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EXECUTIVE SUMMARY 

 In accordance with the City Auditor's 1994-95 Audit Workplan, we have 

audited the City of San Jose Employees' Health Plan.  We conducted this audit in 

accordance with generally accepted government auditing standards and limited  

our work to those areas specified in the Scope and Methodology section of this 

report. 

 
THE CITY OF SAN JOSE CAN IMPROVE ITS HEALTH CARE PLAN, 
REDUCE ITS EMPLOYEES' AND RETIREES' MEDICAL COSTS 
BY MORE THAN $1 MILLION A YEAR, AND POTENTIALLY 
RECOVER AN ADDITIONAL $905,000 IN PRIOR YEARS' OVERPAYMENTS 

 The city of San Jose (City) offers its employees three health care plans of 

which one is the City of San Jose Employees' Health Plan (CSJEHP).  The City 

contracts with PPO Alliance to administer a series of contractual arrangements 

with a network of physicians, hospitals, and other medical service providers.   

The medical service providers with which PPO Alliance contracts are the City's 

preferred provider organization (PPO).  As such, it is in the best interest of the City 

and its employees that PPO Alliance contract with as many medical service 

providers as possible and that it negotiate the best possible price for specific 

medical procedures.  In addition, the City contracts with a third-party 

administrator--Foundation Health Preferred Administrators (FHPA)--to pay and 

administer medical claims that medical service providers submit for payment for 

services to those employees in the CSJEHP.  As such, it is in the best interest of the 

City and its employees that the FHPA pay claims in a timely manner and take 

advantage of all negotiated or available medical service discounts.  

 Our review of the City's contractual arrangement with PPO Alliance and 

FHPA and their performance under the City's contract revealed the following: 
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− At the recommendation of the Benefits Review Forum, the City  
awarded a contract to PPO Alliance without going through a  
competitive bidding process, and documented evidence does not support 
the City's decision to award a contract to FHPA; 

− FHPA was unable to provide us with documentation for 33 of the 242 
claims selected for our review; 

− FHPA has not paid medical service claims in a timely manner; 

− FHPA has not taken advantage of negotiated or available medical  
service discounts.  As a result, the City's employees and retirees paid 
$890,000 unnecessarily over the last four years; and 

− FHPA paid about $15,000 for ineligible claims during the last four  
years. 

 The Santa Clara County PPO option for its employees is the Preferred 100 

Plan.  Comparing Santa Clara County's Preferred 100 Plan to the CSJEHP revealed 

the following: 

− PPO Alliance has not provided the City or its employees with a number 
of medical service providers in its PPO comparable to the County's and 

− PPO Alliance has not negotiated discount rates with medical service 
providers in its PPO comparable to the County's PPO. 

 Our review also revealed that the City has an opportunity to consolidate with 

Santa Clara County for a PPO and that by so doing the City will be able to 

• Reduce premium costs for both its employees and retirees; 

• Obtain better price discounts for medical services; 

• Obtain fast-payment discounts; 

• Implement additional concurrent utilization reviews of medical service 
bills; and 
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• Increase employee use of the PPO. 

 By forming a medical services purchasing coalition with Santa Clara 

County, we estimate that the City will save its employees and retirees more than $1 

million a year in medical service costs and health insurance premiums.  In addition, 

the City should pursue reimbursement of $905,000 in prior years' overpayments. 

 
RECOMMENDATIONS 

 We recommend that the Human Resources Department: 

 
Recommendation #1: 

 Require PPO Alliance and Foundation Health Preferred Administrators to 

provide relative unit values for all applicable medical services and procedures.  

(Priority 1) 

 
Recommendation #2: 

 Require Foundation Health Preferred Administrators immediately to apply 

the already-negotiated and available discounts described in the PPO Alliance's 

Physician Reimbursement Schedule.  (Priority 1) 

 
Recommendation #3: 

 Set a deadline for Foundation Health Preferred Administrators (FHPA) to 

provide the documentation that was requested during the audit.  If FHPA fails to 

provide the documentation, disallow the amounts paid for undocumented medical 

claims.  (Priority 1) 

Recommendation #4: 
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 Require Foundation Health Preferred Administrators to provide the City 

with a payment report from August 1, 1990, to April 30, 1992, and a separate 

report from May 1, 1992, to the present for all PPO procedures which were paid  

as billed because there were no relative values to compute a discount.  Each  

report should show (1) the claim number, (2) date of service, (3) the procedure 

code number and description, (4) the billed and paid amount, and (5) billed and 

paid totals for the two report periods.  After determining the dollar value of 10 

percent and 20 percent discounts not taken, request the City Attorney to initiate 

actions to recover any overpayments.  (Priority 1) 

 
Recommendation #5: 

 Develop and implement procedures to ensure that the current eligibility  

files for the City of San Jose Employees' Health Plan are complete and accurate.  

(Priority 3) 

 
Recommendation #6: 

 Develop and implement procedures to monitor the continuing eligibility of 

the employees and their dependents for the City of San Jose Employees' Health 

Plan.  Such procedures could include requesting the third-party administrator to 

periodically produce an exception report of potential ineligible dependents as a 

basis for monitoring eligibility.  (Priority 3) 

 



- v - 

Recommendation #7: 

 Consult with the City Attorney regarding possible City recourse to recover 

amounts paid on ineligible dependent claims between August 1, 1990, and 

February 28, 1994.  (Priority 3) 

 In addition, we recommend that the Human Resources Department and 

Benefits Review Forum: 

 
Recommendation #8: 

 Request funding for a full-time analyst to monitor the City of San Jose 

Employees' Health Plan.  (Priority 2) 

 Finally, we recommend that the Human Resources Department: 

 
Recommendation #9: 

 Solicit a proposal from Santa Clara County in the next scheduled City of San 

Jose Employees' Health Plan request for proposal process for the selection of the 

claims administrator and the preferred provider organization.  (Priority 1) 

 
Recommendation Requiring Budget Action 

 Of the preceding recommendations, #8 may not be able to be implemented 

absent additional funding.  Accordingly, the City Manager should request during 

the 1995-96 budget process that the City Council appropriate an amount sufficient 

to implement recommendation #8. 
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INTRODUCTION 

 In accordance with the City Auditor's 1994-95 Audit Workplan, we have 

audited the City of San Jose Employees' Health Plan.  We conducted this audit in 

accordance with generally accepted government auditing standards and limited  

our work to those areas specified in the Scope and Methodology section of this 

report. 

 The City Auditor's Office thanks those individuals in the Human Resources 

Department who gave their time, information, insight, and cooperation for this 

audit.  Specifically, we thank the Senior Administrative Officer of the Human 

Resources Department--Benefits Program and his staff for their outstanding 

responsiveness to our many requests for information. 
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SCOPE AND METHODOLOGY 

 Our audit objectives were to: 

• Determine opportunities for cost savings; 

• Evaluate the effectiveness of the city of San Jose's (City) preferred 
provider organization; 

• Determine whether the third-party administrator is processing claims in 
accordance with plan provisions and related documents; 

• Determine whether claims are paid in the proper amount; 

• Determine that documentation was on file for claims paid and such 
documents submitted were adequately completed with all data necessary 
to process the claim; 

• Evaluate the effectiveness of the computer controls for claims  
processing and payment; 

• Determine whether the turnaround time for processing claims was  
within acceptable industry standards; and 

• Determine whether proper safeguards exist to prevent the City from 
being charged for expenses of ineligible persons. 

 We performed only limited testing to determine the accuracy and reliability 

of the various computer reports used.  Such testing included observation or a  

walk-through of the claims processing, a review of the system documentation,  

and a statistical sample of the claims processed.  We analyzed the processed  

claims data for a 28-month period.  We did not review the general controls for  

the computer systems used for claims processing. 

 In reviewing the timeliness and validity of payments, we selected the  

month of April 1994 for our statistical sample of the claims processed.  During 
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April 1994, Foundation Health Preferred Administrators (FHPA) paid 4,946 City 

of San Jose Employees' Health Plan (CSJEHP) claims totaling $1,114,601.  We 

stratified these claims into the following categories: 

1.  Claims of $1,000 or greater 
2.  Claims of $200 or greater but less than $1,000 
3.  Claims less than $200 

Category 1 claims totaled $618,322 and comprised 55.5 percent of total claims 

payment amounts in April 1994; category 2 claims totaled $250,495 and  

comprised 22.5 percent of total claims payment amounts in April 1994.  We 

reviewed all 171 claims in category 1, a random sample of 71 of the claims in 

category 2, and 319 of the claims in category 3.  The results of our tests are 

discussed on page 27 of this report. 

 The Bank of America keeps the cancelled checks for the CSJEHP claims 

paid.  We did not review the cancelled checks for the claims in our audit  

samples. 
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BACKGROUND 
 
 
The Cost Of Health Care 

 The U.S. Department of Commerce estimates that health care spending 

accounted for more than 14 percent of the nation's gross national product in 1992, 

up from 13.2 percent in the previous year dollar terms.  The nation's 1992 health 

care bill was $838.5 billion and was expected to reach $939.9 billion in 1993. 

 The city of San Jose's (City) health care expenditures for 1994-95 are 

expected to be $27.4 million, or about 6 percent, of the proposed General Fund's 

$489.6 million operating budget.  The City has only four departments (Fire,  

Police, Streets and Parks, and Environmental Services) with budgets that exceed 

the City's proposed expenditure for health care in 1994-95.  Like other  

employers in Santa Clara County and throughout the country, the City is faced  

with skyrocketing health care costs. 

 
The City's Goals In Providing Health Care Coverage 

 The City's overall goal in providing health care coverage is to ensure that 

employees, retirees, and their families have access to quality medical care and  

are protected from unexpected or unaffordable medical expenses. 

 The City's health care goals are to 

### Provide adequate health care coverage for City employees and their 
families; 

• Provide a reasonable number of plan choices to cover an array of  
medical and health care services; and 

• Contain costs. 
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 These three goals are not totally compatible with each other.  For example, 

cost containment usually means limiting choices and flexibility.  The City, 

however, has made efforts to balance these goals. 

 
The City's Employee Services Division 

 The Employee Services Division of the Human Resources Department 

(HRD) is responsible for administering the City's benefit programs.  Chart I  

shows the organization of the Employee Services Division of the HRD. 

 The Division's specific responsibilities include overseeing the City's 

medical, dental, and life insurance plans, unemployment insurance program, and 

other miscellaneous benefit programs. 
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CHART I 
 

ORGANIZATION CHART 
FOR THE EMPLOYEE SERVICES DIVISION 

OF THE HUMAN RESOURCES DEPARTMENT 
 
 

DIRECTOR OF HUMAN 
RESOURCES 

 
 

EMPLOYEE SERVICES 

1.0 Senior Administrative Officer 

 
 

BENEFIT PROGRAMS 

• Administer medical, dental and life insurance plans 

• Administer unemployment insurance program 

• Administer City Employee Identification Card Program 

• Administer Dependent Care Program 

• Administer all miscellaneous benefit programs 

• Administer deferred compensation program 
1.0  Senior Analyst 
4.0  Staff Technician 
1.0  Typist Clerk II

 
 
Funding For Employee Benefits 

 Employee benefit funds pay for the City's health care expenditures.  These 

funds are the Dental Insurance, Life Insurance, Unemployment Insurance, 

Employee Benefit, and City of San Jose Employees' Health Plan (CSJEHP)  

funds.  These funds are internal service funds which are used to (1) receive 

transfers from other City funds, (2) make payments on health care expenditures, 
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and (3) account for the financing of HRD services to other City departments and 

offices on a cost-reimbursement basis. 

 The total health insurance premium for each specific health care plan type  

is the same for all City employees.  The City contributes a certain percentage 

toward the premium for the employee's health care plan.  The percentage the  

City and the employee pay is determined by each employee representation unit's 

memorandum of agreement (MOA).  For active employees, the City pays 90 

percent of the cost of the lowest cost plan for health care coverage.  The  

employee pays 10 percent of the cost of the lowest cost plan (up to a maximum of 

$25 per month) plus any additional cost for a plan which is not the lowest cost 

plan.  Kaiser Permanente is currently the lowest cost plan. 

 The premium rates for retirees are the same as for active employees for all 

three of the City's health care plans.  After retirees become eligible for Medicare  

at age 65, they pay reduced rates with Medicare paying as primary insurer for 

actual medical costs. 

 
Major Accomplishments Relating 
To The City Of San Jose Employees' Health Plan (CSJEHP) 

 In Appendix B, the HRD informed the City Auditor's Office of its major 

accomplishments relating to the CSJEHP.  According to the HRD, the City has 

made a number of changes to the CSJEHP in its effort to contain costs.  These 

changes included: 

• The establishment of a self-insured plan initially administered by Blue 
Cross; 

• The creation of a separate fund to better track the deposit of premiums 
and payment of claims/administrative costs; 
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• Movement from full cost coverage for the lowest cost plan toward a 
90/10 cost sharing between the City and enrolled employees; 

• Restructuring of the self-insured plan to move away from unrestricted 
care toward managed care; 

• Termination of the relationship with Blue Cross and the selection of 
Foundation Health Preferred Administrators as the third-party 
administrator; 

• An administrative cost formula based on the number of enrolled 
employees rather than a percentage of claims costs; 

• The incentive of 100 percent payment for services from physicians and 
hospitals which have agreed to charge reduced rates (through a preferred 
provider network); and 

• The implementation of an optional on-line claims payment system for 
prescriptions to reduce administrative costs. 

 In Appendix C, we provide a glossary to define a number of terms relating  

to health care programs. 
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FINDING I 
THE CITY OF SAN JOSE CAN IMPROVE ITS HEALTH CARE PLAN, 

REDUCE ITS EMPLOYEES' AND RETIREES' MEDICAL COSTS 
BY MORE THAN $1 MILLION A YEAR, 

AND POTENTIALLY RECOVER AN ADDITIONAL $905,000 
IN PRIOR YEARS' OVERPAYMENTS 

 The city of San Jose (City) offers its employees three health care plans of 

which one is the City of San Jose Employees' Health Plan (CSJEHP).  The City 

contracts with PPO Alliance to administer a series of contractual arrangements 

with a network of physicians, hospitals, and other medical service providers.   

The medical service providers with which PPO Alliance contracts are the City's 

preferred provider organization (PPO).  As such, it is in the best interest of the  

City and its employees that PPO Alliance contract with as many medical service 

providers as possible and that it negotiate the best possible price for specific 

medical procedures.  In addition, the City contracts with a third-party 

administrator--Foundation Health Preferred Administrators (FHPA)--to pay and 

administer medical claims that medical service providers submit for payment for 

services to those employees in the CSJEHP.  As such, it is in the best interest of  

the City and its employees that the FHPA pay claims in a timely manner and take 

advantage of all negotiated or available medical service discounts.  

 Our review of the City's contractual arrangement with PPO Alliance and 

FHPA and their performance under the City's contract revealed the following: 

− At the recommendation of the Benefits Review Forum, the City  
awarded a contract to PPO Alliance without going through a  
competitive bidding process and documented evidence does not support 
the City's decision to award a contract to FHPA; 

− FHPA was unable to provide us with documentation for 33 of the 242 
claims selected for our review; 



- Page 10 - 

− FHPA has not paid medical service claims in a timely manner; 

− FHPA has not taken advantage of negotiated or available medical  
service discounts.  As a result, the City's employees and retirees paid 
$890,000 unnecessarily over the last four years; and 

− FHPA paid about $15,000 for ineligible claims during the last four  
years. 

 The Santa Clara County PPO option for its employees is the Preferred 100 

Plan.  Comparing the County's Preferred 100 Plan to the CSJEHP revealed the 

following: 

− PPO Alliance has not provided the City or its employees with a number 
of medical service providers in its PPO comparable to the County's and 

− PPO Alliance has not negotiated discount rates with medical service 
providers in its PPO comparable to the County's. 

 Our review also revealed that the City has an opportunity to consolidate  

with Santa Clara County for a PPO and that by so doing the City will be able to 

• Reduce premium costs for both its employees and retirees; 

• Obtain better price discounts for medical services; 

• Obtain fast-payment discounts; 

• Implement additional concurrent utilization reviews of medical service 
bills; and 

• Increase employee use of the PPO. 

 By forming a medical services purchasing coalition with Santa Clara 

County, we estimate that the City will save its employees and retirees more than  

$1 million a year in medical service costs and health insurance premiums.  In 
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addition, the City should pursue reimbursement of $905,000 in prior years' 

overpayments. 

 
CITY OF SAN JOSE HEALTH CARE PLANS 

 The City has three health care plans that are different by design to provide 

choices for covered employees.  Employees may select the plan which fits their 

own needs and preferences and may change annually during an open enrollment 

period if they wish. 

 The three health care plans the City offers to its employees are of two 

different kinds of health insurance programs:  "wellness" and "illness."  The 

"wellness programs" are the Kaiser Permanente and the Lifeguard programs.   

Both Kaiser Permanente and Lifeguard are health maintenance organizations 

(HMO). 

 
 Wellness Program 

 Wellness programs are designed to keep the employee well.  They provide 

regular checkups and immunizations as well as all other medically necessary care 

and services.  There is no paperwork to fill out when the employee goes to the 

doctor or the hospital.  The employee may choose either the Kaiser Permanente  

or the Lifeguard wellness program.  Kaiser and Lifeguard are limited-choice  

plans which the plan providers administer. 

 The essential elements of the Kaiser and Lifeguard plan options are 

summarized in Chart II. 



- Page 12 - 

CHART II 
 

ESSENTIAL ELEMENTS OF THE KAISER 
AND LIFEGUARD PLAN OPTIONS 

 
Kaiser Permanente Lifeguard 

Kaiser Permanente offers a clinic-
type program.  Services are 
provided at Kaiser Foundation 
hospitals and medical offices.  The 
City's Kaiser plan covers virtually 
all recognized medical services and 
specialty areas, but services must 
be obtained through a Kaiser 
facility.  The employee may  
choose a personal doctor from the 
staff at these facilities.  The City 
does not participate in Kaiser's 
durable medical equipment 
coverage.  There is no charge for 
visits to the doctor or for stays in 
the hospital.  Kaiser Permanente is 
a closed-panel HMO. 

Lifeguard is an open-panel HMO.  Lifeguard contracts with 
physicians and other providers who are practicing in the 
general community and who maintain a non-HMO practice 
concurrent with their participation in the HMO.  Lifeguard 
provides preventive medicine as well as standard benefits at 
standard rates with specific contract doctors and hospitals.  
Treatment by a specialist physician must be at the referral  
of a primary care physician.  Lifeguard has contracts with 
more than 3,600 private doctors and 50 hospitals in the Bay 
Area.  Employees may select their own primary doctor  
from the 3,600 private doctors.  Lifeguard has 596 private 
physicians and 8 contracting hospitals in Santa Clara 
County.  Employees make a small copayment each time  
they visit a doctor.  The City does not participate in 
Lifeguard's prescription drug program. 

 Illness Program 

 The City also offers its employees an illness program which is an  

insurance program that pays for an employee's medical costs which are the result 

of an illness or injury.  Unlike the wellness programs, the illness program allows 

the employee to use any doctor or hospital he or she chooses. 

 The City joined the Blue Cross indemnity health care plan in 1969.  

However, in 1989 Blue Cross notified the City that unless the City accepted 

substantial changes to the plan, Blue Cross no longer wished to have the City as a 

client.  The City found the proposed changes to be unacceptable and terminated  

its contract with Blue Cross on July 31, 1990.  On August 1, 1990, the City 

established the CSJEHP to replace the full-choice Blue Cross plan. 
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 The City and all recognized employee organizations formally agreed on the 

plan design for the CSJEHP.  The plan design included the following provisions: 

• The annual deductible would remain at $50 per member, the same as it 
had been under Blue Cross, with a three-member cap of $150 per 
enrolled family; 

• An annual out-of-pocket maximum for covered hospital expenses in a 
non-PPO hospital was established at $1,000 per member.  Employee 
organizations reluctantly agreed to this annual maximum per member to 
encourage participants to use PPO hospitals which guaranteed  
discounted rates; and  

• For the first year (1990), the annual maximum copayment for non-
hospital services from non-PPO providers remained at $400 per  
member.  This was the same as the Blue Cross plan for non-Blue Cross 
doctors/providers.  Employee organizations agreed that this maximum 
would be raised to $500 per member after 1990 to recognize inflation. 

 
HMO vs. Self-Insured Health Care Plan 

 The CSJEHP is a self-insured health care plan.  The plan provides benefits 

for enrollees and their eligible dependents when medically necessary.  The plan 

covers those illnesses and medical conditions identified in the CSJEHP document.  

The plan generally covers only medically necessary visits and procedures but not 

preventive medicine or procedures. 

 Premiums for HMOs are fixed for the contract term; therefore, the  

financial risk of the cost of care during the contract term (in excess of the 

premiums charged) is transferred to the HMO.  Consequently, an HMO has an 

inherent financial incentive to control utilization during the contract term, or else 

suffer the financial loss.  While the CSJEHP allows full choice of physicians and 

hospitals, it also has financial incentives to encourage employees to use the 
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services of a PPO.  A PPO is an administrative organization that maintains a  

series of contractual relationships with a network of providers.  The PPO  

contracts with employers, insurance companies, unions, or third-party 

administrators (TPA) to provide services at reduced rates to those employees that 

use the PPO.  There are many different PPO arrangements, but most have the 

following features: 

• A panel of participating medical service providers.  A limited number  
of medical service providers participate in the PPO; 

• A negotiated fee schedule.  A lower-than-standard or discounted charge 
will be made for all professional services; 

• Utilization control guarantees.  All providers agree to operate within the 
framework of the plan's cost controls, such as pre-certification on 
hospital admissions; 

• Incentives for members to select the participating providers.  Patients 
retain the right to use other than the participating providers, but often 
copayments are required for medical services from other than 
participating providers; and 

• Reimbursement mechanisms.  In exchange for participation in the PPO, 
the provider is guaranteed prompt payment. 

 Members in the CSJEHP have the option to use the services of those  

doctors and hospitals that are in the PPO.  Generally, when a PPO provider 

provides medical services to a covered employee, the plan pays 100 percent of  

the cost.  When a non-PPO provider provides services to a covered employee,  

the plan pays 80 percent of the usual, customary, and reasonable (UCR) fees up  

to the plan's maximum "out-of-pocket" limits.  Plan participants are responsible  

for those amounts in excess of the UCR fees.  Included in the plan are provisions 
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for those claimants who live or work more than 50 miles from a PPO provider  

and for emergency services. 

 The City pays Kaiser and Lifeguard on a capitation basis.  Under this 

arrangement, monthly premiums are a fixed amount per employee regardless of  

the type or extent of medical services provided.  Conversely, the CSJEHP self-

insured program pays providers on a claims basis.  Both the City and  

participating employees pay shares of claims costs as they are incurred per plan 

specifications. 

 An employee that chooses to use the CSJEHP has an additional choice of 

whether to receive care from a PPO provider or from a non-PPO provider. 

 The Council on Education in Management in its publication, Controlling 

Employee Benefits, says a PPO has these principal risks: 

1.  Unlike an HMO, the PPO assumes no risk regarding the cost of  
medical services.  Medical service providers are paid on a fee-for- 
service basis at an agreed discount.  As a result, PPO providers are  
paid regardless of the cost of care or utilization rates. 

2.  The non-PPO charge to the employee may not be sufficiently large to 
direct members to PPO providers. 

 
City Health Care Plan Enrollment Statistics 

 The active and retired employees enrolled in the City's health care plans as 

of September 1994 are shown in Table I. 
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TABLE I  
CITY OF SAN JOSE 

HEALTH CARE PLAN ENROLLMENTS AS OF SEPTEMBER 1994 
 

Kaiser Lifeguard CSJEHP Total 
Single Coverage 

   Active*  798  195  452  1,445 

   Retired  240  52  417  709 

       Subtotal  1,038  249  869  2,154 
Family Coverage 

   Active  2,100  690  862  3,652 

   Retired      497     30      655  1,182 

       Subtotal  2,597  720  1,517  4,834 

     Totals  3,635  967  2,386  6,988 

Percentage of Total  52  14  34  100  
Comparison of Enrollment--Active vs. Retired

   Active*  2,898  885  1,314  5,097 

   Retired      737    82  1,072  1,891 

     Total  3,635  967  2,386  6,988 

 

Total Health Care Plan Enrollments 

  
Enrollments

Percentage Of 
Enrollment 

   Active 5,097 73 

   Retired 1,891 27 

     Total 6,988 100 

   Single 2,154 31 

   Family 4,834 69 

     Total 6,988 100 
 
*  Active enrollment amounts exclude COBRA employees as well as employees on leaves of absence. 
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Contract With PPO Alliance 

 The City has a contract with PPO Alliance.  This organization does the 

following for the CSJEHP: 

• Solicits PPO providers; 

• Negotiates fees for services;1 and  

• Ensures that medical service providers are fully qualified and 
appropriately licensed. 

 PPO Alliance is a statewide PPO established in late 1983 by two of the largest 

multi-hospital systems in the western United States:  UniHealth America and 

Adventist Health System/West.  The company began marketing its services in spring 

1984.  During the next two years, another 57 facilities joined the PPO.  Between  

1991 and 1992, PPO Alliance added an additional 79 facilities, focusing on network 

expansion in the northern portion of California.  As hospitals were added, individual 

physicians, medical groups, and independent practice associations (IPA) affiliated 

with PPO hospitals were recruited for membership in the PPO.  Today, the  

statewide PPO consists of 240 facilities and nearly 19,300 practitioners.  The 

corporate office for PPO Alliance is in Woodland Hills, California. 

 PPO Alliance recruits providers following a sequential process that begins 

with the incorporation of hospitals into the PPO.  The following guidelines 

determine eligibility for hospital PPO membership: 

• The hospital must be accredited by the Joint Commission of 
Accreditation of Healthcare Organizations (JCAHO); 

 

                                           
1
  See Appendix D for potential hospital and physician savings as described in the PPO Alliance Plus Directory for 

Northern California 1993-94. 
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• There must be a minimum of 85 percent board-certified or board- 
eligible physicians on active staff; 

• The hospital must be a market leader and must possess community 
prestige and institutional reputation; 

• The hospital must offer a full range of services; 

• The hospital's location must be in proximity to other participating 
hospitals; 

• The hospital must have a demonstrated ability to achieve reasonable 
participation of medical staff; and 

• The hospital must show a commitment to managed care and successful 
participation in risk contracting. 

 Once the hospitals are enrolled, PPO Alliance recruits its physician staff 

members.  PPO Alliance's preferred method is to develop relationships with 

hospital-sponsored, or designated, IPAs or medical groups.  If none are  

available, PPO Alliance solicits individual staff physicians with active privileges.  

In addition, PPO Alliance recruits physicians where specific specialty and 

geographic coverage is needed. 

 To ensure that the physicians joining the PPO Alliance network practice at 

the highest standards, PPO Alliance has developed a two-pronged approach to 

verifying physician credentials.  First, PPO Alliance relies on the contracting 

hospitals, IPAs, and organized medical groups to perform a large part of the  

quality assurance screening of providers.  As a result, PPO Alliance has set two 

major requirements for membership.  Each member must have: 

• Active admitting privileges at a participating hospital and 
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• Professional liability coverage in amounts consistent with community 
standards (usually amounts in excess of $500,000 per incident and 
$1,000,000 in the aggregate). 

 Inherent in these requirements are additional criteria or standards that must 

be met.  For example, since the JCAHO accredits PPO Alliance acute care 

facilities, each provider must meet and maintain certain JCAHO-set minimum 

medical staff criteria.  Specific requirements include appropriate licensure,  

relevant training and/or expertise, and current competence in the physician's field 

of practice.  When reviewing an applicant, the hospital may verify that the 

applicant has adequate professional liability insurance and determine if the 

applicant (1) is involved in any professional liability action, (2) has had  

challenges made to his or her license or registration, and (3) has previously lost 

medical staff membership. 

 All PPO Alliance hospitals are committed to providing high quality  

services.  The majority of PPO Alliance physicians are board-certified or board-

eligible in their respective specialties and must have staff privileges at one or  

more of the medical facilities. 

 
Contract With Foundation Health Preferred Administrators (FHPA) 

 FHPA is the City's third-party administrator (TPA) for the City's self- 

insured health care plan (CSJEHP).  FHPA, a subsidiary of Foundation Health 

Corporation, is a full-service TPA for claims and referral management.  The 

subsidiary covers approximately 150,000 participants.  Clients include physician 

groups and employers with self-insured health care programs.  FHPA originated  

as Preferred Administrators Insurance Services located in Palo Alto, California, 

and became operational on January 1, 1986. 
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 FHPA's parent company, Foundation Health Corporation, is one of the  

largest statewide HMOs in California.  Foundation Health Corporation operates 

several businesses, with most stemming from its core HMO.  The company initially 

concentrated operations in the Central Valley of California, notably the Sacramento 

area, and maintained this core presence after plans outside the state were divested.  

The company gradually expanded into the San Francisco Bay Area and became one 

of the largest HMOs in northern California.  Foundation Health Corporation  

provides managed health care services to approximately 3.4 million eligible 

individuals, primarily in California, through its HMO, government contracting, and 

specialty managed care subsidiaries.  In July 1993, the Department of Defense 

notified Foundation Health Corporation that it was not selected to continue as the 

contractor for the CHAMPUS Reform Initiative (CRI) in California and Hawaii, a 

program which provided over 40 percent of the company's revenues in 1993.  

Foundation Health Corporation was the prime contractor pursuant to the CRI under 

one of the largest government health care contracts in the United States, covering 

about 860,000 eligible military-related beneficiaries in California and Hawaii.  The 

Department of Defense instead awarded its $3.5 billion Pentagon contract to  

provide medical care for these military retirees and their dependents to the San 

Diego-based unit of Aetna Life & Casualty Company. 

 The scope of FHPA's services for the CSJEHP is claims administration, 

payment of claims, utilization review, and large case management.2  Benefits are 

provided for enrollees and their eligible dependents when medically necessary.  

Coverage includes illness and certain medical conditions identified in the  

 

                                           
2
  For detailed description of scope of services in the contract between the City and FHPA, see Appendix E. 
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CSJEHP document.  Only medically necessary visits and procedures are covered; 

preventive medicine is generally not provided. 

 The City compensates FHPA at a fixed amount per enrollee per month for 

claims administration and a fixed amount per enrollee per month for utilization 

review services.  In addition, the City pays FHPA at an hourly rate for large case 

management services performed in accordance with the terms and conditions of  

the agreement. 

 FHPA paid the following number of CSJEHP claims for 1991, 1992, and 

1993: 

 Calendar Year Number of Claims 

 1991 42,722 
 1992 56,320 
 1993 63,470 

The CSJEHP payment of claims amounts were as follows for the last three fiscal 

years: 

 
Fiscal Year Ended 

Payment 
Of Claims Amount 

June 30, 1992 $10,701,001 
June 30, 1993 $9,527,622 
June 30, 1994 $9,614,445 

Appendix F shows FHPA's claims processing flow chart. 
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At The Recommendation Of The Benefits Review Forum, 
The City Awarded A Contract To PPO Alliance 
Without Going Through A Competitive Bidding Process, And 
Documented Evidence Does Not Support The City's Decision 
To Award A Contract To FHPA 

 The City did not select PPO Alliance through a request for proposal (RFP) 

process when it decided to no longer have Blue Cross process claims.  According 

to the Human Resources Department (HRD) personnel, FHPA gave the City  

three PPO options from which to choose.  Of the three options, the Benefits 

Review Forum recommended PPO Alliance because the City was looking for  

both a PPO and a TPA and FHPA already had the PPO Alliance Plus network on 

its computer system. 

 We also noted the following anomalies in the City files for the selection of 

the TPA and the PPO in 1990: 

1. There were seven companies that submitted proposals.  Their quotations 
for the costs of administration varied from a low of $9.40 per employee 
per month to a high of $15.18 per employee per month.  Thus, there  
was a variance of $5.78 or 61 percent.  We saw no analysis of this 
variance, and the TPA the City did select had a quoted price of $9.84  
per employee, which was 4.7 percent higher than the lowest quoted  
price. In addition, the City did not require the companies to itemize the 
components of the administration costs, such as, claims administration, 
eligibility, subrogation, and basic management reports.  In our opinion, 
the City's specifications were too general.  This contributed to the 
unexplained wide variation in the price quotations and caused the 
resultant contractual provisions that were based on the RFP to lack 
sufficient specificity. 

2. The TPA selected had the least experience.  

3. The TPA selected had the smallest number of clients in California. 

4. The City did not request how often the UCR fees would be updated. 
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5. When proposals were requested, the City's health care plan had an 
enrollment of 1,650 active employees (65 percent) and 870 retirees (35 
percent).  The City placed more emphasis on a quality statewide PPO 
which would tend to benefit retirees, rather than an effective PPO in the 
immediate area which would tend to benefit active employees. 

6. Of the seven companies submitting proposals, two had more than three 
times the number of physicians in Santa Clara County in their PPOs  
than the company the City selected. 

7. Of the seven companies submitting proposals, four had more hospitals  
in Santa Clara County in their PPOs than the company the City selected. 

8. Of the seven companies submitting proposals, four had a larger number 
of physicians statewide in their PPOs than the company selected. 

9. The City did on-site visits for only two of the seven companies 
submitting proposals to evaluate the computer systems for claims 
processing. 

 On February 20, 1990, the Director of HRD sent a memorandum to the  

City Manager which provided an update on the process of selecting a TPA to 

replace Blue Cross.  The role of the TPA was to pay claims, monitor eligibility, 

coordinate hospital review services and PPO provider discounts, and provide a 

variety of utilization reports.  The HRD was coordinating the selection of the  

TPA in conjunction with the Benefits Review Forum.  In her memorandum, the 

Director of HRD said the selection criteria included experience, organizational 

structure, computerization, reporting capability, references, review services 

organization, and the extensiveness of the PPOs. 
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 Request For Proposal Process 

 The ideal time to check to make sure that key players and decision-makers 

understand the business ramifications of selecting a medical vendor is during the 

process of preparing an RFP. 

 Linda F. Jones and Jorge A. Font, in the article entitled "Meeting  

Employer Needs In The Managed Care Request For Proposal Process," Health 

Care Financing, Winter 1992, made the following comments: 

Managed care has become an important vehicle for employers in 
implementing cost containment efforts.  . . . As managed care has gained 
acceptance, there has been a surge of competition among managed care 
vendors . . . . 
 
Over the past few years, employers have also become more sophisticated in 
their understanding of managed care and are rightfully demanding services 
that ensure cost savings, quality standards of care, and performance 
guarantees that satisfy employee needs and organizational goals.  It is no 
wonder that vendor relationships based on historical agreements are being 
challenged.  Increased competition and demands on accountability have  
made the request for proposal (RFP) process a more critical step in ensuring 
that the right vendor is selected to deliver quality, affordable services that 
meet the organization's expectations.  [Emphasis added] 
 
Implementing a managed care RFP process is one that should not be 
performed hastily.  Employers should initiate the process by defining basic 
service requirements demanded from a managed care program.  Definition of 
these specifications, written into the RFP, serves an essential role in 
facilitating the vendor evaluation and selection process.  Ideal candidates are 
those who meet or exceed minimum capabilities, as well as offer creative 
approaches in customizing their services to meet organizational needs. 
 
The RFP process is systematic by design.  The following discussion outlines 
the sequence of steps typically followed to facilitate vendor evaluation and 
selection to ensure that the best vendor is [selected] to address an 
organization's needs. 
 
Step 1.  Development of a managed care strategy 
The building block of the RFP process is the development of the  
organization's managed care strategy, both short-term and long-term.  This  
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strategy statement is instrumental in assuring that the development of a 
managed care system is consistent with the company's overall health care 
philosophy, strategy, and objectives on a year-by-year basis. 
 
Step 2.  Assess the existing benefit plan 
 
Step 3.  Determine the timing for implementation of managed care  
programs 
Implementation of different managed care programs typically does not occur 
simultaneously, but is phased-in to allow timely, successful integration into  
the existing health benefits structure. 
 
Step 4.  Prepare an RFP questionnaire to collect relevant data 
 
Step 5.  Analyze vendor RFP responses and quantify findings 
 
Step 6.  Summarize findings and identify finalists 
 
Step 7.  Conduct interviews with finalists 
 
Step 8.  Check references 
 
Step 9.  Formal presentation of findings and recommendations 
 
Step 10.  Workplan for implementation 
 
With rampant changes occurring in the health care environment and the 
overriding concern with rising costs, employers must be deliberate in their 
design of managed care programs.  A well-designed RFP questionnaire and 
systematic process can ensure that the employer has achieved the vendor 
selection that optimally meets organizational goals, objectives, and employee 
needs. 

 The above process is designed to permit the vendors to best address the 

soliciting entity's needs.  Some authorities say that if an organization needs help  

in the RFP process, it should retain a consultant.  Discussion with HRD  

personnel indicated that in 1989 the City had not formulated a long-term managed 

care strategy before implementing the RFP process to select a TPA. 
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Test Of Medical Claims 

 In reviewing the timeliness and validity of payments, we selected the  

month of April 1994 for our statistical sample of claims processed.  In April, 

FHPA paid 4,946 CSJEHP claims totaling $1,114,601.  We stratified these  

claims into the following categories: 

1. Claims of $1,000 or greater.  During April 1994, FHPA paid 171 
CSJEHP claims of $1,000 or greater.  Although these 171 claims were 
only 3.5 percent of the total number of claims, the payments for these 
claims were $618,322, or 55.5 percent of the total claims payment 
amounts.  We included in our test all 171 claims of $1,000 or greater.  
FHPA was unable to provide to us the documentation for 23 of the 171 
claims (see page 27).  However, we were able to review for timeliness  
all 171 payments in this category. 

2. Claims of $200 or greater but less than $1,000.  During April 1994, 
FHPA paid 634 CSJEHP claims of $200 or greater but less than  
$1,000.  These 634 claims were only 12.8 percent of the total number  
of claims but represented $250,495, or 22.5 percent of the total claims 
payment amounts.  For our audit sample, we randomly selected 71  
claims from this category.  FHPA was unable to provide to us the 
documentation for 10 of the 71 claims selected (see page 27).   
However, we were able to review for timeliness all 71 payments in this 
category. 

3. Claims less than $200.  During April 1994, FHPA paid 4,141 CSJEHP 
claims less than $200.  We performed limited tests on these claims 
because although they represent a large percentage (83.7 percent) of the 
total number of claims paid for the month, they represent only a small 
share of total claims payment amounts (22.1 percent).  Our testing of 
claims less than $200 was limited to reviewing 319 claims for timeliness 
of processing. 
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 FHPA Was Unable To Provide Us With Documentation 
 For 33 Of The 242 Claims Selected For Our Review 

 As mentioned above, we selected for our review all 171 claims in category  

1.  Additionally, we selected a random sample of 71 claims in category 2.  We 

initially requested the documentation for these claims on June 5, 1994.  FHPA was 

unable to provide us documentation for 23 of the 171 category 1 claims and 10 of 

the 71 category 2 claims.  Despite repeated requests in July, August, and  

September 1994, including requests made directly to the FHPA vice president of 

Operations, FHPA still failed to provide us with the requested documentation.  

Consequently, we were unable to determine the validity of 23 category 1 claims 

(which totaled $56,300) and 10 category 2 claims (which totaled $5,048). 

 Except for the 33 claims for which documentation was not made available to 

us, we were satisfied that the categories 1 and 2 claims we selected for review were 

valid medical payments in accordance with the CSJEHP agreement.   

Because of the relatively small dollar amount represented by category 3 claims,  

we did not review these claims for validity. 

 In our opinion, the HRD should set a deadline for FHPA to provide the 

documentation that we requested during our audit.  If FHPA fails to provide the 

documentation, the HRD should disallow the amounts paid for undocumented 

medical claims. 

 
FHPA Has Not Paid Medical Claims In A Timely Manner 

 We summarized the claims turnaround times for the 242 claims in our 

sample.  FHPA calculates claims turnaround time as the number of days required 

to process a claim after FHPA receives it.  Our sample indicated FHPA was not 

meeting its own claims turnaround target of processing 80 percent of the claims 
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within 10 business days and 97 percent within 28 business days.3  Our tests showed 

that FHPA processed only 34.57 percent of the claims within 10.7 business days 

and only 88.89 percent of the claims within 28 business days.   

Table II summarizes our results: 
 

TABLE II 
 

SUMMARY OF CLAIMS TURNAROUND TIMES 
FOR CATEGORIES 1 AND 2 CLAIMS 

 

 
Business 

Days 

Sample 
Claims 

Processed 

Sample
Claims

Paid 

 
Percentage 
Processed

 
Percentage 

Paid 

FHPA's Claims 
Processing 

Targets 

7.14 17 4 7.00  1.65  

10     80% 

10.71 84 10 34.57  4.13  

14.28 179 38 73.66  15.70  

17.85 200 90 82.30  37.19  

21.42 209 130 86.01  53.72  

25 211 148 86.83  61.15  

28 216 156 88.89  64.47 97% 

32.14 222 166 91.36  68.60  

35.71 230 187 94.65  77.27  

Over 35.71 242 242 100.00  100.00 100% 
 

 Based on the results of the above sample, we conducted additional tests to 

verify the claims turnaround time for the 4,141 claims less than $200 that the  

TPA paid in April 1994.  We randomly sampled 319 of these 4,141 claims to  

                                           
3
  Generally, 5 business days equal 7 calendar days; thus, for example, 10 business days are equal to 14 calendar 

days. 
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assess the claims turnaround time.  Our tests showed that FHPA was not meeting 

its own internal standard of processing 80 percent of the claims within 10 business 

days.  Specifically, FHPA had processed only 39.18 percent4 of the claims after 

10.71 business days. 

 Table III shows the results of our tests. 

 
TABLE III 

 
SUMMARY OF CLAIMS TURNAROUND TIMES 

FOR CATEGORY 3 CLAIMS 
 

 
Business 

Days 

Sample 
Claims 

Processed 

Sample
Claims

Paid 

 
Percentage 
Processed 

 
Percentage 

Paid 

FHPA's Claims 
Processing 

Target 

7.14 12 10 3.76  3.13  

10     80% 

10.71 125 21 39.18  6.58  

14.28 267 101 83.70  31.66  

17.85 291 209 91.22  65.52  

21.42 296 261 92.79  81.82  

25 302 271 94.67  84.95  

28 308 274 96.55  85.89 97% 

32.14 309 280 96.87  87.77  

35.71 313 284 98.12  89.03  

Over 35.71 319 319 100.00  100.00 100% 

                                           
4
  Our total audit sample size of 561 claims for our review of timeliness of claims payment was initially designed  

to produce a confidence level of 90 percent with a precision of plus or minus 2 percent, based on an expected  
error rate not exceeding 5 percent.  However, because the sample disclosed an error rate of 60 percent instead of 5 
percent or less, the revised precision associated with our sample is estimated at plus or minus 7 percent. 
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In addition, we compared FHPA's internal standards of performance for claims 

processing to industry standards and another TPA's standards for claims 

processing.  The results of our comparison are shown below: 

 
 
 

FHPA Performance Standard 

Industry 
Performance 

Standard 

 
 

Surveyed TPA 
80% within 10 business days  
& 97% within 28 business days  

90% within 
10 business days

95% within 
10.71 business days

Source:  Industry performance standard provided by Deloitte & Touche. 

As is shown above, FHPA is not processing claims within its own standards and 

those standards are significantly lower than industry and another TPA's standards. 

 When FHPA submitted its proposal to the City in 1990, it said its  

maximum claims paid turnaround objective was 7 to 14 calendar days.  Further, 

FHPA told the City that historically it met or exceeded its 7- to 14-calendar day 

objectives. 

 In June 1994, FHPA sent a letter to CSJEHP members which said: 

Effective June 27, 1994, Foundation Health Preferred Administrators (FHPA) 
will consolidate their Claims Processing and Utilization Management 
operations resulting in the relocation of these services from Palo Alto to the 
Sacramento area.  There will be no interruption to FHPA's service resulting 
from the office relocation.  This move is expected to provide overall enhanced 
service to the plans administered by FHPA. 

According to HRD personnel, FHPA's claims processing turnaround time 

significantly deteriorated after FHPA relocated to the Sacramento area in June 

1994.  As was noted above, our testing of FHPA claims processing was for the 

month of April 1994--two months before FHPA's relocation. 
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 PPO Alliance physician contracts state the following about the payor's 

(FHPA) responsibility to pay claims on time: 

Pay Practitioner, to the extent Payor is financially responsible as the primary 
payor under applicable coordination of benefit rules for Covered Services, 
within thirty (30) days of receipt of a complete and proper claim for services 
rendered by PRACTITIONER to a Participant, or within such sooner period  
as may be required by law; or notify PRACTITIONER within thirty (30) days 
of receipt of a claim which is not complete or proper, together with a 
description of the manner in which the claim is deficient.  Upon failure by a 
Payor to make payment or otherwise respond hereunder within sixty (60)  
days of the Payor's receipt of a claim, PRACTITIONER may bill the 
Participant for such services at PRACTITIONER'S usual and customary 
charges for the services; provided, however, that in no event shall 
PRACTITIONER thereby be deemed to have waived any right to proceed 
against the Payor for payment for Covered Services; and provided, further, 
that PRACTITIONER'S rights hereunder are in addition to and not in lieu of 
any other rights that PRACTITIONER may have at law, including, without 
limitation, any rights under Section 1371 of the California Health & Safety 
Code and Sections 10123.13 and 11512.180 of the California Insurance  
Code.  [Emphasis added] 

 As noted above, FHPA's failure to make payments or notify practitioners  

of improper claims within 60 days can result in the City and its employees paying 

higher (UCR) fees.  In June 1994, we reviewed the results of our audit tests with 

HRD.  HRD subsequently included in its contract with the TPA effective June 

1994 the following provision: 

PAYMENT OF CLAIMS 
 
 CONSULTANT shall take all reasonable steps necessary to process 
claims and disburse Benefit payments to persons entitled to such payments 
under the Plan.  The CONSULTANT agrees to maintain an inventory of 
unprocessed claims of no more than 10 calendar days. 
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FHPA Has Not Taken Advantage Of Negotiated 
Or Available Medical Service Discounts, And 
As A Result Cost The City's Employees And Retirees 
About $890,000 Over The Last Four Years 

 The American Medical Association (AMA) has prepared a systematic listing 

and coding of physician procedures and services.  This listing is called the 

Physicians' Current Procedural Terminology (CPT).  Each procedure or service  

is identified by a five-digit code.  Currently, there are approximately 8,650 CPT 

codes.  The use of CPT codes simplifies the reporting of services.  This coding  

and recording system allows for accurate descriptions and identification of 

physician procedures or services. 

 PPO Alliance negotiates physician reimbursement rates for various 

geographical locations for medicine, surgery, radiology, pathology, and  

anesthesia categories.  These negotiated physician reimbursement rates are used  

to determine the payment to a PPO physician.  The payment to a PPO physician  

is determined by multiplying the appropriate negotiated rate by the California 

relative value for each CPT code.  The Conversion Manual for the California 

Relative Value Studies (CRVS) says the following: 

The Relative Value Studies is a reflection of the practice of medicine in 
California.  It is a coded listing of physician services with unit values to 
indicate the relativity within each individual section of median charges by 
physicians for these services.  Since the unit values reflect medians of charges 
by California physicians, they do not necessarily reflect the charges of any 
individual physician nor the pattern of charges in any specific area of 
California. 

 Our review disclosed that FHPA's computer system did not have relative 

values for a significant number of CPT codes.  From November 12, 1992, to  

June 2, 1994, FHPA's CPT dictionary had 8,219 CPT codes in use.  Of these, 

FHPA's computer system had no relative value for 4,470 (54.39 percent) of the 
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CPT codes.  As of June 3, 1994, FHPA's CPT dictionary had 8,658 CPT codes  

in use.  Of these, FHPA's system had no relative value for 1,473 (17.01 percent)  

of the CPT codes.5  For those codes with no relative unit values, the City cannot 

take advantage of the PPO physician discounts. 

 Table IV summarizes our count. 

TABLE IV 
 

PERCENTAGE CALCULATION OF CPT CODES 
WITH NO RELATIVE VALUE 

FROM NOVEMBER 12, 1992, TO JUNE 2, 1994, 
AND AS OF JUNE 3, 1994 

 
 November 12, 1992, 

To June 2, 1994
 

As Of June 3, 1994 

Number of pages 329 347 

Range of CPT codes 00100-99499 00100-99499 

Number of CPT codes 8,219 8,658 

Number of CPT codes 
with no relative value 

4,470 1,473 

Percentage with no 
relative value 

54.39 17.01 

 

 For those PPO medical services and procedures (CPT codes) that had no 

relative value, FHPA had to pay the claims as billed because it could not discount 

the claims.  This not only resulted in excess claims payments but increased  

                                           
5  FHPA Management Information System personnel told us it recently installed a database from Medata.  FHPA 
told us it switched to Medata because it provided more information than the previous database from the Health 
Insurance Association of America, particularly the availability of data by RBRVS (Revenue Based Relative Value 
System).  Medata is a data analysis firm which collects and tabulates fee information to form a database.  The 
database is based solely upon Medata's own relative value units derived from a study of more than 30 million 
provider charges.  The installation of this database appears to account for the reduction of 2,997 CPT codes having 
no relative value. 
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premiums for CSJEHP participants as well.  This is due to CSJEHP premiums 

being determined annually based on the prior year's claims costs.  In other  

words, higher than necessary claims costs in one year result in higher than 

necessary premiums in the next year. 

 PPO Alliance only recently purchased a proprietary medical software 

program called "Gap-Fill" from Medical Data Resources (MDR). This program 

provides a relative value for each CPT code.  This program will fill the relative 

value coding holes for approximately 94 percent of all current CPT codes.  It 

should be noted that the account executive for MDR told us this program has  

been on the market for five to six years. 

 To determine the effect of the missing relative values in FHPA's computer 

system on the payment of claims for the CSJEHP, we analyzed the CSJEHP  

claims that FHPA paid to PPO providers for the period of January 1, 1992, through 

April 30, 1994--a 28-month period.  On August 1, 1990, the City entered into a 

contract with FHPA to process claims, and in June 1994 FHPA updated  

the relative values in its computer system to allow more discounting.  We  

selected this 28-month period because it was representative of the  

August 1, 1990, to June 1994 period in question. 

 Our analysis showed that FHPA paid as billed, without discount, $2,166,326 

for 28,704 procedures.  Applying the results of our 28-month  

analysis to the entire August 1990 to June 1994 period, we estimate FHPA paid 

$3,558,974 as billed without discount for 47,150 procedures.  Given that the 

overall average percentage discount realized through CSJEHP PPO providers is  

25 percent, we estimate the City lost discounts amounting to about $890,000. 
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 In order to corroborate our estimate of $890,000 in lost discounts, we further 

analyzed the payments to PPO physicians for medical procedures having no 

relative value from our April 1994 statistical sample of claims.6  We found 65 

procedures in our April 1994 sample that were paid as billed without discount.  We 

estimate that the City would have saved $19,322 had these 65 claims been 

discounted.  Applying our estimated monthly discount lost of $19,322 for the 46-

month period from August 1990 to June 1994, we estimated the total to be 

$888,812 which is almost exactly the same as our other estimate of $890,000.  It 

should be noted that although the actual savings may vary each month, the 

systemic condition that caused these lost discounts has been pervasive from August 

1, 1990, through May 31, 1994. 

 We contacted two other TPAs to determine what their practices are when 

they have no relative values for CPT codes.  Both TPAs indicated they do not  

have an inordinate number of CPT codes with no relative values.  Both TPA 

administrators indicated manual intervention, not nondiscretionary computer 

controls, is necessary to determine the amount to be paid when a CPT code has  

no relative value.  For example, the Santa Clara County authorizes its TPA to  

pay a percentage of the UCR fees when there is no relative value for a CPT  

code.  As a result, the County still realizes a payment savings even when these CPT 

codes have no relative value. 

 PPO Alliance negotiated a similar arrangement with its medical service 

providers.  According to the PPO Alliance's Physician Reimbursement Schedule, 

the discounts for charges when there was no relative value for a CPT code were  

 

                                           
6  Our sample excluded claims less than $200. 
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10 percent from May 1, 1990, through April 30, 1992, and 20 percent from  

May 1, 1992, and thereafter.  However, FHPA did not take the discounts when it 

reimbursed applicable charges.  As a result, we estimate that from August 1,  

1990, to August 31, 1994, active and retired City employees lost $582,000 in 

already-negotiated and available discounts.7 

 Jeffrey Mamorsky says the following in his chapter on "Auditing Claims 

Administration Performance," Health Care Handbook:  "The accuracy of claim 

payment affects both the cost of benefit programs and employee satisfaction with 

the programs either directly or indirectly."  With a self-insured claims payment 

process, the City is at risk for the TPA paying too much for claims. 

 In our opinion, FHPA and PPO Alliance have not been effective in  

ensuring that the CSJEHP is able to take full advantage of the physician discount 

rates.  Consequently, from August 1, 1990, to August 31, 1994, the CSJEHP lost 

(1) actual discounts of approximately $582,000 based on already-negotiated and 

available discounts and (2) additional potential discounts of $308,000 that  

would have been available to CSJEHP had all CPT codes been assigned  

relative unit values.  Thus, we estimate actual and potential lost discounts from 

August 1, 1990, to August 31, 1994, at $890,000. 

 

                                           
7
  See Appendix L. 
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FHPA Paid About $15,000 On Ineligible Claims During The Last Four Years 

 The CSJEHP document says the following about conditions of enrollment: 

The following persons are eligible for coverage as family Members of the 
Subscriber: 
 

The Subscriber's Spouse. 
 
Unmarried Children to the 19th birthday. 
 
Unmarried Children from the 19th to the 23rd birthday who qualify as 
dependents for federal income tax purposes, and are full time students at 
an accredited college.  The claims administrators must receive this 
information in writing and such eligibility must be confirmed prior to 
payment of claims each semester. 
 
Unmarried Children enrolled before age 23 who, upon reaching age 23, 
depend on the Subscriber for support and are unable to work due to  
mental retardation or physical handicap.  A physician must certify this 
disability in writing.  This certification must be received by the claims 
administrators within 31 days of the Child's 23rd birthday.  After the 
Child's 25th birthday, the claims administrators may request proof of 
continuing dependency and disability, but not more often than yearly. 
 
Eligible surviving spouse and/or children of deceased Members.  

Thus, the CSJEHP is quite specific as to whom the TPA covers. 

 The CSJEHP has the following relevant cancellation provisions for eligibility: 

 



- Page 38 - 

CANCELLATION OF COVERAGE 
 

CHILD 
 
 On the date the Subscriber's coverage is canceled (except when due to 
the Subscriber's death), or 
 
 On the date the child reaches age 19 or is no longer a full time  
student in an accredited school or no longer qualifies as a dependent for 
federal income tax purposes or reaches age 23 (unless the child elects 
Continuation of Coverage)8, or 
 
 On the date of marriage (unless the child elects Continuation of Coverage) 
 
 On the date the Plan receives written notice terminating the child's coverage  

 From FHPA's membership listing as of February 28, 1994, we counted in 

excess of 150 dependents with a date of birth prior to November 30, 1974.  As 

such, full-time student status would be the only remaining criterion for eligibility.  

However, the membership listing showed that these individuals did not have 

student eligibility.  We reviewed the history of charges for these dependents and 

found charges totaling $13,086 for 33 of the more than 150 non-qualifying 

dependents.  Our analysis of FHPA's membership listing as of February 28,  

1994, also showed 155 over-aged dependents who would not qualify for coverage 

regardless of student status.  We found ineligible charges totaling $1,708 for 8 of 

these 155 over-aged dependents.  Thus, we identified over 300 ineligible persons 

on the CSJEHP membership list as of February 28, 1994, of which 41 received 

CSJEHP medical service benefits totaling about $15,000. 

                                           
8
  It should be noted that the Benefits Review Forum, the City's labor-management committee, recently approved  

that the qualifying age for student dependents be increased to 24 in order to establish uniformity with other benefit 
plans. 
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 It should be noted that our estimate of ineligible claimant payments was 

limited to FHPA's membership listing as of February 28, 1994.  We made no 

attempt to quantify total ineligible claimant payments for the period of August 1, 

1990, to February 28, 1994. 

 According to the City's current contractual agreement, the City's  

obligations for enrollment are as follows: 

− City shall control enrollment in CSJEHP and enter enrollment changes, 
additions, or deletions in the eligibility system using the on-line terminal 
system provided by FHPA.  City shall provide FHPA with prompt  
notice of new enrollees and enrollees no longer entitled to receive 
CSJEHP benefits. 

 To implement this contractual provision, the City has developed written 

procedures which include the following: 

− Maintenance of membership is shared by the Employee Services Division 
and Retirement Section of HRD and the Payroll Section of the Finance 
Department.  The City has assigned the responsibility for eligibility 
verification to the Employee Services Division of HRD.  The Employee 
Services Division has the following relevant responsibilities: 

1.  Verifying student status and flagging membership eligibility; 

2.  Making necessary notes in the file regarding membership; and 

3.  Adding new members and deleting members who have transferred to 
other health care plans after the open enrollment period has ended. 

According to the City's current contractual agreement with FHPA, FHPA has the 

following obligations for payment of claims: 

− FHPA shall take all reasonable steps necessary to process claims and 
disburse medical service payments to persons entitled to such payments 



- Page 40 - 

under the CSJEHP.  To implement this contractual provision for 
eligibility, FHPA does the following: 

1.  Sends monthly membership list to the Employee Services Division; 

2.  Sends letters to members who have children who are reaching the  
age of 19 informing them of the requirement to maintain full-time 
student status or requesting information regarding disability; and 

3.  Sends letters to members who have children reaching the age of 23 
informing them of ineligibility and of COBRA. 

The City does not periodically receive an exception report from FHPA for potential 

ineligible participants. 

 In April 1988, the American Institute of Certified Public Accountants 

(AICPA) issued Statement on Auditing Standards 55, Consideration of the  

Internal Control Structure in a Financial Statement Audit which refers to three 

elements of an entity's internal control structure:  the control environment, the 

accounting system, and control procedures.  Control procedures are those  

policies and procedures instituted in addition to the control environment and 

accounting system that management has established to provide reasonable 

assurance that specific entity objectives will be achieved.  Generally, control 

procedures may be categorized as procedures that pertain to the following: 

• Proper authorization of transactions and activities and 

• Independent checks on performance. 

By not effectively monitoring the eligibility of CSJEHP dependents, $15,000 in 

medical service claims was paid for non-qualifying dependents.  These improper 

payments not only increase costs to the City but cause additional premium  

charges for CSJEHP members as well. 
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 In our opinion, the HRD needs to  

1.  Develop and implement more effective procedures to ensure that the 
current eligibility files for the CSJEHP are complete and accurate; 

2.  Develop and implement more effective procedures to monitor the 
continuing eligibility of the employees and their dependents for the 
CSJEHP.  Such procedures could include requesting that the TPA 
produce an exception report semi-annually of potential ineligible 
dependents as a basis for monitoring eligibility; and 

3.  Consult with the City Attorney regarding possible City recourse to 
recover the amounts paid on ineligible dependent claims between  
August 1, 1990, and February 28, 1994. 

 In addition, the HRD and the Benefits Review Forum should request funding 

for a full-time analyst to provide a variety of functions related to the CSJEHP 

including: 

1. Monitoring claims payment for compliance with plan design and 
contractual discounts; 

2. Reviewing claims reports for abnormal patterns of usage; 

3. Monitoring and analyzing utilization reports to determine potential 
benefit changes (i.e., identify seldom used, frequently used, and abused 
procedures); 

4. Preparing monthly reports on all aspects of utilization; 

5. Monitoring enrollment of dependents; 

6. Coordinating utilization of all available City benefits; 

7. Developing training/wellness strategies for recurrent claims problems  
(i.e., back injuries, alcohol/drug abuse, lung disease, mental 
health/stress); 
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8. Providing educational seminars for employees on appropriate uses of 
doctors/hospitals, inpatient versus outpatient, and uses of PPOs; and 

9. Reviewing and solving employee problems with the PPOs and/or TPA. 

 
Comparing Santa Clara County's Preferred 100 Plan To The CSJEHP 
 
 PPO Alliance Has Not Provided The City 
 Or Its Employees With A Number Of Medical Service Providers 
 In Its PPO Comparable To Santa Clara County's 

 The number of physicians in the City's PPO has not ranked in the top ten  

for the last five years when compared to other PPOs in Santa Clara County.  The 

San Jose Business Journal annually produces a report showing the major PPOs in 

the County.  The Business Journal showed that PPO Alliance had the following 

rankings based on the number of physicians in its PPO: 

 Year PPO Alliance Ranking 

 1989 13th 
 1990 13th 
 1991 11th 
 1992 12th 
 1993 14th 

Note:  Appendix G shows these rankings. 

 PPO Alliance told us it had 1,043 PPO providers in Santa Clara County as of 

January 7, 1994, of which 949 were physicians.  During the second half of 1994, a 

supplemental PPO provider directory was sent to CSJEHP members.   

PPO Alliance added more PPO providers to the directory as a result of the 

inclusion of the Stanford University Clinic in the PPO.  However, as noted  

earlier in this report, the addition of providers to the PPO does not guarantee that 
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the CSJEHP will receive discounts unless FHPA's computer system has relative 

values for these physician services. 

 It is in the City's employees' best interest to have as many physicians in its 

PPO as possible.  The more physicians in the PPO, the greater the chance that 

employees will use a physician in the PPO and save money.  Accordingly, by 

having only the eleventh to fourteenth largest PPO network of physicians in Santa 

Clara County, the City's employees have lost opportunities to save money on 

physician services. 

 
 PPO Alliance Has Not Negotiated Discount Rates 
 With The Medical Service Providers 
 In Its PPO Comparable To Santa Clara County's 

 PPO Alliance negotiates physician reimbursement rates for various 

geographical locations for the following categories:  medicine, surgery, radiology, 

pathology, and anesthesia.  These negotiated physician reimbursement rates are 

used to determine the payment to a PPO physician.  The payment to a PPO 

physician is determined by multiplying the negotiated rate by the relative value for 

each CPT code.  Relative values assign comparative numerical values to medical 

services and procedures.  Although the relative values are generally presented in 

non-monetary units, they can be translated into fees by applying a dollar conversion 

factor, such as a physician reimbursement rate. 

 PPO Alliance has negotiated for the City the following physician 

reimbursement rates for the San Francisco Bay Area including San Benito  

County: 
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 Category Rate 
 Medicine $7.24 

 Surgery $182.58 

 Radiology $14.92 

 Pathology $1.71 

 Anesthesia $38.39--$42.66 

 When we compared the CSJEHP PPO physician reimbursement rates to 

Santa Clara County's PPO physician reimbursement rates, we found that the 

CSJEHP's rates were higher across the board.  Specifically, the CSJEHP's rates 

were higher as follows: 

  Percentage CSJEHP 
  PPO Physician Rates  
  Are Higher Than  
 Category Santa Clara County's 
 Medicine 3.43 

 Surgery 6.46 

 Radiology 9.30 

 Pathology 4.91 

 Anesthesia * 

Note:  The PPO rates for anesthesia and the County's rates for anesthesia cannot be compared because the County 
pays these charges at 90 percent of UCR fees. 
 

 The physician reimbursement rates are important to the City because they 

affect the payments made for PPO physician services.  CSJEHP costs for PPO 

physician services for the calendar years ending 1991, 1992, and 1993 were 

$1,338,720, $1,696,496, and $1,744,740, respectively.  The medicine and  

surgery physician reimbursement rates are particularly significant for the  
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CSJEHP as the payments for these services were 80 percent, 83 percent, and 84 

percent, respectively, of the total PPO physician payments for these three years. 

 Table V shows the CSJEHP payments to PPO physicians for the calendar 

years ending 1991, 1992, and 1993. 
 

TABLE V 
 

CSJEHP PAYMENTS TO PPO PHYSICIANS 
DURING 1991, 1992, AND 1993 

 

Physician Services (CPT) PPO Paid Percentage 

Medicine  $2,068,971  43 

Surgery  1,881,293  39 

Radiology  374,440  8 

Pathology/Lab  236,709  5 

Anesthesia  122,729  3 

Uncoded  95,807  2 

        TOTAL  $4,779,949  100 
 
 
Santa Clara County's PPO Option--The Preferred 100 Plan 

 Santa Clara County also has a self-insured health care plan--the Preferred  

100 Plan.  The Business Journal excluded Santa Clara County's PPO from its 

analysis.  The County negotiates directly with physicians, hospitals, and other 

providers.  As of January 21, 1994, Santa Clara County's Preferred 100 Plan had 

3,198 providers in Santa Clara County of which 2,263 were physicians.  As was 

noted earlier, PPO Alliance had only 1,043 Santa Clara County PPO providers as 

 of January 1994 of which 949 were PPO physicians.  After January 21, 1994,  

Santa Clara County's Preferred 100 Plan added more providers to its PPO.  These 

additional providers resulted from the inclusion of the Stanford University Clinic in 
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the PPO.  Appendix H shows the comparison of the number of providers in Santa 

Clara County in the CSJEHP to Santa Clara County's Preferred 100 Plan as of 

January 7, 1994. 

 There are 4,283 physicians in Santa Clara County according to the Medical 

Board of California.  The City's PPO has 949, or 22.1 percent, of the total 

physicians in Santa Clara County.  Santa Clara County's Preferred 100 Plan has 

2,263 physicians in its PPO, or 52.8 percent, of the total physicians in Santa  

Clara County.  According to Santa Clara County's Cost Containment personnel, the 

Preferred 100 Plan has approximately 5,300 physicians and 1,700 other providers 

such as psychologists, marriage and family counselors, social workers, podiatrists, 

and chiropractors. 

 
The City Can Benefit From Forming 
A Health Care Coalition With Santa Clara County 

 The president of the Health Research Institute in Walnut Creek provided us 

with information demonstrating the success of Santa Clara County's labor-

management health care committee.  In 1991, the State and Local Government 

Labor-Management Committee in Washington, D.C., made the following 

comments about Santa Clara County's labor-management health care committee: 

Since 1983, the Santa Clara County Labor Management Health Committee  
has implemented a series of innovative programs to contain health care costs 
in its self-insured indemnity plan.  Recent initiatives include an aggressive 
claims auditing program that reviews all claims to identify inaccurate or 
inflated charges by hospitals and physicians, the development of a preferred 
provider option, and expanding enrollment in the plan to employees of other 
local governments, thereby allowing the plan to negotiate more favorable  
rate reductions with health providers.  The plan covers 4,500 active and 
 2,500 retired employees and their dependents. 
 
In 1988, Santa Clara County's labor and management found a way to work 
together to contain costs and improve benefit coverage, At that time, SEIU 
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Local 715, which represents employees of cities and school districts in Santa 
Clara County, learned that Blue Cross-Blue Shield planned to cancel their 
group policies.  At the same time, Santa Clara County was interested in 
expanding the number of employees covered by its self-insured plan so it  
could negotiate even better rates with physicians and hospitals as part of its 
PPO network.  Labor and management, therefore, agreed to open enrollment 
in the county's self-insured plan to local governments and school districts  
that entered into an agreement with the county. Within two years, the number 
of covered employees increased from 800 to 4,500.  This expanded employee 
base helped the county negotiate even greater rate reductions with PPO 
providers. 

 Appendix I presents more detailed comments about Santa Clara County's 

labor-management health care committee. 

 In an article entitled "Trimming Health Benefit Costs" in the August 1994 

American City and County magazine, Albert Jones said, 

Increasingly, local governments are pooling together for economies of scale 
and greater negotiating leverage with insurers and providers.  Others are 
joining coalitions of public employers, labor and private sector employers to 
negotiate with providers and to develop data initiatives to collect and study  
the appropriateness and quality of the health care their benefit plans finance. 

 Health care coalitions have been used in Florida, Michigan, Washington, 

Minnesota, Tennessee, Ohio, Colorado, Iowa, Massachusetts, and Illinois.  In an 

article in the September 1993 Personnel Journal, the following comments were 

made:  "Human Resources executives are banding together in communities 

throughout the U.S. to form health-care coalitions.  Through their purchasing 

power, these coalitions are changing the way that health care is purchased and 

delivered in this country." 

 There are close to a hundred of these employer-driven coalitions,  

according to the National Business Coalition Forum on Health in Washington, 

D.C.  Health care coalitions are not a new idea.  Many of them have been around  
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for more than a decade.  They were originally designed for the purpose of  

exerting raw economic leverage and achieving some significant discounts in the 

cost of health care. Today, as the coalition movement spreads, employers are 

demanding both quality and cost effectiveness from the health care system.  More 

than gaining price reduction, members hope to encourage providers to deliver 

efficient, high quality health care to the local communities.  Employer-led 

coalitions share a common belief that because health care is a local industry, 

reform must be community-based. 

 In continuing with the present PPO and the present TPA, CSJEHP will 

forego during 1994-95 more than $1 million in reduced expenses that it should 

realize by forming a purchasing alliance with Santa Clara County's self-insured 

health care plan. 

 The CSJEHP lags behind Santa Clara County's self-insured health care  

plan in certain cost savings features.  These cost savings features are: 

1. Purchasing alliance with other governmental and quasi-governmental 
jurisdictions; 

2. Larger number of physicians in the PPO in the County; 

3. Better physician discount rates; 

4. Direct negotiation with hospitals, doctors, and other providers; 

5. Expedient payment discounts; 

6. Expanded concurrent utilization review; and 

7. Greater utilization of PPO hospitals and physician services. 
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 By forming an alliance with Santa Clara County's plan, the CSJEHP will  

be able to 

− Gain purchasing economies of scale and attract medical service providers 
into its PPO; 

− Obtain better physician discount rates; 

− Obtain expedient-payment discounts; 

− Implement additional concurrent utilization reviews; and 

− Increase utilization of PPO physicians and hospitals. 

 In addition, the administrative costs for the CSJEHP would be about 4 

percent less with more services provided for those administrative costs.  The 

consultant for Santa Clara County's Preferred 100 Plan said the County's 

administration costs would compare to the current CSJEHP administration costs  

as follows: 

 
 Administration Cost Per Enrollee  

Per Month 
  

Current 
CSJEHP Cost 

Proposed Cost After 
Consolidation with 
Santa Clara County 

Claims Administration  $9.23  $10.10 
Pre-admission  1.85  2.00* 
Concurrent Utilization Review N/A  * 
Large Case Management **  * 
PPO  1.50  * 
         Totals  $12.58  $12.10 

 
 *  $2.00 included charges for pre-admission, concurrent utilization review, large case management, and PPO. 
 
** Under the current CSJEHP, the City pays $195 per hour for large case management services which is in  
addition to the $12.58 per enrollee per month. 
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In addition, Santa Clara County's plan would have additional annual costs of  

about $10,000 for brochures, claims forms, and enrollment cards.  The CSJEHP 

costs about 4 percent more with its current rate of $12.58 per enrollee per month.  

Appendix J presents excerpts of the contract between Santa Clara County and its 

TPA describing claims administration services offered for Santa Clara County's 

Preferred 100 Plan. 

 
If The City Forms A Coalition With Santa Clara County, 
The City Can Obtain Better Price Discounts For Medical Services 

 Santa Clara County's Preferred 100 Plan has better physician  

reimbursement rates than the CSJEHP as shown in Table VI. 
 

TABLE VI 
 

RATES COMPARISON 
BETWEEN SANTA CLARA COUNTY'S 

PREFERRED 100 PLAN AND THE CSJEHP 
 

 
Category 

Preferred 100 
Plan Rates 

 
CSJEHP Rates 

Percentage 
Differences 

Medicine $7.00 $7.24 3.43 
Surgery $171.50 $182.58 6.46 
Radiology $13.65 $14.92 9.30 
Pathology $1.63 $1.71 4.91 
Anesthesia Bill Charges 90% of UCR $38.39 - $42.66 * 

 

*  The CSJEHP rates for anesthesia and the County's rates for anesthesia cannot be compared because the County 
pays these charges at 90 percent of UCR fees. 
 

 The CSJEHP could have saved approximately $239,000 for the calendar 

years ending 1991, 1992, and 1993, or about $80,000 per year, if it had the  

benefit of Santa Clara County's physician reimbursement rates. 
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 Table VII below demonstrates these savings. 

TABLE VII 
 

COMPARISON OF CSJEHP PAYMENTS 
TO SANTA CLARA COUNTY'S RATES 

FROM 1991 THROUGH 1993 
 
 

 
Physician 

Services (CPT) 

 
CSJEHP 

Paid 

Payment With 
Santa Clara 

County's Rate 

 
Savings 

Lost 

Medicine  $2,068,971  $1,998,005  $  70,966 

Surgery  1,881,293  1,759,761  121,532 

Radiology  374,440  339,617  34,823 

Pathology/ Lab  236,709  225,087  11,622 

Anesthesia  122,729 * * 

Uncoded  95,807 ** ** 

      Totals  $4,779,949 N/A  $238,943 

  *  The CSJEHP rates for anesthesia and the County's rates for anesthesia cannot be compared because the  
County pays these charges at 90 percent of UCR fees. 
**  Uncoded charges cannot be compared because it is not possible to know what these charges are and how much 
savings could be realized. 
 
 
If The City Forms A Coalition With Santa Clara County,  
The City Can Obtain Fast Payment Discounts 

 Santa Clara County has expedient-payment discount agreements with PPO 

hospitals.  If PPO hospitals are paid within 20 days for hospital inpatient charges, 

the County receives discounts ranging from 2 percent to 5 percent.  If the  

CSJEHP had similar agreements, the savings conservatively could have been about 

$29,000 per year on average as is shown in Table VIII. 
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TABLE VIII 
 

ESTIMATED DISCOUNTS THE CSJEHP COULD HAVE REALIZED 
BY USING SANTA CLARA COUNTY'S EXPEDIENT- 

PAYMENT DISCOUNT AGREEMENT WITH PPO HOSPITALS 
DURING 1991, 1992, AND 1993 

 
 

 
 

Year 

PPO Services 
Available 

For Discount  

 
 

Discount

 
 

Total Savings 

1991  $1,235,107 2%  $24,702 

1992  1,401,407 2%  28,028 

1993  1,683,857 2%  33,677 

Total  4,320,371 2%  $86,407 

      Three-Year Average  $28,802 
 
 
If The City Forms A Coalition 
With Santa Clara County, The City Can Implement 
Additional Concurrent Utilization 
Reviews Of Medical Service Bills 

 William G. Williams, in the book entitled The Handbook of Employee 

Benefits, stated the following about utilization review: 

Hospital utilization review (UR) is designed to reduce the incidence of 
unnecessary or inappropriate hospitalization.  This procedure, used for both 
cost and quality control, involves the use of locally determined criteria to 
establish guidelines for appropriate admissions, hospital lengths of stay, and 
course of treatment.  These criteria are based on age, sex, and diagnosis. . . . 
 
Hospital utilization can be reviewed on a prospective, concurrent, or 
retrospective basis.  A combination of these approaches comprises the most 
effective UR program, but concurrent review is the most prevalent. 
 
Prospective Review.  A prospective review program involves preadmission 
screening by physicians, to limit hospital admissions to those "medically 
necessary;" . . .  Physicians in HMOs often use prospective URs to control 
hospital utilization. 
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While prospective review provides an effective front-line defense against 
unnecessary hospitalization, its usefulness is limited because control is lost 
once a patient is admitted and the physician is then free to order any number 
of tests and keep the patient hospitalized as long as he or she would like.  
When coupled with concurrent and retrospective review, prospective review 
can be effective. 
 
Concurrent Review.  A concurrent review program involves determining 
whether treatment and continued inpatient care during a patient's 
hospitalization are necessary and appropriate.  Because it can lead to a 
shortened length of stay, this procedure has definite potential to produce  
cost-savings. 
 
Retrospective Review.  A retrospective review program determines the 
appropriateness of the care that has been provided and the extent to which 
hospitalization costs should be reimbursed.  This mechanism can create 
substantial economic incentive for changing patterns of care. 

 Thus, utilization review is conducted to determine the following: 

1. Unnecessary medical services 

2. High cost per unit of service 

a. Billing abuses 

b. Use of high-priced providers 

3. Inappropriate settings for services 

4. Avoidable illness 

 FHPA stated it uses a registered nurse to provide telephonic concurrent 

reviews.  This review consists of monitoring a patient's hospital stay on a daily 

basis in conjunction with the hospital's utilization review department and working 

with the hospital and attending physician to assure that the patient is discharged 

within the normative parameters for length of stay that FHPA assigned at the  

time of admission.  According to FHPA, the value of this service is evidenced by 

the low inpatient days per thousand that the CSJEHP experienced over the term  

of its contract with FHPA. 
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 FHPA stated in a May 3, 1994, memorandum that it does not audit large 

hospital bills as a standard service for its clients.  FHPA stated it will contract  

with a hospital review firm at the request of the City; however, charges for such 

services will be passed along to the CSJEHP. 

 Santa Clara County employs two registered nurses in the Cost Containment 

Department to do the following utilization review services for the Preferred 100 

Plan: 

• Prospective utilization reviews; 

• On-site concurrent utilization reviews from San Francisco to Monterey; 

• Large case management; 

• Claims reviews for all hospital bills; 

• Negotiation of one-time-only contracts:  e.g., the Cost Containment 
Department will prospectively negotiate discounts for large bills from 
non-PPO hospitals; and 

• Reviews of medical records. 

The registered nurses also consult with physicians as needed. 

 According to documents Santa Clara County's Cost Containment 

Department provided to us, the Department's utilization reviews saved the  

County $12,633 per month, or $151,596 annually, in 1992-93, and $19,019 per 

month, or $228,228 annually, in 1993-94.  Thus, Santa Clara County's utilization 

reviews saved an average of $189,912 per year in 1992-93 and 1993-94. 

 Because the City's total enrollment in the CSJEHP of 2,386 is about one  

half of the 5,000 members in Santa Clara County's Preferred 100 Plan, we 

 estimate the CSJEHP could expect savings of approximately $95,000 per year 

should the City consolidate its plan with Santa Clara County's. 
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If The City Forms A Coalition With Santa Clara County,  
The City Can Improve Employee Use Of The PPO 

 We reviewed the CSJEHP's Plan Service Analysis reports for calendar  

years 1991, 1992, and 1993.  These reports summarize the CSJEHP payments 

made for physician services, hospital and facility charges for inpatient and 

outpatient services, outpatient pharmacy costs, and dental services.  In addition, 

these reports summarize whether these payments were made to physicians, 

hospitals, or pharmacists who are in the PPO as well as those outside the PPO.  

Thus, these reports can be used to determine the extent to which the participants 

are taking advantage of the discounts negotiated by PPO Alliance with the 

physicians and hospitals. 

 The extent to which CSJEHP participants use PPO providers versus non-

PPO providers is significant.  According to HRD personnel, the overall average 

percentage discount realized by CSJEHP participants using a PPO provider is 25 

percent.  Thus, when CSJEHP participants use a non-PPO provider, a potential  

25 percent discount is lost.  Table IX shows the CSJEHP non-PPO costs for  

1991, 1992, and 1993 and our estimate of the savings that the City's employees and 

retirees would have achieved had these services been provided within the PPO.  

Particularly noteworthy is that the physician services outside the PPO for 1991, 

1992, and 1993 were about 56 percent. 

 It should be noted that these savings are predicated on the basis that 

negotiated rates are 25 percent less than non-PPO rates and these negotiated rates 

can be applied to all PPO provider services. 
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TABLE IX 
 

CSJEHP NON-PPO COSTS AND ESTIMATED RESULTANT 
SAVINGS LOST DURING 1991, 1992, AND 1993 

 
1991, 1992, And 1993 

 
 
 
 

Services 

 
 

Total 
CSJEHP 

Costs 

 
 

CSJEHP 
Non-PPO 

Costs 

 
Percentage 
Of CSJEHP 

Non-PPO 
Costs 

Estimated 
Savings Lost 

Due To CSJEHP 
Use Of Non-PPO 

Providers 

Physician  $10,824,427  $6,044,469 55.8  $1,511,117 

Hospital  13,251,539  6,125,875 46.2  1,531,469 

Outpatient Pharmacy  3,013,387  1,819,607 60.4  454,902 

Dental Services  42,347  25,405 60.0  N/A 

    Average  $9,043,900  $4,671,785   $1,165,829 

 
 

 As shown in Table IX, we estimate that the City's employees and retirees 

would have saved approximately $1,165,829 annually had CSJEHP members  

used PPO physicians and hospital services instead of going outside the PPO. 

 
Utilization Of The PPO:  CSJEHP Compared 
To Santa Clara County's Preferred 100 Plan 

 To evaluate the effectiveness of the City's use of discounted PPO provider 

services, we compared the 1992-93 usage of PPO physicians for both Santa Clara 

County's Preferred 100 Plan and the CSJEHP.  We used the percentage of 

payments for the medicine and surgery categories as the basis for our comparison 

because these services comprise about 82 percent of paid physician services.  Table 

X shows this comparison. 
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TABLE X 
 

COMPARISON OF THE 1992-93 USAGE OF PPO PHYSICIANS  
FOR SANTA CLARA COUNTY'S PREFERRED 100 PLAN 

TO THE CSJEHP FOR MEDICINE AND SURGERY CATEGORIES 
 

 
 
 

Category 

Preferred 100 Plan 
Dollars Paid For 

PPO Services

CSJEHP Dollars 
Paid For PPO 

Services

 
Difference In PPO 

Utilization

Medicine 79% 44% 35% 

Surgery 72% 58% 14% 

 We calculated the effect of the CSJEHP achieving results similar to what 

Santa Clara County's Preferred 100 Plan achieved for usage of PPO providers  

for medicine and surgery.  We estimate that the CSJEHP could annually save about 

$196,000 per year, assuming the difference in PPO utilization shown above and an 

average PPO provider discount rate of 25 percent.  Our estimate of $195,885 in 

annual savings due to the CSJEHP's PPO utilization replicating  

Santa Clara County's Preferred 100 Plan is shown in Table XI. 

TABLE XI 
 

ESTIMATED SAVINGS DUE 
TO THE CSJEHP'S PPO UTILIZATION REPLICATING 

SANTA CLARA COUNTY'S PREFERRED 100 PLAN 
 
 

A B C D 
CSJEHP Physician 

Services 
Total CSJEHP 

Services For 1993 
Difference In 

PPO Utilization 
Estimated PPO 

Savings 
Annual Savings

(A x B) C 
Medicine  $1,777,092 35% 25%  $155,496 
Surgery  1,153,972 14% 25%  40,389 
     Totals  $2,931,064 N/A 25%  $195,885 
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 Appendix K shows the detail of Santa Clara County's Preferred 100 Plan 

members using PPO providers for physician and surgery services for a two-year 

period.9 

 
 Usage Of PPO Hospitals 

 The CSJEHP's costs for PPO hospitals versus non-PPO hospitals as 

percentages of the total for 1991, 1992, and 1993 were: 

 Year PPO Percentage 
 1991 50 
 1992 49 
 1993 60 

It should be noted that Santa Clara County's PPO hospital costs in 1993 were 76.15 

percent compared to the City's 60 percent.  If the CSJEHP were to achieve the 

same 76.15 percent of hospital charges in its PPO, the annual savings would  

be $192,276 as follows: 

 

                                           
9
  It should also be noted that Preferred 100 Plan participants' utilization of its PPO is somewhat attributable to  

the following incentives in the Plan: 
 

a. After the Plan has paid $14,000 in benefits for covered charges from a nonparticipating provider for a 
member in a year, the Plan pays 100 percent of UCR-covered expenses incurred by that member for the 
remainder of that calendar year.  Excluded from Plan stop-loss provisions are outpatient services under 
Mental or Nervous Disorders, Substance Abuse and Designated Procedures in the Preferred Provider 
Service Area Incentive Program and items paid under Prescription Plan benefits. 

 
b. The Preferred 100 Plan has 32 procedures for which the Plan pays 100 percent if the member elects to  

have the procedure done in a participating facility.  However, if the member elects to have the procedure 
done at a nonparticipating facility and there is a participating facility within 50 miles of where the  
member had the procedure done, the Plan payment for facility-generated charges will be 50 percent of  
UCR fees.  No stop-loss applies to these procedures. 
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 Total hospital charges for calendar year ending 1993   ..............................$4,762,256.00 

 Times 16.15 percent (76.15 minus 60.0)   ..........................................................$769,104 

 $769,104.34 times 25 percent (PPO-stated discount)   ......................................$192,276 

 
If The City Forms A Coalition With Santa Clara County, 
The City's Employees And Retirees Can Save More Than $1 Million Per Year 
In Medical Service Costs And Health Insurance Premiums 

 The CSJEHP can save more than $1 million per year by 

• Obtaining better PPO physician reimbursement rates; 

• Increasing the size of the PPO in Santa Clara County to maximize 
potential savings and meet its employees' needs; 

• Improving the usage by participants of the PPO; 

• Implementing additional concurrent utilization reviews; 

• Ensuring that the TPA applies the negotiated rates to all physician 
services; and 

• Establishing a cooperative purchasing agreement with the County, 
resulting in better prices. 
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Table XII is a summary of the total savings. 

TABLE XII 
 

SUMMARY OF TOTAL SAVINGS TO EMPLOYEES AND RETIREES 
IF THE CSJEHP HAD THE SAME BENEFITS 

AS SANTA CLARA COUNTY'S PREFERRED 100 PLAN 
 

If City Had The Benefits  
Of Santa Clara County's Plan 

1991 
Savings 

1992 
Savings 

1993 
Savings 

Total 
Savings 

Yearly 
Average 

Average 
Savings 

Savings if the County's physician 
service rates were in effect 

 $66,001  $  85,407  $  87,535  $   238,943  $  79,648  $   79,648 

Savings if the County's expedient-
payment discounts were in effect 

 24,702  28,028  33,677  86,407  28,802  28,802 

Savings if the County's utilization 
reviews were in effect 

  $151,596  228,228  379,824  189,912    94,956* 

Savings if City achieved the County's  
percentage of PPO utilization for 
physician services for medicine 

   155,496  155,496  155,496  155,496 

Savings if City achieved the County's  
percentage of PPO utilization for 
physician services for surgery 

   40,389  40,389  40,389  40,389 

Savings if City achieved the County's  
percentage of PPO utilization for 
hospitals 

   192,276  192,276  192,276  192,276 

          Total savings if with County  $90,703  $265,031  $737,601  $1,093,335  $686,523  $591,567 
Opportunities/savings to be gained as 
a result of having relative values for 
CPT codes.** 

      231,864 

Savings from economies of scale and 
mitigating future cost increases*** 

      $198,954 

          Grand Total      $1,022,385**** 
 
  *  Because the CSJEHP's enrollment is approximately 50 percent of the enrollment in Santa Clara County's 
Preferred 100 Plan, we estimated the City's savings from concurrent utilization review to be 50 percent of  
$189,912. 
 
 **  This amount was computed by multiplying the estimated monthly discount lost of $19,322, as discussed on  
page 35, by 12 to annualize the amount of savings. 
 
***  Estimate of 2 percent provided by the consultant for Santa Clara County's Preferred 100 Plan and confirmed  
by the president of Health Research Institute in Walnut Creek.  We used the average of the CSJEHP payment of 
claims amounts for the last three years to quantify the estimate. 
 
****  This total amount is actually understated because we have not included an estimate for savings related to 
subrogation.  Subrogation involves recovering payments which were the responsibility of a third party.  Savings  
from subrogation depends on the number of cases identified and pursued.  FHPA does not include subrogation  
work in its claims administration.  In contrast, the County's claims administration cost includes such work.  Santa 
Clara County's Preferred 100 Plan estimated savings of about $90,000 in 1994 and $48,000 for the first two  
months of 1995.  While we do not make a separate savings estimate for subrogation, the City's benefits  
administrator estimated subrogation savings of at least $180,000 in 1990. 
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Santa Clara County Has Expressed Interest 
In A Coalition With The City 

 During a meeting between Santa Clara County representatives and the City 

Auditor's Office in June 1994, the County representatives expressed an interest  

in forming a coalition between Santa Clara County and the city of San Jose.  The 

City is planning to conduct an RFP selection process for the claims administrator 

and the PPO for the CSJEHP.  In our opinion, the City should invite and encourage 

Santa Clara County to participate in the City's RFP process. 

 
CONCLUSION 

 The city of San Jose (City) offers its employees three health care plans of 

which one is the City of San Jose Employees' Health Plan (CSJEHP).  The City 

contracts with PPO Alliance to administer a series of contractual arrangements 

with a network of physicians, hospitals, and other medical service providers.   

The medical service providers with which PPO Alliance contracts are the City's 

preferred provider organization (PPO).  As such, it is in the best interest of the City 

and its employees that PPO Alliance contract with as many medical service 

providers as possible and that it negotiate the best possible price for specific 

medical procedures.  In addition, the City contracts with a third-party 

administrator--Foundation Health Preferred Administrators (FHPA)--to pay and 

administer claims for services to employees in the CSJEHP that medical service 

providers submit for payment.  As such, it is in the best interest of the City and  

its employees that the FHPA pay claims in a timely manner and take advantage of 

all negotiated or available medical service discounts. 

 Our review of the City's contractual arrangement with PPO Alliance and 

FHPA and their performance under the City's contract revealed the following: 
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• At the recommendation of the Benefits Review Forum, the City awarded a 
contract to PPO Alliance without going through a competitive bidding 
process; 

• PPO Alliance has not provided the City or its employees with a number 
of medical service providers in its PPO comparable to Santa Clara 
County's; 

• PPO Alliance has not negotiated discount rates with medical service 
providers in its PPO comparable to Santa Clara County's; 

• FHPA has not paid medical service claims in a timely manner; 

• FHPA has not taken advantage of negotiated or available medical  
service discounts and as a result cost the City's employees and retirees 
$890,000 over the last four years; and 

• FHPA paid about $15,000 for ineligible claims during the last four years.  

Santa Clara County has a PPO option for its employees known as the Preferred 100 

Plan.  Our review revealed that by consolidating with the County for a PPO, the 

City and its employees will be able to 

− Obtain better price discounts for medical services; 

− Obtain fast-payment discounts; 

− Implement additional concurrent utilization reviews of medical service 
bills; and 

− Increase employee use of the PPO. 

 By forming a medical services purchasing alliance with Santa Clara  

County, we estimate that City employees will save more than $1 million a year in 

medical service costs and health insurance premiums.  In addition, the City  

should pursue reimbursement of $905,000 in prior years' overpayments. 
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RECOMMENDATIONS 

 We recommend that the Human Resources Department: 

 
Recommendation #1: 

 Require PPO Alliance and Foundation Health Preferred Administrators to 

provide relative unit values for all applicable medical services and procedures.  

(Priority 1) 

 
Recommendation #2: 

 Require Foundation Health Preferred Administrators immediately to apply 

the already-negotiated and available discounts described in the PPO Alliance's 

Physician Reimbursement Schedule.  (Priority 1) 

 
Recommendation #3: 

 Set a deadline for Foundation Health Preferred Administrators (FHPA) to 

provide the documentation that was requested during the audit.  If FHPA fails to 

provide the documentation, disallow the amounts paid for undocumented medical 

claims.  (Priority 1) 

 
Recommendation #4: 

 Require Foundation Health Preferred Administrators to provide the City 

with a payment report from August 1, 1990, to April 30, 1992, and a separate 

report from May 1, 1992, to the present for all PPO procedures which were paid  

as billed because there were no relative values to compute a discount.  Each  

report should show (1) the claim number, (2) date of service, (3) the procedure  



- Page 64 - 

code number and description, (4) the billed and paid amount, and (5) billed and 

paid totals for the two report periods.  After determining the dollar value of 10 

percent and 20 percent discounts not taken, request the City Attorney to initiate 

actions to recover any overpayments.  (Priority 1) 

 
Recommendation #5: 

 Develop and implement procedures to ensure that the current eligibility  

files for the City of San Jose Employees' Health Plan are complete and accurate.  

(Priority 3) 

 
Recommendation #6: 

 Develop and implement procedures to monitor the continuing eligibility of 

the employees and their dependents for the City of San Jose Employees' Health 

Plan.  Such procedures could include requesting the third-party administrator to 

periodically produce an exception report of potential ineligible dependents as a 

basis for monitoring eligibility.  (Priority 3) 

 
Recommendation #7: 

 Consult with the City Attorney regarding possible City recourse to recover 

amounts paid on ineligible dependent claims between August 1, 1990, and 

February 28, 1994.  (Priority 3) 
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 In addition, we recommend that the Human Resources Department and 

Benefits Review Forum: 

 
Recommendation #8: 

 Request funding for a full-time analyst to monitor the City of San Jose 

Employees' Health Plan.  (Priority 2) 

 Finally, we recommend that the Human Resources Department: 

 
Recommendation #9: 

 Solicit a proposal from Santa Clara County in the next scheduled City of San 

Jose Employees' Health Plan request for proposal process for the selection of the 

claims administrator and the preferred provider organization.  (Priority 1) 

 
Recommendation Requiring Budget Action 

 Of the preceding recommendations, #8 may not be able to be implemented 

absent additional funding.  Accordingly, the City Manager should request during 

the 1995-96 budget process that the City Council appropriate an amount sufficient 

to implement recommendation #8. 
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CITY OF SAN JOSE - MEMORANDUMUfYAY9ltQR

TO: Finance Committee FROM: Nona Tobin
Director of Human Resources

SUBJECT: AUDIT RESPONSE: DATE: March IS, 1995
AUDIT OF CITY OF SAN JOSE
EMPLOYEES' HEALTH PLAN

APPROVED:~ DATE: 3j'l5(lf1>-

INTRODUCTION

The Human Resources Department has reviewed the Audit of the City of San Jose
Employees' Health Plan. The Department is generally in agreement with the
findings of the audit and provides the following specific responses to the Finding
and to each of the Recommendations. Recommendations #4 and #7 involve the
Office of the City Attorney in the recovery of funds. Human Resources will consult
with the City Attorney's Office as recommended in the Auditor's report.

Human Resources agrees that the City of San Jose Employees' Health Plan (CSJEHP)
can be improved to generate savings and improved services to plan participants and
will act on these recommendations immediately to achieve this. The $905,000 in
prior-years overpayments has been referred to the City Attorney's Office for
recovery. However, Human Resources questions whether or not the full $1 million
ongoing savings estimate can be realized. This is because the components of the $1
million are based on a comparison between the City's plan and the County of Santa
Clara's indemnityplan.

There are significant differences between the City's and the County's respective
health plan environments that make much of the savings estimate questionable.
Human Resources agrees that $232,000 of the $1 million can be saved. This savings
can be done immediately without a plan design change and within the existing plan.
A large majority of the balance is subject to major plan design changes that would
require a meet and confer obligation with employee groups or negotiations with
providers. The City will conduct a request for proposals process for this plan later in
1995. Along with the input from this audit report, we will be able to then determine
the full extent of savings that can be achieved. For a detailed discussion of these
points, see the discussion under Finding I below.

The City Administration supports and welcomes opportunities for a more cost
effective health plan, and thanks the Auditor's Office for their suggestions.
However, we need to ensure that the City meets its obligation to meet and confer on
issues that result in plan changes.
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FINDING I: The City of San Jose can improve its health care plan, reduce its
employees' and retirees' medical costs by more than $1 million a year,
and potentially recover an additional $905,000 in prior year's
overpayments.

RESPONSE

Health Care Plan Improvements-Human Resources agrees that the City of San Jose
Employees' Health Plan (CSJEHP) can realize immediate ongoing savings by
implementing administrative improvements in the way the third-party
administrator processes and adjudicates claims. As noted in the audit, these
improvements include the correct application of negotiated discounts and increased
monitoring of the accuracy of all claims processing activities. These changes are not
subject to meet and confer obligations or changing to the County's plan, and can be
implemented administratively by the vendors without a plan design change. These
changes could generate savings of approximately $232,000. The full $1 million
savings is predicated on a comparison between the City and County plans. Before
Human Resources responds to each of the individual elements of the $1 million
savings estimate, a discussion of the differences between the City and the County's
plans is valuable.

City-County Comparison-The $1 million savings estimate is based on a
comparison of the CSJEHP to Santa Clara County's Preferred 100 Plus plan, a similar
indemnity health plan. Important differences between the City's and the County's
approaches to the respective indemnity plans are noted below.

1. Plan Design-One significant difference in comparing the City and County
plans is in plan design. Plan design is subject to meet and confer. Plan design
generally refers to which services are covered by the plan and how costs are
shared between the participant and the plan. While both the City and the
County plans cover all medically necessary services, cost sharing is significantly
different. One of the most significant differences is San Jose's low annual out­
of-pocket maximums. Once the San Jose plan and the participant share the first
$2,500 of expenses in anyone calendar year, the plan pays all further costs
because the participant would have reached the plan's out-of-pocket
maximum. This compares to the County's out-of-pocket limit of $14,000. San
Jose's relatively low utilization of its preferred provider organization (PPO) is
typical of its low out-of-pocket maximums. Once a participant reaches the
annual maximum, there is no financial incentive to seek out a preferred
provider because the participant has no further out-of-pocket expenses.

In addition, San Jose's plan shares non-PPO, or non-network, expenses with
participants on an 80%/20% basis up to the $2,500 limit. The County's
disincentive for non-network expenses dips to a 50%/50% cost sharing
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formula. This significant difference in cost-sharing gives County participants a .
much greater incentive to stay within the PPO network, resulting in plan
savings. The out-of-pocket maximums, the cost-sharing formula and any other
element of plan design are subject to meet and confer in San Jose.

2. City Emphasis on HMOs Versus Indemnity Plans-Another difference is that
the City endeavors to be progressive in the probable migration of employer­
sponsored health programs from traditional indemnity plans to health
maintenance organizations. HMOs are less expensive for both the participant
and the employer, and they emphasize wellness. A natural consequence is
greater enrollment in the HMO plans. .

Between Kaiser and Lifeguard, 66% of San Jose's employees and retirees are
enrolled in HMOs compared to 43% for the County. Accordingly, the 1.00 FTE
of City staff assigned to the health programs allocates time evenly among the
three health plans, matching employee health needs to enrollment choices and
improving service delivery issues in all three health plans (Kaiser, Lifeguard·
and CSJEHP). In contrast, the County appears to have committed and focused
significant staff resources to the daily administration of its own traditional
indemnity plan. For example, according to the audit report, the County directly
negotiates all of its 3,200 preferred provider contracts, and the County retains
nurses on staff for utilization review.

For the City to establish the administrative emphasis on its indemnity plan
similar to the County, the City must make a significant shift of its resources
from that of a health plan service broker to that of an administrator, and the
City must commit additional staff resources to health program administration.
The cost of this currently-unfunded additional administration was not factored
into the Auditor's estimates.

3. First-Year Choice Restriction-Lastly, the County's emphasis on its indemnity
plan is further illustrated by its policy to require all new employees to enroll in
the Preferred 100 Plus plan. New County employees must enroll and remain in
the Preferred 100 Plus or Valley Health (Valley Medical Center only) plans for
their first year of employment. Employees may switch to alternative health
plans, such as Kaiser, at the first open enrollment period after one full year of
service. San Jose employees have the freedom to choose any of our health
plans. To restrict or change San Jose employees' choices would be subject to
meet and confer.

These three differences must be considered when comparing the City's and the
County's approaches to indemnity plan administration.

$1 Million Savings-The $1 million savings estimate in the CSJEHP as suggested in
the audit can be achieved with varying degrees of plan changes. A portion ($232,000)
will be realized now. These savings are within the capabilities of our current
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vendors, and are independent of comparisons with the County. The large majority
of the balance ($790,000) of the $1 million savings estimate is subject to negotiations
with providers or meet and confer obligations with employee groups, and would
only be realized after significant plan design changes.

SUMMARY OF SAVINGS IF CSJEHP HAD THE SAMEBENEFITS
AS SANTA CLARA COUNTY'S PREFERRED 100

Element Savings Response

Savings if the County's $ 79,648 If the City could obtain these
physician service rates were in discount rates through PPO
effect Alliance, our current PPO

provider, or another PPO
network, including the
County's, the CSJEHP would
realize these savings. The City
will not know the savings
achievable until after the RFP
process. Note that physician
service rates would be only
one of the criteria used in the
selection of a PPO provider.

Savings if the County's 28,802 If the City could obtain these
expedient payment discounts expedient payment discounts
were in effect through a PPO provider, the

CSJEHP would realize these
savings. The City will not
know the savings achievable
until after the RFP process.
Again, note that physician
service rates would be only
one of the criteria used in the
selection of a PPO provider.
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Element Savings Response

Savings if the County's 94,956 The City's current
utilization reviews were in administrator conducts
effect prospective and concurrent

utilization reviews now. The
City-County comparison is
questionable in that the City's
administrator finds it
understandably difficult to
quantify "avoided costs." The
County's methodology for
identifying its figures is
unclear. At the very least, the
$95,000 savings estimate stated
in the audit should be offset in
consideration of the City's
current cost avoidance efforts,
and ensure that
measurements used for City
and County savings are
comparable. Also, note that
the County does invest more
resources in the process and
there is no evidence that the
County is more successful at
cost avoidance.

Savings if City achieved the 155,496 Human Resources feels that
County's percentage of PPO the low PPO utilization rate is
utilization for physician symptomatic primarily of the
services-Medicine rich plan design in the CSJEHP

and only secondarily of the
network size. The Plan could
realize this level of savings
only by changing the CSJEHP
plan design through meet and
confer.
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Element c Response

Savings if City achieved the 40,389 Same as above.
County's percentage of PPO
utilization for physician
services-Surgery

Savings if City achieved the 192,276 Same as above.
County's percentage of PPO
utilization for hospitals

Opportunities / savings to be 231,864 The CSJEHP will be
gained as a result of having recognizing these savings
relative values for CPT codes immediately. For PPO

procedures without negotiated
discounts, the default discount
of 20% should be applied as
negotiated by PPO Alliance
and identified by the audit,
effective immediately. Note
that these savings will be
realized even without this
comparison with the County.

Savings from economies of 198,954 This is a general savings
scale and mitigating future cost estimate that might result
increases from the suggestion that the

City share services already
established and administered
by the County. This suggestion
ignores the fact that the City
already enjoys this benefit by
being one of numerous other
clients serviced by our third-
party administrator and PPO
provider. Thus, Human
Resources cannot agree with
these savings. The basis of the
estimate is vague and needs
further development.

TOTAL $ 1,022,385
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Recover $905,000 in Prior-Year Overpayments-The overpayments consist of two
categories: those due to ineligible dependents and those due to missing relative
values in the claims processing system.

1. Ineligible Dependents-The overpayments due to ineligible dependents, as
noted in the audit, total $15,000 over the past four years. This equals 0.0375% of
the $40 million in claims during the same time period. The system error that
allowed these ineligible claims was related to a time lag in transmitting
eligibility information between the City's claims administrator and our
discount pharmacy network. The frequency with which eligibility information
is transmitted has now been increased from monthly to weekly so the problem
should be completely eliminated.

Human Resources believes that the high accuracy rate associated with ineligible
dependents is very commendable and should not be treated in the audit as a
flaw.

2. Missing Relative Values-The overpayments during the past four years due to
missing relative values in the claims processing system total $890,000. Human
Resources agrees a communication breakdown occurred between our PPO
provider and claims administrator in implementing available discounts.
Though plan participants still did not suffer out-of-pocket expenses at the point
of service due to this breakdown, the plan paid an unnecessary amount for
those services, and, consequently, participants paid higher health rates in the
following year. Recovery of these expenses has been referred to the City
Attorney's Office.

Process to Award PPO Alliance Contract-The audit report includes a statement that
"the City awarded a contract to PPO Alliance without going through a competitive
bidding process, and documented evidence does not support the City's decision to
award a contract to Foundation Health Preferred Administrators." Important points
of clarification are that a complete request for proposal process for the third-party
administrator was conducted, and the final selection was subject to meet and confer
through the Benefits Review Forum (BRF). Once the selection was made, the new
administrator provided the BRF with the names of three preferred provider
organizations who were known to have automated systems compatible with
FHPA's.

PPO Alliance was chosen from among the three PPOs based on the following
priorities of the BRF members: .
• Of the three PPOs, PPO Alliance had the largest number of local doctors (684).
• PPO Alliance was most eager to solicit the membership of the participants'

current doctors, if they were not members already.
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• In addition, PPO Alliance equaled its two competitors in discount rates and in
having as members the three most popular local hospitals (San Jose Hospital,
Good Samaritan and El Camino).

To continue to make improvements to this plan, the Human Resources
Department has scheduled, for later in 1995, a request for proposal process to solicit
health plan vendors for this plan. Again, the selection is subject to meet and confer
through the Benefits Review Forum.

RECOMMENDATION #1:

Require PPO Alliance and Foundation Health Preferred Administrators to provide
relative unit values for all applicable medical services and procedures.

RESPONSE: Human Resources agrees with this recommendation. The relative
values will allow the claims processing system to recognize already-negotiated and
default discounts. These relative unit values were scheduled for installation late in
1994. Human Resources will be verifying its installation and testing its accuracy.

RECOMMENDATION #2:

Require Foundation Health Preferred Administrators immediately to apply the
already-negotiated and available discounts described in the PPO Alliance's Physician
Reimbursement Schedule.

RESPONSE: Human Resources agrees with this recommendation.
Recommendation #1 enables Recommendation #2 to occur. The audit estimates
these recommendations will save the plan $232,000 annually. The recommendation
will be implemented immediately as indicated in the prior recommendation and in
the discussion under Finding 1.

RECOlVIMENDATION #3:

Set a deadline for Foundation Health Preferred Administrators to provide the
documentation that was requested during the audit. If FHPA fails to provide the
documentation, disallow the amounts paid for undocumented medical claims.

RESPONSE: Human Resources agrees with this recommendation. FHPA should
have the documentation available and should comply with the City's right to audit.
If FHPA fails to provide the documentation, the City will take appropriate action at
that time.
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RECOMMENDATION #4:

Page 9

Require Foundation Health Preferred Administrators to provide the City with a .
payment report from August 1, 1990, to April 30, 1992, and a separate report from
May 1, 1992, to the present for all PPO procedures that were paid as billed because
there were no relative values to compute a discount. Each report should show (1)
the claim number, (2) date of service, (3) the procedure code number and
description, (4) the billed and paid amount, and (5) billed and paid totals for the two
report periods. After determining the dollar value of 10 percent and 20 percent
discounts not taken, request the City Attorney to initiate actions to recover any
overpayments.

RESPONSE: Human Resources will consult with the Office of the City Attorney as
recommended in the Auditor's report to implement this recommendation.

RECOMMENDATION #5:

Develop and implement procedures to ensure that the current eligibility files for the
City of San Jose Employees' Health Plan are complete and accurate.

RESPONSE: Human Resources agrees with this recommendation, though we note
again that the exposure in this area resulted in ineligible claims of $15,000 out of $40
million (0.0375%) over a four-year period. Virtually all ineligible claims were due to
a time lag in the prescription program, which has been corrected.

RECOMMENDATION #6:

Develop and implement procedures to monitor the continuing eligibility of the
employees and their dependents for the City of San Jose Employees' Health Plan.
Such procedures could include requesting the third-party administrator to
periodically produce an exception report of potential ineligible dependents as a basis
for monitoring eligibility.

RESPONSE: Human Resources agrees with this recommendation as noted in
recommendation #7. An eligibility exception report from the third-party
administrator will be requested.

RECOMMENDATION #7:

Consult with the City Attorney regarding possible City recourse to recover amounts
paid on ineligible dependent claims between August 1, 1990, and February 28, 1994.
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RESPONSE: Human Resources will consult with the Office of the City Attorney as
recommended in the Auditor's report. However, the staff time in Human
Resources and in the Attorney's Office necessary to recover this amount ($15,000),
some of which is four years old, from 41 individuals may not be cost-effective for
the City.

RECOMMENDATION #8:

Request funding for a full-time analyst to monitor the City of San Jose Employees'
Health Plan.

RESPONSE: Human Resources has submitted a 1995-96 budget proposal to the Office
of the City Manager for funding such a position. The incumbent would monitor cost
and utilization activity, monitor budgets, recommend and implement cost
containment strategies, ensure regulatory compliance, and enhance benefits
education and communication programs.

RECOMMENDATION #9:

Solicit a proposal from Santa Clara County in the next scheduled City of San Jose
Employees' Health Plan request for proposal process for the selection of the claims
administrator and the preferred provider panel.

RESPONSE: Human Resources agrees with this recommendation. The County
already has been added to the list of invitees for the upcoming request for proposals.

The Council has previously been notified of the four-year cycle with which we
intend to re-evaluate the delivery mechanisms and providers of our various benefit
programs. We are delaying our request for proposals process for the CSJEHP for
several months in order to incorporate the Auditor's suggestions.

CONCLUSION

This audit includes a number of cost-saving recommendations with which Human
Resources agrees and will act on immediately. The other recommendations are
appropriately subject to negotiations, review by the Office of the City Attorney, or
the budget process.

Nona Tobin
Director of Human Resources
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OFFICE OF THE CITY AUDITOR 
COMMENTS ON THE RESPONSE 
OF THE CITY ADMINISTRATION 

TO AN AUDIT OF THE CITY OF SAN JOSE 
EMPLOYEES' HEALTH PLAN 

 
 The following comments are presented to expand upon, clarify, and correct statements 
in the response of the City Administration to An Audit Of The City Of San Jose Employees' 
Health Plan. 
 
Administration's response - Page 1, Third Paragraph 
 

There are significant differences between the City's and the County's 
respective health plan environments that make much of the savings 
estimate questionable.  Human Resources agrees that $232,000 of the $1 
million can be saved.  This savings can be done immediately without a 
plan design change and within the existing plan.  A large majority of the 
balance is subject to major plan changes that would require a meet and 
confer obligation with employee groups or negotiations with providers. 

 
Auditor's Comments 
 
 This is inaccurate.  The fact is that if the City decided to form a health services 
purchasing coalition with the County, the Third Party Administrator (TPA) would administer 
claims in accordance with the existing CSJEHP.  No amount of the estimated savings was 
predicated on any change in plan design. 
 
Administration's response - Page 2, Response, First Paragraph 
 

The full $1 million savings is predicated on a comparison between the 
City and County plans. 

 
Auditor's Comments 
 
 This is also inaccurate.  Estimated savings were not based on a comparison of the 
City's and County's plans, but on: 
 

• current rates in effect for the PPO 
• economies of scale for purchasing power 
• size of the PPO 
• members' use of PPO vs. non-PPO providers 
• expedient payment discounts 
 

 Our analysis primarily focused on the advantages of lower physician reimbursement 
rates and members' greater usage of preferred providers in Santa Clara County's plan and 
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applied them to the CSJEHP actual expenditures to calculate potential savings.  At no time  
did we directly compare the plan design (benefit structure) of the City's plan to the County's. 
 
Administration's response - Page 2, Response, Second Paragraph 
 

City-County Comparison - The $1 million savings estimate is based on a 
comparison of the CSJEHP to Santa Clara County's Preferred 100 Plus 
plan, a similar indemnity health plan.  Important differences between the 
City's and County's approaches to the respective indemnity plans are 
noted below. 
 

Auditor's Comments 
 
 As was already noted, no direct comparison between the City's and County's plans  
was made in this audit.  Consequently, addressing differences between the City's and the 
County's approaches to their respective indemnity plans is irrelevant. 
 
Administration's response - Page 2, Response, Third Paragraph 
 

Plan Design - One significant difference in comparing the City and 
County plan is in plan design.  Plan design is subject to meet and confer.  
Plan design generally refers to which services are covered by the plan and 
how costs are shared between the participant and the plan. 

 
Auditor's Comments 
 
 The auditor concurs that plan design would be subject to meet and confer if changes 
were being proposed.  However, as already noted, the $1 million estimated savings was not 
based on any change in plan design.  Therefore, switching to a different TPA will not affect 
services covered and shared costs between participants and the CSJEHP and will not be  
subject to meet and confer. 
 
Administration's response - Page 2, Response, Paragraph 3 
 

While both the City and the County plans cover all medically necessary 
services, cost sharing is significantly different.  One of the most  
significant differences is San Jose's low annual out-of-pocket maximums.  
Once the San Jose plan and the participant share the first $2,500 of 
expenses in any one calendar year, the plan pays all further costs  
because the participant would have reached the plan's out-of-pocket 
maximum.  This compares to the County's out-of-pocket limit of  
$14,000. 
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Auditor's Comments 
 
 The response infers that if the City formed a coalition with the County, the City  
would have to adopt the County's annual out-of-pocket maximum of $14,000.  This is simply 
not true.  We reiterate that there will be no changes to the CSJEHP as a result of this  
coalition.  The City plan's existing covered services and established annual out-of-pocket 
maximum would be used by the County's TPA to pay CSJEHP claims. 
 
Administration's response - Page 2, Response, Paragraph 3 
 

Once a participant reaches the annual maximum, there is no financial 
incentive to seek out a preferred provider because the participant has no 
further out-of-pocket expenses. 
 

 
Auditor's Comments 
 
 The incentive for CSJEHP participants to use preferred providers is lower future 
premiums resulting from any cost savings to the plan.  Any CSJEHP premium amount over  
and above 90 percent of the City's lowest cost plan is borne by the participant.  As noted on 
page 56 of the audit report, for the last three years CSJEHP non-PPO costs were $4.7  
million, resulting in lost savings to the participants averaging $1,165,000 a year.   Therefore,  
if these savings were realized, active and retired employees in the CSJEHP would have paid 
lower annual premiums. 
 
Administration's response - Page 2, Response, Paragraph 4 
 

In addition, San Jose's plan shares non-PPO, or non-network, expenses 
with participants on an 80%/20% basis up to the $2,500 limit.  The 
County's disincentive for non-network expenses dips to a 50%/50% cost 
sharing formula.  The significant difference in cost-sharing gives County 
participants a much greater incentive to stay within the PPO network, 
resulting in plan savings.  The out-of-pocket maximums, the cost-sharing 
formula and any other element of plan design are subject to meet and 
confer in San Jose. 
 

Auditor's Comments 
 
 We reiterate, there will be no change in CSJEHP's cost sharing formula as a  
result of forming a coalition with the County.  Also, our audit revealed that Santa Clara 
County's PPO has 2,263 physicians in Santa Clara County as compared to the CSJEHP  
which has 949 physicians.  In our opinion, having more than twice the number of physicians  
in the PPO significantly increases the probability of members utilizing PPO physicians  
resulting in reduced plan expenditures.  Finally, and as previously stated, out-of-pocket 
maximums, the cost sharing formula, and any other element of plan design will not change as  
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a result of forming a coalition with the County, therefore, there will be no need to meet and 
confer. 
 
Adminstration's response - Page 3, Paragraph 2 
 

2.  City Emphasis on HMOs Versus Indemnity Plans - Another difference 
is that the City endeavors to be progressive in the probable migration of 
employer-sponsored health programs from traditional indemnity plans to 
health maintenance organizations.  HMOs are less expensive for both the 
participant and the employer, and they emphasize wellness.  A natural 
consequence is greater enrollment in the HMO plans. 
 

Auditor's Comments 
 
 We performed two audits of employee health benefits.  In our previous report, An  
Audit Of The City Of San Jose Employees' Health Benefits, page 25, we demonstrated that  
San Jose's active employees' enrollment in HMOs is 4 percent to 16 percent less than eight 
other surveyed jurisdictions.  We found that 74 percent of City of San Jose active employees 
were enrolled in HMOs.  In our current audit, we found that this HMO percentage of  
enrollment had not changed.  Clearly, the City of San Jose is not as progressive as other 
jurisdictions in their HMO enrollment. 
 
Administration's response - Page 3, Paragraphs 3 and 4 
 

Between Kaiser and Lifeguard, 66% of San Jose's employees and  
retirees are enrolled in HMOs compared to 43% for the County.  
Accordingly, the 1.00 FTE of City staff assigned to the health programs 
allocates time evenly among the three health plans, matching employee 
health needs to enrollment choices and improving service delivery issues 
in all three health plans (Kaiser, Lifeguard and CSJEHP).  In contrast,  
the County appears to have committed and focused significant staff 
resources to the daily administration of its own traditional indemnity  
plan.  For example, according to the audit report, the County directly 
negotiates all of its 3,200 preferred provider contracts, and the County 
retains nurses on staff for utilization review. 
 
For the City to establish the administrative emphasis on its indemnity 
 plan similar to the County, the City must make a significant shift of its 
resources from that of a health plan service broker to that of an 
administrator, and the City must commit additional staff resources to 
health program administration.  The cost of this currently-unfunded 
additional administration was not factored into the Auditor's estimates. 
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Auditor's Comments 
 
 The response incorrectly indicates that only 43% of Santa Clara County's active  
employees and retirees are enrolled in HMO's.  In our previous report, An Audit Of The City  
Of San Jose Employees' Health Benefits, page 25, we demonstrated that Santa Clara  
County's active employees' enrollment in HMOs was 81 percent, as compared to the City's  
74 percent.  Santa Clara County's total HMO enrollment for the active and retired employees 
was 76 percent (not 43%) as of April 1993.   
 
 On page 49 of this current audit report, we compared the administrative costs for the 
CSJEHP to the County's administrative costs.  Consequently, we found that the City's cost  
per enrollee per month would be 4 percent less if we use the County's TPA and PPO.  
Furthermore, the proposed per enrollee per month cost includes additional services we are 
currently not receiving.  Thus, the comment that the City must make a significant shift of its 
resources from that of a health plan service broker to that of an administrator, thereby 
committing additional staff resources to health program administration, is not true.  
 
 The fund for the CSJEHP currently does not have any costs for internal administration 
charged to it.  Recommendation #8 of this audit report requests that the Human Resources 
Department and the Benefits Review Forum seek funding for a full-time analyst to monitor  
the City of San Jose Employees' Health Plan.  This position would not be a general fund 
expenditure, but rather a cost of the CSJEHP borne by the participants.  However, any cost 
savings the analyst identified would accrue to the plan.  Thus, the plan participants must  
decide whether an increased level of administration is warranted and cost beneficial.  (See page 
41 of the report for a list of some duties the analyst might perform.) 
 
Administration's response - Page 3, Paragraph 4 
 

3.  First-Year Choice Restriction - Lastly, the County's emphasis on its 
indemnity plan is further illustrated by its policy to require all new 
employees to enroll in the Preferred 100 Plus plan.  New County 
employees must enroll and remain in the Preferred 100 Plus or Valley 
Health (Valley Medical Center only) plans for the first year of 
employment.  Employees may switch to alternative health plans, such as 
Kaiser, at the first open enrollment period after one full year of service.  
San Jose employees have the freedom to choose any of our health plans.  
To restrict or change San Jose employees' choices would be subject to 
meet and confer. 

 
Auditor's Comments 
  
 The comments about the first year choice restriction are not relevant because there 
would be no first year choice restrictions to San Jose employees.  San Jose employees have  
the freedom to choose any of the City's health plans, and there would be no change in this 
freedom of choice.  
Administration's response - Page 3, Paragraph 6 
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These three differences [Plan Design, City Emphasis on HMOs Versus 
Indemnity Plans, and First Year Choice Restriction] must be considered 
when comparing the City's and County's approaches to indemnity plan 
administration. 

 
Auditor's Comments 
 
 As noted above, these three differences are irrelevant and do not need to be  
considered.  There will be no changes to the CSJEHP as a result of the coalition.  The  
County and the City can continue to have separate and different plans.  The County's TPA  
and CSJEHP will pay the CSJEHP claims according to CSJEHP provisions.  Plan design  
will not change with a change in TPA and PPO. 
 
Administration's response - Page 3, Paragraph 6 
 

$1 Million Savings--The $1 million savings estimate in the CSJEHP as 
suggested in the audit can be achieved with varying degrees of plan 
changes.  A portion ($232,000) will be realized now.  These savings are 
within the capabilities of our current vendors, and are independent of 
comparisons with the County.  The large majority of the balance 
($790,000) of the $1 million savings estimate is subject to negotiations 
with providers or meet and confer obligations with employee groups, and 
would only be realized after significant plan design changes. 

 
Auditor's Comments 
 
 No plan design changes are needed to achieve the $1 million saving estimate.  In 
addition, the Administration completely discounts any savings that would accrue to the 
CSJEHP as a result of (1) more than doubling the City's PPO network of physicians, (2)  
better negotiated PPO rates, (3) expedient payment discounts of 2 to 5 percent, (4) improved 
utilization reviews, (5) lower administrative costs, and (6) economy of scale savings that 
tripling the CSJEHP employee base would generate. 
 
Administration's response - Page 7, Paragraph 2 
 

Ineligible Dependents--The overpayments due to ineligible dependents,  
as noted in the audit, total $15,000 over the past four years.  This equals 
0.0375% of the $40 million in claims during the same time period. 

 
Auditor's Comments 
 
 On page 39 of the audit report we estimated ineligible claimant payments based on  
our review of FHPA's monthly membership listing as of February 28, 1994.  We made no 
attempt to quantify total ineligible claimant payments for the entire period of August 1, 1990,  
to February 28, 1994. 
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Administration's Response - Page 7, Paragraph 3 
 

Human Resources believes that the high accuracy rate associated with 
ineligible dependents is very commendable and should not be treated in 
the audit as a flaw. 

 
Auditor's Comments 
 
 We identified over 300 ineligible persons on the CSJEHP membership for one month.  
Of the 300 ineligible persons, 155 were over-aged dependents.  This is unacceptable and is 
considered a serious flaw. 
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APPENDIX A 
 

DEFINITIONS OF PRIORITY 1, 2, AND 3 
AUDIT RECOMMENDATIONS 

 

 The City of San Jose’s City Policy Manual (6.1.2) defines the classification scheme 

applicable to audit recommendations and the appropriate corrective actions as follows: 

 

Priority 
Class1 

 
Description 

Implementation 
Category 

Implementation 
Action3 

1 Fraud or serious violations are 
being committed, significant fiscal 
or equivalent non-fiscal losses are 
occurring.2 

Priority Immediate 

2 A potential for incurring 
significant fiscal or equivalent 
fiscal or equivalent non-fiscal 
losses exists.2 

Priority Within 60 days 

3 Operation or administrative 
process will be improved. 

General 60 days to one 
year 

 
 
 
___________________________ 
 
1 The City Auditor is responsible for assigning audit recommendation priority class numbers.  A 

recommendation which clearly fits the description for more than one priority class shall be assigned the 
higher number. (CAM 196.4) 

 
2 For an audit recommendation to be considered related to a significant fiscal loss, it will usually be 

necessary for an actual loss of $25,000 or more to be involved or for a potential loss (including 
unrealized revenue increases) of $50,000 to be involved.  Equivalent non-fiscal losses would include, 
but not be limited to, omission or commission of acts by or on behalf of the City which would be likely 
to expose the City to adverse criticism in the eyes of its citizens.   
(CAM 196.4) 

 
3 The implementation time frame indicated for each priority class is intended as a guideline for 

establishing implementation target dates.  While prioritizing recommendations is the responsibility of 
the City Auditor, determining implementation dates is the responsibility of the City Administration.   
(CAM 196.4) 
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APPENDIX C 
 

GLOSSARY OF TERMS 
 

 To provide clarity and understanding to any reader of this report, definition of  
several key items is essential.  Therefore, significant terms which appear in this report are 
defined in this glossary. 
 
Capitation -- A fixed, predetermined amount paid to a provider for each person served, 
without regard to the actual number or nature of services provided to each person in a set 
period of time, usually a year.  Capitation is the payment method used by health  
maintenance organizations (HMO) but is unusual for non-HMO health services. 
 
Closed Panel -- A system in which plan participants may receive services only at specified 
facilities or through a limited number of providers. 
 
Coordination of Benefits (COB) -- The provision that prevents duplicate reimbursement  
for a given expense covered by two or more plans.  COB is a useful cost-containment  
feature for groups with a large number of married employees who are eligible for benefits 
under both their own and their spouses' plans. 
 
Cost Containment -- Efforts aimed at holding down the cost of medical care or reducing  
its rate of increase. 
 
CPT Codes -- Acronym for Current Procedure Terminology codes used to describe the 
interventions by the physician or other health care professionals in treating an episode of 
illness. 
 
Health Maintenance Organizations (HMO) -- A health maintenance organization is a 
health care system that provides comprehensive health care services to its members on a 
prepaid basis.  The same membership fee is prepaid by all members regardless of the  
amount of services used.  Because of the fixed fee, the HMO has an incentive to cut costs  
and reduce hospitalization whenever possible.  HMOs provide comprehensive health care 
services with an emphasis on preventive health care.  They encourage patients to utilize  
their services by eliminating deductibles or coinsurance payments, although some HMOs do 
assess a minimal charge for certain services or for medications.  One drawback to HMOs is 
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that many provide only limited levels of care for the treatment of mental and nervous 
disorders and treatment of alcoholism and substance abuse. 
 
Hospital Benefits -- Hospital benefits provide coverage for hospital charges for either an 
inpatient or an outpatient service.  Charges made by physicians who are not members of the 
hospital staff are not considered hospital charges.  There are two general components to 
hospital benefits--coverage for "room and board" and coverage for other "miscellaneous" 
costs.   
 
Individual Practice Association (IPA) -- A type of health maintenance organization that 
consists of a central administrative authority and a panel of physicians and other providers 
practicing individually or in small groups in the community.  Providers are usually  
reimbursed individually either on a fee-for-service or capitation basis. 
 
Inpatient  -- A person who occupies a hospital bed, crib or bassinet and is under  
observation, care, diagnosis, or treatment for at least 24 hours. 
 
Managed Care -- A term that addresses the causes of higher costing health care.  It 
encourages employees to use less costly care through strong financial incentives/penalties.   
It also controls the level of care provided through strong utilization controls and in some 
instances by reducing or eliminating areas of coverage. 
 
Outpatient -- A person who visits a clinic, emergency room, or health facility and receives 
health care without being admitted as an overnight patient. 
 
Paid Claims -- The dollar value of all claims paid (hospital, medical, surgical, etc.) during  
the plan year, regardless of the date that the services were performed. 
 
Preferred Provider Organization (PPO) -- A variation of a traditional fee-for-service care 
arrangement representing a group of physicians, dentists, or hospitals or other practitioners 
that contracts with employers, insurance companies, unions, or third-party administrators to 
provide employees with services at reduced rates.  Employees have a free choice among the 
physicians in a PPO arrangement. 
 
Prescription Drug Plans -- The employee pays the pharmacy a nominal deductible amount 
with the plan covering the remainder of the cost.  The actual cost of a drug program is  
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based on the allowance that is paid to the pharmacy plus the administrative charges.  Most 
plans use a participating pharmacy arrangement where the plan agrees to reimburse on the 
basis of the acquisition cost of the drug, plus a negotiated dispensing fee, less the amount of 
the employee deductible.  The plan administration costs may be per claim cost or a flat 
monthly charge per participant.   
 
Relative Value  -- A reflection of the practice of medicine in California.  It is a coded  
listing of physician services with unit values to indicate the relativity within each individual 
section of median charges by physicians for these services.  Since the unit values reflect 
medians of charges by California physicians, they do not necessarily reflect the charges of  
any individual physician or the pattern of charges in any specific area of California. 
 
Self-Insurance -- A method of financing a benefit plan without insurance.  The employer 
assumes direct financial responsibility for reimbursing all claims liabilities.  Some self-
insured employers purchase stop-loss insurance protection. 
 
Third-Party Administrator (TPA) -- The party to an employee benefit plan that may  
collect contributions, pay claims, and/or provide administrative services. 
 
Usual, Customary and Reasonable (UCR) Fees -- Usual fee: That fee usually charged for  
a given service by an individual provider to his or her private patient--that is, the provider's 
own usual fee.  Customary Fee: A fee in the range of usual fees charged by providers of 
similar training and experience in an area.  Reasonable fee: A fee that meets the two  
previous criteria or, in the opinion of the review committee, is justifiable considering the 
special circumstances of the case in question.  Note:  UCRs are maintained by insurance 
companies and third-party administrators and may vary considerably among carriers. 
 
Utilization --Use of health care facilities, labor force, services, and equipment. 
 
Utilization Review -- A method of systematically reviewing the necessity and  
appropriateness of an institution providing treatment, nature and scope of treatment, and 
timeliness and appropriateness of discharge. 
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APPENDIX G 
 

PPOs IN SANTA CLARA COUNTY 
FROM 1988 THROUGH 1993 

RANKED BY NUMBER OF PHYSICIANS 
 

 1988    1989    1990  

  1. Blue Cross of California 
Prudent Buyer Plan 

1,654    1. Blue Cross of California 
Prudent Buyer Plan 

1,744    1. Foundation of Medical 
Care for Santa Clara 
County 

1,750

  2. Foundation of Medical Care 
for Santa Clara County 

1,468    2. Blue Shield PPO 1,636    2. Blue Shield Preferred Plan 1,700

  3. Private Healthcare Systems 
Ltd. 

1,412    3. Foundation of Medical Care for 
Santa Clara County 

1,614    3. Blue Cross of California 
Prudent Buyer Plan 

1,688

  4. Western Health Network 1,100    4. Western Health Network 1,614    4. Western Health Network 1,671

  5. Beech Street 1,000    5. Private Healthcare Systems 
Ltd. 

1,412    5. Aetna Health Plans PPO 1,500

  6. Cost Care Exclusive Provider 
Network 

1,000    6. Cost Care Exclusive Provider 
Network 

1,020    6. Beech Street 1,500

  7. Affordable Health Care  800    7. Beech Street 1,000    7. Private Healthcare Systems 
Ltd. 

1,375

  8. American Health Network  766   8. Partners National Health Plan 1,000   8. CAPP Care 1,200

  9. CAPP Care  757    9. American Health Network  965    9. Affordable Healthcare 
Concepts 

1,100

10. Med Network  750  10. Med Network  850  10. American Health Network 1,023

    11. CAPP Care  771  11. Cost Care Exclusive 
Provider Network 

 907

    12. Preferred Health Network  715  12. Admar Corp.  840

    13. PPO Alliance  651  13. PPO Alliance  750

    14. Interplan Corp.  535  14. Interplan Corp.  742

    15. Pacific Health Alliance  309  15. Met-Elect  500

        16. Preferred Health Network  450

        17. Pacific Health Alliance  172
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 1991    1992    1993  

1. Private Healthcare Systems 
Ltd. 

3,200    1. Private Healthcare Systems 
Ltd. 

2,240    1. CIGNA Health Care 5,000

2. Foundation for Medical Care 
of Santa Clara County 

1,877    2. Foundation for Medical Care of 
Santa Clara County 

1,900    2. Blue Shield Preferred Plan 2,675

3. Blue Cross of California 
Prudent Buyer Plan 

1,644    3. Aetna Health Plans 1,781    3. Foundation for Medical 
Care of Santa Clara 
County 

2,600

4. Beech Street of California 1,361    4. Admar Corp. 1,570    4. Private Healthcare 
Systems Inc. 

2,240

5. Cost Care Inc. 1,120    5. MetLife Network 1,527    5. Blue Cross of California 
Prudent Buyer Plan 

1,702

6. American Health Network 1,050    6. Cost Care Inc. 1,480    6. Cost Care Inc. 1,480

7. Aetna Health Plans  995    7. Beech Street of California 1,468    7. Aetna Health Plans 1,436

8. Preferred Health Network  938   8. Anthem Health Systems, Inc. 1,400   8. TakeCare Preferred 
Network 

1,425

9. Community Care Network 
Inc. 

 866    9. Take Care Preferred Plan 1,347    9. Anthem Health Systems, 
Inc. 

1,414

10. Interplan Corp.  800  10. Pacific Health Alliance 1,167  10. Preferred Health Network 1,392

11. PPO Alliance  793  11. Preferred Health Network 1,147  11. Pacific Health Alliance 1,324

12. CAPP Care Inc.  640  12. PPO Alliance  916  12. PruNetwork 1,236

13. Medical Dimensions, Inc.  630  13. Community Care Network  904  13. Interplan Corp. 1,152

14. Benefit Panel Services Inc.  504  14. Benefit Panel Services Inc.  892  14. PPO Alliance  977

15. Pacific Health Alliance  484  15. Interplan Corp.  800  15. MetLife Healthcare  853

16. Blue Shield of California  N/A*  16. Medical Dimensions, Inc.  650  16. Delta Plan of California  91

    17. Blue Cross of California 
Prudent Buyer Plan 

 N/A*  17. Community Care Network 
Inc. 

 N/A*

    18. Blue Shield of California N/A**     

 
*  These numbers were not available. 
 
** This number was incorrectly stated in the 1992 edition; therefore, it has been omitted. 
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APPENDIX H 
 

COMPARISON OF THE NUMBER OF PROVIDERS 
IN THE CITY'S PPO AS OF JANUARY 7, 1994, 

AND SANTA CLARA COUNTY'S PPO AS OF JANUARY 21, 1994 
 
 

 
 

Category 

Effective 
January 7, 1994,

PPO Alliance Plus

Effective 
January 21, 1994,

Preferred 100 Plan
Allergy 13 28 
Allergy & Immunology 0 14 
Ambulatory Care 0 6 
Anatomic Pathology 2 0 
Anesthesiology 38 55 
Biomedical Engineering 0 0 
Cardiology 4 82 
Cardiovascular Angiography 0 23 
Cardiovascular Disease 32 0 
Chemical Dependency 0 3 
Child Psychiatry 0 9 
Clinics 0 4 
Dermatology 18 39 
Dermatopathology 0 0 
Durable Medical Equipment 0 3 
Emergency Medicine 26 53 
Endocrinology 1 11 
Family Practice 96 180 
Free Standing Diagnostic Facilities 0 2 
Gastroenterology 8 38 
General Practice 3 108 
Genetics 1 0 
Gynecology 2 12 
Hematology 6 12 
Home Health Agency 0 6 
Immunology 0 0 
In-Patient Health Care Providers 0 5 
Infectious Diseases 2 13 
Infertility 0 0 
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Category 

Effective 
January 7, 1994,

PPO Alliance Plus

Effective 
January 21, 1994,

Preferred 100 Plan
Internal Medicine 129 345 
Maxillofacial / Oral Surgery 2 0 
Neonatology 1 0 
Nephrology 4 22 
Nerurotology 0 0 
Neuro-Ophthalmolary 0 0 
Neurology 18 22 
Nuclear Medicine Facility 1 0 
Obstetrics / Gynecology 108 182 
Occupational Medicine 0 0 
Oncology 0 24 
Ophthalmology 38 67 
Ophthalmology, Retinal Vitreous 1 0 
Otolaryngology 19 43 
Otology 0 0 
Otorhinolaryngology 0 0 
Pain Control Therapy 0 8 
Pathology 8 0 
Pediatric Allergy 0 13 
Pediatric Cardiology 2 7 
Pediatric Dermatology 0 0 
Pediatric Endocrinology(see supplement) 0 1 
Pediatric Gastroenterology 1 2 
Pediatric Hematology & Oncology 0 2 
Pediatric Nephrology 0 0 
Pediatric Neurology 2 2 
Pediatric Ophthalmology 0 0 
Pediatric Pulmonary Diseases 0 3 
Pediatric Rheumatology 0 0 
Pediatric Surgery ( see Surgery, Pediatric) 0 0 
Pediatric Urology 0 2 
Pediatrics 87 177 
Psychiatric Physicians 0 97 
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Category 

Effective 
January 7, 1994,

PPO Alliance Plus

Effective 
January 21, 1994,

Preferred 100 Plan
Physical Medicine & Rehabilitation 4 38 
Podiatry 39 67 
Psychiatry 31 0 
Pulmonary Disease 0 38 
Pulmonary Medicine 6 0 
Radiation Oncology 0 0 
Radiation Therapy 0 1 
Radiology 4 28 
Radiology / Nuclear Med / Oncology 24 0 
Rehabilitation Center 1 0 
Reproductive Endocrinology 0 0 
Rheumatology 5 15 
Surgery, Cardiac 0 28 
Surgery, Colon & Rectal 0 6 
Surgery, Colon / Rectal 2 0 
Surgery, General 47 88 
Surgery, Hand 1 13 
Surgery, Head & Neck 0 6 
Surgery, Neuro 12 20 
Surgery, Oral 0 3 
Surgery, Orthopedic 45 85 
Surgery, Pediatric (see supplement) 1 3 
Surgery, Plastic 15 24 
Surgery, Retinal 0 0 
Surgery, Thoracic 15 32 
Surgery, Trauma 0 3 
Surgery, Vascular 2 26 
Surgical Centers 2 4 
Therapeutic Radiology 0 0 
Urology 20 30 
Subtotals 949 2,283 
Acute Care Hospital 7 8 
Chiropractic  32 193 
C T /M R I 4 0 
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Category 

Effective 
January 7, 1994,

PPO Alliance Plus

Effective 
January 21, 1994,

Preferred 100 Plan
Dentistry 1 0 
General Radiology Facility 1 0 
Independent Physicians Association 2 0 
Laboratory Services 29 0 
Licensed Clinical Social Workers 0 138 
Marriage, Family & Child Counselors 0 376 
Medical Group 1 0 
MRI Centers 0 6 
Physical Therapists 16 0 
Psychologists 0 214 
Psychology 1 0 
      Subtotals 94 935 
          TOTALS 1,043 3,218 
Total number of physicians in the 
County 

4,283 4,283 

Number of physicians in each plan as a 
percentage of the total physicians in 
County 

22.16 53.30 
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APPENDIX I 
 

SANTA CLARA COUNTY'S 
LABOR-MANAGEMENT HEALTH CARE COMMITTEE 

 
 The president of the Health Research Institute in Walnut Creek provided us with 
information demonstrating the success of the Santa Clara County's (County) labor- 
management health care committee.  In 1991, Washington, D.C., acknowledged the success  
of County's labor-management health care committee for controlling public employee health 
care costs.  The State and Local Government Labor-Management Committee in Washington, 
D.C., comments about the County's labor-management health care committee in the  
following document. 







































K-1 

APPENDIX K 
 

PHYSICIAN AND SURGERY SERVICES 
SANTA CLARA COUNTY 

 
 Detail of Santa Clara County's Preferred 100 Plan members using PPO providers for 
physician and surgery services for a two-year period. 
 
Physician And Surgery Services 
 
 We analyzed  Santa Clara County's payments and utilization of the preferred provider 
organization (PPO) for the periods from April 1, 1991, to April 1, 1992, and April 1, 1992, to 
April 1, 1993, for the following services: 
 

a. Physician Office Visits 
b. Surgery Services 

 
 For the period from April 1991 to April 1992,  members in the Preferred 100 Plan had 
28,742 physician office visits of which 20,456, or 71.17 percent, were visits to PPO  
providers.  The total payment for all physician office visits was $1,248,641 of which  
$941,762, or 75.42 percent, was to PPO providers.  
 
 For the period from April 1992 to April 1993,  members in the Preferred 100 Plan had 
24,939  physician office visits of which 18,371, or 73.66 percent, were visits to PPO  
providers.  The total payment for all physician office visits was $936,390 of which $735,162,  
or 78.5 percent, was to PPO providers. 
 
 For the period from April 1991 to April 1992, members in the Preferred 100 Plan had 
9,602 surgery services of which 5,754, or 59.93 percent, were done by PPO providers.  The  
total payment to all PPO providers for the surgery services during this period was $2,091,738  
of which $1,433,819, or 68.55 percent, was paid to PPO providers. 
 
 For the period from April 1992 to April 1993, members in the Preferred 100 Plan had 
8,940 surgery services of which 5,635, or 63.03 percent, were done by PPO providers.  The  
total payment to all PPO providers for the surgery services during this period was $1,768,976  
of which $1,280,990, or 72.41 percent, was paid to PPO providers. 
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April 1991 - April 1992 April 1992 - April 1993 
 
 

Physician Office Visit Services 

 
 

PPO 

 
Non-
PPO 

PPO & 
Non-PPO 

Total 

 
 

PPO 

 
Non-
PPO 

PPO & 
Non-PPO 

Total 

Number of Visits 20,456 8,286 28,742 18,371 6,568 24,939 

Payment $941,762 $306,879 $1,248,641 $735,162 $201,228 $936,390 

Average Annual Visits Per Contract 4.3 1.8 6.1 4.6 1.6 6.2 
Average Annual Payment Per 
Contract $199.15 $64.89 $264.04 $182.60 $49.98 $232.58 

PPO Vs. Non-PPO Use 71.17% 28.83% 100% 73.66% 26.34% 100% 

PPO Vs. Non-PPO Payment 75.42% 24.58% 100% 78.51% 21.49% 100% 

 
 

April 1991 - April 1992 April 1992 - April 1993 
 
 

Surgery Performance Services 

 
 

PPO 

 
Non-
PPO 

PPO & 
Non-PPO 

Total 

 
 

PPO 

 
Non-
PPO 

PPO & 
Non-PPO 

Total 

Number of Visits 5,754 3,848 9,602 5,635 3,305 8,940 

Payment $1,433,819 $657,919 $2,091,738 $1,280,990 $487,986 $1,768,976 

Average Annual Visits Per Contract 1.22 0.81 2.03 1.4 0.82 2.22 
Average Annual Payment Per 
Contract $303.20 $139.12 $442.32 $318.18 $121.21 $439.39 

PPO Vs. Non-PPO Use 59.93% 40.07% 100% 63.03% 36.97% 100% 

PPO Vs. Non-PPO Payment 68.55% 31.45% 100% 72.41% 27.59% 100% 
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APPENDIX L 
 

SUMMARY OF THE ESTIMATED LOST DISCOUNTS 
FOR THE PERIOD OF AUGUST 1, 1990, THROUGH AUGUST 31, 1994 

 
 
 Lost Discount Amount 
 
For the period of August 1, 1990, through April 30, 1992 $139,188* 

For the period of May 1, 1992, through August 31, 1994   442,904** 

          Total   $582,092 
 
 
 
___________________________ 
 
* The PPO Alliance Physician Reimbursement Schedule effective May 1, 1990, states: 
 

For procedures identified in the 1974 CRVS as "by report" procedures, for procedures 
not identified in the CRVS, and for procedures for which relativity has not been 
established, reimbursement shall be at 90% of Provider's usual and customary billed 
charges, including Participant copayments and deductibles. 
 

In order to estimate the discounts lost for the period of August 1, 1990, through April 30, 1992, we analyzed  
the PPO procedures that were paid as billed for the first four months of 1992.  The average monthly amount of 
discounts lost for these four months was $6,628.  Applying this amount to the period of August 1, 1990,  
through April 30, 1992 (21 months), we estimate the discounts lost to be $139,188.  
 
** The PPO Alliance Physician Reimbursement Schedule effective May 1, 1992, states: 

 
For procedures identified in the 1974 CRVS as "by report" procedures, for procedures 
not identified in the 1974 CRVS, and for procedures for which relativity has not been 
established, reimbursement shall be at 80% of Provider's usual and customary billed 
charges, including Participant copayments and deductibles. 

 
The PPO Alliance Physician Reimbursement Schedule effective May 1, 1994, states: 
 

For procedures identified in the 1974 CRVS/CPT Gap-Fill conversion factors as "by 
report" procedures, for procedures not identified in the 1974 CRVS/CPT Gap-Fill 
conversion, factors, and for procedures for which relativity has not been established, 
reimbursement shall be at 80% of Provider's usual and customary billed charges, 
including Participant copayments and deductibles. 

 
In order to estimate the discounts lost for the period of May 1, 1992, through August 31, 1994 (28 months),  
we analyzed the PPO procedures that were paid as billed for the period of May 1, 1992, through April 30,  
1994 (24 months).  The average monthly discounts lost for these 24 months was $15,818.  Applying this  
amount to the period of May 1, 1992, through August 31, 1994, we estimate the discounts lost to be  
$442,904.  We were unable to quantify the discounts lost after August 31, 1994, because FHPA said that Gap-
Fill was installed in September 1994.  The installation of Gap-Fill would significantly reduce the number of 
procedures paid without a discount. 


