For The Record, Inc.



© 00 N o o b~ W N P

N RN NN NN R B B B R R B R R
a A W N B O © 00 N O OO b~ W N P O

FEDERAL TRADE COMMISSION

I NDEX
Pharmacy Benefit Managers Page
Mr. Richardson 6
Mr. Dicken 27
Mr. Calfee 43
Mr. Boudreau 54
Mr. Balto 71
Mr. Barrueta 82
Mr. Brennan 128
Ms. Dulmage 141
Mr. Cohen 150
Mr. Miles 159
Mr. Johnson 167
Mr. Grimes 175
Ms. Cooper 184
Ms. Robinson 193

For The Record, Inc.
Waldorf, Maryland
(301)870-8025



© 0 N o o b~ W N P

N RN NN NN R B R B R R P R Rk
a A W N B O © 00 N O O b~ W N F O

PROCEEDINGS

DR. HYMAN: Good morning and welcome to the
Joint Hearings on Health Care and Competition Law and
Policy, jointly sponsored by the Federal Trade Commission
and the Department of Justice.

This morning we"re gong to be considering the
subject of PBMs, or Pharmacy Benefit Managers. This
afternoon, for those of you who are staying around, we"re
going to look at the subject of Prospective Guidance and
how the guidance provided by the Department of Justice
and the Federal Trade Commission, in all 1ts various
forms, is performing and how It compares to that provided
by other entities iIn the federal and state systems.

But this morning, we"re going to focus on drugs
and how they"re delivered to consumers, a matter of
considerable significance -- as an economic matter, as a
political matter, and as a policy matter.

And drug pricing is one of those perennials on
the Washington scene. 1 actually was reading an article
this morning that pointed out that in the mid-1950s the
subject of drugs and how they were priced was extensively
investigated by Congress -- the antitrust Subcommittee,
which issued a report -- and there were a series of
subsequent reports.

And we"re hoping not to plow old ground, but to
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summarize, analyze, and point to some new directions
based on the Commission®s particular interest in
transparency, and probe the extent to which information
is available about how PBMs perform and get a diverse
array of perspectives on that subject.

We have a very distinguished panel, which we"re
quite pleased with. So distinguished that introducing
them would consume most of the time that we have
available this morning. So our tendency, iIf not our
rule, is once sentence introductions of the entire panel,
one at a time. And we have this handsomely appointed
book outside that contains each and every one of the
speakers®™ short biographies.

We"re going to start at my right -- extreme
right -- with John Richardson, who"s Director of Medicare
at the Health Strategies Consultancy. He focuses on
pharmaceuticals, biotechnology, and medical devices.

He"s going to provide an overview of PBMs.

Next will be John Dicken, who"s an assistant
director for Health Care Issues of the General
Accounting Office, specializing in health insurance and
long-term care financing issues. He"s going to go over a
report that the General Accounting Office issued in
January 2003, on the effects of using PBMs on health

plans, enrollees and pharmacies In the Federal Employees
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Health Benefit Program.

Immediately to my right is Jack Calfee, and one
of our two frequent flyers on today®s panel -- that 1is,
he"s appeared previously at the FTC DOJ sessions, and
we"re very glad to have him again. Jack Is a resident
scholar at the American Enterprise Institute, who"s done
lots of work on pharmaceutical-related issues, including
direct to consumer advertising. He"s going to talk here
about the economics of the firm, and why PMBs emerged,
and look at the way that they do. |Is that a reasonable
summary? Thank you, Jack.

Immediately to my left is Thomas Boudreau,
who"s Senior Vice President, General Counsel, and

Corporate Secretary at Express Scripts. He is going to
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the primary legislative and policy analyst. Kaiser 1is
obviously a health plan and they operate their own PBM.
So we wanted to get that perspective as well.

And the basic framework here i1s that each of
the speakers will have their allotted time. We"ll take a
break probably about two-thirds of the way through. And
then, after everybody"s made their presentations, we will
have a moderated panel discussion among the panelists.

My job is to get them to discuss -- engage, but
-- no fisticuffs.

And, as is always the case, these sessions are
being transcribed and a transcript of the session will be
posted on the FTC Web site within probably a month and a
half, assuming our turn around time remains as It has.
The PowerPoint slides and handouts that you"ll see today
will be posted much more expeditiously -- hopefully,
within about a week. And the Health Care Hearings Web
Site is reachable through FTC.gov.

So with all of that and no further adieu, let
me just start with John.

MR. RICHARDSON: Thank you, David.

Good morning everybody. 1°m going to attempt

to summarize an entire industry, including a little bit
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8
local governments acting as insurers -- such as FEHBP and
the CalPERS Program in California. And their job, of
course, 1s to provide managed prescription drug benefits.

Basically, the message is that PBMs are the sum
of their contracting arrangements.

Just to give you some basic statistics about
what a PBM -- or of the reach of PBMs, roughly 95 percent
of all patients with drug coverage receive benefits
through a PBM, but that doesn"t mean that PBMs manage all
the prescriptions in the United States. In fact, about
70 percent of the prescriptions are managed by PBMs; the
remainder are managed by institutional pharmacies, in-
patient hospitals, skilled nursing facilities.

And then the Medicaid Program also --
frequently states in their Medicaid programs will run
their pharmacy benefits directly through their own fiscal
intermediary. There®ll be state staff who will serve the
pharmacist function and -- 1711 talk about this a little
bit later -- this iIs an area where PBMs are starting to,
given the cost pressures on states, talk to states about
their capabilities and their services that would allow
states to control their pharmacy benefit arguably better
than they have In the recent past.

Pharmacy networks in -- the PBMs®" contract with

pharmacy networks to actually deliver the prescription
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drugs -- and they typically contract about 90 percent of
the pharmacies In a given area; and approximately 15
percent of the sales are through mail order.

Again, just statistics iIn terms of what the
PBMs share of the prescription drug dollar is out of
about $120 billion in prescription drug spending -- I™m
sorry, they accounted for $120 billion in prescription
drug spending in 2001 -- "02, about 80 percent of that
total spending estimated by the Center for Medicare and
Medicaid Services.

And finally, they are affecting the pharmacy
benefits of about 200 million Americans. 1 think iIt"s
interesting -- the final statistic -- almost two-thirds
of the country -- seniors -- about 76 or so percent of
the Medicare beneficiaries iIn this country already have
prescription drug benefits In some way, shape, or form --
either through Medigap, retiree health benefits, an M+C
Plan, or Medicaid. And PBMs, through one of those
mechanisms, actually serve about 65 percent of the
country®s seniors.

So just to go back to a point I made earlier on
how the i1ndustry has changed over the last 10 years,
yesterday"s about 10 years ago, the primary business of
most PBM companies was prescription drugs claims

processing. There were about 150 firms. Most of them
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10
were local and serving local and regional markets. And,
in terms of the larger firms, there were of course some
pharmaceutical companies that had an interest or
ownership of the largest national firms. Eli Lilly, for
example, owned PCS; and Merck and Medco is another
example of that.

Today, the service offerings from the PBMs is
much more extensive, much more clinical pharmacy
management, and they®ve diversified into some other lines
of business that weren®t considered 10 years ago as
something that they would think of as valuable business
models -- specifically, disease management and more
involvement in the delivery of specialty pharmacy.

Today there are about 60 firms -- 4 large
publicly traded firms that I"m sure everyone in the
audience is familiar with. But also 1t"s important to
remember, dozens of smaller PBMs -- and I"1l1 talk a
little bit more about how the market share is divided up
amongst the large publicly traded firms and the smaller
firms In a minute.

And in contrast to 10 years ago, most of the
phenomenon of pharmaceutical company interest -- or
ownership of the large firms anyway -- has changed with
one notable exception which I*1l1 talk about iIn a second.

So there are basically three different ways to
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11
look at PBM market share. None of them are perfect, but
I wanted to show all three to you because I think they
all three give you a sense of how the market is divided.
It really depends on the emphasis you want. And like any
good policy analyst, if you were trying to make a certain
point, you would pick one of the three and ignore the
other two. But 1"m going to show you all three just so
you"ll sort of have a broader picture of what the market
share looks like.

IT you look at it in terms of total drug
expenditures that were at least controlled by PBMs --
remember 1 said a minute ago only 80 percent or so of
total drug spending is touched by a PBM -- so this would
be the diving up of that 80 percent.

Obviously, the 4 large, publicly traded

firms -- Merck, Medco, Advance PCS, Express Scripts, and
Care Mark -- are making up about two-thirds in total; but
other PBMs -- and the reason it"s estimated there -- my

source document had a total expenditure and they do a
survey of PBMs and they got information from the four

20
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IT you look at prescriptions per year, the
breakdown is similar, although there are two that appear
on this list that didn"t appear on the first one. First
Health Services and Walgreen®"s Health Initiatives. And I

suspect that Walgreens has gotten onto the list because
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13
surveys, that PBMs have a total of 460 million covered
lives, which, of course, iIs about 50 - 60 percent more
than the U.S. population.

So, once again, how the PBMs count their
lives -- people are counted multiple times. That"s why I
think 1t"s useful to, when you"re doing an analysis --
what i1s market share -- you really have to look at all
three.

But one thing that"s common -- obviously, the 4
large, publicly traded PBMs keep showing up as major
players here, but there"s also a large chunk -- anywhere
from a third to almost a half In this one -- where the
local and regional PBMs dominate, or provide a lot of the
services.

And then just to get another cut to emphasize
that point about covered lives, this is from a Wall
Street analyst"s report that divides the PBM industry
into three big buckets. Again, the over $20 million
group, you can see some very familiar names there. And
then there"s sort of a middle group and a smaller group
that i1s primarily regional companies.

So just to touch very briefly on the publicly
traded Tirms for a second, the view from Wall Street is
that this is a favorable industry. It appears to have 20

percent plus revenue growth. 1t"s not terribly capital-
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14
intensive, at least for the firms that are publicly
traded at this point. They"ve made the initial
investments in their IT systems and other physical plant.

The untapped market opportunities -- one we"re
painfully familiar with -- and one I"ve been working on
quite a lot for the last month of course is the Medicare
prescription drug legislation moving through the
Congress. There"s clearly a role that PBMs will play in
the delivery of that benefit to Medicare beneficiaries.

And, as | mentioned earlier, some states that
had previously been comfortable relying on their fiscal
intermediaries and state pharmacy staff to manage their
prescription drug benefits are now starting to reconsider
and think that perhaps a professional PBM could be useful
to them as they try to get ahold of their Medicaid cost
growth.

And there®"s also some specific growth areas
that Wall Street analysts look at in terms of mail order,
specialty pharmacy, and how PBMs can use their data
integrated with medical data to help health plans and
plan sponsors manage their medical costs.

And this just kind of summarizes what"s been
going on with the share prices of the firms. 1 apologize
for the —-- little bit hard to read there. 1711 work on

my contrasts next time.
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You can see that Care Mark, Advance PCS, and
Express Scripts have all done very, very well since about
April of 2001 -- in October.

I think this i1s relative -- just to give you a
frame of reference -- to the S&P 500 Index. And then
also you™ll notice Merck-Medco there has been -- its
share price has been quite a bit lower. This is a
cumulative percent change since the graph started. Quite
a bit lower than the other three. |1 should take pains to
point out that that is actually the share price, of
course, for Merck-Medco Corporation, as a pharmaceutical
company and the PBM part, which is Medco.

IT you™ll look at Merck-Medco®s annual report
for last year, at any rate, the revenue growth for just
the Medco unit Is much more consistent with the revenue
projections -- or the revenue growth, I should say, for
Care Mark, Advance PCS, and Express Scripts. It"s
unfortunate I wasn®"t able to do any kind of extraction of
just Medco from the Merck-Medco entity, but if 1 was able
to, I think it would look a lot more in terms -- of just
the PBM share price, if that was being valued there --
would look a lot more like the other three.

And the point iIs that, at least from the point
of view of Wall Street, these are very profitable and

highly valued firms.
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Now I just want to talk a little bit about some
of the tools that PBMs use. There are really three
levers that PBMs operate on to manage pharmacy benefits
on behalf of the companies they contract with to do that.
That"s price, utilization, drug mix, and some combination
of the three. And I"m going to touch on the basic -- the
larger points on each of those.

But 1 think that one thing that we"re all very
interested iIn hearing about today is the formulary and
how that exactly works. And the formulary is a good tool
to talk about because it integrates the function of a PBM
across all three areas -- price, utilization, and drug
mix.

And a formulary works in those three areas
basically by adjusting -- or working with manufacturer
rebates in terms of price, a tiered co-payment structure,
to affect utilization, and generic substitution to affect
the mix of drugs actually delivered.

Just real quickly -- 1"m not going to spend
much time on this one -- there are different kinds of
formularies. There"s not just one basic formulary. It
depends on the contracts that the PBM has with the plan
sponsor or the health plan. And you can have varying
ranges of how restrictive, or unrestrictive they are.

The most restrictive are at the top of this chart and the
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17
least restrictive at the bottom. And I1"m sure we"ll be
talking more about those types of things later.

Just to talk about price for a second,
manufacturer rebates is obviously something that lots of
people are interested in how they work and it, In some
ways, IS quite straight forward. Manufacturers pay
rebates to purchasers that successfully increase the
market share for their products.

The rebate amounts are negotiated ahead of time
into the purchasing contract between the PBM and the
entity with which they do that -- again, whether that"s a
plan sponsor -- it"s always important to bear in mind
that these contracts are going to vary depending on the
entity that the PBM is working for when the stated goals
of the contract are met and then the rebates are paid.

The calculations are obviously very complex
and, again, they depend on a wide variety of contractual
arrangements between the PBM, the plan sponsors, and the
manufacturers. If you"re evaluating a rebate
arrangement, there are three fundamental questions, we
think, to look at. First, which party owns the rebates?
It could be the plan sponsor, it could be the PBM, it
could be the managed care organization, it could be the
retail pharmacy providers. And in some cases where

physician groups are capitated, or partially at risk for
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pharmacy benefits, it could be the physician group.

Each contract is going to look a little bit
different. There’s an old saying, "If you®"ve seen one
contract for rebates, you"ve seen one contract."

What are the audit rights under the contract
for each party i1s another key element. And then the
third is what fraction of the rebates does the PBM retain
as part of i1ts administrative fee? A lot of PBMs don"t
retain any of the rebates; others retain a portion in
addition to whatever percent of the revenue they will
keep as their administrative fees.

So again, that"s going to differ in each
arrangement that i1s out there.

In general -- a general rule, 1f I can give you
something general to latch onto -- iIs that purchasers
able to more closely manage the pharmacy benefit are
likely to receive greater rebates than those who do not.
I think that®s kind of a truism.

And then the third point here -- I"m sorry,
fourth point -- is that the rebates are back end in that
the settlement of those does not take place until about 6
to 12 months after the actual dates of service have
ended. And 1 think that that®"s an important thing to
remember. These are not real time. They depend on a lot

of data being reported back and forth; and again, It goes
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20
drugs -- hair loss, weight loss, nail fungus, all that
kind of good stuff.

And it i1s something that could be more and more
prevalent over the next couple of years as those types of
drugs become more and more popular.

Another way that PBMs can drive utilization in
certain ways i1s with mail order. And again, 1 think It"s
important to remember the role that this plays and
doesn™t play. It"s generally used for patients with
chronic conditions who need maintenance medication.

As 1 mentioned earlier when 1 was talking about
the counting issue, there are typically 90-day supplies;
and this is where PBMs clearly can use the tools for
therapeutic and generic substitution. In 2001 -- just to
give you an idea of how prevalent this is -- large
employer groups were offering mail order services to 87
percent of them and the Health and Human Services report
to the President a couple of years ago estimated that the
rebates that PBMs could drive through mail order was on
the order of 2 to 25 percent.

One last i1tem of the toolbox here is generic
substitution and therapeutic interchange. And I think
that there®ll be a lot of discussion about this from
other panelists in terms of how this is used. But | just

wanted to lay out the definition so we all kind of had a
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common understanding of what we"re talking about.

Generic substitution is a clear one where we"re
talking about a generic substitute for a brand name drug
which is exactly chemically the same. Therapeutic
interchange is arguably a little more controversial, but
still used by PBMs in a clinically driven manner by
pharmacists where there are therapeutic equivalents for

different types of drugs.
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the patient at the desk, or at the counter, 1 should say.
And then some PBMs -- particularly the larger
ones -- also offer their clients pharmacy case management

services where because the claims data is so rich —-
especially relative to hospital and physician claims --
and having worked at a Medicare mass care organization
for the past six years before I came here, | can say with
great confidence that 1T it weren"t for the prescription
drug data -- at least In the case of the health plan 1
worked for -- we"d have no idea what was going on. This
was 1n California and most of the medical services were
capitated; and I think it"s not talking out of school to
say that the ability of a fully capitated model to get
counter data from its medical and hospital providers

iIs —- the polite word is challenging.

So with pharmacy benefits though, and in this
plan®s case were fTully at risk for pharmacy benefits and
paid for it through a third-party administrator, we were
able to -- Caloptima -- that is, the plan was able to
identify patients where were taking too many
prescriptions per month, were able to identify people who
had co-morbidity, who were at risk for nursing home
institutionalization.

I don"t want to oversell that, but there is a

lot you can do with just the prescription drug data. And
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it"s very accurate and i1t"s also very current; and that
makes it a very valuable tool for health plans and for
PBMs to use i1f the health plan chooses to contract with
the PBM for that.

Very briefly, talk about some of the
relationships in which these tools are used. The PBM one
could think of as being at the center of these
relationships between a manufacturer and the PBM -- PBM
retail pharmacy, and the PBM and the plan®s sponsor,
and -- In some cases -- with the health plan as well, 1f
that"s the direction the plan®s sponsor has chosen to go.

Again, the PBMs are contractually responsible
for assuring quality, safety, and cost containment. The
contracting for this activity iIs very, very competitive
and, as I hope I indicated with the market share
discussion earlier, there are these 4 large, publicly
traded PBMs -- but health care is a local and a regional
service and the competition in those local and regional
markets i1s very, very competitive among all the PBMs.

They generally do no assume insurance risk --
PBMs, that is -- but do assume performance risk. Again,
trying to meet certain performance targets. 1It"s all the
things from service times, call waiting times, to those
types of metrics. They can be paid through

administrative fees, share of rebates, or some
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that we"l1l be talking about this as well later -- that
the Department of Health and Human Services®™ Office of
the Inspector General, in April of 2003, issued some
guidance to the relationships between PBMs and
manufacturers in terms of their participation in Medicare
and Medicaid, which likely will drive a lot of the

organizing principles for the industry across all their
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ability of PBMs to go into new markets is basically
constrained unless they can figure out a way to get into
the government markets -- Medicare and Medicaid.

There are also some other business models out
there which refer to with shorthand as the provider
synergies business model which peels off some of the
functions of a PBM and offers them to health plans and
plan purchasers that are willing to do their own claims
processing but need the clinical expertise to develop a
formulary, for example. And of course there are several
potential legal, political, and resulting PR threats out
there.

111 skip the summary. You just heard the
presentation, so I don"t need to summarize It.

And if you have any questions for me later,
111 be up there. Thank you.

[Applause.]

DR. HYMAN: Next is John Dicken from the
General Accounting Office.

MR. DICKEN: 1 appreciate the opportunity to
participate In this morning"s panel discussion on
pharmacy benefit managers.

I think John Richardson provided a nice
overview of the PBM industry and some of the tools that

PBMs use; and so my comments will focus on the actual
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application of PBMs within the context of the Federal
Employee Health Benefits Program, or FEHBP.

As David mentioned, this i1s based on work that
the General Accounting Office issued in January of this
year, looking specifically at the effects of using
pharmacy benefit managers on FEHBP plans, enrollees, and
pharmacies.

FEHBP is the nation®s largest employer-
sponsored health benefits program covering more than 8
million federal employees, retirees, and their dependents
and gives a choice of about 13 national plans -- mostly
PPOs -- and about 180 local plans -- predominantly HMOs.

We did our work at the request of Sen. Dorgan
from North Dakota, who in part asked us to update a prior
1997 report that had looked at the cost savings that PBMs
achieved for several FEHBP plans.

The Congressional interest in PBMs, as you well
know, goes beyond FEHBP. It includes issues that PBMs
are, as David mentioned, administrating the pharmacy
benefits for most employer-sponsored health plans; and
that as we speak Congress is considering a Medicare drug
proposal and considering the roles that PBMs could play,
or other private entities could play in administering
that Medicare drug benefit.

Some have turned to FEHBP as drawing lessons
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for how that could work within a Medicare context, but
the FEHBP link also was key for the General Accounting
Office for people to have access and a unique ability to
look at what would otherwise be proprietary information.

As Congress® audit, evaluation, and oversight
agency, we"re able to track the federal dollar; and so by
looking at the federal program, we were able to review
contracts, financial statements, and pricing information
that would not otherwise be available.

I do have to note though that GAO"s ability to
shine a flashlight on PBM operations was specific to the
FEHBP contracts. It didn"t entail the entire book of
business that PBMs would have. And we respected the
proprietary information that PBMs would have on their
overall book of business.

Just very quickly, our study had four key
objectives. First was to examine to what extent PBMs
achieve savings for health plans. Secondly, how PBMs use
affects FEHBP enrollees. Third, the effect on
pharmacies. And fourth, how the PBMs were compensated
for the services that they®re providing to FEHBP plans.

Again, John gave an overview of the tools that
PBMs use, so I won"t dwell on this, but just note that
the types of services that the PBMs are providing to the

FEHBP plans include administrative claims processing.
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They negotiate price discounts on behalf of the plans
with the retain pharmacies. They also negotiate with
manufacturers for rebates and discounts. Some operated
mail order pharmacies; and they conducted a variety of
clinical intervention programs, including drug
utilization reviews, prior authorization programs,
therapeutic interchange, and generic substitution.

Looking at the Federal Employees Health Benefit
Program, we look particular at three large FEHBP plans.
The first was the largest FEHBP, Blue Cross and Blue
Shield"s Federal Employees Program, which has more than 4
million enrollees and nearly half of the total FEHBP
enrollment.

One iInteresting feature about Blue Cross 1is
contracts with PBMs -- they actually had two PBMs. They
contracted with Advance PCS for retail services and then
with Medco Health Solutions for their mail order
services.

We also looked at one of the other large
national FEHBP plans. The Government Employees Hospital
Association, which is a unique plan within FEHBP -- and
they also contracted with Medco Health Solutions.

And then third, we looked at an HMO, Pacific
Care of California, who contracted with Prescription

Solutions, which i1s actually a sister corporation as
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they"re both subsidiaries of Pacific Care Health Systems.

Combined, these three plans covered over half
of the 8.3 million FEHBP lives. They paid $3.3 billion
to the PBMs in 2001 for their prescription drug costs and
dispensed over 65 million prescriptions.

Turning first to the effect that PBMs had on
cost savings. As many of you may know, the pricing for
prescription drugs in contracts with PBMs is often based
on what®"s known as the average wholesale price, or AWP.
However, GAO, and another of other analysts, have
expressed concerns about the average wholesale price
because despite 1t"s name, 1t"s non-average of any actual
transaction and it"s not a wholesale price. It"s really
a retail sticker price.

So in lieu of looking at the AWP, we conducted
a survey of 36 pharmacies in California and North Dakota
and Washington, D.C., area to get the actual cost of an
individual walking into that pharmacy and paying full
price for the drugs without any iInsurance coverage.

Looking about 18 commonly used drugs, we found
that a cash-paying customer would pay about $88 for 14
brand name drugs. The FEHBP plans, through PBMs, would
negotiate discounts at the retail pharmacies that were
about 18 percent below that full cash-paying customer

price.
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And then 1T i1t went through the mail order
pharmacies for the same drugs, the discounts were even
deeper at about 27 percent. Generic drugs are obviously
much less expensive and the discounts were deeper, with
discounts from the cash-paying customer price at retail
of about 47 percent for the FEHBP PBMs, and about 53
percent for the mail order generic drugs.

Discounts are only a part of the pricing story
for the PBMs. As John mentioned, they“re also
negotiating rebates with drug manufacturers based on
their ability to include drugs on formularies and to
increase that manufacturer®s market share.

Looking at a four-year period for the three
plans we reviewed, we found that the rebates that the
PBMs collected and then passed through to the FEHBP plans
effectively reduced the plan®s spending by 3 to 9
percent.

The other area where PBMs attempt to achieve
cost savings iIs through a variety of utilization
controls -- things like drug utilization reviews and
prior authorization programs. Here I have to acknowledge
that estimating savings was more difficult, that the PBMs
did not maintain consistent systems to be able to
evaluate the cost savings of these; but we did work with

the PBMs in being able to provide data that would give
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some sense of the extent of savings from these program.
For example, one PBM cumulatively reported that
these iIntervention programs saved about 14 percent of
total drug spending. The largest source of those savings
were predominantly from drug utilization review programs
where two plans estimated savings of 6 to 9 percent.

That was primarily from individuals going into

0o N o o~ W N PP

pharmacies -- perhaps they were refilling their drug too

, the PBMsoon, or there was a duplicate drug therapy; and the PBM
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that was to be dispensed as written to allow for generic
to be dispensed.

But looking more broadly at the use of generic

drugs by the PBMs we found that the use of generics was
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this 1s consistent with what John indicated for other
PBMs, the PBMs we looked at had more than 90 percent,
nearly 100 percent, of licensed pharmacies participating
in their networks for the three plans we reviewed.

In addition, the three plans maintain fairly
broad drug formularies. In order to compare the drug
formularies, we compared the FEHBP formularies to the
Department of Veteran Affairs national formulary. The
Institute of Medicine has determined that the VA national
formulary is generally non-restrictive and so provided us
with a steady bench mark to compare the FEHBP
formularies.

In making that comparison, we found that over
90 percent of the drugs that were on the FEHBP
formularies were either also on the VA formulary or had a
therapeutic equivalent in the minority of cases.

The FEHBP plan formularies also covered nearly
all of the therapeutic classes covered by the VA national
formulary, with a few exceptions typically being areas
where the FEHBP plan did not cover those services.

And then even If a drug was not covered on the
formulary, each of the plans provided coverage for non-
formulary drugs either through higher cost sharing
requirements for the enrollee, or sometimes through a

prior authorization process.
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As far as whether the savings that PBMs achieve
for the plans were passed on to enrollees, it depended on
the plan®s benefit design. In general, the plans
designed their benefits so that 1t enrollees went to mail
order pharmacies they would have lower cost sharing than
iT they went to the retail pharmacies.

Whether or not the enrollee benefitted from the
discounts that the PBMs were negotiating depended again
on the benefit design. For example, Blue Cross/Blue
Shield would offer 25 percent co-insurance rate so that
iT there was a deeper discount the enrollee would get to
share in some of that discount; whereas the other plans
would have flat $15 or $30 co-payments, so that now the
discount was irrelevant to the enrollee”s cost sharing.

The rebates are, of course, paid directly to
the plan, so don"t reduce the enrollee"s cost when they
go to a pharmacy; but they are indirectly given back to
enrollees in terms of reduced premiums. Because the
FEHBP plan®s premiums, at least for the PPOs, are based
on their prior claims experience, the rebate payments to
the plans would then translate, we estimate, to about 1
percent reduction in the future year premiums.

Pharmacies have raised a number of concerns, as
John mentioned, about working with PBMs, and we examined

some of these concerns as well. One of the concerns
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deals with the discount payments that PBMs are paying to
retail pharmacies. We examined how those FEHBP plan
payments compared to the actual costs that pharmacies
would incur for acquiring drugs. We found that there is
not good existing data on what those actual acquisition
costs are, so, after talking with various pharmacy
associations and experts, came up with a proxy of the
wholesale acquisition costs plus a 3 percent mark up.

In looking at that difference, then found that
the FEHBP payments to the pharmacies are about 8 percent
above what the wholesale acquisition costs plus 3 percent
would be. It"s important to note that these are gross
margins. They do not include the rebates or discounts
that pharmacies may be able to get to lower their
acquisition costs, nor the overhead costs that the
pharmacies must build into that margin.

Pharmacies have some concern about the
administrative burden with working with PBMs; and some
surveys have shown that pharmacies do spend 20 percent of
their staff time dealing with third-party payment
activities. This may be of particular concern to
independent pharmacies where they may have fewer non-
pharmacist staff available to perform these third-party
payment activities.

Pharmacies were also concerned that they
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drug manufacturers.

The thicker shaded lines represent the major
revenue sources. For example, health plans can pay
administrative fees directly to the PBMs for their
services or, in addition rather, health plans will make
payments for the retail mail order drugs.

Much of this is, of course, passed through to
the retail pharmacy, or to the pharmaceutical
manufacturer for mail order drugs, but some of it could
be retained by the PBMs.

And then finally, through payments from
pharmaceutical manufacturers, both in the forms of
rebates and payments for other education or clinical
services made to the PBMs. Again, some portion of this,
or most of i1t, may be passed on to the health plan, but
the PBM may also retain a portion of this.

Looking specifically at the three plans we
reviewed and how they received compensation from each of
these sources, administrative fees, on average, represent
about 1% percent of the total plan drug spending as far
as what the PBMs receive from the health plans and
administrative fees.

As far as the payment for retail drugs, we
found that in the FEHBP plan cases that nearly all to all

of that was passed through. It was a straight pass
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through from the plan to the PBM, and then the PBM to the
retail pharmacies. Now the PBMs did acknowledge that
that may be different for other clients. For the FEHBP
clients, this was a straight pass through, but for other
clients there may be some revenues that are retained
there.

As far as the mail order drugs, there was
compensation that the PBMs retained, that the full costs
were not sent on to manufacturers; however, this was one
of the areas where the costs of the drugs, the mail order
to the PBMs, was based on the entire book of business and
so we were notable to quantify exactly what the
compensation was due to the mail order retained portion.

The other major area is rebates and we broke
this Into two areas. First are those rebates that are
directly attributable to the FEHBP plans and part of the
contractual arrangements between the FEHBP plan and the
PBM. As John mentioned, some of those contracts -- not
all, but some -- would have the PBMs retaining some
portion of those rebates to cover their administrative
services.

On average, for the three plans we looked at,
that represented less than 1/2 of 1 percent of total drug
spending. However, the PBMs receive other rebates and

manufacturer payments based on their entire book of
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business of which FEHBP is just a small part.

While again this was broader than we were able
to look at, looking specifically just at the FEHBP
contracts, PBM officials and filings with the Securities
and Exchange Commission indicate that these manufacturer
payments are a large part of PBM earnings.

In conclusion, 1 just want to highlight some of
the trade offs that FEHBP plans and PBMs face. We
continue to be iIn a period of double digit premium
increases and prescription drugs are still one of the
cost drivers behind those premium iIncreases.

The FEHBP plans may have some advantages over
smaller plans in that these are very large plans, the
largest employers sponsored program, and so that may
allow them to generate more leverage as far as discounts
and rebates. However, 1 know that they also maintain
fairly broad formularies and plan networks and that may
reduce their leverage with drug manufacturers and retail
pharmacies.

So as there continues to be tension iIn trying
to further control costs in FEHBP and other programs, the
plans and programs could consider using more restrictive
formularies which would allow them to get higher rebates
from drug manufacturers; but enrollees would be less

likely to have unrestricted access to all drugs.
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Furthermore, they could consider having tighter networks
with retail pharmacies. Again, that may leverage their
ability to get higher discounts from the pharmacies, but
those more selective networks would again pose more
restrictions for enrollees and availability of local
pharmacies.

As a matter of fact, Blue Cross has recently
offered basic option -- has chosen to offer a more
restrictive pharmacy network so that this tension 1is
bearing out in the FEHBP program as we speak.

The reaction to the GAO report has been
decidedly mixed. PBMs have touted the report as
demonstrating savings from PBMs activities, where
pharmacy associations raise some strong concerns that the
report, they believe, did not fully address some of the
relationships between PBMs and drug manufacturers, and
whether that creates incentives for PBMs to promote
higher cost drugs.

What we think Is a very positive outcome from
our report is an announcement earlier this year by the
Office of Personnel Management, which administers the
FEHBP Program, that it intends to have iIncreased
oversight of FEHBPs®" PBMs. They"ve iIndicated that in
2004 contract year they intend -- expect the plans to

make sure that they are achieving what they consider is
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maximum savings from their PBMs, that they®re going to
require that the plans have processes for annual plan
audits, and they"re going to enhance their own ability
through their internal Office of Inspector General to
conduct oversight.

So, as | indicated, there"ll be continued
interest and oversight of the FEHBP plans as we continue
to be In a period where there®s a lot of focus on the
PBMs and higher drug costs.

I appreciate the opportunity to present the
findings from our report and look forward to the
representations of the other panelists.

[Applause.]

DR. HYMAN: Next, Jack Calfee, who"s going to
go low tech.

MR. CALFEE: 1 don"t have a PowerPoint. There
was a bit of confusion about my appearance today and so
it was only rather recently that 1 learned that 1 would
be speaking today. But I have at least a little bit to
say .-

I*m going to talk more generally about PBMs in
general In the larger phenomenon of what one might call
intermediaries or middlemen.

As far as 1 can tell, all large markets -- and,

in fact, lots of small markets -- spontaneously generate
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always conducted with a considerable amount of secrecy
and 1"11 say a little bit more about that later on.

But the criticism is always there and the
criticism wasn"t always from the ultimate consumers, but
i1t"s often from the producers. And a classic example is
farmers who often resent the fact that what they are paid
for a tomato is a lot less than what you and 1 pay for a
tomato when we go to the Safeway, and they resent the
idea that someone is taking so much of the money along
the way.

So it"s not surprise that PBMs are often under
attack. And I would add that 1t"s no surprise that
managed care, which iIn some respects operates as an
intermediary -- managed care organizations -- are under
even more attack than PBMs.

There are certain kinds of functions or roles
that middlemen perform in general in markets. As far as
I can tell, they always perform an important role in
logistics -- that Is just moving your product where it 1is
supposed to go. There"s always a great deal of price
bargaining.

There is this thing referred to as the
wholesale price, which has been subject to about as much
myth-making as anything in economics, largely because

relatively little is known by the general public as to
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whether or not middlemen in general, and PBMs in
particular, are a source of what one might call market
failure -- that is endemic i1nefficiencies In a market.
When one thinks about middlemen in general and the
question of market failure, 1 think the starting point is
to remember that middlemen are created by the market and
they“re created spontaneously.

Again iIn the search for efficiency, | think
that as a general rule there should be a presumption that
middlemen are serving a purpose and that not only is
there a reason for their being there, but i1t"s almost
certainly true that the market works more efficiently and
that ultimately prices are lower rather than higher
because of the presence of middlemen.

And the implication is that the market which
creates these organization also enforces considerable
discipline over these organizations -- in other words,
it"s a competitive market and competitive markets
discipline all the actors within those markets, including
middlemen.

Here a natural question is whether PBMs are
somehow special, somehow an exception to how middlemen
work. In general, 1 think that on the whole there®s not
a lot of reason to worry about that. Let me mention

three potential sources of market failure that might
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apply to PBMs and their role as middlemen. One of them
is the prevalence of third party payments -- that is the
people who receive the product are not really paying for
it directly, which of course is a source of many problems
in health care markets generally.

In the case of PBMs and middlemen, In a sense
that is their natural role. The middlemen, almost by
definition, are being paid by someone other than the
ultimate consumer of their product. Wholesalers are not
paid by consumers, they“re paid by retailers, et cetera.

So that the mere fact of third-party payments,
I think, i1s probably irrelevant to the question of
whether PBMs are a source of market failure.

Another natural question is entry
restrictions -- the potential for monopoly. As far as 1
can tell, the PBM market is pretty much wide open. There
are very little in the way of entry restrictions. We
heard from one of the earlier speakers that there are
roughly 60 PBMs in the markets. There are three that are
quite large; none of them have anything approaching a
dominant market share. In fact, if you have 10 or 15
percent of the market, you are a big player in this
particular market.

And there are competing organizations in the

form of large in-house PBMs, such as the one operated by
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Kaiser, or what | gather are quasi or partial PBMs
operated by such formidable organizations as WalMart and
WellPoint.

And then our third potential source of market
failure might be -- if not an absence, but a relatively
small amount of public scrutiny of these organizations,
which again is a by-product of the fact that much of what
they do i1s necessarily going to be conducted more or less
in secret.

Here 1 would emphasize that if you look at
middlemen iIn general, PBMs are probably -- probably
operate less anonymously than middlemen do in most other
markets. There aren®t many middlemen or intermediary
institutions which are the subject of as much in the way
of hearings; GAO reports; medical journal articles in
JAMA, Health Affairs, and elsewhere; as are PBMs.

And 1 noted that, in fact, walking into this
room, there were more than one publicly available
articles about how PBMs work, including a much-noted,
long and critical New York Times story which came out a
month or so ago about PBMs, and especially about pricing.

I think that from the standpoint of public
scrutiny, that PBMs again are probably more open to
public scrutiny than is generally the case with

wholesalers and intermediaries and middlemen.
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I think we have to look ultimately here at how
the market judges the operation of PBMs. We have to look
at the basic market test and I think one of those market
tests 1s "What happens, what changes when there are
revelations about how PBMs actually work?"

And we"ve had some events that are more or less
in the form of the disclosure of considerable amounts of
information that was previously not too well known. 1
mentioned the New York Times story. Another notable
example would be the numerous stories on Merck-Medco and
i1ts operations; and now a considerable amount of
litigation i1s bringing quite a bit of information into
the public arena.

And a natural question when those kinds of
things occur is how does the market adjust? Do clients
drop these organizations, especially in Merck-Medco? Do
they by-pass them, do they get out of the business of
using PBMs, et cetera? And if they don"t do that, and
they haven™t as far as I can tell, that"s suggests that
the revelations really have not significantly changed the
market"s assessment of how these organizations have been
working. It has not caused the market to adjust its
expectations that they are getting genuine efficiencies
out of PBMs as the market generally does with the

middleman in general.
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Let me say a little bit about one final topic,
which is the matter of transparency. In general, markets
do generate a fair amount of transparency on their own.
Buyers and sellers often demand information from each
other. In the case of PBMs, sometimes this information
disclosure extends beyond buyers and sellers to consumers
and other interested parties. And this is partly because
PBMs find themselves in the position where they have to
maintain a reasonable level of confidence -- not only
from their direct clients, but from their indirect
clients, including the physician community who PBMs have
discovered need to have a decent amount of respect for
the basic medical judgment of what the -- involved in
what the PBMs do.

An example of how the PBMs cater to these
demands i1s the tendency, as far as 1 can tell, a strong
tendency towards highly independent formulary boards.
Nonetheless, there is considerable murkiness in the PBMs
market just as there is in all middlemen markets; and
this i1s just the way all middlemen markets work, as far
as 1 can tell, and the secrecy would tend to apply to
pricing; to how products are selected; to the conduct of
market research, which is an important function of all
middlemen, but especially PBMs; to their assessment of

potential changes in the supply of their products, which
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in this case means not knowing the arrival of new drugs,
but the research is being conducted on new and old drugs.

And 1 think that when one thinks about these
characteristics of this particular market, that one has
to beware of the dangers of inducing or forcing too much
transparency in this market -- and I think that inducing
or forcing transparency could do a considerable amount of
mischief -- one would lead to diminish price competition.
It"s pretty well known that highly competitive markets
are markets in which a lot of the price cutting is done
below the board in ways that people don"t see because
that way one particular agent can get away with a price
cut and gain market share and get some profits out of
that before the competition realize that their prices
have been undercut. And if you remove the secrecy, if
you make prices more open, you can greatly reduce the
incentives to cut prices in the Tirst place.

Too much transparency would also tend to
diminish competition in terms of information collection,
market research, and the other activities which can be
quite important for PBMs, as it is for all
intermediaries. And the reasons are pretty clear, which
is why should you go to the trouble to collect a great
deal of very useful information if you®"re going to have

to turn all that information over to your competitors?
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And 1 think that a down side from too much
transparency could also arrive in connection with
formulary development, disease management, and related
activities, that, again, are highly dependent upon
information which In many cases is proprietary. And
again, too much transparency would reduce the incentives
to engage In these activities.

These considerations, 1 think, suggest a few
things and these will form the concluding por