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The State overstated direct savings because its projection methodology included unrelated 
construction costs and overlooked Medicaid payment limits for inpatient hospital 
reimbursement. The State overstated indirect savings because its projection methodology 
included costs that were not the responsibility of managed care plans and understated the 
payment limits for managed care. 
 
Also, the State used inaccurate cost and utilization data to determine direct savings.  These data 
did not match the program’s cost and utilization data reported on the hospitals’ audited cost 
reports.   
 
We recommend that the State:   
 

• develop appropriate projection methodologies to address the concerns raised in this 
report 

 
• recalculate projected program savings for the 4-year period ended June 30, 2002 

 
• determine whether supplemental payments exceeded recalculated savings and refund 

the appropriate Federal share 
 

• ensure that adequate documentation is maintained to support savings projections for 
the 4-year period ended June 30, 2002 and all subsequent periods of the waiver 

 
The State did not concur with our findings and recommendations.  It asserted that its projection 
methodologies were appropriate and claimed that it had adequate documentation to support 
program savings projections.  The State also asserted that the program was cost effective.  The 
complete text of the State’s comments to the draft report are included as an appendix to this 
report. 
 
As our audit results demonstrate, we believe the State’s projection methodologies for direct and 
indirect savings were not accurate or adequately supported.  In projecting savings, the State 
included unrelated costs, overlooked and understated payment limits, and used inaccurate cost 
and utilization data.  Further, the State did not maintain adequate documentation to support its 
original projections.  Until these problems are resolved, the State cannot demonstrate that the 
program was cost effective.     
 
In other matters, we found that the State did not make the adjustments to inpatient 
reimbursement for hospitals not included in the program for fiscal year ending 1993, or later, as 
required by the State plan. However, State officials informed us that they were in the process of 
making the appropriate adjustments for all payments subject to Medicaid’s payment limits and 
will refund the associated Federal share of any overpayments identified. 
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If you have any questions or comments about this report, please do not hesitate to call me or 
your staff may contact George M. Reeb, Assistant Inspector General for the Centers for 
Medicare & Medicaid Audits, at (410) 786-7104, or Lori A. Ahlstrand, Regional Inspector 
General for Audit Services, Region IX, at (415) 437-8360. 
 
Attachment 
 
 





 
 
Page 2 – Mr. Richard R. Bayquen 
 
Direct Reply to HHS Action Official: 
 
Mr. Jeff Flick 
Regional Administrator  
Centers for Medicare & Medicaid Services, Region IX 
4th Floor, 75 Hawthorne Street 
San Francisco, California  94105 
 



 
 

 

Department of Health and Human Services  

OFFICE OF 
INSPECTOR GENERAL 

 
  

 

 
 
 

MAY 2004 
 A-09-02-00082  

 

  

 
 
  
 
 
 

AUDIT OF CALIFORNIA’S  
MEDICAID SELECTIVE PROVIDER 

CONTRACTING PROGRAM,  
JULY 1, 1998 THROUGH  

JUNE 30, 2002 



EXECUTIVE SUMMARY 
 
BACKGROUND 
 
In California, a portion of the Medicaid1 program was operated under a Federal waiver known as 
the Selective Provider Contracting Program (program).  The program allowed the State to 
contract with selected hospitals to provide inpatient services to Medicaid patients at negotiated 
rates of reimbursement.  The negotiated rates were typically less than hospitals would have 
received under traditional Medicaid rules.  The State used these lower rates to project savings 
under the waiver.  Based on the savings projected, the State made supplemental payments to 
hospitals requesting additional funding. 
 
A condition of the waiver required the program to be cost effective, which meant that program 
savings had to exceed program supplemental payments.  For the 4-year period ended  
June 30, 2002, the State projected savings of $7 billion (direct savings of $4.8 billion and 
indirect savings of $2.2 billion) and made supplemental payments of $6.2 billion.   
 
OBJECTIVES 
 
The objectives of our audit were to evaluate the reasonableness of the methodologies the State 
used to project program savings and the adequacy of the State’s supporting documentation for its 
savings projections. 
 
SUMMARY OF FINDINGS 
 
Our audit found that the State’s projection methodologies contained errors.  As a result, both the 
State’s direct and indirect savings were overstated.  In addition, the State did not maintain 
adequate documentation to support its savings projections.  Because the savings projections were 
inaccurate and inadequately documented, the State could not demonstrate the program’s cost 
effectiveness as required by the waiver. 
 
The State overstated its direct savings because its projection methodology included unrelated 
construction costs and overlooked Medicaid payment limits for inpatient hospital reimbursement.  
The State’s projection methodology included costs that were not the responsibility of managed 
care plans and understated the payment limits for managed care. 
 
Also, the State used inaccurate cost and utilization data to determine direct savings.  These data 
did not match the program’s cost and utilization data reported on the hospitals’ audited cost 
reports.   
 

                                                 
1  In California, Medicaid is referred to as the Medi-Cal program. 
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RECOMMENDATIONS 
 
We recommend that the State:   
 

• develop appropriate projection methodologies to address the concerns raised in this 
report 

 
• recalculate projected program savings for the 4-year period ended June 30, 2002 

 
• determine whether supplemental payments exceeded recalculated savings and refund 

the appropriate Federal share 
 

• ensure that adequate documentation is maintained to support savings projections for 
the 4-year period ended June 30, 2002 and all subsequent periods of the waiver 

 
STATE COMMENTS 
 
The State did not concur with our findings and recommendations.  It asserted that its projection 
methodologies were appropriate and claimed that it had adequate documentation to support 
program savings projections.  The State also asserted that the program was cost effective.    
 
The State took exception to the $500 million reduction in direct savings included in our draft 
report.  Specifically, it did not agree with the methodology used to recalculate direct savings 
using updated cost and utilization data.  In addition, the State did not believe that a recalculation 
of savings was required.   
 
The complete text of the State’s comments to the draft report are included as an appendix to this 
report. 
 
OFFICE OF INSPECTOR GENERAL RESPONSE 
 
The State’s projection methodologies for direct and indirect savings were not accurate or 
adequately supported.  In projecting savings, the State included unrelated costs, overlooked and 
understated payment limits, and used inaccurate cost and utilization data.  Further, the State did 
not maintain adequate documentation to support its original projections.  Until these problems 
are resolved, the State cannot demonstrate that the program was cost effective.     
 
Although our methodology was appropriate, we removed the reference to the $500 million 
reduction to eliminate any confusion.  As a result, many of the State’s comments are no longer 
applicable, including comments on the use of trend factors and inflation and payment 
adjustments.  Originally, we provided this amount to show the difference between the State’s 
original projections and what the savings would have been using updated cost and utilization 
data.  The information was provided only to assist the State and the Centers for Medicare & 
Medicaid Services (CMS) during the waiver renewal process.  We are not recommending that 
the State recalculate savings based on these updated cost and utilization data.  Instead, the State  
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should recalculate its projections after incorporating our recommended adjustments to its 
methodologies.    
 
We have summarized and addressed the State’s comments in more detail in the “Findings and 
Recommendations” section of this report and, where appropriate, made changes in the report.   
 
OTHER MATTER 
 
The State did not make the adjustments to inpatient reimbursement for hospitals not in the 
program for fiscal year 1993 or later as required by the State plan.  State officials informed us 
that they were in the process of making the appropriate adjustments for all payments subject to 
Medicaid’s payment limits and will refund the associated Federal share of any overpayments 
identified.  
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INTRODUCTION 
 

BACKGROUND 
 
Medicaid Program 
 
In 1965, the passage of Title XIX of the Social Security Act (the Act) created the Medicaid 
program, which authorized Federal grants to States to provide medical assistance for people with 
limited income and resources.  Each Medicaid program is administered in accordance with a 
State plan approved by CMS.  States make payments to providers that furnish medical services to 
Medicaid patients.  The Federal Government pays its share of these expenditures to each State 
according to a prescribed formula. 
 
Medicaid Waiver in California 
 
In California, a portion of the Medicaid program operated under a Federal waiver in accordance 
with section 1915(b) of the Act.  Under the waiver, the State contracted with selected hospitals to 
provide Medicaid services at negotiated rates.  These rates were typically less than the rates that 
would have been paid under the traditional fee-for-service (FFS) methodology.2  CMS first 
approved the waiver for this program in 1982.  On February 4, 2003, it approved the waiver for 
another 2-year period ending December 31, 2004.   
 
CMS approved the State’s waiver with the following conditions: 
 

• The overall program must be cost effective, which meant that total payments under the 
program must be less than payments the State would have made if the waiver did not 
exist.   

 
• All Federal funds reimbursed to the State under the program must be for allowable 

Medicaid inpatient services. 
 
Two State organizations administered the program:  the California Department of Health 
Services and the California Medical Assistance Commission.  The Department of Health 
Services was the single State agency with overall responsibility for administering the State 
Medicaid program, including managing and monitoring all program contracts.  The California 
Medical Assistance Commission was responsible for negotiating all new program contracts and 
amendments covering rates, terms, and conditions. 
 
For the 4-year period ended June 30, 2002, the State made $14.3 billion in total program 
payments to approximately 250 contract hospitals.  Of this amount, $8.1 billion consisted of 
contract payments and the remaining $6.2 billion consisted of supplemental payments. 
  

 
2  Medicaid’s FFS methodology is based on cost reimbursement principles.  
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Savings Under the Waiver 
 
In its waiver renewal requests, the State reported to CMS that the program would be cost 
effective because projected supplemental payments would not exceed projected savings.  For the 
4 years ended June 30, 2002, the State projected total program savings of $7 billion, which 
included direct savings of $4.8 billion and indirect savings of $2.2 billion. 
 
According to the State, direct savings represented the difference between negotiated payments it 
made under the program and the traditional FFS payments it would have made to the same 
hospitals without the waiver.  Indirect savings represented the difference between the upper 
payment limits for Medicaid managed-care plans with and without the waiver.   
 
OBJECTIVES, SCOPE, AND METHODOLOGY 
 
Objectives 
 
The objectives of our audit were to evaluate the reasonableness of the methodologies the State 
used to project program savings and the adequacy of its supporting documentation for the 
savings projections.   
 
Scope and Methodology 
 
The audit was performed at the request of CMS and covered the 4-year period ended  
June 30, 2002.  To accomplish our objectives, we: 
 

• reviewed Federal and State statutes, regulations, and guidance pertaining to the program 
 

• interviewed CMS and State officials 
 

• evaluated the methodologies the State used to project program savings 
 

• examined supporting documentation for the State’s savings projections and supplemental 
payments made under the program 

 
We did not review the allowability of the $6.2 billion in supplemental payments.  We also did 
not review the allowability of the indirect savings, which the State projected to be $2.2 billion for 
the 4-year period ended June 30, 2002, because its allowability is contingent upon CMS’s 
approval.  We limited our review of savings to an evaluation of the methodologies used by the 
State and the documentation supporting the State’s projections.  
 
We performed the audit in accordance with generally accepted government auditing standards.  
We performed such tests and other auditing procedures considered necessary to meet the 
objectives.  An overall review of the State’s internal control structure was not necessary to 
achieve our objectives.   
 
We conducted our audit fieldwork from June 2002 through May 2003 at State offices in 
Sacramento and the CMS regional office in San Francisco.  
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FINDINGS AND RECOMMENDATIONS 
 
The State overstated the direct and indirect savings it reported for the program because of errors 
in its projection methodologies.  In addition, the State did not maintain adequate documentation 
to support projected savings.   
 
The State overstated its direct savings because it included unrelated construction costs in its 
projection methodology.  The State also did not account for Medicaid payment limits for 
inpatient hospital reimbursement.  The State overstated indirect savings because it included costs 
that were not the responsibility of managed care plans and understated the payment limits for 
managed care.  Further, in its projection methodologies, the State used inaccurate cost and 
utilization data, which did not match the information reported on the hospitals’ audited cost 
reports.   
 
Because of these conditions, the State could not demonstrate the program’s cost effectiveness as 
required.  Significant reductions to the State’s program savings projections would reduce the 
amount available for supplemental payments.   
 
DIRECT SAVINGS WERE OVERSTATED 
 
The State overstated direct savings of the program when it projected $4.8 billion of direct 
savings under the program for the 4-year period ended June 30, 2002.  To project direct savings, 
the State determined each contract hospital’s estimated benchmark3 and contract rates for 
inpatient services.  For each contract hospital, the State estimated benchmark and contract costs 
by multiplying each rate by the estimated number of inpatient days based on paid claims data for 
the prior State fiscal year.  The State estimated each hospital’s direct savings as the difference 
between benchmark and contract costs.  The State then combined each hospital’s direct savings 
to calculate total direct savings for the program.  Finally, the State added estimated construction 
payments to total direct savings.   
 
The State also overstated its direct savings projections by adding construction payments for costs 
that were not related to the program and not accounting for Medicaid payment limits for 
inpatient hospital reimbursement: 

 
• Unrelated construction costs--The State added estimated construction payments of $290 

million, which incorrectly included estimated costs related to managed care.  As a result, 
the State overstated the hospital benchmark rates as well as its projected direct savings.  
The State did not provide the detailed information necessary to determine the amount of 
the overstatement.  
 

• Overlooked hospital payment limits--The State did not consider payment limits when 
estimating the hospitals’ benchmark rates.  As a result, the State overstated the 
benchmark rates and its projected direct savings.  The State Medicaid plan sets FFS 

                                                 
3  The State calculated a benchmark rate for each hospital to estimate what the hospital would have been paid on an 

average daily basis using Medicaid’s traditional FFS basis.  The rate was based on each hospital’s most recently 
audited cost data.  Because current cost data were not available, the State applied a trend factor to the rate in order 
to estimate costs for the appropriate State fiscal year.   
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payment limits for inpatient hospital services.  The overall impact of this error could not 
be determined because the State did not provide the necessary information. 

 
INDIRECT SAVINGS WERE OVERSTATED 
 
The State also overstated indirect savings of the program by projecting indirect savings of 
$2.2 billion for the 4-year period ended June 30, 2002.  To project indirect savings, the State 
multiplied the daily savings amount (estimated benchmark rate less contract rate) by the 
estimated number of inpatient days for Medicaid managed-care enrollees.  The State used the 
same estimated benchmark and contract rates it used to calculate direct savings.   
 
State officials asserted that lower payment limits for Medicaid managed-care plans were the 
result of the program.  The State contended that if the program had not existed, the payment 
limits would have been higher, and therefore it claimed the difference as indirect savings 
attributable to the program. 
   
The State also overstated its indirect savings projections by including costs that were not the 
responsibility of managed care plans and understating the payment limits for managed care: 
 

• Overstated benchmark rates--In estimating the benchmark rate under managed care, the 
State included costs that were not allocable to managed care plans absent the waiver, 
such as construction and medical education.  By including these unrelated costs, the State 
overstated benchmark rates, which resulted in an overstatement of indirect savings. 
 

• Understated payment limits--The State used the average contract rate to represent the 
average payment limit for managed care plans.  However, the State’s methodology did 
not account for FFS payments to hospitals not in the program, which were approximately 
10 percent of total payments.  By not including these payments in its methodology, the 
State understated the payment limits and overstated indirect savings.   

 
COST AND UTILIZATION DATA WERE INACCURATE 
 
The State used inaccurate data to calculate both direct and indirect savings.  The State used the 
Financial Audit Tracking System file to estimate the hospitals’ benchmark rates.  The file’s data 
did not match the data reported on the hospitals’ audited cost reports.  In some cases, the State 
incorrectly included costs and inpatient days that were not covered under the program.  In other 
cases, the costs contained in the Financial Audit Tracking System file could not be reconciled 
with the audited cost reports. 
 
DOCUMENTATION WAS INADEQUATE 
 
The State did not maintain adequate documentation to support its original savings projections.  It 
was unable to provide or reconstruct much of the supporting documentation. 
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CONCLUSION AND RECOMMENDATIONS 
 
A condition of the waiver required the program to be cost effective, which meant that savings 
had to exceed supplemental payments.  Because the State’s projection methodologies contained 
errors and the State did not maintain adequate supporting documentation, it is unable to 
demonstrate the program’s cost-effectiveness.  Therefore, we recommend that the State: 
 

• develop appropriate projection methodologies to address the concerns raised in this 
report 

 
• recalculate projected program savings for the 4-year period ended June 30, 2002 

 
• determine whether supplemental payments exceeded recalculated savings and refund 

the appropriate Federal share 
 

• ensure that adequate documentation is maintained to support savings projections for 
the 4-year period ended June 30, 2002 and all subsequent periods of the waiver 

 
STATE COMMENTS AND OFFICE OF INSPECTOR GENERAL RESPONSES 
 
We summarized and addressed the State’s comments relating to the concerns raised in our report 
as follows:  general summary, construction costs, hospital payment limits, indirect savings, cost 
and utilization data, and documentation.  Where appropriate, we made changes in the report to 
reflect the State’s comments.  We also included the full text of the State’s response to our draft 
report as an appendix to this report.  
 
General Summary 
 

State Comments 
 

The State did not concur with our findings and recommendations.  The State asserted that its 
projection methodologies were appropriate and claimed that it had adequate documentation to 
support program savings projections.  The State also asserted that the program was cost effective.  
The State believed that the program achieved substantial net savings, which would eliminate any 
need to recalculate savings projections.   
 
The State took exception to the $500 million reduction in direct savings we included in our draft 
report.  Specifically, the State did not agree with the methodology we used to recalculate direct 
savings using updated cost and utilization data.  In addition, the State did not believe that a 
recalculation of savings was required.   
 

Office of Inspector General Response 
 

The State’s projection methodologies for direct and indirect savings were not accurate or 
adequately supported.  In projecting savings, the State included unrelated costs, overlooked and 
understated payment limits, and used inaccurate cost and utilization data.  Further, the State did 
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not maintain adequate documentation to support its original projections.  Until these problems 
are resolved, the State cannot demonstrate that the program was cost effective.     
 
Although our methodology was appropriate, we removed the reference to the $500 million 
reduction to eliminate any confusion.  As a result, many of the State’s comments including the 
use of trend factors and inflation and payment adjustments are no longer applicable.  Originally, 
we provided this amount to show the difference between the State’s original projections and 
what the savings would have been using updated cost and utilization data.  The information was 
provided only to assist the State and CMS during the waiver renewal process.  We are not 
recommending that the State recalculate savings based on this updated cost and utilization data.  
Instead, the State should recalculate its projections after incorporating our recommended 
adjustments to its methodologies.    
 
Construction Costs  
 

State Comments 
 

The State contended that all of the $290 million in estimated construction payments were related 
to FFS and, therefore, should be included in determining the benchmark rates.  According to the 
State, “None of the payments were intended to cover services provided by managed care plans.”    

 
Office of Inspector General Response 
 

The State estimated construction payments using total Medicaid utilization, which included both 
FFS and managed-care inpatient days.  However, the State should have included only the portion 
of construction payments related to FFS.  Therefore, only a portion of the $290 million should 
have been applied to benchmark rates.  By including estimated construction payments applicable 
to managed care days, the State inflated the benchmark rates, which resulted in an overstatement 
of program savings.   
 
Hospital Payment Limits 

 
State Comments 
 

The State agreed that it did not consider hospital payment limits when determining the 
benchmark rates.  However, the State indicated that including the limits was not appropriate or 
necessary and would not have had a material impact on direct savings.  The State based this 
conclusion on its estimate for a 4-year period that showed an insignificant amount of 
overpayments (about $18 million) for hospitals not in the program; its rationale that not all 
hospitals were subject to, or will exceed, the payment limits; and its assumption that program 
hospitals were generally more cost effective and less likely to exceed their limits, whereas 
hospitals not in the program were more likely to exceed their limits.  The State also indicated that 
accurate hospital payment limits would have been difficult, if not impossible, to apply to future 
periods because of the lack of hospital data.   
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Office of Inspector General Response 
 

Although State officials contended that the overpayments for program hospitals would be 
immaterial, they provided no concrete evidence to support this statement.  On the contrary, the 
evidence provided contradicts the State’s conclusion.  The State identified $18 million in 
overpayments for hospitals not in the program.  However, these hospitals represented only 10 
percent of total hospital inpatient reimbursement.  Program hospitals represented the remaining 
90 percent.  Assuming that overpayments to program hospitals were consistent with hospitals not 
in the program, potential overpayments would be $162 million.  This could significantly reduce 
benchmark rates, resulting in reduced savings.  

 
Indirect Savings 

 
State Comments 
 

The State asserted that its indirect savings methodology was appropriate and disputed our 
findings.  The State indicated that indirect savings represented the difference between what 
would be paid without the waiver, which was the benchmark rate, and what was used in 
calculating the managed-care payment limits, which the State contended was only the contract 
rates.  Specifically, the State asserted that construction and medical education costs should be 
included in the benchmark rates because an average rate was used and a majority of the hospitals 
do not receive these funds, and that payments to hospitals not in the program should not be 
included in calculating the managed-care payment limits because these hospitals do not have 
managed care contracts.  

 
Office of Inspector General Response 
 

The State’s projection methodology was not consistent.  The benchmark and the contract rates 
were not compared using the same basis.  The benchmark rates were based on cost, whereas the 
contract rates were based on reimbursement. 
 
To determine what would have been paid, the State used an average benchmark rate in 
calculating direct savings.  However, this average rate included costs that were not the 
responsibility of managed care plans, such as construction and medical education costs.  Because 
the State did not adjust its methodology to exclude these unrelated costs, the average benchmark 
rate was inflated and indirect savings were overstated.   
 
Further, the State’s projection methodology did not account for all payments because the State 
incorrectly assumed the average contract rate represented the average payment limit for managed 
care.  However, in our discussions with State officials, we were informed that the payment limit 
calculations included payments to both program hospitals and hospitals not in the program.  As a 
result, the average payment limit for managed care was understated, which resulted in an 
overstatement of indirect savings.    
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Cost and Utilization Data 
 

State Comments 
 

The State contended that the Financial Audit Tracking System file contained the best cost and 
utilization data available.  The State asserted that it had no reason to believe that the Financial 
Audit Tracking System file was inaccurate.  It argued that we did not present a sufficient 
explanation or identify any specific errors in the State’s savings calculation.  
 

Office of Inspector General Response 
 

The State did not provide any information to show that the Financial Audit Tracking System file 
was accurate.  State officials informed us during the audit that the Financial Audit Tracking 
System file was not designed for the purpose of determining benchmark rates.  According to 
them, it was used as a tracking system for audits of cost reports only.  We also reviewed 38 
hospital cost reports and found discrepancies in 28 reports between the Financial Audit Tracking 
System file data and the audited data.  For these reasons, we do not believe the Financial Audit 
Tracking System file was an accurate source document for the State to use in its projections.   

 
Documentation 
 

State Comments 
 

The State asserted that it provided a considerable amount of documentation to us to support 
program savings, including actual audited cost information, inflation adjustment factors, details 
on the specific methodology used to calculate the benchmark and direct savings, and the 
benchmark rates for each State fiscal year. 
 

Office of Inspector General Response 
 

The State could not support the original projections it reported to CMS in its renewal waivers.  
The State attempted to replicate the detailed support for the reported amounts; however, the State 
was unable to reconcile these amounts to the original projections.    
 

OTHER MATTER:  ADJUSTMENTS TO HOSPITAL REIMBURSEMENT 
 
The State did not make the adjustments to inpatient reimbursement for hospitals not in the 
program for fiscal year 1993 or later as required by the State plan.  State officials informed us 
that they were in the process of making the appropriate adjustments for all payments subject to 
Medicaid’s payment limits and will refund the associated Federal share of any overpayments 
identified. 
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