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The United States holds the largest share of the global pharmaceutical market.  However, federal 
policies have failed to take advantage of this position to improve economic efficiency and 
increase welfare.  This study aims to describe how market mechanisms when combined with 
efficient financing can lower the prices of outpatient prescription drugs and provide coverage to 
the entire population.    
 
Overview 
Medicaid and private drug benefit plans both utilize a complex drug pricing and pharmacy 
payment methodology.  A national outpatient prescription drug plan simplifies pricing and 
payment by maintaining a database of actual acquisition cost between the wholesaler and the 
pharmacy.  The National Average Drug Acquisition Cost (NADAC) along with a fixed dollar 
spread or dispensing fee becomes the basis for payments to pharmacies.    
   
A single source brand name drug refers to a drug sold by one manufacturer and has patent 
protection.  The high price for such a drug is caused by the lack of a centralized volume rebate 
negotiation with the manufacturer.  A national outpatient prescription drug plan centralizes the 
negotiation by covering the entire population which lowers the price for brand name drugs.   
  
A multiple source generic drug is equivalent to a brand name drug and available through several 
manufacturers.  The lack of price transparency for multiple source generic drugs inflates the 
pharmacy acquisition cost.  Relying on the actual price lowers the cost of generic drugs.  
 
Multiple prescription drug insurers fragment the financing and cause inequitable access to 
prescription drugs.  A national outpatient prescription drug plan makes efficient use of funds and 
removes the financial barriers between patients and prescription drugs.    
  
Medicaid 
State Medicaid outpatient prescription drug programs are required to meet federal requirements 
concerning the federal rebate program and allowable payments to pharmacies.  Manufacturers 
sign an agreement with the Secretary of Health and Human Services stating that they will rebate 
a specified portion of the Medicaid payment for the drug to the states.  The states then share the 
rebates with the federal government.  Medicaid covers almost all FDA-approved drugs that 
manufacturers produce.  The federal Medicaid drug rebates are calculated as shown in Exhibit 1.1 
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Exhibit 1:  Federal Medicaid Drug Rebates 

Single Source Brand Multiple Source Generic Pediatric Clotting Factors 

Greater of 23.1% AMP or                                    
AMP minus Best Price 

13% of AMP Greater of 17.1% AMP or 
AMP minus Best Price 

plus Consumer Price Index-Urban (CPI-U) Component 
 

AMP: Average Manufacturer Price is the average price paid by the wholesaler to manufacturers after 
volume discount.   

Best Price: The lowest price available to any wholesaler, retailer, or prescription drug provider.   

 
Besides the federal rebates, many states negotiate supplemental volume rebate agreements with 
drug manufacturers.  State Medicaid outpatient prescription drug programs use the rebates to 
maintain a preferred drug list of outpatient prescription drugs.  A state may require prior 
authorization for a drug not on a preferred drug list.  
   
Medicaid does not purchase drugs directly from manufacturers or wholesalers.  Instead, state 
Medicaid Programs reimburse the pharmacy for the ingredient cost of the drugs.  A state has 
flexibility in selecting which price benchmark to use in determining ingredient cost (see Exhibit 
2). 
 
Exhibit 2:  Medicaid Ingredient Cost 

Single Source Brand Multiple Source Generic 

AAC                                                                    
Usual and Customary                                      

NADAC 

 

AAC                                                                      
FUL                                                

Usual and Customary                                      
NADAC 

AAC: Actual Acquisition Cost refers to the actual price that pharmacies pay to acquire drugs from 
manufacturers based on Average Manufacturer Price (AMP) or a state survey of pharmacies.  AMP is 
the average price paid by the wholesaler to manufacturers after volume discount.   

FUL: The Federal Upper Limit is no less than 175% of the weighted average of the most recently 
reported monthly AMP for drugs that are available for purchase by pharmacies on a nationwide basis. 

State MAC: State Maximum Allowable Cost is a payment limit using state AAC.   

Usual and Customary Charge: This refers to pharmacy calculation of the current charge to the 
public.   

NADAC: The National Average Drug Acquisition Cost is the actual acquisition cost between 
wholesalers and pharmacies based on a sampling of independent and chain pharmacies’ invoice prices.   
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The state payment to the pharmacy is the lowest of the following: 
 

 AAC or NADAC plus dispensing fee; 
 FUL plus dispensing fee; 
 State MAC plus dispensing fee; or 

 Pharmacy’s usual and customary charge.2 

Private Drug Benefit Plan 
Private insurer outpatient prescription drug benefit plans develop and maintain formularies, 
negotiate volume rebates with drug manufacturers, process pharmacy claims, and reimburse 
network pharmacies.   

A formulary is a list of drugs approved for coverage under a benefit plan.  The preferred tier 
placement for single source brand name drugs is determined by a volume rebate negotiation with 
the manufacturer.  Price concessions from manufacturers determine preferred tier placement for 
multiple source generic drugs.  The formulary can have as many as six tiers: 
 

 Tier 1 — Preferred generic drugs, lowest cost-sharing 
 Tier 2 — Non-preferred generic drugs 
 Tier 3 — Preferred brand name drugs 
 Tier 4 — Non-preferred brand name drugs 
 Tier 5 — Preferred Specialty drugs 
 Tier 6 — Non-preferred Specialty drugs, highest cost-sharing  

 
The higher tiers may require prior authorization, fail-first/step therapy, and quantity limits.  The 
plan determines which drugs are therapeutically similar.  Some drugs are not covered, and 
patients pay full retail cost out-of-pocket.  Each drug benefit plan has its own formulary with 
different preferred drugs, premiums, and cost-sharing.      

Pharmacies negotiate volume discounts with wholesalers for the drugs that they prefer to stock.  
The private drug benefit plan reimburses the pharmacy the ingredient cost of the drugs plus a 
dispensing fee.  Depending on the drug, a plan may select among several price benchmarks to 
determine the ingredient cost for payment to pharmacies (see Exhibit 3).  
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Exhibit 3:  Private Drug Benefit Plan Ingredient Cost  
 Single Source Brand Multiple Source Generic 

WAC                                                                    
AWP                                                               

NADAC 

 

MAC                                                                    
WAC                                                                    
AWP                                                             

NADAC 

WAC: Wholesale Acquisition Cost refers to the manufacturers’ published list price for sales of drugs 
to wholesalers.   

AWP: Average Wholesale Price is the average list price for drugs sold by wholesalers to pharmacies 
before discounts. 

MAC: Maximum Allowable Cost is the upper limit that drug benefit plans will pay a pharmacy.  

NADAC: The National Average Drug Acquisition Cost is the actual acquisition cost between 
wholesalers and pharmacies based on a sampling of independent and chain pharmacies’ invoice prices.  

 
A private drug benefit plan’s negotiation with pharmacies for reimbursement is confidential and 
proprietary. 
 
National Drug Benefit Plan  
The national outpatient prescription drug plan extends Medicare prescription drug coverage to 
those under 65 years of age.  State Medicaid outpatient prescription drug programs are no longer 
required, private drug benefit plans are discontinued, and Medicare becomes the prescription 
drug insurer.   

 
Wholesale Acquisition Cost (WAC) and Average Wholesale Price (AWP) are commonly used as 
benchmarks to determine the ingredient costs paid by pharmacies.  Neither WAC nor AWP are 
based on actual sales data.  Both are publicly available price lists that approximate what 
pharmacies pay wholesalers for prescription drugs.  WAC benchmarks, AWP benchmarks, fixed 
percentage rebates, maximum allowable cost lists, formularies, preferred drug lists, and cost 
containment strategies distort the market.  The Medicare national drug benefit plan removes 
these market distortions.   

 
The Medicare national drug benefit plan simplifies the drug pricing and payment methodology.  
The wholesale price is based on the actual sale transactions between the manufacturer and 
wholesaler.  Subtracting volume discounts from the manufacturer list price and adding cost-plus 
markups determines the actual wholesale price.  The NADAC is calculated after subtracting the 
volume discounts that wholesalers give to pharmacies from the wholesale price.  Exhibit 4 shows 
the wholesale price and the average acquisition cost on the left and the brand name drug rebates 
and pharmacy payments on the right.  
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Exhibit 4: National Drug Benefit Plan

  

 

 
WAC: Wholesale Acquisition Cost is the manufacturers’ published list price for sales of drugs to 
wholesalers.   

Wholesale Price: The actual price paid by pharmacies to wholesalers before volume discounts.    

NADAC- Revised: The National Average Drug Acquisition Cost is the actual acquisition cost 
between wholesalers and pharmacies based on wholesalers’ reporting of the pharmacy ingredient cost 
on all sales including the off-invoice discounts for multiple source drugs.   

NADAC-plus: The national average drug acquisition cost plus a fixed dollar spread or dispensing fee 
paid to the pharmacy.    

Volume Rebate Agreement: Single source brand name drug volume rebate agreements result in 
manufacturer rebates being paid to Medicare.   

Fee: Nominal payment to record the transaction. 
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Brand Name Drug Rebates 
The 2017 retail prescription drug expenditure in the United States was $333.4 billion.3 Generic 
prescription drugs accounted for 83% of total prescriptions filled, but only 21% of total 
prescription drug spending.  Brand name drugs accounted for 17% of prescriptions filled and 
79% of the spending.4 

Brand name drugs are the cost driver for high prescription drug spending.  Multiple 
manufacturers sell the same generic drug which leads to price competition in the U.S. market and 
lowers the cost for pharmacies.  A single source brand name drug is sold by one manufacturer 
and has patent protection.  Competition among brand name drugs that treat the same condition 
does not lower the list prices.5  

The United States had the largest prescription drug market in the world valued at $337b in 2018.  
This represented 39% of the global market.6   It also has the largest population among high-
income countries.7  This, combined with the highest per capita consumption of brand name drugs 
relative to other countries, results in the United States holding the largest share of the global 
market for brand name drugs in terms of volume.8  Other high-income countries optimize the 
cost reduction for brand name drugs by centralizing the volume rebate negotiation with the 
manufacturer.9  The United States centralizing the negotiation would result in it having the 
lowest net price for brand name drugs than any other high-income country. 

In the Medicare national drug benefit plan, the United States Secretary of Health and Human 
Services negotiates single source brand name drug volume rebate agreements with 
manufacturers.  A retrospective rebate may be utilized based on quantity.  This specifies a rebate 
factor percentage based on the defined purchase threshold levels during the rebate agreement 
life.  Increases in purchased amounts can reach a higher threshold level, which changes the 
rebate factor for additional purchases as well as all the purchases to date within the rebate 
agreement life.10 

 
National Average Drug Acquisition Cost (NADAC) Revised  
The Centers for Medicare & Medicaid Services developed and maintains the NADAC database.  
NADAC estimates the actual average acquisition cost between wholesalers and pharmacies 
based on a monthly nationwide survey sampling of independent and chain pharmacies’ invoice 
prices.  Pharmacy reporting is voluntary and the sample size of the survey is small relative to the 
total number of pharmacies. The NADAC data set does not include all drugs.  It excludes 
specialty and mail order pharmacies and does not reflect off-invoice discounts.  
 
Manufacturer rebates for single source brand name drugs are provided directly to Medicare.  
There are no off-invoice discounts for these drugs.  The pharmacy invoice price reflects the 
actual pharmacy acquisition cost.   
  
Wholesalers negotiate generic drug manufacturer rebates for pharmacies.  The rebates are 
provided to pharmacies in the distribution chain as off-invoice discounts.  Requiring wholesalers 
to report all sales including the off-invoice discounts on a weekly basis makes the pharmacy 
ingredient cost for multiple source generic drugs comprehensive, timely, and accurate. The 
resulting transparency of generic drug prices lowers the cost for the Medicare national drug 
benefit plan.11  
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NADAC is revised to reflect the actual acquisition cost between wholesalers and pharmacies 
based on wholesalers’ reporting of the pharmacy ingredient cost on all sales including the off-
invoice discounts for multiple source generic drugs.  Thus, NADAC plus a fixed dollar spread or 
dispensing fee becomes an accurate payment for pharmacy reimbursement.12 The patient pays a 
nominal fee to record the transaction. 
  
Financing of a National Drug Benefit Plan 
Population segmentation into different outpatient prescription drug benefit plans fragments the 
financing and causes inequitable access to prescription drugs.  A Medicare prescription drug 
benefit plan for the entire population with income-related premiums and appropriations from 
general revenues results in efficient use of funds and removes financial barriers between patients 
and prescription drugs. 
 
The Office of the Actuary at the Centers for Medicare & Medicaid Services determines annual 
mandatory premiums and appropriations from general revenue to fund an Outpatient Prescription 
Drug Insurance Trust Fund.  The amount of the premium is based on federal poverty level 
income and family size.  The premiums cover the cost-sharing except for a brand name drug with 
generic alternatives unless specified by the prescriber.  The premium is collected as a dedicated 
income tax and reconciled on the annual U.S. Individual Income Tax Return. 
 
Conclusion 
Market mechanisms combined with efficient financing lower the cost of outpatient prescription 
drugs while providing coverage to the entire population.  Centralized volume rebate negotiations 
between Medicare and manufacturers lower the price for single source brand name drugs. The 
Center for Medicaid and Medicare Services requiring drug manufactures to report the actual 
price paid by pharmacies lowers the cost for multiple source generic drugs.  The calculated 
national average drug acquisition cost plus an explicit spread or dispensing fee is used to 
reimburse pharmacies.        
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