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The pharmacy benefit manager acts as a drug broker
between the pharmacies that fill the prescriptions and the
payers (i.e.plan sponsors) who typically fund much of the
drug benefit. Plan sponsors can be private employers,
managed care organizations, unions, government, or
insurance carriers. Pharmacy benefit managers have been
in existence for about 30 years and have successfully
promoted their service as one that saves money on the
pharmacy benefit. However, this favorable view of the
pharmacy benefit management (PBM) service has
recently been widely questioned.This article will briefly
examine cash flows that the pharmacy benefit manager
generates; reports of these recently uncovered cash flows
have accelerated the criticisms of the industry.These cash
flows come at the financial detriment of the plan sponsor
and are often not known by the sponsor.

S p re a d  P r i c i n g

The pharmacy benefit manager makes two sets of
contracts. One contract is with sponsors, the second
contract is with the pharmacies that fill those
prescriptions. In the process of billing sponsors and
paying pharmacies for the prescriptions, the pharmacy
benefit manager makes a ‘spread’ or positive difference
between what was billed to the sponsor and paid to the
pharmacy. In extreme cases, the authors have
documented spreads of over US$200 on a single
prescription.The example that appears in Figure 1 is an
actual sponsor’s transaction found by the authors in
2002; the drug was for the generic version of Zantac®.1,2

As auditors and consultants to corporate benefit plans,
we consistently find spreads on average of US$2–4 per
prescription. Spreads represent a mark-up that does
not appear on the sponsor’s invoice. Understandably,
these spreads are very difficult for most sponsors to
monitor. Although US$2–4 per prescription may not
seem excessive, a realistic example provides
perspective. A plan with 6,000 covered employees

would be expected to generate approximately 100,000
prescriptions per year. Spread pricing would cost this
firm US$200,000– 400,000 per year, in addition to
the published administration fee charged by the
pharmacy benefit manager (e.g. US$0.50/prescription
charge to the sponsor).

Con f l i c t s  o f  I n t e r e s t—Dr u g
Manu f a c t u r e r  R e b a t e s  a n d  PBM - own ed
Ma i l  O rd e r  P h a rma c y

R e b a t e s

Pharmacy benefit managers appear to have an inherent
conflict of interest.3 They are paid by drug manufacturers
to use the manufacturer’s drugs on the pharmacy benefit
manager’s approved list of drugs, the formulary.Therefore,
the pharmacy benefit manager has the incentive to use
those drugs that pay the biggest rebate and not necessarily
drugs that are the best value. The drugs for which the
pharmacy benefit manager receives rebates are the
expensive, high profile brand drugs that are in highly
competitive drug categories (e.g. acid blockers and non-
sedating antihistamines). Patients only become aware of
formulary issues when the employer changes prescription
drug plans and the patient can no longer get the acid
blocker drug Nexium®, for example, but must get
Prevacid®. The choice of the ‘preferred’ acid blocker
depends, in large part, on rebate negotiations conducted
between the pharmacy benefit manager and
manufacturers of acid blocker drugs. This negotiation
takes place without input from plan sponsors.

Within the last five years, the public has been made
aware that pharmacy benefit manager retain what some
describe as a disproportionate share of the rebate.
Critics argue that rebate retention by the pharmacy
benefit managers of about 50% is largely inappropriate
because the pharmacy purchases the drugs and sponsor
pays for the drugs. The pharmacy benefit manager
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simply makes the contracts and performs transactions
necessary to pay pharmacies and bill the sponsor.

P B M - ow n e d  M a i l  O r d e r  P h a r m a c y

Another potential conflict of interest is the pharmacy
benefit manager-owned mail order pharmacy. The
pharmacy benefit manager may be forced to choose
between maximizing profits or maximizing value for
the plan sponsors. Academic researchers have pointed
out that PBM-owned mail-order pharmacy may 
not be the bargain that has been promoted to 
sponsors.4 This empirical research is also supported by
auditing experience.

Nevertheless, plan sponsors seem to hold onto the
notion that pharmacy benefit manager-owned mail-
delivery is a good value. This perception follows
naturally. After all, mail pharmacy fills a tremendous
volume of prescriptions, is highly automated and
purchases directly from the drug manufacturer. The
overhead is much lower per prescription than retail
pharmacy. The authors will describe below why
saving in mail is often more perception than reality.
The pharmacy benefit manager offers sponsors large
discounts on brand drugs (20% off wholesale price in
mail compared with 15% off wholesale in the retail
pharmacy). However, the pharmacy benefit manager
then marks up the generics drugs to a level at 
which the brand savings is overwhelmed by generic
drug mark-ups.

Reports of the potential conflicts of interest increased
awareness of the pharmacy benefit manager; an
industry that for the preceding 20 years had been
virtually invisible to sponsors.5-7 In addition to the
questionable PBM business practices described, other
factors brought attention to the pharmacy benefit
industry. These events were: the Medicare
Modernization Act of 2003, which created the
Medicare Part D prescription drug program; and the
rampant inflation in the drug benefit during the
period 1998–2005.8

Tr a n s p a re n c y  i n  t h e  P BM  I n d u s t r y

In response to the events described above, there have
been demands for transparency in the PBM industry
by sponsors and legislators.9-10 While reform in the
PBM industry is probably long overdue, there
continues to be significant confusion over what this
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Pharmacy benefit manager
1. The Pharmacy benefit management contracts with 
pharmacies to fill plan sponsors’ prescriptions
2. The Pharmacy benefit management contracts with plan 
sponsors to administer the pharmacy
benefit program

Billed To Sponsor
Pharmacy benefit manager
bills the sponsor for each
employee’s prescription
US$215

Paid to pharmacy
Pharmacy benefit manager
pays the pharmacy for
each employee’s prescription
US$15

Figure 1: Depiction of Spread Pricing by the Pharmacy
Benefit Manager

Pharmacy benefit manager
1. Bills sponsor

2. Pays pharmacy

Billed To Sponsor
Atenolol 100mg #30

US$20

Paid to pharmacy
Atenolol 100mg #30

US$20

Figure 2: A Depiction of Transparent Pricing in a
Pharmacy Benefit Management without Competitive
Prices
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reform should be. Specifically, there is wide variation
in the definition of ‘transparency’; sponsors believe
transparency is a good thing but are not quite sure
what transparency is, or how to best achieve it. The
authors have included some common definitions of
transparency from industry professionals (e.g. plan
sponsors, academics and the PBM industry). The
definitions are listed in order of increasing
transparency (see Table 1).

The first definition shows what the traditional PBM
industry argued to be fully transparent at the beginning
of PBM reform. Based on the authors’ findings, the
pharmacy benefit manager subscribing to this definition
included seemingly innocuous language in the sponsor’s
contract to disclose cash flows taken by the pharmacy
benefit manager. Common contract language included
“the pharmacy benefit manager may make a positive or
negative difference on any given prescription”. This
language allows the pharmacy benefit manager to make
a positive difference on spread pricing and extra mark-
up on mail order generic prescriptions. Another
common phrase is “the sponsor gets 100% of the
rebate”, a seemingly generous return to the sponsor. In
reality, the pharmacy benefit manager does not specify
which rebate.There are many payments to the pharmacy
benefit manager by drug companies that the sponsor is
often unaware.Therefore, the sponsor may only end up
with 50% or less of the drug manufacturer payments to
the pharmacy benefit manager.The authors recommend
that sponsors demand very precise definitions of rebates.
Generally, the authors find pharmacy benefit managers
using this level of transparency to be unacceptable.

The pharmacy benefit managers subscribing to
definitions 2 and 3 (see Table 1) are both considered
transparent pharmacy benefit managers. However,
transparency alone is not a guarantee that the sponsor is
getting the best PBM value. There can be significant
variation in the value delivered by equally transparent

pharmacy benefit managers. Plan sponsors note that
selection among transparent pharmacy benefit
managers is one of their biggest benefit challenges. An
example will illustrate how the selection of a
transparent pharmacy benefit manager can be
confounded (see Figure 2). The transparent pharmacy
benefit manager depicted in Figure 2 pays the pharmacy
US$20 for a blood pressure prescription containing
#30 atenolol 100mg and charges the sponsor the same
US$20. While this pharmacy benefit manager is
transparent by our definition, the following scenario
illustrates the pricing variation between transparent
PBM providers.

The pharmacy benefit manager depicted in Figure 3
subscribes to the more comprehensive transparency
definition 3 (see Table 1). That definition not only
demands disclosure from the pharmacy benefit manager
and no spread pricing, but also considers competitive
prices and full accounting for the sponsor. When one
considers the more aggressive prices in Figure 3 compared
with the transparent pricing of Figure 2, it becomes
obvious that not all transparent PBMs are equal. Stated
simply, a transparent pharmacy benefit manager that
charges the sponsor US$12 and provides complete
accounting is a better choice than a transparent pharmacy
benefit manager that charges the sponsor US$20 for the
exact drug product.

Unfortunately, sponsors are often willing to jump
onboard with a PBM provider with only the mention of
‘transparency’. Sponsors would be well advised to spend
some time developing expertise in pharmacy benefit
issues; effort spent investigating PBM practices can pay
significant dividends. Below are some tools designed to
assist in PBM selection in this evolving industry.

Common  C h a l l e n g e s—S imp l e  S o l u t i o n s

Sponsors who have struggled with the issues below are
certainly not alone. The authors have included them
here to illustrate that sponsors have a lot more in
common than they might realize.

• Every pharmacy benefit manager says they are
transparent!

• How do I monitor transparency?
• I want to examine my pharmacy data but my

pharmacy benefit manager will not let me have it!

In response to these common themes, the authors have
developed three ‘simple solutions’ for sponsors who face
these concerns.The three ‘simple solutions’ listed below,
in the authors’ opinion, provide a degree of insurance
against future PBM abuses and do not require anything
from the pharmacy benefit manager that should require
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Pharmacy benefit manager

1. Bills sponsor

2. Pays pharmacy

Billed To Sponsor

Atenolol 100mg #30
US$12

Paid to pharmacy

Atenolol 100mg #30
US$12

Figure 3: A Depiction of Transparent Pricing in a
Pharmacy Benefit Managers with Aggressive Prices



an extra charge to the sponsor. The authors would
recommend the sponsor:

1. get the generic drug price list (and updates) from the
PBM;

2. require the PBM to provide an electronic copy of all
prescription transactions with each billing cycle*; and

3. require the PBM to provide a full accounting of how
the rebate is calculated and paid to the sponsor.

* A list of the data elements to request is available from the
corresponding author.

The sponsor that gets the generic drug price list has a
basis to monitor spread pricing. Most spread pricing
occurs on generics drugs because of wide variation in
the generic prices.Armed with the PBM price list, the
sponsor could quickly make a spot check of selected
generics. If the sponsor notices a generic drug that was
listed at 20 cents per pill on the price list and billed at
35 cents, this is an indication of spread pricing.
Concerning the price list, the pharmacy benefit
manager will require assurances of confidentiality;
sponsors should expect to sign a confidentiality
agreement. One should be circumspect of any potential
vendor unwilling to share this list.

The PBM industry has historically provided a paucity
of information on the billing documents. In extreme
cases, the sponsor simply receives a one-line invoice
with no explanation except ‘pay this amount’. The
sponsor has every right to demand a detailed electronic
listing of the transactions from the pharmacy benefit
manager; this request is no different than the shopper
who demands the detail tape at the grocery store. If an
audit of the pharmacy benefit manager is indicated at a
later date, having billing data archived facilitates the
process. Additionally, verification of the transaction
totals on both the invoice and requested electronic
transactions supplies a valuable data integrity check.

The final ‘simple solution’ deals with the need for
clear and unambiguous reporting to the sponsor.
More specifically, the pharmacy benefit manager
should supply a straightforward explanation of the
PBM rebate policy, in addition to detailed rebate
accounting. Sponsors have in the past been satisfied to
treat the rebate as a gift that comes from a ‘black box’,
this is simply not the case. The sponsor earns the

rebate by using certain drug products and deserves
this cash flow.

Mo re  T i p s  f o r  t h e  S p o n s o r

Some sponsors take an even more active role in
monitoring their pharmacy benefit; for example the
publication Price Alert (Medi-Span, Wolters Kluwer
Health, Inc.) is a relatively inexpensive source of
pharmacy prices. This resource does have two
shortcomings for in-house use, however: firstly, it is in
hard-copy and tedious to work with and, secondly, the
publication has only the Federal Medicaid generic
price list, which has much higher prices than any
commercial plan the sponsor should have. Therefore,
Price Alert is of limited value for generic drugs.

Some sponsors choose to have periodic audits of their
pharmacy benefit programs. While a competent
auditor will provide a good return on investment, these
audits have historically been manual and therefore
relatively expensive.

On  t h e  H o r i z o n

The authors have in development software that automates
the formerly manual PBM audits.This innovation intends
to bring audit potential to even smaller plan sponsor at a
modest cost.The software is designed to be as easy to use
as sending an email attachment.

The sponsor may elect to use some of the tools
presented or add embellishments of their own.
Whatever the sponsor does, they need to make PBM
vendors aware of their diligence. Concerning pharmacy
benefit managers, the words of former President
Reagan apply—trust but verify. ■
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Table 1: ‘Transparency’ Defined

Definition Level of Transparency

1.The PBM discloses in the sponsor’s contract cash flows… Least transparent
2.The PBM passes through all rebates and network prices to the More transparent

sponsor… [there is no spread pricing]
3.The PBM passes through all rebates, passes through Most transparent

competitive network pharmacy prices to the sponsor and More savings can accrue
provides full accounting to the sponsor. [no spread pricing to the sponsor by virtue
and more competitive prices than industry norms] of aggressive pricing


