
T
he Pharmacy Benefit Manager (PBM) is the 
third-party administrator of prescription programs 
for health plans, Medicare, and both state and 
federal employee plans.1 They are the middleman 

between the employer, pharmacy, and patient. PBMs 
purport to negotiate the lowest costs for plan sponsors and 
ultimately for consumers. What makes their job tricky is they 
are also a business whose goal is to make money, and this 
creates a conflict of interest.

PBM responsibilities:

 • Negotiate rebates and pricing with manufacturers and 
insurance programs

 • Operate mail order

 • Process claims from patients and pharmacies

 • Manage formularies

 • Manage distribution of prescriptions

The plan sponsor is the group that administers the health 
plan at the healthcare organization. They may be a self-
insured group or the third-party administrator (TPA) and/or 
insurance group.

The highest risk associated with cost is the likelihood the 
plan sponsor of the organization will pay a higher cost than 
is paid to the pharmacy, resulting in higher premiums and 
copays for employees and/or patients. This is due to the 
complicated supply chain process for pharmaceuticals,2 as 
well the contracts themselves.

Historically, health plans have been asking for transparency 
in the contracts, but while the contract may appear to be 
clear, there is often ambiguous language and confusing 
terms that result in savings that are lower than expected.

1 In 2016, the PBM leaders included Express Scripts Holding, CVS Health, and 
UnitedHealth Group. See www.barrons.com/articles/pharmacy-benefit-
managers-under-fire-1469247082

2 See figure at www.researchgate.net/publication/51400603_Retail_Pharmacy_
Market_Structure_and_Performance
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We’ve all heard about the controversy 
involving prescription drug costs and the 
various efforts to rein in manufacturers 
and pharmacy benefits managers. It is 
necessary to review the terms of the 
contract between the plan sponsor and 
pharmacy benefits manager to evaluate the 
financial implications to the organization, 
and to ensure satisfaction for those who 
use the pharmacy. The highest risks 
to your organization include excess 
benefit costs, lack of compliance with the 
contract, benefit fraud and employees 
opting for other plan coverage.
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Audit Services. He has eleven years of 
experience in internal auditing and is 
also an adjunct accounting instructor 
for Saint Leo University. He can be 
reached at ByrdJ@shands.ufl.edu.

Summer 2017 Association of Healthcare Internal Auditors New Perspectives  7

Feature



How to plan an internal audit
Scope
While internal auditors do not typically have the background 
or experience to perform detailed audits of drug pricing 
methodologies (e.g., pricing such as MAC and WAC—see 
definitions below), they can evaluate the contract to ensure 
the parties are compliant with the terms. This not only offers 
management a detailed review of compliance with the 
contract, but may identify areas that require clarification and 
possible amendments. An audit may include performing 
claims testing to validate pricing and fees, duplicate payments, 
overpayments made by the plan sponsor, and potential 
systems errors with respect to the calculation of drug pricing 
and compliance relating to drug manufacturer rebates.

Contract terminology
It is important to gain an understanding of the key terms 
used in most contracts. The contract may incorporate 
definitions within the contract or through an addendum 
or exhibit. Following are important key terms that relate to 
claims and pricing.

Drug formulary – The drug formulary is the list of preferred 
drugs covered by a plan; usually the plan manager manages 
this list.

Claim types – Claim types include retail, mail order, and 
specialty (prescriptions requiring special handling).

Brand vs. generic drugs – Brand drugs are marketed under a 
trademarked name and generics are chemically equivalent 
drugs.

Administration fee – a charge from the PBM to handle the claim.

Dispensing fee –The PBM may charge a dispensing fee for 
each prescription on a claim.

Spread/traditional pricing – When the PBM charges the 
plan more than the PBM pays a pharmacy for filling a 
prescription, it’s called spread or traditional pricing.

Pass-through pricing – When the PBM charges the plan the 
same price the pharmacy pays, it’s called pass-through 
pricing.

MAC – Maximum allowable cost is the maximum amount 
a plan will pay for generic and brand-name drugs; 
PBMs typically choose the drugs for their MAC lists, and 
pricing is not publicly disclosed, to prevent price fixing. 
Therefore, verifying this type of pricing in an audit may 
be impossible. Evaluating the contract may lead to an 
amendment to clarify the pricing so it is more transparent 
to the health plan.

WAC – The wholesale acquisition cost is the list price paid 
by the wholesaler, usually before any rebates, discounts, or 
allowances.

It is important to gain an 
understanding of the key terms 
used in most contracts.

AWP – The average wholesale price is the published national 
average of list prices and is typically the sticker price. A plan 
typically pays the PBM based on the AWP minus a discount, 
which should be outlined in the contract.

Multiple sources exist for AWP, including First DataBank 
and Medispan. The AWP often varies between these 
sources. A PBM will often use the lower AWP to reimburse 
the pharmacy and use the higher AWP to charge the plan 
sponsor. In traditional spread price arrangements, the 
PBM has a financial motivation to charge the higher AWP 
to the plan.

Ingredient cost – The ingredient cost is typically a percentage 
of the AWP of the drug that is billed to the plan.
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Strategies for contract analysis
Analyzing the contract can be overwhelming, especially if 
it is lengthy and includes multiple addendums. There are 
many ways to gain an understanding of the contract, but the 
evaluation should include the following.

 • Determine if there is a right-to-audit clause in the 
contract. The plan sponsor may need to provide an audit 
notification of at least three months before the audit 
begins. If there is no right to audit, the wait may be 
longer before the PBM authorizes the audit.

AWP is the published national 
average of list prices and is 
typically the sticker price.

 • Knowing the general focus of the audit will help with 
identifying the contract terms directly related to the 
audit scope and objective (e.g., focusing on the pricing, 
discount, and drug manufacturer rebate sections if the 
objective was to verify the plan was charged accurately).

 • Determine if key terms related to the audit are defined in 
the contract (e.g., is a claim and a rebilled claim defined? 
Does the definition include whether there will be an 
additional administration and/or dispensing fee if the 
claim is rebilled?).

 • Contact the plan sponsor, legal counsel, internal 
pharmacy (if applicable) and PBM representatives when 
contract language needs clarification. Contracts are 
notorious for ambiguity and legal jargon. Note that legal 
counsel, the plan sponsor and the PBM may all have a 
different interpretation. And that may be the first gap 
you will find.

For example, contracts that include both traditional and 
pass-through pricing that is not explicitly specified in 
the contract terms would allow the PBM wiggle room if 
you perform a claims review and question the pricing on 
the invoice charged to the plan sponsor. Keep in mind 
that traditional pricing results in higher charges to the 
plan sponsor, so understanding the type of pricing is 
important at the outset of the audit.

If it is determined that pass-through pricing is utilized 
and the organization has a pharmacy, obtain the 
pharmacy contract. When performing detailed testing 
of charges, a comparison of the pricing can be made 
between the plan sponsor’s invoice and the pharmacy’s 

payment to verify the plan sponsor was charged the 
same amount.

 • Develop a summary of the relevant contract terms that 
can be reviewed with the plan sponsor. Include the 
reference to the section and paragraph, and document 
the questions. This preparation will aid in gaining a 
better understanding of the terms and will offer the 
plan sponsor an opportunity to clarify the process or 
clarify the terms with the PBM. See the Sample Pharmacy 
Contract Analysis in the AHIA Audit Library.3

 • Request the Statement on Standards for Attestation 
Engagements 16 (SSAE16) reports and the last audited 
financial statement of the PBM. The SSAE16 reports 
include Report 1, which is an independent service 
auditor’s report, and Report 2, which is the service 
organization’s description of its system and controls. This 
is a method often used to identify issues that may affect 
the audit objective. An example would be concerns 
that information technology might have over pricing 
calculations.

Pre-planning
The pre-planning and research stages are key to a successful 
audit. Ensuring that the terms are understood and that all 
parties agree on what the terms are is crucial. Since the plan 
sponsor is continually in contact with the PBM, ask them 
what concerns they have, and incorporate those into the 
risk assessment. In addition, performing a walkthrough of 
the processes is essential and will help with determining the 
focus of the audit.

Request the SSAE16 reports 
and the last audited financial 
statement of the PBM.

Areas to audit
Auditors know that the risk analysis should identify the areas 
of greatest risk, which will become the focus of the audit. 
Additionally, key areas to consider for an audit in this area 
include a financial review to assess the pricing arrangement 
(claims, discounts, fees, duplicate payments), plan design to 
assess plan management (member cost sharing, formulary, 
overpayments, utilization review), member eligibility, and 
rebates to assess agreements, invoices, payments and 
reconciliations.

3 www.ahia.org/assets/Uploads/resources/nepe-3703066-how-to-audit-1rev.
pdf
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Example
This is a summary of an audit that focuses on pricing and 
reconciliation processes.

Invoices – Evaluate the fees (administrative and dispensing) 
and drug ingredient costs. You'll need to know if the drug is 
prescribed as a generic or brand.

Expected controls:

 • Discount guarantees for brand and generic drugs are 
calculated properly. If historical pricing data is not available, 
verifying the calculations may lead to a scope limitation 
in the audit. Refer to the section below on what data to 
collect for the solution to prevent a scope limitation.

 • Fees are paid in accordance with the contract.

Claims – Evaluate duplicate claims and drugs with a quantity 
of less than one. Typically, a quantity of less than one for any 
prescription indicates the drug is in liquid form. To confirm the 
drugs are in liquid form, obtain the drug’s National Drug Codes 
and verify the drug’s form on the FDA’s website. Any charges 
with a quantity of less than one that are not in liquid format 
(cream, liquid, etc.) should be evaluated for billing errors.

Expected controls:

 • Duplicate claims are denied.

 • Claims with quantities less than one are in liquid form.

Reconciliations – Verify the reconciliation processes 
documented in the contract are performed. In addition, 
determine if the administrative and dispensing fees are 
evaluated by the plan sponsor.

Expected controls:

 • Reconciliations between invoices to paid claims are 
performed.

 • Reconciliations are performed and provided by the PBM.

 • Reviews of the formulary and drug classification are 
performed.

What data to collect
Requesting data from the PBM through the plan sponsor 
is based on the scope and objective of the audit. It is 
important to obtain the data dictionary from the PBM 
regardless of what your focus is. A data dictionary is the 
method to understand the data once you receive it (e.g., 
what each column of the data represents).

Obtain the following:

 • Raw claims data based on the scope and timeframe for 
the audit, including any billing lag time from the PBM. 
For example, if your audit has a two-week lag time for 
the invoicing process, request claims data beginning 
two weeks after the initial audit scope to ensure you can 
match the claims data to the invoices for data integrity.

 • Regardless of the type of pricing, ask the plan sponsor if 
they have access to the PBM’s pricing tool. If they do not, 
make sure they get it. Historical drug pricing information 
is proprietary and expensive and without it, it will be 
difficult to verify that charges to the plan were accurate.

Conclusion
Auditing a PBM contract may be an opportunity to recover 
money for overpayments because of system errors or 
misapplication of the terms of the agreements.

Planning for these audits is crucial to understanding the 
processes and terms necessary to ensure a successful audit. 
An audit, even if scoped to a small timeframe, can take 
three to six months. Gaining the knowledge to perform this 
audit requires a lot of research and getting the right people 
involved during the pre-planning stages.

Successful audits in this area will often include amending 
the contract to clarify terms, and recouping monies for 
overpayments. This is a value-added audit that can keep 
costs down for the organization and its employees who 
pay premiums. However, the best way to ensure a fair and 
transparent contract is to get involved before the contract 
is executed and make sure all appropriate parties are 
involved. 

Contact the plan sponsor, legal counsel, internal pharmacy (if applicable) 
and PBM representatives when contract language needs clarification.
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