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ASHP Guidelines on Medication Cost Management
Strategies for Hospitals and Health Systems

Because medication costs comprise the majority of health-
system pharmacy budgets and continue to increase faster
than other health care expenditures,l drug costs are a con-
stant target for cost containment initiatives. The purpose of
these guidelines is to provide guidance on medication-cost-
management strategies.

These guidelines recommend techniques to manage
drug costs in hospitals and health systems. The guidelines
focus on drug use in inpatient settings and hospital clinics,
where health-system pharmacies typically have responsibil-
ity for purchasing and distributing drugs. Strategies for other
settings, such as managed care and ambulatory care settings,
and strategies for revenue optimization are beyond the scope
of this document. Although revenue optimization and medi-
cation cost management are complementary approaches to
improving the financial performance of pharmacy depart-
ments, revenue optimization is best addressed through litera-
ture specific to that topic>* and is not extensively reviewed
in this document.

These guidelines examine methods for nonlabor phar-
maceutical cost containment, focusing primarily on vari-
able costs (costs dependent on patient volume) and direct
drug costs. Fixed and indirect costs, such as labor to pre-
pare or administer medication, nonpharmaceutical materi-
als, and overhead, are also beyond the scope of these guide-
lines. There is also not an attempt to consider the impact of
drug costs and drug-cost-management strategies on other
hospital departments (e.g., laboratory, respiratory care) or
on the total health care costs once the patient leaves the
acute care setting. Although not discussed here, these shifts
in drug costs are important to consider as drug therapies
influence other health care costs, and pharmacists should
lead efforts to promote the value medications provide
across the hospital and health care system.

A broad range of drug-cost-management strate-
gies exist throughout hospitals and health systems. Some
approaches are relatively straightforward and can be
implemented within the pharmacy. Other approaches
are more complex and require high-level strategic plan-
ning and extensive collaboration throughout the hos-
pital. Successful drug cost management requires sys-
tematic attention to and integration of both approaches.
Because of the different nature of various drug-cost-
management activities, these guidelines present information
at different levels of complexity appropriate to the approach
being described.

When selecting and implementing drug-cost-manage-
ment strategies, it is essential that pharmacists remain mind-
ful of patient safety and the quality of patient care.

Drug-cost-containment initiatives must never compro-
mise the department’s ability to provide the best possible
care to patients. In many cases, it is prudent and necessary to
monitor and evaluate the safety and outcomes of drug-cost-
management projects. Fortunately, many drug-cost-contain-
ment strategies have little or no potential for detrimental
effects on patient care, and efforts to improve the quality
of drug use often coincide with cost-containment initiatives.

Trends in Medication Expenditures

Senior hospital administrators have recognized the impor-
tance of drug costs to the fiscal status of health systems. For
example, a health care consultancy reported that in 1996,
“managing hospital drug utilization and expenditures” was
not ranked in the top 20 concerns for hospital CEOs.* When
the survey was repeated in 2000; however, hospital CEOs
ranked drug costs as their seventh most important concern.
The 2000 survey also reported that among hospitals’ greatest
financial challenges, drug and technology costs were second
only to decreased reimbursement, and hospital CEOs said
that drugs offered the single greatest opportunity for cost
savings.4 Although somewhat dated, these data illustrate that
drug-expenditure management presents health systems with
an important challenge that is recognized by senior hospital
administration.

Four primary factors drive growth in overall drug ex-
penditures: price, utilization, mix, and innovation.'

Price inflation is an increase in the unit price of exist-
ing medications. Utilization is an increase in use of a drug,
such as an increase in number of users, days of therapy, or
dose per day of therapy. Mix changes when newer, more ex-
pensive therapies are used in place of older, less expensive
but equally effective drugs. Finally, a blend of the utilization
and mix factors increases drug expenditures when expen-
sive, new medications become available to treat conditions
previously untreatable with drug therapy (i.e., innovative
therapy).

The United States spent over $250 billion dollars on
prescription drugs in 2005, but total drug costs represent a
relatively small portion of total U.S. health care spending
(approximately 11%).> However, double-digit increases in
prescription drug expenditures have been common (e.g.,
15% in 2000, 18% in 2001, 12% in 2002, 11% in 2003, and
9% in 2004)."*¢ The rate of drug-expenditure growth has
frequently been higher than inflation, increases in wages,
and other health care spending, including spending for hos-
pitals, physician services, and total health care expenditures.
However, with the exception of 26% growth in 2001, the re-
cent rate of growth in hospital drug expenditures has been
less than the growth of total drug expenditures. Hospital drug
expenditures grew 4.9% in 2000, 26% in 2001, 9.7% in 2002,
6.3% in 2003, 7.9% in 2004, and 5.7% in 2005."* " However,
the rate of growth in clinic drug expenditures has consistently
exceeded the growth of total drug expenditures. Clinic drug
expenditures grew 24.6% in 2000, 23% in 2001, 21.3% in
2002, 22.2% in 2003, 13.5% in 2004, and 12.4% in 2005.">’

While the rate of increase in prescription drug expendi-
tures moderated somewhat between 2004 and 2006, drug-
expenditure growth remains substantial. Long-range fore-
casts suggest that the rate of increase in total prescription
drug expenditures will continue to exceed the rate of increase
for total health care expenditures through 2014. Because
drug expenditures are the largest component of every health-
system pharmacy’s operating budget and often a meaningful
portion of the entire hospital operating budget, drug expenses
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attract significant attention from hospital leaders. For these
reasons, it is apparent that drug-expenditure-management
will remain an area of focus and responsibility for health-
system pharmacists for the foreseeable future.®

Systematic Approach to Medication-
Cost-Management Measures

A systematic approach to planning and prioritizing specific
drug cost management strategies is essential when imple-
menting initiatives that will influence drug expenditures in
a health system. Annual financial planning (i.e., budgeting)
is the most common planning approach, and specific drug-
cost-management strategies should be considered a part of
the budgeting process. However, longer-term strategic and
programmatic planning activities also have an important role
in managing drug expenditures.

A systematic approach to drug-cost containment re-
quires specific and detailed data on both health-system drug
purchases and actual drug-use patterns. Data must underlie
all types of planning to manage medication expenditures.
Systems should be established to have ready access to the
data and continually review and monitor these data.

It is essential to interact and collaborate consistently
with physician leaders from various specialties to success-
fully plan, prioritize, and implement medication-cost man-
agement efforts. Physician involvement must be sought
during the annual financial planning process and when do-
ing strategic or programmatic planning related to drug ex-
penditures. Appropriate physician representatives must also
be engaged in specific drug-cost-management initiatives.
During the annual financial planning process, physicians can
provide important information related to drug costs, such as
anticipated use of key drugs in the pipeline, programmatic
or new service implementation, anticipated recruitment of
specialists who may require high-cost agents, projections for
use of high-priority drugs, and insights for drug cost con-
tainment. Pharmacy leaders can also use this opportunity to
update physicians on the pharmacy department’s recent ac-
complishments and goals for the future.

Drug Budgeting. Although a complete discussion of the
drug-budgeting process is beyond the scope of this docu-
ment, several important suggestions are provided below. A
general approach to systematically developing the annual
drug budget is outlined in Table 1.” At the beginning of
each calendar year, the American Journal of Health-System
Pharmacy publishes a projection of drug expenditures for
that year."”’

Annual drug budgeting is a challenging exercise.
Unanticipated situations that result in extreme increases in
drug expenditures will likely occur and the pharmacy direc-
tor should be prepared to explain those situations. Better data
and more experience will improve a department’s ability to
forecast institutional drug expenditures. Regardless of the
drug budget’s accuracy in forecasting the institution’s drug
expenditures, a well-planned drug budget should help the de-
partment understand drug use patterns and identify opportu-
nities for drug cost management. Specific reports that can be
helpful in understanding drug use will be described below.

During the annual financial planning process, it is im-
portant to identify and focus on key drug expenditures. The

Table 1.
Steps for Developing Annual Drug Budget’

Collect and review data (e.g., drug purchase data, drug
utilization data, workload and productivity data, other
financial statements).

Develop budget for high-priority agents (top 50-60 drugs).

Identify relevant new drugs and build new agent budget.

Budget for nonformulary drugs and lower-priority drugs.

Establish a drug cost containment plan (identify drugs going
off patent, opportunities for therapeutic interchange or
protocol development).

Finalize and present the total drug budget.

Continue the budgeting process throughout the year
through constant vigilance and monitoring of drug use.

Pareto Principle, or 80/20 rule, applies to drug budgeting and
states that in nearly all cases, a few vital factors are important
and many are trivial. A relatively small number of drugs (50—
60) typically account for 80% of most hospital drug budgets.
Therefore, budgeting and cost-containment efforts should
focus on those drugs, and the cost-management plan should
especially concentrate on those top drugs for which it is fea-
sible to influence prescribing patterns. Much of this docu-
ment focuses on the need to develop a cost-containment plan
after initial estimates of drug costs are completed (Table 1).

Medication-cost-management projects should be care-
fully selected and prioritized as part of an ongoing financial
planning process. Because drug-cost containment strategies
must be customized to each health system’s unique charac-
teristics, a global assessment of the pharmacy department
and the hospital must be conducted to identify opportunities
for drug-cost-management. This assessment must go beyond
a qualitative assessment of opportunities and must include
retrieval and analysis of both drug purchase and drug-utili-
zation data. Pharmacy departments may need to obtain and
develop resources, such as personnel and software, to ana-
lyze these data.

Despite the need to customize the strategy and tactics
to fit the needs of different hospitals and health systems, a
systematic approach to identifying, prioritizing, and imple-
menting medication-cost containment initiatives is neces-
sary and can be applied in any setting. A clearly defined list
of cost-containment targets should be established during
each financial planning cycle. To be successful, the number
of initiatives should be manageable and should focus on the
institution’s top expenditures. In many situations, multiple
approaches for cost containment will be necessary.

The foundation for effective cost-management strat-
egies, and the first stage of the systematic approach, be-
gins with determining current costs of medications, both
as ongoing expenses and those held as assets in inventory.
Understanding and tracking key medication-cost indicators
on an ongoing basis is necessary to determine the oppor-
tunities for medication-cost reduction. Examples of these
indicators may include:

. Medication inventory per adjusted patient day

. Medication inventory turnover rate

o Contract coverage percentage

o Contract compliance percentage

. Intravenous-to-oral dosage ratio

. Volume-adjusted total medication costs (e.g., cost per
adjusted patient day, discharge, etc.)
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. Volume-adjusted drug category costs (e.g., antibiotics,
anesthesia-related drugs, etc.)

. Descending-order total purchase histories, tracked
over time

In addition, the use of external benchmarks may pro-
vide assistance in identifying medication-cost-reduction
opportunities. External benchmarks may be available as
a component of services provided by consulting organiza-
tions, the pharmacy’s drug wholesaler or group-purchasing
organization (GPO), or from professional published data.
Benchmark data should be used with care; however, be-
cause there may be important limitations to the applicabil-
ity of the data to a specific site. For example, difficulties
may exist in adjusting the data for the specific pharmacy
practice, such as models and intensity of services, and in
finding an appropriate peer group.’

After cost-management opportunities are identified,
they need to be quantified. Dollar values should be as-
signed to each opportunity, including inventory reduction,
improvement in inventory turns, improving contract compli-
ance, therapeutic interchange of various agents, and others.
A specific goal and action plan should be set for each drug-
cost-management target. For example, one goal might be to
reduce expenditures for a drug class by 8% by establishing a
contract for a new, preferred agent and implementing a ther-
apeutic interchange program to shift use to the new agent.
Alternatively, the goal might be to slow the rate of increase
in use of a particular drug or drug class (e.g., based on cur-
rent patterns, use of this drug class is expected to grow 15%
in the next fiscal year, but the goal of interventions is to limit
the rate of increase to 10%). Monitoring is essential, so drug
cost containment targets should be consistently measured
and evaluated. Identifying and quantifying the opportunities
must be completed before prioritization and in-depth evalu-
ation begins.

Assessment and Prioritization. Once opportunities for cost
management have been identified and quantified, assessment
and prioritization can occur. There are many methods of pri-
oritization, but most of them contain two key elements: deter-
mining the potential benefit and estimating the relative ease
or difficulty of attaining the benefit. Even though potential
benefit may be clear-cut, the degree of difficulty is often hard
to establish. Important points to consider when determining
the relative degree of difficulty and likelihood of achieving
benefits from a given drug-cost-management opportunity in-
clude (1) the amount of time pressure (the time available until
the cost reductions occur), (2) key stakeholder (e.g., nurse,
physician) sensitivity and willingness to collaborate, (3) ex-
tent of leadership support for the initiative, (4) resources re-
quired, and (5) existing level of expertise within the organiza-
tion for the specific cost-management opportunity.

Drug-cost management strategies that are under the
direct and exclusive purview of the pharmacy department
(e.g., purchasing, inventory management, and waste re-
duction approaches) are generally easier to implement and
provide more immediate benefits. These activities, how-
ever, often provide smaller or one-time financial benefits.
Utilization management tactics (e.g., clinical practice guide-
lines and therapeutic interchange) generally provide greater
financial benefits, but these efforts have correspondingly
higher degrees of difficulty and complexity.

Because of the relative ease of implementation, cost-
containment opportunities in areas that are primarily under
the department’s control will usually be pursued first. After
these initiatives are underway, more complex techniques
that require collaboration with the medical staff and others
should be pursued.

These guidelines are structured so that the cost-man-
agement techniques are presented in the order in which
health systems often implement them. Components of a
cost-management program are listed in Table 2. An appen-
dix that lists specific cost management opportunities is also
provided. It is important to note that although these guide-
lines are separated into sections on purchasing and inven-
tory management and medication-use management, both
activities are integral and indivisible to drug-cost manage-
ment planning and the practice of pharmacy in hospitals
and health systems.

Purchasing and Inventory Management

When selecting drug-cost-containment initiatives, purchas-
ing and inventory management procedures should be con-
sidered first.

Drug Product Costs and Procurement. At the most fun-
damental level, drug costs are a function of unit costs and

Table 2.
Components of a Cost-Management Program?

Pharmacy-Directed Activities
Purchasing
GPO contracts
Facility contracts
Wholesaler contracts
Inventory management
Wholesaler ordering
programs
Storage
Waste reduction
|.V. product waste
Returns

Interdisciplinary Activities
Medication utilization program
Clinical pharmacy services
Assessment of drug costs
Medical staff support
Formulary management
Therapeutic interchange
Guideline (protocol)
development
Pharmacist interventions
Plan implementation and
analysis

Reimbursement & Charging
Reimbursement
340B programs
CMS (DRG class)
Commercial insurance (payer
mix)
Outpatient infusion center
Charging
Coding and processing
Indigent care programs

#GPO = group purchasing organization, CMS = Centers for Medicare
and Medicaid Services, DRG = diagnosis-related group.
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utilization. Drug-unit costs are a function of acquisition
costs (contracted or non-contracted), the external (in-bound)
distribution fee, inventory management costs, and internal
distribution costs.

Contracting. There are three main avenues for purchasing
pharmaceuticals at discounted rates: GPO contracts, facil-
ity contracts, and wholesaler own-use contracts. All facili-
ties should seek to maximize savings available from use of
generic products, and some may have other considerations,
such as use of 340B or indigent care programs.

GPO contracts. GPOs utilize the aggregate purchasing
power of many facilities in negotiating pricing agreements
with manufacturers. Most hospitals are members of a GPO.
While there are GPOs that focus exclusively on drugs, the
majority of GPOs offer contracts for medical and surgical
supplies, food, and other support products and services in
addition to pharmaceuticals. Most GPOs make their con-
tract portfolio available to members via hard copy, and some
GPOs have contract portfolios available on secure internet
sites. Considerations in contracting with a GPO are listed
in Table 3. It is also important to have routine surveillance,
preferably an automated service, that ensures that contract
prices are applied to all purchases.

GPOs are funded by one of two means. First, most,
if not all, GPOs collect a contract administrative fee (CAF)
from the manufacturers or distributors with which they con-
tract. The CAF is rarely greater than 3% of the dollar volume
of product purchased through the contract. Some GPOs re-
turn a portion or all of the CAF to its members. If any or all
of the CAF for a particular drug product is returned to the
facility by the GPO, it should be taken into account when
calculating the net cost of the drug. The second method by
which GPOs are funded is direct payment of fees by mem-
bers to the GPO. In this arrangement, all of the CAF is re-
turned to the facility.

Contracts through GPOs consider not only the unit cost
of the pharmaceutical but also include the allowable distribu-
tion methods for the pharmaceutical, payment terms, returns
policies, and supplier performance requirements. Many GPO
contracts, especially those for multi-source generics, include
simple line-item pricing, which only requires the purchaser to
buy and pay for the product. Other contracts are more compli-
cated, with incentive rebates for all purchases or rebates for
achieving volume or market share targets.

Table 3.
Considerations in Group Purchasing Organization
(GPO) Contracting

Fees (e.g., contract administrative fee)

Allowable distribution methods

Payment terms

Return policies

Supplier performance requirements

Rebates

Market-share agreements

Single-agent contracts

GPO services (e.g., lost savings and compliance reports,
rebate and contract administration fee reports, clinical
utilization management programs)

Letters of commitment

Typically, market share agreements are utilized when
two or more products can be used to treat the same disease
and no generic equivalent exists. The incentive, such as a
rebate, a lock-in of a current discount, or achievement of a
higher discount, is contingent upon attaining a given mar-
ket share for a particular product in the institution’s market
basket. To achieve the greatest financial advantage from the
contract (lowest net drug cost), the pharmacy must work
with the medical staff. This process requires a careful evalu-
ation of comparative efficacy and safety of the product and
its alternatives.

Some GPOs have multiple products on contract within
categories of pharmaceuticals, allowing the facility to re-
ceive discounted pricing on similar agents when prescribing
practices are not standardized to one agent. More aggressive
GPOs will sometimes contract for a single agent within a
particular class (e.g., for one fluoroquinolone or one lipo-
somal amphotericin B product to the exclusion of others) in
order to gain the maximum value for its members.

Successful use of GPO contracts requires a construc-
tive and collaborative relationship between the member, the
GPO, the manufacturer, and the distributor (i.e., wholesaler).
Potential advantages of GPO contracts are listed in Table 4.

In addition to the contracting portfolio, GPOs offer
services such as lost savings and compliance reports, rebate
and contract administrative fee reports, clinical utilization
management programs, and letters of commitment.

Lost savings and compliance reports. These reports
provide data and analysis of missed savings opportunities
in the user’s purchase history (e.g., items purchased off-
contract when a generically equivalent alternative item was
on-contract). These reports may also indicate the compli-
ance level, or the amount of purchases on-contract versus
the amount of purchases that could have been made on-con-
tract (drugs purchased on-contract plus the value of drugs
purchased off-contract when alternatives were on-contract).
These reports should be reviewed monthly to determine if
purchasing practices are effective.

Rebate and contract administration fee report. These
reports tally the amount of rebates and contract administra-
tion fees generated by the facility’s purchases of specific
products under contact. When evaluating the costs of two
or more equivalent products, it is important to include any
applicable rebates to arrive at net cost.

Clinical utilization management programs. These pro-
grams assist facilities in managing the utilization of vari-
ous drug products and classes, often through evaluation and

Table 4.
Potential Advantages of Group Purchasing
Organization Contracts'®"

Standardization of products

Reduction of contract labor costs for institutions

Enhancement of member institution’s purchasing program

Enhancement of information sharing

Enhancement of purchasing expertise

Protracted periods of price protection

Coordination of contracting and budgeting process

Reduction of duplication of purchasing efforts among
institutions

Assistance identifying alternative or secondary products
during drug shortage
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comparison of product efficacy, safety, and cost, as well as
therapeutic interchange programs.

Letters of commitment. Letters of commitment (LOC)
available through GPOs should be evaluated and taken ad-
vantage of when appropriate. The LOCs usually contain
requirements for the pharmacy to do one or more of the fol-
lowing in order to gain lower pricing or rebates:

o Declare that a particular drug is on formulary.

. Declare that a particular drug will be on formulary and
will not be restricted.

. Achieve a target periodic volume.

. Achieve a target market share relative to competitive
drugs for a given period of time.

The LOC may not require significantly more purchas-
ing of the drug. If LOC requirements do not conflict with
formulary and utilization management strategies, the LOC
should be signed if there is a reasonable chance of meeting
the requirements.

Facility contracts. The alternative to GPO contract-
ing is individual contracting. This type of contracting may
be done at the facility or the health-system level. In some
cases, equal or better pricing than GPOs can be obtained by
individual facilities when contracting, especially large facili-
ties or integrated delivery networks (IDNs). Opportunities
for better pricing through individual contracting may exist
for specialized health systems (e.g., those focused on oncol-
ogy or transplantation), that purchase a large volume of a
selected drug and are able to commit to maintaining a market
share for the drug.

It is important to carefully evaluate the benefits of
individual contracting and its influence on the collective
bargaining power of the GPO. Continual use of individual
contracts that are in contravention to GPO contracts, in the-
ory, will eventually erode the GPO’s ability to consistently
contract aggressively for its members. Because of larger
GPO volume, manufacturers often will not offer the same
pricing or other terms to individual facilities or IDNs that
they offer to GPOs. Another factor to consider with indi-
vidual contracting is that a facility may require contracts
to be reviewed by attorneys, whereas the GPO acts as the
contracting agent of the facility, obviating the need for legal
review of each contract by the facility’s counsel. Finally, the
amount of time required to negotiate, write, and maintain an
individual contract should be weighed against the incremen-
tal value gained over what a GPO contract would offer. In
many situations, it may be more efficient and productive to
voice contract concerns to GPO representatives and become
involved in GPO committees rather than write multiple, in-
dividual contracts outside the GPO.

Some drug contracts, especially for sole-source
awards to generic manufacturers, call for the manufacturer
to reimburse the pharmacy for the difference in cost when
the pharmacy must purchase a product off-contract because
the manufacturer was not able to supply the contracted prod-
uct. The manufacturer-unable-to-supply reimbursement pro-
cess is time-consuming and the requirements can be rigid,
but submitting reimbursement to manufacturers under these
provisions can return additional funds to the pharmacy.

Wholesaler own-use contracts. Wholesalers are also
able to take advantage of special pricing on certain branded
and generic drugs and offer those products to their customers

in the wholesaler’s proprietary contract portfolio. This cre-
ates margin for the wholesalers that can be used to fund dis-
tribution discounts. Wholesalers also take advantage of cash
discounts and quick-payment terms from manufacturers to
increase their margin and to offer discounts to customers.

Generic Drug Savings Maximization. The expiration of
patents on widely used branded drugs can result in large re-
ductions in drug expenditures. It is important to be mindful
of the opportunities presented by the first-time introduction
of generics on high-spend branded drugs, both in budget-
ing and implementing rapid and effective uptake of generics
when they are introduced.

Budgeting. There are several sources for monitoring
patent expiration dates (off-patent dates) for branded drugs,
includ-ing www.drugpatentwatch.com and the GPO. The
GPO may also be able to estimate the potential initial sav-
ings from contracting for generic drugs that are first-time
introductions. It is also important to determine when the
first-time generic product will be available from multiple
manufacturers. The initial savings differential between the
branded and generic versions may be small because a single
generic manufacturer often has a period of exclusivity before
the generic drug becomes available from multiple sources.
In some cases the savings may be so insignificant that health
systems will choose to remain with the branded drug for
safety reasons and consistency in product supply. Changing
products several times within a short period of time could
confuse caregivers, so pharmacy managers should weigh the
benefits and risks of making such changes.

Operational considerations. Swift uptake of the ge-
neric product is necessary to maximize the savings after a
branded drug comes off-patent and multiple generic versions
are available. The following steps should be taken during
any product conversion, but they are particularly important
when converting from a brand name product to a first-time
generic equivalent product.

o Contracting. Be sure that the health system has access
to contract pricing on a generic product on the first
date that the drug is available as a multisource item.
The contract pricing will usually be through the health
system’s GPO, but in some cases, the health system
may write its own contract for the generic product.

. Contract Price Loading. The contract pricing for the
product must be loaded at the wholesaler with enough
notice to become effective. Up to 30 days notice may
be required before the contract pricing becomes effec-
tive through the wholesaler. Although the manufac-
turer or GPO typically send the contract information
to the wholesalers, when the hospital or health system
directly contracts for the generic drug, the contract in-
formation should be sent directly to the wholesaler by
the hospital or health system.

o Demand Matching. Work with the wholesaler to en-
sure that there will be a sufficient supply of the generic
product at the local wholesaler distribution center to
match current purchases of the branded product, a pro-
cess called demand matching. Wholesalers will need
at least 30 days notice on demand matching to ensure
sufficient stock of the generic product on the off-patent
date. Working with the wholesaler on demand match-
ing also improves overall supply chain management
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by allowing the wholesaler to draw down inventory of
products that will be in less demand.

. Autosubstitution. Some wholesalers allow pharmacies
to institute autosubstitution rules in the wholesaler or-
dering system to substitute a preferred generic product
for a branded product or non-preferred generic prod-
ucts. This process maximizes savings and contract
compliance. Care must be exercised in creating auto-
substitution rules to ensure correct product-to-product
substitution in chemical entity, dosage form, package
size, package form (unit dose, bulk oral, liquid), and
so forth, especially in cases in which a brand-name
drug goes off-patent. Autosubstitution rules may also
be implemented in the wholesaler ordering system for
medication safety reasons (e.g., reduction of sound-
alike and look-alike drugs) in addition to savings opti-
mization or contract compliance.

Other Considerations. Pharmacy managers should explore
whether the hospital can obtain pharmaceuticals at advanta-
geous pricing using 340B (disproportionate share) programs.
Because hospitals and health systems must meet specific
criteria to be designated as a 340B facility, pharmacy man-
agers should collaborate with the chief financial officer and
financial services department to determine if they can access
340B pricing for pharmaceuticals. Detailed descriptions of the
qualifications and benefits of 340B programs are also avail-
able through the Health Resources and Services
Administration Office of Pharmacy Affairs www.hrsa.gov/
opa/; the Pharmacy Services Support Center, pssc.aphanet.
org/; the Safety Net Hospitals for Pharmaceutical Access,
safetynetrx.org; and ASHP 340B Information Site www.ashp.
org/s_ashp/catlc.asp? CID=3813&DID=6225.
Pharmaceutical manufacturers also continue to offer
indigent patient care programs for select drugs for qualified
patients on an individual basis. Although substantial sav-
ings can be realized through replacement drugs at no charge,
the process can be arduous and complex. There are inde-
pendent consulting services that specialize in assisting with
coordination of the program for hospitals and typically re-
quire payment as a percentage of the savings. Patients eli-
gible for Medicaid and other regional or local low-income
health insurance do not usually qualify for the indigent care
programs sponsored by the pharmaceutical industry.

Wholesalers and Distribution Fees. Most hospital phar-
macies purchase 80% or more (by dollar volume) of their
pharmaceutical needs from a drug distributor (wholesaler).
Hospital pharmacies can lower their costs by ensuring that
the distribution fee mark-up is as low as possible. To under-
stand the cost that wholesalers charge for drugs, and the dis-
tribution fee charged to hospital pharmacies, it is necessary
to understand wholesalers’ revenue streams and expense
drivers.

The adoption of the prime-vendor system, in which a
pharmacy procures a very large portion of its pharmaceu-
tical needs from one supplier, has led to great efficiencies
in the pharmaceutical supply chain. Through these efficien-
cies, wholesalers are able to offer low incremental fees to
their customers for distribution of pharmaceuticals. In many
cases, they are able to offer discounts to the contracted price
of the drug or “cost-minus” discounts to the wholesale ac-
quisition cost of the drug if it is not contracted.

Through automated inventory, stock replacement, and
order fulfillment, wholesalers have streamlined the deliv-
ery process and lowered pharmaceutical costs in the sup-
ply chain. In the past, wholesalers increased their margins
through speculative buying, which is buying pharmaceuti-
cals in large quantities and holding them past the date of fu-
ture manufacturer price increases. The products would then
be sold to customers at the higher price. These practices
have reportedly decreased since 2004.'> However, at the
same time that speculative buying decreased, the wholesale
drug industry instituted inventory management agreements
with manufacturers, who in return for agreements regarding
product supply and demand, pay the wholesalers a negoti-
ated fee based on the percentage of the volume that the
wholesalers purchase from them. These methods of creating
margin through increasing revenue and decreasing expenses
can be translated into a cost-minus fee structure for the hos-
pital that is purchasing from the wholesalers.

Individual hospital factors that influence wholesaler
fee structure. Several characteristics of individual hospital-
pharmacy purchasing can affect a wholesaler’s revenue and
expenses and result in higher or lower distribution fees. To
some degree, a higher purchasing volume results in a lower
distribution fee. However, other factors, including deliveries
per week, dollars per drop, dollars per line extension, num-
bers of delivery sites per location, payment terms, and spe-
cial services, must also be considered. These factors should
be considered collectively and not in isolation. In addition,
most major wholesalers have supply, automation, and other
service and equipment divisions, and an institutional con-
tract with multiple divisions can provide additional savings.

Deliveries per week. The fewer deliveries from the
wholesaler per week, the lower the expenses for the whole-
saler, which can reduce the wholesaler distribution fee to the
pharmacy. Some large hospitals have up to 11 deliveries per
week, but other large hospitals are able to manage inven-
tory so that patient care can be well-maintained with only
5. Inventory and patient care can be well maintained at less
than five deliveries per week at small hospitals. Fewer deliv-
eries may require additional purchasing discipline, but some
wholesalers have programs to help pharmacies improve
their purchasing practices.

Dollars per drop. This factor is important to whole-
salers because the higher the number of delivery locations
(drops), the higher the wholesalers’ cost, and vice versa. For
a given dollar value of pharmaceuticals purchased, a whole-
saler’s expenses are lower, and margin is higher, for a lower
number of delivery points. This margin can be translated
into lower distribution fees for the pharmacies, particularly
for IDNs of multiple pharmacies.

Dollars per line extension. For each line of products on
an invoice that a wholesaler fills and delivers to a pharmacy,
there is an associated cost. The dollars per line extension
is the total dollars purchased by a pharmacy over a given
period of time divided by the number of lines of products or-
dered over the same period of time. Pharmacies with higher
dollars per line extension purchased can sometimes have
lower distribution costs than pharmacies with lower dol-
lars per line extension because it costs relatively less for the
wholesaler to service the pharmacy with the higher dollars
per line extension.

Secondary wholesalers. Secondary wholesaler rela-
tionships should be avoided if inventory levels meet patient
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care needs. Purchases from secondary wholesalers usually
carry a much higher distribution fee. Such purchases also re-
sult in a higher primary wholesaler distribution fee because
there are decreases for the pharmacy in its dollars per drop,
dollars per line extension, and total volume. Wholesalers
are increasingly requiring pharmacies to meet a minimum
monthly volume to maintain an account, and the costs of
maintaining the minimum volume at a significantly higher
distribution fee can be prohibitive.

Expanding the use of the wholesaler within the health
system may offer additional opportunities for cost sav-
ings. Hospital departments such as radiology, the clinical
laboratory, interventional cardiology, and anesthesiology
may procure pharmaceuticals directly from the manufac-
turer through the purchasing or materials management
departments. Utilizing the pharmaceutical wholesaler for
these products through a separate purchasing account does
not change the process of procurement or distribution but
reduces the unit cost through application of the wholesaler
discount. Because some of these products may be relatively
costly (e.g., contrast agents, blood factors, or anesthetic
gases), there is a potential for additional savings if these pur-
chases push the hospital into a higher tier of the wholesaler
cost structure. Pharmacy directors should communicate with
other department managers to determine how pharmaceuti-
cals are purchased, and it is usually best if all drug purchases
are managed by the pharmacy.

Payment method and frequency. Payment method and
frequency can also affect the distribution fee. Many whole-
salers offer a lower distribution fee to hospitals that pay by
electronic fund transfer (EFT). Pharmacy managers should
work with their accounts-payable departments to establish
EFT, which is usually a more efficient method of payment
for both the hospital and the wholesaler. In addition, the
more frequent the payment, the lower the wholesaler dis-
tribution fee will generally be. Since 2004, the amount of
speculative buying has waned and large discounts for more
frequent payments have decreased. However, many whole-
salers offer terms based on prepayment, or placing funds on
deposit with the wholesaler, and then paying invoices on a
go-forward basis. The advantage in lower distribution fee is
clear, but this gain must be balanced against the time value
of money for having the funds on deposit with the whole-
saler rather than drawing a return for the health system.

Most GPOs have wholesaler-distribution agreements
for use by their members. However, because of higher-than-
average dollars per drop, dollars per line extension, and
discipline in number of deliveries per week, large hospitals
and health systems can often get better pricing and terms by
dealing directly with wholesalers rather than through GPO
wholesaler agreements.

Other wholesaler tools. Most wholesalers provide
pharmacies with access to computer software or Web-based
solutions for product ordering, reporting, and inventory
management. The programs will allow the buyer to check
for lower-priced alternatives and contract compliance prior
to placing orders. Pharmacy managers should work with
their wholesaler representatives to be sure that these features
are available and utilized.

Some wholesalers produce contract compliance re-
ports. These reports can be used to gauge the effectiveness of
purchasing practices. Pharmacy managers should check with
their wholesalers to determine if these reports are available.

If they are, they should be reviewed monthly for opportuni-
ties to improve contract purchasing.

Some wholesalers have automatic substitution pro-
grams to assist pharmacy buyers in selecting the correct
product when multiple generic alternatives exist. These
programs allow the pharmacy manager to direct purchases
of less-preferred products (as determined by the pharmacy
management) to more-preferred items. For example, if one
brand of unit dose acetaminophen 325-mg tablet is on con-
tract as a sole-source award, the autosubstitution program
can allow for inadvertent orders for noncontract unit dose
acetaminophen 325-mg tablets to be substituted with the
preferred version. Such programs may not be available from
all wholesalers, and they should receive careful consider-
ation before 