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Overview 

A “perfect storm” is brewing for continued increases in employee health plan drug costs: 

• Prescription drug costs are increasing far faster than medical costs 

• Drug prices and high profits are generated by complex deal-making among large and 

very profitable, drug manufacturers (market capitalization of $2 trillion) and Prescription 

Benefit Management (PBM) firms (witness CVS Health buying Aetna) 

• PBMs are powerful intermediaries that do not operate like health insurance carriers and 

TPAs, as they mask the true economics of care (often even for “transparent” PBMs) 

This document reviews what was learned from recent client work and develops implications for 

other self-insured employers. 

 

Medical Benefit versus Prescription Drug Benefit 

For self-insured employers, the employer’s cost for medical benefits is the summation of actual 

claims paid plus a simple fee for administrative service (e.g., $30 Per Employee Per Month).   

Costs for drug benefits have many more components and complex rates, which justify the use of 

a PBM, but their usage should be tightly-monitored. Under a typical employer-PBM agreement: 

1. “Claims paid” are fictional.  PBMs usually promise employers a discount off “Average 

Wholesale Price”, which would be similar to a health plan offering a “discount off 

hospital charges” for medical claims.  PBMs actually reimburse pharmacies at lower rates 

and they usually retain any difference. 
 

2. Drug manufacturers drive PBM behavior via the payment of rebates and other incentives.  

In 2016, these financial arrangements totaled $128 billion (or 28% of total drug spending 

at invoice level).  Rebates are paid to ensure that (a) a drug is included in a PBM’s 

formulary as a preferred product and (b) the PBM performs medication therapy 

management to boost patient adherence. 
 

Due to these complexities, rebates and other incentives paid to the PBM on behalf of an 

employer are impossible to audit, and hence are rarely fully passed-on to the employer. 
 

3. The PBM is able to force members to use their own specialty and mail-order pharmacies.  

This in turn facilitates (a) higher-than market rates (e.g., overpaying for mail-order) and 

(b) minimizing the use of programs that could reduce an employer’s net cost (e.g., not 

offering a patient assistance program for high-cost specialty medications).  
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One Employer’s Experience 

It is instructive to review an actual case study.  Our client has 850 covered employees and 1,700 

covered lives. We analyzed 22 months of drug claims data (at the “NDC11” level).  In CY 2017, 

medical claims paid totaled $5.54 million and drugs costs were $2.14 million. These amounts 

increased 11.4% and 25.7% from the previous year, respectively.  Because this employer is a 

hospital, and its pharmacy dispensed the majority of scripts (83% of scripts and 68% of claims 

costs), we had enough claims data to compare both the employer and pharmacy views of “claims 

data”.  Our findings include: 

1. Large “mark-up” assessed on “claims paid.”  A 100% sample of claims paid in one month 

(1,777) revealed that the hospital’s own pharmacy was paid $110,000 by the PBM while 

the PBM charged the hospital’s HR department $137,000 for those same dispensed 

medications.  This $27,000 markup equates to $315,000 annualized (15% of total claims 

paid) or $14.77 per claim.  The PBM competes on the basis of its low administrative fee 

($0.65 per claim); this hidden mark-up helps to explain why many PBMs are quite 

profitable despite low explicit fees. 
 

2. A relatively small figure for rebates was credited to the employer: only 8% of paid claims. 
 

3. A clinical review of the claims database revealed: 

a. 80 members (of 1,700) who were treated by a specialty medication accounted for 

42% of all drug expenditures (20 members accounted for 30% of all drug spend). 

b. Of the 5 highest-cost cases, 3 had expensive off-formulary drugs, and one of these 

was deemed to be a prime example of polypharmacy. 

c. Patient assistance programs were available for some high-cost drugs but not offered 

to patients by the PBM. A patient assistant program would have saved this employer 

over $70,000 annually on just one member. 

In total, the employer expects to save $400,000-500,000 annually (or $500 per employee) when 

it switches its PBM vendor. 

 

Implications for Employers 

Drug costs continue to climb 2-3 times faster than medical costs, and the vendors who manage 

the drug benefit present challenges for employers.  We recommend: 

A. Evaluating PBMs on the basis of total cost instead of solely administrative fees 
 

B. Obtaining complete claims data files monthly, for periodic analysis by independent 

analysts 
 

C. Annually (before the employer commits to a PBM for the next plan year) requesting cost 

quotes from competing PBMs.  That is, have various PBMs calculate what their paid 

claims and credited rebates, plus fees, would have been, for the previous 12 months  
 

D. Creating an independent medical director function (part-time), to review performance 

periodically and approve any off-formulary usage throughout the year 


