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Questions to be discussed
1. Definition of the cost and pricing of medication.

2. Types of prices, their functions.

3. Basic pricing principles for medicines. 

4. Mechanisms of state regulation of prices and tariffs. 

5. analysis of economic mechanisms for increasing the availability of medicines for different segments of the population. 

6. Price monitoring. 

7. Structure of prices for medicines of industrial production. 

8. Method of calculation of trade margins and formation of retail prices for goods of the pharmacy range. Reference pricing.
New terms:  
One of the most confusing markets for consumers is located at the pharmacy counter. The rise of health care costs has lawmakers and employers scrambling to find ways to provide access to care without going bankrupt. Numerous policies at different levels of government and in the private sector have further complicated this market, creating a system nearly impossible for the average person to navigate.

“Market-ish”

Basic microeconomics explains the relationship of supply and demand with the pricing of goods and services. Changes in supply and demand influence market price, and then a price change influences consumer decisions to purchase. In the case of drug pricing, there are several factors that have complicated this particular market.

Expert Influence and Inelasticity of Demand

A major factor in the drug pricing market revolves around the influence physicians and other prescribers have on demand. The process starts when patients visit their physician and receive a prescription for a medication. The prescriber decides on appropriate therapy pursuant to the diagnosis and provides a request for a pharmacist to dispense the medication. While prescribers consider cost important in decision making for their patients, they are often inconsistent or hesitant in applying that awareness in practice.1 When patients are sick, they are likely to heed the expert opinion of the physician, making the price elasticity of demand lower. In other words, price changes will have little effect on the purchasing decision of a sick patient.2 One interesting thing about the demand for health care is that when the patient is not sick the demand for “preventive care” and “prescription medications” is actually more elastic than health care in general.2 So when the price patients have to pay for their medication or other preventive measures goes up, the demand goes down much faster. The cost of doing nothing is hard to define and may not be realized for years, so even small copayment amounts on preventive treatment may be enough to deter a patient from purchasing.

Influence of Supply and Supply Chain Markup

The abundance of pharmaceutical manufacturers makes it difficult for pharmacies to purchase drug products directly from the factory where the drug is produced. The supply of pharmaceuticals involves a chain of wholesalers that help distribute drugs to pharmacies before they reach the patient. The business model for wholesalers relies on the ability to purchase large orders of drug products from manufacturers and sell them to pharmacies at a higher price. The pharmacies benefit from not having to coordinate with all of the manufacturers, and they enjoy reduced inventory carrying costs. This supply chain dynamic has created three transaction areas of particular interest: from manufacturer to wholesaler, from wholesaler to pharmacy, and from pharmacy to patient. Each transaction within the chain allows for measurement of drug pricing. Using data collected through legally required reporting, voluntary price submissions, or other calculations allows payers to estimate the cost of drugs.

The first transaction in the supply chain between the manufacturer and wholesaler or pharmacy as a direct purchaser produces several different measurements for drug costs. The average manufacturer price (AMP) is a measurement of the price wholesalers pay to purchase drug products from the pharmaceutical manufacturer. The AMP was originally mandated as a part of the Omnibus Budget Reconciliation Act of 1990 (OBRA ’90), and the actual definition continues to evolve.3 AMP is meant to calculate the cost of a drug directly from a manufacturer after any rebate or discount is included. The wholesale acquisition cost (WAC) is an estimate of the manufacturer’s list price for a drug to wholesalers or direct purchasers, but does not include discounts or rebates.3 Without including rebates and other incentives provided by manufacturers, it is hard to estimate the actual cost of the drug. The average sales price (ASP) is derived from the sales from manufacturers to all purchasers and includes practically all discounts, but is limited in that it is only available for Medicare Part B covered drugs.3

The next transaction, between the wholesaler and the pharmacy, is another area of interest for drug cost calculation. The average wholesale price (AWP) is a measurement of the price paid by pharmacies to purchase drug products from wholesalers in the supply chain.4 The most common source for AWP data for drug pricing comes from the compendia produced by Medi-Span and First DataBank.3 The estimated acquisition cost (EAC) is an estimated price that state Medicaid programs use to reimburse pharmacies for the cost of the drug plus a “reasonable” dispensing fee. The EAC is meant to reflect the cost of the drug to the provider from the wholesaler, but is not a published figure. The average actual cost (AAC) is considered the final cost paid by pharmacies to their wholesalers after all discounts have been deducted and is derived from actual audits of pharmacy invoices. Currently, two states are using the AAC for pharmacy reimbursement.
The final step of the supply chain is at the retail level of distribution where the patient is the end consumer. Usual and customary (U&C) prices reflect the costs of the drugs to the consumer at the retail level without the use of insurance. The U&C rate is often referred to as the “cash price” for patients. FIGURE 1 shows a basic supply chain example from manufacturer to consumer along with some of the pricing acronyms and their relation to the supply chain.

Third-Party System

In most markets, consumers see a price for a good or service and make a decision to purchase if the benefit of the good or service outweighs the cost. In the prescription-drug market, most patients are enrolled with a third-party plan (government and/or insurance company) that utilizes a pharmacy benefits manager (PBM) to help manage this process. The patient pays the third party in the form of premiums along with a contribution from the government or the patient’s employer as a part of the total work compensation to the PBM. At the point of sale when patients pick up their prescription from the pharmacy, they usually pay a smaller portion of the transaction and the PBM reimburses the pharmacy for the balance. Low copays disguise the actual cost of medications, increasing patients’ demand for prescriptions. For example, a patient may be prescribed a medication with a U&C price of $100 for a month’s supply, but with a contracted third-party plan the patient may only be responsible for a $20 copayment to the pharmacy. This reduction in price helps drive consumer demand for this prescription medication. When patients are responsible for a larger proportion of the cost, they are less likely to utilize the health care service.6

Reimbursement Formulation and Contract Pricing

Business owners set prices for the goods and services they provide based on a variety of factors. For a business to be profitable, revenue from the pricing of all goods and services should be greater than the sum of all costs of the business. In the case of pharmacies, pricing of medications for insured patients is determined by contracts with each PBM and the government. In an effort to control spending on prescription drugs in the Medicaid system, the federal government sets a price ceiling for certain drugs called the federal upper limit (FUL). Individual states and PBMs then take this cost containment a step further by establishing a maximum allowable cost (MAC) for drug products.4 If costs for a pharmacy to dispense a medication are higher than the contracted price agreements, the pharmacy will operate at a loss in order to service the patient, or the pharmacy may withdraw from participation in the network.   To offset losses on some drug products in third-party contracts, some pharmacies may increase their U&C prices for noninsured patients or attempt to offer other services or nonprescription products to capture revenue.

Pharmacy revenue may also be derived from a dispensing fee added to the drug price. Some third-party contracts include a dispensing fee to help cover the pharmacy’s professional and operational expenses. Operating expenses are different for every pharmacy. These expenses may include wages, advertising, utilities, administration, and supplies. This means that in order for a pharmacy to earn income beyond the cost of doing business, it must have an average reimbursement that is greater than the cost of the drug plus $11.34. Dispensing fees paid to pharmacies vary.  
Gaining From Pharmacy Loss

The competition in the retail market has become fierce, and leverage from PBMs has made it more difficult for pharmacies to profit solely from medication dispensing. Some community pharmacies utilize the prescription dispensing service as a way to draw in customers and so generate revenue from other sources. Pharmacies offer a wide variety of nonprescription products and general retail merchandise. As revenue from prescription dispensing decreases, pharmacies rely more on this portion of the business.

Other Profit Incentives

The simple transaction of a pharmacy dispensing a drug to a patient pursuant to a prescription has provided multiple opportunities for companies to profit. In the case of the PBM, two additional revenue generators have emerged: spread pricing and manufacturer rebates.

Spread pricing refers to the difference between what the PBM charges a patient or patient’s health insurance and what the PBM pays the pharmacy for dispensing the medication.   When the patient receives an explanation of benefits (EOB) from the insurance company, the apparent total cost of the medication may be higher than what the pharmacy is actually paid due to the markup by the PBM within the spread. This value may vary depending on the drug product. This type of markup is much more complicated than a simple flat fee per claim submitted to the PBM. For example, a PBM may contract to bill an employer using the AWP estimation for drug costs. If the PBM then contracts with a pharmacy to reimburse the pharmacy for drug costs using MAC pricing, the PBM would then profit from the difference of this calculation. In this oversimplified example, in cases where the AWP and MAC are similar, the profit margin or “spread” may be quite small, but in some cases the AWP may be much greater than the MAC, allowing for a very profitable spread.

Manufacturer rebates are direct payments from pharmaceutical companies to PBMs in order to have their drug in an advantageous position on a formulary. In therapeutic classes where multiple brand-name medications are available as acceptable treatment, PBMs are able to negotiate with pharmaceutical manufacturers to make a particular drug preferred to patients under the prescription drug plan.12 This example was illustrated in 2011 following the release of atorvastatin (generic for the Pfizer blockbuster drug Lipitor) into the prescription market. One of the largest PBMs negotiated with Pfizer to make brand Lipitor preferred over the newly released generic version for a specified period of time.

Percentages Do Not Equal Dollars

The complexity of the prescription-drug market makes it very difficult for the general public to understand and for policy makers to develop a fair way to reimburse pharmacies for dispensing a drug. For example, on paper a 175% markup on a drug may seem like a great deal for a pharmacy. When you apply this example to a generic medication that may cost a pharmacy only $1 for 30 tablets, the margin for the pharmacy is only 75 cents. This gross profit amount is not enough to cover the cost of the vial, label, lid, prescription bag, or of overhead to keep the electricity on in the pharmacy and pay wages to employees. If you apply that same formula of a 175% markup on a more expensive therapy that costs the pharmacy $100 for 30 tablets, the margin for the pharmacy is now $75. Laws with good intentions often have unintended consequences. In this simple theoretical case, the incentive at the pharmacy level is much greater to dispense a more expensive therapy.

Conclusion

Drug pricing is influenced by a variety of factors, and the complexity can be overwhelming for health care professionals as well as the public. It is important that we continue to discuss current and proposed models for drug pricing, pharmacy reimbursement, and the final cost to the patient. While being an expert on pricing acronyms and federal statutes does not help pharmacists provide care to patients, understanding the basic language used in drug pricing is an essential skill for anyone involved in the prescription-drug market.

A mark-up represents the additional charges and costs that are applied to the price of a commodity in order to cover overhead costs, distribution charges, and profit. In the context of the pharmaceutical supply chain, policies might involve regulation of wholesale and retail mark-ups as well as pharmaceutical remuneration.
Cost-plus pricing is a method for setting retail prices of medicines by taking into account production cost of a medicine together with allowances for promotional expenses, manufacturer’s profit margins, and charges and profit margins in the supply chain.

Information on the topic
 The panel examined their own experience from different settings and countries in relation to the evidence provided. The consensus points are listed below.
• Mark-up controls are applied in many countries and appear to be one option to stop
excessive charges being added to medicines as they move through the supply chain.
• There is variability in the methods for calculating and controlling the size of mark-ups – ranging from 0% mark-up allowed on hospital medicines in South Africa to more than
100% mark-ups in some private sector retail pharmacies (see Annex E). A single model
does not fit all settings.
• While there is no evidence that directly describes the impact of enforcement of markups, use of mark-ups without enforcement does not appear to be effective.
• If control of mark-ups is implemented, the effects on prices of pharmaceuticals to
patients and payers must be monitored to ensure there are no adverse effects on
affordability or access.
• Countries have a variety of starting-points within the pharmaceutical supply chain that are used as the base cost to which mark-ups are applied (see Annex E). The panel
therefore defined the starting-point for calculation of mark-ups as the cost of goods that the first distributor has to pay.
• The structure of the health system and setting (e.g. urban/rural distribution chains) will determine how mark-ups can be applied and regulated. For example, private supply chains may be more prevalent in some areas and may also be more difficult to regulate.
Questions or Tests for self-evaluation
1.An accountant is calculating financial performance of a pharmacy. What item will be represented in the liabilities of the accounting report 791 called "Operational result"?
A. Net profit (sales proceeds)

B. Cost of goods sold

C. Administration expenses

D. Sales expenses

E. Profits tax


2.According to the applicable legislation of Ukraine, prices for some drugs and medical products are subject to governmental regulation. What is the maximal trade markup established for the drugs that are purchased by public and municipal institutions using budgetary funds?
A. 10% of manufacturer’s wholesale price

B. 15% of manufacturer’s wholesale price

C. 30% of manufacturer’s wholesale price

D. 35% of manufacturer’s wholesale price

E. 25% of manufacturer’s wholesale price

3.Inventory in a pharmacy revealed a shortage within the range of natural loss. This shortage will be rated as expenses at the following price:
A. Wholesale prices

B. Consumer prices

C. Сontractual prices

D. Quota purchase prices

E. Negotiated price

4.A pharmacy received drugs that are included in the National List of Essential Medicines. When supplying these drugs to the public hospitals, pharmacies are entitled to mark-up the drug charges at the rate of:
A. 10%
B. 50%
C. 40%
D. 30%
E. 20%
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