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Pharmacy benefit managers (PBMs) are entities that administer prescription drug programs for many
private, public, and employer health insurance plans.

How Does a PBM Operate?

PBMs establish pharmacy networks, negotiate prices with pharmaceutical manufacturers on behalf of
their clients, and provide basic claims administration. PBMs generally attempt to drive utilization
towards lower-cost generics or branded drugs for which they have been able to secure rebates. PBMs
establish formularies — the list of drugs a plan covers — and determine the tiering structures for the
drugs on a formulary. Often, specialty drugs — like cancer drugs — are placed on the highest cost-sharing
tier and have a coinsurance requirement instead of a flat copayment. These tools, along with other
methods such as prior authorization and step therapy allow the PBM to manage drug utilization and
contain costs for the insurer.

Who uses PBMs?

A wide range of insurers including self-insured employer plans, commercial health insurance plans,
Medicare Part D plans, Medicaid, the Federal Employees Health Benefits Plan, and state government
employee plans. According to the PBM industry association, PBMs manage drug benefits for 266 million
Americans.!

Who are the main PBMs?

Although there are over 80 PBMs operating nationwide,? three PBMs dominate the market: CVS
Caremark, Express Scripts, and OptumRx.2 Together, the big three account for just over 70 percent of
PBM market share.*

How do PBMs make money?

PBMs are paid by employers and insurance plans for providing the administrative services previously
described. Drug manufacturers — interested in securing a spot for their product on an insurer’s
formulary — may provide PBMs with rebates. Generally, PBMs retain a portion of these rebates and pass
along a portion to the plan sponsor. In addition, PBMs maintain separate contracts with plan sponsors
and network pharmacies. They reimburse pharmacies for a given drug at a contracted rate, and
generally charge a markup to the plan sponsor for the drug.”> According to a recent analysis from
researchers at USC, PBMs have a modest average net margin of 2.3%.°

What happens to the discounts and rebates PBMs negotiate?

It is generally unknown as these contracts are confidential. Some PBMs claim that they pass along 90
percent of the rebates that they obtain from manufacturers to their clients.” However, the actual terms
of the rebate agreements are not public. Plan sponsors are also generally unaware of the rebates that
PBMs secure from manufacturers.® Some contracts, however, are written to require the PBM to pass
along 100 percent of the rebate to plan sponsors.

Often, patients end up facing a coinsurance payment based on a drug’s list price, rather than the
discounted price obtained by the PBM. Policymakers are currently discussing proposals that would
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require Medicare Part D plans and relevant PBMs to take rebates into account when determining a
patient’s coinsurance payment for the drugs — thus allowing patients to benefit from the rebates.

How do PBMs interact with pharmacies?

PBMs contract separately with pharmacies to dispense the drugs. PBMs develop pharmacy networks
and steer patients towards preferred pharmacies. Most PBMs also own and operate their own mail-
order pharmacies, which compete with retail pharmacies.®

How do PBMs handle oncology drugs?

Infused drugs that are administered in a practice setting by an oncologist are generally covered by a
plan’s medical benefit, such as Medicare Part B. This means that PBMs do not handle many oncology
drugs. However, recent trends suggest that more oral medications are entering the market. As many as
35 percent of drugs in the oncology pipeline are oral medications — meaning they will be covered under
the pharmacy benefit.X°
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