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DEPARTMENT OF HEALTH SERVICES

714/744 P STREET
P. 0. Box 942732
SACRAMENTO, CA 94234-7320

(916) 654-0391

March 5, 1996

Mr. Bruce Vladeck, Administrator

Health Care Financing Admimnistration -
2000 Independence Avenue, S.W. ’
HHH Building, Room 314

Washington, D.C. 20201

Dear Mr. Vladeck:

This is in response to your letter of February 5, 1996, concerning the rate methodology
employed by the California Department of Health Services (DHS) in setting contract rates for prepaid
health plans (PHPs) for State Fiscal Year (SFY) 1994/1995. You indicate that you still need
documentation that the rates were developed on an actuariaily sound basis. You gave two basic
reasons for why you found the DHS response of November 20, 1995 lacking.

First, you said that you do not feel that just because capitation rates are set at a level below
an actuarially determined fee-for-service (FFS) upper limit, the rates are necessarily “actuarially
sound.” You noted that 42 Code of Federal Regulations, section 434.61 requires that "it is the final
capitation rates, after reductions from FPSE, that must be actuarially sound.” Second, you indicated
that DHS has never adequately explained why it deviated from what you refer to as its "de facto -
standard of actuarial soundness."

" Acnuarj

Section 434.61 simply says that the agency must "determine that the . . . payments provided
for in the contract are computed on an actuarially sound basis.” Section 434.61 does nothing
more than paraphrase the requirement in federal statute at 42 United States Code section
- 1396b(m)(2)(A)(iil) that payments be "made on an actuarially sound basis.™

While the Health Care Financing Administration (HCFA) may have never expressly stated
that payment rates set below an actuarially sound FFS upper limit equate to actuarially sound
payments, there is nothing in federal statute, regulation, or other federal guidelines that sets forth any
other specific criteria for establishing payments that are actuarially sound. As indicated above,
section 434.61 only begs the issue by restating the requirement already set forth in federal statute that
payments be actuarially sounid.

According to DHS actuaries, the concept of "actuarial soundness” refers to the application of
sound actuarial methods to estimate a number. There is nothing inherent in the term “actuarially
sound” that provides any guidance as to what number is to be determined on an actuarially sound
basis, Mr. Gordon Trapnell, HCFA’s consulting actuary, seemed to agree with this view when he
stated that "it is not clear what the term actuarial soundness might mean in connection with a lawsuit
concerning the rates offered to PHPs for Medicaid beneficiaries.” (Pages 3-4 of January 9, 1995
internal memo attached to April 5, 1995 letter from Mr. Bruce Vladeck to Mr. John Rodriguez.)
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The number to be determined on an actuariaily sound basis must be located In other specific
* guidelines or directives. For example, insurance cormpany actuaries may be directed to estimate, by
the application of sound actuarial methods, the amount of insurance premium needed to keep an:
insurance fund solvent. Actuaries in some businesses may be directed to estimate, by the application
of sound actuarial methods, the amount that must be charged for a product to achieve a specified
profit margin. In title 2 of the Social Security Act, which governs the Old Age, Survivors, and
Disability Insurance programs, Congress requires "generally accepted” actarial methods that assure
an "actuarial balance” between estimated disbursements and expected income in Social Security trust
funds. (42 U.S.C. § 401(c).) Under the Medicare program, Congress has directed the use of
actuarial principles in establishing what is in essence a Medicare fee-for-service upper limit.
(42 U.8.C. § 1395mm(a)(1X(C).)

There is nothing inherent in the term "actuarially sound” that imposes a sufficiency of _
payment standard with respect to PHPs, such as assuring that payments be adequate to compensate all
PHP costs. Such a minimmum payment standard has been suggested by the plaintiff in Watts Health
Foundation v. Belshé, a pending lawsuit against DHS. Such a minimum standard of payment would
be contrary to the concept that a PHP contract is a "risk" contract, in which a PHP assumes the risk
that it may lose money. Such a minimum standard of payment is also contrary to the federal
regulatory requirement that payments be below the FFS upper limit. Therefore, the term "actuarially
sound” simply describes a method. Other sources of authority must be Iooked to in order 1o know
what number is to be determined by an actuarially sound method.

PHP contracts require that PHPs provide full access to covered services at a level that is
comparable to that available to the general public aod require that éach PHP comply with strict
quality of care requirements, including those imposed by the California Knox-Keene Act. ‘When a
PHP contracts with DHS at the rate DHS offers, the PHP contractually obligates itself to provide full
access to quality health care services. If a PHP believes that it can no longer provide full access to
quality health care at the payment rate DHS offers, it may voluntarily terminate its contract.

In response to public comments concerning the enactment of 42 Code of Federal Regulations,
section 434.61, HCFA indicated that "as long as a state follows accepted actuarial principles, it is free
to determine what constitutes a sound actuarial basis.” (Volume 48 Federal Regulation 54018, -
November 30, 1983.) The only specific guideline provided in federal statute or regulation concerning
PHP capitation rates has been the FFS upper limit requirement at 42 Code of Federal Regulations,
section 447.361. This regulation has historically been the only specific guideline in federal law
concerning the number that the states are to calculate on an actuarially sound basis. In response to
public comments on section 447.361, HCFA stated that: '

"{I]t is preferable for each State to deterinine whether it needs to impose a lower limit
than the fee-for-service rates and take whatever legislative action is required.”
(Volume 48 Federal Regulation 54019, Nov. 30, 1983.)
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HCFA has consistently approved capitation rates that are set at a percentage of the FFS upper
limit. For examme, State Medicaid Manual section 2087.1 provides that a contract rate may be
expressed as "a specified percentage of the FFS-UPL (e.g., 95 percent).” In a recent study conducted
for DHS, Tucker-Alan Inc. surveyed how the states determined PHP rates. This study found that the
actuarial methods applied by almost all of the states are directed toward determining the FFS upper
limit (Arizona was an exception because it did not have a FFS reimbursement system). Tucker-Alan
found the actuarial methodology that DHS used to determine the FFS upper limit to be "one of the .
most precise used by a state agency.” The practice of the states is to set PHP rates at between 88 and
99 percent of the FFS upper limit.

’,

The Comments of HCFA's Consulting Actuary On
The Actuarial Soundness of DHS Metbodology

On page 1 of his internal memo of Jamuary 9, 1995, Mr. Gordon Trapnell, HCFA’s
consulting actuary, commented on the actuarial soundness of the DHS methodology for determining
the FFS upper limit. He stated that: _

"California has developed a very thorough approach io the joint problems of
forecasting furure Medicaid expenditures and the corresponding fee for service
equivalent costs per capita for different types of eligibles.” :

He further indicated that:

"[The] methodology is similar in concept and procedure that (sic) used by HCFA. to
determine the AAPCC rate book for Medicare risk contracts, and takes additional
variables iuto acc_ount." (Emphasis added.)

He indicated that DHS produces "extensive documentation of the data sources, methodology, and
elements of the calculation of both: the budget projections and the capitation rate methodologies” that
"are more comprehensive, open, and detailed than those found in other state (sic). "Finally, on

page 3 of his internal memeo, Mr. Trapnell stated that DHS "has gone to considerable effort to
establish what should constitute actuarially sound rates, calculated such rates and failed to promulgate
them.” Therefore, as far as Mr. Trapnell is concerned, if DHS had set rates at a percentage of the
FFS upper limit determined by the DHS actuarial methodology, the rates would be actuariaily sound.

Why DHS Did Not Foliow The Methodology It Used In 1990-1991

You indicate that DHS has not adequately explained why it deviated from what you refer to as
" its “de facto standard of actuarial soundness.” In light of Mr. Traprell’s comments, we assume you
are referring to setting rates at 97 percent of the FFS upper limit for each PHP as determined
accordance with the basic actuarial methodology used by DHS actuaries in 1990/1991. The reasons
DHS decided to deviate from setting rates based on a percentage of the actuarially determined FES
upper limit are set focth below.
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The last year in which DHS set its payment rates at a percentage (i.e., 97 percent) of the
actuarially determined FFS upper limit was SFY 1990/1991. DHS actvaries determined the FFS
upper limit for each PHP for every year from 1991/1992 through 1993/1994, using the same basic
actuarial methodology that was used for 1990/1991 rates, and which Mt. Trapaell and other experts
believe to be actuariaily sound. The actuaries further provided calculations of what the rates would
be for each PHP if set at 97 percent of the actuarially determined FFS upper limit determined for
these years. The primary reason these rates were not implemented was because they would have
resulted in rate decreases for most PHPs as a result of declining FFS upper limits. The smailer FFS
upper limits were a result of declining FFS cost per eligible. DHS has determined that a major cause
of this was an influx of new beneficiaries during the recession of the early 1990s.

The immediate reason that DHS chose to freeze rates at 1990/1991 rate levels during the
period 1991/1992 through 1993/1994 was because of a concern that reducing the rates might cauge
some PHPs to cease participation in the Medi-Cal program. This was during a time period when
DHS was developing plans to expand the use of managed care health care delivery systems. The
decision to freeze rates was also based on the concepts of "efficiency, economy, and quality of care”
contained in 42 United States Code section 1396a(a)(30)(A).

42 United States Code section 1396a(a)(30)(A) requires payments for health care to be
"consistent with efficiency, economy, and quality of care” and "sufficient” to assure adequate access.
DHS has construed section 1396a(a)(30)(A) as obligating a state to assure access to quality health care
services for Medicaid beneficiaries by administering its provider payment system in an efficient and
cconomic manner. Generally, this means achieving access to quality health care for beneficiaries in a
manner that is least costly for the program. However, in some instances, making higher provider
payments than necessary to achieve adequate access to quality health care in the short run, may result
in long-term cost savings for a state Medicaid program (e.g., paying a higher rate of paymeat to
encourage use of a particular type of service with the potential of reducing the need for other more
costly services). There is nothing in the language of section 13962(a)(30)(A) or its legislative and
regulatory history indicating that the "efficiency, economy, and quality of care” provision was ever
intended to establish a specific minimum standard of payment. HCFA has construed the "efficiency,
economy, and quality of care” provision as imposing an upper limit on aggregate spending by states
on health care services (e.g., 42 C.F.R. §§ 447.272, 447.321, & 447.331). According to 42 C.F.R.
447,300, the FFS upper limit requiremnent was enacted to implement the "efficiency, economy, and
quality of care” provision of section 1396a(a)(30)(A)..

DHS discussed the view above in more detail in a 92-page report (including Addendum) on a
Rate Study that it conducted in 1993-1994, entitled "Efficiency, Econromy, Quality of Care and
Access With Respect to Changes in Medi-Cal Reimbursement for Hospital Outpatient Services." In
March 1995, a federal court judge issued a decision in Orthopaedic Hospital, et al. v. Belshé,
agreeing with the views expressed in the Rate Study report and concluding that it demonstrated DHS
had established payment rates for hospital outpatient services in a manner consistent wn:h “efficiency,
economy. and quality of care.”
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DHS has recognized the potential for achieving access to quality health care in a more
efficient and economic manner through managed care in its strategic plan for "Expanding Managed
Care.” In the Executive Summary of that document, DHS noted that:

“Managed Care, broadly stated, is a planned, comprehensive approach to the provision of
health care that combines clinical services and administrative procedures with an integrated,
coordinated system that is carefully construed to provide timely access to primary care and
other necessary services in a cost-effective manner. Managed care's emnphasis on access to
primnary care is intended to increase utilization of clinical preventive services and thus reduce
the unnecessary use of emergency rooms for ambulatory care and to eliminate preventable
hospitalizations. In addition, quality of care can better be assured in managed care systems
than in fee-for-service (FFS). Unlike FFS, providers operating in a managed care
environment are formally and systematicaily linked in a manner that allows quality of care to
be rationally assessed and accountability for care to be established and monitored.”

DHS also noted that:

"[Rlesearch indicates that managed care systems can moderate the rate of cost increases when
compared to FFS arrangements, and that improved member health status may lead to modest
long term savings. Even modest savings can be significant when applied across a population
as large as that enrolled in California’s Medi-Cal program.”

Volume 9 of the Administrative Record filed by DHS in the pending Watts Heaith Foundation lawsuit
contains various articles and studies demonstratiog how a well-managed care plan should be expected
to provide access to better quality health care at less cost. The methods for accomplishing this
include reducing unnecessary high cost care and putting greater resources into preventive care.

In summary, DHS was concerned that a major reduction in some PHP rates would drive some
PHPs from the program. Therefore, such a reduction might be counter-productive to the expansion
of managed care, and the "éfficiency, economy, and quality of care” objectives DHS sought to aitain
through managed care. HCFA never indicated that it had a problem with the DHS decision to freeze
PHP rates for these three years.

The Reduction in PHP S ing for 1994/1995

In SFY 1994/1993, if DHS had set rates' at 97 percent of the actuarially determined FFS
upper limit for each PHP, many PHPs would have received much larger decreases from the frozen
rates in effect from 1990/1991 through 1993/1994. DHS planned to continue the freeze in rates in
1994/1995. The Governor’s proposed budget for PHP spending for 1994/1995 was $708,944,029.
This number was based on the amount that would be paid based on estimated PHP eligibles for
1994/1995 if PHP rates continued to be frozen. The State Legislature reduced $36 million from the
Governor’s proposed Budget. This reduction in the appropriation was based on a report of the

" Legislative Analyst. The report indicated that about $36 million needed to be reduced from the PHP
appropriation to bring total PHP spending below the amount that was estimated to be spent on all
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PHP enrollees if they were in the fee-for-service system. As can be seen in Exhibit 1, discussed
below, this estimate was not too far off the mark. In summary, the intent of the Legislature’s
$36 million reduction was to comply with FFS upper limit requirement.

Subsequent to the Budget Act, the Governor signed another law that repealed authorization for
paying for California Children’s Services (CCS) for new PHP contracts entered into after
August 1, 1994, This resulted in another $8,709,955 in reduced payments from the amount -originally
forecast in the Governor’s proposed budger.

_ As a result of the $36 million Budget Act reduction and the elimination of funding for CCS
services in certain new contracts, DHS had authority to spend $664,234,034 on PHP payments in
1994/1995. Therefore, payment rates had to be revised downward to levels that, when multiplied by
the estimated PHP enrollees for SFY 1994/1995, would result in aggregate spending of $664,234,034
or less.

Alternativ ] 1 nding in 1994/1995

DHS had two basic aliernatives for reducing rates to levels that, when rultiplied by the
estimated number of PHP enrollees in 1994/1995, would r@sult in aggregate spendmg that did not
exceed $664,234,034.

Alternative 1 would have been to follow the same basic methodology DHS actuaries used for
determining the FES Upper limit for each PHP from 1990/1991 to the present and set rates at
97 percent of each PHP’s upper limit. As indicated above, Mr. Trapmell and others have found the
basic DHS methodology for determining the FFS upper limit to be actuarially sound. On page 3 of
his memo, Mr. Trapnell states that "given the formal methodology followed by the State, it is very
unlikely that any recalculation would have produced rates meeting the budget requirements without
obvious manipulation.” To the contrary, Exhibit 1 shows that if DHS had set PHP rates at 97 percent
of each PHP’s 1994/1995 FFS upper limit as determined in accordance with the basic DHS actuarial .
methodology, PHP spending based on estimated PHP enroliees for 1994/1995 would have been even
less than the $664,234,034 target (i.e., about $647,623,925).

Exhibit 1 was prepared in early October 1995 and has been filed with the court in the Waus
Health Foundation lawsuit. It reflects PHP payments for 1994/1995 based on DHS estimates of PHP
enrollees for that year rather than acrual PHP enrollees. Since DHS had only estimates of PHP
enrollees to work with at the time it set the 1994/1995 rates, this Exhibit more accurately raflects the
monetary numbers that DHS was working with when it adopted the 1994/1995 rates.

~ Exhibit 1 shows a comparison of the estimated amounts that would have been spent on each
PHP for SFY 19594/1995 based on the actual rates paid (95.5 percent of the 1990/1991 FFS upper
limit) and the estimated amounts that would have been spent on each PHP for SFY 1994/1995 based
on seétting rates at 97 percent of the 1994/1995 FPS upper limit determined under the basic DHS
actuarial methodology. Aggregate spending would have been approximately $647,623,925, well
below the $664,234,034 limit imposed by the State Legislature. Twenty-six PHPs would have ended
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up with a bigger decrease in rates than those actually paid in SFY 1994/1995. For some PHPs, this
would have meant rates more than 20 percent smaller than the rates actually paid in 1994/1995.

While rates paid to some PHPs in 1994/1995 were above the PHP specific FFS upper limits,
estimated aggregate PHP spending was below the estimated amount that would have been spent under
the FFS system in the aggregate if all PHP enrollees were instead in the FFS system. The estimated
aggregate FFS upper limit for 1994/1995 was $667,653,530, determined by dividing $647,623,925
by .97. Exhibit 1 indicates that estimated aggregate PHP spending based on the actual rates paid in
1994/1995 was about $660,640,700, and therefore, below the aggregate FFS upper limit.

DHS was concerned that, because of the greater rate reductions that would have resulted,
implementation of alternative 1 could have driven some PHPs from the program, which in wrn could
lead to other problems, such as continuity of care for some PHP enrollees. A loss of PHPs from the
program would have also been counter to the DHS goal of expanding managed care as a health care
delivery system, which, as indicated above, was consistent with the objective of "efficiency,
economy, and quality of care.” Therefore, DHS decided not to implement alternative 1 for the same
reason that it froze PHP rates from 1991/1992 through 1993/1994.

Alternative 2 was the method DHS ultimately chose to achieve the legislatively approved PHP
‘spending level. DHS believes it was the best approach because it resulted in the least disruption to
then existing PHP rates, spread the reduction in available spending in an equitable manner among ail
PHPs, and avoided the potential problems with alternative 1.

Under alternative 2, the direct financial impact of the spending reduction was lessened to a
large degree by reducing PHP contract responsibilities. This was accomplished by eliminating
Short-Doyle mental health services as a contract responsibility for those PHPs that had previously
been responsible for providing those services. For these PHPs, the Short-Doyle component of their
1990/1991 FFS upper limit was eliminated. The CCS component was ¢liminated from the 1990/1991
FFS upper limit of PHPs that were no longer responsible for that service under the recently enacted
state legislation referred to earlier. The elimination of Short-Doyle mental health services and CCS
services from some PHP contracts, and the rcsulting downward revision in their 1990/1991 FFS
upper limit that had been used 1o set rates since that year, achieved a s1gmﬁcant pomon of the
reduction in PHP spending required by the Legislacure.

The final step in alternative 2 was to reduce each PHP rate to the percentage of each PHP's
1990/1991 FFS upper limit necessary to meet the estimatéd aggregate PHP spending level of
$664,234,034. Based on data available to DHS at the time it was setting the rates, it was determined
that the rates would have to be reduced 1o 95.5 percent of each PHP’s 1990/1991 FFS upper limit to
achicve aggregate PHP spending of $664,234,034 for SFY 1994/1995.

Conclusion

DHS believes there was only one viable alternative, consistent with federal law, to the PHP rates that
were actually set for 1994/1995. That alternative would have been to set PHP rates below the
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actuariaily determined FFS upper limit for cach PHP. The reasons that DHS did not follow that
alternative from 1991/1992 to the present have alrcady been discussed in detail. While the current
rates for some PHPs exceeded their actmarially determined PHP specific FFS upper limit, aggregate
PHP payments were below what DHS estimated as the aggregate FFS upper limit for 1994/1995.
Consequently, the decision DHS made in establishing 1994/1995 PHP rates was consistent with the
ultimate objective of 42 United States Code section 447.361, which is for states not to spend more on
services provided by PHPs than would be spent if all PHP enrollees were instead in the FFS system.

Please advise us if you feel that DHS must change PHP rates so that they fall below the FFS
upper limit actuarially determined for each PHP. However, we hope that you will agree
that the decision DHS made concerning the 1994/1995 rates was consistent with federal requirements.

We believe it is in the best interests of both the State and Federal government to reach a
satisfactory resolution of the issues discussed herein. We will be happy to meet with you to discuss
resolution of the issue, or to provide any additional information you may require. If you have any
questions or concerns, or wish to schedule a meeting, please contact me at (916) 654-0391, or
Mzr. Joseph A. Kelly, Chief of the Medi-Cal Managed Care Division, at (916) 654-8076.

Sincerely,

ohn Rodriguez

Deputy Director
Medical Care Services.

Enclosure
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Projected Dollars 10/1/34 - 9/30/95 +

Based 01 93.5% Based on 97
of 90/91 of FY 94/95

Rate Book 4314
Plan Names Connty
-C.I.G.NA, Los Angeles $128,530,871 $132,010,987
Pamily Bealth Plan los Angeles 1,633,111 1,785,811
Panily Bealth Plan (range 2,211,921 2,548,078 .
Pormdat {on 108 Angeles . 60,398,505 41,670,319
(niversal Los Angeles 20,436,214 16,171,480
niversal Qrange 25,136,297 - 25,317,519
Kaiser Soutd Tog Angeles 39,318,157 40,487,078
Comaunity ¥ealth Group  San Diego 41,450,400 41,605,621
Onited Feaith Plan Loa Angeles 57,237,432 56,392,794
Contra Costa Coatra Costa 13,017,329 11,608,517
- Poxmdat ion San Bermardine 10,240,117 10,243,393
Foundatfon Ventura : 9,027,212 9,371,202
aiger South Orange 4,167,855 4,549,045
Kaiser South Riverside 5,391,630 5,145,855
Kaiser Soath San Bermardine 8,840,002 §,278,866
Xaiser Scuth San Diego 8,518,068 3,748,558
Taiser Rorth Alapeds - 3,985,398 31,752,671
Kalger Forth Maris ' C 121,909 361,667
Ralser North Sacrasento 3,918,222 3,789,607
Xaiger North - Santa Clara 3,173,114 - 3,481,508
Kaiser North Sonoma . 514,870 554,186
Taiger North San Prancisco 2,881,888 2,741,184
IA Community Eealth Plan los Angeles 15,926,652 13,533,416
Kaiser Korth  Contra Costa 5,010,142 4,551,887
¥olina Los Angeles 18,239,258 17,952,941
Total 0ld PEPs $490,669,273 $473,404,913

* Thege mumbers are based on estimated eligibles.
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Plan Rames
Mazicare
Maxicare
Maxicare
Maxicare
Bealth Net
Bealth Net
Health Mot
Beajth Met
Eealth Nt
Eealth Fet
Foalth Fet
. Health Net
Pacificare
Pacificare
Pacificare
Pacificare
Pacificare
Pacificare
Pacificare
Pacificare
Pacificare
Bloe Cross

Total CAHEND

Hew PHP

Plan Hames
Foundation
Poundatioz
faiger Nortk
Pamily Health Plan
Universa)l

- ¥olina
Nolina
Yolina
¥olina
¥olina
LA Community Health Plan
(hinese Comamnity
Care Aserica

Sharp

Nationa] Eealth Plan
Hational Health Plan
Mational Bealth Plan
Mational Bealth Plan

Total Rew PHPs
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Projected Dollars 10/1/94 - 9/30/95 ¢

Conty
Los Angeles
Iern

San Berrardine
Riverside

Los Angeles
Riverside

San Berpardino

San Prancisco -

$an Diego
Senta Clara
Contra Costa
Fresno

Log Angeles
Riverside

San Bernardino
San Dlego
Alameda
Tulare

Kemn

Contra Coata
Tresno

San Bernardine

$an Joaquin
Loa Angeles
San Francisco
Log Angeles

- 8an Diego

Based on §5.5%
of 30/91
Rate Book

' §2,189,585

§718,249
3,048,332
4,130,880
3,179,944
1,232,400
1,322,685
1,302,600
2,051,730
1,917,552
2,269,176
1,852,968
3,924,738
3,506,118
3,248,784
3,432,198

936,957

765,414
5,887,800
1,486,925
4,392,484
2,319,840

455,137, 83

$770,580
572,400
685,020
933,234
13,393,350
8,573,040
8,495,280
- 8,046,000
3,096,852
1,587,600
9,168,120
1,102,200
9,168,588
9,882,675
4,330,359
18,350,640
6,661,440
7,944,000

$113,633,588

t These numbers are based ¢n estimated eligibles.

WA Lk P o

Baged on 97%
of FY 34/95
rse

$2,272,410
692,87
4,034,784
4,160,902
2,290,410
1,349,010
1,308,060
1,260,285
2,254,608
1,876,368
1,021,760
1,799,616
4,088,082
3,533,838

" 3,414,180
3,708,936
870,246

761,319 -

6,014,700

1,208,838

4,393,116
3,099,096

$36,493,368

$677,610

580,800 -

677,355
1,002,114
13,931,318
8,275,472
1,834,320

8,560,800 -

4,216,141
1,572,240
9,531,990
1,066,385
9,633,185
10,809,315
4,295,997
19,044,960
6,983,280
8,001,608

§117,725,614

3.8
.2t
LR

5.1%
9.5¢
(1.1}
(3.28)
9.9
(2.1)
(10.9%)
(2.9)
A%

S.0t
8.1t

(12.7)

(.5¢)
.
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(4.33)
6.18
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Dear John:

On April 5, l”sxummtmmdqdnamﬂmndmuonyWnu-

seiting methodology for Medi-Cal masaged care plans. That letter inciuded an sctuary's report
MWM&SGWMMWWMMMMWW
the State of California during Califormix State Flecal Yeur (SFY) 1995 was not sctusrially souad.
We rocommended that the State work with contrasting plans 10 reach & capitation rate pryman
sesolution that meets Fedaral requirements.

As a followup to my letter, Nancy Dapper, Acting San Francisco Replona! Adwindstrator, sent
you a letter on May 2, 1995 requesting the State’s response to our voncems about the sctuaria!
roundnrss of the SFY 1998 rutcs. The Regional Office was in the process of reviewing the
managed care vontaacts submitred by Celiformia that were sffectad by the rate reductions. Her
letiar to you detailed the Federal requirements that neoded to by satisfied. M3, Dapper staied
that, I thse rates provided for under the contracts were not determined on an actustially sound
basis, we would be required to frocoed with formal dlsallowance procedures of pll Federal
Financial Pardcipadon (FFP) in expenditures under the SFY 1995 comracts in question.

We hgve yot 10 receive & final written respoase from you ou elther of thesg Jetters, I we do not
recalve nottfication ftom the Staze by December 1, 1995 indicating what steps have been taken to
testore tha rates 1o the [evels prior to the reductions, HCFA will prooced immediately with &
dismallowance of pll FFP expeaditures under the SFY 1995 contrects.

Wewudmmwmmmmhcdwhhmwtmmmmmw
the rate reductions, we cianot allow deviations from ewtablished actunsial
MWMWMM‘MqumwMMM

Sinoecely,
Bruce C. Visdeck
Adsinigrator ’
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Mr. Bruce Viadeck, Adminisrator
Tlealth Care Financlng Administeation
2000 Indcpendence Avenuve, SW
GHH Building, Room 314
Washington, DC 20201

Deur Mr, Viadeck:

This is In response (o your letter 6( April 5, 1995, concerning the capitation rate
methodology employed by the California Department of Health Services (DHS) in the health

Financing Administration’s (HCFA) concern on this matter; however, given the information
coftained in the letter and the accompanying analysts, it appears that there may be a
misunderstanding of the events that precipliaied your letter.

Let me begin by addressing the reasons for the length of time we have taken in
formally responding to your letter. My staff met with Ms. Rita Johnson of HCEA's Office of
Managed Chre on May 23, 1995, to discuss this and othcr issues of mutual concorn. In that
meeting we discussed California’s rate seuting methodology, and discussed the best approach
to formally responding to your concems. Sjuce we belicved that your staff had & number of
misundcrstandings Concerning the setting of rates for the 1994/1995 State Fiscal year, und
that your letter of April 5, 1995 was in part bascd on these misunderstandings, we wished (o
follow an approach that would be constructive and discreet, and that would pravide you the
basis for rescinding that letter. At this teeting, Ms. Johnson recommended that instead of
responding dircctly to you, we should submit our response to her in draft form, and that shc
would advise us on the appropriate pheasing und structure so as to be able to provide you
with the informatjon you required. We accepted (his recommendation, and submitted our
draft response to her on Tune 29, 1995. Although we have met with Ms. Johnson and HCRA
staff on several occasions since then and have liad a couple of conference call discussions on
related issues, we have uever received any feedback from her or from HCFA staff
concerning this lctter, Accordingly, we now have little chojce but to provide you with our .
formal response,

Since the early duys of California’s managed care contracting program, DHS has
employcd professional actuaries int jtg Rate Development Brancli. In the memorandum 1that
was enclosed with your letter, your s1aff note that, "Unlike accountants, actuarics have no
formal status under the laws of most states. In general, anyone Wishing (v style themsclves
as an ‘actuary’ ...may do s0." While we have no reason to dispuie this statement as it
pertains to other states, the actuarles employed by DHS are required to meet the rigorous



ID: FEB 22'96 10:14 No.001 P.04 "~

FROM (HCFR-REGION IX. S.F. TO  +912023953910 1935.12-@5 ' @3:121FM HIR3 P.o3 g7

Mr. Bruce V0adeck
Page 2

vz 0WH

educational and performance standards for professjonal actuaries promulgated by both the
Society of Actuurics and the Aucrican Academy of Actuarics.

These actuarios developed the State's methodology for setting HMO rates using a
fce--fq:—scrvlce equivalent (RFSE) cost method., Documentation of this methodology hag been

years have included rates that were established in accord with this methodology. In addition,
the acwarial firm of Milliman and Roberts determined that the mcthodology was appropriate
in a study commissioned by an association of our managed care contractors.

We infer from your letter and the enclosed memorandum that Yyou and your actuarial
staff agree with the findings of Culiforna's actuarics.  Specifically, in your letter yOu pote
that California’s rates for the previous three fiscal years, "aithough frozen at the State Flscal
Year (SFY) 1991 level, appear to have been hused on 2 sound methodalogy.” Morcover, in
the memorandum enclosed with to your letter, your sfaff note that DHS employs an
actuiriplly soupd and accepted FESE cost methodology which Is derived through "a very
thorough approach” that is "more comprehensive, open, and detailed than [rate
documentation] foutd in other state (sic]." :

1t is true that in response unprecedented continuing shortfalls in State revenue
collections, the California Legislature reduced numerous budgctary appropriations in cnacting
the 1994-95 Stare budget, and that among, these were several reductions in the Mcdicaid
program, including funding for HMQs. Nevertheless, Califomia did not change its PPSE

to reduce capitation rates to our HMOs. The decision to frcoze rates was based In part on
the assumption that the redvetions in per caplta FI'SE costs wagy temporary. The rate
development methodology used to develop the 1990-91 rates was the samne basic methodology
that the Statc has used for many years, which you and your staff acknowledge is more
thorough and accurate than any other state. Unlike the Federal budget, states must pass
balanced budgets, and California firmly believes it is within the State’s prerogative to
establish its own budgetary appropriations and that reducing the percenlage of FPSE paid 0
HMOs in no way affects the actuarial soundness of the Stute’s rate sctting methodology.
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Federal regulations at Title 42, CI'R Section 447.361, require that payments to a
contractor under an at-risk contract not exceed the “"cost ty the agenicy” of providing the
Samc services on a fee-for-service (FES) basis, to an "actuarially equivalent” nonenroflcd
population group. In order to coniply with this requircment, State actuaries have historically
been used to determine tho cost to the State of providing the same services 1o an actuacially
cquivalent group under FRS. Ag long as the HMO rates havo boen scf below the actuarially
determined prs wpper limit pursuant (o the requirements of Section 447.361, both the siate
and the federal government haye historically considered the rates to be "actuarilly sound."
The 1991-92 rates, which subsequently became the rates for two additional years, were seq at

compliance with 42 CFR sectjon 447.316. Further, during the four year period these rates
were in ofTect, HCFA approved HMO contracts containing these rates. In g0 doing, It was
our view that the federal governnent was accepting not only the contracts, but both the rates
and rate methodology behind the contracts as well. Certainly, it would not have been fogical
for us to have concluded otherwise,

HCT'A has previously Indicated that It is up to ench state to decide at what percentage
of the actuarially determined FFS upper puyment limit to set the rajes. Thercfore, once a
stale hag established an actuarlally determined FFS upper Jimit pursuant to Section 447,361,
there is nothing in federal Taw (o indjcate that in ogder for rates to be actuarially sound, they
must be set at one hundrod pereent of (he upper payment limit, We should also note thay in
Prior discussions with Ms. Johnsun, she has xtated that HCHA has not, and will nct, reguire
4 state o use a particular percentage of FISE costy to ¢stablish a capitatlon rate, as long s
the rate doey not exceed the upper payment limit. She advised us that this decision was the
State’s to make, that HCFA's concern was whether the rates were sufficient to cnsure
adequate acccss and quality of care. It should be noted that during the rale year in question,

demonstrate their ubility to provide access and assurc quality of care in accord with
California’s strict standards,

We arc troubled by the mermorandum enclosed with 10 your Ictier that states, "jt is very
unlikely that any recalculation would have produced rates mecting the budpet requirement
without obvious manipulation.” Ty the contrary, applicable federal law indicates that a state
could legitimatcly reduce its HMO rufes to a lower percentage of FFS costs to achicve
legislatively mandated budgetary savings, It appears to us that it is thir reduction in the
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We believe that it is in the best interests of hoth e State and Federy) government o
reach closure on the issues raised In your April 5, 1995 Jotger. To that end we will be happy
10 meet with you to pursue resolution, or to provide you any additional information you may
require, 1t you have ahy questions or coneerns, or wish (o schedule a meeting, please contact
me ut (916) 654-0391, or My, Joseph A, Kelly, Chief of the Medi-Cal Managed Care
Division, at (916) 654-8076.

Sincercly,

Original signed by
Johu Rodriguey

John Rodriguez
Deputy Director
Medical Care Serviccs

€c:  See next page.
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CC.

Ms. Rachel Block, Director
Office of Managed Care

3030 Indcpondence Avenue, SW
Chocn Building, Room 4360
Washington, DC' 21201

Ms. Rita Johnson-Mins, Director
Muedicaid Managed Carg Team
Office of Managcd Care

Health Care Financing Adninistration
6325 Security Boulevard

Baltimore, MD 21207

Mzt. Richard Chambers

Health Cave Financing Adininistration
75 Hawthorno Street, Sth Floor

San Franclsco, CA 94105
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FRUM THOCFA-REQION IX, S.F.

Mr. Bruce Viadeck, Administearor
Health Care Financing Adminlgtration,
2000 Indepandence Avotue, SW
GHH Bullding, Room 314
Wushlnglon. D.C. 2020}

Dear Mr, Viadeck:

lam {o recelpt of your Jerger of November 17, 1993 in whig, you infotm me hyy
valess yoy *, .. recejve notification from the Stats by December |, 1995 indicating whag steps
have been tken ¢, restore the rates 19 gp, levels pripp 1 the reductions, (ialios added)
HCFA will proceed immedlately with a disallowange of all Flp exponditurey undey the SPY
1995 contraots_* " :

By now you have recelved our formaj [esponse which wag mafled w you op Novomber
20, 1995, In (i letter, you will note that the reusop we had not fomlally responded sarljor
was that your geasr tequested that we give them the OPPOrtunity to work with our drafy
Tesponse prior to submiting n (inal, You wiy also note that while there haye been & numbey
of discugsions an this issue betwoen your staff ang qurs, HCFA staff have ROt provided any

Region 1X on three occasions ag 1o the status of the revicw of our drafy Tesponse and wes o
2l occasions” (nformod that there were unspecified "copopyps® aMong "varigyg fantions* af

In view of (s -abovg, any action hy yoy 10 cither dirept s (0 restorn the rates {o ¢he
Previous levels or disallow 1pp 85 threatensad woylg be premature. We Yequost (hat yoy
review our $o1impl response on this 165u¢, and that yoy ineet and vonfer wir us to clarify any
points about which you o Your staff may have. questions,

If you have RNy questions or toncerns, or wish, (o schedule g Ineeting, please contact
me. at (916) 654-039; Thank yoy for your constderation.

Sincerely,

£ [Eﬂszdélaé-_\zsz’/
ohn Rodrigues, q '
Depury Diroctor

Modical Care Services
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Mr. John Rodriguez

Deputy Director

Medical Care Services
Department of Health Services
714 P Styect - Room 1253
Sacramento, California 94814

Dear Mr. Rodriguez:

T'am writing in response to both your November 20 and 30 letters regarding the actuarial

- soundness of the State’s rates under its Prepaid Health Plan (PHP) program for State

Fiscal Year (SFY) 1995.

We continue to need docunentation from the State that the rates in question wore
developed on an actuarially sound basis. We find your response Iacking for the following
reasons:

L Your November 20th response confuses the actual capitation rates paid to HMOs
with the fee-for-service equivalent (FFSE) amount, which operates as an upper
payment limit on such capitation rates. As clearly stated in § 434.61, it is the final
capitation rates, after reductions from FFSE, that must be actuarially sound. Thus,
the State's assertion that “...reducing the percentage of FFSE paid to HMOs in no -
way affects the actuarisl sommdness of the State’s rate setting methodology” is
incorrect. Likewise, the State’s assertion that “As long as the HMO rates have
been set below the actuarially determined FFS upper limit..., both the State and the
Federal government have historically considered the rates to be ‘actuarially
sound".” HCFA has ncver taken the position that agy payment rate would be
considered “actuarially sound.”

2, ‘The Stwte has not yet responded to HCFA's assertion that California established 8
de facto standard of actuarial soundness and then deviated from it for budget-
driven reasons for which it has yet to provide actuarial justification. Therefore, we
renew our request for information documenting the actuarial soundness of the rates
in question, The State could document the actuarial soundaess of the rates through
the following methods:
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a Submit expen'enée data showing that the new rates paid by the State adequately
cover claims and administrative expenses attributable to Medicaid enrollees under
the plaus in question.

b. Provide documentation demonstrating that there are negoliated rates in current use
for comparable plans which are commensurate with the rates in dispute.

¢.  Identify specific reductions from the FFSE rates that 8 managed care organization
should be able to achieve, after allowing for the cost of all additional services
required of HMOs and additional sdministrative costs beyond the allowance in the -
. FFSE, and provide convincing data that the reductions are, in fact, feasible.

In order to resolve this matter expeditiously, please respond to the concems listed above
within 30 calendar days of the date of this letter. If we do not receive the State’s
response by then, HCFA will have no other altemnative but to proceed as previously
indicated with the denial of all Federal Financial Participation for the SFY 1995 PHP
contracts at issue.

Should you have any questions about this, please feel free 1o contact me or Rachel Block,
Acting Director of the Medicaid Managed Care Team, at (410)786.9307.

Sincerely,

Administrator .

TOTAL P.o4
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Note to: Chief of Staff

Subject: California Capitation Rates--Alert

This is to alert you to a potential disallowance action against
California Medicaid that could amount up to $500 million in
Federal funds for the period 10/1/94 to the present.

Background

The State of California now operates Medicaid managed care in a
number of counties involving contracts with 16 prepaid health
plans. Approximately 500,000 MediCal beneficiaries are enrolled
in these plans. The initial capitation for these contracts was
set in 1991:; the rates were then frozen for the next three years,
For State Fiscal Year (SFY) 94/95, California cut $36 million
from the managed care budget and issued notices to the plans in
November 1994 that their capitation rates for remainder of SFY
94/95 would be reduced to accommodate the $36 million cut.

There was no consultation or negotiation with the plans; the rate
cut was announced by edict. The State and HHS are being sued by
one of the plans concerning this rate cut. HHS/OGC staff are
working with the Department of Justice in preparation of the
court case.

By Medicaid regulation, HCFA has to approve all State contracts

with prepaid health plans. In the case of California, these

contracts, which the State put into effect on October 1, 1994,

were not submitted to the regional office for approval until

March 1995. In April and May, separate letters from the HCFA

Administrator and Acting Regional Administrator were sent to the

State Medicaid Agency Director asking for an explanation of the

rate cut and reminding the State that, under the statute, States

must use actuarially sound methods to set capitation rates.

Specifically, the regional office asked the State to provide an

explanation about whether the lower 1995 rates were actuarially

sound since the rates seemed to have been lowered simply to o i d

comply with State budget constraints. /gfg;; L8
e

The entire amount of Federal matching funds that have been paid / ﬁ5m~%¢/?
to the State for these unapproved contracts, up to $500 million,-ﬁ R
would be disallowed by HCFA if is finally determined that the .,fqﬂ(fj)LL\
capitation rates are not actuarially sound. 0["'“
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It is important to note the relationship of the SFY 94/95
capitation rates to the rates proposed under the California "“Two
Plan Model" freedom of choice waiver that is currently pending in
HCFA. The Two Plan Model waiver proposes to phase-in an
additional 2.5 million MediCal beneficiaries into managed care
beginning in January 1996. The proposed rates under the Two Plan
Model are similar to the current SFY 94/95 rates. Thus, if we
take the disallowance because the 1995 rates are not sound, there
is a good probability we will have serious conflict with the
State over the Two Plan Model rates.

A coalition of providers (public and private), counties, local
initiative plans, commercial managed care plans, advocacy for
beneficiaries, the medical and hospital associations have met
,with regional and central office HCFA and HHS representatives to
4 ¢ press the Department to fight the State over what are clearly

A

~ inadeqguate rates under the Two Plan Model.

Current Status

HCFA staff have received a draft State response to the April and
May letters from HCFA. HCFA believes the draft response does not
adequately address our concerns about the actuarial soundness and
adequacy of the capitation rates. The State is awaiting our
comments on their draft letter prior to proceeding with a final

'+ letter. .

We are prepared to tell the State that we do not agree with their
response, and that the $36 million in rate cuts must be restored
to the capitation rates or HCFA will proceed with a disallowance
of the entire $500 million in Federal payments under the
contracts.

Bruce Vladeck

TOTAL P.B3
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15-Feb-1996 11:04am

TO: Carol H. Rasco
TO: Martha Foley

TO: Marcia L. Hale
FROM: Diana M. Fortuna

Domestic Policy Council
CC: John B. Emerson

SUBJECT: Development at HHS

FYI, you will recall we had discussed a letter that HHS was
planning to send to the state of California asking for
justification of a cut in their managed care rates within 30 days,
or else face a $180 million disallowance. Our understanding with
HHS last week was that they were not planning to send the letter
until they got a better sense of where the state was coming from
in resisting this documentation. However, apparently the letter
went out unintentionally a few days ago.

HHS talked to the state after they received the letter.
Apparently the state said they were more or less expecting such a
letter, and they do plan to comply with the letter's request and
submit documentation within 30 days. I assume HHS will let us
know their plans after they get the documentation.



THE WHITE HOUSE

WASHINGTON

February 1, 1996

MEMORANDUM FOR LEON PANETTA

FROM: Diana Fortudéi)(:’
Domestic Poli¥y Council
SUBJECT: Potential Medicaid disallowance in California

You had asked for some background information on a potential $180
million Medicaid disallowance in California.

The issue is whether the reimbursement rates that the state pays
to managed care plans are "actuarially sound," as Federal law
requires. The state froze these rates for three years in a row.
Then, last year the state legislature cut these rates across the
board by $36 million, as part of the state budget.

This rate reduction is opposed by providers, including public and
private physicians and hospitals, managed care plans, counties,
and advocates. One of the managed care plans has sued the state
and the Federal government over the rate- reduction.

In April, HHS informed the state that the rate cut appeared to be
arbitrary and driven by budget constraints, and asked the state
for some justification. Since the term "actuarially sound" is
open to interpretation, it would not appear to be difficult for
the state to submit an analysis defending their action. However,
the state has not yet done so. HHS does not know why.

‘HHS may inform the state late next week that it must provide
documentation for the rates within a certain time frame, or else
face a disallowance of $180 million. 1In the meantime, HHS is
trying to learn more about the state's motivations. If further
discussions were to fail and HHS were to disallow these funds,
the state would not lose the cash until the appeals process was
exhausted.

cc: Carol Rasco
John Emerson
Alice Rivlin
Martha Foley
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DEPARTMENT OF HEALTH & HUMAN SERVICES Health Care Financing Administration

The Administrator
Washington, D.C. 20201

December 28, 1995
MEMO TO: Kevin Thurm

Chief of Staff, OS M
FROM:  Bruce C. Viadeck %\A |
Administrator, HCFA
SUBJECT: California “Two-Plan® Waiver

HCFA is currently in the final stages of reviewing California’s request for 1915(b)
waivers to implement the State’s “Two-Plan Model”. Scheduled for implementation in
twelve counties, it would be the largest Medicaid managed care program implemented
to date. The proposal is both complex and unique to the characteristics of California’s
health care financing and delivery system.

HCFA's analysis to date supports the approval of this waiver as soon as practicable
before the legally prescribed deadline of January 22, 1996. Due to the scope,
complexity and controversy associated with the waiver, | thought it would be helpful to
describe the proposal, the key issues that we have addressed during review, and the
conditions we will place on the waiver's implementation once approved.

Summary of California’s “Two-Plan Model”

California's waiver request to impiement the “Two-Plan Model” was received in June
1995. it represents the culmination of two years of planning and discussion to develop
the State's strategy for expansion of Medicaid managed care. A detailed description of
the background and rationale is provided in the report Expanding Medi-Cal Managed
Care, a copy of which is attached for your information.

The key elements of the “Two-Plan Model® are as follows: Medi-Cal beneficiaries in
twelve counties will be offered a choice of two managed care plans - a “Mainstream
Plan®, which is a commercial HMO, and a “Local Initiative Plan.” The commercial plans
have been selected based on a competitive procurement process. The Local Initiative
Plan will be comprised of existing County hospitals and health care facilities, as well as
other providers (including FQHCs and RHCs). The “Two-Plan Mode!” will not become
operational in a given county until the State has certified that access and quality
requirements can be met by both the Mainstream and Local Initiative Plans.

Twelve counties have been designated to implement the “Two-Plan Model”: Alameda,
Contra Costa, Fresno, Kern, Los Angeles, Riverside, San Bermardino, San
Francisco, San Joaquin, Santa Clara, Stanislaus, and Tulare. Enroliment will be
limited to Medi-Cal beneficiaries who are in AFDC and AFDC related categories; SSI
and other disabled beneficiaries will not be enrolled. A total of 3.3 million Medi-Cal
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beneficiaries are expected to enroll, of whom 2.4 million will be enrolled on a
mandatory basis.-

Key Issues in the “Two-Plan® Waiver

We find the proposed waiver is consistent with Medicaid’s goals, and meets statutory
requirements with respect to access, quality and cost effectiveness. In reaching this
conclusion, there are a number of key issues that we have identified which are
summarized below.

. State administrative capacity. Numerous studies conducted by HCFA and
outside organizations have documented the lack of adequate State staffing of
key operational functions necessary to effectively administer California’s
previous Medicaid managed care initiatives. In response to these reports, and
at HCFA's urging, the State has made significant progress and is now well on
the way to recruiting and hiring more than 80 additional staff who will directly
and indirectly support implementation of the “Two-Plan Model” and other Medi-
Cal managed care programs.

. Adequacy of Rates. Based on past problems in this area, we carefully
scrutinized the proposed “Two-Plan Model” rates. HCFA is satisfied that the
rates are actuarially sound and adequate to ensure access to Medi-Cal services
as required by federal law. '

. Beneficiary Enroliment Process. California, like other States, has experienced
problems in its Medicaid managed care enroliment process, ranging from
fraudulent marketing by health plans to confusing or inaccurate information
about beneficiaries’ rights and responsibilities. | am pleased that the State has
elected to use an independent enroliment contractor for this program as
recommended in HCFA’s model guidelines for Medicaid managed care
marketing and enroliment. We will carefully scrutinize and evaluate this facet of
the program prior to implementation.

Conditions for Approval

HCFA normally prescribes various conditions regarding State implementation of a new
or expanded managed care program. In addition to the standard conditions, we have
reached agreement that implementation will not commence in any given county until:

(1) HCFA has conducted a satisfactory “readiness” review in that county based
on the proposed phase-in schedule which will focus on beneficiary enrollment, access
and quality concerns;

(2) the State has selected a qualified organization for the federally-mandated
external quality review; and
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(3) the State has demonstrated to HCFA's satisfaction that its staffing and

systems are sufficient and appropriate to operate this large and complex program.

Additional Considerations

Two additional concerns, while not essential to HCFA's managed care review process,
may affect the State’s short- and long-term success.

Commercial plan procurement process. In preparation for implementation of the
*Two-Plan Model”, the State issued a request for proposals and has selected
several managed care organizations to serve as the commercial plans in the
twelve counties. However, the State elected to limit this selection to one
commercial plan for each county. The unsuccessful bidders have challenged
the State’s commercial plan selection in eight of the twelve counties.

As a result, the State plans to begin implementation of the *Two-Plan Model® in
the uncontested counties: Alameda, Kemn, San Joaquin and Tulare. The legal
challenges in the remaining counties are proceeding in appropriate State
administrative and judicial proceedings. However, continued legal challenges
may delay implementation in some or all of the “contested” cases.

County workforce issues. Throughout the country, publicly-operated heaith care
facilities and systems are subject to growing fiscal pressure, forcing them to
down-size and restructure in order to survive with limited resources and
increased managed care competition. We have received comments from local
officials and organizations representing county health care employees '
concerned with the short- and long-term effects of increased competition and
increased Medicaid managed care activities.

We have engaged in constructive negotiations with California to ensure that this waiver
is consistent with Medicaid’s goals. In addition to support from the State, we have
received a letter from Congressman Stark urging HCFA’s approval of the “Two-Plan
Model’ waiver. HCFA and the State will face significant challenges in the months
ahead, and we expect to work closely with them to ensure that the “Two-Plan Model” is

implemented successfully.
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%
/C DEPARTMENT OF HEALTH & HUMAN SERVICES Heaith Care Financing Administration

The Administrator
Washington, D.C. 20201

Mr. John Rodriguez %/@ V]L ' '“7—\ T/\

Deputy Director /-—_:::jp
Medical Care Services /
Department of Health Services

714 P Street - Room 1253

Sacramento, California 95814

Dear Mr. Rodriguez:

I am writing in response to both your November 20 and 30 letters regarding the actuarial
soundness of the State’s rates under its Prepaid Health Plan (PHP) program for State
Fiscal Year (SFY) 1995. o
W com e %o pard ot sbaha L 56T
Your response-did not demonstrat€ that the fates in question were developed on an
actuarially sound basis. We find your response lacking for the following reasons:
MMLM ZO“‘

1. YounTesponse confuses the actual capitation rates paid to HMOs with the fee-for-
service equivalent (FFSE) amount, which operates as an upper payment limit on
such capitation rates. As clearly stated in § 434.61, it is the final capitation rates,
after reductions from FFSE, that must be actuanally sound. Thus, the State’s
assertion that “...reducing the percentage of FFSE paid to HMOs in no way affects
the actuarial soundness of the State’s rate setting methodology” is incorrect. /. k., 5%

maacino-tha.a - o] 1% rraan oo ta. 2ers /

L] L] (l v ItV 4 . ~ . DT

?2/. The State’s assertion that “As long as the HMO rates have been set below the
actuarially determined FFS upper limit..., both the State and the Federal
government have historically considered the rates to be ‘actuanally sound’.”
HCFA has never taken the position that any payment rate would be considered
“actuarially sound.”

. \IQT
3. The State has noéﬁ‘esponded to HCFA’s assertion that California established a de
facto standard of actuarial soundness and then deviated from it for budget-driven
reasons for whichﬂhas yet to provide actuarial justification.- ]/ ,, , &( 3

)
L
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Page 2 - Mr. John Rodriguez '
e renew our request for information documenting the actuarial soundness of the rates in

# “question. The State could document the actuarial soundness of the rates through the
following methods:

1.  Submit experience data showing that the new rates paid by the State adequately
cover claims and administrative expenses attributable to Medicaid enrollees under

the plans in question.

2. Provide documentation demonstrating that there are negotiated rates in current use
for comparable plans which are commensurate with the rates in dispute.

3. Identify specific reductions from the FFSE rates that a managed care organization
should be able to achieve, after allowing for the cost of all additional services
required of HMOs and additional administrative costs beyond the allowance in the
FFSE, and provide convincing data that the reductions are, in fact, feasible.

In order to resolve this matter expeditiously, please respond to the concerns listed above
within 30 calendar days of the date of this letter. If we do not receive the State’s
response by then, A\\?IJ have no other alternative but to proceed as previously
indicated withthe denial of all Federal Financial Participation for the SFY 1995 PHP
confracts at igsue.

Should you have any questions about this, please contact Rachel Block, Acting Director
of the Medicaid Managed Care Team, at (410)786-9507.

Sincerely,

Bruce C. Vladeck
Administrator
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£ / DE?ARTHENT OF HEALTH & HUMAN SERVICES Weaith Care Frapncing Adrunstrate
Sew , The Administrater

Waghingon, DC.  2C2C1

NV | T 555

John Rodriguez

Depury Director

Modical Care Services ‘
of Health Services

714 P Suweet, Room 1253

Sacramento, CA 95814

Dear John:

On April 5, lS?SInm;wu!emrm:ingtbzamaﬁdmndnesofyw agenoy's rate-
setting methodology for Medi-Cal mansged care plaas. That letrer included an sctuary’s repoct
which indicated that the $36 million reduction in managed care plan capitation rales imposed by
she State of Calfornia during Califoruia State Fiscal Year (SFY) 1995 was not actusrially soued.
We recommended that the State work with confractiag plans 1o reach a capitation r3te pryment
resohmtion thsr meets Federal requirements.

As a foBowup to my letter, Nancy Dupper, Acting San Francisco Regional Admmistrator, sert
you 3 lerter on May 2, 1995 requesting the State’s respopse to our concerns abount the ectuarial
coupdaets of the SFY 1995 rates. The Regional Office was in the process of reviewing the
mapaged cate contracts submitred by Califoryua that were affeciad by the rate reductions. Her
letter to you detailed the Feders! requirements that needec to be satisfied. Ms. Dapper stated
that, if'the rates provided for under the contracts were not determined on an sctusrially sound
basis, we would be required to proceed with formal disallowance procedutes of all Federal
Financial Pareipation (FFP) in expenditures under the SFY 1995 comracs in questios.

We have yet to receive a final written response from you ou ether of these letters. If we do not
recolve notiScation from the State by December 1, 1995 indicating what steps have been tzken to
restore the rates to the levels prior to the redoctions, HCFA will procced immediately with
disaliowance of all FFP expenditures under the SFY 1995 contracts.

While we ugderstand that California was faced with diffcult budgetary problems that prompted
the rate reductions, We cannot sllow devistions from established acruarial methodologies io
Mmmdmnmmnmwcﬁdbwdﬁamtoqwhywm

Sincerely,
Admeistrator
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Ms. Rache! Block, Director
Officc of Managed Care

3030 Independence Avenue, SW
Chocn Building, Room 4360
Washington, DC 21201

Ms. Rita Johnson-Mills, Director
Medicaid Managed Care Team
Office of Managed Care

Health Carc Financing Administration
6325 Security Bouolevard

Baltimore, MD 21207

Mr. Richacd Chambers

Health Care Flnancing Administration
75 Hawthorne Street, Sth I‘loor

San Francisco, CA 94105
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Mr. Bruce Viadeck
Page 4

NOV 2 0 198

reducing the percentage of FFS costs that we reduced rates paid to our HMOs 1o comply
with a [egitimate action taken by this State’s Legislawre during a time of fiscal crisis.

In December 1994, when HCEA made its first inquiries concerning current HMO
rates, DHS provided the requested information ig a timely manncr to both the Bsitimore and
San Prancisco (Region IX) offices of ITCFA. We anticipated that this infocnation, including
the rate manual, would alleviate concerns and establish that California is setting capitation -
rates appropriately using an actuariaily sound methodology. I hope that Gz information
above will remove any questions that remain and satisfy 2il parties that California acted with
proper care and concem for its impact on health plans and within all applicable regulations.

We belicve that it is in the best interests of bath the State and Federaj government (o
reach closure on the issucs raised in your Apcil 5, 1995 leuer. To that cnd we will be happy
W meet with you to pursuc resolution, or (0 provide you any additional information you may
require. If you have any questions or concerns, or wish 10 schedule a meeting, please contact
me at (916) 654-0391, or Mr. Joseph A. Kelly, Chief of the Medi-Cal Moanaged Care
Division, at (916) 654-3076.

Sincercly,

Orlglnal signed by
Jahn Rodriguez

John Rodriguez
Deputy Dicector
Medica) Care Services

¢ Scc mext page,
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Mr. Beuce Viadeck
Page 3
NOV 2 0 15

Fedcral regulations at Title 42, CFR Section 447.361, require that payments to a
contractor uader an at-risk contract 1ot exceed the “cost to the agency” of providing the
same services on a fee-for-service (FFS) basis, to an “actuarially equivalent” nonenrolied
population group. In order to comply with this requirement, State actuaries have historically
been uscd o determine the cost 1o the State of providing the same scrvices 10 an acturriafly
cquivalent group under FFS. As long as the HMO rates have been 8¢t below the acajarially
determined FFS upper limit pursuaal (o the requirements of Section 447.361, both the state
and the federal government have historically considered the rates to be "actarially sound_*
The 1991-92 raws, which subsequently became the cates for two additional years, were set at
97 percent of the actuarially deteemined IFFS level. Ar all times thesc rates were in
compliance with 42 CFR scctivn 447.316. Fucther, during the four year period these rates
were n effect, IICFA approved HMO contracts conuining these rates. In so doing, it was
cur view that the federal government was accepting not only the contracts, but both the rates
and rate methodology behind the contracts as well. Certainly, it would not have beca logical
for us to have concluded otherwise.

HCEFA has previously indicated that it is Up 1o each state to decide at what percentage
of the actuarially dewrmined FFS upper paysneru limit to set the rates. Thercfore, oncc a
statc has established an actuadally determined UI'S upper limijt pursuant to Section 447.361,
there is nothing in federal law 10 indicate that in order for rates 10 be actiarially sound. they
must be set ar one ukleed percent of the upper payment imit. ' We should alss aote that in
prior discussions with Ms. Joiwson, shie has siated that IICFA has not, and will not, require
2 sfate to vse a particular percentage of FISE costs to csablish a capuation rate, as long ac
the rate docs not exceed the upper payment limit. She advised us that this decision was the
Suate’s to make, that IICFA's conern was whether the tes were sufficient to ensure
2dequate access and quatity of care. It should he noted that during the ratc year in question,
/" none of Califurnia’s Medicaid mamgedd care plans chose (o terminate their contracts,
Lal!hough ANl weee legally able to do so. Tu addition, during this year they continued to
demonstrate their ability to provide aceess and assure quality of care in accord with
Califoria’s strict standards.

We are troubled by the memorandutn enctosed with (o your lefter that states, it is very
unlikely that any recaleulation would have produced rates meeting the budget requirement
without obvious maaipulation.” To the contrary, applicable federal law indicates that a state
could legitimately reduce its 1IMO rates o 2 lower percentage of FFS costs (o achieve
legislatively mandated budgerary savings. [t appears to us that it s this reduction in the
percentage of FI'S costs that is the source of confusion that may have led you to believe that
we had deviated from our rate metiodology. We hope it is clear from the above description
of our pracess that we have not engaged in any sort of “manipulation. ” [t was solely by
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educational and performance standards for professional actuaries promulgated by both the
Society of Actuaries and the American Academy of Actuaries,

These actuaries developed the Stage’s methodology for setting HMO rates using §
fec-for-service equivalent (FFSE) cast method, Documentation of this methodology has been

We infer from your leter and the enclosed mermorandun that you and your actuariat
staff agree with the findings of California’s actuaries. Specifically, in your letter you note
that California’s rates for the previous three fiscal years, “although frozen at the State Fiscal
Year (SFY) (991 level, appear to have been hased on a sound methodology.” Moreover, in
the memorandum enclosed with to your letter, your staff note that DHS employs an
actuarially sound and accepted FFSC cost nicthlology which is derived through “a very
thorough approach” that is “more comprehensive, apen, and defailcd than [rate
docurncitation) found in other state [sic). * '

It is truc that in tesponse to unpresedenred continuing shortfalls in Stace revenue
collections, the California Jegistamie rofuced oumerous budgeuary agproprintiens in enacting
the 1994-95 Statc budget, and (fuxt among these were several reductions in the Medicaid
program, including funding for HMO:s. Nevertheless, California did not change its 'ISE
cost method of rate determination when it cstablished HMO rates for 1994-95. Instead. the
State merely lowered the perceatuge of FESK to be paid in the rates that it way alrcady
using. These rates had initially been developed for the 1990-91 rate year. Sctat 97 o ®
percent of FFSE, these cates had been froven for the 1991-92, 1992-93, and 1993-94 rate
years due to reductions in FESG Pet capila costs that would otherwise have required the State
t reduce capitation cates 10 our HMOs. The decision to frcese rates was basad in part on
the assumption trat the reductions in per capita FFSE costs was temporary. The zate
development methodology uscd to devclop the 1990-51 rates was the s2aic basic methadology
that the Sute has used for many years, which you and your seaff acknowledge is morc
thorough and accurate than any other sate. Unlike the Federal budgcet. states must pass
balanced budgets, ardd California firmly believes it is within the State’s prerogative to
establish its own budgetary uppropriations and that reducing the percentage of FFSE paid to
HMO:s in no way affects the acarial soundness of the Statc's rate setting methodology .
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Mr. Bruce Viadeck, Administrator
Health Care Financing Administration
2000 Independence Aveque, SW
GHH Ruilding, Room 314
Washington, DC 20201

Dear Mr. Viadeck:

This is in respunse to your letter of Apdl S, 1995, concerning the capitation rate
methodology employed by the California Department of Health Services (DHS) in the health
maintenance organization (IIMO) contracting program. We appreciate the [ealth Care
Financing Administeation's (HCFA) concem on this matter; however, given the information
contained in the letter and the accompanying analysis, it appears that thage may be a
misunderstancing of the events that precipitated your leuer.

Let me begin by addressing the reasons for the length of time we have taken in
formally responding to your letter. My saff met with Ms. Rita Johnsan of HCFPA's Office of
Managed Care on May 23, 1995, to diseuss this and other issues of mutual concern. In that
Inceting we discussed California’s rate sctting methodology, and discussed the best approach
to formally responding o your concemns. Since we believed that your staft had a number of
misunderstandings corcerning the setring of rates for the 1994/(995 State Piscal year, and
that your letter o Aptil 3, 1995 was in part based on these misunderstandings. we wished fo
tollow an approach that would be constructive and discreet, and that would provide you thz
basis for rescinding that lettcr. At this mecting, Ms. Johnson recommended that instead of
responding directly (0 you, we should submit our response to her in draft forin, and that she
would advise us on the appropriate phrasing and suucture so as to be able to provide you
with the information you requircd. We accepied this recommendation, and submitted our
draft responsc o her on June 29, 1995. Although we have met with Ms. Johnson and HCFA
staff on scveral occasions since then and have had a couple of conference cail discusstons on
related issucs, we have never recejved any teedback from her or from [ICFA staft
eonceming this letcer. Acrordingly, we now have little chaice but 1 provide you with our
formal response.

Since the early days of California’s managed care contracting program, DHS has
cmployed professional actusrics in its Rate Development Branch. In the memorandum that
was enclosed with your letter, your staff note that, *Unlike accountants, actuargics have no
formal status under the laws of most states. In gencral, anyoge wishing to style themscives
2s an “acruary’ ...may do s0.” While we luve no reason to dispute this statement as it
periins to other states, the actuaries cmployed by DIIS are required to mect the rigorous

8
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HEALTH CARE FINANCING ADMINISTRATION
WEEKLY REPORT
JANUARY 7 - JANUARY 27, 1996

KEY DEPARTMENT NEWS

California Proposal for Medicaid Managed Care Under Final Review: The State of
California has requested approval of a waiver of Medicaid’s freedom of choice provisions
to enable it to implement the largest and most ambitious Medicaid managed care
initiative to date. Medicaid beneficiaries in 12 counties would be offered a choice of two
managed care plans - a “Mainstream Plan”, which is a2 commercial HMO, and 2 “Local
Initiative Plan.” After full implementation, a total of 3.3 million Medi-Cal beneficiaries
are expected to enroli, the overwhelming majority of whom are AFDC and AFDC-related
beneficiaries. Twelve (12) counties designated to implement the Two-Plan Model:
Alameda, Contra Costa, I'resno, Kern, Los Angeles, Riverside. San Bernardino, San
Francisco, San Joaquin, Santa Clara, Stanislaus. and Tulare. The Health Care
Financing Administration must make a decision on the Two-Plan Model by January 22,
the 90th day and statutory deadline for action.

Contact Person: Rachel Block, Office of Managed Care, (410) 786-9507

California Officials to Meet with Department on Statewide 1115 Demonstration:
Department staff and California and Los Angeles County senior officials are tentatively
scheduled to meet on January 18 in Washington to discuss the significant issues with the
State’s most recent working draft section 1115 demonstration application, submitted on
November 21. Significant issues to be discussed include the lack of a plan to restructure
the Los Angeles County public health care system, the request to recalculate
disproportionate share hospital payments to include services provided in free standing
clinics, and budget neutrality. In addition, there will be a discussion concerning the 23
additional counties in California that have expressed interest in participating in the
section 1115 demonstration application that Los Angeles County submitted.

Contact Person: Gina Clemons, Office of Reseach and Demonstrations,
. (410) 786-9644 ’ o p?{ \ﬁ 2
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THE WEEK IN REVIEW

FBI and Inspector General Announce Multiple Count Fraud Indictment

On January 11, the Federal Bureau of Investigations and the Department’s Regional
Inspector General, Denver, announced a 30 count indictment of a licensed physical
therapist for mail fraud and fraudulent claims in connection with Medicare. Colorado
Compensation Insurance Authority, the State of Colorado worker’s compensation insurer.

and other insurers. N

Contact Person: Judy Berek, Office of the Administrator, 690 &/£& 2 /
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