A
COMMONWEALTH OF PENNSYLVANIA
DEPARTMENT OF HUMAN SERVICES

February 19, 2025

The Honorable Timothy L. DeFoor
Auditor General

Department of the Auditor General
229 Finance Building

Harrisburg, Pennsylvania 17120

Dear Mr. DeFoor:

Thank you for your August 28, 2024 letter in which you provided the audit report
titled Performance Audit Report, Pennsylvania Department of Human Services,
PerformRx, LLC, An Audit of the Pharmacy Benefit Manager Services for the Physical
HealthChoices Medicaid Program in Pennsylvania. In accordance with your transmittal
letter, this letter details the adoption of the recommendations contained in the audit
report.

The findings and recommendations, along with the Department of Human
Services (DHS’) initial responses and the status of adoption of each recommendation,
are listed below:

Finding 1: DHS did not effectively monitor pharmacy drug claims which resulted in
undisclosed spread pricing, overstated pharmacy data, and a lack of transparency.

DHS’ inaccurate perception that it lacks authority to audit PBMs.

DHS Response: DHS enters into agreements with MCOs to provide Medicaid covered
services to eligible consumers. The MCOs subcontract with PBMs. The PBMs contract
with pharmacies to establish the pharmacy provider network. The finding notes that
DHS reported not having the authority to audit PBM subcontractors. While the DHS
Bureau of Program Integrity does not have oversight authority over the PBMs, DHS is
aware that the Office of Medical Assistance Programs (OMAP) has the authority to audit
PBMs. However, DHS has historically held the MCOs responsible as the prime
agreement holders for ensuring their subcontractors are compliant with all requirements.
DHS requests the MCO take corrective actions when it becomes aware that a
subcontractor is not compliant with requirements of the HealthChoices agreement.
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DHS'’ ineffective monitoring of MCOs’ report on pharmacy data.

DHS Response: DHS monitors and validates MCO submitted encounter data. The drug
encounter is a copy of the PBM’s electronic claim transaction exchanged with the
pharmacy. DHS also receives the amount paid by the MCO to the PBM for each claim
through additional data reported by the MCO. DHS disagrees with the auditor’s
conclusion that transmission fees constitute spread pricing. On May 15, 2019, the Center
for Medicare and Medicaid Services (CMS) in announcing its Informational Bulletin on
Medical Loss Ratio Requirements Related to Third-Party Vendors described spread
pricing as a differential between what the MCO paid the PBM and what the PBM paid the
pharmacy for a drug claim.* PBMs contract directly with the pharmacy or the pharmacy’s
delegate, such as a Pharmacy Services Administration Organization (PSAQO). The
standardized, HIPAA compliant, National Council for Prescription Drug Programs
(NCPDP) electronic pharmacy claim transaction does not include a field for the
transmission fee. Therefore, the MCO drug encounters received by DHS do not include
the transmission fee. PBMs report the pharmacy transmission fee per claim to their
contracted pharmacy on the remittance advice, which is the record of claim adjudication.

DHS disagrees with the finding that the 4C and Transparency Reports were inaccurate.
The Transparency Reports accurately report the amount paid by the MCO to the PBM
and the amount paid by the PBM to the pharmacy. The 4C Reports reflect what was
paid by the MCO for the MA covered service. This finding is based on the auditor’s
interpretation of spread pricing, with which as indicated above, DHS disagrees.

DHS’ ineffective monitoring and lack of validating pharmacy data to source
documents resulted in DHS’ unawareness of spread pricing.

DHS Response: DHS disagrees with the auditor’s interpretation that transmission fees
constitute spread pricing. DHS considers the MCO submitted drug encounters and
additional claim data to be the source documents for monitoring spread pricing between
the MCO their subcontracted PBM and the PBM'’s contracted pharmacy. DHS monitors
and validates all MCO encounters and additional claim data for accuracy and
completeness. In addition, the DHS actuary conducts a triennial audit of MCO pharmacy
encounters, as required by CMS. The terms and conditions of the PBM-pharmacy
contract may include claim transmission fees. Transmission fees are known between
the PBM and their contracted pharmacy or the pharmacy’s delegate. Transmission fees
are not unique to MA claims and the PBM-pharmacy contract may include fees applied
to every claim, regardless of the payer. PBMs contracting with MCOs in the MA

1 Centers for Medicaid & Medicare Services. (2019, May 15). CMS Issues New Guidance Addressing Spread Pricing
in Medicaid, Ensures Pharmacy Benefit Managers are not Up-Charging Taxpayers [Press release].

https://www.cms.gov/newsroom/press-releases/cms-issues-new-guidance-addressing-spread-pricing-
medicaidensures-pharmacy-benefit-managers-are-not
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Program are not precluded from charging transmission fees if they are disclosed and
applied at the time of claim adjudication. 62 P.S. § 449(h)(4)*

The report did not identify any evidence of spread pricing as described by CMS. DHS
monitors spread pricing through reporting in the aggregate and has not identified spread
pricing. The draft report states that monitoring should be done on an individual claim
level. This recommendation is based on the auditor’s inaccurate description of spread
pricing. The audit report discloses no evidence that individual claim monitoring would
yield different results than aggregate monitoring. If DHS identifies spread pricing, as
described by CMS, and prohibited by the HealthChoices Agreement and Act 120 of
2020, the MCOs will be held accountable for the non-compliance of their
subcontractors.

DHS investigated the one voided pharmacy claim identified in the report and concluded
that the claim was paid to the pharmacy, and DHS received the paid MCO drug
encounter. The discrepancy was related to encounter file load timing lag which was
identified and resolved in late 2022 — early 2023. For perspective, during calendar year
2022, DHS processed more than 43 million paid MCO drug encounters. This audit was
limited to 60 pharmacy claims and 40 MCO drug encounters from one PBM, which the
auditor acknowledged were not randomly selected.

DHS declined to provide MCO financial reports to allow the auditors to determine
whether the transmission fees were properly accounted for in the MCO Medical
Loss Ratio (MLR) calculations and for future capitation rates.

DHS Response: DHS provided all reports requested by the auditors that were not
considered confidential and proprietary information of the MCOs. DHS would have
provided the additional reports if the Auditor General’s Office entered into a
nondisclosure agreement, which it declined to do. The audit report suggests that the
reports that were not provided prevented the auditors from determining if the MLR
calculations were accurate. As an initial matter, the auditors asked for documentation to
support the $4.6 billion in drug expenditures, not the MLR calculations. In their 2019
bulletin on third-party vendors and PBM spread, CMS advises that all subcontractors
that administer claims for the MCO must report the incurred claims, expenditures for
activities that improve health care quality, and information about mandatory deductions
or exclusions from incurred claims (overpayment recoveries, rebates, other non-claims
costs, etc.) to the MCO. CMS provides guidance for identifying non-claim costs that
should be excluded from the incurred claims section as follows:

1 DHS would like to understand how the auditor would characterize the PBM and pharmacy transmission fees if the
pharmacies made a separate payment to the PBM as opposed to the remittance advice showing a payment
withhold. DHS would also like to know if the auditor reviewed the PBM and pharmacy contract payment provisions
to determine if transmission fees are disclosed and collected per the terms and conditions of that contract.



The Honorable Timothy L. DeFoor 4

“Additionally, when the subcontractor is also performing an administrative
function not attributable to its direct provision of Medicaid covered
services, such as eligibility and coverage verification, claims processing,
utilization review or network development, payment by the managed care
plan to the subcontractor for such functions are non-claims administrative
expense as described in 42 CFR 438.8 (e)(2)(v)(A),and should not be
counted as an incurred claim for the purposes of MLR calculations” — CMS
Informational Bulletin, Medical Loss Ratio (MLR) Requirements Related to
Third Party Vendors, Issued May 15, 2019.

The transmission fees paid by the pharmacies to the PBM are a cost to the pharmacy,
not an administrative cost to the MCO and are therefore not reported by the MCO on
the MLR reports. Because the transmission fees are not an expense of the MCOs, they
would not have been included in the MCO cost reports, which are the reports that would
have supported the $4.6 billion in drug expenditures.

DHS disagrees with auditor’s interpretation that transmission fees resulted in spread
pricing. The fees owed by the pharmacy to the PBM are withheld from the pharmacy
claim payment based on the PBM-pharmacy contract terms and conditions and reported
on the remittance advice. The auditors’ suggestion that CMS might disallow federal
financial participation because of ineffective monitoring is based on what the auditors
consider spread pricing, which as stated above, is not consistent with CMS’ description
of spread pricing. In any event, ineffective monitoring is not a basis for disallowing the
entire $4.6 billion in drug expenditures. Moreover, the result of what the auditors believe
was the ineffective monitoring was $7 million in transmission fees paid by the
pharmacies to the PBMs which they believe should be subtracted from the MCO'’s
incurred claims in the MLR calculations.

Recommendations for Finding 1:
We recommend that DHS:

1. Develop written policy and procedures for its monitoring of pharmacy
encounter data to ensure encounter data submitted to CMS is a complete and
accurate representation of the services provided to the Medicaid members.

2. Not only focus on the aggregate performance of accuracy and timeliness
benchmarks, but also on whether individual claims processed by each MCQO'’s
PBM are accurate based on prescription, pharmacy remittance advices, and
any related adjustment documentation.

3. Design a system of review to audit pharmacy encounter data, on a sample
basis, by tracing the encounter data to pharmacy remittance advices for
adjudicated claims. Additionally, DHS should audit, on a sample basis, claims
from pharmacies and payment remittances to pharmacies, including any
adjusted claims, to ensure the final disposition on PROMISe is accurate.

4. Add pharmacy encounter validation to supporting documentation in the scope
of the Triennial audit that is currently underway.
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5. Reconsider the importance of the Transparency Reports for rate setting, MLR
reporting, and Act 120 of 2020 compliance. If DHS believes the transmission
fees are not an administrative cost that should be considered for rate setting
and MLR reporting, then DHS should contact CMS for further guidance.

6. Re-evaluate the network of PBMs contracted with MCOs to determine if
pharmacy claims processing and monitoring of PBM practices could be
achieved more effectively, such as contracting with one PBM for use by all the
MCOs.

7. Work with its actuary team to ensure that the transmission fees were
adequately accounted for in the encounter data, MLR calculations, and
capitation rates.

DHS Response to Recommendation 1: DHS disagrees with this recommendation.
We have written policies and procedures for monitoring pharmacy encounter data.

Current Status: DHS has written policies and procedures for monitoring pharmacy
encounter data, so has not adopted this recommendation.

DHS Response to Recommendation 2: DHS disagrees with this recommendation.
The audit disclosed no evidence that individual claim monitoring would yield different
results than aggregate monitoring. While we don't think this is necessary, we will
consider this recommendation.

Current Status: The audit disclosed no evidence that individual claim monitoring would
yield different results than aggregate monitoring, thus DHS is not currently working on
adoption of this recommendation.

DHS Response to Recommendation 3: DHS disagrees with this recommendation.
The audit disclosed no evidence that individual claim monitoring would yield different
results than aggregate monitoring. While we don’t think this is necessary, we will
consider this recommendation.

Current Status: The audit disclosed no evidence that individual claim monitoring would
yield different results than aggregate monitoring, thus DHS is not currently working on
adoption of this recommendation.

DHS Response to Recommendation 4: DHS disagrees with this recommendation.
DHS already includes all pharmacy encounter information in the Triennial audit.

Current Status: DHS includes all pharmacy encounter information in the Triennial
audit, so DHS has not adopted this recommendation.

DHS Response to Recommendation 5: DHS will consider this recommendation.
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Current Status: DHS has prohibited pharmacy transmission fees in the MCO
agreements effective January 1, 2025. Prohibiting the pharmacy transmission fees will
address this recommendation.

DHS Response to Recommendation 6: DHS will consider this recommendation.

Current Status: DHS continues to evaluate this recommendation.

DHS Response to Recommendation 7: DHS disagrees with this recommendation.
The transmission fees paid by the pharmacies to the PBM are a cost to the pharmacy,
not an administrative cost to the MCO and are therefore not included in encounter data,
MLR calculations, or capitation rates.

Current Status: The transmission fees paid by the pharmacies to the PBM are a cost
to the pharmacy, not an administrative cost to the MCO and are therefore not included
in encounter data, MLR calculations, or capitation rates. Further, DHS has prohibited
pharmacy transmission fees in the MCO agreements effective January 1, 2025.
Prohibiting the pharmacy transmission fees will address this recommendation.

Finding 2: DHS did not effectively monitor contracts between the Physical
HealthChoices managed care organizations and the pharmacy benefit managers.

DHS Response: DHS holds the MCO responsible as the prime contract holder for
ensuring their subcontractors are compliant with all state and federal requirements.
DHS holds the MCOs accountable when non-compliance is identified through a quality
improvement plan and/or corrective action plan.

DHS ensures MCO compliance with the HealthChoices Agreement Exhibit BBB
requirements through MCO policy and MCO-PBM subcontract review. All covered drug
policies, programs, and drug utilization management programs, such as but not limited
to prior authorization, step therapy, partial fills, specialty pharmacy, pill-splitting, mail
order, 90-day supply programs, limited pharmacy networks, medication therapy and
management programs must be submitted to DHS for review and written approval prior
to implementation of any changes, and annually thereafter. DHS requires the MCOs to
submit new PBM subcontracts for review and approval for compliance with the
HealthChoices agreement requirements and current laws prior to making any changes.

Many of the recommendations in the report to DHS are dependent on the auditors’
interpretation that transmission fees constitute spread pricing. This interpretation is not
consistent with the CMS description of spread pricing. DHS requests that the auditors
reconsider what constitutes spread pricing.

DHS will require the MCOs to audit the PBMs for compliance with the HealthChoices
and MCO-PBM agreements. Additionally, DHS will consider the feasibility of contracting
with a single PBM for use by all MA MCOs.
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Recommendations for Finding 2:
We recommend that DHS:

1. Utilize its statutory authority to monitor PBMs’ practices to ensure compliance
with the HealthChoices agreement.

2. Implement written policies and procedures for its monitoring of PBM contracts
to ensure monitoring efforts are documented for the HealthChoices program.

3. Monitor the contract language between MCOs and PBMs, document the
review; and put into place enforcement mechanisms to address any
noncompliance.

4. Require MCOs to update the PBM contracts for compliance with the
HealthChoices agreement and current laws, such as the Code, as amended
by Act 120 of 2020.

5. Ensure the current HealthChoices provisions are within the subcontractors’
contracts by requiring the MCOs to complete the DHS checklist (Appendix D)
for each new or updated HealthChoices agreement, and for each new or
updated PBM contract.

DHS Response to Recommendation 1: DHS disagrees with this recommendation.
DHS holds the MCOs responsible as the prime agreement holders for ensuring their
subcontractors are compliant with all requirements. DHS requests the MCO take
corrective actions when it becomes aware that a subcontractor is not compliant with
requirements of the HealthChoices agreement.

Current Status: DHS has not adopted this recommendation, as the reasons for
disagreement indicated in the initial response have not changed.

DHS Response to Recommendation 2: DHS will consider this recommendation.

Current Status: DHS has standard operating procedures for reviewing all MCO
subcontracts, including PBM contracts. DHS is reviewing the standard operating
procedures to determine if any revisions should be made based on this
recommendation.

DHS Response to Recommendation 3: DHS will consider this recommendation.

Current Status: Beginning in 2023, the MCO agreement requires that the PBM
subcontract be submitted to DHS for review and written approval prior to
implementation, prior to implementation of any changes, and annually thereafter. DHS
staff reviews these subcontracts for compliance with the MCO agreement and
documents the approval. If any non-compliance is identified, concerns are
communicated to the MCO. After the concerns have been addressed, DHS approves
the subcontract. This addresses the recommendation.

DHS Response to Recommendation 4: DHS will consider this recommendation.
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Current Status: The MCO agreement requires compliance with all applicable federal
and state laws. The MCO agreement also requires the PBM subcontract to be
submitted prior to implementation, prior to implementation of any changes, and annually
thereafter.

DHS Response to Recommendation 5: DHS will consider this recommendation.

Current Status: DHS requires MCOs to complete the checklist for new PBM contracts.
DHS is working to adopt this recommendation for amendments to PBM contracts.

Thank you for the opportunity to provide an update to our response to this audit
report. Please contact Mr. David R. Bryan, Manager, Audit Resolution Section, Bureau
of Financial Operations at (717) 783-7217, or via email at davbryan@pa.gov if you have
any questions regarding this matter.

Sincerely,

Stephanie Shell
Deputy Secretary for Administration

C: Ms. Janet Ciccocioppo, Department of the Auditor General
Mr. Gordon R. Denlinger, Department of the Auditor General
Mr. Scott D. King, Department of the Auditor General
Ms. Peggy Morningstar, Department of the Auditor General
Mr. David R. Bryan, Bureau of Financial Operations, Audit Resolution Section





