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BACKGR.oUND, 

SCOPE, AND METHODOLOGY 

BACKGROUND 

In April 1995, the San Mateo County Mental Health Department (County) began operating as 
the Mental Health Plan (Plan) under the provisions of a Medi-Cal managed mental health care 
field test (field test) waiver. The field test was established under the authority of the Welfare 
and Institutions Code Section 5719.5 and the federal freedom of choice waiver under the Social 
Security Act Section 1915(b)(4) granted by the Centers for Medicare and Medicaid Services. 
The field test authority was enacted to allow the California Department of Mental Health (DMH) 
to test managed care concepts in support of an eventual move to a full risk model for the 
delivery of Medi-Cal specialty mental health services. 

The field test began by the County assuming responsibility for both psychiatric inpatient hospital 
services and outpatient specialty mental health services. The County received a fixed annual 
General Fund allocation from DMH and claimed federal financial participation (FFP) on a case 
rate basis. In July 1998, the County's field test was expanded to include the management of the 
pharmacy and laboratory services prescribed by its psychiatrist network. 

For the pharmacy and laboratory services, DMH and the County initially entered into a risk 
sharing agreement establishing the San Mateo Pharmacy and Laboratory Services Program 
(Program). This agreement created the only County Organized Health System (COHS) in the 
state that does not carve out drug benefits to Medi-Cai. Under the risk-sharing agreement, the 
County would retain surplus funding at the end of the contract term (state share only); however, 
in the event of a funding deficit, the County assumed responsibility for payment up to a 
10 percent threshold, after which the County and state would split the costs. Proponents of the 
risk-sharing model indicate that the County would have additional incentive to contain costs in 
order to generate and retain surplus funding. Additionally, the state benefited because 
theoretically, the plan would eliminate funding augmentation requests except in circumstances 
where the deficit was greater than the 10 percent risk threshold. In 2002, the agreement 
between the County and DMH was modified to eliminate the 10 percent risk-sharing threshold 
because either the annual state General Fund allocation was more than sufficient to meet the 
state's matching requirement or any state match shortfalls were covered by the Plan's 
realignment funds. 

In 2005, the Plan's case rate reimbursement portion of the field test was discontinued and the 
traditional Short Doyle Medi-Cal claiming system was instituted. Continued operation of the 
pharmacy and laboratory components did not require a separate waiver. This part of the field 
test continued under the authority of Title 9 of the California Code of Regulations 
Section 1810.11 O(d) that permits DMH to waive specific requirements of the regulations. The 
state portion of the Program continues to be funded under the full risk model established in 
2002. 

The County contracts with Medlmpact Healthcare Systems, Inc. (Medlmpact) to provide 
pharmacy management services and Quest Diagnostics (Quest) to provide laboratory services. 
Medlmpact also represents the County as its Pharmacy Benefits Manager (PBM). The role of 



the PBM is to deliver cost-efficient and clinically effective prescription drug management for the 
County in an effort to manage overall costs while increasing quality of care. Except for 
supplemental rebates negotiated by the County with Eli lilly and Company and IVAX 
Pharmaceuticals, Inc., the PBM negotiates and collects all other pharmaceutical rebates. 

DMH's Medi-Cal Mental Health Policy Branch prepares the Program's annual estimate. Vendor 
billing data along with County and PBM administrative costs are reported to DMH for use in 
developing the following year's estimate. In 2002, DMH commissioned a detailed study of the 
Program to evaluate pharmacy and laboratory costs. Because the laboratory analysis was 
based on limited data due to complications in obtaining data from the vendor, the legitimacy and 
validity of the study is questionable. DMH did not use the 2002 study as a basis for its 
laboratory estimation; therefore, we did not evaluate or use that portion of the study for this 
review. DMH commissioned another study in 2006 to review pharmacy costs and assess the 
implications of Medicare Part D. 

SCOPE/OBJECTIVES 

DMH requested the Department of Finance, Office of State Audits and Evaluations, to perform 
an evaluation of the Program's estimation process. The primary objectives of our review were 
to gain an understanding of the Program and the methodologies used to estimate Program 
resources and to make recommendations for improving the estimation process. 

Our scope did not include an assessment of the accuracy of claims data; however, we did 
assess the reasonableness of amounts reported by the County. Due to the unique nature of the 
Program, we were unable to determine best practices or compare the estimation results to a set 
of benchmarks. Additionally, this review does not assess or evaluate the efficiency or 
effectiveness of this Program with respect to service or quality of care. 

METHODOLOGY 

To determine if improvements to the estimation process could be made, we gained an 
understanding of the Program and evaluated the methodologies used to estimate Program 
resources. To document the Program's current estimation methodology, we interviewed the 
DMH management, Program personnel, DMH's outside consultant, and County staff. We 
obtained source documentation from the County and DMH and performed a reasonableness 
test on reported costs. We also reviewed the 2002 and 2006 studies prepared by the outside 
consultant Additionally, we reviewed the following contracts: 

• Pharmacy and laboratory services agreement between the County and DMH. 
• Pharmacy benefits management agreement between the County and Medlmpact 
• laboratory services contract between the County and Quest 
• Drug rebate agreement between the County and Eli Lilly and Company. 
• Drug rebate agreement between the County and IVAX Pharmaceutical, Inc. 

To gain insight on the managed care and pharmaceutical industries, we interviewed California 
Department of Health Services (DHS) staff from several specialty units, including: 

• Medi-Cal Managed Care Division. 
• Medi-Cal Fiscal Analysis Unit 
• Medi-Cal Pharmacy Benefits Unit 
• Fiscal Forecasting and Data Management Branch. 
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We interviewed staff from the California Medical Assistance Commission, Medi-Cal Managed 
Care Division, to gain an understanding about negotiation strategies and prevalent trends in the 
managed care industry, the role of COHS in providing services, and the trends in contracting 
with these entities. Finally, we utilized internet resources to research drug rebates, contracting 
trends, and the pharmacy benefits management industry. 

Recommendations were developed based on data analysis, the documentation made available 
to us, and interviews with subject matter experts. This review was conducted during the period 
February 2007 through May 2007. 



OBSERVATIONS and RECOMMENDATIONS 

A review was performed of the California Department of Mental Health's (DMH) current estimate 
methodology for the San Mateo Pharmacy and Laboratory Services Program (Program). The 
following observations were identified: 

OBSERVATION 1: Lack of DMH Oversight Over Costs 

Monitoring and controls over the Program are lacking. Specifically, Program revenue and cost 
components are not verified for accuracy or analyzed for reasonableness by DMH. 

DMH's Medi-Cal Mental Health Policy Branch prepares the annual estimate for the Program 
using data provided by the San Mateo County Mental Health Department (County). This 
estimate is then incorporated into DMH's annual Budget Change Proposal (BCP) funding 
request In 2002 and 2006, DMH commissioned two separate studies to review the Program's 
estimate.' These studies were analyzed by DMH and incorporated into the annual estimate. 

The Program estimate is comprised of estimated laboratory costs, trended historical pharmacy 
claims, and adjustments for any known policy changes. Different methodologies are used to 
develop each component's estimate. 

Laboratory Estimate-Because DMH has not been consistently provided laboratory 
services claim history by Quest Diagnostics (Quest), the estimate is based on previously 
contracted rates instead of reported laboratory services claims. 

Pharmacy Estimate-DMH calculates the pharmacy estimate by trending multiple years 
of reported pharmacy claims. Reported pharmacy claims are comprised of the following 
components: 

Total Reported Drug Costs 
Less: Drug Rebate Revenue 
Less: Share of Costs/Coordination of Benefits Revenue 
Pius: Pharmacy Benefit Manager (PBM) Administrative Costs 
Plus: Administrative Costs 
Equals: . _Net Reported Pharmacj' Claim~ 

Policy Changes-The estimate is adjusted by any known policy changes, such as 
Medicare Part D. DMH reduced the fiscal year 2006-07 estimate by 23.5 percent to 
account for beneficiaries, whose prescription drug costs transitioned to Medicare Part D 
because they had both Medicare and Medi-Cal, also known as dual eligibles. 

1 Refer to Appendix I and II for these studies. 
6 



To assess the reasonableness of the claims reported by the County to DMH, we reviewed 
pharmacy claims for 2004-05 and laboratory services claims reported between March 12, 2001 
and November 26, 2002. The review raised questions about the foilowing issues: 

• Integrity of the reported laboratory costs. 
• Reasonableness of the drug rebate revenue reported by the PBM. 
• Appropriateness of the County's administrative costs. 
• Accounting for the beneficiaries' share of costs/coordination of benefits revenue. 

Reported Laboratory Costs 

There was no support or factual basis for the 2002-03 or 2003-04 budgeted laboratory costs. 
DMH indicated there were problems with the County obtaining billing data from Quest. 
Therefore, DMH estimated laboratory costs based on previously contracted rates, keeping the 
2002-03 estimate at $225,000 and increasing the 2003-04 estimate by 10 percent to account for 
inflation, 

DMH later recognized that laboratory estimates have been overestimated; therefore, the DMH's 
2005-06 Budget Change Proposal (BCP) reduced the budgeted laboratory costs from $250,000 
to $114,000, The BCP indicates that the reduction was based on a review of actual laboratory 
claims submitted by the County over the past four fiscal years ending June 30, 2005, The BCP 
also indicated changes in laboratory costs would be monitored and adjusted if necessary, 

For our review, we obtained detailed laboratory transaction history from the County from 
March 12, 2001 through November 26,2002 to assess the reasonableness of reported claims, 
We identified many duplicate tests billed to the same beneficiary on the same date as well as 
claimed rates that were in excess of the contracted rates, Our preliminary analysis Indicates 
that inflated cost projections and incorrect billings resulted in an overpayment of more than 
$600,000 over a five-year period ending June 30, 2006, Under the negotiated rate plan, the 
County retains excess state funding, At our request, both the County and DMH are attempting 
to independently quantify the Incorrect billing, The County will arrange for repayment of the 
over billed federal share, If collection is not made, DMH could be responsible for the federal 
repayment. The County announced that it has subsequently changed its laboratory services 
vendor. 

Drug Rebates 

Drug rebate revenue reported to DMH by the County appear extremely low. The reported 
rebates are incorporated into the estimate and hence reduce the Program costs to the state, In 
2005, these rebates accounted for approximately $358,535 or 3.4 percent of the $10,573,360 
reimbursed drug costs, Our research indicated that drug rebate amounts are generally much 
higher for state Medicaid programs; in fact, Medicaid offers a negotiated rate of 15,1 percent for 
innovator drugs and 11 percent for generic drugs, In California, Medi-Cal negotiates primary 
and supplemental rebate terms well In excess of the abovementioned Medicaid rates. 

To assess the reasonableness of reported drug rebates, we provided the Program's 2004-05 
pharmacy services activities by drug to the California Department of Health Services (DHS) and 



requested DHS to quantify the rebate amount that Medi-Cal would have received under the 
rebate contracts in place during the same period. The following table demonstrates the 
comparison: 

Reported Pharmacy 
Services Rebates Per the 

County 
$358,535 

Pharmacy Services Rebates 
That Medi-Cal Would Have 

Received 
$3,914,177 

Difference 
$3,555,642 

The 2004-05 Medi-Cal negotiated rebates would have reduced the overall Program costs of 
$10,573,360 by an additional $3,555,642 or 34 percent. 

The Program contracts with a PBM to negotiate and collect rebates. County staff requested 
copies of the contracts that the PBM had in effect with the different pharmaceutical companies 
and were denied access to the information based on non-disclosure clauses in those contracts. 

DMH indicated it would be working with County staff to further evaluate the reasonableness of 
reported rebates. DMH should review the implications of rebate underpayments to determine if 
a cost offset is due on the federal share. In addition, DMH should revisit the terms of the 
Medi-Cal Specialty Mental Health Services Consolidation Waiver (Waiver) to ensure the 
Progfarn rneets the cost effectiveness requlrenlenis. This is the oniy iocai prograrn where drugs 
are carved out from the Medi-Cal process. DMH should collaborate with DHS to determine 
whether a continued drug carve out is feasible. 

Administrative Costs 

Both the County and the PBM are reimbursed for administrative fees. We noted that the 
contract between the County and DMH does not address administrative fees for either the 
County or the PBM; rather, there are provisions for reimbursement to participating pharmacies 
on a per prescription basis. 

The PBM's reimbursement is based on the contract with the County. The contract also contains 
standard fees, such as per transaction processing fees, and optional service fees, such as 
preparation of non-standard reports. The PBM fees were less than .5 percent of drug 
reimbursements for 2004-05. 

The County also charges the Program an administrative fee based on specific salaries of 
Program staff. However, there is no formal agreement regarding these fees. For 2004-05, the 
County administrative fees totaled $251,410 or 2.4 percent of the drug reimbursements reported 
for the same period. We requested the County provide documentation to support the 
administrative fees, but at the time of this reporting, the County did not provide supporting 
documentation. Further, DMH was not able to specify the basis for the County administrative 
charges. 

Share of Costs/Coordination of Benefits 

There is no regular accounting, reporting, or monitoring of share of costs payments. Medi-Cal 
beneficiaries that meet a certain income threshold are required to pay a share of the costs to 
maintain eligibility. These costs were reported as revenue to the Program up to 
September 2002. After September 2002, share of costs revenue was not tracked. The County 
states that because its accounting method changed, the share of costs revenue was no longer 



tracked and was to be treated as a deductible incurred before the beneficiary's prescriptions 
could be submilted through the pharmacy benefits system. 

Regular accounting, reporting, or monitoring was also not performed regarding the coordination 
of benefits revenue. When a beneficiary has other health insurance, Medi-Cal becomes the 
secondary insurer, paying the residual portion of the ciaim after the primary insurer pays its 
share. Thus, these coordinated benefits reduce the cost of services that the Program pays for 
any given service or prescription. 

Recommendations: As the oversight agency, DMH should exercise control to ensure that 
Program revenue and cost components are verified for accuracy or are analyzed for 
reasonableness. Specifically: 

• Institute an audit function to periodically analyze the accuracy of reported data. 
o Obtain ail data necessary to prepare an accurate estimate of Program costs. Question 

the vendors' and the County's inability to provide billing data. 
s Ensure the County arranges for repayment of the over billed federal financial 

participation of laboratory costs. 
e Consider the loss of eligible rebate funds when determining the cost efficiency of the 

Program. 
$ Negotiate the terms of all administrative fees charged to the Program, formalize an 

agreement for administrative fees, and memorialize this agreement within the contract. 
Ensure that administrative fees are Program-related, necessary, and reasonable. 

e Quantify and evaluate the reasonableness of the share of costs/coordination of benefits 
revenue reported by the County. 

OBSERVATION 2: Inadequate Assessment of Medicare Part D's Impact 

DMH underestimated the impact of Medicare Part D on the Program. Medicare Part D 
established a voluntary outpatient prescription drug benefit for people on Medicare. The drug 
benefit took effect in January 2006 and is available to all 43 million elderly and disabled 
beneficiaries enrolled in Medicare-approved private plans. Under Medicare Part D, Medicare 
also replaces Medicaid (Medi-Cal) as the primary source of drug coverage for dual eligibles. As 
a result, overall Program costs have been reduced. 

DMH's initial attempt to assess the impact of Medicare Part D on the Program was to reduce the 
pharmacy estimate by 10 percent. 2 DMH later noted that data from DHS indicated that 
approximately 23.5 percent of the Medi-Cal beneficiaries in San Mateo County had Medicare 
Part A and/or Part B coverage as of July 2005. Therefore, the 2006-07 pharmacy estimate was 
reduced by 23.5 percent. However, the County indicated the Medicare Part D's impact is 
currently tracking at 40 - 50 percent. This would indicate that the Program was significantly 
overpaid for 2006-07. Even though the County is paid a negotiated rate, DMH stated its intent 
to negotiate with the County to recover the excess funding. 

DMH, through DHS, had the ability to quantify the effects of Medicare Part D based on actual 
costs associated with the dual eligible population. DHS indicated that the Centers for Medicare 
and Medicaid Services (CMS) provided a specific listing of dual eligibles prior to the 
implementation of Medicare Part D. Had DMH provided the appropriate beneficiary information 
to DHS, DHS could have determined which of the 3,324 beneficiaries utilizing the prescription 

2 This statement is according to DMH's November 2006 BCP. 
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drug benefits were dual eligibles, and a more accurate impact on the Program could have been 
computed. 

We assessed the DMH's estimation of Medicare Part D's impact and have concerns regarding 
the methodology and certain assumptions made. Specifically: 

• Not all Medi-Cal beneficiaries are utilizing mental health services. Instead of using the 
23.5 percent average of Medi-Cal beneficiaries that are eligible under Medicare Part D, 
DMH should have factored in the percentage of Medi-Cal beneficiaries that utilize mental 
health services, and then determine the applicable percentage of beneficiaries that were 
eligible for Medicare Part D. 

$	 DMH assumed that all mental health beneficiaries utilize the same level of resources. 
Based on the reported 2004-05 prescription drug reimbursement data, we determined 
that the utilization of resources did not reflect a standard distribution. That data shows 
the bottom 50 percent of the mental health beneficiaries utilized only 10.7 percent of the 
pharmacy services resources. Alternatively, the top 50 percent of pharmacy services 
beneficiaries utilized 89.3 percent of the resources. 

Based on our analysis of the pharmacy services distribution among the Medi-Cal 
popuiation, we hypothesized that some of the higher cost users (incurred costs greater 
than $10,000 per year) would be disabled; therefore, those users would be receiving 
Supplemental Security Income benefits and be eligible for Medicare. We provided a 
listing of the top 200 users (out of a population of 3,324) to DHS and concluded that 118 
out of 200 users or 59 percent were dual eligibles. 

The 2006-07 pharmacy services estimate was created by trending the last five years of 
reported claims data, resulting in an increase of 7.56 percent. The trended amount was 
reduced to account for the impact of Medicare Part D. The use of trend models that are 
based on costs incurred prior to the implementation of Medicare Part D should be 
carefully considered. Once the effects were determined to be material and ongoing, 
trend models that use both pre and post Medicare Part D cost data would be skewed. 

Recommendations: DMH should work with DHS to identify the specific dual eligible beneficiary 
population, and then quantify actual utilization associated with these beneficiaries. This 
computation will result in a more accurate estimate. 

OBSERVATION 3: The Program Estimate Lacks Essential User and Service Level Detail 

The current Program estimate is based on trended historic costs at the program level and does 
not incorporate specific user and service level detail, such as demographics or diagnostic 
services. DHS actuaries indicated that their County Organized Health System (COHS) 
estimates are based on a sum of regressed historic costs of various user and service level 
detail. Tracking costs at the user and service levels, or component units, would allow variances 
between actual costs and projected costs to be isolated and would provide stakeholders with 
more relevant information. For instance, if new medication therapy is identified for an affected 
class of users, having detail about the affected class will enhance the Program's ability to 
quantify the potential effects to the Program. When variances occur at these detailed levels, 
Program staff can analyze the causes and modify future estimate assumptions. 

Recommendations: DMH should work with the County to break down user and service level 
categories. Utilize this information to quantify treatment or policy changes that may materially 
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affect the Program. Review Program cost components independently and form the estimate 
based on the aggregate of these costs rather than at the program level. Consult with DHS to 
gain an understanding on how other COHS estimates are based. 

OBSERVATION 4: The Program Was Not Assessed for Cost Effectiveness 

The Program's cost effectiveness should be quantified and documented. The pharmacy and 
laboratory components were added in 1998 to the existing managed care test program that was 
granted by the CMS. In 2005, the field test ended and the Program was consolidated into the 
Waiver. It would appear reasonable to expect some form of report to support the Program's 
movement from field test status to a permanent condition. We requested documentation that 
would substantiate the cost effectiveness of the Program. However, DMH and the County have 
not been able to provide any documentation at the time of this reporting. There has been 
consideration to implement this Program statewide. An analysis of the cost effectiveness of the 
Program is imperative, especially since this Program is being considered for statewide 
implementation. 

Recommendations: DMH should perform an analysis of the cost effectiveness of the Program 
that includes a comparison of drug rebate amounts, the impact of Medicare Part D, and 
administration fees. This analysis should be performed prior to any statewide expansion. 



DEPARTMENT RESPONSE
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Mental Health
 
1600 9th Sucr::t. Sacmrnt:nw'l c...i... 95814 

(916) 654~23U9 

June 28,2007 

Ms. Diana L Ducay 
Chief, Office of State Audits and Evaluations 
California Department of Finance 
300 Capitol Mall Suite, 801 
Sacramento, CA 95814 

Dear Ms. Ducay: 

We are in receipt of your June 2007 report, "Review of the San Mateo Pharmacy and 
Laboratory Services Estimation Process,' 

We appreciated that your staff was willing to work with us to complete the final version 
of the San Mateo Pharmacy and Laboratory review, per our inter-agency agreement. I 
would like to compliment your team for a professional approach to this project, and 
effective communication and collaboration with our department's management team 
throughout your review. 

The report focuses on the estimate methodology for San Mateo Pharmacy and 
Laboratory, prevalent trends within the pharmacy benefit and County Organized Health 
Systems (COHS) industries, and makes recommendations for improving the program 
estimation process. Your Office identified four observations in which DMH has an 
opportunity to improve both the oversight of costs and the estimation process, about 
which we agree. The four Identified issues in your report include: 

III improvement of cost oversight; 
iII!I Medi-care Part D cost assessment improvements; 
mil the benefits of collecting and evaluating user and service level detail; and 
III! an overall program cost assessment so that other mental health plans 

could consider the San Mateo model. 

DMH has initiated the steps necessary to gather data and information that will facilitate a 
more comprehensive evaluation of the options discussed in the report These steps 
include working with San Mateo to determine what service level detail is available to 
inform the estimation process and a preliminary new estimation proposal that would be 
based on actuai costs versus projected costs. 
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OSAE: San ~v't~lt>20 Ph2rm8C:Y Lab Rl3-POrt F~s-sponse
 

June 28,2007
 

It is our intent to utilize the information included in your report and the data gathered 
from the implementation or the report's recommendations to augmEnt Dtv1H's action plan 
to implement fiscal, policy, and administrative reforms that is due to the Administration 
and Legislature in August 2007, 

DMH has taken steps to address findings in your draft report and to complete the policy 
analysis of the San Mateo ,Dharmacy and Laboratory Services Project that is required in 
the Governor's 2007- 2008 Budget Trailer Bill Language For example, on May 25, 
2007, our multi-disciplinary management and subject matter experts from DMH and 
DHS traveled to San Mateo to meet and get briefings from their executives and program 
managers, Upon this final release of your report, we will work with San Mateo and DHS 
to addrc=ss the findings, and deliver productive and realistic policy, fiscal, and 
administrative reforms in our August 2007 action plan, 

We will also draw in other partners and stakeholders to strengthen our action plan -­
suoh as the California Mental Health Directors Association and, possibly, expert 
consultants to support a review of pharmacy rebates and benefits - Iii order to pI'ovide a 
workable plan that will include steps neoessary to meet each objective, timeframe and 
will identify assignments to the responsible parties. [i possible, we would appreciate 
OSAE's participation as a review component for our proposed action plan prior to its 
final release. 

i~.gain, thank you for the services provided by your Office for this important review (If the 
San Mateo Pharmacy and Laboratory. 

Sincerely, 

Original signed by: 

STEPHEN W. Iv1AYBERG, Ph.D 
Director 


