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We are transmitting for your information and use, two reports entitled, “Medicaid Pharmacy 
-Acquisition Costs of Brand Name Prescription Drug Products” and “Medicaid Pharmacy -
Acquisition Costs of Generic Prescription Drug Products.” These reviews of Medicaid 
prescription drugs pharmacy acquisition costs were conducted by the Utah Division of 
Health Care Financing (UHCF) as part of our partnership efforts with State Medicaid 
agencies to expand oversight of the Medicaid program. We provided the UHCF with copies 
of the Office of Inspector General (OIG) audit reports on this subject as well as technical 
assistance during the course of the reviews. 

Medicaid regulations provide for the reimbursement of drugs using two methods. If a drug 
is a multiple source (generic) drug, the reimbursement is based on the lower of the 
pharmacist’s usual and customary charge to the general public or an upper limit plus a 
dispensing fee. The Federal upper limit amounts are established by HCFA. If a drug is a 
single source (brand name) drug, or a generic for which an upper limit amount has not been 
established, then the reimbursement is the lower of the pharmacist’s usual and customary 
charge to the general public or the estimated acquisition cost plus a dispensing fee. 

Like most States, the State of Utah reimburses pharmacies for the ingredient cost of 
Medicaid prescription drugs using a formula which discounts the average wholesale price 
(AWP). The objective of the UHCF reviews was to develop a statewide estimate of the 
discount below AWP at which pharmacies purchase brand name and generic drugs. To 

accomplish their objective, invoices were obtained from a randomly selected sample of 
Medicaid pharmacy providers. The pharmacies were selected from each of five categories-
rural-chain, rural-independent, urban-chain, urban-independent,. and non-traditional (nursing 
home pharmacies, hospital pharmacies, home IV pharmacies, etc.). The non-traditional 
pharmacies were excluded from the estimate as those pharmacies purchase drugs at 
substantially greater discounts than retail pharmacies. 
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Both reviews found that pharmacies pay less than AWP to acquire drugs. The results of 
each audit are as follows: 

0 The review of brand name drugs examined 2,588 invoice prices of brand 
name drugs. The pricing information was obtained from 55 pharmacies and 
each invoice price was compared to AWP. The review estimated that the 
actual acquisition cost that pharmacies have to pay to acquire brand name 
drugs is 18.4 percent below AWP. The review also disclosed a savings of 
$3.4 million for the year ending June 30, 1998 if reimbursement had been 
based on AWP less 18.4 percent rather than Utah’s current reimbursement 
rate of AWP less 12 percent. Total reimbursement for brand name drugs was 
$49.4 million for the same time period. 

0 The results of the Utah brand name drug review were consistent with the 
findings of an earlier OIG review (A-06-96-00030). In that report, we 

estimated that the actual acquisition cost of brand name drugs was a national 
average of 18.3 percent below AWP. 

,.Q$p$J$NC jDRUGfj :..:+..:::....:.::j,.,..::I’:r;;. .: :. ,..-...‘.:.:. ,.. .: . . ;. : . . 

0 The review of generic drugs examined 1,492 invoice prices of generic drugs. 
The pricing information was obtained from 55 pharmacies and each invoice 
price was compared to AWP. The review estimated that the actual 
acquisition cost that pharmacies have to pay to acquire brand name drugs is 
60.1 percent below AWP. The review also disclosed a savings of 
$4.1 million for the year ending June 30, 1998 if reimbursement had been 
based on AWP less 60.1 percent rather than the Federal upper limit amount 
or Utah’s current reimbursement rate of AWP less 12 percent for drugs 
without upper limits. Total reimbursement for generic drugs was 
$9.1 million for that time period. 

0 The results of the Utah review showed that the discount below AWP was 
substantially greater than what was found by the OIG in a similar review 
(A-06-97-0001 1) that was based on 1994 data. In that report, we estimated 
that the actual acquisition cost of generic drugs was a national average of 
42.5 percent below AWP. 

The UHCF recommended that the State of Utah reimburse the ingredient portion of 
Medicaid drugs, brand name and generic, in a manner more consistent with the findings of 
their reports. We continue to believe that the ingredient portion of Medicaid drug 
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reimbursement should be consistent with what pharmacies actually pay for brand name and 
generic drugs as the cost of Medicaid prescription drugs has grown from $6.9 billion in 
Fiscal Year (FY) 1992 to $12.4 billion in FY 1997. We are currently considering an update 
of our previous reviews as they were based on 1994 data. 

If you have any questions, please call me or have your staff contact George M. Reeb, 
Assistant Inspector General for Health Care Financing Audits at (410) 786-7104. 

For further information, contact 

Donald L. Dille 
Regional Inspector General 

for Audit Services, Region VI 
(21,4) 767-8414 

Attachment 
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GENERIC PRESCRIPTION DRUG SUMMARY 

report. 

The State of Utah’s Division of Health Care Financing, which is part of the Department of Health, 
conducted a statewide review of pharmacy acquisition cost for generic drugs reimbursed under 
the Medicaid prescription drug program. The State of Utah reimburses pharmacies for Medicaid 
prescriptions using a formula which discounts the average wholesale price (AWP). The 

objective of our review was to develop a statewide estimate of the discount below AWP at 
which pharmacies purchase generic drugs. Estimates for brand name drugs were also 
developed and those results are included in a separate report. 

We selected a sample of Medicaid pharmacy providers and obtained invoices of their drug 
purchases. The pharmacies were selected from each of five categories--rural-chain, 
rural-independent, urban-chain, urban-independent, and non-traditional pharmacies (nursing home 
pharmacies, hospital pharmacies, home IV pharmacies, etc.). We excluded the non-traditional 
category from our overall estimates. We believed such pharmacies purchase drugs at substantially 
greater discounts than retail pharmacies, and including them would have inflated our percentages. 

We obtained 1,492 invoice prices for generic drugs. The pricing information came from 55 
pharmacies. We compared each invoice drug price to AWP and estimated that the actual 
acquisition cost that pharmacies have to pay to acquire generic drugs was 60.1% below AWP. 

The federal Health Care Financing Administration (HCFA) provides a list of multi-source drugs 
with upper reimbursement limits. Medicaid reimburses the pharmacies for drugs without upper 
limits at 12% below AWP(which is EAC, the estimated acquisition cost). Medicaid reimburses 
the pharmacies for drugs with upper limits at the lower of EAC or the upper limit. We estimate 
that factoring in the upper limits the effective rate paid by medicaid to Utah Pharmacies was 
26.6% below AWP. 

The difference between 60.1% and 26.6% which is 33.5OL1would be the savings percent. We 

estimate that for FYE 6/30/98 the ingredient portion of generic drugs paid by the State of Utah 
would have dropped from $9.1 million to $5.0 million for a difference of $4.1 million. To 
accomplish this savings, the EAC should be changed from 12% below AWP to 60.1% below 
AWP for generic drugs. 

The above estimates do not account for quantity and other discounts that pharmacies receive from 
distributors. Also, as well as ingredient costs and ingredient revenues the pharmacies have 
noningredient costs and noningredient revenues. Noningredient revenues include dispensing fees 
which Medicaid pays and co-pays which many Medicaid recipients pay. Noningredient costs can 
include but are not limited to containers, labels, staff, and overhead. 

Our study closely followed a Federal study performed by the Office of hrsiector General (OIG), a 
copy of which is included in Appendix 4. We are recommending that’ the State of Utah reimburse 
the ingredient portion of Medicaid drugs in a manner more consistent with the findings of our 
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INTRODUCTION 

The State of Utah’s Division of Health Care Financing, which is part of the Department of Health, 
conducted a statewide review of pharmacy acquisition cost for drugs reimbursed under the 
Medicaid ‘prescription drug program. The objective of our review was to develop a statewide 
estimate of the discount below AWP at which pharmacies purchase generic drugs. Estimates for 
brand name drugs were also developed and those results are included in a separate report. 

BACKGROUND 

Prior to 1984, most States used 100% of AWP for reimbursement of acquisition cost (the AWP is 
the price assigned to the drug by its manufacturer and is listed in either the Red Book, Medispan 
or the Blue Book--publications universally used in the pharmaceutical industry). However, the 
OIG issued a report in 1984 which stated that, on average, pharmacies purchased drugs for 
15.9% below AWP. In 1989, the OIG issued a follow-up report which concluded that 
pharmacies were purchasing drugs at discounts of 15.5% below AWP. Both the 1984 and 1989 
reports combined brand name and generic drugs in calculating the percentage discounts and 
included a-comparison of 3,469 and 4,723 purchases, respectively. 

In 1989, HCFA issued a revision to the State Medicaid Manual which pointed out that a 
preponderance of evidence demonstrated that AWP overstated prices that pharmacies actually 
paid for drugs by as much as 10 to 20 percent. The Manual issuance further provided that, absent 
valid documentation to the contrary, it would not be acceptable for a State to make 
reimbursements using AWP without a significant discount. 

An article in the June 10, 1996 issue of Barron’s entitled, “Hooked on Drugs, ‘*focused 
additional attention on AWP and its relationship to actual acquisition cost. Barron’s compared 
about 300 dose forms of the top 20 Medicare drugs and concluded that the true cost was 10 to 20 
percent below AWP for brand name drugs and 60 to 85 percent below AWP for generic drugs. 
Barron’s also reported that industry insiders joke that AWP really means “Ain’t What’s Paid.” 

Medicaid reimbursement of drugs depends on ifthe drug has a Federal upper limit. If a drug 
has a federal upper limit then reimbursement is based on the lowest of the pharmacist’s usual and 
customary charge to the general public, the Federal upper limit amount, or the estimated 
acquisition cost (EAC). If a drug does not have a Federal upper limit established then the 
reimbursement is the lower of the pharmacist’s usual and customary charge to the general public 
or EAC. The Federal upper limit amounts are established by the Health Care Financing 
Administration (I-ICFA). The upper limit.amounts are based on 150% of the average of the 
lowest of three products in the multi-source class. The EAC for Utah is calculated by using AWF, 
for a drug less a percentage of 12% (AWP x (1 .O -_12) =EAC). � 
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Our review was limited to ingredient acquisition costs and did not address other areas such as: 
(1) the effect of Medicaid business as a contribution to other store sales; (2) the cost to provide 
professional services other than dispensing a prescription such as therapeutic interventions, 
patient education, and physician consultation; (3) the cost of dispensing which includes costs for 
computers, multipart labels, containers, technical staff, transaction fees, Medicaid specific 
administrative costs, and general overhead; (4) and identifying or reviewing any internal control 
systems. I9 

Medicaid in the State of Utah pays dispensing fees per claim paid of $3.90 for pharmacies in 
urban areas and $4.40 for pharmacies in rural areas ($1 .OOis also paid for certain over the counter 
products). A survey done in July 1998 indicated that the Health Maintenance Organizations 
(HMOs) in Utah pay $2.00 to $2.75 as a dispensing fee. 

Effective July 1, 1997, most Medicaid recipients are required to pay a $1 .OOco-payment for each 
prescription filled. Recipients exempt from the co-pay requirement include children under age 18, 
pregnant women, residents of a nursing home who are entitled to keep only $45 personal needs 
money, most enrollees in an HMO that includes prescription drug coverage, and recipients whose 
monthly household income is less than the payment amount in the Family Employment Program. 
This co-payment pays the pharmacies in addition to what Medicaid in the State of Utah pays the 
pharmacies. Each recipient has a maximum co-payment of $5.00 per month. 

In addition to comparing an estimate of the difference between the invoice price and AWP, we 
also compared invoice price and AWP to WAC (Wholesale Acquisition Cost). Some states 
reimburse using WAC instead of or in addition to using AWP. WAC is maintained by the same 
company, First DataBank, that maintains AWP. WAC is the price the wholesalers tell First 
DataBank they paid to the manufacturers. AWP represents the most common wholesale price 
charged to the retailer or hospital. 

We tried to gather data regarding the discounts that pharmacies receive. The federal study did 
not gather this information. It appears that WAC does not take into effect the quantity discounts 
since our data shows that the invoice price is lower than WAC (see findings and 
recommendations). The invoices that we gathered do not reflect quantity discounts or free 
goods. Our response to gather information .regarding information on discounts has been spotty. 
One provider indicated that they receive a 3 .O% gross rebate for quantity discounts. Another 
provider showed information that they were getting a rebate of about 0.2%. Some providers 
indicated that they were too small to get any quantity discounts. No quantity discounts are 
reflected in our data. It seems that in order to be fair, discounts should be taken into 
consideration, however it is anticipated that there would be significant resistance from providers 
in gathering the information. Another discount is the cash discount which is typically 2/10 net 30, 
which means that a 2% discount is given if paid in 10 days. ’-



SAMPLING PROCEDURES 

To accomplish our objective, we designed a sampling procedure (a detailed description of our 
sample design is included as Appendix 1 to this report). Medicaid pharmacy providers were 
designated as the primary units. We obtained a listing of all Medicaid pharmacy providers as of 
June 6, 1998. We classified each pharmacy as chain, independent, or nontraditional. For 
purposes of this review, a chain was defined as four or more pharmacies with common ownership 
We determined whether each pharmacy was rural or urban. Urban was defined as those 
pharmacies in Davis, Salt Lake, Utah, and Weber counties. All other counties were defined as 
Rural. We selected a stratified random sample of 60 pharmacies with 12 pharmacies selected 
from each of five strata urban-chain, rural-chain, urban-independent, rural-independent, and 
non-traditional (nursing home pharmacies, hospital pharmacies, home IV pharmacies, etc.). All 
strata had a universe of at least 12. We included the non-traditional category so as to be able to 
exclude those pharmacies from our estimates. We believed that such pharmacies are able to 
purchase drugs at substantially greater discounts than a retail pharmacy and would inflate our 
estimate. 

We requested, from each pharmacy selected, the largest invoice from each different source of 
supply for a specified month in between June 1997 and May 1998. We identified the sources of 
supply as wholesalers, chain warehouse distributors, generic distributors, and direct 
manufacturers. Three of the nontraditional pharmacies that we selected were home IV 
pharmacies that did not have purchases from the sources that we requested. Their purchases 
were small enough that they purchased from nearby retail pharmacies. We did not include these 
retail pharmacy purchases, but counted these home IV pharmacies as pharmacies with no 
purchases from the requested sources. 

We reviewed every line item on the invoices supplied by the sample pharmacies to ensure that 
invoices contained the information necessary for our review. We eliminated over-the-counter 
items. We used the State of Utah’s MMIS (Medicaid Management Information System) as the 
primary source for verifying National Drug Codes (NDCs) and identifying items as over-the-
counter, brand name or generic. We used the Red Book a nationally recognized reference for 
drug product and pricing information as a comparison to the MMIS system. We also used MMIS 
for the purpose of obtaining AWP for each drug. Since we used MMIS, we were able to 
determine the AWP for the same date as the invoice. We compared the invoice drug price to 
AWP for each drug and calculated the percentage, if any, by which the invoice price was 
discounted below AWP. 

We used statistical software to generate all random numbers. We obtained the total number of 
pharmacies from a June 6, 1998 State of Utah Department of Health pharmacy provider listing. 
There were 460 pharmacies on the list ofwhich we excluded the 66 out-of-state pharmacies, 
leaving a total population of 394 pharmacies. 

. 
. 



FINDINGS 

We estimated that the invoice price for generic drugs is 60.1% below AWP excluding the non-
traditional pharmacies. We gathered 1,492 invoice prices received from 55 pharmacies. The 
standard error for the 1,492 invoices for this estimate was .13. 

When we say that the invoice price is 60.1% below AWP we mean that AWP has to decrease 
60.1% to equal the invoice price ((AWP-Invoice)/AWP). A second method would be to increase 
the invoice by a different percentage to equal AWP ((AWP-Invoice)/Invoice). The Federal report 

in Appendix 4 used the first method. And, the Estimated Acquisition Cost (EAC) which in 
Utah’s case is 12% below AWP is computed using the first method, (((AWP-EAC)/AWP)=l2%). 
And so on this report we will use the formula ((AWP-Invoice)/AWP) rather then the formula 
((AWP-Invoice)/Invoice) so that our percentage will be comparable with EAC and the report in 
Appendix 4. 

The estimates of the differences between AWP less Invoice ((AWP-Invoice)/AWP) for generic 
drugs, are summarized in the following table: 

Category AWP-Invoice 

Rural-Chain 
Rural-Independent 
Urban-Chain 
Urban-Independent 
Non-Traditional 
Total (Excluding Non-Trad.) 
Total (Including Non-Trad.) 

56.6% 
60.7% 
60.5% 
60.6% 
60.9% 
60.1% 
60.2% 

The following table shows the number of pharmacies sampled and the number of prices reviewed 
by individual category for generic drugs. 

Category 
Number of Sample Pharmacies 

Responding 
Prices From Sample Pharmacies 

Rural-Chain 9 436 

Rural-Independent 12 182 

Urban-Chain 10 525 
Urban-Independent 12 233 

Non-Traditional 12 116 

Total (Including Non-Trad.) 55 �l ,492 
. 

Five pharmacies refused to participate in our study. They were threeRite Aid (Payless) 
pharmacies, one Target pharmacy, and one Fred Meyer pharmacy. 



We calculated a savings amount of as much as $4.1 million for the ingredient portion of generic 

this report are significant enough to warrant a review of pharmacy reimbursement policy. 
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drugs for FYE 6/30/98. The combined ingredient and dispensing fees paid for 966,589 generic 
prescriptions for FYE 6/30/98 was $12,972,999. Using a weighted average of a $4 dispensing 
fee per prescription the dispensing fees are $3,866,356 leaving $9.1 million for ingredients. Since 
the effective reimbursement including the upper limit is 73.4% of AWP the estimated AWP is 
$12.4 million. A reimbursement of AWP less a discount of 60.1% would have $5.0 million in 
expenditures. Thus, the estimated savings is $9.1 million less $5.0 million or $4.1 million. 

COMPARISON TO WHOLESALE ACQUISITION COST 

When we compared WAC to AWP and to invoice we found that 336 of the 1,492 prices were not 
included in the WAC data (The WAC database does not include as many drugs as does the AWP 
database). Also, the WAC data came from price information as of August 11, 1998. Each price 
came with an effective date, or the date that particular price went into effect. And so we also 
eliminated those prices where the invoice date is before the effective date thus further reducing 
the number of prices down to 833. The comparisons, for only those prices were the invoice date 
and the AWP date falls within the effective time period for the WAC date, are as follows (Note 
that the AWP-Invoice comparison below is different then the comparison above because the 
analysis below includes fewer prices): 

Category AWP-Invoice AWP-WAC WAC-Invoice 

Rural-Chain 58.1% 20.9% 37.2% 
Rural-Independent 58.2% 33.4% 24.8% 
Urban-Chain 59.5% 19.7% 39.8% 
Urban-Independent 60.5% 35.0% 25.5% 
Non-Traditional 60.1% 14.6% 45.5% 
Total (Excluding Non-Trad) 59.4% 26.0% 33.4% 
Total (Including Non-Trad) 59.5% 24.5% 35.0% 

WAC and AWP are data bases maintained by the same company, First DataBank. Theoretically 
WAC is supposed to take into consideration discounts. However, our study shows that the 
invoice cost is lower then WAC, and so WAC does not appear to be the invoice cost less all 
discounts. 

CONCLUSIONS AND RECOMMENDATIONS 

Based on our review, we have determined that there is a significant difference between pharmacy 
acquisition cost and AWP. We recognize that these calculations do not @orporate all the 
complexities of pharmacy reimbursement and that acquisition cost is just one factor in pharmacy 
reimbursement policy. We believe that any change to that policycshould also consider the other 
factors discussed in the Scope section of our report. However, we also believe that the results of 
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assigned to the pharmacy. 
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SAMPLE DESCRIPTION 

Sample Objectives.. 

Develop a statewide estimate of the extent of the discount below average wholesale prices (AWP) 
of actual invoice prices to Medicaid pharmacies for generic drugs. 

Population: 

The primary sampling population was all Pharmacies listed as Medicaid providers with the State 
of Utah Department of Health as of June 6, 1998. 

Sample Design: 

A sample was designed with Medicaid pharmacy providers as the sample units. A stratified 
random sample of pharmacies was selected. A sample of 12 pharmacies was selected from each 
of five strata. The five strata of pharmacies were rural-chain, rural-independent, urban-chain, 

urban-independent, and non-traditional (nursing home pharmacies, hospital pharmacies, home IV. 
etc.). Each pharmacy was assigned a month from June 1997 to May 1998 for which to provide 
invoices. The largest invoice from each of four different sources of supply was requested. The 

sources of supply were identified as wholesalers, chain warehouse distributors, generic 
manufacturers and direct manufacturers. All invoice prices were compared to AWP. 

Sample Size: 

Twelve pharmacies were selected from each stratum of our sample frame. Sixty pharmacies were 
selected. 

i%e source of Random Numbers: 

Microsoft Excel software was used to generate the random numbers. 

Characteristics to be Measured 

From our review of the pharmacy invoices we calculated the percentage of the discounts below 
AWP of actual invoice prices for all drugs on the invoices submitted. 

Treatment of Missing Sample Items: 
. 

No spare was substituted for a pharmacy that did not respond to our r-equ’est or did not provide 
usable information. If a pharmacy did not send an invoice for a particular type of supplier, we 
assumed that the pharmacy did not purchase drugs from that type of supplier during the month 
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Estimation Me thodoloa 

We use OAS Statistical Software for multistage variable sampling to project the percentage 
difference between actual invoice prices and AWP for each stratum, as well as an overall 
difference. 

@her Evidence: 

We used MMIS to obtain AWP. MMIS obtained AWP from First Data Bank. 

9 
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STATEWIDE SAMPLE RESULTS 
GENERIC DRUGS 

Sample Univem 

RURALCHAIN 41 9 
RURALINDEPENDENT 55 12 
URBAN-CHAIN 159 10 
URBAN-INDEPENDENT 89 12 
NON-TRADITIONAL 50 12 
TOTAL Ih’CLUDtNG NON-TRAD 394 55 
TOTAL EXCLUDING NON-TRAD 344 43 

Participating 
Pharmacies 

Sample Size 
Point 

Prices Checked Estimate 

436 47.7 1.87 45.01 50.44 5.61 
182 48.8 1.69 46.34 51.26 5.87 
525 50.6 1.13 48.84 52.44 358 
233 49.0 1.86 46.18 51.87 6.44 
116 56.4 6.12 47.22 65.66 17.30 

1,492 SO.5 .13 48.87 52.03 .96 
1.376 49.6 .ll 48.36 SO.80 .74 

Confidence Confidence 
Standard Lower UPPer Standard 

Error Limit Limit Deviation 

The Pharmacies not participating are: Target Stores (1). Rite Aid (Payless) Corp. (3), and Fred Mayer (1). 

* 

c 

c 
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State Of Utah 

Comparison Of State Pharmacy Acquisition Cost Review To Federal Review 

Generic Drugs 

‘harmacy Type State Review 
Iata 6197~5198 

Federal Review 
CY 1994 

?ural-Chain 

AWP-InvoicelAWP 56.6% 47.5% 

Prices From Sample 

?ural-Independent 
AWP-InvoicelAWP 

436 

60.7% 47.4% 

Prices From Sample 
I 

182 
I 

Jr-ban-Chain 

AWP-InvoiceIAWP 

i I 

60.5% 37.6% 

Prices From Sample 

Jrban-Independent 
AWP-InvoicelAWP 

525 

60.6% 46.7% 

Prices From Sample 
I 

233 

don-Traditional 

AWP-InvoiceIAWP 60.1% na 

Prices From Sample 

‘otal Including Non-Trad. 
AWP-InvoicelAWP 

116 

60.2% na 

Prices From Sample 

-otal Excluding Non-Trad. 
AWP-InvoicelAWP 

Prices From Sample 

1,492 

’ 60.1% ,42.5% 

u 
1,376 

c 
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SUMMARY 

of the Health Care Financing Administration (HCFA), the Office of InspectorA t the request 
General (OIG) conducted a nationwide review of pharmacy acquisition cost for generic 

drugs reimbursed under the Medicaid prescription drug program. Since most States reimburse 
pharmacies for Medicaid prescriptions using a formula which discounts the average wholesale 
price (AWP), the objective of our review was to develop a nationwide estimate of the discount 
below AWP at which pharmacies purchase generic drugs. Estimates for brand name drugs \vere 
also developed and those results were reported in a separate report. 

To accomplish our objective, we selected a random sample of 11 States from a universe of -1s 
States and the District of Columbia. Arizona was escluded from the universe of States because 
the IMedicaid drug program is a demonstration project using prepaid capitation financing and 
Tennessee was excluded because of a Lvaiver received to implement a statewide managed care 
program for IMedicaid. The sample States lvere California, DelaLvare, District of Columbia. 
Florida, Maryland, Missouri. Montana, Nebraska, Ne\\. Jersey, Xorth Carolina. and Virginia. \\.e 
obtained pricing information from 3 1-I phanacies. Specifically, LL’eobtained 9.675 ~n\.oice 
prices for generic drugs. 

We estimated that, on average, actual acquisition cost of generic drugs \vas 42.5 percent belo\\-
AWP. Unlike brand name drugs, where reimbursement is predominantly based on a discounted 
AWP, reimbursement of generic drugs can be limited by Federal upper limit amounts that are 
established by HCFA. Taking the upper limits into consideration, we calculated a savings ol‘as 
much as S145.5 million in Calendar Years (CY) 1994 and 1995 for 200 generic dpJgs \vith the 
greatest amount of ,Medicaid reimbursement in each year, if reimbursement had been based on 
the findings of this report. 

For the I I States, L\.L’selected a sample oi hledicaid phammacy pro\,tdsrs and obtained in\,olccs 01‘ 
their drug purchases. The pharmacies lt’ere selected from each of five categories--rural-chain. 
rural-independent. urban-chain. urban-independent. and non-traditional pharmacies (nursing 
home pharmacies, hospital pharmacies. etc. 1. We excluded the non-traditional catezoc from 
our overall estimates. \Ve betle\.ed such phamlacies purchase drugs at substantialI>. sreater 
discounts than retail pharmacies. and including them \vould have inflated our percentages. 

We compared each invoice drug price to AL-P I‘orthat dru=0 and calculated the percentasc. i I‘;III\‘. 
by \~~hich the invoice price \vas discounted below .I\\‘P. M’e then projected those dlifersnccs to 
the uni~.ersc of pharmacies in each category for each State and calculated an o\.erali ss\imurc ~bt. 
each State. Additionally, \ve projected the results from each State to estimate the nation\\,ide 
difference between invoice price and .\LVP for each categop. ,. % 

IVe at-c recommending that HCF.\ \\.ork to ensure that States ieimburse the ingredient portion ot 
Xledicaid drugs in a manner more consistent \\.ith the tindings of this report. Additionall>,. \\‘e 



. 
li 

are recommending that HCFA study any of the other factors (for example, dispensing fees) 
which they believe could significantly impact pharmacy reimbursement. We remain available to 
assist HCFA in implementing these recommendations. 

The HCFA Administrator responded to our draft report in a memorandum dated July 7, 1997. 
The HCFA concurred with the findings and recommendations of this report. The HCFA hoped 
that this report would provide the necessary impetus for States to restructure their payment 
methodology for outpatient drugs. The full text of HCFA’s comments is included in 
Appendix 3. 

c 
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INTRODUCTION 

At HCFA’s request, the OIG, Office of Audit Services (OAS) conducted a nationwide review of 

on cost. 

I 

pharmacy acquisition cost for drugs reimbursed under the Medicaid prescription drug program. 
The objective of our review was to develop a nationwide estimate of the difference between 
actual acquisition cost of drugs by the retail pharmacy and AWP for generic drugs. -’ 

BACKGROUND 

Medicaid regulations provide for the reimbursement of drugs using hvo methods. If a drug is a 
multiple source (generic) drug, then reimbursement is based on the lower of the pharmacist’s 
usual and customary charge to the general public or a Federal upper limit amount plus a 
dispensing fee. The Federal upper limit amounts are established by HCFA. If a drug is a single 
source (brand name) drug, or a generic drug for which an upper limit amount has not been 
established, then the reimbursement is the lower of the pharmacist’s usual and customary charge 
to the general public or the estimated acquisition costs (EAC) plus a reasonable dispensing fee. 
The State agencies are responsible for determining the E.\C and the dispensing fee. 

The E.AC for most States is calculated by using ACC’Pfor a drug less a discount percentage. The 
AWP is the price assigned to the drug by its manufacturer and is listed in either the Red Book. 
Medispan or the Blue Book--publications universally used in the pharmaceutical industry. Prior 
to 1984, most States used 100 percent of AWP for reimbursement of acquisition cost. However. 
the OIG issued a report in 1984 which stated that, on average, pharmacies purchased drugs for 

15.9 percent below AWP. In 1989, the OIG issued a follow-up report ivhich concluded that 
pharmacies were purchasing drugs at discounts of 15.5 percent below A\P. Both the 1984 and 
1989 reports combined brand name and generic drugs in calculating the percentage discounts and 
included a comparison of 3.469 and 4,723 purchases. respectively. 

In 1OS9. HCF.A issued a revision to the State Lledicaid hlanual Lvhich pointed out that a 
preponderance ofe\.idence demonstrated that .AV.‘Poverstated prices that pharmacies actually 
paid f‘or drugs by as much as 10 to 20 percent. The Manual issuance further provided that. absent 
\.alid documentation to the contrary..it \vould not be acceptable for a State to make 
reimbursements using AWP without a significant discount. 

In Zo\.ember 1990. rhe Omnibus Budget Reconciliation .\ct ot‘ 1990 \vas passed \vhich placed a 
I->-ear moratorium on chanses to States’ reimbursement policies. The moratorium expired on 
December 3 I. 1994 and HCFA requested that w.c. once again, determine the difference betLL.een 
.\L!-P and actual phamlacy acquisitiort cost. 

. 

Xn article in the .June IO. 1996 issue of Barron’s entitled. “Ifookecpo,l DI.u~.s. ” focused 
;ldditional attention .\\VP and its relationship to actual acquisiiion Barron’s compared 
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about 300 dose forms of the top 20 Medicare drugs and concluded that the tme cost was 10 to 

substantiallv ureater discounts than a retail pharmacy and \vogld inflate our estimate.< z 

20 percent below AWP for brand name drugs and 60 to 85 percent below AWP for generic 
drugs. Barron’s also reported that industry insiders joke that AWP really means “Ain’t What’s 
Paid”. 

SCOPE . 

Our review was performed in accordance with generally accepted government auditing standards. 
The objective of our review was to develop a nationwide estimate of the difference between the 
actual invoice prices of generic prescription drugs to Medicaid pharmacy providers and AWP. 
Our objective did not require that we identie or review any internal control systems. 

Our review was limited to ingredient acquisition costs and did not address other areas such as: 
the effect of Medicaid business as a contribution to other store sales; ;‘?e cost to provide 
professional senices other than dispensing a prescription such as therapeutic interventions, 
patient education, and physician consultation; and the cost of dispensing which includes costs for 
computers. multipart labels, containers, technical staff, transaction fees. Medicaid specific 
administrative costs, and general overhead. 

To accomplish our objective, we designed a multistage sampling procedure (a detailed 
description of our sample design is included as Appendix 1 to this report). State Medicaid 
agencies were designated as the primary units and Medicaid pharmacy providers as the 
secondary units. We selected a random sample of 11 States from a universe of 49 States 
including the District of Columbia. Arizona was excluded from the universe of States because 
the Medicaid drug program is a demonstration project using prepaid capitation financing and 
Tennessee was excluded because of a \\‘aiver recei\.ed to implement a managed care program for 
Lledicaid. The States selected Lucre California, DelaLvare. District of Columbia, Florida. 
Narq’land. Llissouri. hlontana. Sebraska. Se)\, Jersey. North Carolina and Virginia. 

\Ve obtained a listing of all ,Ctedicaid pharmacy providers from each sample State. The State 
Agencies fvere responsible for classifying each pharmacy as a chain, independent or non-
traditional. For purposes of this re\ie\v. a chain \\‘as defined as four or more pharmacies \\.ith 
common o\vnership. LVe cisternlined Lvhether each pharmacy it-as rural or urban by comparing 
the county location for each pharmacy to a December 3 1. 1997 listing of the metropolitan areas 
and their components. \Ve selected a stratified random sample ot‘6O phxmacles from each Slate 
\\ iO1 12 pharmacies selected from each 01‘5 strata--urban-chain. rural-chain. urban-independent. 
rural-independent. and non-traditional (nursing home pharmacies. hospital pharmacies. home IL’. 
etc.) lia stratum had a unikxxse of less than 17, \\.e selected 100 percent ot‘the pharmacies In 
that stratum. CC’eincluded the non-traditional category so as to be able,to exclude those 
pharmacies from our estimates. LVe believed that such pharmacies are able to purchase drugs at 



We requested, from each pharmacy selected, the largest invoice from each different source of 
supply for a specified month in CY 1994. We identified the sources of supply as wholesalers, 
chain warehouse distribution centers, and direct manufacturer purchases. Each pharmacy was 
initially assigned a month from January through September in order to provide a cross section of 
this 9-month time period. However, we permitted some pharmacies to provide invoices from 
October, November or December as invoices were not available from the earlier period. 

We reviewed every line item on the invoices supplied by the sample pharmacies to ensure that 
invoices contained the information necessary for our review. We eliminated over-the-counter 
items. Some invoices did not include National Drug Codes (NDC), which was needed to obtain 
AWP for the drug. \Vc attempted to obtain NDCs in those instances. We used the 1994 Red 
Book, a nationally recognized reference for drug product and pricing information, to obtain 
NDCs or identify over-the-counter items. One prominent Lvholesaler, whose invoices contained 
that \vholesaler’s item numbers rather than NDCs, provided us with a listing th,t converted their 
item numbers to NDCs. If \ve w’ere unable to identify the XDC for a drug, we eliminated the line 
item. 

i 

W:e obtained a listing from HCFA that indicated whether a drug is a brand name or generic drug. 
We used that listing to identify the generic drugs on the in\loices. If a drug was not on the HCFA 
listing, \ve used the Red Book to detemrine tvhether the drug teas a generic drug. We also 
obtained from HCF.A a listing of the top 200 generic drugs in terms of the amount reimbursed by 
-Medicaid for C\r’ 199-I and for C\r’ 1995. The listing also included the total units reimbursed for 

those drugs. 

The State of Alissouri provided us w.ith a pricing tile for the purpose of obtaining AWP for each 
drug. \\‘e comparc’d the in\.oice drug price to XW’P ior each drug and calculated the percentage, 
if anv. b>, which the in\,oice price was discounted below AW’P. If a drug from an invoice was 
not on the priclii, cytile. xc eliminated that drug. 

W’e in\.olved State agent!’ officials in planning the methodology for this revieu. X meeting was 
held in Richmond. L’irgtnia. w.irh HCF.4 officials and Medicaid phamracy representatives from 
the sample States to collaboratr~cl~~ design our approach. .A second meeting was also held in 

Richmond, L’irginia in\.olvtng HCF.4 officials and pharmacy representatives from the sample 
States to present the results oiour rei.iew. and discuss how best to present these results to the 
States. 

\i’e usc~i 0 -1s st:ttistrc;tl soft\\ arc to calculate all estimates as ivet as to generate all random 
numbers. \L’c obtarnc’d the total number of phamlacies in the universe and State reimbursement 
information from the September 1994 issue of Pharmaceutical BeneWs Under State Medical 
Assistance Programs. \Ve did not independently verify any information obtained from third 



party sources. Our review was conducted by the staff of the OAS Field Office in Little Rock, 
Arkansas with assistance from staff in our OAS Field Offices in Baton Rouge, Louisiana, Austin, 
Texas, and Oklahoma City, Oklahoma from September 1994 to September 1995. 

FINDINGS AND RECOMMENDATIONS 

We estimated that pharmacies pay an average of 42.5 percent less than AWP for drugs sold to 
Medicaid beneficiaries. The estimate combined all pharmacy categories except non-traditional 
pharmacies and was based on the comparison of AWP for 9,075 invoice prices received from 
3 14 pharmacies in the 11 State sample. The standard error for this estimate was .90 percent. 

The estimates by individual categories for generic drugs are summarized in the following table: 

Category 

Rural-Chain 

Rural-Independent 

Urban-Chain 

Point Standard Sample; Prices 
Estimate Error : ..cphaha&& yCompared 

47.5 1.63 73 2,963 

47.4 .93 78 1,798 

37.6 2.82 72 2,634 

Urban-Independent 46.7 2.44 91 1,680 

Non-Traditional 57.7 1.98 59 1,262 

I Overall (Ext. Non-Trad.) 1 42.5 1 .90 1 314 1 9.075 

While the cstirnate of the discount below AWP of invoice price for generic drugs is signilicant. 
this dil‘fercnce is mitigated by Federal upper limit amounts for generic drugs. Reimbursement ~OI 
thc3inprcdient cost. or EAC, of generic drugs is limited to the upper limit amounts e.stablished by 
HCl:A. The upper limit amounts are based on 1SO percent of AWP for the lowest priced generic 
qui\.alent. Howe\ver, every generic drug does not have an upper limit established and in those 
casc’s. rcirnbursem~nt oi EAC is the same as reimbursement of EAC for brand name drugs. The 
I;AC Liarbrand name drugs is predominantly based on a discounted AWP. with 10 percent hein? 
~hc mo\;t c’ommon discount. Thcrc\forc’. r~imhurscmcnt of zeneric drugs Lvhich do not t1aL.cupper 
limits i?;$rcat1y in c’scc’ss of the actual cc1sI (>I‘the drum. 

In or~lc’r 10 assess the signilicancc of the dil‘ferc‘nce her\ve:en Lvhat pharmacists pay for generic 
drugs and \vhat Medicaid reimburses +or those drugs. we calculated the difference for the 200 
“encric drugs Lvith the most Medicaid reimbursement in CY 1994 andcSor the 200 with the most.2 
Medicaid reimbursement in CY 1995. For 187 drugs with upper limit amounts. we multiplied 
klc’dicaid utilization hy the difference between the upper limit (what Medicaid pays for EAC) 



and AWP discounted by 42.5 percent (pharmacy cost per our review). For 213 drugs without 
upper limits, we multiplied Medicaid utilization by AWP discounted by the difference between 
42.5 percent and the most commonly used discount of 10 percent. We used the AWP for each 
drug that was in effect January 1, 1994 and January 1, 1995, respectively. We also used the 
upper limit amount that was in effect January 1, 1994 or January 1, 1995. 

The difference between what Medicaid reimburses for ingredient cost and our estimate of what 
pharmacies actually pay was $145.5 million for the 2-year period. The majority, $132.7 million, 
of the difference was attributable to the 213 drugs without upper limits established. 
Reimbursement for 112 of the 187 drugs with upper limits was $37.3 million more than the 
estimated cost and reimbursement for the remaining 75 drugs was $24.5 million less than 
estimated cost. The following table details the results of our calculations: 

1994 Difkrence between 
.. ,_ & Reimbursement and 
z-.:.2994 1995 1995 Acq. Cost * 

Drugs without upper 
limits 

1 116 j 97 / 213 1 $132.656 

Drugs with upper limits 
greater than cost 

1 54 j 58 1 112 / $37,304 

Drugs with upper iimits 
less than cost 

1 30 1 45 / 75 / S(24.495) 

Totals 1 200 1 200 / 300 1 $145,465 

Total 
Reimbursement 

by Medicaid 

$414.408 

$153,725 

$90,977 

$659,110 

* - Amounts in thousands 

CONCLUSIONS AND RECOMMENDATIONS 

Based on our revie\v. we have determined that there is a signilicant difierence between pharmacy 
acquisition ccost and AWP. We have also calculated that changing reimbursement policy 
consistent with the lindings of our report could have rcsul~d in sa\inss of as much as 
$135.5 million in CY 1994 and CY 1995 for the 300 most reimbursed drugs in each year. We 
rccognix that these calculations do not incorporalc all rhe compkxitic’s oi pharmac) 
rct.imburscment and that acquisition cost is just one l’acior in pharniac\z reimbursemenr policv. ii’? 
bclievc’ that any change to that policy should also conr;idcr the other I‘acrors discussed in th; 
Scope \cclion 01‘our report. However, u’e also beli?vc that 111~’results oi this report. are 
signilicant enough to warrant a review of pharmacy r<imburscment polky. 



Therefore, we recommend that HCFA work to ensure that States reimburse the ingredient portion 
of Medicaid drugs in a manner more consistent with the findings of this report. Additionally, we 
recommend that HCFA study any of the other factors which they believe could significantly 
impact pharmacy reimbursement. 

HCFA’S COMMENTS 

The HCFA Administrator responded to our draft report in a memorandum dated July 7, 1997. 
The HCFA concurred with the findings and recommendations of this report. The HCFA hoped 
that this report would provide the necessary impetus for States to restructure their payment 
methodology for outpatient drugs. The, full text of HCFA’s comments is included in 
Appendix 3. 
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October. November or December as invoices Lvere not avaikkle for the month originally 

1 

SAMPLE DESCRIPTION 

Samnle Objectives: 

Develop a nationwide estimate of the extent of the discount below average wholesale 
prices (AWP) of actual invoice prices to Medicaid pharmacies for generic drugs. ’ 

Ponltlcrtiorl: 

The primary sampling population ivas all States providing coverage of prescription drugs 
as an optional service under Section 1905 (a) (12) of the Social Security Act. 
Section 1903 (a) of the Act provides for Federal financial participation (FFP) in State 
expenditures for prescription drugs. 

SamnlirlP Ft-ame: 

The primary sampling frame was a listing of all States participating in the Medicaid 
prescription drug program except for Arizona and Tennessee. Arizona was excluded 
because the Medicaid drug program is a demonstration project using prepaid capitation 
financing and Tennessee \vas excluded because of a waiver received to implement a 
managed care program for lledicaid. 

A multistage sample \vas designed with States as the primary sample units and Medicaid 
pharmacy providers Lvithin those States as the secondary sample units. A simple random 
sample of States \vas selected for the primary sample and a stratified random sample of 
pharmacies was selected for the secondary sample. A sample of 12 pharmacies was 
selected from each of 5 strata. The 5 strata of pharmacies \vere rural-chain. rural-
independent, urban-chain, urban-independent. and non-traditional (nursing home 
pharmacies, hospital pharmacies. home IV. etc.). Each pharmacy Leas assigned a month 
liom 1991 for Lvhich to provide invoices. .A11pharmacies were initially assigned a month 
from Januaq through September in a method designed to provide a cross section of the 9-
month period. Ho\ve\,er. some pharmacies Lvere permitted to submit invoices from 
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assigned. The largest invoice from each of four different sources of supply was 

We obtained AW’P from First DataBank. 

requested. The sources of supply were identified as wholesalers, chain warehouse 
distribution centers, and direct manufacturer purchases. All invoice prices were 
compared to AWP. 

Eleven States were selected for review from our primary sampling frame. Twelve 
pharmacies were selected from each stratum of our secondary sample frame. A 

maximum of 60 pharmacies was selected from each State. Some States did not have 
12 pharmacies in all strata or have every strata. 

OAS statistical sampling software was used to generate the random numbers. 

Characteristics to be Measured: 

From our review of the pharmacy invoices we calculated the percentage of the discount 
below AWP of actual invoice prices for all drugs on the in\.oices submitted. 

Treatment of Minim Sattde Items: 

No spare \vas substituted for a phamlacy that did not respond to our request or did not 
pro\-ide usable infomlation. If a pharmacy stratum had 12 or felver phamlacies, vve 
revie\ved all of the phamlacies in that stratum. If a pharmac>. did not send an in\,oice for 
a particular type of-supplier. w’e assumed that the pharmacy did not purchase drugs from 
that type of supplier during the month assigned to the pharmacy. 

We used OAS statistical software for multistage variable sampling to project the 
percentage difference betlveen actual inv.oice prices and .\WP for each stratum. as well as 
an o\.erall percent difference. 

. 

Other- E\itfericc: u 
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NATIONWIDE SAMPLE RESULTS 

GENERIC NAME DRUGS 
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JUL 7 19% 

DATE: 

TO: 

FROM: 

SLB;ECT: 

June Gibbs Brown June Gibbs Brown 
inspector General inspector General 

Bruce C. Bruce C. 
Administrator Administrator 

Offtce of Inspector General (OIG) Draft Report: “.Medicaid Phatmacy--
Actual Acquisition Cost of Genenc Prescnption Drug Products.” 
(A-06-97-000 11) 

We reviewed the above-referenced report concerning the pharmacy acquisition cost for 
generic drugs reimbursed under the Medicaid prescription drug program. 

Our detailed comments are attached for your consideration. Thank you for the 
opportunity to review and comment on this report. 

.Attachment 

. 
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methodology for outpatient drugs. 

Health Care Financing Administration (HCFAI Comments on 
Office of Inspector General (OIG) Draft Report Entitled: 

“Medicaid Pharmacy--Actual Acquisition Cost of Generic Prescription Drug Products,” 
(A-06-97-000 11) .‘ 

OIG Recommendation 

HCFA should work to ensure that states reimburse the ingredient portion of iM/ledicald 
drugs in a manner more consistent with the fmdings of this report. Additionally, HCF.4 
should study any of the other factors it believes could sigruficancly impact pharmacy 
reimbursement. 

HCFA Response 

We concur. The findings shown in the report confirm the belief shared by many states 
that the pharmacy’s actual generic drug acquisition costs are much less than the prices 
paid by many states to the pharmacies. An increasing number of state outpatient drug 

programs are changing the basis for reimbursing ingredient costs from the average 
wholesale price to the lower of the wholesaler acquisition cost, the usual and customary 
charge, or the estimated acquisition cost, in order to be closer to the actual price paid b>, 
the pharmacy to acquire the drug. This report provides a monetary incentive for states to 
reassess their drug reimbursement methodo!ogy as they look for ways to stretch theu 
operating budgets. 

The report also recommends that HCFA study other factors that affect drug costs such as 
dispensing fees. Regional office personnel who function as drug rebate coordinators 
polled the states in their regions in both 1995 and 1996 to ascertain whether states are 
considering lowering the dispensing fee. Their findings indicate that states are beginrung 

to consider reducing their dispensing fees only when the need for additional savings 
becomes critical. However, based on the number of states that are changing to capitated 
reimbursement arrangements, we believe the lowering of state dispensing fees is 
becoming less important. 

. 

We believe the bdings in this report are significant and warmnt the attention of all state 
Medicaid agencies. We intend to share this report with all-state Medicaid agencies and 
hope this report will provide the necessary impetus for states to restructure their payment 
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report. 

BRAND NAME PRESCRIPTION DRUG SUMMARY 

The State of Utah’s Division of Health Care Financing, which is part of the Department of Health, 
conducted a statewide review of pharmacy acquisition cost for brand name drugs reimbursed 
under the Medicaid prescription drug program. The State of Utah reimburses pharmacies for 
Medicaid prescriptions using a formula which discounts the average wholesale price (AWP). The 
objective of our review was to develop a statewide estimate of the discount below AWP at 
which pharmacies purchase brand name drugs. Estimates for generic drugs were also 
developed and those results are included in a separate report. 

We selected a sample of Medicaid pharmacy providers and obtained invoices of their drug 
purchases. The pharmacies were selected from each of five categories--rural-chain, 
rural-independent, urban-chain, urban-independent, and non-traditional (nursing home 
pharmacies, hospital pharmacies, home IV pharmacies, etc.). We excluded the non-traditional 
category from our overall estimates. We believed such pharmacies purchase drugs at substantially 
greater discounts than retail pharmacies, and including them would have inflated our percentages. 

We obtained 2,588 invoice prices for brand name drugs. The pricing information came from 55 
pharmacies. We compared each invoice drug price to AWP and estimated that the actual 
acquisition cost that pharmacies have to pay to acquire brand name drugs was 18.4% below 
AW-P. 

Utah pharmacies are reimbursed by Medicaid for brand name drugs at 12% below AWP A brand 
name drug avoids the federal upper limits which apply to multi-source drugs when physicians 
specify that the drug is medically necessary. 

We estimate that if the estimated acquisition cost (EAC) reimbursement rate paid by the State 
were changed from 12% below AWP to 18.4% below AW’P that the amount paid by the State 
during FYE 6/30/98 for the ingredient portion of name brand drugs would have dropped from 
$46.2 million to $42.8 million for a difference of $3.4 million. 

The above estimates do not account for quantity and other discounts that pharmacies receive 
from distributors. Also, as well as ingredient cost and ingredient revenues, the pharmacies have 
noningredient costs and noningredient revenues. Noningredient revenues include dispensing fees 
which Medicaid pays, and co-pays which many Medicaid recipients pay. Noningredient costs can 
include but are not limited to containers, labels, staff. and overhead. 

Our study closely followed a Federal study performed by the Office of Inspector General (OIG), a 
copy of which is included in Appendix 4. We are recommending that the State of Utah reimburse 
the ingredient portion of Medicaid drugs in a manner more consistent.wi;h the findings of our 
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INTRODUCTION 

The State of Utah’s Division of Health Care Financing, which is part of the Department of Health, 

upper-limits when physicians specify that they are medically necessav. 

1 

conducted a statewide review of pharmacy acquisition cost for drugs reimbursed under the 
Medicaid prescription drug program. The objective of our review was to develop a statewide 
estimate of the discount below AWP at which pharmacies purchase brand name drugs. Estimates 
for generic drugs were also developed and those results are included in a separate report. We 
plan to evaluate the adequacy of the Federal upper limit amounts of generic drug reimbursements 
in that report 

BACKGROUND 

Prior to 1984, most States used 100% of AWP for reimbursement of acquisition cost (the AWP is 
the price assigned to the drug by its manufacturer and is listed in either the Red Book, Medispan 
or the Blue Book--publications universally used in the pharmaceutical industry). However, the 
OIG issued a report in 1984 which stated that, on average, pharmacies purchased drugs for 15.9% 
below AWP In 1989, the OIG issued a follow-up report which concluded that pharmacies were 
purchasing drugs at discounts of 15.5% below AWP. Both the 1984 and 1989 reports combined 
brand name and generic drugs in calculating the percentage discounts and included a comparison 
of 3,469 and 4,723 purchases, respectively. 

In 1989, HCF.4 issued a revision to the State Medicaid Manual which pointed out that a 
preponderance of evidence demonstrated that AWP overstated prices that pharmacies actually 
paid for drugs by as much as 10 to 20 percent. The Manual issuance further provided that, absent 
valid documentation to the contrary, it would not be acceptable for a State to make 
reimbursements using AWP without a significant discount. 

An article in the June 10. 1996 issue of Barron’s entitled. “Hooked on Drugs, focused additional 
attention on XWP and its relationship to actual acquisition cost, Barron’s compared about 300 
dose forms of the top 20 Medicare drugs and concluded that the true cost was 10 to 20 percent 
below .4W’P for brand name drugs and 60 to 85 percent below XWT for generic drugs. Barron’s 
also reported that industry insiders joke that AWP really means “.Ain’t What’s Paid.” 

Medicaid reimbursement of drugs depends on if the drug has a Federal upper limit. If a drug 

has a federal upper limit then reimbursement is based on the lowest of the pharmacist’s usual and 
customary charge to the general public, the Federal upper limit amount. or the estimated 
acquisition cost (E.4C). If a drug does’not have a Federal upper limit established then the 
reimbursement is the lower of the pharmacist’s usual and customary charge to the general public 
or EAC The Federal upper limit amounts are established bv the Healih Care Financing 
.4dministration (HCFA). The upper limit amounts are based on 150% of the average of the 
lowest three products in the multi-source class. The EAC for Utah is calculated by using AWP 
less a discount percentage of 12% (.4WP x (1 .O - .12) =EAC). Brand name drugs avoid the 



SCOPE 

Our review was limited to ingredient acquisition costs and did not address other areas such as: 
of Medicaid business as a contribution to other store cost(1) the effect sales; (2) the to provide 

professional services other than dispensing a prescription such as therapeutic interventions, 
patient education, and physician consultation; (3) the cost of dispensing which includes costs for 
computers, multipart labels, containers, technical staff, transaction fees, Medicaid specific 
administrative costs, and general overhead; (4) and identifying or reviewing any internal control 
systems. 

Medicaid in the State of Utah pays a dispensing fee per claim paid of $3.90 for pharmacies in 
urban areas and $4.40 for pharmacies in rural areas ($1 .OOis also paid for certain over the counter 
products). A survey done in July 1998 indicated that the Health Maintenance Organizations 
(HMOs) in Utah pay $2.00 to $2.75 as a dispensing fee. 

Effective July 1, 1997, most Medicaid recipients are required to pay a $1 00 co-payment for each 
prescription filled. Recipients exempt from the co-pay requirement include children under age 18. 
pregnant women, residents of a nursing home who are entitled to keep only $45 personal needs 
money, most enrollees in an HMO that includes prescription drug coverage, and recipients whose 
monthly household income is less than the payment amount in the Family Employment Program. 
This co-payment pays the pharmacies in addition to what Medicaid in the State of Utah pays the 
pharmacies. Each recipient has a maximum co-payment of $5.00 per month. 

In addition to comparing an estimate of the difference between the invoice price and AWP. we 
also compared invoice price and AWP to WAC (Wholesale Acquisition Cost). Some states 
reimburse using WAC instead of or in addition to using AWP W.4C is maintained by the same 
company. First DataBank, that maintains AWP. WAC is the price the wholesalers tell First 
DataBank they paid to the manufacturers. .4WP represents the most common wholesale price 
charged to the retailer or hospital. 

We tried to gather data regarding the discounts that pharmacies receive. The federal study did 
not gather this information. It appears that W.4C does not take into effect the quantity discounts 
since our data shows that the invoice price is lower than W,4C (see findings and 
recommendations). The invoices that we gathered do not reflect quantity discounts or free goods. 
The results of our efforts to gather information regarding information on discounts has been 
spotty. One provider indicated that they receive a 3.00/o gross rebate for quantity discounts. 
Another provider showed information that they were getting a quantity rebate of about 0.2O/b. 
Some providers indicated that they were too small to get any quantity discounts. No quantity 
discounts are reflected in our data. It seems that in order to be fair. discounts should be taken 
into consideration, however it is anticipated that there would be sign@& resistance from the 
providers in gathering the information. Another discount is the cash discount which is typically 
2110 net 30. which means that a 2% discount is given if paid in 10 days. 



SAMPLING PROCEDURES 

total population of 394 pharmacies 

To accomplish our objective, we designed a sampling procedure (a detailed description of our 
sample design is included as Appendix 1 to this report). Medicaid pharmacy providers were 
designated as the primary units. We obtained a listing of all Medicaid pharmacy providers as of 
June 6, 1998. We have classified each pharmacy as a chain, independent or nontraditional. For 
purposes of this review, a chain was defined as four or more pharmacies with common ownership. 
We determined whether each pharmacy was rural or urban. Urban was defined as those 
pharmacies in Davis, Salt Lake, Utah, and Weber counties. All other pharmacies were defined as 
Rural. We selected a stratified random sample of 60 pharmacies with 12 pharmacies selected 
from each of five strata urban-chain, rural-chain, urban-independent, rural-independent, and 
non-traditional (nursing home pharmacies, hospital pharmacies, home IV pharmacies, etc.). All 
strata had a universe of at less 12. We included the non-traditional category so as to be able to 
exclude those pharmacies from our estimates. We believed that such pharmacies are able to 
purchase drugs at substantially greater discounts than a retail pharmacy and would inflate our 
estimate. 

We requested, from each pharmacy selected, the largest invoice from each different source of 
supply for a specified month in between June 1997 and May 1998. We identified the sources of 
supply as wholesalers, chain warehouse distributors, generic distributors, and direct 
manufacturers. Three of the nontraditional pharmacies that we selected were home IV’ 
pharmacies that did not have purchases from the sources that we requested. Their purchases were 
small enough that they purchased from nearby retail pharmacies. We did not include these retail 
pharmacy purchases, but counted these home IV pharmacies as pharmacies with no purchases 
from the requested sources. 

We reviewed every line item on the invoices supplied by the sampled pharmacies to ensure that 
invoices contained the information necessary for our review. We eliminated over-the-counter 
items. We used the State of Utah’s MMIS (Medicaid Management Information System) as the 
primary source for verifying National Drug Codes (NDCs) or identify items as over-the-counter, 
brand name or generic. We used the Red Book a nationally recognized reference for drug 
product and pricing information as a comparison to the MMIS system. We also used MMIS for 
the purpose of obtaining -4WP for each drug. Since we used MMIS. we were able to determine 
the AWP for the same date as the invoice. We compared the invoice drug price to AWP for each 
drug and calculated the percentage, if any, by which the invoice price was discounted below 
AWP 

We used statistical software to generate all random numbers. We obtained the total number of 
pharmacies from a June 6, 1998 State of Utah Department of Health pharmacy provider listing. 
There were 460 pharmacies on the list of which we excluded 66 out-of-state pharmacies, leaving a . 



FINDINGS 

We estimated that the invoice price for brand names is 18.4% below AWP excluding the non-

name drugs, are summarized in the following table: 

Category AWP - Invoice 

Rural-Chain 
Rural-Independent 
Urban-Chain 
Urban-Independent 
Non-Traditional 
Total (Excluding Non-Trad.) 
Total (Including Non-Trad.) 

17.4 % 
17.6 % 
19.2 % 
18.1 % 
25.7 % 
18.4 % 
19.4% 

The following table shows the number of pharmacies sampled and the number of prices reviewed 
by individual category for brand name drugs. 

Category Number of Sample Pharmacies Prices From Sample Pharmacies 
Responding 

Rural-Chain 9 719 
Rural-Independent 12 371 
Urban-Chain 10 868 
Urban-Independent . 12 488 
Non-Traditional 12 142c 
Total (Including Non-Trad.) 55 5 2,588 

r 

Five Pharmacies refised to participate in our study. They were three Rite Aid (Payless) 

pharmacies, one Target pharmacy, and one Fred Meyer pharmacy. 

4 

traditional pharmacies. We gathered 2,588 brand name invoice prices received from 55 
pharmacies. The standard error for the 2,588 invoices for this estimate was .07. 

When we say that the invoice price is 18.4% below AWP we mean that AWP has to decrease 
18.4% to equal the invoice price ((AWP-Invoice)/AWP). A second method would be to increase 
the invoice by a different percentage to equal AWP ((AWP-Invoice)/Invoice). The Federal report 
in Appendix 4 used the first method. And, the Estimated Acquisition Cost (EAC) which in 
Utah’s case is 12% below AWP is computed using the first method, (((AWP-EAC)/AWP)=12%) 
And so on this report we will use the formula ((AWP-Invoice)/AWP) rather then the formula 
((AWP-Invoice)/Invoice) so that our percentage will be comparable with EAC and the report in 
Appendix 4. 

The estimates of the differences between AWP and Invoice ((AWP-Invoice)/AWP) for brand 



We calculated a savings amount of as much as $3.4 million for the ingredient portion of name 
brand drugs for FYE 6/30/98. The combined ingredient and dispensing fees paid for 828,975 
name brand prescriptions for FYE 6/30/98 was $49,494,390. Using a weighted average of a $4 
dispensing fee per prescription the dispensing fees are $3,3 15,900 leaving $46.2 million for 
ingredients. Since the reimbursement is 88% of AWP the estimated AWP is $52.5 million. A 
reimbursement of AWP less a discount of 18.4% would have $42.8 million in expenditures. 
Thus, the estimated savings is $46.2 million less $42.8 million or $3.4 million. 

COMPARISON TO WHOLESALE ACQUISITION COST 

When we compared WAC to AWP and to invoice we found that 109 of the 2,588 prices were not 
included in the WAC data (The WAC database does not include as many drugs as does the AWP 
database). Also, the WAC data came from price information as of August 11, 1998 Each price 
came with an effective date, or the date that particular price went into effect. And so we also 
eliminated those prices where the invoice date is before the effective date thus further reducing 
the number, of prices down to 808. The comparisons, for only those prices were the invoice date 
and the AWP date falls within the effective time period for the WAC date, are as follows (Note 
that the AWP-Invoice comparison below is different then the comparison above because the 
analysis below includes fewer prices): 

Category AWP-Invoice AWP-WAC WAC-Invoice 

Rural-Chain 19.3% 
Rural-Independent 17.6% 
Urban-Chain 20.7% 
Urban-Independent 18.9% 
Non-Traditional 33 1% 
Total (Excluding Non-Trad) 19.6% 
Total (Including Non-Trad) 2 1.3% 

18.2% 1.O% 
17.7% 0.0% 

18.5% 2.3% 

18.7% 0.2943 
20.7% 12.5% 
18.4% 1.2% 
18.7% 3.7% 

WAC and AWP are data bases maintained by the same company, First DataBank: Theoretically 
WAC is supposed to take into consideration discounts, However, our study shows that the 
invoice cost is lower then WAC and so WAC is not the invoice cost less a discount. 

CONCLUSIONS AND RECOMMENDATIONS 

Based on our review, we have determined that there is a significant difference between pharmacy 
acquisition cost and AWP. We recognize that these calculations do not incorporate all the 
complexities of pharmacy reimbursement and that acquisition cost is just one factor in pharmacy 
reimbursement policy. We believe that any change to that policy should also consider the other 
factors discussed in the Scope section of our report. However, we also believe that the results of 
this report are significant enough to warrant a review of pharmacy reimbursement policy 
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SAMPLE DESCRIPTION 

Sample Obiectives: 

Develop a statewide estimate of the extent of the discount below average wholesale prices (AWP) 

8 

of actual invoice prices to Medicaid pharmacies for brand name drugs 

Population: 

The primary sampling population was all Pharmacies listed as Medicaid providers with the State 
of Utah Department of Health as of June 6, 1998. 

Sample Design: 

A sample was designed with Medicaid pharmacy providers as the sample units. A stratified 
random sample of pharmacies was selected. A sample of 12 pharmacies was selected from each 
of five strata. The five strata of pharmacies were rural-chain, rural independent, urban-chain. 
urban-independent, and non-traditional (nursing home pharmacies, hospital pharmacies. home 11:. 
etc.). Each pharmacy was assigned a month from June 1997 to ,May 1?98 for which to provide 
invoices. The largest invoice from each of four different sources of supply was requested. The 
sources of supply were identified as wholesalers, chain warehouse distributors, generic 
manufacturers, and direct manufacturers. All invoice prices were compared to AWP 

Sample Size : 

Twelve pharmacies were selected from each stratum of our sample frame Sixty pharmacies were 
selected 

The source of Random Akmbers: 

IvLicrosofi Excel software was used to generate the random numbers 

Characteristrcs to be .Vleasured 

From our review of the pharmacy invoices we calculated the percentage of the discounts below 
.Akt?) of actual invoice prices for all drugs on the invoices submitted 

Treatment of Missing Samvie Items: 

No spare was substitured for a pharmacy that did not respond to our*+e&est or did not provide 
usable information. If a pharmacy did not send an invoice for a,particular type of supplier, we 
assumed that the pharmacy did not purchase drugs from that type of supplier during the month 
assigned to the pharmacy. 



APPENDIX 1 PAGE 2 OF 2 

Estimation Methodoloav 

We used OAS Statistical Software for multistage variable sampling to project the percentage 
difference between actual invoice prices and AWP for each stratum, as well as an overall 
difference. 

Other Evidence. 

We used MMIS to get the AWP. h4MIS obtained AWP Corn First DataBank 
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STATEWIDE SAMPLE RESULTS 
BRAND NAME DRUGS 

Sample Universe 
RLUAL-CH.~ 41 
RLTUIYINDEPENDENT 55 
LaBAY-CH.4Ei 159 
URBAV-MDEPENDENT 89 
NON-TRkDITIONAL 50 
TOTAL WCLLDING VON-TRXD 394 
TOT.% EXCLLDTZG SON-TR%D 344 

Partlcipatmg 

Pharmmes 
Sample Sue 

9 
12 
10 
12 
12 
55 
43 

Point 
Prices Checked Estmate 

719 174 
371 17.6 
868 192 
488 18.1 
142 25.7 
2.588 19 4 
2.446 18.4 

Confidence Confidence 

Standard Louer L’pper Standard 
Error Llrml Lmr Devmtlon 

77 16.26 18 51 2.32 
48 1694 18.33 1.6' 
91 17.69 20.61 2.89 
.34 17.60 18.65 1 19 
5 51 17 46 33 87 16 52 

.lO 18 I4 20.56 74 
.07 1771 19.14 43 

ThePb-maciesnotpartlcipatlngare:TargetStores(1).kte Aide(Payless) Carp (3). and Fred Meyer ( 1) 
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State Of Utah 

Comparison Of State Pharmacy Acquisition Cost Review To Federal Review 

Brand Name Drugs 

Phamacy Type 
Data 

Rural-Chain 

AWP-lnvoice/AW? 

Prices From Sample 

Rural-Independent 
AWP-lnvoice/AWP 

Prices From Sample 

Jrban-Chain 
AWP-InvoicelAWP 

Prices From Sample 

Urban-Independent 
AWP-InvoiceIAWP 

Prices From Sample 

Non-Traditional 

AWP-lnvoice/AWP 

Prices From Sample 

Total Including Non-Trad. 
AWP-InvoiceIAWP 

Prices From Sample 

Total Excluding Non-Trad. 

AWP-InvoicelAWP 

Prices From Sample 

State Review 
6/97-5198 

17.4% 

719 

17.6% 

371 

19.2% 

868 

18 1% 

488 

25.7% 

142 

19.4% 

2,588 

. 

18.4% 

2,446 

Federal Review 
CY 1994 

17.4% 

16.4% 

16.5% 

18.7% 

na 

na 
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SUMMARY 

of the Health Care Financing Administration (HCFA), the Office of Inspector 

more we 

A t the request 
General (OIG) conducted a nationwide review of pharmacy acquisition cost for brand 

name drugs reimbursed under the Medicaid prescription drug program. Since most States 
reimburse pharmacies for Medicaid prescriptions using a formula which discounts the average 
wholesale price (AWP), the objective of our review was to develop an estimate of the discount 
below AWP at which pharmacies purchase brand name drugs. Estimates for generic drugs were 
also developed but must be compared to Federal upper limit prices. Those results will be 
discussed as part of a separate report we are preparing. 

To accomplish our objective, we selected a random sample of 1 1 States from a universe of 18 
States and the District of Columbia. Arizona was excluded from the universe of States because 
the Medicaid drug program is a demonstration project using prepaid capitation tinancing and 
Tennessee was excluded because of a waiver received to implement a statewide managed care 
program for Medicaid. The sample States were California, Delaware, District of Columbia, 
Florida, Maryland, Missouri, Montana, Nebraska, New Jersey, North Carolina, and Virginia. 

For each of these States, we selected a sample of Medicaid pharmacy providers and obtained 
invoices of their drug purchases, The pharmacies were selected from each of five categories-
rural-chain, rural-independent, urban-chain, urban-independent, and non-traditional pharmacies 
(nursing home pharmacies, hospital pharmacies, etc.). We included the non-traditional category 
so as to be able to exclude those pharmacies from our overall estimates. We believed such 
pharmacies purchase drugs at substantially greater discounts than retail pharmacies, and 
including them would have inflated our percentages. 

We compared each invoice drug price to AWP for that drug and calculated the percentage, if 
any, by which the invoice price was discounted below AWP. We then projected those 
differences to the universe of pharmacies in each category for each State and calculated an 
overall estimate for each State. Additionally, we projected the results from each State to 
estimate the nationwide difference between invoice price and AWP for each category. 

We obtained pricing information from 3 15 pharmacies. Specifically, we obtained 18,973 
invoice prices for brand name drugs. We estimated that actual acquisition cost was a national 

average of 18.3 percent below A WP. The estimate combined the results for four categories of 
pharmacies including rural-chain, rural-independent, urban-chain, and urban-independent and 
excluded the results obtained from non-traditional pharmacies. Additionally, we calculated a 

savings of as much as SLL ‘35 million for 100 brand name drugs with the greatest amount of 

Medicaid reimbursements in Calendar Year (CY) 1994. if reimbursementhad been based on the 
findings of this report. . 

We are recommending that HCFA work to ensure that States reimburse the ingredient portion of 
Medicaid drugs in a manner consistent with the findings of this report. Additionally. 



are recommending that HCFA studv any of the other factors (for example dispensmg fees) whichI 
they believe could significantly impact pharmacy reimbursement. We remain available to assist 
HCFA in implementing these recommendations. 

The HCFA Administrator resDonded to our draft renort in a memorandum dated. March 18, 
1997. The HCFA ameed with the findings and recommendations of this report. The full text of 

HCFA’s comments are included in Aopendix 3. 
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INTRODUCTION 

At HCFA’s request, the OIG, Office of Audit Services (OAS), conducted a nationwide review of 

20 percent below AWP for brand name drugs and 60 to 85 percent below AWP for generic 

pharmacy acquisition costs for drugs reimbursed under the Medtcaid prescription drug program. 
The objective of our review was to develop an estimate of the difference between actual 
acquisition costs of drugs by the retail pharmacy and AWP for brand name drugs. 

BACKGROUND 

Medicatd regulations provide for the reimbursement of drugs using two methods. If a drug is a 
multiple source (generic) drug, then reimbursement is based on the lower of the pharmacist’s 
usual and customary charge to the general public ?r an upper limit amount plus a dispensing fee. 
The Federal upper limit amounts are established by HCFA. If a drug is a single source (brand 
name) drug, or a generic drug for which an upper limit ,lnount has not been established. then the 
reimbursement is the lower of the pharmacist’s usual and customary charge to the general publrc 
or the estimated acquisition cost (EAC) plus a reasonable dispensing fee. The State agencies are 
responsible for determining the EAC and the dispensing fee. 

The EAC for most States is calculated by using AWP for a drug less a discount percentage. The 
AWP is the price assigned to the drug by its manufacturer and is listed in either the Red Book. 
Medispan, or the Blue Book--publications universally used in the pharmaceutical industry. 
Prior to 1984, most States used 100 percent of AWP for reimbursement of acquisition costs. 
However, OIG issued a report in 1984 which stated that, on average, pharmacies purchased 
drugs for 15.9 percent below AWP. In 1989. OIG issued a follow-up report which concluded 

that pharmacies were purchasing drugs at discounts of 15.5 percent below AWP. Both the 1984 
and 1989 reports combined brand name and generic drugs in calculating the percentage 
discounts and included a comparison of 3,469 and 4.723 purchases, respectively. 

In 1989, HCFA issued a revision to the State Uedicaid ftlanual which pointed out that a 
preponderance of evidence demonstrated that AWP overstated prices that pharmacies actually 
paid for drugs by as much as 10 to 20 percent. The Manual issuance further provided that, 

absent valid documentation to the contrq, it would not be acceptable for a State to make 
reimbursements using AWP uithout a significant discount. 

In November 1990, the Omnibus Budget Reconciliation Act of 1990 was passed which placed a 
d-year moratorium on changes to States’ reimbursement policies. The moratorium expired on 
December 3 1. 1994 and HCFA requested that we, once again, determine the difference between 
AWP and actual pharmacy acquisition cost.’ 

.4n article in the June 10, 1996 issue of Barron’s entitled, “Hooked on Drugs. ” focused 
additional attention on XWP and its relationship to actual acquisition cost. Barron’s compared 
about 300 dose forms of the top 20 Medicare drugs and concluded that the true cost was IO to 



drugs. Barron’s also reported that Industry insiders joke that AWP really means “Am’t What’s 
Paid” indicating that AWP is not a valid reflectron on the costs pard by pharmacies for drugs. 

SCOPE 

Our review was performed in accordance with generally accepted government auditing 
standards. The objective of our review was to develop an estimate of the difference between the 
actual invoice prices of brand name prescription drugs to Medicaid pharmacy providers and 
AWP. Our objective did not require that we identify or review any internal control systems. We 
did not include generic drugs in this review as reimbursement for generic drugs is limited by the 
Federal upper limit amounts. We plan to evaluate the adequacy of the Federal upper limit 
amounts in generic drug reimbursements in a subsequent review. 

Our review was limited to ingredient acquisition costs and did not address other areas such as: 
( 1) the effect of Medicaid business as a contribution to other store sales; (2) the cost to provide 
professional services other than dispensing a prescription such as therapeutic interventions, 
patient education, and physician consultation; and (3 ) the cost of dispensing which includes costs 
for computers, multi-part labels. containers, techmcal staff, transaction fees. Medicaid specific 
administrative costs, and general overhead. 

To accomplish our objective, we designed a multistage sampling procedure (a detailed 
description of our sample design is included as Appendix 1 to this report). State Medicaid 
agencies were designated as the primary units and Medicaid pharmacy providers as the 
secondary units. We selected a random sample of 11 States from a universe of 49 States 
including the District of Columbia. Arizona was excluded from the universe of States because 
the Medicaid drug program is a demonstration project using prepaid capitation financing and 
Tennessee was excluded because of a waiver received to implement a managed care program for 
Medicaid. The States selected were California. Delaware, District of Columbia, Florida. 
M~land, !vfissouri, Montana, Nebraska, New Jersey, North Carolina, and Virginia. 

We obtained a listing of all kledicaid pharmacy providers from each sample State. The State 
agencies were responsible for classifying each pharmacy as a chain, independent or non-
traditional. For purposes of this review, a chain was detined as four or more pharmacies with 
common ownership. We determined whether each pharmacy was rural or urban by comparing 
the county location for each pharmacy to a December 3 1, 1992 listing of the metropolitan areas 
and their components. We selected a stratified random sample of 60 pharmacies from each State 
with I7 pharmacies selected from each of 5 strata--urban-chain, rural-chain, urban-independent, 
rural-independent, and non-traditional (nursing home pharmacies, hospital pharmacies, home IV, 
etc.) If a stratum had a universe of less than 12, we selected 100 percent of the pharmacies in 

that stratum. We included the non-traditional category so as to be able to exclude those 
pharmacies From our estimates. We believed that such pharmacies are able to purchase drugs at 

substantiallv ereater discounts than a retail pharmacy. and uould inflate our estimate. _ -



We requested, from each pharmacy selected, the largest invoice from each different source of 
supply for a specified month in CY 1994. N/e identified the sources of supply as wholesalers, 
chain warehouse distribution centers, and direct manufacturer purchases. Each pharmacy was 
initially assigned a month from January through September in order to provide a cross-section of 
this 9-month time period. However, we permitted some pharmacies to provide invoices from 
October, November, or December as invoices were not available from the earlier period. 

We reviewed every line item on the invoices supplied by the sample pharmacies to ensure that 
invoices contained the information necessary for our review. We eliminated over-the-counter 
items. Some invoices did not include National Drug Codes (NDC), which was needed to obtain 
AWP for the drug. We attempted to obtain NDCs in those instances. We used the 1994 Red 
Book, a nationally recognized reference for drug product and pricing information, to obtain 
NDCs or identify over-the-counter Items. One prominent wholesaler, whose invoices contained 
that wholesaler’s item numbers rather than NDCs, provided us with a lisr,ng that converted their 
item numbers to NDCs. If we were unable to identify the NDC for a drug, we eliminated the 
drug. 

We obtained a listing from HCFA that indicated whether a drug is a brand name or generic drug. 
We used that listing to tdenti& the brand name drugs on the mvoices. If a drug was not on the 
HCFA listing, we used the Red Book to determine whether the drug was a brand name drug. 
We also obtained from HCFA a listing of the top 100 brand name drugs in terms of the amount 
reimbursed by Medicaid for CY 1994. The listing also included the total units reimbursed for 
those drugs. 

The State of Missouri provided us with a pricing file for the purpose of obtaining AWP for each 
drug. We compared the invoice drug price to AWP for each drug and calculated the percentage, 
if any, by which the invoice price was discounted below AWP. If a drug from an invoice was 

not on the pricing tile we eliminated that drug. 

We involved State agency officials in planning the methodolou for this review. A meeting was 
held in Richmond. Virginia , with HCFA officials and Medicaid pharmacy representatives from 
the sample States to collaboratttel~ design our approach. A second meeting was also held in 
Richmond, Virpima, involving HCFA offtcials and pharmacy representatives from the sample 
States to present the results of our review and discuss how best to present these results to the 
States. 

We used OAS statisttcal software to calculate all estimates as well as to generate all random 
numbers. We obtained the total number of pharmacies in the universe and State reimbursement 
information from the September 1994 issue of Pharmaceutical Benefits Under State Medical 
Assistance Programs. We did not independently verify any infotmatidtt obtained from third 
pm sources. Our review was conducted by our Little Rock, Arkansas OAS Field Office with 
assistance from our 0.G Field Offices in Baton Rouge. Louisiana. Austin, Texas. and 
Oklahoma Cib, Oklahoma from September 1994 to September 1995. 



FINDINGS AND RECOMMENDATIONS 

The following chart shows the number of pharmacies sampled and the number of prices 

We estimated that the invoice price for brand name drugs was a national average of 18.3 percent 
below AWP. The estimate combined all pharmacy categories except non-traditional pharmacies 
and was based on the comparison to AWP of 18,973 invoice prices received from 3 15 
pharmacies in the 11 State sample. The standard error for this estimate was .66 percent. 

The estimates that invoice prices for brand name drugs were discounted below AWP are 
summarized in the following chart: 

Estimated Dtfference 



The estimate of the discount below AWP for brand name drugs is significantly greater than the 
discount allowed under current reimbursement in most States. While or 

z 
c 

policies ingredient cost, 
EAC, is not based on AWP in every State or in every situation, EAC is predominantly based on 
a discounted AWP. The most common amount that AWP is discounted for reimbursement of 
EAC is IO percent. Therefore, any change in reimbursement policies consistent with the 
findings in this report could produce significant savings. 

We calculated a savings amount of as much as $225 million for 100 drugs with the greatest 
amount of Medicaid reimbursements for CY 1994. The savings amount was determined by 
multiplying the nationwide utilization for each drug by 8 percent of AWP, with the 8 percent 
representing the difference between the findings of this report, AWP minus 18 percent, and the 
predominant EAC, AWP minus 10 percent. We used the AWP for each drug that was in effect 

January 1, 1994. Using a reduction in AWP of 5 percent rather than 8 percent would result in a 
savings of as much as S 13 1 million. The total amount Medicaid reimburse& for the 100 drugs in 
this calculation was S2.8 billion in CY 1994. 

CONCLUSIONS AND RECOMMENDATIONS 

Based on our revrew, we have determined that there is a significant difference between 
pharmacy acquisition cost and AWP. We have also calculated that changing reimbursement 
policy consistent with the findings of our report could have resulted in savings of as much as 
5225 million for the 100 most reimbursed drugs in CY 1994. We recognize that these 
calculations do not incorporate all the complexities of pharmacy reimbursement and that 
acquisition cost is just one factor in pharmacy reimbursement policy. We believe that any 
change to that policy should also consider the other factors discussed in the Scope section of our 
report. However, we also believe that the results of this report are significant enough to WUT~II~ 

a review of pharmacy reimbursement policy. Therefore. we recommend that HCFA work to 
ensure that States reimburse the ingedient portion of Medicaid drugs in a manner more 
consistent with the findings of this report. Additionally, we recommend that HCFA study any of 
the other factors which they believe could significantly impact pharmacy reimbursement. 

HCFA’S COMMENTS 

The HCFA Administrator responded to our draft report in a memorandum dated. March 18. 
1997. The HCFA ameed with the findings and recommendations of this report. The full text of 
HCFA’s comments are indluded in Appendix 3. 
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SAMPLE DESCRIPTION 

Sample Obiectives: 

Develop a nationwide estimate of the extent of the discount below AWP of actual invoice 
prices to Medicaid pharmacies for brand name drugs . 

Ponulation: 

The primaly sampling population was all States providing coverage of prescription drugs 
as an optional service under section 1905 (a) ( 12) of the Social Security Act. Section 
1903 (a) of the Act provides for Federal financial participation (FFP) in State 
expenditures for prescription drugs. 

Samnling Frame: 

The primary sampling frame was a listing of all States participating in the Medicaid 
prescription drug program except for Arizona and Tennessee. Arizona was excluded 
because the Medicaid drug program is a demonstration project using prepaid capitation 
financing and Tennessee was excluded because of a waiver received to implement a 
managed care program for Medicaid. 

Samde Design: 

A multistage sample was designed with States as the primary sample units and Medicaid 
pharmacy providers within those States as the secondary sample units. A simple random 
sample of States was selected for the primary sample and a stratified random sample of 
pharmacies was selected for the secondary sample. A sample of 13 pharmacies was 
selected from each of 5 strata. The 5 strata of pharmacies were rural-chain, rural-
independent, urban-chain, urban-independent, and non-traditional (nursing home 
pharmacies, hospital pharmacies, home IV, etc.) Each pharmacy was assigned a month 
from 1993 for which to provide invoices. All pharmacies were initially assigned a month 
from January through September in a method designed to provide a cross-section of the 
9-month period. However, some pharmacies were permitted to submit invoices from 
October, November, or December as invoices were not available for the month originally 
assigned. The largest invoice from each of four different sources of supply was 
requested. The sources of supply were identified as wholesalers, chain warehouse 
distribution centers, and direct manufacturer purchases. All invoice prices were 
compared to AWP. 
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Sample Size: 

Eleven States were selected for review from our primary sampling frame. Twelve 
pharmacies were selected from each stratum of our secondary sample frame. Therefore, 
a maximum of sixty pharmacies was selected from each State. Some States did not have 
twelve pharmacies in all strata or have every strata. 

Source of Random Numbers: 

OAS statistical sampling software was used to generate the random numbers. 

Characteristics to be ‘Measured: 

From our review of the pharmacy invoices we calculated the percentage of the discount 
below AWP of actual invoice prices for all drugs on the invoices submitted. 

Treatment of MissinP Sample Items: 

No spare was substituted for a pharmacy that did not respond to our request or did not 
provide usable information. If a pharmacy stratum had 12 or fewer pharmacies, we 
reviewed all of the pharmacies in that stratum. If a pharmacy did not send an invoice for 

a particular ‘?;pe of supplier, we assumed that the pharmacy did not purchase drugs from 
that type of supplier during the month assigned to the pharmacy. 

Estimation MethodoloK 

We used OAS Statistical Software for multistage variable sampling to project the 
percentage difference between actual invoice prices and AWP for each stratum. as well 
as an overall percent difference. 

Other Evidence: 

We obtained AWP from First DataBank. z 

. 
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NATIONWIDE SAMPLE RESULTS 
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Health Care Flnanclng Admlnlstratlo, 

FROM: 

SUBJECT: 

TO: 

The Admfnrstrator 

WashIngton. D C 20201 

MAR 1 8 1997 

Bruce C. Vlade 
Administrator 

OffIce of inspector General (OIG) Draft Report: “Medicaid Pharmacy-
Actual Acquisition Cost of Prescription Drug Products” (A-06-96-00030) 

June Gibbs Brown 
Inspector General 

We reviewed the above-referenced report concerning pharmacy acquisition costs for 
drugs reimbursed under the Medicaid prescription drug program. The report develops an 
estimate of the discount below Average Wholesale Price at which pharmacies purchase 
brand name drugs and the potential savings that could be realized if Medicaid reimbursed 
based on the actual acquisition cost. 

Our detailed comments are attached for your consideration. We would like to extend our 
appreciation for, and acknowledgment of. OIG’s extensive efforts in performing this 
review. It is particularly gratifying inasmuch as OIG invited Health Care Financing 
Administration staff to participate in their discussions with state pharmaceutical 
representatives in the preliminary design. review, and evaluation of this report. 

Attachment 


