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February 28, 2006 
 
 
 
Members of the Arizona Legislature 
 
The Honorable Janet Napolitano, Governor 
 
Mr. Anthony D. Rodgers, Director 
Arizona Health Care Cost Containment System 
 
Dear Mr. Rodgers: 
 
Transmitted herewith is a report of the Auditor General, A Special Audit, as defined in Arizona 
Revised Statutes (A.R.S.) §41-1278, of the Arizona Health Care Cost Containment System’s 
Healthcare Group (HCG) program. This report is in response to Laws 2005, Chapter 328, Section 
24, and was conducted under the authority vested in the Auditor General by A.R.S. §41-1279.03. I am 
also transmitting with this report a copy of the Report Highlights for this audit to provide a quick 
summary for your convenience. 
 
This report includes three findings that provide information only, and no recommendations are 
presented. Included with this report is a written response from the Arizona Health Care Cost 
Containment System. 
 
My staff and I will be pleased to discuss or clarify items in the report. 
 
This report will be released to the public on March 1, 2006. 
 
 Sincerely, 
 
 
 
 Debbie Davenport 
 Auditor General 
Enclosure 
 
 

 



Services: 

The Arizona Health Care Cost Containment System’s
Healthcare Group (HCG) program provides affordable and
accessible healthcare coverage to Arizona’s small business-
es, defined as businesses with 50 or fewer employees, and
political subdivisions. HCG offers a variety of healthcare ben-
efit plans, including several medical plans, a vision plan, and
a dental plan.

HCG budgeted 41 FTE for fiscal year 2006, and 11 of these
positions were vacant as of January 20, 2006. The staff are
organized into six departments:

Office  of  the  Deputy  Director—Responsible for execu-
tive management for HCG staff and programs, and
other activities such as strategic planning, and health-
care coverage market research and analysis. 
Finance  and  Administration—Responsible for things
such as HCG’s budget and expenditure manage-
ment, actuary analysis and rate setting, accounts
payable, and contractor financial oversight. 
Health  Plan  Benefit  Plan  Management—Responsible
for marketing and sales activities, as well as broker
relations, employer and member communications,
and outreach.  
Health  Plan  Operations—Responsible for things such
as the customer care call center, member services,
and information systems support.
Medical  Management—Responsible for, among other
things, overseeing the medical care provided,
approving medical policies, and supervising the HCG
employer wellness and chronic illness management
program.  
Compliance  and  Contract  Administration—
Responsible for contract administration, grievance
management, and compliance and audit functions. 

Facilities and equipment:

HCG leases approximately 6,000 square feet of a privately
owned facility located at 700 East Jefferson Street in Phoenix

PROGRAM FACT SHEET
Arizona Health Care Cost Containment System
Healthcare Group Program

Office of the
Deputy Director—4

Finance and
Administration—3

Health Plan Benefit
Plan Management—13

Health Plan
Operations—15

Medical
Management—4

Compliance and 
Contract Management—2

Program revenue: 
$40.5 million (fiscal year 2005, actual)

Program staffing:
41 FTEs, including 11 vacancies (as of January 2006)
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Premiums—$36,116,572

General Fund
Appropriations—$4,000,000

Health Crisis
Fund—$200,000

Interest
Income—$158,696



at a cost of $7,400 per month. HCG has typical office equipment, such as office furniture, com-
puters, and printers.

Mission:

To reduce the number of uninsured Arizonans by providing innovative, affordable healthcare cov-
erage options to small businesses and political subdivisions, ensuring access to quality health-
care so that working Arizonans can maintain healthy lifestyles.

Program goals:

The Healthcare Group lists seven goals for fiscal year 2006, including goals to:

1. Increase enrollment in HCG to 32,000 members by July 2006. 
2. Achieve a 98 percent customer satisfaction rating.
3. Achieve a measurable increase in brand recognition.
4. Introduce a new state-wide PPO product and new dental and vision programs.
5. Maintain a 98 percent retention rate throughout fiscal year 2006.

Adequacy of performance measures:

HCG has one outcome measure that tracks monthly program enrollment. Although the HCG is
in the process of developing other measures and has some informal measures in various areas,
HCG lacks formal input, output, efficiency, and quality measures. For example, although the
HCG measures member satisfaction through a yearly survey, the survey results are not docu-
mented in a list of performance measures that would accompany its goals and objectives.

Source: Auditor General staff analysis of unaudited financial schedules and personnel budgets prepared by the Healthcare Group for the years
ended or ending 2004 through 2006, Arizona State Master List for fiscal years 2003 through 2005, and other information provided by the
Healthcare Group.
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The Office of the Auditor General has conducted a special audit, as defined in
Arizona Revised Statutes (A.R.S.) §41-1278, of the Arizona Health Care Cost
Containment System’s (AHCCCS) Healthcare Group (HCG) program. This audit was
undertaken pursuant to Laws 2005, Chapter 328, Section 24, which provided for the
following scope: 1) examining HCG’s administrative costs; 2) determining whether
HCG’s financial reserves are adequate compared to reserves required for private
health insurance providers; and 3) determining whether HCG requires employer
groups to be without health insurance for 180 days before enrollment in HCG. This
audit was conducted under the authority vested in the Auditor General by A.R.S. §41-
1279.03.

Background

HCG provides health insurance primarily to Arizona’s small
business employees. HCG was originally established by
AHCCCS in 1986 to provide affordable and accessible
healthcare coverage to Arizona’s small businesses—currently
defined as businesses with 50 or fewer employees—and
political subdivisions.1 HCG was established to help address
the issue of the high number of working Arizonans whose
employers do not offer health insurance. HCG offers a variety
of healthcare benefit plans, including Health Maintenance
Organization (HMO) and Preferred Provider Organization
(PPO) plans, a vision plan, and a dental plan. For example,
HCG offers HMO benefit plans that provide different levels of
coverage for different prices. As of December 2005, there were
17,850 individuals enrolled in HCG’s benefit plans.

1 HCG was formally established in statute as a separate program within AHCCCS by Laws 1995, Ch. 260, §6 (A.R.S. §36-
2912).
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HHeeaalltthh  MMaaiinntteennaannccee  OOrrggaanniizzaattiioonn—Benefit
plan that provides comprehensive managed
healthcare to members under a capitated-
payment structure, in which HCG pays an
HMO contractor a fixed amount per member
per month regardless of the healthcare
services performed. HMO members’ services
are covered when they receive their medical
care from healthcare providers that are part of
the HMO’s provider network

PPrreeffeerrrreedd  PPrroovviiddeerr  OOrrggaanniizzaattiioonn—Benefit plan
in which HCG pays healthcare providers on a
fee-for-service basis rather than a capitated
basis. Unlike HMO plans, members who
choose PPO plans may receive medical care
from healthcare providers that are not part of
the provider network (although at a greater
cost to the member).



HCG has various administrative costs (see pages 11
through 16)

HCG’s administrative costs encompass a variety of activities and are paid for from
several revenue sources. Statutes do not define what constitutes an administrative
cost. However, AHCCCS has defined administrative costs to include all costs
associated with the overall management and operation of an entity, such as
marketing, salaries and related benefits of administrative staff, and other operating
costs. During the 27-month period of July 1, 2003 through September 30, 2005,
HCG’s administrative costs totaled approximately $6.9 million and were paid
primarily from premium revenue but also from other sources.1 For example, the
Legislature appropriates a portion of the premium revenue HCG receives for
administrative costs. In addition, although the remaining premium revenue is
intended to pay for medical care costs including payments to HMO contractors,
HCG uses some of the revenue to pay certain administrative costs that would
normally be incurred by the HMO contractors, but are instead incurred by HCG, such
as the cost of issuing member handbooks. In total, approximately $6 million of
premium revenue was used for administrative costs during the period July 1, 2003
through September 30, 2005. In fiscal years 2004 and 2005, HCG was also
appropriated State General Fund monies totaling nearly $7 million, of which
approximately $700,000 was used to pay some of its administrative costs. HCG did
not receive a State General Fund appropriation for fiscal year 2006.

HCG’s approximately $6.9 million in administrative costs for the period July 1, 2003
through September 30, 2005, amounted to 8.5 percent of the program’s total costs.
The largest categories of administrative costs consist of salaries and benefits, and
professional and outside services. For example, HCG paid approximately $3.2
million in salaries and related benefits of HCG staff and AHCCCS staff who
performed HCG-related functions, including executive and administrative staff such
as a HCG executive director, actuarial support, sales and marketing staff, and
customer care staff. HCG also paid about $1.9 million for professional and outside
services. The types of services varied and included paying costs related to a
marketing contract, and for temporary staff to promote HCG and assist in outreach
and sales efforts. Other costs include brokers’ fees for enrolling qualified members.
Beginning in January 2005, HCG charged employers a portion of premiums to cover
member enrollment fees that are paid to agents or brokers who have signed
agreements with HCG to promote its benefit plans and enroll qualified members. Of
the nearly $143,000 collected through September 30, 2005, approximately $50,300
in enrollment fees were paid to brokers or agents for the 347 members they had
enrolled who, as required by the agreement, had remained enrolled in a HCG benefit
plan for 120 days. 

1 Auditors reviewed the two most recent completed fiscal years of cost data and cost data for the first quarter of fiscal year
2006 in order to provide the most current information available at the time the audit work was conducted.
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HCG is taking steps to ensure financial stability (see
page 17 through 21)

HCG appears to be in-line with the insurance industry in its efforts to ensure financial
stability. While no universal standard exists for the amount of reserves insurance
companies should maintain, like other insurers in the healthcare industry, HCG uses
actuaries to determine and monitor its reserve amounts. The amount of reserves
needed can vary based on things such as whether there are any state regulatory
requirements, the size or type of the insurance company, and the type of benefit
plans offered. For example, Arizona’s insurance regulatory requirements focus on
protecting against insolvency and require health insurers to deposit about $1.5
million with the State Treasurer. In addition, insurers are required to submit annual
financial statements to Arizona’s Department of Insurance (DOI) that must be
accompanied by an opinion from a certified actuary regarding the assumptions and
methods used to determine reserves. 

State agencies are not subject to Arizona’s insurance regulations. Therefore, since
HCG is part of AHCCCS, it is not subject to Arizona’s insurance regulations.
However, the processes that HCG uses for determining and monitoring its reserves
appear to be similar to those required of other insurers and in-line with industry
practices. Specifically, HCG, like other insurers, uses actuaries to determine its
reserve amounts. According to HCG’s actuaries, they used the National Association
of Insurance Commissioner’s risk-based model as a starting point for determining
HCG’s reserve amounts. In addition, they monitor HCG’s reserves amounts on a
monthly basis and make recommendations for adjustments as necessary. Further,
AHCCCS’ director indicated that after the PPO benefit plan has been in place for at
least 2 years, he would like to obtain a peer review of HCG’s actuarial work, which
can be useful for evaluating and enhancing the quality of the work product. The
director estimates this review would cost between $100,000 and $150,000. 

Further, as other insurers do, HCG uses reserves for various purposes that are
intended to help ensure financial stability. HCG generally establishes its reserves by
benefit plan type. For its HMO benefit plans, in which the majority of HCG’s members
are enrolled, the HMO contractors are responsible for ensuring that medical claims
are paid. Because the HMO contractors also contract with AHCCCS’ other
programs, they are already required to meet AHCCCS’ equity-per-member and
performance bond requirements. Although not responsible for ensuring its HMO
claims are paid, HCG still retains at least 5 percent of its HMO premiums for two
purposes. First, to provide “stop-loss” coverage for its HMO contractors, which is
designed to help limit the amount of loss a contractor will experience within a year.
Second, to pay for other things, such as cost fluctuations due to the introduction of
new benefit plans, coverage changes, or future expansion into new locations.
According to HCG’s records as of December 2005, it had a HMO reserve of
approximately $2,776,000. 
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For its PPO benefit plans, which were established in late 2005, HCG also maintains
reserves for two main purposes. First, since HCG maintains ultimate responsibility for
ensuring that medical claims are paid for its PPO benefit plans, HCG maintains a
separate PPO reserve to pay for claims that have been incurred, but have not yet
been submitted for payment. Second, HCG reserves approximately 10 percent of its
PPO premiums for such contingencies as inadequate premiums or unanticipated
catastrophic events that result in excessive healthcare claims. As of December 2005,
250 members were enrolled in PPO plans, and according to HCG’s records, it had a
total PPO reserve of approximately $80,000.1 Also important, in addition to these
reserve amounts, HCG has net assets that could be used to pay either HMO or PPO
claims if needed. Specifically, according to HCG records, as of December 31, 2005,
it had net assets of approximately $1.1 million that were not designated or restricted
for specific purposes.

Finally, in addition to establishing reserves for the HMO and PPO benefit plans, HCG
employs various other methods to minimize its financial risk. For example, HCG
purchases insurance, known as reinsurance, to help cover large healthcare claims;
limits a member’s lifetime maximum benefit amount; and has the ability to increase
premiums as long as it provides its members with a 60-day written notice.

HCG has process to ensure applicants have not recently
had group healthcare coverage (see pages 23 through 25)

HCG has taken steps to ensure that small business applicants have been without
group healthcare coverage for the specified time period before obtaining healthcare
coverage from HCG. Statutes addressing HCG’s membership requirements were
changed in 2004 to require small businesses to be without group healthcare
insurance for 180 days prior to joining HCG. Therefore, HCG established a process
for ensuring that this requirement, known as the “bare period,” is met. Its processes
include training its sales representatives and contracted brokers regarding the
requirement prior to their being authorized to enroll applicants in HCG. In addition,
HCG developed a form that small business applicants must fill out and sign. This
form asks small business applicants whether they currently offer group health
insurance or did so within the past 6 months. By signing the form, small business
applicants certify, under penalty of perjury, that they have met the requirement. In
January 2006, this form was revised to authorize HCG to contact any previous
insurance companies to certify the dates and types of coverage previously provided.

Based on the processes HCG established and the work conducted as a part of this
audit, HCG appears to be taking appropriate steps to ensure that small businesses
are meeting the requirement of being uninsured for 6 months before enrolling in

1 According to HCG’s records, it had collected approximately $162,000 in PPO premiums as of December 31, 2005. 
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HCG. Specifically, auditors examined a random sample of 30 small business
application files and found that each file contained a signed acknowledgment form
as required. In addition, a September 2005 external review failed to substantiate
allegations that AHCCCS’ director was encouraging applicants to avoid the bare
period requirement. Finally, auditors determined that DOI does not maintain
information on individuals or businesses who are insured with insurance companies
licensed in Arizona that could be used to determine prior coverage.
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The Office of the Auditor General has conducted a special audit, as defined in
Arizona Revised Statutes (A.R.S.) §41-1278, of the Arizona Health Care Cost
Containment System’s (AHCCCS) Healthcare Group (HCG) program. This audit was
undertaken pursuant to Laws 2005, Chapter 328, Section 24, which provided for the
following scope: 1) examining HCG’s administrative costs; 2) determining whether
HCG’s financial reserves are adequate compared to reserves required for private
health insurance providers; and 3) determining whether HCG requires employer
groups to be without health insurance for 180 days before enrollment in HCG. This
audit was conducted under the authority vested in the Auditor General by A.R.S. §41-
1279.03.

HCG primarily provides health insurance to small
businesses

HCG primarily provides health insurance to Arizona’s small business
employees. Although HCG may also serve political subdivision
employees, almost all of HCG’s members are small business
employees. HCG offers its members a variety of healthcare benefit
plans, including several medical plans, a vision plan, and a dental plan.
HCG covers the costs of providing these benefit plans with premiums it
receives from participating businesses.

HCG created to provide insurance to small businesses and political
subdivisions—HCG was originally established by AHCCCS in 1986 to provide
affordable and accessible healthcare coverage to Arizona’s small businesses—
currently defined as businesses with 50 or fewer employees—and political
subdivisions (see Small Business Eligibility Requirements text box on page 2 for
current eligibility requirements).1,2 Specifically, HCG was created to help address the

1 AHCCCS originally established HCG from a grant from the Robert Wood Johnson Foundation. HCG was formally
established in statute as a separate program within AHCCCS by Laws 1995, Ch. 260, §6 (A.R.S. §36-2912).

2 Beginning November 2004, HCG also became a state-qualified health plan for Health Coverage Tax Credit (HCTC)
subscribers. HCTC is a federal tax credit that pays 65 percent of qualified health plan premiums for eligible trade-
impacted workers and certain benefit recipients from the Pension Benefit Guaranty Corporation (a federal corporation
charged with protecting the retirement incomes for American workers with private-sector-defined benefit pension plans).
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PPaarrttiicciippaattiinngg  bbuussiinneesssseess—
Arizona small businesses who
have enrolled with HCG to
provide health insurance for their
employees. 

MMeemmbbeerrss—Individuals who have
healthcare insurance through
HCG. Most members are
participating businesses’
employees and their dependents.



issue of the high number of working Arizonans whose
employers do not offer health insurance. Although
auditors were not able to readily identify historical
information about uninsured small businesses in
Arizona, a 2000 study estimated that only about a
third of small businesses in Arizona offer health
insurance to their employees, largely because few
private insurers serve small businesses or the cost of
providing health insurance is too expensive.1 HCG’s
enabling statute also requires HCG to provide
coverage to individuals without regard to health-
status-related factors such as medical condition or
claims experience. To meet these requirements, HCG
developed the following mission:

“To reduce the number of uninsured Arizonans by
providing innovative affordable healthcare coverage
options to small businesses and political subdivisions
ensuring access to quality healthcare so that working
Arizonans can maintain healthy lifestyles.”

Although its mission involves serving small
businesses and political subdivisions, over 99 percent
of HCG’s members are from small businesses, as
indicated in the text box “Healthcare Group Member
Information As of December 2005.” 

HCG offers medical, dental, and vision
coverage—HCG has always offered medical
coverage to its members, and recently added dental
and vision coverage as well. Since HCG’s service
agreements are with participating business employers
rather than the individual employee members, the
employers maintain the right to choose which of these
healthcare benefit plans to offer their employees. The
benefit plans available are as follows:

HHeeaalltthh  MMaaiinntteennaannccee  OOrrggaanniizzaattiioonn  ((HHMMOO))  bbeenneeffiitt  ppllaannss—HCG offers three HMO
benefit plans that provide different levels of coverage for different prices. In
general terms, an HMO provides comprehensive managed healthcare to
members under a capitated-payment structure in which HCG uses member
premiums to pay an HMO contractor a fixed amount per member, per month,
regardless of the healthcare services performed. HMO members’ services are

1 WestGroup Research, Small Business Survey: Arizona 2000. 
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Employer Requirements 
• Must have been in business in Arizona for at least 60 days. 
• Must have between 1 and 50 full-time employees.1 

o Must enroll 100 percent of its employees if 5 or fewer employees.2 
o Must enroll 80 percent of its employees if more than 5 employees. 2 

• Cannot have had previous group insurance coverage for 180 days prior to 
participating. 

 
Employee Requirements 
• Must  work or reside in Arizona. 
• Must have been employed by a participating business for at least 60 days. 
• Must work at least 20 hours per week. 
  
 
1 When determining enrollment percentages, certain employees are exempted such as 

those who have insurance through a spouse or a government subsidized program (see 
A.R.S. §§36-2912(B) and (D). 

 
2 HCG must allow a participating business to continue coverage if the business expands 

employment beyond 50 employees after enrollment. 
 

Small Business Eligibility Requirements

Small Business Members (including dependents) 17,710 individuals 
• Total participating businesses—5,877  
• Average participating business size—1.7 

employees 
 

• Average members per participating business—
3 individuals 

 

  
Political Subdivision Members 101 individuals 
• Total participating political subdivisions—10  
  
Health Coverage Tax Credit Subscriber Members1        39 individuals 
  Total State-wide Members 17,850 individuals 
  
 
1 See page 1, footnote 2 for an explanation of the Health Coverage Tax Credit. 
 
 

Healthcare Group Member Information
As of December 2005



covered when they receive their medical care from
healthcare providers (i.e., doctors, hospitals, etc.) that
are part of the HMO’s provider network. HCG’s HMO
benefit plans include: 1) Classic, which is the most
comprehensive plan for those seeking a wide range of
benefits or requiring ongoing care due to chronic health
conditions; 2) Secure, for those with limited health
needs beyond routine medical care and preventive
services; and 3) Active, for those in good health who
require only preventive and routine healthcare. These
benefit plans are available to members in all counties
except Apache, La Paz, Mohave, and Navajo counties.
As of December 2005, 17,600 of HCG’s members were enrolled in HMO plans.

To provide the HMO benefit plans, HCG contracts with three HMO contractors
(also known as managed care contractors) on a capitated-rate basis. These
contractors—University Physicians, Inc., Mercy Healthcare Group, and Care 1st
Health Plan—also contract with AHCCCS’ other programs. HCG pays the
contractors a monthly capitated rate for each member who selects their benefit
plan. The contractors use the capitated rates to pay for medical claims and
administrative costs, and realize a profit. Under this arrangement, the
contractors—not HCG—are liable for medical claims that are incurred. To
provide incentive for these and future HMO contractors to serve HCG’s target
market, HCG bears responsibility for marketing and reduces its HMO
contractors’ risk by purchasing reinsurance for large claims. HCG also agrees
to limit its HMO contractors’ losses if reserve monies are available (see Finding
2, pages 17 through 21 for more information about HCG’s risk-reduction
efforts).1

PPrreeffeerrrreedd  PPrroovviiddeerr  OOrrggaanniizzaattiioonn  ((PPPPOO))  bbeenneeffiitt  ppllaannss—In late 2005, HCG
also began offering two state-wide PPO benefit plans to ensure that it
offered medical coverage in all Arizona counties. In general, a PPO
provides healthcare via contracted providers that provide care at a
discount or negotiated rate. Unlike HMOs, HCG pays healthcare providers
on a fee-for-service basis rather than a capitated basis, and HCG rather
than a contractor is liable for medical claims incurred. Another difference
between the HMO and PPO plans is that members who choose the PPO
plan may receive medical care from providers that are not part of the
provider network (although at a greater cost to the member). HCG offers
two PPO benefit plans that provide different levels of service for different
prices: 1) Medallion, which is the more expensive plan and provides

1 A.R.S. §36-2912(I)(6) authorizes HCG to provide reinsurance for its HMO contractors. 
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HHeeaalltthh  MMaaiinntteennaannccee  OOrrggaanniizzaattiioonn—Benefit plan
that provides comprehensive managed
healthcare to members under a capitated-
payment structure, in which HCG pays an HMO
contractor a fixed amount per member per
month regardless of the healthcare services
performed. HMO members’ services are
covered when they receive their medical care
from healthcare providers that are part of the
HMO’s provider network.

PPrreeffeerrrreedd  PPrroovviiddeerr
OOrrggaanniizzaattiioonn—Benefit
plan in which HCG pays
healthcare providers on a
fee-for-service basis rather
than a capitated basis.
Unlike HMO plans,
members who choose
HMO plans may receive
medical care from
healthcare providers that
are not part of the provider
network (although at a
higher cost to the
member). 



comprehensive coverage, and 2) Medallion Plus, which is less expensive and
provides lower levels of coverage.1 See Appendices A and B for additional
information about HCG’s PPO benefit plans and premiums. As of December
2005, 250 of HCG’s members were enrolled in PPO benefit plans.

For the PPO benefit plans, HCG contracts with a third-party administrator (TPA)
to establish a state-wide network of providers and administer the claims-
payment process. The claims-payment process generally involves verifying
eligibility and claim accuracy; paying the fee-for-service medical claims using
monies received from HCG; and providing customer support for claims
inquiries.

VViissiioonn  aanndd  ddeennttaall  ccoovveerraaggee—In 2005, HCG also began offering vision and
dental coverage state-wide. HCG uses a capitated-rate concept similar to that
of its HMO benefit plans to provide its vision and dental benefit plans. 

HCG receives premiums from participating businesses—Premiums for
HCG’s benefit plans are submitted to HCG by participating businesses and political
subdivisions. At their discretion, employers either withhold premiums from their
employees’ pay or cover their employees’ premiums as a fringe benefit. Regardless
of who actually incurs the cost, the employers are responsible for submitting the
premiums to HCG on a monthly basis, by check, money order, online payment, or
automatic withdrawal. HCG then uses the premium monies to pay administrative and
medical costs, including capitated HMO payments, as discussed further in Finding
1 (see pages 11 through 16).

HCG faces risks to self-sufficiency 

HCG’s method of setting premiums can result in threats to self-sufficiency.
Specifically, HCG is generally able to offer affordable health insurance because its
rating model is based on demographic factors rather than past healthcare utilization.
However, this model could backfire if HCG’s membership is reduced to a small
population of unhealthy individuals, which would require HCG to raise premiums
beyond an affordable level, as it did in the late 1990s. To ensure this does not happen
again, HCG is taking steps to enroll healthy members, such as increasing marketing
efforts and offering additional, more attractive healthcare options.

HCG uses community rating to set prices—To offer healthcare coverage at
an affordable price, HCG establishes its premiums using a modified community
rating model. Community rating involves setting a single premium for an entire group,
without regard for any differences among the group’s members that might affect

1 HCG is in the process of changing its PPO benefit plans. Specifically, HCG plans to phase out the existing PPO plans
and develop four new plans. The new plans, which HCG expects to offer in February 2006, are intended to more closely
resemble the relationship between price and levels of coverage inherent in the current HMO plans.
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medical costs, such as age, sex, current health status, or past healthcare utilization.
The opposite of community rating is experience rating. Under this method, insurers
consider current health status and past healthcare utilization to project the healthcare
costs associated with specific individuals or groups and then set different premiums
to cover the projected costs. In other words, under this approach, an insurer would
charge higher premiums for those individuals or groups who are at risk of being or
are currently in poor health, and would charge lower premiums for individuals or
groups who are in good health.

HCG’s model is a mix between community rating and experience rating. Specifically,
HCG sets premiums for different demographic groups, but does not set different
rates for individuals based on health status and past healthcare utilization (see
Appendix A for specific examples of HCG’s premiums). By using this model, HCG
does not have to charge a higher rate for higher-risk individuals. Instead, it can
subsidize the higher costs of high-risk individuals with the lower costs of low-risk
individuals. Statute authorizes HCG to consider age, sex, income, and community
rating when it establishes premiums.1 HCG could shift more toward experience rating
in the future, should it desire to do so. Although this would require specific healthcare
utilization information for all of HCG’s members, HCG’s contract with its TPA includes
the collection of this information, in addition to the administration of the PPO benefit
plans.

HCG required legislative subsidy starting in late 1990s—A downside of
HCG’s community rating is that HCG could end up with mostly high-risk, high-cost
individuals, and may have to increase premiums beyond what those individuals or
their employers could afford. According to HCG, this actually happened starting in
the late 1990s when, largely due to an overrepresentation of high risk individuals,
rates increased beyond what HCG’s members could afford. In 1997, HCG’s
membership was nearly 21,000 members. However, membership fell below 14,000
members by 1998 and reached a low of approximately 11,000 members by 2001
(see Figure 1, page 6), with the remaining members consisting primarily of
individuals with high rates of illnesses. As a result, HCG’s premium revenue
decreased while its medical costs remained constant. Thus, between fiscal years
1999 and 2005, the Legislature subsidized the HCG with a $3 to $8 million
appropriation each year from tobacco tax or litigation settlement monies, or the
General Fund.

HCG redeveloped its business model—In an effort to attract healthier
members and reduce the risk of its member pool, HCG redeveloped its business
model and the benefit plans it offered in fiscal year 2004. HCG’s changes included
increased marketing efforts primarily through insurance brokers, associations, and
sales presentations and the development of the current healthcare benefit plans,
which are intended to appeal to a variety of healthcare consumers. 

As of December 2005, membership had increased to 17,850 members, and the
legislative subsidy has been eliminated for fiscal year 2006. HCG’s goals are to

1 A.R.S. §36-2912(P).
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increase its enrollment to 32,000 by July 2006 and 50,000 members by July 2007.
HCG plans to rely primarily on word of mouth and the use of insurance brokers to
recruit new members. However, HCG also believes that its new benefit plans with the
range of choices will continue to attract new members and help it achieve its
membership goals.

Budget and organization

As indicated in Table 1, (see page 7), the largest source of HCG’s revenue is member
premiums. These premiums are appropriated to HCG for two purposes: 1) To pay for
providing medical coverage to HCG’s members (i.e., capitated payments to health
plans and claims payments to providers), and 2) to cover HCG’s administrative
costs, which include costs associated with the overall management and operation of
HCG, such as marketing and data processing. HCG contracts some of these
functions, but also maintains some of them in-house. See Finding 1 (pages 11
through 16) for additional information about HCG’s administrative functions and
related costs.

State of Arizona
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Figure 1: Number of Individual Members1

December 1995 through December 2005

1   According to HCG, the average length of membership is approximately 2.5 years.

Source:   Auditor General staff analysis of the AHCCCS Healthcare Group's 
 individual membership data as of December 31, 2005. 
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Table 1: Schedule of Revenues, Expenditures, and Changes in Fund Balances1 
 Years Ended or Ending June 30, 2004, 2005, and 2006  
 (Unaudited) 

 2004 2005 2006 

 (Actual) (Actual) (Estimate) 
Revenues:     

Premiums $30,970,580 $36,116,572 $54,867,915 
State General Fund appropriations 2,989,426 4,000,000  
Reimbursement from Health Plans 2 1,140,172   
Health Crisis Fund  200,000  
Interest income        146,054        158,696        208,000 

Total revenues   35,246,232   40,475,268   55,075,915 
Expenditures and reversions:    

Hospitalization and medical care expenditures    
Capitated  payments 28,394,664 30,961,220 43,850,955 
Fee-for-service payments 3   1,052,414 
Reinsurance premium payments 213,446 242,640 366,169 
Stop-loss payments 4 5,592,399  4,755,706 
Other                        13,350            

Total hospitalization and medical care expenditures   34,200,509   31,217,210   50,025,244 
Administrative expenditures    

Personal services and employee-related 947,804 1,652,513 2,656,396 
Professional and outside services 267,928 1,425,442 911,732 
Other 348,980 548,229 549,140 
Equipment 310,374 81,027 30,723 
Hospital and medical care-related 5            272,238     1,306,787 

Total administrative expenditures    1,875,086    3,979,449     5,454,778 
Total expenditures 36,075,595 35,196,659 55,480,022 

Reversion to the State General Fund 300,000   
Reversions to the Tobacco Tax and Health Care Fund6    1,185,606               

Total expenditures and reversions  37,561,201  35,196,659   55,480,022 
Excess of revenues over (under) expenditures (2,314,969) 5,278,609 (404,107) 
Fund balance, beginning of year    9,984,082 7     7,669,113   12,947,722 
Fund balance, end of year $  7,669,113 $12,947,722 8  $12,543,615 

  
1 For the purposes of this report’s discussion and analysis, financial activity in this schedule is presented primarily on a cash basis 

rather than on HCG’s accrual basis used in its annually prepared financial statements. 
2 Amount is repayment from HMO contractors for the recovery of payments made to contractors in fiscal year 2002 that were over 

amounts the contractors were entitled to receive as discovered during the 2002 stop-loss analysis. For the purposes of this 
presentation, these repayments were reported as revenue in the year they were received.  

3 Amount is payments to contracted providers under HCG’s two PPO plans that began in early 2006.  
4 Amount is payments to HMO contractors under the stop-loss contractual provisions. The 2004 amount relates to payments made for 

the stop-loss analysis performed for prior years. The 2006 amount relates to payments recently made for the stop-loss analysis 
performed for 2005 and estimated payments for stop-loss analysis performed for 2006. See Finding 2, page 19 for further 
information relating to stop-loss payments. 

5 As noted in Finding 1, page 15, amounts are costs that are similar to what HMO contractors incur. The large increase in 2006 relates 
to the establishment of the new PPO plans in early 2006 and costs to establish and operate systems to collect healthcare utilization 
information for HMO and PPO members and to process PPO claims. 

6 Amount is a return of Tobacco Tax and Health Care Fund monies from the recovery of fiscal year 2002 overpayments. 
7 The 2004 beginning fund balance includes approximately $3.3 million of remaining fiscal year 2003 appropriated Tobacco Tax and 

Health Care Fund monies that were used to make stop-loss payments in 2004. 
8 The 2005 ending fund balance includes approximately $3.4 million of available State General Fund appropriations that were used for 

2006 stop-loss payments relating to the stop-loss analysis performed for 2005. 
 
Source: Auditor General staff analysis of the Arizona Financial Information System (AFIS) Accounting Event Transaction File and AFIS 

Status of Appropriations and Expenditures and Trial Balance by Fund reports for the years ended June 30, 2004 and 2005, and 
AHCCCS-provided estimates for the year ending June 30, 2006. 



HCG budgeted 41 FTEs for fiscal year 2006, which are organized into six departments:

OOffffiiccee  ooff  tthhee  DDeeppuuttyy  DDiirreeccttoorr  ((44  FFTTEEss,,  22  vvaaccaanncciieess))—Responsible for executive
management for HCG staff and programs, and other activities such as strategic
planning, and healthcare coverage market research and analysis. 

FFiinnaannccee  aanndd  AAddmmiinniissttrraattiioonn  ((33  FFTTEEss,,  22  vvaaccaanncciieess))—Responsible for things such
as HCG’s budget and expenditure management, actuary analysis and rate
setting, accounts payable, and contractor financial oversight. 

HHeeaalltthh  PPllaann  BBeenneeffiitt  PPllaann  MMaannaaggeemmeenntt  ((1133  FFTTEEss,,  44  vvaaccaanncciieess))—Responsible for
marketing and sales activities, as well as broker relations, employer and
member communications, and outreach. 

HHeeaalltthh  PPllaann  OOppeerraattiioonnss  ((1155  FFTTEEss,,  11  vvaaccaannccyy))—Responsible for things such as
the customer care call center, member services, and information systems
support.

MMeeddiiccaall  MMaannaaggeemmeenntt  ((44  FFTTEEss,,  11  vvaaccaannccyy))—Responsible for, among other
things, overseeing the medical care provided, approving medical policies, and
supervising the HCG employer wellness and chronic illness management
program.  

CCoommpplliiaannccee  aanndd  CCoonnttrraacctt  AAddmmiinniissttrraattiioonn  ((22  FFTTEEss,,  11  vvaaccaannccyy))—Responsible for
contract administration, grievance management, and compliance and audit
functions.

Scope and methodology

This audit focused on the three areas required by Laws 2005, Ch. 328, §24.
Specifically, auditors reviewed HCG’s administrative costs, financial reserves, and
efforts to ensure that employer groups have gone without health insurance for 180
days before enrollment in HCG, and this report includes a finding in each of these
areas.

Various methods were used to study the issues addressed in this audit. General
methods included interviews with HCG officials and staff. Auditors also reviewed
Arizona Revised Statutes, Administrative Rules, and HCG’s policies and procedures
as well as information about its goals, objectives, and performance measures. 

Auditors also used the following specific methods:
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To examine HCG’s administrative costs, auditors reviewed statute to determine
whether statute outlined any specific requirements regarding HCG’s
administrative costs and also conducted research to identify administrative
costs definitions. To determine whether auditors could rely on AHCCCS’ internal
controls, auditors reviewed AHCCCS’ CPA firm’s workpapers related to work
performed on the internal controls over disbursements, payroll, and purchasing
and found that controls were deemed effective by the CPA firm. In addition,
auditors obtained detailed expenditure transaction information for HCG from the
Arizona Financial Information System (AFIS) Accounting Event Transaction File
for the period July 1, 2003 through September 30, 2005, and auditors ensured
the fiscal year 2004 and 2005 amounts matched the amounts used by
AHCCCS’ CPA firm during their annual financial audit to help ensure the
information used was complete and accurate. Auditors also agreed the
expenditure information for the period July 1, 2005 through September 30, 2005
to an AHCCCS-prepared Cash Basis Financial Statement for the Healthcare
Group Fund. Auditors then analyzed HCG’s expenditures by category and
determined the amount of administrative expenditures compared to total
expenditures. Auditors also reviewed various contracts and specific transactions
to determine what types of administrative activities contractors were performing
for HCG, and conducted several interviews with HCG staff to obtain additional
information as needed. Finally, since HCG is a separate program within
AHCCCS, auditors analyzed expenses to determine if AHCCCS had
appropriately allocated costs to HCG that pertain to HCG’s operation, such as
rent, printing, equipment, salaries, and data processing costs.

 To determine whether HCG’s financial reserves are adequate compared to
reserves required for private health insurance providers, auditors obtained and
analyzed information about the purposes of health insurance reserves, how the
amount of reserves should be determined, and whether there were any universal
standards regarding reserves for the healthcare industry, including information
from the Actuarial Standards Board, the American Academy of Acturies, the
Department of Insurance, the Journal of Risk and Insurance, the National
Association of Insurance Commissioners, and the U.S. Government
Accountability Office. In addition, auditors conducted several interviews with
HCG officials and staff as well as with officials from Arizona’s Department of
Insurance (DOI) to obtain additional information about reserve requirements.
Auditors also reviewed HCG’s contracts and other documents to determine
other efforts HCG was taking to ensure its financial stability.

To determine whether HCG requires small businesses to be without group
health insurance for 180 days before enrolling in HCG, auditors reviewed statute
to identify the specific requirement and when the requirement became effective.
In addition, auditors interviewed HCG officials and staff to obtain additional
information about the requirement and to identify what processes HCG had
implemented in response to the statutory requirement. Auditors also reviewed
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HCG’s policy and other documents developed by HCG to help ensure small
businesses were meeting the requirement. Further, to determine if HCG ensured
that all small business applicants completed and signed its form indicating the
requirement was met, auditors reviewed 30 small business files randomly
selected from all small business application files received between December 1,
2004 through December 1, 2005, to observe whether a completed and sign
form was contained within each file. Finally, auditors reviewed materials from an
internal and an external review that were conducted regarding allegations that
HCG employees were encouraging small business applicants to circumvent the
requirement.

To develop the Introduction and Background section, auditors compiled
information from state laws, unaudited information from HCG’s Web site and
other  agency-prepared documents, the State of Arizona Appropriations Report
for fiscal years 2004 through 2006, as well as information from the Arizona
Financial Information System (AFIS) Accounting Event Transaction File and AFIS
Status of Appropriations and Expenditures and Trial Balance by Fund reports for
the years ended June 30, 2004 and 2005, and AHCCCS-provided estimates for
the year ended June 30, 2006.

The audit was conducted in accordance with government auditing standards.

The Auditor General and staff express appreciation to the director and staff of
AHCCCS for their cooperation and assistance throughout the audit
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HCG has various administrative costs

HCG has statutory authority to use its revenues to pay administrative costs as well as
the costs of providing hospitalization and medical care for its members. AHCCCS
has defined administrative costs to include all costs associated with the overall
management and operation of an entity, such as data processing, marketing,
salaries and related benefits of administrative staff, and other operating costs. During
the period of July 1, 2003 through September 30, 2005, HCG used several revenue
sources to cover its administrative costs, such as State General Fund appropriations
and appropriated premiums. During this period, administrative costs comprised 8.5
percent of HCG’s total costs, and HCG has worked to account for all costs that
directly or indirectly relate to the HCG program.

Administrative costs include costs for managing and
operating the program

Statute allows HCG to use its revenues to pay administrative costs as well as the cost
of providing hospitalization and medical care for small employers and eligible
employees.1 HCG’s revenues come from various sources, including premiums,
donations, interest, and legislative appropriations. While statutes indicate that
administrative costs are subject to legislative appropriation, they do not define
administrative costs. However, AHCCCS has defined administrative costs in its
Arizona Health Care Cost Containment System Reporting Guide for Acute Health Care
Contractors to include all costs associated with the overall management and
operation of the entity, such as data processing, marketing, salaries and related
benefits of administrative staff, and other operating costs. This definition was used
for the purpose of analyzing HCG’s administrative costs for this audit.

1 For fiscal year 2004, HCG’s funding was authorized by A.R.S. §36-2913(C)(8). However, Laws 2004, Ch. 332, §§5 and 6,
created A.R.S. §36-2912.01, which currently authorizes HCG’s funding.

FINDING 1
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Several revenue sources used for administrative costs

HCG pays its administrative costs from multiple sources. Specifically, for the period
July 1, 2003 through September 30, 2005, HCG received the following revenues,
which were used to pay its administrative costs (also see Table 1, page 7 in the
Introduction and Background)1:

SSttaattee  GGeenneerraall  FFuunndd  aapppprroopprriiaattiioonnss—HCG received an appropriation from the
State General Fund in both fiscal years 2004 and 2005 that could be used to pay
some administrative costs at HCG’s discretion. Of the nearly $7 million
appropriated to HCG in fiscal years 2004 and 2005, approximately $700,000
was used for administrative costs.2 HCG did not receive a General Fund
appropriation in fiscal year 2006.

PPrreemmiiuummss3—The Legislature appropriates a portion of premium revenue for
administrative costs; however, most premium revenues are appropriated for
paying hospital and medical-care costs. Additionally, HCG includes in the
premium rate a fixed amount per member, per month that is used to pay agent
or broker enrollment fees. As shown in Table 1 in the Introduction and
Background section (see page 7), for fiscal years 2004 and 2005, HCG annually
received over $30 million in premium revenues and is expecting to receive nearly
$55 million in fiscal year 2006. Approximately $6 million was used for
administrative costs during the period reviewed. Specifically,

AAnnnnuuaallllyy  aapppprroopprriiaatteedd  pprreemmiiuummss—For fiscal years 2004 through 2006, the
Legislature appropriated a total of approximately $8.4 million to pay for
HCG’s administrative costs. For the period July 1, 2003 through September
30, 2005, HCG spent over $5.7 million for administrative costs, with
approximately $2.6 million remaining to pay administrative costs for the rest
of fiscal year 2006.

CCoonnttiinnuuoouussllyy  aapppprroopprriiaatteedd  pprreemmiiuummss—Statute continuously appropriates
most of HCG’s premiums for hospitalization and medical care costs. This
appropriation allows HCG to use its premiums for capitation payments to
its HMO contractors, which the contractors use to cover their administrative
costs, medical claims, and realize a profit. HCG also uses this
appropriation to pay for its own administrative costs, which are similar to
those administrative costs incurred by its HMO contractors. For example, in
fiscal year 2005, these continuously appropriated premiums paid for HCG’s

HCG received a State
General Fund
appropriation in fiscal
years 2004 and 2005,
but did not receive one
in 2006.

HCG uses a portion of
its premium revenue for
administrative costs.

1 Auditors reviewed the two most recent completed fiscal years of cost data and cost data for the first quarter of fiscal year
2006 in order to provide the most current information available at the time the audit work was conducted.

2 The remaining monies were paid to HMO contractors to pay capitated payments and to cover higher-than-expected
medical costs. See Finding 2 (pages 17 through 21) for further information.

3 Appropriations also include interest earned on HCG’s premiums; however, the amount of interest earned is insignificant
in relation to the total appropriation amounts.
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cost of issuing new identification cards and member handbooks. During
the period reviewed, HCG spent approximately $261,000 of these
premiums for costs that it considers similar to its HMO contractors’
administrative costs.

AAggeenntt  oorr  BBrrookkeerr  ffeeeess1—Beginning in January 2005, HCG charged
employers for member enrollment fees that are paid to agents or brokers
who have signed agreements with HCG to promote its benefit plans and
enroll qualified members. Specifically, according to HCG, as of September
1, 2005, 1.5 percent of new and renewing members‘ premiums are used for
this purpose. Of the approximately $143,000 collected through September
30, 2005, approximately $50,300 in enrollment fees were paid to agents or
brokers for 347 members enrolled.2

HHeeaalltthh  CCrriissiiss  FFuunndd—HCG has also received other monies for administrative
costs. Specifically, due to concerns regarding the number of uninsured
Arizonans, Executive Order 2004-16 provided $200,000 from the Health Crisis
Fund in June 2004 for HCG outreach and education of the public and the small
business community.3 For example, HCG spent approximately $40,000 for a
mail marketing campaign and telephone follow-up. These monies were used to
purchase mailing lists of small business employers in Maricopa and Pima
counties and mail correspondence to these businesses. In addition, the monies
were used to pay for approximately 10,000 calls to follow up on the mailed
correspondence. 

HCG administrative costs comprise 8.5 percent of total
program costs 

Auditors reviewed HCG administrative costs for the period July 1, 2003 through
September 30, 2005, and determined its administrative costs amounted to 8.5
percent of the program’s total costs.4 As shown in Table 2 (see page 14), HCG

HCG received $200,000
from Health Crisis Fund
for outreach and
education.

1 A.R.S. §39-2912.01(F) precludes broker commissions and fees from being paid for with monies appropriated for
administrative costs. Auditors determined that these fees were not paid with the monies appropriated for administrative
costs. However, in line with the AHCCCS’ definition of administrative costs, broker fees are considered administrative
costs, and therefore, were considered administrative costs for the purposes of our analysis.

2 The agreements between HCG and its agents and brokers require that members be enrolled in a HCG benefit plan for
120 days before HCG pays enrollment fees.

3 On December 29, 2004, HCG submitted a Healthcare Crisis Emergency Fund Report to the Governor, Speaker of the
House of Representatives, and President of the Senate. In the report, HCG indicated that its use of the Health Crisis Fund
monies contributed to a 10 percent membership increase between July and December 2004.

4 HCG’s administrative cost percentage by fiscal year was 5.2 percent for fiscal year 2004, 11.3 percent for fiscal year 2005,
and 10.5 percent for fiscal year 2006 (as of September 30, 2005). Based on auditor analysis, the large increase between
2004 and 2005 primarily related to the additional monies received from the Health Crisis Fund and an approximately $1.5
million increase in the annually appropriated premiums. These additional monies allowed HCG to enter a marketing
contract and provide additional monies to a HMO provider for administrative activities. In addition, HCG incurred
additional administrative costs relating to the establishment of the PPO and healthcare utilization system.
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incurred administrative costs of approximately $6.9 million over that period of time,
with the largest categories consisting of salaries and benefits, and professional and
outside services. Specifically:

SSaallaarriieess  aanndd  bbeenneeffiittss—HCG paid approximately $3.2 million in salaries and
related benefits of HCG staff and AHCCCS staff who performed HCG-related
functions. This was the largest of the program’s administrative cost categories.
According to HCG records, HCG paid for 21 and 34 positions in fiscal years
2004 and 2005, respectively, and budgeted for 41 positions in fiscal year 2006.
The positions include executive and administrative staff, such as a HCG
executive director, actuarial support, sales and marketing staff, and customer
care staff.

PPrrooffeessssiioonnaall  aanndd  oouuttssiiddee  sseerrvviicceess—HCG paid about $1.9 million for
professional and outside services. The types of services varied and included

Table 2:  Administrative Expenditures by Source of Funding Compared to Total Expenditures 
 July 1, 2003 through September 30, 2005  
 (Unaudited) 
 
  Premiums    

 

State  
General  

Fund 

 
Annually 

Appropriated Other 1 

Health  
Crisis  
Fund Total 

Percent of 
Total 

Expenditures 
Salaries and benefits   $3,222,865  $ 3,222,865 3.9% 
Professional and outside  
 services  $   428,840  1,251,116 $197,063 1,877,019 2.3 
Travel and other operating 
 expenditures   966,147 2,937 969,084 1.2 
Equipment  130,000  264,813  394,813 0.5 
Broker fees    $      50,275  50,275 0.1 
Hospital and medical care  
 related expenditures        156,740 

 
          

  
        261,275 

 
       

 
      418,015 

 
   0.5 

Total administrative 
expenditures  715,580  5,704,941  311,550 200,000 6,932,071 8.5 

Hospital and medical care 
costs   2,559,426    3,332,047 2     68,682,983         74,574,456   91.5 

Total expenditures  $3,275,006  $9,036,988  $68,994,533 $200,000 $81,506,527 100.0% 
  
 
1 This category includes premiums continuously appropriated and those collected for broker fees. 
 
2 Amount is Tobacco Tax and Health Care Fund monies that were appropriated in fiscal year 2003, but spent in fiscal year 2004 for stop-loss payments. 
 
Source: Auditor General staff analysis of Arizona Financial Information System (AFIS) Accounting Event Transaction File for the period July 1, 2003 through 

September 30, 2005. 
 



paying costs related to a marketing contract and providing a HMO contractor
with funding for marketing and network costs. For example:

MMaarrkkeettiinngg—HCG paid approximately $538,000 to a marketing firm to assist
in the development and coordination of marketing, promotions, and sales
support. The monies were also used to pay for advertising and graphic
design work. The contract was terminated on October 1, 2005, because of
insufficient funding.

HHMMOO  ccoonnttrraaccttoorr—HCG paid approximately $429,000 to one of its HMO
contractors. The contractor was allocated monies for marketing and
provider network costs, allowing it to pay for two sales representatives, a
network provider representative, and all related office space, equipment,
and other operating costs.

TTeemmppoorraarryy  ssttaaffffiinngg—HCG paid almost $210,000 for temporary staffing,
with over half of this paid with Health Crisis Fund monies to promote HCG
and to assist in outreach and sales efforts.

HHoossppiittaall  aanndd  mmeeddiiccaall  ccaarree-rreellaatteedd—HCG paid almost $420,000 for
administrative costs that are similar to what its HMO contractors incur. For
example, HCG paid over $300,000 to the TPA, primarily to pay for costs
associated with establishing systems to collect healthcare utilization information
for HMO and PPO members and to process PPO claims. 

Other administrative costs include travel, equipment, and other operating costs. For
example, HCG paid for a new telephone system, programming costs, and building
rent. 

AHCCCS allocates costs to HCG 

Since HCG is a separate program within AHCCCS, AHCCCS has attempted to
capture all costs that relate to HCG and allocate them accordingly. Specifically, HCG
has paid for typical costs such as its building lease (the lease includes utilities),
telecommunication, printing, advertising, equipment, supplies, repair and
maintenance, postage, and data processing costs. In addition, AHCCCS has
ensured other appropriate costs are charged to HCG. For example, AHCCCS has
charged a portion of department-level staff salaries to HCG for such functions as
accounting, actuary services, and information technology, which AHCCCS provides
in support of the HCG program. Further, according to AHCCCS management,
AHCCCS has recently worked to improve its cost allocation process to better ensure
that HCG pays its fair share of services provided by AHCCCS.
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AHCCCS has worked to
improve its cost
allocation process, to
better ensure that HCG
pays its fair share of
services provided by
AHCCCS.



Recommendations:

This finding provides information only. Therefore, no recommendations are
presented.
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HCG is taking steps to ensure financial stability 

HCG appears to be in-line with the insurance industry in its efforts to ensure financial
stability. While no universal standard exists for the amount of reserves insurance
companies should maintain, like other insurers in the healthcare industry, HCG uses
actuaries to determine and monitor its reserve amounts. Also, as other insurers do,
HCG uses reserves for various purposes that are intended to help ensure financial
stability. In addition, HCG uses other common methods to limit its financial risk, such
as maintaining reinsurance policies and establishing maximum benefit amounts for
its members.

HCG uses reserves to help ensure financial stability

HCG maintains reserves that it uses for various purposes designed to help ensure it
remains financially stable. The amount needed for reserves varies based on such
things as whether there are any state regulatory requirements, the size or type of
insurance company, and the type of benefit plans offered. Like other insurers, HCG
uses actuaries to help it determine the amount of reserves it should maintain. In
addition, similar to industry practices, HCG uses its reserves for various purposes
designed to help ensure financial stability. 

Reserve requirements vary—Auditors’ review of literature and interviews with
DOI and HCG officials found that there is no universal standard regarding the
amount of reserves insurance companies must maintain. Rather, the amount
needed for reserves will vary based on things such as the specific state
regulatory requirements as well as the size or type of insurance company and
the type of benefit plans offered. For example, Arizona’s insurance regulatory
requirements focus on protecting against insolvency. Specifically, A.R.S.
§§20-1055 and 20-1056 require entities that either provide healthcare services
or arrange for healthcare services to deposit with the State Treasurer a
minimum of $500,000 plus a reserve consisting of 2 percent of charges collected
from enrollees up to $1,000,000. In addition, A.R.S. §§20-223 and 20-1059 require
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In broad terms, reserves are
accumulations of money
that an insurer needs to pay
for future business
obligations.



these entities to submit annual financial statements to DOI, which, pursuant to
guidelines approved by The National Association of Insurance Commissioners, must
be accompanied by a qualified actuary’s opinion regarding the assumptions and
methods used to determine reserves. However, Arizona’s insurance regulatory
requirements do not apply to state agencies. Therefore, because HCG is part of
AHCCCS, it is not subject to Arizona’s insurance regulations. 

HCG uses actuarial services to determine reserve amounts—In-line
with industry practices, HCG uses actuarial services to determine and monitor its
reserve amounts. According to insurance industry practice, insurers should use the
services of a qualified actuary, who is a trained mathematician who analyzes the
costs and risks associated with providing insurance. Actuaries follow conduct
standards and practice standards that guide them in applying generally accepted
actuarial principles and practices.1 HCG used a national actuarial consulting firm for
its HMO premium-determination process in 2003, which included determining
reserve amounts. Since then, HCG began using two of its own actuaries for
determining the premium rates and reserve amounts for the HMO plans and HCG’s
new PPO plans. HCG’s lead actuary is a member of the American Academy of
Actuaries and, as a Fellow of the Society of Actuaries, holds the highest possible
actuarial designation.

Since HCG is not subject to Arizona’s insurance regulations, HCG’s actuaries are not
required to opine on the assumptions and methods used to determine reserves.
However, according to HCG’s actuaries, to determine reserve amounts, they used
the NAIC’s risk-based capital model as a starting point. This model helps insurers
determine the minimum amount of capital and surplus they must maintain according
to their level of financial risk. In addition, they also used industry-recognized
guidelines that contain rating structures for determining health benefit claim costs,
area factors that help adjust national average costs to specific geographical areas,
and other data that can be used to help modify expected claim costs based on items
such as deductible levels and benefit plan maximums.2 Further, HCG’s reserving
policy requires the actuaries to monitor reserve amounts on a monthly basis to
ensure their adequacy, making recommendations for adjustment as necessary.
Finally, AHCCCS’ director indicated that, after the PPO benefit plan has been in place
for at least 2 years, he would like to obtain a peer review of HCG’s actuarial work.
Actuarial standards do not require a peer review. However, a discussion paper on
actuarial peer reviews indicates that these reviews can be useful for evaluating and
enhancing the quality of the work product.3 The director estimates this review would
cost between $100,000 and $150,000. 

1 For conduct standards see: Actuarial Standards Board. Joint Committee on the Code of Professional Conduct. Code of
Professional Conduct. January 2001; for practice standards see Actuarial Standards Board, “Actuarial Standards of
Practice.” http://www.actuarialstandardsboard.org/asops/htm (Feb. 2, 2006).

2 Milliman USA. “Milliman Health Cost Guidelines.” http://www.milliman.com/tools_products/HCGBROCH.pdf (Jan. 28,
2006).

3 American Academy of Actuaries, Committee on Professional Responsibility, Peer Review, Concepts on Professionalism.
September 2005.
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HCG reserves used for several purposes—In-line with insurance industry
practices, HCG retains a portion of its premiums to establish reserves that are used
for various purposes. HCG generally establishes reserves by benefit plan type, as
follows:

HHMMOO  bbeenneeffiitt  ppllaannss’’  rreesseerrvvee—The majority of HCG members (17,600) are enrolled
in HCG’s HMO plans, and the HMO contractors, not HCG, are responsible for
ensuring medical claims are paid. Because these HMO contractors contract with
AHCCCS, they are regulated by AHCCCS and not DOI.1 Therefore, to help ensure
HCG’s HMO contractors are able to meet their claims payment obligations, they
are required to meet AHCCCS’ equity-per-member and performance bond
requirements.2   AHCCCS defines equity as net assets that are not designated or
restricted for specific purposes. To meet AHCCCS’ equity requirements, HMO
contractors with fewer than 100,000 members must maintain $150 equity per
member, and contractors with 100,000 or more members must maintain $100
equity per member. To ensure HMO contractors continue to meet the
requirements, HCG staff monitor contractors’ monthly financial statements for
equity-per-member compliance.

A performance bond is an instrument that provides a financial guarantee,
generally in the amount of 1 month’s capitation (i.e., the fixed premium amount per
enrolled member). The amount of the performance bond required for AHCCCS’
contractors is 75 percent of 1 month’s capitation of the contractor’s total line of
business with AHCCCS, including HCG. Therefore, this results in a higher
performance bond amount than would be required for HCG alone. Since HCG’s
HMO contractors also contract with AHCCCS’ other programs, AHCCCS
monitors these requirements for all of its contractors’ lines of business as a whole. 

Although not responsible for ensuring its HMO claims are paid, HCG retains at
least 5 percent of its HMO premiums to establish a HMO reserve that is used for
two different purposes. First, HCG uses its HMO reserve to provide “stop-loss”
coverage for its HMO contractors to help limit the amount of loss a contractor will
experience within a year. As discussed in the Introduction and Background (see
page 3), HCG pays its HMO contractors a capitated rate from which the
contractors pay their administrative costs and medical claims incurred as well as
realize a profit. However, according to its HMO contracts, if a HMO contractor
experiences losses, HCG will try to limit the amount of the loss. For example, for
some benefit plans, if the contractor’s medical loss ratio is higher than 86 percent
based on its annual audited financial statements, HCG will make a payment to the
contractor if monies are available to help bring the contractor’s medical loss ratio
to no greater than 86 percent.3 Conversely, the contracts also have a “stop-gain”

HMO reserve is used to
limit contractors’ losses.

1 A.R.S. §36-2903(L).

2 AHCCCS’ equity-per-member and performance bond requirements are similar to Arizona’s insurance code requirements
set forth in A.R.S. §§20-1055 and 20-1056 (see page 17).

3 Medical loss ratio refers to the percent of the contractor’s annual capitated payment that is used to cover its members’
medical costs.

For its HMO plans, the
contractors are
responsible for ensuring
claims are paid.



clause. For example, a contractor whose annual audited financial statements
show its medical loss ratio to be less than 80 percent is required to pay HCG an
amount equal to the difference between its medical loss ratio and 80 percent
multiplied by its total annual capitation payment. These payments would be
included in HCG’s HMO reserve.1

Second, HCG uses some of the HMO reserve for things such as cost
fluctuations due to the introduction of new products, coverage changes, or
future expansion into new locations. According to HCG’s records, it had
$2,776,000 in HMO reserves as of December 31, 2005.

PPPPOO  bbeenneeffiitt  ppllaannss’’  rreesseerrvveess—Approximately 250 of HCG’s members are
enrolled in its PPO plans. However, unlike its HMO plans, HCG maintains
responsibility for ensuring its PPO claims are paid. In-line with industry practices,
HCG maintains PPO reserves for two main purposes. First, it accumulates
resources to ensure that HCG can pay for claims that have been incurred, but
have not yet been submitted for payment or paid. According to HCG’s records,
as of December 31, 2005, it had approximately $64,000 restricted for this
purpose. 

Second, HCG reserves approximately 10 percent of its PPO benefit plans’
premiums to accumulate resources to ensure that HCG can cover claims if its
premiums are inadequate, or to provide protection against unanticipated
catastrophic events that result in excessive healthcare claims. HCG also uses
this reserve for such things as cost fluctuations due to the introduction of new
products, coverage changes, or future expansion in new locations. According to
HCG officials, HCG retains a higher percentage of its PPO premiums compared
to its HMO premiums (see above) partly because PPO benefit plans are so new.
As a result, the healthcare utilization data HCG needs to estimate reserves for
its PPO benefit plans is limited. According to HCG’s records, as of December
31, 2005, HCG had approximately $16,000 set aside for these purposes.2

In addition to these reserve amounts, HCG has accumulated assets that could be
used to pay HMO and PPO claims if needed. Specifically, according to HCG records,
as of December 31, 2005, it had net assets of approximiately $1.1 million that were
not designated or restricted for specific purposes.
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1 As shown in Table 1, page 7, during fiscal year 2004, HCG had stop-loss expenditures of approximately $5.6 million that
related to prior years. For fiscal year 2006, HCG estimates making stop-loss expenditures of approximately $4.8 million
related to fiscal years 2005 and 2006.  

2 The PPO plans were established in late 2005, and according to HCG’s records, it had collected approximately $162,000
in premiums as of December 31, 2005.

For its PPO plans, HCG
maintains responsibility
for ensuring claims are
paid and uses reserves
to protect against
excessive claims.



HCG uses various methods to minimize financial risk

In addition to establishing reserves for the HMO and PPO benefit plans, HCG
employs various other methods to minimize its financial risk. To help protect against
excessive healthcare claims and remain self-sufficient, HCG purchases reinsurance
to help cover large healthcare claims, limits a member’s lifetime maximum benefit
amount, and maintains the right to increase premium. Specifically:

 RReeiinnssuurraannccee—HCG uses some of the premium amounts collected to purchase
an insurance policy, also known as reinsurance, to reduce  the risk of
catastrophic loss on services provided under the HMO and PPO benefit plans.
Using these policies the risk of loss for both the HMO contractors and HCG (for
the PPO plans) is initially limited to an annual amount of $100,000 per insured
individual per policy year. If an individual incurs healthcare costs above
$100,000, reinsurance would generally cover between 50 to 90 percent of the
eligible claims costs in excess of the $100,000 up to the member’s lifetime
maximum (see below). Based on HCG’s records, for the period from August 1,
2002 through August 1, 2004, HCG’s reinsurance covered $138,724 worth of
claims related to 12 individuals. 

LLiiffeettiimmee  mmaaxxiimmuummss—HCG has established a maximum amount that it or its
contractors will pay for all covered services during a member’s lifetime. The
lifetime maximum for the HMO plans is $2 million, and the lifetime maximum for
the PPO plans is $3 million. If a member reaches his or her lifetime maximum,
the member becomes responsible for all of his/her additional healthcare costs.

PPrreemmiiuumm  iinnccrreeaasseess—HCG, pursuant to A.R.S. §36-2912, has the right to
change premium rates during the year to help ensure premiums will cover the
cost of claims. Prior to making such a change, HCG must provide enrolled
businesses with a 60-day notice. In February 2003, according to HCG officials,
HCG implemented an across-the-board premium rate increase to account for
the possibility of higher-than-expected claims based on an actuarial study
completed when HCG redesignated its health plan benefits options and
reforecast medical cost trends.1 

Recommendations:

This finding provides information only. Therefore, no recommendations are
presented.

Lifetime maximum for
HMO and PPO plans is
$2 million and $3
million, respectively.

1 Further, according to HCG officials, in March 2004, HCG implemented another premium increase, but this related to an
increase in HCG’s administrative fee for the HMO benefit plan (Classic) and the introduction of two new HMO benefit plan
options (Secure and Active).
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HCG has process to ensure applicants have not
recently had group healthcare coverage

HCG has taken steps to ensure that small business applicants have been without
group healthcare coverage for the required time period before obtaining healthcare
coverage from HCG. HCG’s membership requirements were changed in 2004 to
require small businesses to be without group healthcare insurance for 180 days prior
to joining HCG. Therefore, HCG established a process for ensuring that this
requirement, known as the “bare period,” is met. Based on the work conducted as
part of this audit as well as other investigations, HCG appears to be adequately
enforcing this requirement.

Businesses must be uninsured before joining HCG 

In 2004, the HCG membership requirements were changed to include a bare period
for businesses. Specifically, A.R.S. §36-2912(C) indicates that HCG is prohibited
from enrolling an employer group (i.e., small business) if the small business had
group healthcare coverage under an accountable health plan within the past 180
days. The bare period appears to have been established so that HCG would be
serving small businesses who were uninsured versus those who dropped their
current small group policies to join HCG. There are some exceptions to this
requirement. For example, the requirement does not apply to small businesses that
had their group healthcare coverage discontinued, such as when an insurance
company no longer covers a geographic area. In addition, this requirement does not
apply to political subdivisions or small businesses whose business owner or
employees had individual healthcare coverage or coverage through a spouse’s
group plan. 
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health insurance to join
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HCG has established process for ensuring compliance  

To ensure compliance, HCG established a policy that outlines the bare period
requirement as well as a step-by-step process for determining if small business
applicants are subject to and meet the requirement. First, HCG provides one-on-one
training to its sales representatives and contracted brokers regarding the bare period
requirement prior to their being authorized to enroll applicants in HCG, as well as
training during staff meetings. In addition, HCG developed a form that small business
applicants must fill out and sign. This form asks small business applicants whether
they currently offer group health insurance to their employees or did so within the
past 6 months. By signing the form, small business applicants certify, under penalty
of perjury, that they have met the bare period requirement. In January 2006, this form
was revised to authorize HCG to contact the previous insurance company to certify
the dates and types of coverage previously provided. 

If HCG determines during the application process that a small business had group
health insurance within the past 180 days, HCG can defer the small business’
enrollment until the 180 day period is met; or if the small business does not want to
wait for the period to be completed, HCG will terminate the application and deny
enrollment. According to information provided by a HCG official, between November
2004 and 2005, HCG declined applications from more than 70 small business
applicants during the application process because they did not comply with the bare
period. Finally, according to AHCCCS, if an insurance company were to contact HCG
with a complaint that a small business dropped coverage with them to join HCG,
HCG would investigate the complaint because it would need to determine whether
an employer had fraudulently signed the acknowledgment form and was thus
ineligible for the program.

HCG appears to be adequately enforcing requirement

Based on the work conducted as a part of this audit, HCG appears to be adequately
enforcing the bare period requirement. Specifically, auditors examined a random
sample of 30 files for small businesses who applied to HCG group between
December 2004 and December 2005 and found that each file contained a signed
acknowledgment form as required. 

In addition, a September 2005 external review failed to substantiate allegations that
AHCCCS’ director was encouraging applicants to avoid the bare period requirement.
Specifically, the Department of Administration contracted with Gallagher & Kennedy
P.A. to conduct an investigation on allegations that AHCCCS’ director instructed HCG
employees to encourage employers to circumvent the bare period. Based upon the

Small business
applicants must certify
they have not had group
health insurance.

External review found no
evidence that applicants
were encouraged to
circumvent
requirements.



firm’s review of documents and interviews with AHCCCS’ employees, former
employees, and consultants, the firm found no factual basis to support the
allegations. The firm also reported that, as a result of an internal investigation
conducted by AHCCCS, one HCG employee received a written reprimand, and
another employee was terminated due to inappropriate statements and other
improper conduct related to the allegations. 

Finally, based on discussions with DOI, HCG, and AHCCCS officials, auditors
determined that there does not appear to be any additional steps HCG can take to
verify previous healthcare coverage. For example, while DOI has information on
which insurance companies are licensed and providing individual or group
healthcare plans in Arizona, it does not have information on individuals or businesses
who are insured with these companies that could be used to determine prior
coverage. 

Recommendations:

This finding provides information only. Therefore, no recommendations are
presented.
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Healthcare Group Premium Rate Charts:

HMO Benefit Plan Premiums, by Contractor (pages a-iii through a-viii)

PPO Benefit Plan Premiums (pages a-ix through a-x)

Dental and Vision Plan Premiums (page a-xi)

Source:  Healthcare Group.
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Healthcare Group Medical Benefit
Plan Comparisons

HMO Benefit Plan Comparison (pages b-iii through b-iv)

PPO Benefit Plan Comparison (pages b-v through b-vi)

Source:  Healthcare Group.
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February 23, 2006 
 
 
Debra K. Davenport, CPA 
Auditor General 
2910 North 44th Street, Suite 410 
Phoenix, AZ  85018 
 
 
Dear Ms. Davenport: 
 
I would like to thank you and your audit team for the professional and thorough way that you 
managed the audit of the Healthcare Group of Arizona (HCG).  The audit was invaluable to my 
office and the management of Healthcare Group as we had the opportunity to evaluate the 
processes, procedures and financial management of the health plan.  We also appreciate the 
disciplined way your staff reviewed the financial reserving methodology used by HCG.  Now 
that HCG is self funded it is critical that our financial reserving methodology assure there are 
adequate reserve funds to reimburse health plan contractors for extraordinary medical losses and 
to maintain financial long term financial stability.  The audit provided an outside validation of 
HCG effective financial management and statutory compliance.  
 
Although there were no specific recommendations to respond to, the audit findings will serve as 
a basis to improve processes and procedures going forward.  There are areas we agreed to 
continue to strengthen and improve such as operational and financial performance metrics, bare 
period insurance validation beyond just an attestation, and financial oversight of contracted 
health plan operations and financial stability.  HCG financial management will continue to 
closely monitor the adequacy of the health plan financial reserves.  I also plan to have an outside 
actuary peer review our methodology as soon as our HCG administrative budget will permit.  As 
a self funded health care coverage program, it is important to validate our reserving methodology 
and management of medical cost risk meets appropriate health insurance actuarial practice.   
 
As your audit documents, Healthcare Group now offers more than 15 different health benefit 
options including Health Saving Account plans, contracts for dental, vision and four health plan 
networks, and has expanded to offer statewide health plan coverage.  In a recent satisfaction 
survey, HCG received strong satisfaction results from members, especially regarding the new 
benefit options and expanded networks.  Healthcare Group has grown more than 50% over the 
last 12 months.  Managing the business and operational processes for the current level of 
membership growth has required HCG to update telecommunication equipment, reengineer 
systems and improve operational processes.  Over the next 18 months HCG expects to grow to 
over 50,000 members, doubling the number of small businesses and public employers 
participating in the program.    
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As membership has grown, the percent of premium dollars allocated for HCG administration and 
operations has been reduced.  To properly manage this enterprise and provide the level of 
ongoing membership support small businesses need, HCG must be appropriated adequate funds 
from the premium revenues collected for its general administration and customer care operations.  
As the audit points out, there are high expectations placed on the effective financial management 
and statutory compliance of HCG and the continued self-sufficiency of the program.  Your 
findings state the HCG administrative cost was 8.5% of total program cost between July 2003 
and September 2005; however, by next fiscal year that percent will drop to 6.8%. 
 
The key to financial sufficiency and keeping HCG premiums affordable is continued 
membership growth and attracting not only the “forty-somethings” but also the “twenty-
somethings” to our health plan benefits.  Marketing and sales expenditures for HCG are well 
below expenditures of commercial health plans.  Interest in HCG by small businesses remains 
high.  For HCG to be able to meet with businesses to explain all the benefits, premium rate, 
verify employer eligibility and process all the enrollments requires an increasing amount of 
resources and close oversight.    
 
Finally, I would like to take this opportunity to remind those who have an interest in this audit 
and the success of Healthcare Group of Arizona, that a high percentage of small businesses in 
Arizona remain uninsured.  The number one reason according to the Kaiser Foundation for small 
business failure or declared bankruptcy is because of a major illness suffered by the small 
business owner.  Additionally, small businesses must now compete with large employers for the 
same pool of employees.  Large employers often have the competitive advantage for Arizona’s 
labor market because they can offer health benefits.  Nearly every state and local chamber of 
commerce action agenda includes advocacy for affordable healthcare coverage for small 
business.  With the support and leadership of the Governor and the state legislature, HCG will be 
part of the solution for affordable health care for Arizona small businesses.  
 
Thank you for this opportunity to comment on the Healthcare Group of Arizona audit findings.  
 
Sincerely  
 

 
 
Anthony D. Rodgers 
Director 
 
 
 

tstallkamp
Sincerely
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