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A WAR ON LOW PRESCRIPTION PRICES:
REGULATING PBMS AND THE EFFECT ON DRUG PRICES

Abstract: Entities that negotiate for lower prices for their customers are not friends
of sellers. Nowhere is this more transparent than in the pharmaceutical industry,
where Pharmacy Benefit Managers (“PBMs”)—who are hired by insurance
companies and other sponsors to reduce drug costs —negotiate price concessions
from pharmaceutical manufacturers. This POLICY BULLETIN demonstrates that
PBMs effectively reduce prescription drug costs for consumers by negotiating with
pharmaceutical manufacturers from positions of greater leverage than individual
insurers or plan sponsors could achieve. The paper presents both theoretical
economic models and empirical evidence showing that PBMs secure substantial
price concessions from drug manufacturers, particularly for medications with
limited therapeutic competition. Proposed regulations aimed at restricting PBM
practices will undermine PBMs’ effectiveness at cost containment, resulting in
higher prescription drug prices for consumers, increased profits for
pharmaceutical manufacturers, and reduced market efficiency.

I. Introduction

Using the coercive power of government to increase profits is an American tradition that
traces back to the nation’s earliest days. From colonial-era mercantilism to modern corporate
subsidies and regulatory capture, businesses have consistently sought government intervention
to secure competitive advantages, create barriers to entry, or extract rents from consumers and
taxpayers. This symbiotic relationship between political power and private enterprise has
manifested in various forms throughout American history: railroad land grants, patent
monopolies, tax incentives, bailouts, and industry-specific regulations crafted by the very
companies they purport to control. While often justified in the name of economic development,
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national security, or consumer protection, these arrangements frequently benefit politically
connected insiders at the expense of market competition, innovation, and broader public welfare.
The result is a system where economic success can depend as much on political influence as on
delivering superior products or services to consumers.

In healthcare, this dynamic is particularly pronounced, where an intricate web of regulations
ostensibly designed to protect patients often serves to entrench established players and inflate
costs. Certificate-of-Need laws restrict new medical facilities and services, effectively giving
existing hospitals and providers veto power over potential competitors. Licensing requirements,
while ensuring baseline quality, frequently exceed what is necessary for patient safety and
primarily function as barriers to entry. Meanwhile, pharmaceutical companies secure lengthy
patent protections and restrictions on drug importation that shield them from competition, while
insurance mandates and complex billing codes create bureaucratic moats around incumbents.
The structure of Medicare and Medicaid reimbursements, largely influenced by industry
lobbying, frequently prioritizes procedural volume over outcomes. Medical device
manufacturers, hospital chains, and specialty practice groups all similarly leverage regulatory
complexity to maintain pricing power. Adding third-party payers completes the recipe for a
dysfunctional healthcare market. This government-sanctioned cartelization of healthcare has
resulted in Americans paying dramatically more for healthcare than peer nations while receiving
comparable or worse outcomes.

Today, we are witnessing a strategic alliance between pharmaceutical manufacturers and
independent pharmacies —groups that typically have different interests —against Pharmacy
Benefit Managers (“PBMs”). PBMs are organizations voluntarily employed by plan sponsors —
insurance companies, employers including federal, state, and local governments, and Medicare
and Medicaid —to reduce the cost of pharmaceuticals to keep healthcare expenses, and thus
premiums, down.! Pharmaceutical companies are motivated to weaken PBM influence because
they reduce pharmaceutical company pricing power and profit margins. Meanwhile,
independent pharmacies have their own grievances with PBMs, in part because they set limits on
prices and because they increase competition in drug sales through mail-order services.2 While

1 A.Brill, Understanding the Role of PBMs in the US Drug Pricing Debate, Matrix Global Advisors (September 2023)
(available at: https:/ / getmga.com/wp-content/uploads/2023/09/Role_of PBMs.pdf).

2 FEDERAL EMPLOYEES' HEALTH BENEFITS: Effects of Using Pharmacy Benefit Managers on Health Plans, Enrollees, and
Pharmacies, GOVERNMENT ACCOUNTABILITY OFFICE, GAO -03-196 (January 2003) at p. 4 (“The average mail-order price
was about 27 percent and 53 percent below the average cash price customers would pay at a retail pharmacy for the
selected brand name and generic drugs, respectively.”) Independent pharmacies have claimed that PBMs pay them
lower reimbursement rates than chain pharmacies, but this assertion is soundly rejected by an analysis of a large sample
in D.W. Carlton, M. Coleman, N. Ilias, T. Sullivan, and N. Wilson, PBMs and Prescription Drug Distribution: An Economic
Consideration of Criticisms Levied Against Pharmacy Benefit Managers, Compass Lexecon (funded by Caremark, Express
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independent pharmacies claim PBMs pay them lower reimbursements rates then they pay chain
pharmacies, this claim is belied by the evidence.3 This coalition of independent pharmacies and
pharmaceutical companies has proven effective in advancing legislation at state and federal levels
aimed at restricting various PBM practices.+ Their narrative often emphasizes protecting small
businesses and lowering patient costs —which resonates politically — while potentially obscuring
how limiting PBM negotiating power will increase overall prescription costs. The political war
on PBMs is a classic example of how regulatory battles often involve complex, multi-sided
conflicts where each stakeholder can claim to be advocating for patients while simultaneously
protecting their economic interests within the highly regulated healthcare marketplace.

Success for pharmaceutical companies and independent pharmacies in this policy conflict
depends, in part, on the mystery of the role of PBMs in containing drug costs, though perhaps
more so on the powerful pharmaceutical and pharmacy lobbies that exercise considerable
influence over the political system by crafting narratives based largely on anecdotes and emotion
than on empirical evidence. In this POLICY BULLETIN, we describe the PBM industry and explain
its role in reducing drug costs for Americans. We also demonstrate the advantage of PBMs over
direct negotiations by the plan sponsors (who employ PBMs) with pharmaceutical
manufacturers.

The theoretical analysis demonstrates how PBMs effectively reduce prescription drug prices
through strategic negotiation. When pharmaceutical manufacturers with market power can
freely set prices without negotiation, they maximize profits by charging significantly above
marginal cost. However, when PBMs negotiate on behalf of insurance companies, employers,
and other entities and their beneficiaries, PBMs are able to secure substantial price reductions.
This negotiating leverage comes from a PBM’s ability to represent large groups of patients and
their contractual positioning, which allows them to credibly walk away from negotiations when
necessary. The resulting lower prices significantly increase consumer surplus while reducing
pharmaceutical profits, explaining why drug manufacturers have strong incentives to oppose
PBMs and to seek their regulation in ways that reduce their effectiveness. Importantly, the model
also explains why entities hire PBMs rather than negotiating directly: PBMs can achieve better
prices than insurers negotiating alone due to their representation of multiple health plans and
specialized contractual arrangements that strengthen their bargaining position.  This

Scripts, and Optum Rx) (October 2024) at p. 100 (“We find that, relative to independent pharmacies, reimbursement
rates paid to chain pharmacies are lower on average by about 3.5% for branded drugs and by about 19.3% for generic
drugs.”).

3 Carlton, et al. (2024), supra n. 2 at pp. 98-101 (“reimbursement rates paid to independent pharmacies are

generally higher than reimbursement rates paid to non-affiliated chain pharmacies.”).

4 See, e.g., C.J. Borrelli, State Requlation of Pharmacy Benefit Managers is on the Rise, Insurance Law Alert, Bressler,
Amery & Ross (May 26, 2022); Pharmacy Benefit Manager Transparency Act of 2023 (S5.127), Congress.gov (introduced
2023); Support for Reforming Pharmacy Benefit Managers, National Association of Attorneys General (February 20, 2024).
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arrangement ultimately benefits society: the gains to patients exceed the lost profits of drug
manufacturers. Our depiction of the role of PBMs is entirely consistent with the empirical
evidence that shows PBMs substantially reduce drug costs.

On the other hand, advocates for regulating PBMs claim that PBMs “have unduly raised drug
prices for consumers” —a claim entirely incompatible with the incentives of those who hire PBMs
to reduce drug costs. If PBMs raised prices for insurers and other plan sponsors that employ
them, then no entity would seek PBM services as high drug costs reduce their bottom line. It is
absurd to argue otherwise. PBMs negotiate with powerful drug companies that have substantial
market power, so there are certain to be outlier anecdotes of seemingly peculiar outcomes, but
these arise in a complex system where PBMs are governed by the desires of plan sponsors and
face challenges in restraining the substantial market power of pharmaceutical manufacturers.
Formularies, for instance, which might limit patients access to certain medications or include
higher-priced medications, are based on contractual arrangements with plan sponsors and reflect
complex negotiations required to obtain price concessions from pharmaceutical manufacturers.s
In an ideal world, perhaps formularies would not exist, but the grant of substantial market power
of pharmaceuticals companies through patents is far from an ideal situation, thus requiring
negotiating strategies.c Regulation curtailing the ability and incentive for PBMs to reduce drug
costs will necessarily raise drug prices, which harms patients while increasing the profits of
pharmaceutical companies and encouraging the inefficient distribution of pharmaceuticals
(protecting competitors and not competition).”

5 L. Froeb and M. Shor, Formularies, Rebates, and the Economics of PBM Bargaining: The Often-Misunderstood Role
of PBMs In Pharmaceutical Pricing, Vanderbilt Owen Graduate School of Management Research Paper (May 2023) (“in
order to achieve the benefits of price competition, some tradeoff between the breadth of coverage and price is
inevitable.”).

6 See, e.g., K. Ho and R.S. Lee, Contracting Over Pharmaceutical Formularies and Rebates, National Bureau of
Economic Research, Working Paper 32790 (2024) (“allowing a PBM to place branded drugs on preferred and non-
preferred tiers can substantially increase negotiated rebate payments.”).

7 See, e.g., C.B. Mulligan, Ending Pay for PBM Performance: Consequences for Prescription Drug Prices, Utilization,
and Government Spending, National Bureau of Economic Research, Working Paper 31667 (September 2023); F.D. Ledley,
S.S. McCoy, G. Vaughan, and E.G. Cleary, Profitability of Large Pharmaceutical Companies Compared with Other Large Public
Companies, 323 JAMA 834-843 (2020) (“the median annual profit margins of pharmaceutical companies were
significantly greater than those of S&P 500 companies (gross profit margin: 76.5% vs 37.4%; difference, 39.1% (at p.
834).”); M.K. Ohlhausen and J.M. Talay, Are Competition Officials Abandoning Competition Principles, 13 JOURNAL OF
EUROPEAN COMPETITION LAW & PRACTICE 463-472 (2022). See also Froeb and Shor, supra n. 5; Carlton, et al., supran. 2.
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II. Background

Pharmacy Benefit Managers are organizations employed by insurance companies, employers,
retailers, and Medicare and Medicaid to perform various functions in support of the provision of
health services to employees and other contract holders. Activities undertaken by PBMs include
the establishment of formularies, price negotiations with pharmaceutical manufacturers, the
operation of mail-order pharmacies, the establishment of pharmacy networks, and so on. The
consequences of PBMs for drug prices, perhaps the most visible and volatile aspect of their benefit
management activities, have been the subject of much increased public interest in recent years as
the roles of PBMs have expanded.s In response to an extensive public relations campaign funded
by pharmaceutical manufacturers, several studies have examined the economics and price effects
of PBMs, including Carlton, et al. (2024), Froeb and Shor (2023), Government Accountability
Office (“GAQO”) (2003, 2019), among others. Results indicate that PBMs reduce the costs of drugs
to patients and insurers, and slow price increases, primarily in the cases of important drugs that
have limited but non-zero competition from therapeutic substitutes. Such cost reductions
necessarily impact drug companies, explaining their antagonism to PBMs.

The cost- reducing effects of PBMs, while important to the public debate over how to regulate
them, is in another sense completely unsurprising when the basic economic incentives of these
markets are acknowledged. In particular, no one is required to hire a PBM, some do not use PBMs
(i.e., they perform the entailed services internally), and insurers switch PBMs when they are
dissatisfied with their performance.’® Some retailers create their own PBM (e.g., Costco) and there
are PBM cooperatives, non-profits, and even pharmacy-focused variants. Companies and plan
sponsors have choices. Caterpillar, a leading manufacturer of heavy equipment, decided in 2010
to manage its own pharmacy benefits program.1t Despite claims of savings, Caterpillar eventually
returned to the use of external PBM services.i2 Since insurers and employers are strongly

8  T.J. Mattingly 1I, D.A. Hyman, and G. Bai, Pharmacy Benefit Managers: History, Business Practices, Economics,
and Policy, 4 JAMA HEALTH FORUM 233804 (2023).

9 Carlton, supra n. 2; L. Froeb and M. Shor, supra n. 5; GAO (2003), supra n. 2; MEDICARE PART D: Use of
Pharmacy Benefit Managers and Efforts to Manage Drug Expenditures and Utilization, GOVERNMENT ACCOUNTABILITY OFFICE,
GAO-19-498 (July 2019).

10 Several examples of companies deploying innovative healthcare systems, including switching PBMs, are
provided at: https:/ /healthplanhero.net.

1 See, e.g., T.N. Bisping, Caterpillar Breaks New Ground Managing the Prescription Drug Supply Chain, 2 AMERICAN
JOURNAL OF PHARMACY BENEFITS (2010).

12 Employee Health, Life and Disability Benefit Program, Caterpillar Inc. (2022) at p. 68 (“You may obtain a copy of
the Formulary at benefits.catcom or by contacting Magellan Health Services”) (available at:
https:/ /cache.hacontent.com/ybr/R516/02358 ybr_ybrfndt/downloads/SPDHM1VR.pdf).

(Footnote Continued....)
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motivated to reduce health care costs, they would not hire a PBM unless doing so improved their
bottom lines. When any rational party enters a transaction, they necessarily believe that doing so
is beneficial. The fact that the insurer/employer hires the PBM is very strong evidence that, in the
end, they benefit from doing so.

The employment of a PBM by an insurance company is a real-world example of a
circumstance of wide interest in economics, the problem of Principal and Agent.3 In problems of
this kind, one party —termed the principal —employs another —termed the agent—to undertake
some actions which affect the welfare of the principal. For example, a manufacturer hires a
salesperson to sell the manufacturer’s goods, or a litigant retains an attorney to pursue a lawsuit.
The principal contemplates hiring the agent because it can be beneficial for her. The main
economic interest in this potential transaction arises from the design of the contract between
principal and agent. In most cases, the designs of these contracts are intended to provide proper
motivation for the agent to act on the principal’s behalf utilizing whatever special knowledge the
agent might have or gain in a way the benefits the principal. The agent, of course, acts in his own
interests, and serves the principal to the extent he is motivated to do so by the contractual terms.

As described above, actions performed by the PBM (agent) on behalf of the insurer (principal)
can include the specification of formularies, the negotiation of prices/terms of sale for drugs with
manufacturers, the establishment of pharmacy networks to serve plan participants, and the
operation of mail-order pharmacies which often specialize in certain limited classes of high-cost
drugs, among other activities (see Mattingly et al. (2023) for an extensive description). Thus, the
contractual relationship between the principal and agent in this case is quite complex. When one
considers the related issues of the determination of plan participant cost sharing, discounts and
rebates on drug prices, administrative fees and fixed payments for the PBM, and on, it is clear
that the principal, the insurer in this case, has numerous tools with which she can motivate the
agent (PBM). We will utilize this insight in the analysis to come.

The principal (insurer) acting on behalf of the plan sponsor/employer, is interested in the
well-being of plan participants insofar as this well-being is positively related to the
income/premiums the insurer can obtain. The agent (PBM) is motivated primarily or solely by
the contract he signs with the principal. 4 For example, principals can, and often do, specify that
PBMs not accept or receive any income from drug companies or impose other constraints on PBM
conduct. Thus, the PBM can be thought to be motivated by precisely those things the principal
allows via the contract and what monopoly pharmaceutical manufacturers demand.

13 See, e.g., B. Holmstrom, Moral Hazard and Observability, 10 BELL JOURNAL OF ECONOMICS 74-91 (1979); J. Laffont
and D. Martimort, THE THEORY OF INCENTIVES: THE PRINCIPAL-AGENT MODEL (2002).

14 Mattingly II, et al., supra n. 8 at 3 (“The PBM typically maintains multiple formularies, each tailored to the
preferences of a plan sponsor.”).
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III. Economic Analysis of the Role of PBMs

Basic economic reasoning shows not just that PBMs must generally benefit insurers who hire
them, but also illuminates how these benefits can be obtained. To illustrate this idea, we will
consider a simple analysis in which an insurer contracts with a PBM to bargain over prices for a
drug for which there is a single good but imperfect therapeutic substitute. This analysis will
illustrate: (1) How PBMs can obtain lower drug prices; (2) How these lower prices will improve
the welfare of patients and society; (3) Why drug manufacturers will be hostile to PBMs in some
cases; and (4) Why insurers hire PBMs. To do this, we first briefly review the most common
economic model of cooperative bargaining, that of John Nash (1950).15

To illustrate Nash'’s basic idea, imagine two rational people bargaining over sharing a dollar.
To motivate them, assume they must agree on how to divide the dollar (who gets what share) or
else they each get nothing. The “nothings” in this description are termed the “disagreement
points” or “threat points” by economists. Disagreement points are the values the parties receive
if the negotiation breaks down. As described, intuition suggests that perhaps they would agree
to share the dollar equally, each receiving 50 cents. John Nash arrived at this division of the
gains, but by an alternative logic of the sort that gets a Nobel Prize.

Nash postulated a set of basic axioms that should characterize any reasonable bargaining
outcome. For example, Nash assumed that our bargainers would only agree to payouts x and y
if x + y = $1: in other words, they would not leave any money on the table. (This assumption is
termed Pareto Optimality). Nash also assumed that, if the circumstances were perfectly
symmetric, so would be the bargain struck (symmetry). Somewhat more technically, Nash
assumed that the bargain would not change if the bargainers’ preferences were represented in
other equivalent ways, and that third alternatives should not change the preference ranking
between any two outcomes (termed “invariance” and “Independence of Irrelevant Alternatives”
respectively).

Nash (1950) then showed that, given these four basic assumptions, there is a unique outcome
to the bargaining problem, which is termed the Nash bargain in his honor. In the case of our two
people bargaining over how to share a dollar (say, John and Mary), this Nash solution is indeed
equal shares of 50 cents apiece. However, how does the Nash bargain change if we change the
rules so that, in the event of no agreement, John receives 50 cents and Mary still gets nothing?
Intuition here suggests that the rules change has strengthened John’s bargaining position, and
the calculation of the Nash outcome confirms this: in this altered case Nash’s axioms imply that
John gets 75 cents and Mary gets 25 cents. In other words, by altering John’s disagreement point,

15 ]J. Nash, Non-Cooperative Games, 54 THE ANNALS OF MATHEMATICS 286-295 (1951); A. Dixit and S. Skeath, GAMES
OF STRATEGY (2004).
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John can increase his benefit from the resulting bargain. Similar results can be obtained by
altering Mary’s disagreement point.

The mechanism described above, in which an improvement in a threat point will create a
benefit, is one of the ways that PBMs benefit insurance plans and their subscribers. It is worth
examining how this mechanism works in a simple example. We emphasize, however, that this is
just an example, and the mechanism is much more general. In addition, bargaining with
pharmaceutical companies is just one activity the PBM undertakes for the insurer, although the
emphasis given to drug prices in the current debate over PBM regulation motivates us to select
this issue for more detailed analysis. Thus, we will focus primarily on drug price negotiation.

First, it is useful to note that drugs broadly come in three classes, economically speaking.
First, there are drugs protected by patent which have no close therapeutic substitutes. These can
be first-generation “breakthrough” drugs offering patients improved outcomes previously
unavailable. Second, there are drugs which are patent protected which, however, have some
competition from other drugs (either generic equivalents or near equivalents) offering similar
benefits to some users. Due to differences in patient responses to different molecules, these drugs,
while “competitors,” may or may not be equivalent in efficacy for all patients. Economists term
goods of this sort “imperfect substitutes.” In some cases, pharmaceutical manufacturers, seeking
to maintain share and profits, make trivial modifications to drugs, or employ different delivery
mechanisms, for otherwise equivalent therapeutics. Finally, there are goods for which there are
perfect substitutes, such as off-patent generics with multiple suppliers. These drugs have been
reduced to “commodities” in economic terms: competition is fierce, margins are low, and prices
are competitive.

The classification of drugs into the three categories above is relevant for our analysis of PBM
bargaining on behalf of an insurer and its subscribers. In particular, the degree of competition a
drug faces fundamentally determines the threat point of the PBM in the price negotiation process.
In the case of monopoly drugs, the PBM has no leverage in the bargain with the manufacturer,
who can be expected to behave as a monopolist, extracting all the profit it can. Although lower
prices might be wished for, there is no mechanism in bargaining per se to reduce prices. In
contrast, in the case of generic drugs, low competitive prices are assured by supply conditions.
Generic drugs amount to about 90% of drug volume but only 17.5% of sales due to the relatively
low prices of generic and high prices of patented drugs.1

16 2023 U.S. Generic and Biosimilar Medicines Savings Report, Association for Accessible Medicines (September
2023) (available at: https://accessiblemeds.org/wp-content/uploads/2024/11/ A AM-2023-Generic-Biosimilar-
Medicines-Savings-Report-web.pdf).

(Footnote Continued....)
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Theoretically speaking, it is in the cases of drugs with one or a few reasonable therapeutic
alternatives that the PBM will have the greatest effects on prices, because it is in these cases that
a competing drug (perhaps, for example, the first/original drug of the class) can improve the
threat point of the PBM.17 To see this, in cases where there is a single effective drug for a serious
condition, the insurer is under tremendous pressure to make that drug available to subscribers:
in some cases, this may be a matter of life or death. The implication for Nash bargaining is that
the insurer, acting on behalf of enrolled patients, plays a very weak hand vis-a-vis the
pharmaceutical manufacturer with a patent monopoly. In those cases where there is a plausible
therapeutic alternative, the situation changes significantly and bargaining between the insurer
(or the insurer’s PBM) and the manufacturer becomes fruitful. This fact underlies our analysis.

A. Theoretical Analysis of Prescription Prices

We assume, consistent with the discussion above, that there is an existing branded drug with
an established price of P1. A new drug that is a partial therapeutic substitute for this existing
branded drug is brought to market by a different drug manufacturer. The demand for this new
drug among consumers associated with a particular health plan sponsor is given by D(Ps, P),
where P denotes the price of the new drug. The demand will generally be a decreasing function
of own price P and an increasing function of the price of the established partial substitute drug,
Py. For simplicity, we will assume a linear form:

Q=D(P,P)=2~(P-P), 1)

where Z is assumed to be a positive constant and note that quantity demanded is decreasing in
any mark-up of the new drug over the established price of the existing branded substitute. (This
form is assumed for convenience, but it has the added benefit that it facilitates welfare
calculations that are very straightforward under common assumptions on market symmetry.)
Presuming an already established and contracted price P;, we can absorb this price into the
constant (A = Z + P1) and simplify our consumer demand specification for the new drug to:

Q=A-P. )

We will assume a zero marginal cost for manufacturing the new drug without loss of generality
as prices can simply be interpreted as net of marginal cost.

17 D. Myshko, Introduction of Biosimilars Led to More Rebates on Humira, MANAGED HEALTHCARE EXECUTIVE
(December 13, 2025) (available at: https:/ /www.managedhealthcareexecutive.com/view/introduction-of-biosimilars-
led-to-more-rebates-on-humira).
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Next, we draw a contrast between the price of the new drug obtained in the absence of
bargaining (i.e., if drugs just had posted prices) and the price that would occur if the buyer
bargained over price with the manufacturer. If the health plan sponsor is passive and the new
drug manufacturer can simply set a price that the sponsor passes through to their consumers,
then the manufacturer’s profit maximizing price would solve:

*

P, =m[§1x{P(A—P)}. 3)
The first-order necessary condition for this optimization problem would yield the simple
characterization of the manufacturer’s profit maximizing price:

. A
P == 4
= @
This price represents a substantial mark-up above marginal cost given the new drug
manufacturer’s market power. At this high price, the distribution of profit (n) for the
manufacturer versus consumers’ surplus (CS) is skewed significantly in the manufacturer’s favor:

. A . A
T = >CSu =5 ®)

Alternatively, the health plan sponsor could hire a PBM to negotiate a price with the drug
manufacturer on behalf of the consumers they represent. As discussed earlier, the multi-
dimensional nature of the contract executed between the insurer and the PBM will allow the
insurer (the principal) to motivate the PBM (the agent) in complex ways. The principal is
assumed to be able to capture some proportion of the benefits enjoyed by consumers/ the insured
(through for example, premiums, co-pays, and so on), so we may take her interest to be in
maximizing the welfare (consumer surplus) of the users. Yet, the richness of the contracting
environment suggests the PBM (agent) can be motivated to maximize this same magnitude by,
for example, a sharing rule.:s

Thus, using a mixture of compensation methods, including administrative fees, the health
plan sponsor can effectively link the surplus of its consumers to the compensation of the PBM.
(This is the same as assuming the PBM can be motivated to pursue the principal’s interest with
great precision.) Hence, we assume the total net revenue of the PBM (denoted V(P)) equals a
small positive percentage (0) of the consumer surplus:

18 Mulligan, supran. 7.

PHOENIX CENTER FOR ADVANCED LEGAL & ECONOMIC PUBLIC POLICY STUDIES
5335 Wisconsin Avenue, NW, Suite 440
Washington, D.C. 20015
Tel: (+1) (202) 274-0235 e Fax: (+1) (202) 318-4909
www.phoenix-center.org



http://www.phoenix-center.org/

PHOENIX CENTER POLICY BULLETIN NO. 74
Page 11 of 24

vuvzecsanzeéga—pf. 6)

Next, we assume a standard Nash bargain would occur between the PBM and the drug
manufacturer over the price of the drug. If there is no agreement, then there will be no availability
of the drug (due to the PBM’s control of the formulary) to the plan’s consumers and hence no
consumer surplus or profit derived from exchange. Hence, we assume a zero-disagreement
payoff for both the manufacturer and the PBM. This assumption is important, and we return to
it below. The resulting Nash-bargaining solution would maximize the following Nash product:

. 1
P, =m19x{[P(A—P)][6§(A—P)2 }} (7)
The first-order necessary condition for this optimization problem is:

(A-P)* —3P(A-Py =0. 8)

Solving this equation for price yields the following simple characterization of the PBM’s
negotiated price:

©)

This negotiated price is half the price that results when the manufacturer did not have to negotiate
with the PBM and instead freely exercised their market power. This lower price results in a
substantial increase in consumer surplus and a decrease in the drug manufacturer’s profit:

CS;bm =2A*>LA*=CS,, , (10)
Tc;hm = %Az > %AZ = TC;\/I (11)

Hence, we have the following ordering of manufacturer profit and consumer welfare measures:

CS i > Ty > Ty, > CSyy. (12)

The PBM, by bargaining efficiently for the insurer, can generate a substantial reallocation of

benefits to drug consumers (CS,,, >CS,,) at the expense of the drug manufacturer’s profits
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( my >y, ). Unsurprisingly, given the lower price negotiated by the PBM, drug manufacturers

would have a significant incentive to weaken or eliminate PBMs that bargain on behalf of insurers
and are now pursuing federal and state legislation and regulation to do just that.

This theoretical analysis is demonstrable. Take the recent announcement by CVS Health that
Eli Lilly’s GLP-1 weight-loss drug Zepbound will be excluded from its standard formulary
starting July 1, 2025, while rival Novo Nordisk’s Wegovy and Saxenda will become the preferred
options.?® Eli Lilly’s stock price fell 11% on the announcement. This decision by CVS’s PBM
illustrates how PBMs leverage competition between pharmaceutical companies by “pit[ting] the
products against each other to negotiate lower prices.” Significantly, CVS will also start selling
Wegovy (another GLP-1) at a discounted price of about $500 monthly for people without
coverage—a drug that typically costs $1,349.20 While employers can customize their plans to
include Zepbound, most use the standard formulary because of the negotiated discount,
illustrating how PBMs help control costs for employers and insurers who pay most prescription
expenses.

B. Why Hire a PBM?

Monopolies and other firms with market power, such as manufacturers of important drugs
with limited therapeutic alternatives, will always prefer posting prices (or making “take it or
leave it” offers) to weak and isolated buyers, rather than negotiating on “equal” terms with
coalitions of buyers acting in concert. This result is much like the observation that employers
prefer a non-unionized workforce. However, PBMs are not merely a veil for the
insurer/employer. To explain this, we consider the health plan-PBM relationship.

Why does the health plan provider employ the PBM to manage the negotiations with the drug
manufacturer rather than negotiating directly? Companies in all industries tend to subcontract
tasks to specialists when there are gains to specialization, and such a common phenomenon may
partially explain the use of PBMs. For example, a PBM can represent multiple health plan
providers, and there may be significant economies to scale in terms of the costs of negotiating.
There are also several potential benefits from employing a PBM related to the disagreement
payoffs in the negotiation, and this factor is important.2t

19 T. Murphy, Lilly Star Weight-Loss Drug Zepbound Faces Coverage Challenge from CVS Health, ASSOCIATED PRESS
(May 1, 2025) (available at: https://finance.yahoo.com/news/lilly-star-weight-loss-drug-170227088.html).

20 L. Rosenfield and A. Edwards, How Much Does Wegovy Cost Without Insurance, SESAME (March 4, 2025)
(available at: https:/ /sesamecare.com/blog/wegovy-cost-without-insurance).

21 GoodRx 10K (2024) at p. 8 (“PBMs aggregate consumer demand to negotiate prescription medication prices
with pharmacies and manufacturers. PBMs aggregate most of their demand through relationships with insurance
companies and employers.”).
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A potential threat to walking away from the table in a direct negotiation with the drug
manufacturer is the loss of the health plan providers’ customers if the provider makes a deal with
other rival manufacturers. Since a PBM can represent multiple health plan providers, it reduces
this risk in the case of disagreement. Similarly, the contract the health plan provider develops
with the PBM can act as a pre-commitment to the PBM having a more favorable disagreement
payoff should they need to walk away from the negotiating table with the drug manufacturer. In
this way, PBMs can be more effective at reducing prices than plan sponsors acting alone.

The impact of a health plan provider attempting direct negotiations while having a potentially
negative payoff in the case of disagreement can be illustrated in our model. Let us suppose that
d < 0 represents the payoff of a health plan provider engaged in direct bargaining with the drug
manufacturer. (Alternately, one can assume the insurer has a zero-disagreement payoff and the
PBM, by contract, has a small positive disagreement payoff.) Continuing to assume a Nash
bargaining framework, the resulting price would maximize the following Nash product:

P = mlgax{[P(A -P)[$(A-Py -d]}. (13)
The first-order necessary condition for this optimization would be:

(A-2P)[4(A-P)’ —d |-P(A-P)’ =0. (14)

Simplifying and rearranging this equation yields:

(4-2P)(A-P)*=(A-2P)d , or (15)
(4-P)_ 4
P A (16)

The right-hand side of the above equation must be negative if the disagreement payoff (d) is
negative. This would force the left-hand side of the equation to be negative, requiring the price

that solves the equation (Pd ) to be greater than the price that results with the PBM (A/4). The

relative magnitude of the prices are as follows:

P, =Z<P;<—:P;A. (17)
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Hence, while negotiating with the drug manufacturer directly results in a better price than would
be achieved when set directly by the manufacturer (given their market power), it is still inferior
to that which can be achieved by the PBM. In effect, the PBM, either by representing a large group
of consumers, and/or by being motivated by contract to credibly behave more aggressively than
its principal (the health plan provider or insurer), can obtain lower drug prices than the insurer
can achieve for itself, which benefits the patient/consumer. These price savings cut into
pharmaceutical manufacturers” profits. However, from the social welfare perspective, society
benefits from the activities of the PBM as the gains by patients exceed the lost profits of drug
makers.

C. The False Label of Middleman

An intermediary entity or person in a transaction or supply chain who facilitates exchange
between two parties—typically the manufacturer and the consumer—is often called a
“middleman.” For example, a wholesaler may purchase goods from a manufacturer and then
resell those goods to a consumer-facing retailer. Middlemen serve various useful purposes
including distribution, warehousing, risk absorption, providing market information, and
financing.22 A common criticism of middlemen is that they add markups as compensation, thus
making retail prices higher. This markup is known as double marginalization (when both stages
possess market power). In some cases, a middleman’s share of total value may not be
commensurate with their contribution, and their incentives may not align with either producers
Oor consumers.

While PBMs have been pejoratively labeled middlemen, the role of PBMs is fundamentally
different from traditional middlemen. Rather than adding another layer of markup, PBMs
function as agents hired by principals (insurers, employers, or government programs) specifically
to reduce prescription drug costs. PBMs negotiate discounts with pharmaceutical manufacturers,
create formularies that optimize reductions in overall healthcare spending, and often provide
mail-order services that further reduce costs. Their compensation can come from sharing in the
savings they generate through these negotiations —aligning their incentives directly with their
principals” goals of cost reduction.> The very existence of PBMs in the marketplace serves as
compelling evidence that they reduce drug costs; if they instead increased prices, insurers and
other entities would have no economic incentive to contract with them. Claims that PBMs

2 C.f. Dissenting Statement of Commissioner Andrew N. Ferguson, In the Matter of Southern Glazer’s Wine and
Spirits, LLC, Federal Trade Commission, Matter Number 211-0155 (December 12, 2024) at 1 (“In most markets, market
forces dictate supply chain structure. If supply chains have middlemen like wholesalers, it is generally because those
wholesalers perform some valuable service that manufacturers and retailers cannot.”)

2 Mulligan, supran.7.

(Footnote Continued....)
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contribute to higher prices fundamentally contradict both their business model and the rational
economic behavior of the entities that hire them.

IV. Empirical Evidence on Prices

Our depiction of the role of PBMs is consistent with the empirical evidence that shows PBMs
substantially reduce drug costs. Two studies by the Government Accountability Office find that
PBMs reduce drug costs by 17% to 47%.2¢ A study by Hernanez, et al. (2020) finds that while list
prices of branded pharmaceuticals increased by 159%, on average, between 2007 and 2018, net
prices —accounting for rebates and negotiated discounts —rose only 60%.25 These discounts rose
over time, increasing from 40% to 76% in Medicaid and 23% to 51% for other payers. The
shocking increases in drug prices by pharmaceuticals companies are substantially curtailed by
the efforts of PBMs. Dickson, et al. (2023) find comparable results when looking at drugs with
new therapeutic competition. When a therapeutic substitute appeared the price competition
reduced expenditures by 18.5% relative to projected expenditures. The authors conclude that
“new therapeutic competition allows pharmacy benefit managers to use formulary management
to decrease net prices and reduce drug spending, contrary to observed trends in list price
increases.”26

A pair of audits from government healthcare programs also reveal the effect of PBMs on
prices. When West Virginia carved out PBMs from their Medicaid programs, an audit revealed
that the “approach has increased, rather than reduced, West Virginia’s Medicaid costs.”>” An
Inspector General’s audit of prescription expenditures for the Department of Labor’s Office of
Workers” Compensation Program found that the agency “had not done enough to ensure it paid
the best price for prescription drugs,” and specifically noted “the lack of a pharmacy benefit
manager to help contain costs.”2s

2 GAO (2003), supran. 2 at p. 4 (“The average price PBMs negotiated for drugs from retail pharmacies was about
18 percent below the average cash price customers would pay at retail pharmacies for 14 selected brand-name drugs
and 47 percent below the average cash price for 4 selected generic drugs.”); GAO (2019), supra n. 9 at p. 24 (“When
rebates and other price concessions were accounted for, net Part D prices were 41 percent lower than manufacturer list
prices.”).

%5 1. Hernandez, A. San-Juan-Rodriguez, C.B. Good, and W.F. Gellad, Changes in List Prices, Net Prices, and
Discounts for Branded Drugs in the US, 2007-2018, 323 JAMA 854-862 (2020).

2% S, Dickson, N. Gabriel, and I. Hernandez, Changes in Net Prices and Spending for Pharmaceuticals After the
Introduction of New Therapeutic Competition, 2011-19, 42 HEALTH AFFAIRS 1062-1070 (2023).

27 A. Coh, J. Menges, A. Mouna, and L. Schreiber, Assessment of Report on Impacts of West Virginia’ Medicaid
Prescription Drug Carve-Out, The Menges Group (prepared for America’s Health Insurance Plans) (April 2019).

28 OWCP Did Not Ensure Best Prices and Allowed Inappropriate, Potentially Lethal Prescriptions in the FECA Program,
U.S. Department of Labor, Office of the Inspector General — Office of Audit (March 31, 2023) at p. 2.
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V. Do PBMs Earn High Profits?

It is often claimed that PBMs earn high profits. For example, Senator Bernie Sanders argued
that “PBMs make enormous profits every year” but offered no evidence to support the claim. In
fact, PBMs profits are very small. Today, no large PBM is an independent publicly-traded firm,
but prior to 2018 Express Scripts was, so its financial data are available. Looking at five years of
returns, summarized in Table 1, Express Scripts gross margin was 8.25% and its operating income
before taxes was 3.81% of revenue. These are small margins. Consider the returns of three major
pharmaceutical manufacturers: Pfizer, Eli Lilly, and Johnson & Johnson. These companies’ gross
margins are very large (69% to 79%) with pre-tax margins of 16% to 25%, well above that of the
PBM. Looking at highly competitive markets, we see the gross margins of Walmart were 25%
with a pre-tax margin of 4.39%, both of which exceed the margin of the PBM. The restaurant
business is also highly competitive, yet the pre-tax margin of Darden Restaurants of 6.72% is twice
that of the PBM.

Table 1. Profit Margins (2013-2017)

Gross Margin Pre-Tax Margin

Company (%) (%)

Express Scripts (PBM) 8.25 3.81

Pfizer 79.49 22.54
Eli Lilly 75.09 16.16
Johnson & Johnson 68.78 25.46
Walmart 25.16 4.39
Darden Restaurants 70.51 6.72

UnitedHealth currently reports operating margins (the same as pre-tax income less interest
income) for its PBM (Optum Rx). Between 2021 and 2023, Optum Rx’s operating margin averaged
4.4%.2 Over the same period, Pfizer's operating margin averaged 26.6%, Eli Lilly’s averaged
23.7%, and Johnson & Johson averaged 20.6%.% Also, Walmart’s operating margin was 4.0% and
Darden’s was 10.5%.31 The profits of PBMs are like, if not lower, than firms in the most
competitive parts of the economy. High profits in pharmaceuticals are in drug manufacturing,
not PBMs. As suggested by the gross margins in Table 1, PBMs are largely pass-through
organizations with low profit rates.

29 UnitedHealth Group Form 10K (2024).
30 Operating margin data available at: https:/ /www.macrotrends.net.

31 Jd.
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Table 2. PBM Market Share
DCI DCI
Qato, Chen, and Van Nuys (2024) (2024) (2020)
Medicaid Medicare Part
PBM Commercial Managed D Total Total Total
CVS Caremark 28.5 39.2 334 313 34 32
Express Scripts 28.0 12.3 154 221 23 24
Optum Rx 164 15.8 27.7 20.2 22 21
Humana
MedImpact 3.8 3.0 1.1 2.8
Prime
Therapeutics 3 *
SS&C Health 29 1.2 16.2 7.3
Other 204 28.5 6.2 16.3 6 4

The low profits of PBMs are consistent with, if not lower than, market shares would suggest,
likely reflecting low barriers to entry. Table 2 summarizes the market shares of the largest PBMs
from two sources. Qato, Chen and Van Nuys (2023) present the market shares across market
segments computed from data covering 91% of prescription fills in 2023, and the Drug Channels
Institute (“DCI”) also provides market share statistics and years 2023 and 2020 are included.»
Antitrust caselaw suggests that a “market share below 50% is rarely evidence of monopoly
power,”3 and none of the largest PBMs has a market share anywhere near that threshold. Also,
Qato, Chen and Van Nuys (2023) identified 91 PBMs in the data, suggesting low entry barriers
and substantial competition. (PCMA, the PBM industry group, counts 73 full-service PBMs in
2023 with six new entrants since 2021.3) If plan sponsors are unhappy with the service of a PBM,
then they have many choices. With so many alternatives, the relatively high market shares of a
few providers suggests that these PBMs may be more successful at meeting the needs of plan

32 D.M. Qato, Y. Chen, and K. Van Nuys, Pharmacy Benefit Manager Market Concentration for Prescriptions Filled at
US Retail Pharmacies, 332 JAMA 1298-12199 (2024); A.]. Fein, The Top Pharmacy Benefit Managers of 2023: Market Share
and Trends for the Biggest Companies — And What's Ahead, Drug Channels Institute (“DCI”) (April 9, 2024) (available at:
https:/ /www.drugchannels.net/2024/04/ the-top-pharmacy-benefit-managers-of.html); A.J. Fein, The Top Pharmacy
Benefit Managers of 2020: Vertical Integration Drives Consolidation, Drug Channels Institute (April 6, 2021) (available at:
https:/ /www.drugchannels.net/2021/04/ the-top-pharmacy-benefit-managers-pbms.html).

3 See, e.g., United States of America et al., v. Google LLC, Case No. 20-cv-3010 (APM), United States District Court
for the District of Columbia, MEMORANDUM OPINION (August 5, 2024); also see, e.g., Broadway Delivery Corp. v. United
Parcel Serv. of Am., Inc., 651 F.2d 122,129 (2d Cir. 1981).

3 The PBM Marketplace Continues to Evolve, PCMA (2023) (available at: https://www.pcmanet.org/wp-
content/uploads /2023 /04 /PBM-Marketplace-Continues-to-Evolve _r4.pdf).
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sponsors, perhaps through stronger disagreement points in negotiation, and not an indicator of
market power (as the profit rates imply).

VI. Regulating PBMs

PBMs operate as intermediaries between plan sponsors, pharmacies, and drug
manufacturers. The complexity of these relationships, combined with incomplete contracts that
cannot anticipate every contingency, creates opportunities for behaviors that may appear
objectionable, reflecting perhaps the familiar issues of moral hazard and adverse selection
endemic in such relationships. Sophisticated businesses understand the nature of such
relationships. However, these behaviors often exist within competitive market structures and
reflect strategic responses to contractual gaps rather than fundamental market failures. The
challenge lies not in reimagining the entire market structure, through regulation perhaps, but in
designing more comprehensive contracts that better align the interests of principals (insurers as
representatives of patients) with their agents (PBMs), reducing the opportunity for objectional
behaviors while preserving the efficiencies that competitive markets can deliver. Plan sponsors
have the correct incentives to do this.

Systematic evidence reveals the substantial impact PBMs have on reducing drug costs for
plan sponsors — this is their purpose (among others). Absent controlling costs, the PBM fails in
its primary task. Consequently, almost all the advocacy against PBMs relies on cherry-picked
anecdotes of seemingly objectionable behavior, or else absurd claims entirely incompatible with
the motives of plan sponsors (e.g., PBMs lead to higher drug costs). These anecdotes, while in
some cases concerning, do not indicate systemic market failure. Rather, they highlight specific
inefficiencies that arise when one party (the agent) acts on behalf of another (the principal) under
conditions of imperfect information and imperfect contract. Such issues may simply reflect one
or a few bad actors, which may be penalized, or are remediable through normal market
relationships; they are not a defect in an entire sector that justifies government regulation that,
without fully grasping the complexity of the relationships, is prone to do more harm than good.

When the actions of a PBM appear in conflict with the plan sponsors, then a new contract can
be written or another PBM chosen. This is how markets work. When seemingly objectionable
behavior is permitted to continue, then the reason may simply be that across the complexity of
the contractual relationship, there are offsets that ensure the principal is better off or else without
better options. Also, PBMs are tasked with trying to restrain the substantial market power of
pharmaceutical manufacturers, whose persistent pace of price increases is unmatched in the
economy. What may appear to be disagreeable actions by PBMs may simply reflect the difficulty
of the task, as PBMs must employ a variety of tactics to manage rapidly rising drug prices.
Reducing the PBMs’ degrees of freedom in negotiation with drug manufacturers is almost certain
to raise drug prices, increasing the profits of drug manufacturers at the expense of consumers.
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Based on anecdotal evidence and unfamiliarity of the complex economics of the
pharmaceutical market, both federal and state legislators, along with the Federal Trade
Commission, are considering regulating the business practices of PBMs. Several policy reforms
are proposed for PBMs.

A. Greater Transparency Around Rebates

One such proposal is to require greater transparency around rebates. Of course, the degree of
transparency may be established by contract. If one PBM refuses the transparency demands of a
plan sponsor, then another PBM may be chosen. Transparency between a plan sponsor and its
PBM, the only two parties to the transaction, presents no problems and requires no regulatory
intervention. However, requiring greater public transparency is problematic in that transparency
around rebates could potentially promote “tacit collusion” among pharmaceutical
manufacturers.ss When rebate information becomes publicly available, it enables competing
pharmaceutical manufacturers to observe each other’s pricing strategies and discount levels. This
visibility into competitive behavior reduces market uncertainty and can facilitate tacit
coordination or even explicit collusion in several ways: (1) price signaling becomes easier when
manufacturers can see the effective post-rebate prices their competitors are offering to PBMs; (2) it
becomes simpler to detect and punish “cheating” (offering larger-than-agreed rebates) that
would otherwise undermine collusive arrangements; and (3) manufacturers gain insight into
PBMs’ negotiating thresholds and can collectively adjust their strategies accordingly. The Federal
Trade Commission makes the point,

In a selective contracting environment where health care providers do not know
each other’s prices, providers are more likely to bid aggressively —offering lower
prices—to ensure they are not excluded from selective networks, because
exclusion could substantially decrease their service volumes and revenues. In
contrast, if providers have better knowledge regarding each other’s prices, they

35 K. Martin, What Pharmacy Benefit Managers Do, and How They Contribute to Drug Spending, Commonwealth
Fund (March 17, 2025) (available at: https:/ /www.commonwealthfund.org/publications/explainer/2025/mar/what-
pharmacy-benefit-managers-do-how-they-contribute-drug-spending).

36 An example of government mandated price transparency and its collusive effect is analyzed in S. Albeek, P.
Mpollgaard and P.B. Overgaard, Government-Assisted Oligopoly Coordination? A Concrete Case, 45 JOURNAL OF INDUSTRIAL
ECONOMICS 429-443 (1997). More generally, see G.J. Stigler, A Theory of Oligopoly, 72 JOURNAL OF POLITICAL ECONOMY 44-
61 (1964); R.C. Marshall and L.M. Marx, THE ECONOMICS OF COLLUSION: CARTELS AND BIDDING RINGs (2012) (“we show
that increased transparency in auction design can transform an auction from being robust to collusion to being
susceptible to collusion.”); see also C. Garthwaite, Making Markets Work for Pharmaceuticals, FORBES (March 12, 2019)
(available at: https:/ /www.forbes.com/sites/craiggarthwaite/2019/03 /12 /making-markets-work-for-

pharmaceuticals).

(Footnote Continued....)
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will not need to bid as aggressively to ensure network inclusion. The lower-priced
providers, in particular, are likely to bid higher than they would have otherwise,
and overall prices are likely to go up as a result of this reduced price competition.
Therefore, unmitigated data disclosures could ultimately raise the prices that []
consumers pay for health care services.»”

The economic literature on transparency in concentrated markets consistently warns that while
transparency benefits consumers in competitive markets, it can paradoxically harm competition
in oligopolistic markets like pharmaceuticals. When a small number of manufacturers can
monitor each other’s pricing behavior, they may gravitate toward higher prices that maximize
joint profits rather than competing aggressively. This concern is particularly valid in
pharmaceutical categories where only a few branded therapeutic alternatives exist, as these
markets already have characteristics that make them susceptible to coordination. By reducing
the confidentiality of negotiated rebates, transparency requirements could inadvertently
strengthen manufacturers” ability to maintain higher list prices while offering more predictable
and potentially less competitive rebate structures. These higher prices harm the patients, either
through the higher prices or higher insurance premiums they must pay.

B. Delink Rebates From List Prices

Another regulatory proposal is to delink rebates from list prices. The idea is that rebates drive
up prices for drugs as PBMs seek profits (which they have little as shown above) by selecting
higher-priced drugs for formulary placement. Yet, Brill (2022) and Carlton, et al. (2024) provide
strong evidence that rebates are not associated with higher growth rates in either list or net
prices.® This argument is also revealing —market power is the power to set price. An argument
that drug manufacturers raise price in response to rebates is merely a statement about the
immense market power of manufacturers. In any case, plan sponsors (the principal) can demand
contractual terms with the PBM (the agent) that foreclose this opportunity, as this argument
against rebates is well established.

The delinking argument, or its justification, also ignores the desire of plan sponsors to
encourage PBMs to seek rebates on higher-priced drugs. A drug’s price, almost all of which have

37 Amendments to the Minnesota Government Data Practices Act Regarding Health Care Contract Data, FEDERAL TRADE
COMMISSION (June 29, 2015) (available at: https://www.ftc.gov/system/files/documents/advocacy documents/ ftc-
staff-comment-regarding-amendments-minnesota-government-data-practices-act-regarding-health-
care/150702minnhealthcare.pdf).

38 A. Brill, Understanding Drug Rebates and Their Role in Promoting Competition, Matrix Global Advisors (March
2022) (available at: https:/ /getmga.com/wp-content/uploads/2022/03/UDRTRPC.pdf); Carlton, et al. (2024), supra
n. 2.
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very low marginal costs, is set based on consumer demand, and thus a high price indicates high
consumer surplus.® A plan sponsor, indeed society, wants aggressive negotiation over high-
priced drugs, as the price reduction expands use and increases the surplus of consumers. The
market power of some pharmaceutical manufacturers allows them to engage in various degrees
of price discrimination. List prices, for example, ordinarily represent the prices paid solely by
buyers with no ability to negotiate lower prices, such as uninsured individuals. Such prices are
irrelevant in determining the surplus available between the manufacturer and a PBM negotiating
on behalf of an insurance plan and its subscribers, so the link between rebates and higher list
prices has no clear nexus. Moreover, rebates are a form of price competition — public policy
should not discourage price competition.#

C. Ban Spread Pricing

Spread pricing is a business practice used by some PBMs where they charge insurance
companies or plan sponsors a different amount for a prescription drug than what they reimburse
pharmacies for the same medication, keeping the difference as revenue or taking the difference
as a loss. According to Carlton, et al. (2024), the mean retail spread is 1.5% and has declined in
recent years.#t Spread pricing is a voluntary, market-based contractual matter. So, where it
occurs, it is permitted by plan sponsors because it either reduces drug costs, serves as the most
efficient form of compensation to PBMs, or shifts pricing risks to PBMs. If a plan sponsor believes
that spread pricing raises total costs (both pricing and PBM compensation), then spread pricing
can be restricted or eliminated by contract. Notably, Optum Rx, one of the larger PBMs, is
currently migrating away from spread pricing with full implementation expected in 2028.¢2 How
this experiment will affect overall drug costs for plan sponsors is yet to be determined, but if it
raises costs, then plan sponsors likely will return to the practice (maybe in modified form). There

3% TR. Beard and M. Stern, Bounding Consumer Surplus by Monopoly Profits, 34 JOURNAL OF REGULATORY
EcoNowMmIcs 86-94 (2008).

40 Froeb and Shor (2023), supra n. 5 (“The easiest way to understand rebates paid for formulary placement is to
appreciate that there are two types of prices for drugs. First is the ‘list’ price that manufacturers set at whatever rates
they choose. Second is the negotiated ‘net’ price that PBMs achieve through bargaining and the rebates associated with
formulary placement. Whenever PBMs negotiate a lower net price than whatever list price was set by manufacturers,
the difference between the two prices is the amount of the rebate the manufacturers refund. Simply put, ‘rebates are a
source of price competition.””).

41 Carlton, et al. (2024), supran. 2 at p. 79.

42 D. Myshko, Optum Rx Changes How Pharmacies Are Reimbursed, MANAGED HEALTHCARE EXECUTIVE (March 20,
2025) (available at: https:/ /www.managedhealthcareexecutive.com/view/optum-rx-changes-how-pharmacies-are-
reimbursed).
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are also PBMs available that charge a fixed-fee per prescription that plan sponsors can choose if
they feel such a pricing option better serves their interests.+

Independent pharmacies have increasingly mobilized their lobbying efforts against PBM
spread pricing practices, often framing their arguments in terms of fairness and survival of small
businesses. While these lobbying efforts claim to protect market diversity, they effectively shield
competitors rather than enhancing competition itself. Regulations restricting PBMs" ability to
negotiate pricing differentials may inadvertently reduce overall system efficiency and remove
incentives for cost management within the pharmaceutical supply chain, potentially increasing
costs throughout the system, and in turn raising drug prices.

This lobbying effort has met some recent success in Alabama# despite no evidence that the
plight of independent pharmacies is related to spread pricing rather than a host of other financial
challenges in the pharmaceutical industry, including rapidly rising wholesale drug prices set by
pharmaceutical manufacturers and online shopping for prescription drugs and other healthcare
products sold by pharmacies (e.g., Amazon, Cost-Plus Drugs, among others).#s In fact,
pharmacies are struggling in several nations where large PBMs networks do not operate.s Also,
while pharmacies are closing, the shuttering is not limited to independent pharmacies. Some of
the largest chain pharmacies have announced closings, including Walgreens (1,200 stores), CVS
(300 stores), and Rite Aid (800+ stores).#” Data from a listing of pharmacy closings in 2024 by the

% B. Contreras, A Transparent, Patient-First Approach Amid Ongoing PBM Industry Challenges, MANAGE
HEALTHCARE EXECUTIVE (November 22, 2024) (available at: https:/ /www.managedhealthcareexecutive.com/view/a-
transparent-patient-first-approach-amid-ongoing-pbm-industry-challenges). GoodRx employs contracts with PBM
with varying compensation approaches. GoodRx 10K (2024) at p. 21 (“Our PBM contracts generally can be divided
into two categories: PBM contracts featuring a percentage of fee arrangement, where fees are a percentage of the fees
that PBMs charge to pharmacies, and PBM contracts featuring a fixed fee per transaction arrangement.”).

4 See A. Barrett, Alabama Legislature Sends Bill Regulating Pharmacy Benefit Managers to Gov. Kay Ivey, ALABAMA
REFLECTOR (April 8, 2025) (available at: https://alabamareflector.com/2025/04/08/alabama-house-passes-bill-
regulating-pharmacy-benefit-managers) (“the ‘Community Pharmacy Relief Act, seeks to address concerns from
independent pharmacies over reimbursement rates and business practices that critics say have driven many out of
business.”).

45 Online sales have reduced the viability of many local businesses, not just pharmacies. These online sales
reduce the size of the market for brick-and-mortar stores, which, in turn, reduces the number of viable storefront
locations. Normally, the least efficient stores are the first to close. See, e.g., ]. Sutton, SUNK COST AND MARKET STRUCTURE
(1991).

46 T.J. Mattingly and K.E. Anderson, Will PBM Reform Save Pharmacies from Closing? It's More Complicated than
You Might Think, STATNEWS (January 15, 2025) (available at: https://www.statnews.com/2025/01/15/pharmacy-
closures-pbms-cvs-walgreens-riteaid).

47 Id; T. Murphy, Walgreens to Close 1,200 Stores as US Pharmacies Struggle to Define a New Role, Associated Press
(October 15, 2024) (available at: https://apnews.com/article/walgreens-closing-drugstores-fiscal-fourth-quarter-
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American Association of Colleges of Pharmacy show that just over one-half of the closings were
pharmacies associated with national and regional chains.#¢ The lobbying efforts of independent
pharmacies seem misdirected at PBMs, ignoring the much broader set of problems related to
changing retail dynamics of pharmaceuticals and rising wholesale prices.

D. Clarify And Strengthen The “Any Willing Pharmacy” Definition

The “any willing pharmacy” policy refers to a type of state legislation or regulatory provision
that requires PBMs and insurance plans to contract with any pharmacy that is willing to accept a
set of standard terms and conditions that the PBM must accept. Yet, in the same manner
described above, such laws limit the PBMs’ ability to negotiate deeper discounts through network
design and likely result in higher costs for consumers and plan sponsors. As noted by the FTC
in 2014,

The proposed any willing pharmacy provisions threaten the effectiveness of
selective contracting with pharmacies as a tool for lowering costs. Requiring
prescription drug plans to contract with any willing pharmacy would reduce the
ability of plans to obtain price discounts based on the prospect of increased patient
volume and thus impair the ability of prescription drug plans to negotiate the best
prices with pharmacies” [and that] beneficiaries who are willing to accept
coverage under a plan with a narrow network of preferred pharmacies in
exchange for lower costs may be deprived of that option.+

The evidence supports this view. For instance, a 2018 study on Part D Medicare plans found that
premiums for plans that did not use a preferred pharmacy network were more than double what
is charged by plans that do.5

5df931861ele4111eaabef2372ec173a); C. Jenkins, CVS Is Closing Hundreds of Stores by the End of the Year, GOOD
HOUSEKEEPING (October 19, 2024) (available at: https:/ /www.goodhousekeeping.com/life/money/a62637352/cvs-
store-closures); D. Eisenstadter, Rite Aid Closings: Full list of 800+ Closures in 2024 and 2023 Amid Bankruptcy, MASSLIVE
(December 26, 2023) (available at: https://www.masslive.com/news/2024/12/rite-aid-closings-full-list-of-800-
closures-in-2024-and-2023-amid-bankruptcy.html).

48 A Spotlight on Pharmacy Closures Affecting Communities Across the United States, American Association of
Colleges of Pharmacy (last visited April 20, 2025) (available at: https:/ /www.aacp.org/article/ pharmacy-closures-us).

49 Contract Year 2015 Policy and Technical Changes to the Medicare Advantage and the Medicare Prescription Drug
Benefit Programs, Comment to Centers for Medicare & Medicate Services, Federal Trade Commission, (March 7, 2014)
(available at: https://www.ftc.gov/system/files/documents/advocacy documents/federal-trade-commission-staff-
comment-centers-medicare-medicaid-services-regarding-proposed-rule/140310cmscomment.pdf).

5  R. Fitzpatrick, G. Giese, and Z. Hanson, Preferred Pharmacy Networks and Their Impact on Part D Premiums,
Oliver Wyman (March 13, 2018) (available at:
https:/ /www.affordableprescriptiondrugs.org/app/uploads/2020/05/3-resources_preferredpharmacy_report.pdf).
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VII. Conclusion

The economic analysis presented in this POLICY BULLETIN demonstrates that PBMs serve a
crucial function in the prescription drug market by effectively negotiating lower prices with
pharmaceutical manufacturers, particularly for drugs with limited therapeutic competition. Both
theoretical modeling and empirical evidence support the conclusion that PBMs substantially
reduce drug costs relative to what would occur in their absence. The coalition between
pharmaceutical manufacturers and independent pharmacies advocating for regulating PBMs
reflects their shared economic interest in weakening PBMs’ negotiating leverage, not a genuine
concern for reducing drug prices. The remarkably low operating margins of PBMs compared to
pharmaceutical manufacturers further underscores that PBMs are not the source of high drug
prices.

Economic fallacies are rich in this regulatory debate leading to uniformed and
counterproductive policy proposals. Proposals mandating rebate transparency risk facilitating
tacit collusion among pharmaceutical manufacturers, thereby raising prices. Restrictions on
spread pricing ignore that this practice exists through voluntary market arrangements that plan
sponsors can already modify by contract if desired. Any willing pharmacy provisions would
undermine the effectiveness of selective contracting as a tool for obtaining price concessions and
reducing drug costs.

Policymakers should recognize that regulating PBMs in ways that constrain their ability to
negotiate effectively will inevitably lead to higher prescription drug prices, increased
pharmaceutical profits, and reduced market efficiency. Rather than hampering the entities that
successfully contain costs, policy should focus on addressing the underlying market power
granted to pharmaceutical manufacturers through patent protections and other regulatory
barriers. The empirical record is clear: PBMs reduce drug costs for consumers, and regulations
that weaken their effectiveness will harm patients while benefiting the already highly profitable
pharmaceutical industry.
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