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The Honorable Speaker of the Assembly

The Honorable President pro Tempore of the Senate

The Honorable Members of the Senate and the
Assembly of the Legislature of California

Members of the Legislature:

Your Joint Legislative Audit Committee respectfully submits the
Auditor General's report concerning available cost savings
through volume purchasing in the Medi-Cal program.

The report finds that potential savings to the Medi-Cal program
of at least $16.1 million are available through volume
purchasing prescription drugs, eyeglasses; and laboratory
services. ~The report also indicates the nature of the concerns
the opticians, optometrists, pharmacists, pharmaceutical
manufacturers, and clinical Tlaboratory technicians have
expressed regarding Department of Health Services' volume
purchase proposals.

The report highlights the legal 1issues concerning volume
purchasing and indicates areas where legislative action is
required.

The auditors are Richard C. Mahan, Audit Manager; Steven L.
Schutte; Walter M. Reno; and Andrew P. Fusso.

Respectfully submitted,

L4

S. FLOYD MORI
Chairman, Joint Legislative
Audit Committee
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SUMMARY

Medi-Cal is a $4.1 billion program funded jointly by
the State and the Federal Government. The program, authorized
by Title XIX of the Social Security Act and Section 14000 et
seq. of the Welfare and Institutions Code, provides health
services to Medi-Cal eligibles and low-income Californians.
Approximately 2.9 million persons qualify for services each
month. Under the program, beneficiaries are entitled to a
variety of services, including prescription drugs, eyeglasses,
durable medical equipment, medical transportation services, and

laboratory services.

California controls the costs of these services with
maximum allowances. In an attempt to reduce costs, the
Department of Health Services has sought alternative methods of
delivering health services. Volume purchasing is one such
alternative. Although the department has formulated proposals
for purchasing prescription drugs, eyeglasses, and laboratory

services in volume, none has been implemented.

We reviewed the department's volume purchasing
studies and compared current Medi-Cal commodity prices with

prices paid by other government organizations which contract



for these commodities. Based on these studies, we calculated

that the department could save

- $5.6 million to $6.9 million annually by
contracting for prescription drugs and by
obtaining prices comparable to those obtained by
Los Angeles County or the State Procurement

Office;

- Approximately  $3.0 million annually by
contracting for eyeglasses and by obtaining
prices similar to those paid by Washington
State's Department of Social and Health

Services;

- Approximately  $7.5 million annually by

contracting for laboratory services.

In view of these savings, we recommend that the
Department of Health Services undertake pilot projects to

evaluate the feasibility of volume purchasing.



INTRODUCTION

In response ﬁo a resolution of the Joint Legislative
Audit Committee, we have examined the potential for cost
savings through volume purchasing of certain commodities and
services for Medi-Cal beneficiaries. This review was
conducted under the authority vested in the Auditor General by

Section 10500 et seq. of the Government Code.

Medi-Cal is a $4.1 billion program funded jointly by
the State and the Federal Government. This program pays for
the health services received by persons eligible for Medi-Cal
and by low-income Californians. On the average, approximately
2.9 million persons qualify for services each month. Known as
Medicaid in other states, the program is authorized by
Title XIX of the Social Security Act and Section 14000 et seq.
of the Welfare and Institutions Code. For fiscal year 1979-80,
the State's share of Medi-Cal expenditures is approximately

56 percent, and the federal share, 44 percent.

Medi-Cal beneficiaries are entitled to a variety of
services rendered by professional health care providers.
Providers include health clinics and individuals which supply
physicians' office care, dental services, drugs, inpatient and
outpatient hospital services, nursing home care, and other

health-related services to beneficiaries.
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Background of Volume
Purchasing Proposals

Presently, the Department of Health Services (DHS)
pays Medi-Cal providers their retail cost up to a maximum
amount for commodities and services used by beneficiaries.
During 1978, Medi-Cal paid $145.6 million for prescription
drugs, $17.5 million for eyegiasses, and $50.6 million to
physicians and clinical laboratories for tests on behalf of
recipients. In an attempt to reduce costs, Medi-Cal has sought
alternative methods of delivering health services. Volume
purchasing is one such alternative. Under a volume purchasing
plan (VPP), Medi-Cal would contract for certain medical
comodities and services, using its volume of business as
leverage to obtain Tower prices from wholesale or retail

providers.

In November 1974, the Department of Health Services
organized a task force to study the feasibility of implementing
a volume purchasing program for drugs. Upon completing its
study, the task force presented recommendations which led to
the formation of a VPP unit in February 1975. This unit
concentrated on developing a plan for purchasing prescription
drugs. While its original proposal provided for central
procurement of drugs, it was later changed to a plan in which
manufacturers would provide the State with a rebate for

purchasing their products. The unit selected this alternative



to reduce the complexities and high administrative costs

associated with the original plan.

In 1977, the department attempted to start a VPP
pilot project for drugs but was unable to obtain legislative
approval and subsequently cancelled this project. Although DHS
has since developed additioné] proposals for purchasing
eyeglasses and nonemergency outpatient laboratory tests in
volume, it had not been able to implement these or any other

Medi-Cal volume purchasing projects at the time of our review.

The Federal Government has also expressed interest in
volume purchasing. A General Accounting Office report

entitled, Savings Available by Contracting for Medicaid

Supplies and Laboratory Services (July 6, 1978), recommended

that the Department of Health, Education, and Welfare (HEW)
encourage states to competitively purchase eyeglasses, oxygen,
wheelchairs, and such common items of equipment to the extent
permitted by existing law. At about the same time that GAO was
studying competitive purchases of medical equipment, HEW was
reviewing the benefits of volume purchasing plans. In May
1979, HEW proposed regulations for purchasing eyeglasses and
hearing aids 1in volume. These regulations, which should be

completed by June 1980, would apply to the Medi-Cal program.

* PubTic Law 96-88 reorganized the Department of Health,
Education, and Welfare. Beginning in April 1980, the
federal agency responsible for Medicaid programs will be the
Department of Health and Human Services.

-5-



Scope and Methodology

During this review, we examined the feasibility of
volume purchasing as it relates to selected commodities within

the Medi-Cal program. Specifically, our study included

- A review of DHS' volume purchasing studies
involving prescription drugs, eyeglasses, and

laboratory services;

- A comparison of Medi-Cal's prices with those of
entities which wuse volume purchasing for

prescription drugs and eyeglasses;

- An examination of Medi-Cal provider concerns

regarding volume purchasing.

We conducted fieldwork at the Sacramento headquarters
of the Department of Health Services and at the Office of State
Procurement of the Department of General Services. In
addition, we visited Los Angeles County and the State of
Washington. During the course of our review, we also contacted
officials of professional associations which represent various

Medi-Cal providers.



STUDY RESULTS

MEDI-CAL COULD OBTAIN
SIGNIFICANT COST SAVINGS
THROUGH VOLUME PURCHASING

The State could save the Medi-Cal program $16.1
million annually if it used competitively bid or negotiated
contracts statewide to volume purchase prescription drugs,
eyeglasses, and Tlaboratory services provided to Medi-Cal
beneficiaries.* The state Office of Procurement, the County of
Los Angeles, and Medicaid programs in other states use direct
contract methods to volume purchase these commodities and
services at Tlower prices than those paid by the Medi-Cal
program. However, the Department of Health Service's ability
to institute such procedures has been limited by provider
concerns and by legal constraints. Pilot projects would
provide the department an evaluation of these concerns and
constraints before a volume purchasing program 1is adopted

statewide.

Potential Savings Through Volume
Purchasing Prescription Drugs

The Department of Health Services currently controls

prescription drug costs of the Medi-Cal program by paying a

* The level of potential savings available is an estimate based on
the assumption that through volume purchasing Medi-Cal could
obtain prices similar to those obtained by agencies in
California and in other states.
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pharmacist a dispensing fee and the wholesale cost of drugs up
to a maximum amount. If DHS contracted directly with
pharmaceutical manufacturers, it could obtain annual savings of

approximately $5.6 to $6.7 million.

Pharmacists obtain drugs directly from pharmaceutical
manufacturers or wholesalers. After filling a Medi-Cal
prescription, the pharmacist bills the Department of Health
Services. The department then reimburses the pharmacist for
the ingredient cost (up to a maximum amount) and a dispensing

fee.

Under the volume purchase proposal, DHS would
contract directly with the pharmaceutical manufacturers for the
50 to 75 multi-source drugs which require the greatest
reimbursement to providers. The pharmacist's procedures would
remain unchanged except when preparing the contracted drugs.
For these drugs, the pharmacist would be reimbursed only for
the contracted brand names unless the department gave prior
authorization to substitute a comparable drug. DHS would pay
ingredient costs and dispensing fees to pharmacists and would

then bill the pharmaceutical manufacturers for the rebate.

DHS analyzed the proposed system using fiscal year
1975-76 data which had been adjusted to fiscal year 1977-78

amounts. In the analysis, the department assumed contracting



would save 20 percent on drug costs for a total savings of
$9.7 million.  DHS deducted from this figure the estimated
additional administrative costs of $1.1 million, yielding a net

savings of $8.6 million.

We compared the prices DHS paid for drugs during
fiscal year 1977-78 with those paid by Los Angeles County and
by the state Office of Procurement of the Department of General
Services. (Appendix A details the methodology used in this
cost analysis.) We chose Los Angeles County and the Office of
Procurement for this comparison because both are government
organizations and both contract for drugs. Los Angeles County
contracts for drugs used by county hospitals and medical
centers while the Office of Procurement contracts for drugs
used by state hospitals and correctional institutions.
Currently, Los Angeles County spends approximately $15 million
on drugs and the Office of Procurement expends $3 million; DHS,
however, spent $96 million during 1977-78 fiscal year on

Medi-Cal drugs exclusive of dispensing fees.

According to our analysis, Medi-Cal paid $21.6
million during fiscal year 1977-78 for the 30 most highly
reimbursed multi-source prescription drugs, exclusive of
dispensing fees. If DHS had contracted for these drugs and had
obtained prices similar to those obtained by Los Angeles County

or the state Office of Procurement, DHS could have saved



Medi-Cal $6.2 to $7.3 million in ingredient costs. (Appendix B

compares the three organizations'

most highly reimbursed drugs.)

ingredient costs of the 30

Table 1 presents a comparison of the ingredient costs

of five of the prescription drugs as purchased by Medi-Cal,

Los Angeles County, and the state Office of Procurement.

TABLE 1

INGREDIENT COST COMPARISON OF
FIVE PRESCRIPTION DRUGS PER 100 TABLETS

Quanity
Dispensed Los Angeles Office of Savings Available
Name Strength for Medi-Cal Medi-Cal County Procurement per 100 Tablets
Hydrochloro-
thiazide 50 mg 23,192,746 $ 3.54 $1.70 $ .94 $1.84 - $ 2.60
Amitriptyline 50 mg 7,258,852 $14.43 $ 4.20 $6.55 $ 7.88 - $10.23
Meclizine Hydro-
chloride 25 mg 7,834,839 $ 6.75 $ 1.66 $1.35 $5.09 - $5.40
Ampicillin 500 mg 3,784,301 $14.74 $ 6.82 $6.42 $7.92 - $8.32
Amitriptyline,
Hydrochloride,
Perphenazine 2mg-25mg 7,350,788 $11.42 $4.20 $4.60 $6.82-%7.22

Because of the department's attempt in 1977 to volume

purchase prescription drugs, various DHS officials estimate it

will cost at least $600,000 annually to implement a volume

purchasing

system for drugs.

This

figure includes the

estimated costs of system design, claims processing, electronic
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data processing, contract processing, regulation
implementation, and program management. The estimate does not,
however, include the costs of additional quality control or

legal services.

By purchasing the 30 multi-source drugs in volume and
by obtaining prices comparable to those paid by Los Angeles
County or by the state Office of Procurement, DHS could save
approximately 29 percent to 34 percent in ingredient costs,
yielding an estimated net annual program savings of $5.6 to

$6.7 million.

Provider Concerns Regarding
Volume Purchasing Prescription Drugs

Both the Pharmaceutical Manufacturers' Association
(PMA) and the California Pharmacists' Association (CPhA) have
expressed reservations about DHS' volume purchase proposal.
PMA predicts that volume purchasing will decrease quality
control and research and development; this association also
cited that volume purchasing will favor the small generic firms
and practically eliminate the larger research-based companies.
Furthermore, PMA stated that since physicians will not allow a
substitute for the contracted drug, the program may not be

effective.
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According to the California Pharmacists Association,
prescription drug prices will increase and patients not
eligible for Medi-Cal will have to pay for the program. CPhA
is concerned that volume purchasing proposals do not include
provisions to assure that the contractor will be able to
provide sufficient quantities nor do current proposals reflect
alternative means of meeting patient needs in the event that
the contractor 1is unable to meet demand. The California
Pharmacists Association also objects to the department's
proposal to stipulate which brand is acceptable without
assuming 1liability for the substitution. To evaluate the
validity of these potential problems, CPhA requests that DHS
implement a pilot project before instituting a statewide

program.

Potential Savings Through
Volume Purchasing Eyeglasses

The Department of Health Services currently pays
distributors of eyeglasses and other eye appliances a fee for
dispensing and for materials. If contracts were made directly
with optical appliance manufacturers for materials and if
distributors received only a dispensing fee, DHS could save

Medi-Cal approximately $3 million annually.

DHS now provides eyeglasses to Medi-Cal recipients
through a maximum reimbursement system. When filling a

Medi-Cal prescription, a provider (opthalmologist, optometrist,
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or dispensing optician) can obtain eyeglasses in three ways:
by purchasing the eyeglasses from a vendor; by purchasing the
component parts from multiple manufacturers and then
fabricating the eyeglasses; or by manufacturing the Tlenses,
purchasing the frames, and then fabricating the eyeglasses.
For these services, DHS pays a provider a usual and customary
fee up to a maximum allowance. This fee is designed to
reimburse the provider for the material costs and for a
dispensing fee. (DHS is not involved with the lens and frame

manufacturers during this process.)

Under the volume purchase proposal, the department
would contract with lens fabricating laboratories and frame
manufacturers to establish set prices for materials. As a
result of this process, the provider would be required to use
the materials produced by the contracted manufacturers. DHS
would still pay the providers a fee for dispensing and
reimburse them for the contracted materials but would bill the

manufacturers for any excess material costs.

The department analyzed this proposal during
February 1979 and computed a potential reduction in provider
payments of $2.9 million. This cost analysis did not take into
account any additional administrative costs of implementing and

operating a volume purchase system.
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We analyzed DHS' volume purchase proposal by
comparing the average prices currently paid by DHS with those
paid by Washington State's Department of Social and Health
Services (WASH). WASH has purchased Medicaid eyeglasses in
volume for the last five years. Previously, WASH had a maximum
allowance system similar to that of California's Department of

Health Services.

WASH organized its existing system with the
assistance of a professional committee consisting of providers.
WASH contracts with a single manufacturer for both lenses and
frames. The provider submits a Medicaid prescription to the
manufacturer for fabrication. After completing the
prescription, the manufacturer mails the eyeglasses to the
provider and bills the state directly. The provider dispenses
the eyeglasses to the beneficiary and bills WASH only for the
dispensing fee. By contracting for eyeglasses, WASH has been
able to save substantially on material costs. The following
table illustrates these savings; it compares the average prices
paid by DHS for single vision eyeglasses and for bifocal vision

eyeglasses with those paid by WASH.
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TABLE 2

COST COMPARISON OF EYEGLASSES
AS OF FISCAL YEAR 1978-79

Single Vision Bifocal Vision

Eyeglasses Eyeglasses
California's Average Costs $43.20 $57.28
Washington's Contracted Costs
Material Costs $20.55 $27.65
Dispensing Fees 14.80 14.80
Total $35.35 $42.45
Difference $ 7.8 $14.83

According to our analysis, DHS would have paid
$16.1 million in dispensing fees and material costs rather than
$19.3 million during fiscal year 1978-79 if it had obtained the
contracted prices of WASH. This calculation does not include
the  department's additionaf administrative costs of

implementing and operating a volume purchase system.

To detérmine administrative costs, we requested that
DHS officials estimate the additional administrative costs of
implementing and operating a volume purchase system for
eyeglasses. Various DHS officials estimate it would cost at
least $240,000 to implement new regulations, process the
contracts, design the system, and perform additional quality

control. The departmént could not estimate the costs of claim
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processing, legal services, and general program management.
Including estimated administrative costs, the program would
have cost approximately $16.3 million, for a savings of $3.6

million.

Provider Concerns Regarding
Volume Purchasing Eyeglasses

California's Association of Dispensing Opticians has
expressed concern about volume purchasing eyeglasses. The
association fears that the market will become more concentrated
through volume purchasing. According to this provider group,
two firms now control 50 percent of the optical sales by
manufacturers and 80 percent of the sales by wholesale optical
laboratories. The Association of Dispensing Opticians thinks
this concentration violates the spirit of the federal antitrust

Taws.

The opticians maintain that dispensing eyeglasses
involves satisfying an individual's unique needs by fitting
that individual with custom-made 1lenses rather than by
dispensing a ready-made commodity. The association contends
that the department has erred in its assumption that by
purchasing eyeglasses in volume, it will still maintain quality

products.
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