards, could well exceed any efficiencies that may result from a PBM doing 
business with its own mail order house.  Nor will competition among PBMs eliminate the 
self-dealing abuses we have identified.   
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6 Congressional Budget Office Estimate, H.R. 1 and S.1, July 22, 2003, p. 13.  



 
 

Just as the Federal Trade Commission found that unfettered PBM discretion over 
formularies was not in the consumers’ interest when the PBM was owned by a drug 
manufacturer, so too unfettered discretion by a PBM to use its own mail order house 
would not be in the consumers’ interest.  Ending the conflict of interest at the 
manufacturer-PBM level has benefited consumers, and the same would be true if the 
conflict of interest between PBMs and captive mail order houses were prohibited in the 
Medicare context. 
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II. Background 
 

Currently, PBMs administer pharmacy programs for their managed care clients.   Among 
the services PBMs provide in connection with these programs are managing formularies, 
negotiating with drug manufacturers for discounts and rebates, negotiating with 
pharmacies to establish retail networks for dispensing drugs, adjudicating coverage 
eligibility, payment, and formulary compliance.   

 
PBMs earn revenues from two general sources: (i) administration fees paid by managed 
care clients for managing prescriptions and (ii) a retained percentage of rebates, 
discounts, and other monies that pharmaceutical manufacturers pay to PBMs to favor the 
manufacturers drugs.7  PBMs can favor a manufacturer’s drugs by adding them to 
formularies and by therapeutic switching.8    

 
Rebates on branded drugs average about 10 percent of the list price of the drug.  
Pharmaceutical companies generally do not pay rebates on drugs for which there are 
generic substitutes, because in most cases there will be automatic generic substitution.  
State substitution laws generally permit pharmacists to dispense the therapeutically 
equivalent generic version of a branded product without obtaining the prescribing 
doctor’s permission.   

 
PBMs typically retain about 30 percent of the rebate payments they receive from 
manufacturers and pass the remainder on to their end users.9  These retained rebate 
dollars are a major source of PBM profits. 10  The average EBITDA to a PBM for a mail 
order prescription is $3.50 relative to $1.40 for a prescription filled at retail.11  Not 
surprisingly, given the EBITDAs, the share of prescriptions provided through mail order 
has been steadily growing over time from 8.9 percent of prescription drug sales in 1992 
to 14.6 percent by 2000.12 

 

                                                 
7 PBMs also generally retain a portion of the discounts pharmacies grant to join the PBM’s pharmacy 
network. 
8 As one source notes, “drugs may be added to formularies based more on manufacturer rebates than on 
safety and efficacy.”  Pharmacy Benefit Managers, CRS Report for Congress, November 29, 2000, p. 2. 
9 See “Pharmacy Benefit Managers, Keeping a Lid on Drug Costs”, Banc of America Securities, February 
2002, p. 37. 
10 See “Pharmacy Benefit Managers, Keeping a Lid on Drug Costs”, Banc of America Securities, February 
2002, p. 39.  According to this same source, discounts and administrative fees and other things account for 
the balance. 
11 “Pharmacy Benefit Management, Strong Fundamentals: A Winning Prescription,” JP Morgan Securities, 
Inc., April 2, 2002, p. 6. 
12 “Pharmacy Benefit Management, Strong Fundamentals: A Winning Prescription,” JP Morgan Securities, 
Inc., April 2, 2002, p. 24. 
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Finally, in order to further analyze the effect of the mix of products dispensed through 
mail order versus retail, we obtained data from IMS Health for all products in a single 
category of drugs—cardiovascular products.  We chose cardiovascular products because 
they represent a large volume of sales (particularly to the elderly) and are predominantly 
used as maintenance products and thus are well suited for mail order distribution.  We 
used a category of drugs rather than a specific cardiovascular drug in order to capture the 
possible magnitude of therapeutic switching.17 
 
Figure 4 presents the percentage of prescriptions for cardiovascular products that were 
filled generically through mail order (the proxy for captive mail order) versus retail (the 
proxy for independent mail order).  Within this single category of maintenance drugs, the 
rate of generic dispensing through mail order is significantly less than through retail.  In 
2002, it was 36 percent versus the retail generic dispensing rate of 42.3 percent.  The 
differential is over 6 percent, which is very close to the differentials in Figures 2 and 3.18   
 

                                         Figure 4 

 
 
 

                                                 
17 This was necessary because in most instances, including for cardiovascular products, more than one 
single-source drug can be substituted for a multi-source drug that has a generic equivalent. The 
manufacturers of



 
 

B. Evidence that PBMs Have Used Captive Mail Order to Inflate AWP 
 
There is also evidence that captive mail order firms can shift consumers to higher AWP 
versions of the same drug to the PBM’s benefit.  Figure 5 shows the higher per unit AWP 
prices on repackaged Celebrex 100 mg capsules.   

 
                                                      Figure 5  
 
 

 
 
 
 
Some of these re-labelers are not mail order pharmacies.  However, these re-labelers 
often sell their re-labeled products to mail order pharmacies. To the extent that mail order 
pharmacies are reimbursed based on the higher AWP of the re-labeled product, the 
potential exists for the “gaming of the system.”  
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Figure 6 provides an example of the potential impact of AWP inflation, net of the larger 
discounts that generally accompany mail order dispensing.  In Figure 6, we use the data 
from Figure 5 to calculate the list price for a 60 day supply of Celebrex at the 
manufacturer’s price relative to the highest re-labeler price.  The AWP for the 
manufacturer’s product is $1.76 per capsule, so the AWP for a 60-day supply (one 
capsule per day) would be $105.34.19  The same 60-day supply using the HJ Harkins re-
labeled product would have an AWP of $186.13. This is 77 percent higher than the 
manufacturer’s list price.20 

 
                                                              Figure 6 

 

                                                 
19 Note, this number is slightly less than 1.76x60 due to rounding. 
20 Note that HJ Harkins (or the mail order pharmacy) likely acquired the product for a price at or below the 
manufacturer’s AWP. 
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Figure 7 shows that even after accounting for the larger discounts available through mail 
order, AWP mark-ups on re-labeled drugs can result in higher prices for payers and more 
profit for the dispenser.  In Figure 7, we assume that the typical retailer contract with the 
PBM sets the price at AWP minus 10 percent, plus a $3 dispensing fee.  Even if the 
typical mail order price being offered is AWP minus 25 percent with no dispensing fee, 
the payers will end up paying more if the mail order dispensed the re-labeled product 
than if the patient had filled the prescription at a retail pharmacy ($139.60 v. $97.80). 

 
Figure 7 
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C.      Efficiencies from Integration May Be Small Relative to the Potential 
Increase in Costs from PBM Self-Dealing 

 
The fact that some plans carve out mail order and separately contract for those services in 
their plan design suggests that there are not likely to be significant economies of scope 
between PBM services and mail order services.21  Furthermore, many PBMs have been 
successful using unaffiliated mail order pharmacies.  If there were large economies of 
scope, then the costs of providing the services jointly would be lower than the cost of 
providing them separately, and an integrated PBM could profitably undercut the prices of 
firms providing the services separately and drive them out of business.  The existence of 
successful independent PBM and mail order operations suggests that any economies of 
scope do not necessarily exceed the increased costs that can arise from PBM self-dealing.   

 
Even assuming some efficiencies are achieved by combining administrative and 
distributive functions, there is no assurance that all, or even a significant part, of the 
efficiency savings will be passed on to consumers.  Passing on of all efficiencies 
generally occurs only “(a) where the firm faces a perfectly vertical demand curve in the 
relevant range – something we presume never occurs; or (b) where price regulation forces 
the firm to pass on all cost reductions.”22   Moreover, even if some efficiencies are earned 
and passed on to payers and consumers, they may not exceed the harm to payers that 
results from self-dealing among integrated PBMs.   

 
In sum, efficiencies should not be assumed, nor should there be an assumption that any 
efficiencies result in lower costs to payers and consumers. 

 
 

V. Estimated Cost to Medicare and Beneficiaries from PBM Self-Dealing 
 
A. The Cost of Underutilization of Generic Products 
 

We have developed a model to estimate the costs to the Medicare system of the self-
dealing between PBMs and their captive mail order pharmacies.  The model is based on 
several assumptions: 

 
• We conservatively assume that 22.3 percent of Medicare prescriptions will go 

through mail order, the same percentage as the population as a whole.  The actual 
Medicare percentage may be higher since the Medicare population is likely 
skewed towards the use of maintenance drugs that are more likely to be 
distributed by mail order.  However, the more drugs dispensed through affiliated 

                                                 
21 “Plans reported managing mail service through a mix of internal programs, and contract with outside 
mail-service or pharmacy benefit management (PBM) companies.” Novartis Pharmacy Benefit Report, 
Facts & Figures, 2001 Edition, p. 13. 
22 IVA Areeda, Hovenkamp & Solow, Antitrust Law ¶971b. 
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mail order, the greater the opportunity for self-dealing.23  Thus, our assumption 
here is conservative. 

 
• We assume no increased purchasing of drugs from lower cost sharing (lower co-

payment) or lower prices attendant with more generic dispensing.  This 
assumption seems reasonable since drug demand is largely inelastic. 
 

With these assumptions in place, we apply the following equations to estimate the cost of 
mail order dispensing to Medicare beneficiaries with and without integrated PBM and 
mail order functions.   

 
Equation (1) describes the cost of mail order when PBMs use integrated mail order. 

  (1) ( )[ ] M
G
MB

G
MG QSPSP −⋅+⋅ 1

PG is the average generic price, PB is the average branded price,  is the share of mail 
order prescriptions that are filled with generic products, and Q

G
MS

M is the number of 
Medicare prescriptions filled through mail order pharmacies. 

 
Equation (2) describes the cost of mail order when PBMs use unaffiliated mail order. 

  (2) ( )[ ] M
G
RB

G
RG QSPSP −⋅+⋅ 1

G
RS  is the share of retail prescriptions filled with generic products by unaffiliated mail 

order pharmacies.   
 
Note that we assume that the prices and the number of prescriptions is the same in both 
regimes.  Thus, the only difference between the two equations is that we assume in 
equation (2) that, with unaffiliated mail order pharmacies, the utilization of generics is 
identical to the overall rate of generic utilization of the average of the mix-adjusted rates. 
Figure 1 shows that the generic utilization rate for unaffiliated mail order operations is 
38.9 percent and that the overall third party generic utilization rate is 42.2 percent, 
compared to just 29.4 percent for all mail order (which as mentioned above is mostly 
captive mail order).   Figure 4 shows that, even when controlling for differences in the 
mix by focusing on a single drug category, retail generic substitution rates are larger than 
mail order (42.3 percent for retail versus 36 percent for mail order). 

 
The difference in costs between using affiliated and unaffiliated mail order pharmacies 
can be calculated by calculating (1) minus (2).  Equation (3) is the result of that 
calculation. 

                                                 
23 It is also conservative because unaffiliated PBMs may use mail order less than affiliated PBMs.  But, to 
the extent they do, it generates additional savings because of higher generic utilization at retail. 
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  (3) ( ) ( )[ M
G
R

G
MB

G
R

G
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Rearranging equation (3) yields (3’): 

  (3’) ( ) ( )[ ] 0>−⋅− M
G
R

G
MBG QSSPP

From (3’), it is easy to see that affiliated mail order results in higher costs since both 
 and ( )BG PP − ( )G

R
G
M SS −  are likely to be negative, or at most zero. 

 
The estimates for equations (1) and (2) are derived from publicly available data.  Tables 
1-A, 1-B, and 1-C presents the data and the calculations for 2003, which are then carried 
forward for the period from 2006 to 2013.   

 
We begin our calculations by estimating QM, the number of mail order prescriptions that 
will be filled by beneficiaries.  According to Centers for Medicare and Medicaid Services 
(CMS), there are expected to be 40,800,000 Medicare beneficiaries in 2003.24  Based on 
the CBO’s October 2002 study, we assume that 75 percent of Medicare beneficiaries will 
participate in a Medicare prescription drug benefit, and that each beneficiary will fill 
about 30 prescriptions a year on average.25  IMS Health estimates that 12.9 percent of 
prescriptions in 2002 were filled through mail order.26  We assume that percentage holds 
for Medicare as well.  Combining all these figures, we estimate that there would be 
118,422,000 mail order Medicare prescriptions if a drug benefit were in place in 2003.  
(See Table 1-A).  Based on CMS projections, we estimate that the number of Medicare 
beneficiaries will grow by 1 percent per year.27  We also project that mail order 
dispensing will grow by 20 percent per year, until it reaches a peak of 22.3 percent of 
total prescriptions in 2006.  We assume that Medicare patients will use mail order in this 
same proportion.  Using these assumptions, we calculate QM for each year from 2006 to 
2013. (See Table 1-A). 

 
IMS Health estimates that the average price of a branded pharmaceutical product in 2002 
was $77.02, and the average price of a generic product was $14.70.28  While 
pharmaceutical prices have been rising rapidly in the recent past (as much as 15 percent 
                                                 
24 Medicare Enrollees, Selected Years, 1975-2003, CMS/OACT, September 2002 
25 Issues in Designing a Prescription Drug Benefit for Medicare, A CBO Study, October 2002, Table 3; We 
assume the amount dispensed per rx is the same for retail and mail order prescriptions (ex. 30 day supply). 
26 Kumar, Pankaj and Ana-Maria Zaugg. “IMS Review: Steady but Not Stellar”, IMS Health Business 
Watch, May 2003 
27 Medicare Enrollees, Selected Years, 1975-2003, CMS/OACT, September 2002.  Growth rate estimate 
from 2002-2003 HI and/or SMI Medicare enrollees. 
28 “Generic Drug Prices Rising Rapidly” CBS News 
http://www.cbsnews.com/stories/2002/12/27/health/main534528.shtml, data taken from IMS Health. 
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for generic products overall), pharmaceutical price inflation may moderate.29  We project 
pharmaceutical price inflation to be 8.8 percent per year between now and 2013—the 
current rate of growth of branded prices.30  Since IMS data are collected from retailers, it 
does not include manufacturer rebates that are paid directly to PBMs and health plans.  
Rebates are typically paid on branded drugs, and not on generic drugs, so we reduced the 
average price of branded drugs by an estimate of the amount of the rebate passed on to 
end payers.  In a recent analysis of the PBM industry, Banc of America states that rebates 
on branded drugs average about 10 percent of the cost of the drug.31  PBMs retain about 
30 percent of rebate payments, and return the rest to plans.32 Thus, rebates reduce the 
price of branded drugs to end payers by about 7 percent on average.  To account for 
rebates, we reduce the estimated average branded price in a given year by 7 percent. 

 
Finally, based on Figure 1 above, we assume that the generic substitution rate for self-
dealing PBMs and mail order pharmacies will be 29.4 percent, and that the generic 
substitution rate with unaffiliated mail order pharmacies will be 38.9 percent, based on 
data we received from the mail order operations of large retail chains.  Since we are 
comparing mail order to mail order substitution rates, there are unlikely to be material 
differences in the mix of drug types dispensed.  Additionally, as shown in Figures 2, 3, 
and 4, the mix has relatively little effect, and Figure 1 covers a broader universe of 
products and locations than the data in Figures 2, 3, and 4.     

 
We estimate that the total cost to all end payers (the Medicare system and patients) of 
mail order dispensing to Medicare drug beneficiaries from 2004 to 2005 to be about 
$19.9 billion, and between 2006 and 2013 to be about $169.7 billion.  We arrive at that 
number by using available data to estimate the individual components of equation (1) for 
each year from 2004 to 2013. We then obtain an estimate for the total cost of mail order 
dispensing in the Medicare population when the mail order is unaffiliated with a PBM.  
As equation 2 highlights, we assume in this calculation that the only change that results 
from using unaffiliated PBMs is a higher rate of generic utilization.  We also assume that 
unaffiliated mail order pharmacies will dispense generically 38.9 percent of the time, 
versus 29.4 percent of the time for affiliated PBMs (See Table 1-A).33  Using this 
                                                 
29 “Generic Drug Prices Rising Rapidly” CBS News 
http://www.cbsnews.com/stories/2002/12/27/health/main534528.shtml, data taken from IMS Health.; See 
also Kumar, Pankaj and Ana-Maria Zaugg. “IMS Review: Steady but Not Stellar”, IMS Health Business 
Watch, May 2003 
30 “Generic Drug Prices Rising Rapidly” CBS News 
http://www.cbsnews.com/stories/2002/12/27/health/main534528.shtml, data taken from IMS Health.  
Branded prices increased 8.8% from 2001 t

 2 IM528d prd preased IMeasedd preased
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difference, we calculate that PBM self-dealing could increase the total cost of mail order 
dispensing from 2004 and 2005 by $2 billion, and from 2006 to 2013 by over $16.7 
billion, assuming PBMs do not bear risk. (See Table 1-A).  Thus, absent self-dealing by 
PBMs with captive mail order, total savings from 2004 to 2013 are approximately $18.7 
billion.  As discussed below, even if PBMs do bear risk, they still may have an incentive 
to engage in self-dealing that results in higher costs to payers. 

 
Since the analysis above is restricted to just mail order operations, there are unlikely to be 
differences in the overall mix of types of drugs dispensed between affiliated and 
unaffiliated mail order.  However, as a check we recalculated the impact of self-dealing 
using a narrower set of drugs.  In Figure 4, we report the generic substitution rates for a 
single class of predominantly maintenance drugs.  The generic substitution rate for retail 
dispensing is very close to the overall retail generic substitution rate (42.3 percent v. 38.9 
percent), while the mail order generic substitution rate for cardiovascular drugs is higher 
than the overall mail order figure (36 percent v. 29.4 percent).  To be conservative, we 
also recalculated our model using the 42.3 percent and 36 percent substitution rates 
described in Figure 4.  Using this narrower spread between retail and mail order 
substitution rates, we estimate that the cost of underutilization of generics from PBM 
self-dealing is about $1.3 billion between 2004 and 2005, and $11.1 billion between 2006 
and 2013.  (See Table 1-B). 

 
We have used conservative assumptions regarding the rate of increase in the Medicare 
population, mail order usage, and pharmaceutical prices.  Even if we assume a simpler 
method where Medicare drug expenditures grow over time by a specific percent (the 
CBO projects 10 percent growth), the impact of self-dealing is still substantial.34  Table 
1-C presents such a calculation using the CBO’s 10 percent projection.   The result is a 
cost increase of $1.5 billion between 2004 and 2005 and over $10.4 billion between 2006 
and 2013 because of self-dealing with integrated mail order pharmacies. (See Table 1-C). 

 
The estimates above are the cost to all end payers—both the Medicare system and patient 
cost sharing—and not just the increased cost to the government.35  There are four sources 
of patient cost sharing.  First, plan designs might include deductibles of some amount.  
Second, both the House and Senate versions of the plan incorporate “holes” in coverage.  
For instance, the House plan contemplates that patients will face 100 percent of drug 
costs for annual drug expenditures between $2,000 and $4,900.36 When a beneficiary’s 
drug expenditures exceed this amount, the plan pays 100 percent of additional drug costs.  

                                                                                                                                                 
rate to use since it includes all drugs dispensed through mail order.  However, we separately calculated the 
impact of self-dealing using both rates (Table 1-A below uses the substitution rates from Figure 1, and 
Table 1-B uses the substitution rates from Figure 4). 
34 CBO Cost Estimate, July 22, 2003, p. 9. 
35 By the Medicare system, we mean both government expenditures of tax revenues and expenditures of 
premiums collected from beneficiaries.  In some cases, particularly for low income individuals, premiums 
may be subsidized by the government. 
36 CBO Cost Estimate, July 22, 2003, p. 9. 
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Third, patients must pay coinsurance or co-payments that likely will vary depending on 
which type of drug is dispensed.  Fourth, under the discount card program in effect 
during the transitional period, patients will be responsible for charges over $600. 

 
To estimate the portion of those costs that the government would bear in the 2006-2013 
period, we assume that cost sharing takes the form of dollar co-payments.37  Further we 
assume that the average co-payment for a generic product is CG, while the average 
branded co-payment is CB.   The cost, net of co-payments, to the Medicare system of mail 
order dispensing through integrated mail order pharmacies is: 

 

M
G
MBB

G
MGG QSCPSCP ⋅−⋅−+⋅− )]1()()[(

 
 

And the cost, net of co-payments, to the Medicare system of using independent mail 
order pharmacies is: 

M
G
RBB

G
RGG QSCPSCP ⋅−⋅−+⋅− )]1()()[(

 
 

While the actual extent of cost sharing by patients will depend greatly on the details of 
the plans available and the specific plans in which individual patients enroll, we assume 
that the average Medicare co-payments will be roughly the same as the average co-
payments under private health plans.  Publicly available sources suggest that the average 
co-payment for a generic product in 2002 was $9, while the average co-payment for a 
branded product was $17.38  While the extent of cost sharing has been increasing rapidly 
among private plans,39 we assume that Medicare co-payments will increase at about 3 
percent per year—in range with expected overall inflation for the period.  All other 
assumptions remain the same as in the calculations above. 

 
Using these assumptions, we estimate that the higher generic utilization rates that can be 
obtained by using independent mail order will save the Medicare system as much as 
$15.1 billion between 2006 and 2013.  (See Table 1-A for the details of the calculation).  
These cost savings would be at risk if PBMs administering Medicare programs were 

                                                 
37 There may be other forms of patient cost sharing, such as the 100% coinsurance during the “holes” in 
coverage that both the House and Senate versions contemplate. 
38 The branded product co-pay used in our model of $17 is the preferred “second-tier” brand-name drug co-
pay.  There is a nonpreferred drug co-pay (a “third-tier” co-pay) of $26 on average.  Employer Health 
Benefits, The Kaiser Family Foundation and Health Research and Educational Trust, 2002 Annual Survey, 
p.122. 
39 Growth rates in the retail setting have been increasing dramatically.  Average generic co-payments (also 
known as first-tier) increased by 8% from 1999 to 2001.  Brand-name drug or second-tier co-pays increased 
20% over the same period and nonpreferred drugs or third-tier co-pays increased 23% over the period.  See 
The Takeda Prescription Drug Benefit Cost and Plan Design Survey Report, 2002 Edition, p. 9. 
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permitted to engage in self-dealing in the region where they were serving as 
administrators. 

 
During the 2004-2005 period, we assume that drug discount cards will be used and that 
the average government payment will be $200 per beneficiary, or a total of approximately 
$16.5  billion in the two years.  Using this assumption we estimate that the higher generic 
utilization rate that can be obtained by independent mail order will save the Medicare 
system about $500 million in that two-year period if PBM self-dealing were prohibited.   

 
Specifically, we assume the $200 cost reflects current generic substitution conditions 
where PBM self-dealing is permitted for mail order, and then calculate the cost of under-
utilization of generics.40  To calculate the savings of using an unaffiliated mail order we 
use our projected generic dispensing rate of 38.9 percent for unaffiliated mail order 
operations, and the difference in the average branded and generic prices for drugs, 
ranging from $61.00 to $67.00 over the time period. Using these values to project costs 
absent self-dealing, the average cost per beneficiary falls to $192 in 2004 and $191 in 
2005.  The cost of using unaffiliated mail order would total approximately $16 billion.  
Subtracting this total cost figure from the actual costs that reflect self-dealing yields a 
cost of under-utilization of generic dispensing under the drug card program that could 
result from PBM self-dealing of approximately $509 million during 2004-2005. 

                                                 
40 Generic substitution rates for PBM affiliated mail order are 29.4% as stated in Drug Store News, August 
20, 2001, p. 38. 
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Figure 8
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B. The Cost of Potential Re-labeler AWP Inflation 
 

We also estimated the cost to the Medicare system that could result from mail order 
inflating the AWP of re-labeled products.  Our estimate is derived from the Celebrex 
example presented in Figures 5-7, where the re-labeled product’s AWP is inflated by 77 
percent over the manufacturer’s list price.  We assume that retailers offer the PBM AWP 
minus 10 percent plus a $3 dispensing fee, while the mail order pharmacy offers AWP 
minus 25 percent with no dispensing fee.41  Even with the larger discount offered through 
mail order, under these assumptions the payer ends up paying significantly more using 
mail order than if the prescription had been dispensed through retail (See Figure 7).    

 
While there are examples of re-labelers charging prices significantly in excess of 
manufacturer list prices, we do not have data on how often these re-labeled products are 
sold.  Using a 43 percent price difference (which is derived from the 77 percent 
difference after adjustments for available discounts) and the data in Table 1-A, the AWP 
inflation from re-labeled products increases costs by $2.7 billion between 2004 and 2013, 
assuming that sales of these products are about 1 percent of total mail order sales.  If the 
number of sales were as high as 5 percent of mail order sale, the figure would increase to 
over $13.5 billion. (See Table 2) 

 
Even if the re-labeled products averaged only 10 percent higher actual prices than those 
sold through retail and these sales amounted to 1 percent of mail order sales, costs would 
be $2.1 billion higher. 

 
C.   The Cost of Self-Dealing in Prior Years 
 

To calculate the potential cost from PBM self-dealing to Medicare beneficiaries in past 
years, we applied the model to all prescriptions actually filled by mail order between 
2000 and 2003.  The total number of mail order prescriptions was about 151 million in 
2000, and increased to about 175 million by 2002.42  In addition, we collected data on 
generic substitution rates and drug costs between 2000 and 2003.  The mail order generic 
substitution rate for 2000 was 28 percent increasing to 29.4% in 2003.  The retail generic 
substitution rate was reported at 39 percent in 2000 and stayed approximately the same in 

                                                 
41 These discounts are the subject of individual negotiations and may vary.  Even if the spread between mail 
order and retail discounts narrowed, the effect would still be an increase in net costs from using mail order. 
42 “U.S Prescription Activity by Channel”, IMS Health, 2001-2003 data.  Data is reported by total 
dispensed prescriptions including insulin dispensed through each channel.  Mail service accounts for 
approximately 5% of total prescription dispensing in these years. 
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2003 at 38.9%.43  We assume an 8.8% growth rate of generic and branded drug prices 
through 2000 to 2003 and adjusted prices based on 2002 data taken from IMS Health.44   

 
Using these data, we calculated that the extra cost imposed on payers from self-dealing 
amounted to about $775 million in 2000, and we estimate that the cost of self-dealing will 
be $1.1 billion in 2003.  The total cost of self-dealing for the 2000 to 2003 is about $3.7 
billion. 

 

                                                

 
VI. Forcing PBMs to Share Risks of Cost Overruns Will Not Completely 

Eliminate Self-Dealing and Its Attendant Higher Costs to the Government 
and Beneficiaries 

 
Although the opportunistic self-dealing identified above would lessen if PBMs start 
bearing the risk of cost overruns in 2006, such opportunistic conduct is unlikely to 
disappear.  In its recent cost estimates pertaining to this legislation, the Congressional 
Budget Office noted that, “[t]he incentives drug plans would have to control costs depend 
primarily on the degree of financial risk they would face in providing the drug 
benefit…”45  Thus, any reduction of the risk borne by PBMs would “weaken the plans’ 
incentives to control cost.” 46     
 
Even if PBMs start bearing risk in 2006, it is likely that self-dealing by integrated PBMs 
would continue and would cost Medicare significantly more than the $1.5 - $3 billion in 
increased costs that payers would suffer from PBM self-dealing in the 2004-2005 interim 
period when PBMs offering discount cards bear no risk.  Neither the House nor the 
Senate version imposes full risk sharing in the post-2005 period.  Both versions include 
reinsurance provisions to protect PBMs from excessive drug spending costs.47  Moreover, 
the House version provides that the government will directly assume a significant portion 

 
43 The Takeda Lilly Prescription Drug Benefit Cost and Plan Design Survey Report, 2001 Edition, p. 27; 
Takeda Prescription Drug Benefit Cost and Plan Design Survey Report, 2002 Edition, p. 11. 
44 Generic Drug Prices Rising Rapidly, 
http://www.cbsnews.com/stories/2002/12/27/health/main534528.shtml, 12/27/2002 
45 See Congressional Budget Office Cost Estimate, H.R.1 and S.1, July 22, 2003, p. 13. 
46 Testimony of Douglas Holtz-Eakin before the Committee on Ways and Means, U.S. House of 
Representatives, April 9, 2003.   
47 As the CBO has noted, reinsurance “would reduce the impact on plans of having higher-than-expected 
drug costs. See Congressional Budget Office Cost Estimate, H.R.1 and S.1, July 22, 2003, p. 9.  
Reinsurance also create “moral hazard,” meaning that, because of insurance, the PBM would undertake 
riskier activities than it otherwise would since it does not bear the full costs of such risks.  One such riskier 
activity is self-dealing, which may increase plan costs but also increases PBM profitability.  It is unlikely 
that the insurance company could effectively police such behavior since the evidence above suggests self-
dealing exists now in contracts between sophisticated insurers and PBMs. 
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of the insurance risk.48  Similarly, both bills allow HHS to reduce the risk to PBMs to the 
extent necessary to ensure that there is sufficient participation by the PBMs.49  

 
Even with full risk bearing, an integrated PBM engaged in self-dealing would receive the 
full benefit of AWP inflation, and would receive the benefit sooner than if the risk 
bearing integrated PBM sold the less expensive version of the drug and kept the 
differential.  With only partial risk bearing, the incentives for AWP inflation are greater.  
Moreover, if manufacturers were to increase the size of their rebates in response to the 
large size of the Medicare patient base, then opportunistic therapeutic switching would 
also continue.  Even at current rebate levels, opportunistic therapeutic switching would 
likely take place if the risk bearing takes the form of a reserve or fee hold back, as 
distinct from a pure capitation approach. 

 
In sum, it is a gross oversimplification to assume that opportunistic self-dealing will 
cease in 2006 merely because PBMs will assume some type of risk.  Indeed, the 
economic theory of principal-agent contracts identifies some of the pitfalls of that 
oversimplification.   

 
A. The Economic Theory of Principal-Agent Contracts 
 

Both in the private sector and in the proposed Medicare prescription drug bills, PBMs 
operate as agents for the ultimate payers (beneficiaries, employers, and the Federal 
Government), contracting with manufacturers and pharmacies, designing drug benefit 
plans, reimbursing drug costs to pharmacies and so forth on behalf of these payers 
(principals).  The economic literature recognizes that agents may pursue objectives that 
differ from those of the principals.50  Opportunistic self-dealing is one way in which an 
agent (the PBM) can pursue its own interests at the expense of the principal it is 
representing (the Government and/or beneficiaries).   

 
Standard models of principal-agent relationships demonstrate that the incentive to self-
deal will not be fully eliminated until all risk is shifted to the agent.  Thus, anything short 
of a fully capitated contract will leave the PBM with some incentive to self-deal.   

 
Appendix 1 presents a formal, standard version of principle-agent contracting that 
demonstrates that risk bearing will reduce, but not eliminate, opportunistic self-dealing 
by PBMs.  In the standard principal-agent framework, the principal (government) offers a 
contract to the agent (the PBM).  At one end of the spectrum is a “low powered” contract, 
commonly a “cost-plus” contract, which is economically equivalent to the existing PBM 
contracts that have no risk sharing.  With a cost-plus contract, the principal simply pays 
the agent’s costs of providing the service, plus some markup or fee to allow the agent to 
                                                 
48 Ibid. 
49 See Congressional Budget Office Cost Estimate, H.R.1 and S.1, July 22, 2003, p. 9. 
50 See Bengt Holmstrom, “Moral Hazard and Observability,” Bell Journal of Economics, 1979, pp. 74-91.  
See also, Jean Jacques Laffont and Jean Tirole, A Theory of Incentives in Procurement and Regulation, 
MIT Press, 1994.  
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earn a fair return.  Since the principal would only hire an agent if the agent can lower 
costs by more than the principal can, there will always be savings compared to not using 
the agent (i.e., PBMs).  However, with such a contract the agent has little incentive to 
obtain the lowest costs possible, since the principal will reimburse its apparent costs as 
long as they are below what the principal could obtain. 

 
At the other end of the spectrum is a “high powered” contract, or a fixed price contract.  
Capitation plans fall in this category.  Under a fixed price contract, the PBM is paid a flat 
per member, per month fee to administer the benefit.  With a flat fee, or fixed price 
contract, any cost savings that the agent is able to generate result in higher profits to the 
agent.  Thus, the agent would have maximum incentive to reduce costs. 

 
In between the two extremes are a host of potential contracts that vary in the amount of 
risk imposed on the agent.  For example, a contract might impose some percentage of the 
risk (λ in Appendix 1) on the agent.  The more risk borne by the agent, the higher 
powered is the contract.  It is relatively straightforward to show that the higher powered 
the contract, the more incentive the PBM agent has to reduce costs. (See Appendix 1).  
However, the agent only expends the maximal amount of cost-reducing effort when it 
must bear the full amount of cost. (See Appendix 1).  But, even then, the agent may bid 
higher than it would if it were bearing less risk.  In general, while higher powered 
contracts give more incentive to reduce costs, they also leave more profits with the agent 
than lower powered contracts would do. 

 
 
B. The Impact of Risk Sharing on PBM Self-Dealing 
 

In this section, we show the specific impact of opportunistic self-dealing -- both AWP 
inflation and therapeutic substitution -- on the three specific contract types outlined 
above.  We find that at current rebate levels and branded and generic prices, even high 
levels of risk sharing may not reduce the incentive for an integrated PBM to engage in 
AWP inflation.  Moreover, PBMs might still engage in opportunistic therapeutic 
switching depending on the amount of the rebates offered by the manufacturer and the 
amount of risk borne by the PBMs. 

 
1) “Cost-Plus” Contracts 

 
Current contracts between PBMs and payers do not impose risk on PBMs.  As such, 
current contracts can be best described as cost-plus contracts, where PBMs make 
payments for drugs, but are reimbursed for those costs by their employer groups, plus 
some per prescription administration fee.  As we shown above, there is strong evidence 
that integrated PBMs engage in self-dealing in these situations.  If the government 
adopted such contracts for the Medicare prescription drug benefit, then self-dealing could 
increase costs by as much as $30 billion between 2004 and 2013 absent a substantial 
change in the current way the integrated PBMs do business. 

 
 2) Full Risk Sharing 

 
 

25



 
 

 
A full risk bearing contract can take the form of a fixed fee per member per month.  Such 
a contract is sometimes referred to as a capitation contract.  Under such a contract, a 
PBM would earn profits equal to the difference between the revenues generated per 
member per month and its total costs including the cost of purchasing drugs, giving the 
PBM an incentive to keep all costs as low as possible.  If drug spending exceeds the 
PBM’s revenues, then the PBM would lose money.  With full risk sharing, a rational 
PBM would only switch to the branded product if the price of the branded product (net of 
rebates retained by the PBM and copayments paid by beneficiaries) is lower than the 
price of the equivalent generic product (net of patient copayments).  For a given capitated 
price, the cost to the government is unchanged if the PBM switches, but the cost to the 
beneficiaries could still be higher if branded copayments exceed generic co-payments. 

 
To evaluate the effect of full risk bearing on therapeutic switching, we make the 
following assumptions and present the following model.  First, we assume an integrated 
PBMs mail order pharmacy has just received a prescription from a beneficiary for a given 
generic product and must decide whether to fill it with the generic product or to switch 
the patient to a branded product for which the PBM receives a rebate.  If the generic 
product is dispensed, PBM profits fall by PG (the price of the generic product).51  If the 
branded product is dispensed instead of the equivalent generic, the integrated PBM’s 
profits fall by PB - r PB, where PB is the branded price, and r is the percent rebate retained 
by the PBM (r is about 3% on average in our data, although there are reasons to believe 
additional incentives provided by the branded drug manufacturers is larger than this 
percentage).  The PBM would prefer to dispense the branded product if doing so reduced 
its costs (increased its profits) more than dispensing the generic.  One of the key factors 
that the PBM considers in making this decision is the rebate or other promotional dollars 
it would receive.  The dollar rebate that the PBM would receive is rPB if it dispensed the 
branded product.  Thus, the integrated PBM mail order firm will dispense the branded 
product if: 

 
(1 – r) PB < PG 

 
Thus, with full risk sharing the PBM will dispense the drug only of the price of the 
branded drug (net of rebates and other promotional dollars) is less than the price of the 
generic drug.  That is, the PBM dispenses its lowest cost alternative.  The branded drug 
will be the lowest cost alternative if either the PBM receives large rebates or other 
promotional dollars (large r) and/or branded prices are close to generic prices.  In 
mathematical terms, it pays the PBM to dispense the branded product if: 

 
r > (PB - PG) / PB 

 

                                                 
51Since the PBM has already received its fixed fee, any prescription dispensed is a cost, and thus reduces 
profits by the price of the drug dispensed.  For simplicity, we ignore the effect of patient copayments on the 
net price paid for the drug by the PBM. 

 
 

26





 
 

 
In particular, assume that the PBM is above the cap when the next prescription arrives, 
and that the PBM’s share of excess costs is λ.  In this case, an integrated PBM’s profits 
fall by λPG if a generic is dispensed, and fall by λPB - r PB if the branded product is 
dispensed (for which the integrated PBM receives a rebate payment of r PB).  The 
integrated PBM will dispense the branded product if: 

 
(λ - r)PB <  λ PG 

 
It is possible from this equation to determine how much risk the integrated PBM must 
bear to make self-dealing unprofitable.  Rearranging terms, self-dealing is unprofitable in 
this case if: 

 
λ > r PB / (PB - PG) 

 
Thus, the larger the rebate and the closer the branded and generic product prices, the 
more risk sharing integrated PBMs would have to bear to eliminate therapeutic switching.  
However, there is reason to believe that manufacturers pay other promotional dollars 
today, so the observed rebate levels understate the “full rebate” payments.  Moreover, the 
risk sharing imposed on PBMs would likely enable integrated PBMs to put even more 
pressure on branded drug manufacturers to increase rebates, again raising the level of 
PBM risk necessary to eliminate integrated PBMs’ current self-dealing. 

 
With respect to AWP inflation, it becomes more profitable when there is partial risk 
bearing than when the integrated PBM accepts full risk.  With partial sharing, if the PBM 
is below the cap, it remains indifferent between inflating or not.  If the PBM is above the 
cap, however, the PBM strictly prefers to sell products with inflated AWPs.  As above, 
AWP inflation increases mail order profits by m * P per prescription.  However, with risk 
sharing, PBM profits only fall by λ * m * P.  As long as λ<1 (less than full risk bearing), 
the gain in mail order profits strictly exceed the loss in PBM profits, and the integrated 
PBM still has a profit motive for self-dealing. 

 
 

                                                

VII. The Impact of Competition Among PBMs  
 

Competition among PBMs both to be (or to work with) a prescription drug plan (“PDP”) 
and for enrollees once it administered a Medicare plan would not preclude self-dealing 
among PBMs that increased costs.  With respect to upstream competition, PBMs 
currently compete with each other to administer non-Medicare plans and, 
notwithstanding that competition, generic utilization rates have remained low among 
captive PBM mail order houses.  One explanation why the existing competition has been 
ineffective may be the oligopolistic structure of the PBM industry, with only four major 
firms that all are integrated. As Professor Areeda has noted, oligopolistic industries 
“depart from competitive norms, often substantially.”53  

 
53 IIA Areeda & Hovenkamp, Antitrust Law ¶404b. 
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With respect to downstream competition, there is also no assurance that some 
competition for enrollees between Medicare plans administered by different PBMs in the 
same region will ensure that the PBMs do not engage in cost-increasing self-dealing.  
Upfront bidding for contracts does not ensure that the benefits of competition carry over 
after contracts are in place.  With complex contracts, parties have the incentive and 
ability to engage in post-contractual opportunistic behavior.54  Even though up-front 
bidding for PBM services is the norm today, up-front bidding has not prevented apparent 
post-contractual opportunistic conduct.  Furthermore, competition among HMOs, which 
would be expected to drive down premiums and keep costs low, has not eliminated self-
dealing in the PBM’s administration of HMO drug benefits. 

 
 

VIII. The Potential Conflict of Interest from Self-Dealing Has Been Addressed in 
Other Health Care Settings 
 

Economists have recognized for some time the anticompetitive incentives for self-referral 
in a variety of health contexts55 and, as discussed below, policy makers have sought to 
limit self-dealing in order to maximize free market competition.  

 
A. Physician Self-Referral 
 

In 1989, the Office of the Inspector General issued a study on physician ownership and 
compensation from entities to which they make referrals.  The study found that the 
patients of physicians with ownership interests in independent clinical laboratories 
received 45 percent more clinical laboratory services than Medicare patients in general.56 
Similarly, patients of physicians known to be owners or investors in independent 
physiological laboratories used 13 percent more physiological testing services than 
Medicare patients in general.57 

 
Since then, physician ownership of imaging facilities has been extensively studied, and 
the published literature uniformly concludes that such ownership causes physicians to 
over-utilize such services relative to those without such ownership interests.  An early 
study concluded that self-referring physicians use imaging examinations at least four 
times more often than those who refer to unaffiliated radiologists.  Moreover, the charges 

                                                 
54 See Williamson, Oliver, The Economic Institutions of Capitalism, The Freedom Press, 1985, Chapter 13, 
pp. 326-364.  
55 See Michael Black and James Langenfeld, “Economic Theories of the Potential Anticompetitive Impact 
of Physician Owned Joint Ventures,” Antitrust Bulletin, Summer 1994, 385-414. 
56 See “Financial Arrangements Between Physicians and Health Care Businesses” Office of Inspector 
General - OAI-12-88-01410 (May 1989). 
57 Ibid. 
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are usually higher when the imaging is done by a self-referring physicians.58  The study 
further concludes that the differences could not be attributed to differences in the mix of 
patients, the specialty of the physicians, or the complexity of the imaging examinations 
performed.59  A follow-up study by some of the same authors confirmed the result and 
showed that because of self-referral, average imaging charges per episode were 1.6 to 6.2 
times higher for self-referring physicians than for physicians who referred to unaffiliated 
radiologists.60   

The General Accounting Office also studied the impact of physician self-referrals for 
imaging services and found that physician owners of Florida diagnostic imaging facilities 
had higher referral rates than non-owners for virtually all types of imaging services. The 
differences in referral rates were greatest for costly, high technology imaging services-
physician owners ordered 54% more MRI scans, 27% more computerized tomography 
(CT) scam, 37% more nuclear medicine scans, 27% more echocardiograms, 22% more 
ultrasound services, and 22% more complex X rays.  Referral rates for simple X rays 
were comparable for owners and non-owners.  In addition while referral practices among 
specialties differed, physician owners in most specialties had higher referral rates than 
non-owners in the same specialty.61 
GAO also compared the imaging rates of physicians who have in-practice imaging 
patterns (i.e., more than 50% of the imaging services they ordered were provided within 
their practice affiliations) with physicians with referral imaging patterns (i.e., more than 
50% of the imaging services they ordered were provided at facilities outside their practice 
affiliations).  GAO found that physician with in-practice imaging patterns had 
significantly higher imaging rates than those with referral imaging patterns -- 3 times 
higher for MRI scans, about 2 times higher for CT scans, 4.5 to 5.1 times higher for 
ultrasound, echocardiography, and diagnostic nuclear medicine imaging, and about 2 
times higher for complex and simple X rays.62 

 
In response to concerns about physician self-dealing, Congress passed the Stark Laws 
that restricted Medicare reimbursement for self-referrals.  The first law (the Stark I 
Amendment) “prohibits physicians from referring a Medicare patient to an entity for the 
                                                 
58 See Hillman BJ et al. “Frequency and Costs of Diagnostic Imaging in Office Practice - A Comparison of 
Self-Referring and Radiologist-Referring Physicians,” New England Journal of Medicine 1990, pp. 1604-
1608. 
59 Ibid. 
60 See Hillman B et al. “Physicians' Utilization and Charges for Outpatient Diagnostic Imaging in a 
Medicare Population,” Journal of the American Medical Association 1992, pp. 2050-2054.  For further 
academic studies, see also, Mitchell JM and Sunshine JH. “Consequences of Physicians Ownership Of 
Health Care Facilities - Joint Ventures Radiation Therapy” New England Journal of Medicine, 1992, pp. 
1497-1501 and Swedlow A and Johnson Q. “Increased Costs and Rates of Use in the California Workers' 
Compensation System as a Result of Self Referral by Physicians,” New England Journal of Medicine 1992, 
pp. 1502-1506. 
61 See Medicare: Referrals to Physician-Owned Imaging Facilities Warrant HCFA's Scrutiny (GAO Report 
No, B-253835; October 1994) 
62 Ibid. 
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furnishing of laboratory services if the physician or an immediate family member of the 
physician has a direct or indirect financial interest in the entity providing such 
services.”63 A later law (“the Stark II Amendment”) extended this prohibition to other 
“designated health services,” including physical therapy, radiological services, home 
health care, and outpatient prescription drugs.64  The proposed restriction on PBM-mail 
order self-referral seeks to minimize the same type of adverse behavior for firms 
providing PBM services under a Medicare prescription drug plan. 

 
B. Pharmaceutical Companies’ Acquisition of PBMs 
 

In the mid-1990s, three large pharmaceutical manufacturers separately acquired three 
large PBMs— Merck acquired Medco in November 1993, SmithKline Beecham acquired 
DPS in May 1994, and finally Eli Lilly acquired PCS from McKesson in November 
1994.65  In addition, a few pharmaceutical manufacturers entered into alliances with 
various PBMs.66   

 
These mergers and alliances led to concerns that the manufacturers would use their 
control over PBMs to cause PBMs to self-deal in favor of the parent company’s drugs.67  
As one publication noted, “It’s no secret that these PBMs can aid their parent drug 
companies by adding their products to formularies.”68  Shortly after these mergers, the 
GAO conducted a study to determine the extent to which PBMs had changed their 
behavior to favor their parent companies’ pharmaceutical products.  The GAO analysis 
showed that of the eight products that made up the bulk of Merck’s sales to Medco, only 
one was on Medco’s formulary in January 1993, before the merger period.  Two months 
before Merck and Medco agreed to merge, the other seven were added to the formulary.  
After the merger, four of the eight faced less competition after competing products were 
removed from the Medco formulary.69 

 
After investigating these concerns, the FTC imposed conditions on its approval of Lilly’s 
acquisition of PCS.  These conditions included a requirement that Lilly maintain an open 
formulary, maintain an independent committee to evaluate and oversee formulary 
decisions, and erect firewalls to prevent the parent company to gain access to 
                                                 
63 See “’Fraud and Abuse’ and Stark Laws,” A Guide to Legal Issues in Health Care, Office of Legal 
Affairs, University of Pennsylvania Health System, http://www.uphs.upenn.edu/legal/fraud.html#fn. 
64 Ibid. 
65 See U.S. General Accounting Office, Pharmacy Benefits Managers:  Early Results on Ventures with 
Drug Manufacturers, (hereafter, “GAO PBM Report”) p. 10. 
66 See Keating, Peter, “Why You May be Getting the Wrong Medicine:  A Money Investigation Reveals 
How Big Drug Companies are Pressuring Doctors, Pharmacists and Insurers to Push Prescriptions that 
Benefit Company Bottom Lines—But May also Harm Your Health,” Money Magazine, June 1997, p. 142. 
67 See GAO PBM Report, pp. 1, 11-12. 
68 “Doubts Emerge About Drug Industry Mergers”, Business & Health, November 1994. 
69 See GAO PBM Report, p. 3.  The GAO noted that since Medco’s negotiations with Merck and other 
manufacturers are proprietary, it could not verify how Merck achieved its changed formulary status. 
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competitors’ bids to PCS.70  After investigating the Lilly-PCS merger and obtaining a 
consent order, the FTC reopened its investigations of the previously approved mergers 
and alliances between manufacturers and PBMs.  As a result, other manufacturers with 
PBM subsidiaries adopted policies similar to those imposed in the Lilly consent. 

 
Just as abuses resulted from the conflict of interest between pharmaceutical manufactures 
and captive PBMs, so too have abuses resulted from the conflict of interest between PBM 
and their captive mail order divisions.  And just as ending the conflict of interest at the 
manufacturer-PBM level has benefited consumers by reducing prices, the same would be 
true if the conflict of interest between PBMs and captive mail order houses were 
prohibited in the Medicare context.   
 
 
IX. The CBO’s Presumption Regarding PBM Discretion.  

 
As the CBO correctly presumes, when a PBM has no conflicts of interest, any constraint 
on its cost-management tools would likely result in higher costs.71  However, when 
conflicts of interest exist, costs can actually be saved by narrowly tailored restrictions that 
eliminate the conflicts of interest.  Just as the FTC found that unfettered PBM discretion 
over formularies was not in the consumers’ interest when the PBM was owned by a drug 
manufacturer, so too unfettered discretion by a PBM to use its own mail order house 
would not be in the consumers’ interest.72   

 
An example of a narrowly tailored restriction that would save substantial costs for the 
government is a the preclusion of self-dealing by the PBM in those regions of the country 
where the PBM is serving, directly or indirectly, as a Medicare plan administrator.   This 
restriction would not impair a PBM’s ability to use all the advantages of mail order, since 
unaffiliated mail order companies would continue to compete for the business. Moreover, 
this narrow restriction would leave untouched all the other tools that a PBM can use to 
reduce costs.  Indeed, such a restriction will likely lead to more efficient competitive 
bidding by unaffiliated mail order companies and thus lower costs to the government.73 
 

                                                 
70 See GAO PBM Report, p. 12. 
71 In its assessment of the costs of the pending legislation, the CBO identified the following cost 
management tools:  “If no constraints were placed upon them, the tools a prescription drug plan could use 
to manage drug costs would include:  enforceable limits on the number and types of drugs included in its 
“formulary” or list of preferred drugs; variable or tiered cost sharing to encourage beneficiaries to use less 
expensive generic drugs or to switch to similar but preferred drugs for which price discounts have been 
negotiated; and limits on the number and types of pharmacies through which coverage for prescriptions 
could be obtained.” 
72 In the Matter of Merck & Co. Inc., a corporation, and Merck-Medco Managed Care, L.L.C., a limited 
liability company, File No. 951 0097, Agreement Containing Consent, See also, In the Matter of Eli Lilly 
and Company, a corporation, Docket No. C-3594, July 28, 1995. 
73 The CBO has already recognized in a related context that increased competitive bidding – even when it 
limits discretion – saves money.   See CBO letter to Hon. W.J. “Billy” Tauzin, September 24, 2002. 
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The best market-oriented way to prevent a Medicare PBM from exploiting its locked-in 
Medicare customers is to prohibit Medicare PBMs from requiring Medicare consumers to 
purchase mail order pharmaceuticals at through a PBM-owned facility.  As FTC 
Chairman Muris stated in a recent speech concerning health care: 

 
Whenever one encounters a market problem, the correct response is to correct the 
market imperfection, and then allow the market to work.  The wrong response is 
to assume the market cannot work and regulate it out of existence.74 
 

A simple requirement that PBMs’ deal at arm’s length with independent mail order 
pharmacies is likely to be far more efficient than on-going government regulation of 
PBM self-dealing.   

 
 

X. Conclusion 
 

In conclusion, the elimination of self-dealing between PBMs and their captive mail order 
pharmacies under the new Medicare drug reimbursement programs could save billions of 
dollars for the government and consumers, and still support the beneficial effects of free-
market competition.       

 
 
 

 
74 T. Muris, “Everything Old is New Again:  Health Care and Competition in the 21st Century,” Speech to 
the 7th Annual Competition in Health Care Forum (November 7, 2002). 
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