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Issue Summary: The price of pharmaceutical products can vary substantially across pharmacies, even
within narrowly defined product categories. As a result, there is significant scope for consumers to lower
drug costs if they fill their prescriptions at particular locations. Insurers can create preferred pharmacy
networks via selective contracts. The use of preferred pharmacy networks helps nudge policyholders toward
locations with lower out-of-pocket costs and increases insurers' bargaining leverage with pharmacies,
which can lower the overall price of their members' prescriptions. In the Medicare Part D market, plans
with preferred pharmacy networks reduce spending on prescription drugs by approximately 2%. While
around 95% of Medicare Part D insurers use preferred pharmacy networks, only half of employers are using
narrow or preferred pharmacy networks. Expanding the use of preferred pharmacy networks would lower
prescription drug costs for individuals in the US with commercial health insurance.

Policy Proposal: \We encourage employers to pursue and commercialinsurers to adopt preferred pharmacy
networks. On average, when Medicare Part D plans switch to preferred pharmacy networks, consumers
pay lower premiums and lower out-of-pocket prices for drugs, with no concurrent reduction in access to
drugs or pharmacies.

Total Savings: Based on relevant experience with the Medicare Part D market, we estimate the adoption
of preferred pharmacy networks will lower drug spending in private insurance plans by approximately 2%.
Roughly half of all commercial plans do not have preferred pharmacy networks. Lowering drug spending
among this cohort by 2% would result in a savings of more than $1.34 billion. This represents a reduction
of approximately 0.4% of total expenditures in the US on retail prescription drugs.
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(Amanda Starc and Ashley Swanson).

Yes, Commercial Payers Are Adopting Narrow Retail Pharmacy Networks (2017). Drug Channels Institute
(A. ). Fein).

Introduction

The price of generic and branded drugs varies significantly across retail pharmacies. For popular branded
drugs like Crestor, prices can vary by up to 34% across pharmacies. The variation in prices across pharma-
cies for identical generic drugs can be even larger. For example, prices for levothyroxine, a generic drug
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used to treat hyperthyroidism, can vary by up to 40%. Variation in prices across pharmacies on this scale
means that payers and consumers can save significant amounts if consumers fill their prescriptions at
locations with the lowest prices.

The variation in pricing of pharmaceutical products across pharmacies reflects, in part, variation in
insurers’ bargaining leverage with pharmacies. If insurers can successfully steer their policyholders
to fill their prescriptions at pharmacies with lower prices, the insurers can gain bargaining leverage
with respect to pharmacy price negotiations, and ultimately lower the prices of the prescriptions filled
by their policyholders.

Selective contracting—the formation of contracted provider networks—is a common tool insurers use
to decrease health care costs. However, the cost savings from selective contracting must be weighed
against potential welfare losses driven by reductions in individuals' access to providers (in this case,
pharmacies). Policy makers and insurers must also consider how the use of selective contracting will
impact insurers’ enrollment.

Preferred pharmacy networks have become increasingly common. Within Medicare Part D, the proportion
of plans with preferred networks increased from 13% in 2011 to 95% in 2019. However, the use of selective
contracting is less common in the market for employer-sponsored coverage. Approximately 50% of
employer-sponsored plans have limited or preferred pharmacy networks (Fein 2017). As a result, there is
significant scope for lowering prescription drug prices at the 50% of insurance plans that do not currently
participate in selective contracting with pharmacies.

Preferred Pharmacy Plans and Patient Cost Exposure

The use of preferred pharmacy networks can lower total prescription drug spending and out-of-pocket
costs. However, for preferred pharmacy networks to lower prices, insurers must successfully steer their
policyholders to preferred locations. Research suggests that plans can steer policyholders to preferred
pharmacies by offering lower copayments at those locations. For example, policyholders in Medicare Part
D plans with preferred pharmacy networks generally have out-of-pocket costs that are $6 to $8 lower per
prescription than out-of-pocket costs for identical products at non-preferred locations.

When insurers can effectively steer their policyholders to preferred pharmacies, they can increase their
bargaining leverage over drug prices. Part D plans that take advantage of preferred pharmacy networks
are able to negotiate 1.9% to 2.3% lower prices.

One concern is that, when plans adopt preferred pharmacy networks, consumers may have to travel
farther to get to preferred pharmacies. Indeed, the closest preferred pharmacy is four minutes farther
from the average Medicare Part D beneficiary than the closest in-network pharmacy. However, evidence
from the Medicare Part D context suggests that the average beneficiary does not travel farther when her
plan adopts a preferred pharmacy network. In fact, the average enrollee benefits, due to reduced out-of-
pocket costs at preferred pharmacies.
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Policy Recommendation

Expanding the use of preferred pharmacy networks across private insurance products will lower drug

costs without reducing consumers' access to convenient pharmacies.

Potential Savings

Total spending on retail prescription drugs in 2018 was $335 billion. Of this, $134.3 billion was attributable
to spending by the commercially insured. Based on relevant experience with the Medicare Part D market,
we estimate that adoption of preferred pharmacy networks will lower drug spending in commercial in-
surance plans by approximately 2%. Roughly half of all commercial plans do not have preferred pharmacy
networks. Therefore, applying this 2% reduction to the 50% of plans without selective pharmacy networks
would lower drug spending by more than $1.34 billion. This represents a reduction of approximately 0.4%
of retail prescription drug expenditures in the US.
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