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The methods by which the U.S. health care system pays 
for prescription drugs have faced increasing scrutiny in 
recent years. Two key developments have emerged: (a) 

congressional enactment of important changes in the basis for 
payments for prescription drugs in the Medicare and Medicaid 
programs; and (b) a March 2009 decision in a federal class action 
lawsuit that alleged fraudulent manipulation of the dominant 
pricing benchmark (average wholesale price, AWP), used primar-
ily as the basis for payment for brand-name prescription drugs. 

The debate about prescription drug payment methods cen-
ters on determining the most appropriate basis for calculating 
how payers, including patients, government agencies, employ-
ers, and health plans, should pay pharmacies and other provid-
ers for drugs. Historically, payment for prescription drugs has 
been based on published prices that do not necessarily reflect 
the actual acquisition costs paid by providers, primarily pharma-
cies, physicians, and hospitals. This has led policymakers to be-
lieve that Medicare and Medicaid programs have paid more than 
is necessary for prescription drugs. Thus, in an effort to reform 
the payment system and reduce drug expenditures, policymakers 
have made significant changes to the benchmarks used by public 
programs to pay for drugs, and in some instances have created 
new benchmarks. 

Private payers have followed the government’s lead and begun 
to change their own payment methods and benchmarks. They 
can be expected to accelerate the change as a result of the settle-
ment agreement approved in the March 2009 federal court deci-
sion. The settlement will result in the lowering of the AWP for 
more than 400 generic and brand-name drugs. In addition—and 
technically unrelated to the litigation and any appeals that may be 
taken—2 major price data reporting companies, First DataBank 
and Medi-Span, announced their intent to discontinue publica-
tion of AWP within 2 years of September 26, 2009. (At the time 
this report was prepared, there have been no similar announce-
ments from Thomson Healthcare for Redbook or from Elsevier 
for Gold Standard [ProspectoRx], who are 2 other publishers of 
prescription drug prices). Furthermore, several manufacturers 
have announced that they will no longer provide either an AWP 
or a markup percentage on certain pharmaceuticals. Thus, by 
2011, the AWP benchmark as we know it will no longer be widely 
available for use by public or commercial payers for payment of 
pharmaceutical products. 

Today’s prescription drug payment to pharmacies, physicians, 
and other providers is often determined by a formula based on 
the AWP benchmark. However, it is unclear how replacement 
of the AWP benchmark might affect provider payment for two 
reasons: (a) no widely available alternative benchmark has been 
selected, and (b) pharmacy benefit manager contracts with net-
work pharmacies often include language to adjust payment un-
der any new benchmark to maintain comparable pricing to the 
AWP standard. 

The U.S. drug purchasing and distribution system is complex 
and involves multiple transactions among myriad stakeholders, 

including drug manufacturers, distributors, third-party payers, 
pharmacies, physicians, and patients. Any change in payment 
methods or benchmarks has significant implications for all stake-
holders, affecting the payments and prices to and from each of 
these groups. Knowledge of the intricate distribution and pay-
ment systems for prescription drugs is essential to ensure that 
payment reform results in desired outcomes including fair and 
equitable payment to providers while avoiding unintended conse-
quences such as reduced access to medically necessary drugs.

AMCP recognizes the need to help stakeholders and policy-
makers better understand, evaluate and navigate the profound 
changes occurring in payment for prescription drugs in the Unit-
ed States. This 2009 update to the AMCP Guide to Pharmaceutical 
Payment Methods offers a comprehensive examination of the meth-
ods and price benchmarks that have been used in the public and 
private sector to pay for pharmaceuticals in the United States, the 
changes that have occurred or are likely to occur in the future, 
and the forces that are behind these changes. AMCP has made 
every effort to make the Guide an unbiased presentation of infor-
mation, issues, and implications. 

The Guide is presented in 5 main sections including an intro-
duction and the following 4 subject areas: 

n	 Payment Benchmarks. Section II explains the drug payment 
benchmarks that have come into use over the past 4 decades, 
how and when they are used, and how they compare to one 
another. The benchmarks discussed in detail are those that 
have the greatest overall impact on pharmaceutical payment 
or are currently receiving the most scrutiny and discussion, in-
cluding AWP, average sales price (ASP), average manufacturer 
price (AMP), wholesale acquisition cost (WAC), maximum al-
lowable cost (MAC), and the federal upper limit (FUL). 

n	 Payers and Payment Methods. Section III describes payment 
methods used by payers as well as manufacturers’ price con-
cessions related to product preference and acquisition across 
various settings of care such as community pharmacy, mail 
service pharmacy, physician offices, and hospitals. The payers 
discussed in this Guide include public payers such as Medicare, 
Medicaid, and the Public Health Service’s 340B program, and 
private payers such as commercial insurers, self-funded plans, 
Taft-Hartley plans, and individual patient payments. Also cov-
ered are topics relevant to private health insurance, including 
benefit design, the use of formularies by private payers, and 
the relationship of these factors to the availability of rebates 
from drug manufacturers. 

n	 How Products, Services, and Payments Flow Through Chan-
nels of Distribution. Section IV provides a detailed analysis of 
how drugs are purchased, distributed, and paid for by various 
entities within the pharmaceutical supply chain in the U.S. 
The purpose of this section is to examine the complexity of 
the drug distribution system as well as the multiple direct and 
indirect transactions that occur. 
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n	 Select Issues and Implications for Stakeholders. Section V 
explores the immediate and future issues and implications 
of the most significant changes to drug payment methods or 
benchmark prices that have been proposed or implemented 
in recent years. The topics evaluated in this section include the 
pending switch to the use of AMP by state Medicaid programs 
for drug payment; the ongoing implications of the implemen-
tation of ASP under Medicare Part B, and the implications that 
both of these changes may have for private payers in the phar-
maceutical marketplace; pricing transparency; and bundling 
of provider payment for prescription drugs with payment of 
other related services 

Highlights 
The following key issues are discussed in this Guide. Please refer to 
the corresponding section in the Guide for a more detailed discus-
sion of trends in drug pricing and payment. 

n Payment Benchmarks 
Some health plans cover pharmaceuticals under the “medical 
benefit” (e.g., drugs administered in a medical office or clinic set-
ting), while others may cover them under the “pharmacy benefit” 
(e.g., drugs dispensed by a pharmacist). Pharmaceuticals covered 
under either the medical benefit and/or the pharmacy benefit 
component of a health plan typically have differing payment 
methods and price benchmarks. 

Average Wholesale Price and Wholesale Acquisition Cost 

Historically, AWP was the generally accepted drug payment 
benchmark for many payers, primarily because it was readily avail-
able. However, in more recent years AWP became recognized as 
a “sticker price” that does not reflect the average wholesale price 
ultimately paid after discounts have been subtracted. 

AWP is related to WAC, although not by a standard multiplier. 
Historically, the relationship of AWP to WAC has been most com-
monly characterized by one of the following equations, as deter-
mined by the manufacturer: 

AWP	 =	 1.20  x  WAC, or  
AWP	 =	 1.25  x  WAC 

However, WAC is not an actual acquisition cost for a wholesaler, 
because the WAC does not include many of the discounts and price 
concessions that are offered by manufacturers. For sole-source 
branded pharmaceuticals, WAC more closely approximates the 
price that pharmacies pay to manufacturers or wholesalers than 
does AWP and, for this reason, often serves as the basis for nego-
tiated discounts and rebates between manufacturers and private 
payers (i.e., discounts and rebates are based on WAC) for both 
medical and pharmacy benefit drugs. Manipulation of the so-called 
“spread” or differential between WAC and AWP has been the sub-
ject of lawsuits against pharmaceutical manufacturers alleging 
“gross inflation” of AWP for certain physician-administered drugs. 

Recognition of the unreliability of AWP as a benchmark of 
real-world prices actually paid by pharmacies and other purchas-
ers, including physicians has precipitated the search for other 
reference prices for payment purposes. The impending demise 
of AWP as a basis for payment for pharmaceuticals in the United 
States became more certain on March 17, 2009, with the decision 
by U.S. District Court Judge Saris on the proposed settlement in 
the 2 national class action lawsuits against First DataBank/ McKes-
son and Medi-Span. This decision will result in the rollback of the 
multiplier used to calculate AWP. The WAC multiplier of 1.25 (or 
greater than 1.20) will be reduced to 1.20 for the 1,442 National 
Drug Code (NDC) numbers referenced in the lawsuit, effective 
September 26, 2009, under order of the court in acceptance of 
the proposed settlement. First DataBank announced as an inde-
pendent commercial publisher that it would do the following: (a) 
apply the 1.20 multiplier in calculating AWPs for all other NDCs 
whose AWPs were derived using a multiplier greater than 1.20, and 
(b) discontinue publication of AWP no later than 2 years following 
implementation of the recalculated AWPs. Medi-Span has made a 
similar announcement. When this Guide went to press, Thomson 
Healthcare, publisher of Redbook, and Elsevier, publisher of Gold 
Standard (ProspectoRx), had not announced similar changes. 

Unless third-party reimbursement contracts with pharmacies 
are renegotiated, the practical results of this settlement and other 
changes to be implemented include (a) reduction in pharmacy 
gross margin on the affected drug prices paid under AWP dis-
count-based third-party contracts, and (b) a proportionate reduc-
tion in beneficiary cost-share amounts that are based on coinsur-
ance rather than dollar copayments. 

Average Sales Price 

As a result of the 2003 Medicare Prescription Drug, Improve-
ment, and Modernization Act (MMA) (Public Law 108-173), ASP 
replaced AWP as the basis for payment for most drugs covered 
under Medicare’s medical benefit—Medicare Part B—as of Janu-
ary 1, 2005. Unlike AWP, ASP is based on manufacturer-reported 
actual selling price data and includes the majority of rebates, vol-
ume discounts, and other price concessions offered to all classes 
of trade (excluded from the calculation of ASP are all sales that 
are exempt from “best price” and sales at “nominal price”). 

Because ASP is an average, some providers are able to obtain 
pharmaceuticals below this average selling price, while others are 
able only to purchase the drugs at a price that is above the aver-
age. Historically, small physician offices and specialty pharmacies 
buy at the least favorable prices and are unable to purchase some 
drugs at prices at or below the ASP prices or ASP-based payment 
amounts. Generally, large physician groups and hospitals are able 
to negotiate the best discounts and price concessions and are bet-
ter positioned under the ASP payment system. 

ASP values are publicly available on the federal government’s 
Centers for Medicare & Medicaid Services (CMS) Web site, and 
private payers are therefore able to use ASP for payment of medi-
cal benefit drugs. Uptake of the ASP benchmark by commercial 
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sector has been slow but steady. Survey data from approximately 
100 payers showed that, by the fall of 2008, about 44% of private 
payers used ASP as their primary payment benchmark for spe-
cialty therapies (accounting for more than half of covered mem-
bers), but only 16% of payers depended exclusively on ASP and 
37% had no ASP contracts.

Average Manufacturer Price 

Congress created AMP as part of the Omnibus Budget Reconcili-
ation Act (OBRA 1990) for the purpose of calculating rebates to 
be paid by manufacturers to states for drugs dispensed to their 
Medicaid beneficiaries. AMP was defined as the price available to 
the retail class of trade and reflected discounts and other price 
concessions afforded those entities. 

In another effort by the federal government to eliminate AWP 
as a payment benchmark, the Deficit Reduction Act of 2005 (DRA) 
mandated that AMP instead of AWP be used for the calculation of 
the FUL. FUL is the maximum amount of pharmacy reimburse-
ment for product costs for certain generic and multiple-source 
drugs that the federal government will recognize in calculating 
federal matching funds for payment to state Medicaid programs. 
Congress mandated that CMS follow a formal rulemaking process 
to outline a clear, consistent definition of AMP for manufacturers. 
In July 2007, CMS published a final rule that broadly defined the 
retail class of trade, including community pharmacies as well as 
mail-order pharmacies, physician offices, outpatient facilities, and 
other outlets that sell drugs to the general public. The rule did 
not include pharmacy benefit management companies (PBMs), 8 
long-term care facilities, or federal drug benefit programs within 

the definition of “retail class of trade.” This broad definition led 
to industry dissent and even legal challenges to AMP use. There 
is disagreement about the fairness of a single rate for reimburse-
ment when all of the providers in the class cannot buy at similar 
rates; for example, community pharmacies serving walk-in pa-
tients that do not have access to purchase prices and discounts 
available to mail-order pharmacies. 

The Medicare Improvements for Patients and Providers Act 
of 2008 (MIPPA) (Public Law 110-275) delayed the implementa-
tion of new Medicaid payment limits to retail pharmacies using 
the AMP for multiple-source (generic and brand) drugs and in-
structed the Secretary of the Department of Health and Human 
Services (DHHS) to suspend the publication of AMP data submis-
sions to a public Web site through September 30, 2009. States 
may not switch to AMP-based pharmacy reimbursement prior to 
this time. It is anticipated that there will be efforts in the current 
Congress to either further delay or otherwise modify the statutory 
2005 AMP mandate. In addition, there is pending litigation in the 
courts that upon resolution could affect AMP. 

n Payers and Payment Methods 
Payment to providers for the drugs they administer or dispense 
varies depending on the payer and the site of care. 

Medicare 
Medicare’s payment for drugs depends on the treatment setting. 
Drugs provided in the hospital inpatient setting typically do not 
receive separate payment, but instead their costs are accounted 
for in the diagnosis related group (DRG)-based prospective pay-
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ment made to the hospital. Similarly, drugs used in the hospital 
outpatient department for which the cost per day is $60 or less (in 
2009) are bundled into ambulatory payment classification (APC) 
reimbursement for the procedures with which they are used; 
there is no separate payment made for those drugs. Currently, 
drugs with a cost per day exceeding this threshold ($60) in the 
hospital outpatient department receive separate payment; as of 
January 1, 2009, the payment rate for the majority of these drugs 
is ASP plus 4%, and drugs with pass-through status will be paid at 
ASP plus 6%.

Most drugs administered in physicians’ offices and thus cov-
ered by Medicare’s Part B medical benefit also are paid using the 
formula ASP plus 6%. The Part B Competitive Acquisition Pro-
gram (CAP), through which CAP-electing physicians obtained 
Part B drugs administered in their offices through a CMS-con-
tracted CAP vendor, was postponed by CMS for 2009, effective 
December 31, 2008.

On January 1, 2006, as a result of passage of the MMA, Medi-
care also began to pay for outpatient pharmaceuticals dispensed at 
the pharmacy under Part D. Part D benefits are provided through 
stand-alone prescription drug plans (PDPs) and Medicare Advan-
tage prescription drug plans (MA-PDs) that are integrated with a 
medical plan. These drug plans typically are offered by PBMs and 
commercial health plans. Subject to legislated mandates and to 
CMS guidelines and approval, each PDP and MA-PD sets its own 
premiums, benefit structures, drug formularies, pharmacy net-
works, and terms of payment. Thus, unlike the other components 
of Medicare where a standard payment formula typically exists, 
drug payment to pharmacies and member cost-share vary by indi-
vidual plan under Part D through September 30, 2009, the planned 
publication of AMP data submissions on a public Web site. 

Medicaid 

Currently, every state Medicaid program includes an outpatient 
prescription drug benefit (also called a “pharmacy benefit”). As 
of June 30, 2007, 64.1% of Medicaid enrollees nationwide were 
enrolled in managed care plans. In that year, 20 Medicaid pro-
grams carved-out their pharmacy benefit, in whole or in part, 
from these managed care plans.

Under fee-for-service Medicaid, states usually pay pharma-
cies directly for the drugs dispensed to Medicaid beneficiaries, 
typically using a rate based on AWP or WAC for brand drugs and 
maximum allowable cost (MAC, based on federal and state up-
per limits) for multiple-source brand and generic drugs. If the 
beneficiary is enrolled in a Medicaid managed care plan, the state 
may pay the Medicaid managed care plan to cover pharmacy ben-
efits for beneficiaries, or the state may choose to “carve out” the 
pharmacy benefit and pay for it directly under fee-for-service ad-
ministered by the state. Under managed Medicaid without carve-
out, each MCO negotiates with drug manufacturers for rebates 
and discounts and manages its own drug formulary. Under carve-
out, the state pays pharmacies for prescription drugs directly and 
manages a statewide formulary that may include a preferred drug 

list (PDL) and supplemental rebates as well as rebates mandated 
by federal statute. Beneficiaries who are eligible for both Med-
icaid and Medicare (“dual eligibles”) receive prescription drug 
benefits through the Medicare Part D outpatient drug benefit. 

Every state Medicaid program, either directly or through man-
aged Medicaid organizations, also pays for drugs that are utilized 
under the medical benefit (e.g., in the physician’s office and clin-
ic). Drugs covered under the medical benefit are typically paid 
for separately based on formulas that vary by state, but are based 
on AWP, WAC, or ASP. 

Private Purchasers 

Compared with public payers, there is less transparency in the 
payment methods used by private payers to pay for prescrip-
tion drugs. For example, private payers use MAC price lists for 
multiple-source drugs; however, prices contained in these MAC 
lists, the methodology by which these lists are constructed, and 
the frequency with which they are updated, are not publicly dis-
closed. Similar to public payers, private payers use drug formu-
laries to manage beneficiary prescription drug use and the cost 
of drugs paid for by the plan. Most formularies have copayment 
“tiers” that correspond to different levels of beneficiary cost shar-
ing. The placement of drugs within copayment tiers is related to 
their relative safety, efficacy, and effectiveness as determined by 
health plan or PBM pharmacy and therapeutics (P&T) commit-
tees as well as their direct cost, including the price concessions 
that private payers can obtain from drug manufacturers. Generic 
drugs are commonly placed in the lowest copayment tier. Private 
payers also negotiate drug payment rates with pharmacy provid-
ers; historically, these rates have been based on AWP or WAC, and 
include MAC pricing for most generic drugs. 

As in Medicare DRGs, private payers prefer to bundle payment 
for prescription drugs in DRG-based payments or in per-diem 
rates in the inpatient hospital setting, while hospital outpatient 
drugs are more commonly paid for separately if they exceed a 
specified cost threshold. Drugs administered in physician offices 
are usually paid for separately based on AWP, WAC, or ASP. 

n How Products, Services, and Payments Flow 
Through Channels of Distribution (see Exhibit 1) 
Any discussion of drug payment should consider the impact of 
channel of pharmaceutical distribution (e.g., hospital, physician, 
pharmacy) on both payment method and level. 

1	The majority of drug manufacturers ship drugs directly to drug 
wholesalers or distributors, who then distribute the drugs to 
their end customers. Manufacturers enter into various forms 
of contracting arrangements, including discounts and rebates, 
with all of the entities within the pharmaceutical supply chain. 
Manufacturers typically offer different contracting arrange-
ments, depending on customers’ channel of distribution or 
class of trade, which may be administered by wholesalers or 
distributors or directly with the manufacturers. 
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2	Health plans and PBMs also negotiate with manufacturers for 
discounts and rebates, primarily for single-source branded 
pharmaceuticals in competitive therapeutic categories pur-
chased for the individuals enrolled in their plans or under 
their management, based on volume, market share, and for-
mulary placement. 

3	Pharmacies receive payment from the health plan or PBM 
for the drugs dispensed to the plan members based on a re-
imbursement formula agreed to by the payer (or agent) and 
pharmacy. Physicians and other providers also negotiate with 
health plans for payments for the drugs they administer di-
rectly to beneficiaries. Drug payment may be bundled in some 
channels (e.g., DRGs for hospital inpatient and, depending 
on circumstances, APCs for hospital outpatient), or in other 
channels (e.g., pharmacy and physician office) drugs may be 
paid on the basis of individual prescriptions dispensed or ad-
ministered. 

4	At the pharmacy counter or other point of sale, beneficiaries 
with health insurance that includes prescription benefit cov-
erage will typically pay a cost-share to the pharmacy for the 
prescription drug. The cost-sharing type (e.g., copayment or 
coinsurance) and amount are set by the terms of that health 
plan member’s benefit design. If the pharmacy plan is admin-
istered by a PBM, the PBM then bills the member’s health 
plan or other payer an amount based on the payment formula 
stipulated in its provider service agreement, minus the benefi-
ciary cost-share amount collected by the pharmacy. Individuals 
without health insurance or other coverage for the purchase 
of their prescription drugs or without the assistance of negoti-
ated pricing through a “discount card” program must pay the 
pharmacy’s or other provider’s “usual and customary” (U&C) 
price to obtain their drugs. 

Implications 

Current and future drug payment reforms have implications for 
multiple stakeholders at all points across the channels of drug 
distribution. Issues that have yet to be resolved include: (a) how 
soon payers will shift away from AWP to other payment bench-
marks; (b) how ASP has affected access to drugs under the Medi-
care Part B benefit; and (c) alternative pricing benchmarks that 
must shortly supplant AWP (and/or WAC). The Guide explores 
each of these topics, as well as others. 

Recent Pharmaceutical Payment Milestones 

The timeline (Table 1) summarizes recent events affecting pay-
ment of prescription drugs and provides hyperlinks to obtain fur-
ther information. 

Conclusion 
After 4 decades of use as the basis for payment for pharmaceu-
ticals in the United States, AWP lost favor because it was found 
to be subject to manipulation and an unreliable estimate of the 
actual purchase price. Federal legislation and related regulations 
have resulted in the use of ASP for reimbursement of Medicare 
Part B drugs since January 2005, and the use of AMP for calculat-
ing manufacturer rebates to state Medicaid programs since 1991. 
The extension of AMP as the basis for pharmacy reimbursement 
for multiple-source drugs has been postponed by litigation and 
related legislation. Economic and political factors will continue 
to drive the search for reliable bases for pharmaceutical payment, 
and federal policy seems likely to lead change in the private sec-
tor. We intend this updated Guide to serve as a resource in under-
standing the complexity of pharmaceutical payments and evaluat-
ing drug reform proposals and alternate payment methods. 

Note on references and AMCP’s interactive resource library—
The references in the text of the Guide and in the list of refer-
ences contain URL hyper-links to the source documents that are 
publicly available. In addition, on the AMCP Web site is an interac-
tive resource library—a searchable interactive database of articles 
and documents that examine drug product payment methods in 
the United States. To view the interactive resource library, go to  
www.amcp.org/page/PharmaceuticalPaymentMethodsand 
InteractiveResourceLibrary.

www.amcp.org/page/PharmaceuticalPaymentMethodsandInteractiveResourceLibrary
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