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Preface

Since 2004, significant changes have been made to the California workers’ compensation 
(WC) system. The Commission on Health and Safety and Workers’ Compensation (CHSWC) 
asked the RAND Corporation to examine the impact that these changes have on the medi-
cal care provided to injured workers. This monograph synthesizes findings from interviews 
with knowledgeable individuals and available information regarding the implementation of 
the changes affecting WC medical care and identifies areas in which additional changes might 
increase the quality and efficiency of care delivered under the WC system. The monograph 
should be of broad interest to stakeholders in California’s WC system and in other WC pro-
grams in other states. 

This research was undertaken for CHSWC over a five-year period. It was conducted 
under the umbrella of the RAND Center for Health and Safety in the Workplace. 

The RAND Center for Health and Safety in the Workplace

The RAND Center for Health and Safety in the Workplace is dedicated to reducing work-
place injuries and illnesses. The center provides objective, innovative, cross-cutting research 
to improve understanding of the complex network of issues that affect occupational safety, 
health, and WC. Its vision is to become the nation’s leader in improving workers’ health and 
safety policy. 

The center draws on expertise within three RAND research units:

•	 RAND Institute for Civil Justice, a national leader in research on WC 
•	 RAND Health, the most trusted source of objective health policy research in the world
•	 RAND Infrastructure, Safety, and Environment, a national leader in research on occu-

pational safety.

The center’s work is supported by funds from federal, state, and private sources.
For additional information about the center, please contact the director:

John Mendeloff, Director
Center for Health and Safety in the Workplace
RAND Corporation
4570 Fifth Avenue, Suite 600
Pittsburgh, PA 15213-2665
(412) 683-2300, x4532
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•	 (412) 683-2800 fax
•	 John_Mendeloff@rand.org

For additional information about this monograph, please contact the principal investigator:

Barbara O. Wynn, Senior Policy Analyst
RAND Corporation
1200 South Hayes Street
Arlington, VA 22202-5050
(703) 413-1100, x5413
Barbara_Wynn@rand.org
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Summary

California’s WC system was at the center of intense debate and legislative activity during the 
period leading up to reforms in 2003 and 2004. High rates of growth in medical care expen-
ditures stimulated a series of reform efforts to control medical-treatment expenses for injured 
workers and to improve program efficiency. CHSWC asked RAND to examine the impact 
that such policy changes could have on the medical care provided to injured workers. This 
monograph focuses on policies and incentives in the postreform period that affected the use 
and costs of care and recommends policy changes that would improve the quality and effi-
ciency of care. 

Key Reform Provisions

The most-important new policies affecting the medical treatment provided to injured workers 
were the following: 

•	 Adopt medical-treatment guidelines as presumptively correct medical treatment. Previ-
ously, the medical decisions of the primary treating physician were presumptively correct. 

•	 Limit chiropractic, physical therapy, and occupational therapy services to 24 visits per 
industrial injury. 

•	 Require that injured workers of employers with medical provider networks (MPNs) use 
network providers throughout the course of their treatment. If the employer does not 
have an MPN, the prior rules remain in effect that allow the employer to control provider 
choice for the first 30 days and permit the injured worker to choose the primary treating 
physician after 30 days. 

•	 Establish new standards for utilization review (UR) processes.
•	 Create a second-opinion program for spinal surgery.
•	 Revise the Official Medical Fee Schedule (OMFS) to do the following:

–– Include additional inpatient hospital services facility and facility fees for outpatient 
surgery and emergency services, and provide for annual updates for inflation and other 
changes based on 120 percent of Medicare fee-schedule amounts.

–– Lower allowable fees for pharmaceuticals to Medi-Cal rates, and require generic drugs. 
–– Reduce physician fees 5 percent, and authorize the administrative director (AD) of 
the Division of Workers’ Compensation (DWC) to implement a new fee schedule for 
physician services. 
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Purpose and Approach

Our purpose in this study was to analyze the effects that these new policies had on access to 
medically appropriate care and efficiency of service delivery. We also recommend additional 
changes that might increase both quality and efficiency of care in California’s WC system. 
We were unable to obtain access to longitudinal claim-level data spanning the prepost reform 
periods that are needed to analyze fully the legislative changes’ impacts on medical treatment 
provided to injured workers. As a result, we focused on how the reforms affect access to medi-
cally appropriate care and its quality and efficiency. Specifically, we addressed the following 
questions:

•	 What has been the reform provisions’ impact on overall medical expenditures and on the 
use and payments for major types of services? Would additional policy changes improve 
the quality or efficiency of care, reduce administrative burden, or improve program 
oversight?

•	 What has been the experience to date with medical provider networks? Should additional 
policy changes be considered to improve the performance of medical provider networks?

•	 What has been the reform provisions’ impact on medical cost-containment expenses and 
selected activities, i.e., UR and resolving medical-necessity disputes? Would additional 
policy changes increase administrative efficiency? 

•	 Is it feasible to use the WC information system (WCIS) to establish an ongoing system 
for monitoring access to medically appropriate care? What are its limitations, and how 
might they be addressed? 

To address these questions, we pursued several approaches. We conducted interviews 
with knowledgeable individuals involved in the WC medical-treatment system from different 
perspectives: self-insured employers, payers, providers, applicants’ attorneys, state regulators, 
WC appeals judges, and researchers. We also conducted a literature review of pertinent reports 
and regulations involving WC in California and other states. And we analyzed two kinds of 
administrative data: data from California’s Office of Statewide Health Planning and Develop-
ment on inpatient hospital services, ambulatory surgery facility services, and emergency room 
services provided to WC patients; and medical-service data for services provided in 2007 by 
WCIS, the first full calendar year for which data have been submitted.

We summarize here what we learned about the reforms’ effect on the utilization and costs 
of care, medical provider networks, and administrative processes and expenses.

Utilization and Costs of Care

Our examination of overall changes in annual medical expenditures for WC medical care 
shows the following:

•	 Total annual paid medical losses fell sharply following implementation of the reform 
provisions but have been rising since 2008. These aggregate losses have been affected not 
only by the medical-reform provisions but also by significant reductions in the number 
of WC claims.
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•	 Reduced payments to providers were the major contributing factor to the initial reduc-
tions in annual paid losses. Subsequently, expenses for actual medical care have been 
rising less rapidly than expenses related to administration of the medical benefit, such 
as medical cost-containment expenses, medical-legal expenses, and direct payments to 
workers (which are mostly claim settlements).

•	 Paid medical losses remain significantly lower than they would have been in the absence 
of the reform provisions but continue to be higher than those of WC programs in other 
states. 

Since it unlikely that the reduction in the number of new WC claims is related to imple-
mentation of the reform provisions, per-claim measures of medical expenses might be more 
relevant than the measures of aggregate expenditures. In this regard, one important metric 
is average paid medical losses by accident year at a common maturity date. For insured 
claims involving indemnity payments for temporary or permanent disability, the average first 
12 months of paid medical losses were at their lowest level in accident year 2005 and subse-
quently have been increasing 13.1 percent annually. Further research is needed to determine 
how the decline in WC claims has affected cost trends and the severity of injuries. 

Physician and Other Practitioner Services

Physician and other practitioner services were most affected by the changes in medical-treat-
ment policies, especially policies that required the adoption of medical-treatment guidelines 
and the limitation on chiropractic, physical therapy, and occupational therapy services to 
24 visits per industrial injury. Estimated system-wide payments (by insurers and self-insured 
employers) for physician and practitioner services declined from a high of $3.7 billion in 2003 
to $2.1 billion in 2009. 

Stakeholders interviewed in 2006–2007 believed that the guidelines were well designed 
for acute conditions but were deficient for not addressing chronic pain, alternative therapies, 
and use of pharmaceuticals. These concerns have largely been addressed through additional 
guidelines for acupuncture and chronic pain, although it is too early to assess the impact of 
these new guidelines. 

However, two other concerns expressed by stakeholders might remain applicable. First, 
concerns were often expressed not about the guidelines per se but that they were being applied 
too stringently during UR and that insufficient attention was paid to the individual patient’s 
condition that might warrant deviation from the guidelines. Second, there were some concerns 
that the Labor Code requirement that any medical guidelines to be adopted must be evidence 
based, nationally recognized, and peer reviewed precluded providing needed guidelines for 
therapies that do not have a robust evidence base. This issue has most recently arisen with 
respect to compound drugs and medical foods, for which there is limited evidence on which 
to establish guidelines. 

In 2007, overall utilization of physician and other practitioner services in California 
during the first 12 months of a claim fell from being about 50 percent more than the median 
for a multistate comparison group in the prereform period to slightly less than the median. 
Impact of the changes was greatest on chiropractic care, an estimated 81-percent reduction 
in total payments between 2003 and 2009 that reflects the imposition of the 24-visit-per-
injury limitation and the impact of the American College of Occupational and Environmental 
Medicine (ACOEM) guidelines. California continues to use substantially more evaluation and 
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management (E/M) services than other states with about the same number of visits per claim 
as prereform.

The current fee schedule is outdated and should be replaced by a resource-based fee sched-
ule that creates better incentives to provide appropriate care, by aligning payments with the 
costs of care. In the aggregate, the allowances for practitioner services are currently about 
111 percent of the Medicare fee-schedule rates, which is a lower differential than is allowed for 
the fee schedules for hospital and ambulatory surgery facility services. Because having high-
quality physicians is fundamental to increasing the value of medical care provided under the 
WC system, paying relatively less for physician services than other services is short sighted. 
In lieu of across-the-board increases for E/M services, it might be more effective to create 
payments for activities that are unique to work-related injuries. For example, Washington’s 
quality-improvement initiative reimbursed physicians for calls to employers of injured work-
ers to coordinate return to work and rewarded physicians who filed timely reports (Wickizer, 
Franklin, et al., 2004).

Inpatient Hospital and Ambulatory Surgery Services

Expenditures for inpatient hospital services declined with the expansion of the OMFS to high-
cost inpatient services, such as trauma and burns, but they have since risen above prereform 
levels because of regular updates for inflation and other factors. We identified two potential 
inefficiencies: a duplicate payment for hardware implanted during spinal surgery and the infla-
tionary impact of improvements in coding that increase payments without a corresponding 
increase in the costs of care. 

The OMFS was also expanded to cover facility fees for ambulatory surgery services pro-
vided by hospitals and freestanding ambulatory surgery centers, which have a lower cost struc-
ture than hospitals. Paying a lower rate to freestanding surgery centers would increase the 
value of those services and reduce the incentive to shift care inappropriately from hospitals and 
physician offices. The savings from eliminating unnecessary institutional expenditures could 
be used to reduce employer costs or increase payments to physicians and other practitioners. 

Outpatient Drugs and Other Pharmaceuticals

Despite the reform provisions affecting outpatient drugs, there has been significant growth in 
both the average number of prescriptions and the average payment per claim for prescriptions 
(Swedlow, Ireland, and Gardner, 2009). One cause for the increase is physician-dispensed 
compound drugs, and convenience packaging of drugs and medical foods (co-packs). Another 
important contributing factor has been a growing use of Schedule II medications (drugs with 
accepted medical use that have a high potential for abuse or addiction). Both issues were 
addressed to some extent in the medical-treatment guidelines that were issued in 2007 for 
chronic pain. It is too early to know how effectively the guidelines will address the pharmaceu-
tical overuse issues, but it appears that that additional guidelines are needed to address com-
pound drugs and medical foods and that OMFS changes are needed to ensure that allowances 
for these products are reasonable. However, the experience with earlier attempts to address 
pharmaceutical overuse suggests that the benefits gained from making these policy changes 
are likely to be temporary unless greater attention is given to improving the overall physician 
incentives. 
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Medical Provider Networks

Under the reform provisions, a self-insured employer or insurer may establish an MPN to pro-
vide care to injured workers throughout their course of medical treatment. Unless a worker 
has predesignated a personal physician as his or her primary-care physician prior to his or her 
injury, the employer assigns the worker to a network physician for initial medical treatment. 
The worker is free to choose another provider within the network after the first visit but has 
very limited rights to receive out-of-network care.

As of March 2011, there are 1,401 active MPNs. The MPN penetration rate is uncertain, 
but it appears that most care is provided under either an MPN contract or another type of con-
tract. The combined proportion of payments made under MPNs and other contracts for acci-
dent year (AY) 2007 is 59 percent and lower for older claims. Currently, most MPNs are broad 
panels selected primarily to meet access requirements and provide fee-discounting opportuni-
ties. A few payers—most notably, some self-insured employers—have contracted selectively 
with providers. 

With a few notable exceptions, another administrative entity usually forms the MPN 
and contracted directly with network physicians. The payer contracts with that administra-
tive entity to “lease” the provider network and does not directly contract with the physicians. 
The administrative entity leases the same network to multiple payers, resulting in different 
payers applying for MPN approval for the same group of providers. This creates unnecessary 
administrative burden and makes it difficult to assess the performance of individual MPNs. 
As a practical matter, accountability for network performance is not clearly established, and 
information needed to assess adequacy of network coverage is not obtained. Reapproval is 
required when there is a material modification (including a 10-percent change in network pro-
viders), but there is no recertification process, and the AD has no intermediate sanctions for 
poor performance—termination is the only recourse for MPNs that fail to meet the required 
standards. 

These shortcomings could be remedied through changes in the Labor Code. The most 
important change would be to change the definition of the applicant for MPN approval to be 
the group of providers or entity that establishes the MPN (employer, insurer, or other adminis-
trative entity). This would streamline the approval process and better align legal accountability 
with operational accountability for meeting MPN standards. 

Other issues that were identified during our interviews and potential changes to address 
them include the following: 

•	 The employer or insurer has the exclusive right to determine the members of its network 
but is not explicitly relieved of the burden of proving that due process was used in the 
provider selection process. The Labor Code provision that allows the payer to be selective 
in provider contracting could be strengthened. 

•	 When provider networks are leased, a provider might not be aware of its responsibilities 
as an MPN provider. A written agreement could be required between the MPN and net-
work physician outlining the physician’s responsibilities as a network provider.

•	 Most workers either are not aware of the right to predesignate or do not anticipate that 
they will have an injury that they would like to have treated by their personal physician. 
The Labor Code could be revised to allow an injured worker to designate his or her per-
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sonal physician as primary treating physician after an injury occurs if the physician agrees 
to abide by the MPN rules and refer only to the MPN. 

Medical Cost-Containment Expenses and Activities

Medical cost-containment activities are payer actions to monitor and manage the price, 
use, and volume of medical services and products based on clinical efficiency and need. The 
expenses for these activities have risen rapidly since the implementation of the reform provi-
sions. Because the categories of expenses are not reported separately, it is difficult to determine 
the reasons for the increases, although it appears that major factors are expenses incurred for 
leasing MPNs and costs associated with medical-necessity determinations. 

In our stakeholder interviews, providers raised considerable concern over the UR process. 
Major concerns included the application of the medical-treatment guidelines as “hard and fast” 
rules with reluctance to approve any deviations from the guidelines, across-the-board review of 
all services, and excessive and unreasonable levels of documentation being required to substan-
tiate medical necessity. Results from a University of Washington provider survey found that at 
least four of the top five barriers to care cited by physicians were related to the UR process and 
strict application of the medical-treatment guidelines. 

It is difficult to analyze decisions made during the UR process because most care is 
reviewed prospectively and might never enter the bill processing or appeal processes. DWC 
undertakes routine UR investigations that but do inform whether UR procedural require-
ments are being followed and provide an overview of the types of UR reviews and decisions but 
do not address the quality of the decisionmaking process. Summary measures are reported for 
the timeliness of the responses, whether the content of the notice was proper, and whether the 
notice was distributed to the proper individuals. Most faulty responses involved timeliness of 
decisions (7.5 percent of cases). Overall, 7.5 percent of decisions involved an untimely response. 

In our interviews, some stakeholders expressed concerns about the complexity, timeli-
ness, and appropriateness of the dispute-resolution process for medical-necessity determina-
tions. The current independent medical review process for MPN medical-necessity disputes is 
not functional because workers may simply keep changing physicians when there is a dispute 
over appropriate medical care. A large share of expedited hearings and many regular hear-
ings involve medical-necessity issues. When these issues reach hearings, judges make decisions 
based on their understanding of evidence presented to them, but the rulings on these issues are 
not decided by medical experts in the medical treatment at issue.

Potentially, external review of medical-necessity issues could reduce the complexity of 
California’s dispute-resolution process, increase the timeliness and appropriateness of medical-
necessity appeal determinations, and reduce medical cost-containment expenses. There are 
various models that use external review organizations in deciding medical-necessity disputes. 
Timely and impartial independent medical review (IMR) decisions would improve the qual-
ity of medical-necessity decisions because such issues would be decided by medical experts 
instead of judges in an administrative process. To reinforce the use of the IMR process, a limit 
could be established on the number of times the worker may change physicians within the 
same specialty without MPN permission (e.g., several states provide that the employee may 
change initial provider twice and authorized specialist twice). This would encourage resolution 
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of medical-necessity issues through the dispute-resolution process rather than through switch-
ing providers and reduce inefficiencies inherent in changing physicians. 

Monitoring System Performance Through the Workers’ Compensation 
Information System

The overarching purpose of performance-measurement systems is to provide information that 
will enable policymakers and other stakeholders to identify areas in which performance is sub-
optimal. This then allows for the prioritization of identified issues, as well as the development 
of policies and interventions that will facilitate improvements in performance. These same sys-
tems can then be used to evaluate the effects of reforms and interventions. 

Complete and reliable reporting to the WCIS is key to DWC’s ability to monitor perfor-
mance. Medical data reporting is required for all services provided on or after September 22, 
2006. DWC reports that WCIS data are incomplete, with approximately 11–12 percent of 
claims not reported into the sytem and further underreporting of medical data (California 
Department of Industrial Relations, 2011). Section 138.6 of the Labor Code, which sets out 
the AD’s authority with respect to reporting requirements for the WCIS, does not include 
penalties for the failure of a claim administrator to comply with the electronic data-reporting 
requirements. Notably, two of the three other states with medical data-reporting requirements 
(Florida and Texas) both have financial penalties associated with failure to comply with report-
ing compliance. Texas has very high compliance rates; achieving such rates is likely possible 
only when requirements are paired with financial penalties for noncompliance. (Like Califor-
nia, Oregon does not have any penalties.) 

There are many significant challenges to implementing a performance-monitoring system 
that focuses on the quality of medical care delivered to injured workers. To date, very few mea-
sures assessing the appropriateness of care can be supported using only medical data. These, 
combined with measures of utilization selected with input from providers and other stake-
holders for common types of WC illnesses and injuries, could form the initial efforts to mea-
sure performance. These efforts could be enhanced and built upon as new measures become 
available and the use of electronic medical records becomes common. As more information is 
reported through other measurement activities, such as the Centers for Medicare and Medic-
aid Services (CMS) Physician Quality Reporting System, the feasibility and stakeholder recep-
tiveness to the inclusion of data reported to national performance-assessment efforts supported 
by all-payer data (as opposed to data on WC payers alone) in a WC monitoring system should 
be assessed. 

Recommendations

The medical-treatment system for WC is complex and multifaceted. We have limited our 
review to selected aspects of the system that were affected by the reform provisions and areas 
in which we believe further policy changes would improve system performance. The follow-
ing recommendations would improve the incentives for providing medically appropriate care 
efficiently, increase accountability for performance, facilitate DWC monitoring and oversight, 
and reduce administrative burden.
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Create Incentives for Providing Medically Appropriate Care Efficiently

The value of medical treatment would be improved by doing the following:

•	 Implement a resource-based fee schedule that provides for regular updates and equitable 
payment levels.

•	 Create nonmonetary incentives for providing medically appropriate care. Within the 
MPN context, incentives could be created through more-selective contracting with 
providers and reducing UR and prior-authorization requirements for high-performing 
physicians. 

•	 Reduce unnecessary expenditures for inpatient hospital care by eliminating the duplicate 
payment for spinal hardware and the inflationary impact of coding improvement.

•	 Reduce unnecessary expenditures for ambulatory surgery by reducing the OMFS multi-
plier for procedures performed in freestanding ambulatory surgery centers.

•	 Reduce the incentives for inappropriate prescribing practices by curtailing in-office physi-
cian dispensing.

•	 Implement the pharmacy benefit network provisions.

Increase Accountability for Performance

Accountability for performance could be increased by making the following revisions in the 
Labor Code:

•	 Revise the MPN certification process to place accountability for meeting MPN standards 
on the entity contracting with the physician network.

•	 Strengthen DWC authorities to do the following:
–– Provide intermediate sanctions for failure to comply with MPN requirements.
–– Provide penalties for the failure of a claim administrator to comply with the data-
reporting requirements. 

•	 Modify the Labor Code to remove payers and MPNs from the definition of individually 
identifiable data so that performance on key measures can be publicly available.

Facilitate Monitoring and Oversight

Program oversight activities could be facilitated by the following:

•	 Provide DWC with more flexibility to add needed data elements to medical data report-
ing, e.g., revise the WCIS reporting requirements to require a unique identifier for each 
MPN.

•	 Require that medical cost-containment expenses be reported by category of cost (e.g., bill 
review, network leasing, UR, case management). 

•	 Compile information on the types of medical services that are subject to UR denials and 
expedited hearings. 

•	 Expand ongoing monitoring of system performance. 
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Increase Administrative Efficiency

Efficiency in the administration of medical benefits could be increased by the following:

•	 Use an external medical review organization to review medical-necessity determinations. 
A separate dispute-resolution process for medical-necessity determinations also creates 
a mechanism to monitor the quality of payer decisions and to identify areas in which 
expansions or revisions in the MTUS are needed.

•	 Explore best practices of other WC programs and health programs in carrying out medi-
cal cost-containment activities.

Issues Needing Additional Research

There are several aspects of the medical-treatment system that warrant additional investigation. 
Cost of Care. An increased understanding of the reasons behind the postreform changes 

in the costs of medical care is needed. This could be done by decomposing the WC cost experi-
ence into various components: price, utilization, claim volume and mix (industry and type of 
injury), and benchmarking the results to relevant WC and other health program experience. In 
the short run, this type of comparison will help explain the factors contributing to the changes 
in annual paid losses. In the long run, the methods developed to do so could be incorporated 
into a performance-monitoring system. 

Quality of Care. With regard to quality of care, there are many significant challenges to 
developing appropriate measures for a performance-monitoring system. To date, very few mea-
sures assessing the appropriateness of care can be supported using only medical data. These, 
combined with utilization measures selected with input from providers and other stakeholders 
for common types of WC illnesses and injuries, could form the initial efforts to measure per-
formance. These efforts could be enhanced and built upon as new measures become available 
and the use of electronic medical records becomes common. As more information is reported 
through other measurement activities, such as the CMS Physician Quality Reporting System, 
the feasibility and stakeholder receptiveness to the inclusion of data reported to national 
performance-assessment efforts supported by all-payer data in a WC monitoring system should 
be assessed. 

Work-Related Outcomes of Care. The literature concerning the impact of the reform 
provisions has focused on changes in the use and costs of medical services. Additional work is 
needed to understand how work-related outcomes, such as days lost from work and return to 
work, are affected by differences in patterns of service. This type of analysis will require linking 
transaction-level medical data with other administrative data sets. 

Comparative Performance. On the basis of our stakeholder interviews, we identified 
selective contracting as an MPN best practice. Further research is needed to compare the 
pattern and costs of care under different contracting arrangements and to assess whether the 
narrow WC networks have better outcomes and cost-efficiency than broad networks. 
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Chapter One

Introduction

Since 2004, significant changes have been made to the California workers’ compensation (WC) 
system. Before the reforms, payments for medical care had been increasing twice as quickly as 
indemnity payments for temporary and permanent disability. The policies adopted in 2003–
2004 were intended to control both indemnity payments and medical-treatment expenses for 
injured workers and improve program efficiency. Average medical losses per indemnity claim 
at 12 months valuation were at their lowest level immediately after the implementation of 
the reform provisions in 2005. Since then, the expenses per indemnity claim have increased 
13.1 percent annually. This higher rate of growth prompts concerns about whether further 
policy changes are needed to create better incentives for the efficient delivery of high-quality 
care under California’s WC program.

The Commission on Health and Safety and Workers’ Compensation (CHSWC) asked 
RAND to examine the impact that the policy changes could have on the medical care pro-
vided to injured workers and recommend additional changes to improve the system’s perfor-
mance. This monograph synthesizes research carried out over several years, some of which 
was previously reported in working papers. We were not able to obtain access to the kind of 
longitudinal data needed to compare the medical treatment injured workers received before 
and after the reforms and have used a variety of approaches to analyze the new policies’ effects 
on access to medically appropriate care and efficiency of service delivery. We also recommend 
additional changes might increase the quality and efficiency of medical care delivered under 
the WC system.

Background

California’s WC program provides medical care and wage-replacement benefits to workers who 
suffer on-the-job injuries and illnesses. Injured workers are entitled to receive all medical care 
reasonably required to cure or relieve the effects of their injury with no deductibles or copay-
ments. It is a “no-fault” system that is intended to ensure that workers receive prompt medical 
attention and needed income protection while shielding employers from liability for civil dam-
ages and costly litigation over responsibility for workplace accidents. About 15.2 million work-
ers in California are covered by WC insurance. More than 533,600 claims were filed in 2009 
for WC benefits related to workplace injuries and illnesses. Approximately 70 percent of the 
claims are for employees covered through insurance policies issued by about 100 private for-
profit insurers and one public nonprofit insurer, which accounted for about 16 percent of writ-
ten premium in the insured market in 2010 (California Department of Insurance, undated). 
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The remaining 30 percent are covered through self-insurance, including 4 percent by the State 
of California (CHSWC, 2010b). 

California’s system for delivering WC medical care involves a primary treating physician, 
who has responsibility for the injured worker’s medical care. In addition to providing medical 
services, the primary treating physician has a central role in determining whether the worker’s 
illness or injury is work related, establishing the plan of treatment and making referrals for 
specialized care, and assessing readiness to return to work. Care should be consistent with the 
medical treatment utilization schedule (MTUS) adopted by the administrative director (AD) 
of the Division of Workers’ Compensation (DWC). DWC also maintains an Official Medical 
Fee Schedule (OMFS) to set the maximum allowable amounts that may be paid to providers 
for medical services. The OMFS does not apply if the payer (insurer or self-insured employer) 
has contracted with a provider for a different payment amount. 

California’s WC program was the center of intense debate and legislative activity during 
the period leading up to reforms in 2003 and 2004. Rising costs stimulated a series of reform 
efforts to control both indemnity payments and medical-treatment expenses for injured work-
ers and to improve program efficiency. The most-important reform provisions affecting the 
medical treatment provided injured workers were to do the following: 

•	 Adopt medical-treatment guidelines as presumptively correct medical treatment. Previ-
ously, the medical decisions of the primary treating physician were presumptively correct. 

•	 Limit chiropractic, physical therapy, and occupational therapy services to 24 visits each 
per industrial injury.

•	 Require that injured workers of employers with medical provider networks (MPNs) use 
network providers throughout the course of their treatment. If the employer does not 
have an MPN, the prior rules remain in effect that allow the employer to control provider 
choice for the first 30 days and permit the injured worker to choose the primary treating 
physician after 30 days. 

•	 Establish new standards for utilization review (UR) processes.
•	 Create a second-opinion program for spinal surgery.
•	 Revise and expand the OMFS to provide for Medicare-based fee schedules for services 

other than physician services and pharmaceutical services. With respect to these services, 
do the following:
–– Reduce physician fees up to 5 percent, and authorize DWC to implement a new fee 
schedule for physician services. 

–– Lower allowable fees for pharmaceuticals to Medi-Cal rates, and require generic drugs. 
•	 Require employers to pay up to $10,000 for medical care before a determination is made 

regarding the claim’s compensability under WC.

Many of these provisions are discussed in greater detail in the remainder of this mono-
graph. Although the monograph’s focus is on selected provisions affecting medical care, there 
are interactions between these provisions and provisions affecting indemnity payments that 
have an impact on medical expenditures and work-related outcomes. Most notably, the recent 
legislation also established a two-year limit on temporary disability payments, made signifi-
cant changes in how permanent disability is defined and apportioned between work-related 
and non–work-related causes, and created incentives for employers to facilitate return to work. 
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Purpose

The purpose of this study was to examine selected issues related to the reform provisions’ effect 
on medical care and to identify areas in which additional changes might add value by improv-
ing the quality or efficiency (or both) of care provided to injured workers. The study questions 
include the following: 

•	 What has been the impact on the utilization of the major types of medical services and 
the payments for those services? In particular, what has been the impact on the use and 
payments for physician and other practitioner services, inpatient hospital services, ambu-
latory surgery facility services, and outpatient drugs? Would additional policy changes 
improve the quality or efficiency of care, reduce administrative burden, or improve pro-
gram oversight?

•	 What has been the experience to date with MPNs? Have MPNs affected injured worker 
access to medically appropriate care? Would additional policy changes improve the quality 
or efficiency of care provided through MPNs, reduce administrative burden, or improve 
program oversight? 

•	 What has been the reform provisions’ impact on medical cost-containment activities and 
expenses? What has been the experience to date with the new processes for UR and 
resolving medical-necessity disputes? Would additional policy changes reduce adminis-
trative burden or improve program oversight of medical cost-containment activities? 

•	 Is it feasible to use the WC information system (WCIS) to establish an ongoing system 
for monitoring access to medically appropriate care? What are its limitations, and how 
might they be addressed? 

Data and Methods

We undertook several types of activities in conducting this analysis. First, we interviewed 
knowledgeable individuals involved in the WC medical-treatment system from different per-
spectives: self- insured employers, payers, providers, applicants’ attorneys, state regulators, WC 
appeals judges, and researchers. At the outset of the study (from September 2006 through July 
2007), we used a semistructured protocol that asked interviewees about their perceptions of 
reform provisions’ effects on medical care provided to California’s injured workers, their over-
all assessment of whether workers have adequate access to appropriate care, and the strengths 
and weaknesses of the current system. As issues were identified and investigated during the 
remainder of the study, we conducted additional interviews that focused on policies and pro-
cesses used in other states that might be considered as potential “best practices” to improve the 
administration of California’s WC medical benefits. 

Second, we conducted an initial and ongoing literature review through Internet searches 
and periodic checking of the websites of several organizations involved in WC in California 
and in other states, to gather any pertinent reports, analyses, and regulations. These organiza-
tions included the following: 

•	 CHSWC, a joint labor-management body charged with overseeing the health, safety, and 
WC systems in California 
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•	 DWC, the regulatory agency responsible for monitoring the administration of WC claims 
and providing administrative and judicial services to assist in resolving disputes 

•	 agencies responsible for administering WC medical benefits in other states
•	 the Workers’ Compensation Insurance Rating Bureau of California (WCIRB), a licensed 

rating organization that collects premium and loss data on all California WC insurance 
policies and recommends advisory pure premium rates to the California Department of 
Insurance 

•	 the California Workers’ Compensation Institute (CWCI), a nonprofit organization of 
insurers and self-insured employers that conducts research and analysis to improve the 
operation of the California WC system 

•	 the Workers Compensation Research Institute (WCRI), a nonprofit independent research 
organization that produces multistate tracking reports and analyses of WC systems

•	 the National Academy of Social Insurance (NASI), a nonprofit organization of experts on 
social insurance that provides annual reports on state-level estimates of WC payments.

These organizations also produce reports that offer empirical data and research performed 
under their auspices. For example, CWCI maintains a proprietary, transaction-level database 
on more than 3 million California WC claims contributed by its members for claims with 
dates of injury between January 1993 and June 2010. CWCI has issued a series of reports 
tracking trends in medical expenditures and utilization that we reviewed in preparing this 
monograph. Other important sources of information have been two DWC-sponsored surveys 
of injured workers, providers, and employers. The first survey was conducted by the Center for 
Health Policy at the University of California at Los Angeles to assess injured workers’ access 
to appropriate medical care (Kominski et al., 2007); the second survey was conducted by the 
University of Washington School of Public Health (Wickizer, Sears, et al., 2009). 

Our third activity was to analyze available administrative data pertaining to medical care 
provided under the WC program. We used data from California’s Office of Statewide Health 
Planning and Development (OSHPD) on inpatient hospital services, ambulatory surgery facil-
ity services and emergency room services provided to WC patients. The WCIS has data on 
medical services provided on or after September 22, 2006. For this monograph, we analyzed 
medical-expenditure data for services provided in 2007, the first full calendar year for which 
data have been submitted. 

Organization of This Monograph

The remaining chapters in this monograph are organized as follows:

•	 Chapter Two provides an overview of the implementation timeline for the medical reform 
provisions and examines medical-expenditure trends. 

•	 Chapter Three extends the analysis of medical expenses, first providing background 
information on the composition of expenses for medical care. The chapter then focuses 
on changes in the use and cost of the four major types of medical services: services fur-
nished by physicians and other practitioners, inpatient hospital services, ambulatory sur-
gery facility fees, and outpatient drugs and other pharmaceuticals. For each category, the 
chapter discusses the most-relevant reform provisions affecting the provision of services, 
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examines available data on the trends in service use and payments, and identifies policy 
changes that could improve the quality or efficiency of care. 

•	 Chapter Four examines the experience to date with MPNs. After providing overviews 
of the relevant reform provisions and the MPN landscape, the chapter explores the net-
works’ impact on access and the quality and cost of care. It concludes with a discussion of 
best practices and policy changes that would improve network operations and program 
oversight. 

•	 Chapter Five examines the changes that have occurred in medical cost-containment 
expenses. It then examines in greater detail several medical cost-containment activities: 
UR, bill processing payment adjustments, and the process for resolving medical-neces-
sity disputes. The chapter outlines potential changes to improve program oversight and 
streamline the medical-necessity dispute-resolution process. 

•	 Chapter Six provides a framework for an ongoing system for monitoring access to medi-
cally appropriate care and discusses the potential for using the WCIS data for this purpose. 

•	 Chapters Three through Six contain recommendations pertaining to the topics explored 
in the respective chapters. Chapter Seven summarizes those recommendations and dis-
cusses next steps for monitoring and evaluating the medical care provided under the WC 
program. 

There are five electronic appendixes to the monograph that provide supplemental infor-
mation on our analyses and findings:

•	 Appendix A provides an overview of the methods that were used to analyze the WCIS 
data in Chapters Three and Five.

•	 Appendixes B and C provide more-detailed information on the methods and findings 
pertaining to analyses of OSHPD data for inpatient hospital services and ambulatory 
surgery facility services, respectively, that are discussed in Chapter Three. The material in 
these appendixes was previously issued as several working papers.

•	 Appendix D provides more-detailed information and findings pertaining to analyses of 
OSHPD data for hospital emergency department services that are discussed in Chapter 
Four. The material in this appendix was also previously issued as a working paper.

•	 Appendix E presents a fuller discussion of models that use IMR organizations to resolve 
medical-necessity disputes. This topic is discussed in Chapter Five.
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Chapter Two

An Overview of Workers’ Compensation Medical Expenditures

In this chapter, we begin with summary of the major provisions affecting medical care that is 
provided to injured workers and the implementation timeline. The purpose of this summary is 
to provide context for the overview that follows of the changes in how injured workers are uti-
lizing the system, as reflected in expenditures on medical care. Our examination of changes in 
expenditures for WC medical care draws on published information both on California-specific 
trends in medical expenses and on benchmarking data. In Chapters Three through Five, we 
examine the impacts of specific provisions and provide a fuller explanation of the provisions in 
those chapters. 

Summary of Reform Provisions Affecting Medical Treatment

The legislative provisions designed to control the cost of WC medical treatment were enacted 
in three successive revisions to the Labor Code:

•	 Assembly Bill (AB) 749 (Calderon, February 19, 2002)
•	 Senate Bill (SB) 228 (Alarcón, October 1, 2003)
•	 SB 899 (Poochigian, April 19, 2004).

Some policies initially established in AB 749 were revised by SB 228 and SB 899. Some 
policies were effective by date of injury, and others were effective by date of service. Following 
is a summary of the major policies that have affected the cost and use of medical services and 
their implementation dates. 

•	 provisions directly affecting service utilization and medical-necessity determinations
–– Elimination of the presumption that the findings of the treating physician are correct. Ini-
tially, the presumption was eliminated effective with dates of injury occurring on or 
after January 1, 2003 (unless the worker had predesignated a personal physician prior 
to the injury). The presumption was completely repealed regardless of date of injury 
effective April 19, 2004, and replaced by the American College of Occupational and 
Environmental Medicine (ACOEM) guidelines. 

–– 24-visit limits on chiropractic and therapy visits. The limits apply to injuries occurring 
on or after January 1, 2004. 

–– Outpatient drugs. Dispensing of generic equivalents is required unless a physician spe-
cifically provides for a nongeneric drug or the generic is not available. The provision 
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was initially applicable to pharmacies effective for services provided on or after Janu-
ary 1, 2003, and extended in 2004 to any person or entity that dispenses drugs. 

–– UR. The existing UR regulations were repealed effective January 1, 2004, and replaced 
by new requirements. DWC issued initial implementing regulations effective Decem-
ber 2004 and the enforcement regulations effective June 2007. 

•	 provisions affecting injured worker choice of provider
–– MPNs. The provisions are effective for services furnished on or after January 1, 2005. 
Unless the employee has predesignated a primary-care physician, an employer with an 
approved medical network selects the treating physician for the first visit; thereafter, 
the employee may select a different physician within the network. Other than a change 
in eligibility for predesignation, there is no change in provider-choice policies if the 
employer does not have a medical network. The employer selects the treating physician 
for first 30 days (or 90–180 days in a health care organization); thereafter, the employee 
may select the treating physician.

–– Predesignation of primary treating physician. Effective April 2004, predesignation was 
eliminated for chiropractors and acupuncturists and the rules modified to allow an 
employee to predesignate a primary-care (allopathic and osteopathic) physician only 
if the employer provides nonoccupational health coverage. An injured worker may be 
treated by the predesignated physician from date of injury. 

•	 provisions affecting provider payments
–– Allowances for physician and other practitioner services were reduced 5 percent (but 
not below the Medicare fee schedule) effective January 1, 2004. Administratively, the 
allowances for evaluation and management (E/M) services were increased effective for 
services furnished on or after February 15, 2007. 

–– Allowances for other provider services were tied to Medicare-based fee schedules, with 
regular updates effective for services furnished on or after January 1, 2004. This was 
an expansion of the fee schedule to additional hospital inpatient and emergency facility 
services, ambulatory surgery facility services, and ambulance services and was intended 
to reduce expenditures for those services. For other services, including most inpatient 
hospital services and durable medical equipment (DME) and supplies, this provision 
updated the fee schedules and resulted in annual updates in the allowances that have 
increased expenditures for those services over time. 

–– Allowances for outpatient drugs and other pharmaceutical products were based on 
100 percent of the Medi-Cal fee schedule effective January 1, 2004, and were intended 
to reduce pharmaceutical expenditures. 

Trends in Total Expenditures for Medical Care

During the pre-2004 period, medical-care expenditures had been increasing twice as fast 
as indemnity payments for temporary and permanent disability. Medical-care expenditures 
dropped 21 percent from 2003 to 2005 when the reform provisions were first implemented, 
then remained flat for several years but increased 10.6 percent from 2007 to 2009 (Figure 2.1). 
Because indemnity benefits also decreased over the postreform period, medical expenditures 
increased from 51 percent to 60 percent of estimated system-wide calendar year paid losses 
from 2003 to 2009. 
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Figure 2.1 shows the overall rate of growth in WC annual expenditures. The change in 
aggregate expenditures is affected not only by implementation of the reform provisions but 
also by significant reductions in the number of WC claims since 2004. Since it is unlikely that 
the reduction in the number of new WC claims is related to implementation of the reform 
provisions, per-claim measures of medical expenses might be more relevant than the measures 
of aggregate expenditures. The change in ultimate medical loss per indemnity claim (total 
incurred or expected medical costs over the life of the claim that involved disability payments) 
is an important metric that has direct implications for the pure premium rate for WC insur-
ers (Figure 2.2). Relative to Figure 2.1, the cost reductions are less marked for two reasons. 
First, the overall annual expenses reflect the decline in the number of claims, as well as the 
reform provisions, while the average ultimate loss per claim is affected only by the reform pro-
visions. Second, the ultimate losses for pre-2004 accident years have been lowered to account 
for the estimated effects that the reform provisions have on care that will be provided in the 
postreform period on open claims for that accident year. The ultimate medical loss per indem-
nity claim reached its lowest level in AY 2004 and had an annual growth rate of 8.6 percent 
between AYs 2004 and 2010. 

Another key performance measure is how WC benefit expenditures compare to WC pro-
grams in other states. According to NASI, benefits under California’s WC program per $100 
covered payroll were considerably higher in 2004 at the outset of the reform provisions than 
in the rest of the United States (including both state and federal WC programs) and remain 
higher despite implementation of the reforms (Figure 2.3). In 2008, California’s total benefits 
per $100 were $1.21, compared with $0.93 for the rest of the country. With respect to medical 

Figure 2.1
California Workers’ System-Wide Estimated Costs: 2000–2009 Medical and Indemnity 
Calendar Year Paid Benefits

SOURCE: CHSWC, 2010b. WCIRB data on insurer costs were adjusted by a factor of 1.43 to estimate
system-wide costs for insurers and self-insured employers. 
RAND MG1144-2.1
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Figure 2.2
Estimated Ultimate Total Loss per Insured Indemnity Claim as of December 31, 2010

SOURCE: WCIRB, 2011. 
RAND MG1144-2.2
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Figure 2.3
California Workers’ Compensation Expenses per $100 Payroll Compared with Workers’ 
Compensation Programs in the Rest of the United States, 2004–2008

SOURCES: Sengupta, Reno, and Burton, 2008, 2010; personal communication with NASI staff to obtain
medical expenses exclusive of medical cost-containment expenses for 2004–2005.

NOTE: Medical benefits do not include medical cost-containment expenses.
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benefits (exclusive of medical cost-containment expenses), benefits per $100 of covered payroll 
in the rest of the United States have remained relatively steady over the 2000–2008 period and 
were estimated at $0.46 in 2008. In contrast, medical benefits per $100 of covered payroll in 
California decreased from a high of $0.88 in 2004, when the reforms were implemented, to a 
low of $0.63 in 2007 before rising to $0.66 per $100 of covered payroll in 2008, about 43 per-
cent higher than the rest of the United States.

In understanding the growth of WC medical costs, it is also helpful to compare the 
increases in WC medical expenses to increases in group health premiums and other measures 
of medical cost growth. For WC, Figure 2.4 shows, by accident year, the cumulative growth 
in the average first 12 months of medical expenses per indemnity claim for the sample of 
payers in the CWCI database. The California HealthCare Foundation (CHCF) conducts an 
annual survey of employer health benefits. Premium increases under employer health plans are 
a benchmark, albeit an imperfect one, for the WC program. Changes in the average premium 
for all employer health plans are affected by changes in product mix, as well as by premium 
increases.1 To hold the product mix constant in measuring premium changes, the premium 
across all years is for individual coverage in a preferred-provider organization (PPO) plan and 
includes both employee and employer contributions. Some employers are constraining the rate 
of growth in premiums by reducing benefits and increasing employee cost-sharing. Because 
WC covers all medical care for work-related injuries and illnesses without cost-sharing, a better 
comparison would include changes in the value of the employee cost-sharing and out-of-pocket 
expenses for noncovered care. However, we were unable to identify a source of information 
that would enable us to add these changes to the comparison. The other measures in Figure 
2.4 are the cumulative growth in overall California inflation and in the medical component of 
the Consumer Price Index (CPI) for all urban populations. For each indicator, the 2002 value 
is assigned an index value of 100.

As seen in Figure 2.4, the cumulative increases in both the average WC medical expenses 
per indemnity claim (40.4 percent) and the average monthly premium for individual PPO 
coverage (65.5 percent) between 2002 and 2009 outpaced the 19.7-percent and 33.4-percent 
increases in overall California inflation and the medical CPI, respectively. The difference 
between the average expense and premium measures and the price-inflation measures is largely 
attributable to changes in the volume and intensity of medical services but might also reflect 
changes in administrative costs, benefit design, and employee demographics. Without the 
reform provisions, the rate of increase over the period is likely to have been at least as great as 
the rate of increase in the PPO premium over the period. Although this suggests that expendi-
ture levels are lower than what they would have been in the absence of the reform provisions, 
a concern is that WC medical expenses have increased 13.1 percent annually, compared with a 
7.2-percent average increase in the PPO premium since 2005, when average WC expenses per 
indemnity claim were at their lowest point. This higher rate of increase prompts concerns about 
whether further policy changes are needed to create better incentives for the efficient delivery 
of high-quality care under California’s WC program. 

Aggregate expenditures for WC medical care dropped 21 percent from 2003 to 2005 
when the reform provisions were first implemented, then remained flat for several years. But 

1	 For example, the CHCF survey of 2009 benefits found that the average premium increase for firms that offered the same 
health plans in 2009 and 2010 was 7.5 percent, compared with 0.7 percent when firms that changed plans or had workers 
who switched plans are included (CHCF, 2010). 
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from 2007 to 2009, they increased sharply. The flatness observed in total medical expenses is 
largely attributable to the declining claim volume. The rising costs starting in 2007 are attrib-
uted not so much to the delivery of actual medical services as to the administrative costs asso-
ciated with medical benefits, such as medical cost-containment and medical-legal expenses. 

Medical Expenditure Trends, by Payment Category

Figure 2.5 summarizes the changes in annual medical expenses over the period 2002–2009 
based on WCIRB data on insurer payments for medical costs adjusted to reflect system-wide 
payments (payments made by both insurers and self-insured employers). Expenses are cat-

Figure 2.4
Cumulative Growth in Paid Medical Expenses per Indemnity Claim at 12 Months, Compared 
with Rates of Growth in California Employer Health Premium for Individual Preferred-Provider 
Organization Coverage, Overall California Inflation and the Medical Consumer Price Index, 2002–
2009

SOURCES: CHCF, 2005, 2006b, 2007, 2008, 2009, 2010; Kaiser Family Foundation, undated; Bureau of Labor Statistics
(BLS), undated; Swedlow and Ireland, 2008.

NOTE: Index value for 2002 = 100.
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egorized by the entity that received the payments (as opposed to the type of service that was 
provided). For example, payments for physician-dispensed drugs are included in the physician 
payment category. The largest category of expenses is for payments to physicians and other prac-
titioners, followed by that for payments to hospitals. The increase in total spending between 
2008 and 2009 is attributable to apparent increases in medical cost-containment expenses and 
direct payments to patients. In part, this is the result of more-detailed reporting of expenses 
into payee categories (WCIRB, 2010b). The medical cost-containment expenses depicted in 
Figure 2.5 include both administrative costs (e.g., MPN license fees) and some direct patient-
care costs (e.g., case management). As discussed in Chapter Five, current WCIRB policy now 
requires reporting medical cost expenses separately from other medical expenses. Direct pay-
ments to patients are mostly lump-sum settlements of claims but also include payments for 
transportation related to medical care. 

Figure 2.5 indicates that expenses for actual medical care have been rising less rapidly than 
expenses related to administration of the medical benefit, such as medical cost-containment 
expenses and medical-legal expenses. Aggregate payments to hospitals, physicians, and phar-
macies remained below prereform (2003) levels in 2009, while medical cost-containment 
expenses doubled between 2004 and 2009. Medical-legal expenses fluctuated slightly over the 
period, but the payment levels in 2009 were comparable to 2004 levels. 

Figure 2.5
Distribution of System-Wide Workers’ Compensation Medical Expenses, by Payee Category, 2002–
2009

SOURCE: CHSWC, 2010b. 

NOTE: ASC = ambulatory surgical center. WCIRB data on insurer costs were adjusted by a factor of 1.43 to estimate 
system-wide costs. 
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Summary of Findings

Our examination of changes in annual medical expenditures for WC medical care show the 
following:

•	 Annual paid medical losses fell sharply after implementation of the reform provisions but 
have been rising since 2008. 

•	 Reduced payments to providers were the major contributing factor to the initial reduc-
tions in annual paid losses. Subsequently, expenses for actual medical care have been 
rising less rapidly than expenses related to administration of the medical benefit, such 
as medical cost-containment expenses, medical-legal expenses, and direct payments to 
workers.

•	 Annual paid medical losses remain significantly lower than they would have been in the 
absence of the reform provisions but continue to be higher than they are for WC pro-
grams in other states. 

These losses have been affected not only by the medical reform provisions but also sig-
nificant reductions in the number of WC claims. Since it is unlikely that the reduction in the 
number of new WC claims is related to implementation of the reform provisions, per-claim 
measures of medical expenses might be more relevant than the measures of aggregate expendi-
tures. For insured indemnity claims, the average paid losses per claim at 12 months valuation 
were at their lowest level in 2005 and subsequently have been increasing 13.1 percent annually. 
Further research is needed to determine whether the decline in WC claims has affected the 
severity of injuries and the cost trends. 
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Chapter Three

Payments for Medical Services Provided to Injured Workers

This chapter begins with an overview of the distribution of payments for medical services. We 
then focus on the major types of medical services provided to injured workers: physician and 
other practitioner services, inpatient hospital services, ambulatory surgery facility services and 
outpatient drugs and other pharmaceuticals. For each type of service, we summarize the most-
important reform provisions, examine changes in the use and cost of services, and highlight 
selected issues for which additional policy changes might improve the quality and efficiency of 
medical services. 

Distribution of Payments for Medical Services

In Figure 3.1, we show the distribution of payments to providers in 2007. The largest per-
centage of payments was to physicians, nearly $3.2 billion, or 41 percent of total payments. 
Payments to hospitals represented just under $2 billion, or approximately one-quarter of all 
payments. This includes payments for inpatient and outpatient services, as well as payments 
to ASCs. Payments to pharmacies comprised about 9 percent ($710 million). Approximately 
$1.2 billion in payments were made directly to patients. Medical-legal payments to physicians 
and medical cost-containment expenses combined represented roughly 9 percent of total pay-
ments. Not shown in Figure 3.2 is approximately $12 million in capitation payments made to 
medical groups.

We used the 2007 WCIS data to further breakdown the distribution of payments to 
providers. The methods we used for the analyses of WCIS data are described in Appendix A. 
Medical-payment data are reported separately for institutional providers, such as hospitals and 
ASCs, and noninstitutional providers, such as physicians and other practitioners, pharmacies, 
and DME providers. Approximately 69 percent of total payments to institutional providers 
were to acute-care hospitals, while 27 percent of payments were billed by ASCs (Figure 3.2). 
Less than 5 percent of institutional payments were paid to other hospitals, including psychiat-
ric and rehabilitation hospitals. 

With respect to noninstitutional providers, just over three-fourths of payments went to 
physicians, while 20 percent of payments were made to nonphysician providers. In Figure 3.3, 
we show the WCIS distribution of payments to noninstitutional providers by type of service 
(in contrast to the WCRIB data, which showed the distribution by broad payee category). As 
explained in Appendix A, we used the reported procedure codes to define the type of service. 
The largest share of payments was for physician services, including E/M visits (16 percent of 
payments), surgery (10 percent), and hospitalist services (hospital-based physician services to 
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Figure 3.1
Distribution of Estimated System-Wide Workers’ Compensation Paid 
Medical Expenses in 2007 by Payee Category ($ millions)

SOURCE: CHSWC, 2010b. 

NOTE: WCIRB data on insurer costs were adjusted by a factor of 1.43 to estimate 
system-wide costs. Hospitals include ASCs. 
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Distribution of Payments to Institutional Providers in 2007

SOURCE: RAND analysis of WCIS 2007 data.
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inpatients) (7 percent). Physical medicine accounted for 10 percent of total payments to non-
institutional providers. Nearly 18 percent of payments were made for outpatient drugs and 
other pharmaceutical products to pharmacies and physicians. Medical-legal evaluations and 
testimony comprised 11 percent of payments to noninstitutional providers.

Figure 3.4 displays the distribution of payments by place of service, including payments 
to both institutional and noninstitutional providers. The distribution is based on total WCIS-
reported payments for all services provided in each setting, including professional services, 
facility fees, outpatient drugs, and medical equipment and supplies. The majority of payments 
were for services provided to WC patients in office settings or independent clinics (63 percent), 
followed by inpatient settings (16 percent), and hospital outpatient settings or ASCs (15 per-
cent). We were unable to fully distinguish care rendered in hospital outpatient settings from 
care delivered in ASCs, because of possible inaccuracies in the use of place of service codes. 
About 3.4 percent of total spending was devoted to services patients received in their home. 
Nearly half of these services were for medical equipment and supplies (45 percent), followed by 
orthotics and prosthetics (11 percent). Due to lack of procedure codes, using our taxonomy, we 
were not able to classify 26 percent of the services delivered in a patient’s home. The remaining 
2.2 percent of services were provided in a range of settings, including skilled-nursing facilities 
(0.7 percent) and hospital emergency departments (EDs) (0.5 percent).

Physician and Other Practitioner Services

In this section, we provide an overview of the major reform provisions affecting the use and 
costs of services provided by physicians and other practitioners. We then provide information 

Figure 3.3
Distribution of Workers’ Compensation Payments to Noninstitutional Providers, by Type of Service, 
2007

SOURCE: RAND analysis of WCIS 2007 data.
RAND MG1144-3.3
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on the trends in aggregate payments to these providers, describe changes in service use, and 
conclude with a discussion of the fee-schedule allowances for services. 

We synthesized information from several sources to assess the reforms’ impact on the 
use and costs of physician and other practitioner services. The interviews that we conducted 
in 2006–2007 with knowledgeable individuals involved in the WC medical-treatment system 
identified areas of concern during the initial implementation of the reforms. We drew on pub-
lished reports from the WCIRB, WCRI, and CWCI to examine utilization and cost trends 
and to benchmark service utilization to other states. 

Key Reform Provisions Affecting Service Use and Costs

Three key reform provisions directly affected the provision of physician and other practitioner 
services to injured workers: the MTUS, caps on physical therapy and chiropractic manipula-
tion, and changes in the OMFS allowances for physician and practitioner services. The MTUS 
was established to provide a formal set of evidence-based practice guidelines that replace the 
presumption accorded the primary treating physician. The MTUS is presumptively correct 
on the scope and duration of care that is reasonably required to cure or relieve the effects of 
the injury. The guidelines are rebuttable by a preponderance of scientific evidence establish-
ing that a variance from the guidelines is reasonably required. For injuries not covered by the 
designated guidelines, treatment is to be in accordance with other evidence-based medical-
treatment guidelines generally recognized by the community. 

Effective for services provided on or after April 1, 2004, the medical guidelines established 
by ACOEM were implemented by statute as the interim MTUS until DWC adopted other 
guidelines. DWC incorporated the ACOEM guidelines into its MTUS effective in June 15, 
2007, and added guidelines for acupuncture. Additional guidelines for chronic pain (adapted 
from the Work Loss Data Institute’s Official Disability Guidelines) and postsurgical physical 

Figure 3.4
Distribution of Workers’ Compensation Medical Payments, by Place 
of Service, 2007

SOURCE: RAND analysis of WCIS 2007 data.
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medicine treatment were added effective July 18, 2009 (California Department of Industrial 
Relations, undated [a]). A process was established for augmenting and updating the guidelines 
using a medical evidence evaluation advisory committee.

The second key reform established a limit of 24 chiropractic, occupational, and physical 
therapy visits each, unless the cap is waived by a claim administrator. The cap is applied inde-
pendent of the MTUS. As discussed later in this section, California’s use of these services was 
much higher than in other states. 

The third key reform was changes in the OMFS for physician and other practitioner 
services. The reform provisions placed most services on Medicare-based fee schedules with 
regular updates. An exception was the OMFS for physician and practitioner services. Effective 
January 1, 2004, allowances for services that exceed the Medicare fee schedule were reduced 
5 percent (but not below Medicare rates), and the remaining services are frozen until the DWC 
AD establishes a new fee schedule for physician and practitioner services. Administratively, the 
OMFS allowances for some E/M services were increased in 2007 to Medicare payment levels. 

Common Themes from 2006–2007 Interviews

Among most interviewees, there was some consensus that the guidelines were well-designed for 
the acute conditions that they addressed but that they were deficient for not addressing chronic 
pain, alternative therapies, and use of pharmaceuticals, including for indications not approved 
by the U.S. Food and Drug Administration (FDA). The MTUS revisions to include acupunc-
ture and chronic pain have largely addressed these concerns. However, two other concerns that 
were raised in the interviews might remain applicable. First, concerns were often expressed 
not with the guidelines per se but that they were being applied too stringently during UR and 
that insufficient attention was paid to the individual patient’s condition that might warrant 
deviation from the guidelines. UR processes are subject to routine investigations by DWC, 
but, as discussed in Chapter Five, these investigations focus on procedural issues rather than 
on the quality of the medical decisions. Further analysis of this issue—which would require 
independent medical review of UR decisions—is warranted. Second, there were some concerns 
that the Labor Code requirement that any medical guidelines to be adopted must be evidence 
based, nationally recognized, and peer reviewed precluded establishing needed guidelines for 
therapies that do not have a robust evidence base. This issue has most recently arisen with 
respect to compound drugs and medical foods, for which there is a limited evidence base on 
which to establish guidelines. Medical-necessity disputes over the compound drug and medi-
cal food products revolve around whether the products should be covered only if there is evi-
dence supporting that they are medically appropriate or whether they should be covered unless 
there is evidence that they are not safe and effective. 

Considerable concern was also voiced over the therapy caps. Although interviewees gener-
ally indicated that the caps would help reduce the amount of medically unnecessary care, even 
to the point of driving some ineffective and potentially wasteful clinics out of business, some 
expressed concern over delays or denials in care to patients needing more than the allotted 
visits and suggested that, when conservative care, such as therapy, is denied, physicians might 
turn to more-aggressive care for their patients. The interviewees were confident that at least 
some payers were allowing for waivers of caps when medically necessary (typically, following 
surgery) but noted that the waivers were generally for physical therapy but not chiropractic 
care. Since the time the interviews were conducted, DWC has incorporated postsurgical ther-
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apy treatment guidelines into the MTUS, which should have reduced some of the treatment 
delays caused by the UR process. 

The physician fee schedule was not a commonly raised issue during the interviews. The 
practice of payers requiring providers to accept discounted fees in return for participation in 
the medical provider networks was a commonly raised concern that is addressed in Chapter 
Four. 

Changes in Aggregate Payments

As discussed in Chapter Two, physician and other practitioner services were most affected by 
the changes in medical-treatment policies. Estimated system-wide payments for these services 
declined from a high of $3.7 billion in 2003 to $2.1 billion in 2009. The impact has varied 
across different specialties (Table 3.1). In 2003, chiropractors received 21.6 percent of WC 
medical payments to physicians, compared with 5.2 percent of payments in 2009, an estimated 
81-percent reduction that reflects the imposition of the 24-visit-per-injury limitation and the 
impact of the ACOEM guidelines. The impact that these changes had on physical therapists 
was not as great: Their payments fell 34 percent, compared with an overall 43-percent reduc-
tion in payments to all physicians and practitioners. Among primary-care specialties, payments 
increased for general and family practice (23 percent) and occupational medicine specialties 
(25 percent). Other specialties that experienced increases over the period included orthopedic 
surgery (19 percent), radiology (28 percent), physical medicine (57 percent), anesthesiology 
(40 percent) and psychiatry (34 percent). Payments fell about 50 percent for internal medicine 
subspecialties, general surgery, and acupuncture. 

Service Utilization and Intensity

Changes in total payments are affected by changes in the number of WC claims, the services 
per claim, and the price per service. WCRI provides benchmarking information on medical 
expenditures for WC claims for 15 states (including California) that can be used to explain the 
changes in service use and intensity on a per-claim basis and to identify those areas in which 
California’s medical prices or utilization are out of line with the 15-state comparison group. 
The latest available data are for claims with dates of injury from October 1, 2006, through 
September 30, 2007, valued as of April 1, 2008, (2007 claims at an average of 12 months). 
Table 3.2 summarizes selected WCRI benchmarking indices for physician and other practitio-
ner services. Payments exclude any payments to hospitals associated with the services (e.g., the 
facility fees for major surgery). WCRI reports the average payment per user for each category 
based on the sum of the payments for the category divided by the number of claims with ser-
vices in that category. We derived the average payment per claim for each service category from 
the WCRI data by multiplying the average payment per user by the percentage of claims with 
services in that category. The price index is for calendar year 2007. The price index measures 
the price of a fixed basket of services relative to the median for the 15 states. The median price 
is assigned an index value of 100, so that California’s index value of 96 for nonhospital services 
means that fees for these services were 4 percent lower than the median for the comparison 
group. Except for neurologic and neuromuscular testing (price index = 122), the price index for 
each type of service is at or below 100. 

The utilization index captures the volume (number of visits per claim) and intensity 
(resources required for the mix of services provided during the visits). California’s overall index 
for nonhospital services is 96, indicating that, for the 2007–2008 claims, utilization (volume 
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and intensity) is slightly below the 15-state median. The 2007–2008 utilization index is mark-
edly below the 2002–2003 utilization index value of 152.1 

California’s substantially higher use of E/M services than that of other states has contin-
ued in the postreform period with approximately the same number of visits per claim as pre-
reform. For the 2007–2008 claims, there were 9.2 visits, compared with the median of 5.9 for 
the comparison group. There were also slightly more services per visit (1.1 versus 1.02), but the 

1	 The change in index values could also be affected by a change in the composition of the comparison group. There were 
13 states in the 2002–2003 comparison group: California, Connecticut, Florida, Illinois, Indiana, Louisiana, Massachu-
setts, North Carolina, Pennsylvania, Tennessee, Texas, and Wisconsin. For the 2007–2008 comparison group, Connecticut 
was dropped and Iowa and Maryland were added. 

Table 3.1
Change in System-Wide Medical Payments to Physicians and Other Practitioners, 2003–2009

Practice Type
Total Medical Payments

($ 000s) % Change
% of Classified Physician 

Costs

Specialty 2003 2009 2003–2009 2003 2009

Chiropractor 504,175 93,920 –81 21.6 5.2

Clinics 391,892 325,151 –17 16.8 18.2

General and family practice 315,568 388,108 23 13.5 21.7

Physical therapy 276,672 182,484 –34 11.8 10.2

Orthopedic surgery 154,115 183,187 19 6.6 10.2

General surgery 114,486 56,802 –50 4.9 3.2

Radiology 77,057 98,721 28 3.3 5.5

Physical medicine: MDs 74,856 117,249 57 3.2 6.6

Internal medicine 59,078 28,722 –51 2.5 1.6

Emergency 46,235 14,094 –70 2.0 0.8

Anesthesiology 39,997 55,893 40 1.7 3.1

Psychologist 37,061 33,689 –9 1.6 1.9

Occupational medicine 35,960 45,068 25 1.5 2.5

Acupuncture 33,392 17,011 –49 1.4 1.0

Osteopaths 27,153 20,302 –25 1.2 1.1

Neurology 25,318 25,388 0 1.1 1.4

Psychiatry 24,952 33,319 34 1.1 1.9

Other 100,542 70,563 –30 4.3 4.0

Total classified payments to physicians 
and other practitioners

2,338,508 1,789,672 –23

Unknown or not otherwise classified 1,330,891 312,728 –77

Total payments to physicians and other 
practitioners

3,669,399 2,102,400 –43

SOURCES: WCIRB, 2004, 2010b.
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visits were also 20 percent more resource-intensive than in other states. A higher percentage of 
visits are billed as extended or comprehensive visits than in the comparison group. The overall 
result is that the average payment per claim for E/M services is in the top third of the 15 states 
despite having the lowest price index. 

The utilization index for major surgery remained unchanged between the 2002–2003 
and 2007–2008 claims. The utilization indices for all other services declined over the period, 
with a marked drop in the physical medicine utilization index from 160 to 61. The average 
physical medicine payment per claim ($1,059) is in the bottom third of the comparison group. 
The average payment for minor surgical procedures is also in the bottom third of the compari-
son group, largely because of the low fees for the services relative to the comparison group. 

The utilization index value for neurologic and neuromuscular testing dropped from 111 
to 87; however, about the same percentage of claims as before involve these services (data not 
shown). In comparison with the 15-state median for the 2007–2008 claims, a higher percent-
age of claims use these services (24 percent versus 11 percent), and there are more visits per 
claim (1.8 versus 1.3), but the visits have 11 percent lower resource intensity. 

The WCRI benchmarking data further confirm the significant impact that the reform 
provisions have on chiropractic care (Table 3.3). The percentage of claims with chiropractic 
care fell from 19 percent to 11 percent between the 2002–2003 claims and 2007–2008 claims, 
and the number of visits per claim is about 25 percent of prereform levels (10.6 versus 39.5). 
The utilization index is now 88 (compared to a prereform level of 260). 

Table 3.2
Summary of Workers Compensation Research Institute Measures for Nonhospital Services Provided 
for Claims with More Than Seven Days Lost Work, 2002–2003 and 2007–2008

Type of Health 
Care Service

2007–2008 Claimsa

2002–2003 Claims: 
Utilization Indexb

Average Payment 
per Claim ($)

Average Payment 
per User *$( Price Index Utilization Index 

E/M 815 849 81 185 192

Major radiology 295 757 87 97 104

Minor radiology 120 160 100 108 116

Major surgery  625 2,500 100 105 105

Surgical treatment 220 458 66 91 118

Neurologic/
neuromuscular 
testing

157 653 122 87 111

Physical medicine 699 1,059 92 61 160

All nonhospital 
services

    96 102 152 

SOURCES: WCRI, 2005; Coomer et al., 2010.
a Claims arising between October 1, 2006, and September 30, 2007, valued as of April 1, 2008. Price index for 
calendar year 2007.
b Claims arising between October 1, 2001, and September 30, 2002, valued as of April 1, 2003. 
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The MTUS guidelines are fairly specific with particular treatment modalities but more 
general with respect to follow-up visits.2 Thus, it is not surprising that the imaging and neu-
romuscular services have been affected more than E/M visits. What is interesting, however, 
is how little impact the MTUS seem to have had on major surgical procedures. About the 
same percentage of 2007–2008 claims had major surgery as in 2002–2003 (25 percent versus 
27 percent). An expectation was that the ACOEM guideline emphasis on conservative care 
would reduce the incidence of major surgery. Further investigation of this issue is warranted 
for specific conditions. 

Official Medical Fee Schedule Allowances

As noted earlier, the reform provisions left the current OMFS for physician and practitioner 
services in place (with up to a 5-percent reduction) until the DWC AD issues a new fee sched-
ule. Administratively, the AD raised the allowances for E/M services to Medicare levels, which 
had the effect of increasing payments for office visits by nearly 14 percent (Yang, Coomer, 
Landes, et al., 2010) and overall payments for physician services approximately 2.2 percent 
(Lewin Group, 2010). Other than this change, the OMFS for physician and practitioner ser-
vices has not been updated for many years. The OMFS primarily uses the 1997 Current Pro-
cedural Terminology (CPT) codes to describe most services with some WC-specific codes and 
1994 CPT codes for anesthesia and physical medicine. Updated procedure codes are needed 
to expand the OMFS to cover new (and often high-cost) procedures and reduce disputes con-
cerning a reasonable fee for those services. It would bring WC into compliance with the coding 
system used by Medicare and private payers. This would eliminate the need for nonoccupa-
tional health providers to maintain two coding systems and enable better benchmarking with 
other health plans. 

A second shortcoming to the OMFS is that current fee schedule is based on historical, 
charge-based relative values that undervalue primary-care services relative to other services. 
Even with the 2007 increase in payments for E/M services, they are likely to be undervalued. 
The OMFS does not explicitly pay for many work-related services that medical providers offer 

2	  The general guideline is that physician follow-up might occur every four to seven days when the patient is off work and 
once every week or two if the patient is working (ACOEM, 2004).

Table 3.3
Summary of Workers Compensation Research Institute Measures for Chiropractic Services Provided 
for Claims with More Than Seven Days Lost Work, 2002–2003 and 2007–2008

Measure 2007–2008 Claimsa 2002–2003 Claimsb

Percentage of claims with chiropractic care 11 19

Number of visits per claim 10.6 39.5

Average payment per claim ($) 120 706

Average payment per user ($) 1,091 3,717

Utilization index 88 260

SOURCES: WCRI, 2005; Coomer et al., 2010.
a Claims arising between October 1, 2006, and September 30, 2007, valued as of April 1, 2008. Price index for 
calendar year 2007.
b Claims arising between October 1, 2001, and September 30, 2002, valued as of April 1, 2003.
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to injured workers, such as care coordination and consultations with employers on return-to-
work issues. A Lewin Group study on physician effort with injured workers concluded that 
E/M services provided to injured workers require about 28 percent more effort than services to 
Medicare patients (Dobson et al., 2003). One reason the procedure-oriented services are over-
valued is that historical, charge-based relative values do not reflect the impact of technology 
diffusion lowering the cost of new procedures over time. 

A third shortcoming to the OMFS is that overall payment levels are low relative to other 
services paid under the California WC system. Except for pharmaceuticals that are paid based 
on the Medi-Cal fee schedule, the OMFS allowances for other services are based on 120 per-
cent of what would be allowed under Medicare for an allowable service. In the aggregate, 
estimated OMFS allowances for physician and practitioner services are about 1.11 times the 
Medicare fee-schedule levels (Lewin Group, 2010).3 Nationally, Medicare payments to physi-
cians are about 80 percent of private-payer levels (Medicare Payment Advisory Commission 
[MedPAC], 2011a), although there is substantial difference both across and within geographic 
areas (MedPAC, 2011b). Because having high-quality physicians is fundamental to increasing 
the value of medical care provided under the WC system, paying less for physician services 
than for other services is short-sighted.

DWC has proposed a new Medicare-based fee schedule for physician and other prac-
titioner services, which sets rates based on the relative resources (physician time and effort, 
practice expenses, and malpractice insurance costs) required to provide services (California 
Department of Industrial Relations, undated [b]). By aligning payments with the costs of 
care, neutral incentives are created to provide appropriate care. If payments are substantially 
higher than costs, providers have an incentive to provide marginal or unnecessary care or to 
determine the venue for treatment based on financial considerations rather than on the needs 
of the patient. If payments are substantially lower than costs, access to medically necessary 
care can be adversely affected. A resource-based fee schedule also has the potential to improve 
OMFS payment equity across physician specialties, particularly if a single conversion factor is 
adopted that would increase payments for primary care relative to other services. With respect 
to E/M services, further rate increases are appropriate under a resource-based relative-value 
fee schedule, but, at a minimum, they should be accompanied by the adoption of Medicare’s 
documentation requirements for E/M visits (CMS, 2010b). As discussed earlier, the WCRI 
benchmarking data indicate that there is substantially higher use of E/M services in California 
than in other states (Yang, Coomer, Landes, et al., 2010). Alternatively, it might be more effec-
tive to create payments for specific work-related activities in lieu of additional, across-the-board 
increases for E/M services (Wynn and Sorbero, 2008). 

Inpatient Hospital Services

In this section, we first provide summary of the major reform provisions affecting the use and 
costs of inpatient hospital services—namely, changes in the OMFS allowances for inpatient 
stays. We then provide an overview of the trends in inpatient hospital stays for WC patients 
and examine the adequacy of payments under the OMFS. We conclude by focusing on three 

3	  The 1.11 estimate is based on the CWCI sample claims that the Lewin Group used in the modeling. The estimate was 
1.18 using the WCRI weights for service mix. 
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issues for which additional fee-schedule changes might be appropriate: the pass-through for the 
costs of hardware implanted during spinal surgery, the inflationary impact of recent changes 
in the patient classification system, and the continued exemption of specialty hospitals from 
the OMFS.

To assess the impact that the OMFS changes could have on the use and costs of inpatient 
care provided to WC patients, we used inpatient discharge data from OSHPD. A description 
of our methodology and more-detailed findings on changes in the volume and distribution of 
inpatient stays, changes in payments, and an assessment of the adequacy of payments com-
pared with estimated costs are in Appendix B.

Description of the Official Medical Fee Schedule Provisions

The OMFS for inpatient care provided by acute-care hospitals is adapted from the Medicare 
payment system for these services. A predetermined maximum allowable fee is established for 
each admission based on the diagnosis-related group (DRG) to which the patient is assigned. 
The DRG assignment takes into account such factors as the patient’s principal diagnosis, 
comorbidities and complications, and surgical procedures. Each DRG has a relative weight 
reflecting the average resources or costs for Medicare patients assigned to that DRG relative 
to Medicare patients in other DRGs. The OMFS standard allowance for a discharge is deter-
mined as the product of a facility-specific composite rate times the DRG relative weight times 
1.20.4 Additional allowances are made for discharges with atypically high costs and for the cost 
of hardware (implanted devices and instrumentation) used in complex spinal surgery. Effec-
tive December 2007, the OMFS update incorporated Medicare severity DRG (MS-DRG)–
adjusted rates that are designed to improve payment accuracy.

The OMFS for inpatient hospital services has been based on the Medicare fee schedule 
since 1999; however, regular updates did not occur until the provisions of SB 228 (2003) were 
implemented effective January 1, 2004. The rates that were updated January 1, 2004, had been 
in effect for two years (and had been based on 120 percent of the Medicare rates in effect at 
that time). Updating to the current Medicare rates and providing for annual updates increases 
aggregate payments but provides for more-equitable payments. SB 228 provisions related to 
inpatient hospital services included the following: 

•	 Eliminating existing exemptions for certain types of cases: psychiatric and rehabilitation 
care unless provided in a special unit or specialty hospital, burn and trauma care, trache-
ostomy, and life-threatening inpatient care provided by Level I and II trauma hospitals. 
The provision reduced expenditures for these services. 

•	 Eliminating an adjustment factor that applied to certain types of cases to either increase 
or decrease the payment relative to 120 percent of what Medicare would pay for the dis-
charge. This provision had the effect of increasing payments for some services and reduc-
ing it for others. 

4	 The composite rate is a hospital-specific rate based on the Medicare standard payment rate adjusted for geographic dif-
ferences in wages and, if applicable, the hospital’s additional payments for teaching and for serving a disproportionate share 
of low-income patients. 

Labor Code Section 5307.1(a) specifies that the maximum allowable fees shall not exceed 120 percent of the estimated 
aggregate fees allowed under the Medicare payment system. In establishing the OMFS, the AD adopted a 1.20 multiplier 
so that aggregate payments will approximate 120 percent of the Medicare allowable payments for comparable services. 
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•	 Limiting a pass-through for the costs of hardware (implanted devices and instrumenta-
tion) used during any back and neck surgeries to only hardware used during spinal sur-
geries. Previously, the pass-through also applied to other back and neck procedures, so 
that the effect of the change was to reduce expenditures. 

•	 Effective January 1, 2005, eliminating the exemption from Medicare-based fee schedules 
for hospitals that are not paid under the Medicare payment system for acute-care hospi-
tals. As discussed later in this section, this provision has not yet been implemented, and 
specialty hospitals, including psychiatric and rehabilitation facilities, remain exempt from 
the OMFS. 

Overview of Workers’ Compensation Discharges from Acute-Care Hospitals and Estimated 
Payments

Overall, average payments per discharge increased nearly 34 percent between 2003 and 2008, 
about two-thirds of which was attributable to case-mix changes and one-third of which was 
attributable to inflation and other rate changes. 

Table 3.4 provides summary information on acute-care hospital inpatient stays. In 2008, 
these stays accounted for 94 percent of WC hospital stays and 86 percent of estimated total 
allowances for inpatient hospital services. The five-year decline in acute-care stays between 
2003 and 2008 (21.2 percent) is not unexpected because the number of injuries involving days 
lost from work declined nearly 29 percent over the same period.5 Arguably, given the fewer 
injuries with time lost from work, the implementation of the MTUS guidelines (see Chapter 
Four), and the movement of services from inpatient to outpatient settings, one might have 
expected a greater decline. The total estimated OMFS allowances for acute-care hospital ser-
vices decreased 4.8 percent from 2003 to 2005 and then increased 10.7 percent from 2005 
to 2008, resulting in an overall 5.3-percent increase for the period. The relatively low rate of 
growth in total payments is attributable not only to the reduction in the number of discharges 
but also to the elimination of the prereform OMFS exemption for high-cost services (e.g., 
burns, trauma cases, tracheostomies). 

5	 According to the Division of Labor Statistics, the total number of nonfatal occupational injuries and illnesses involving 
days lost from work were 223,500 (2003); 201,400 (2004); 179,400 (2005); 171,000 (2006); 168,200 (2007); and 158,900 
(2008) (California Department of Industrial Relations, 2011).

Table 3.4
Number of Workers’ Compensation Discharges and Estimated Payments for Stays in General Acute-
Care Hospitals, 2003–2008

 2003 2004 2005 2006 2007 2008
5-Year 

Change (%)

Discharges 28,151 26,978 25,673 24,513 23,697 22,179 –21.2

Estimated payments ($ 
thousands)

409,224 394,268 389,387 405,470 417,973 430,946 5.3

Estimated payment per 
discharge ($)

14,537 14,614 15,167 16,541 17,638 19,430 33.7

Case-mix index 1.619 1.731 1.724 1.794 1.852 1.967 21.5

Average standardized 
allowance per discharge ($)

8,979 8,443 8,798 9,220 9,524 9,878 10.0
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On a per-discharge basis, estimated payments increased 33.7 percent. We decomposed 
the increase into two components: (1) the increase in the relative costliness of individual cases 
that is measured by the change in the case-mix index and (2) inflation and other changes in 
the composite rates that are measured by the increase in the average standardized allowance 
per discharge:

1.	 The case-mix index is a measure of whether there are changes in the average costliness 
of inpatient stays.6 It is calculated as the average relative weight for the DRGs to which 
patients are assigned based on their diagnoses and procedures. The increase in the case-
mix index between 2003 and 2004 largely represents the switch from the OMFS rela-
tive weights (which had not been updated since 2001) to the current Medicare relative 
weights.7 

2.	 The average standardized allowance is determined by dividing the estimated allowance 
per discharge by the average case-mix index. There was a 5.9-percent decrease in the 
average standardized allowance between 2003 and 2004, which is attributable to the 
elimination of the OMFS exemption for certain high-cost types of cases. Since 2004, 
when this exemption was eliminated, the average standardized allowance has equaled 
the average composite rate for acute-care hospital stays and increases each year for infla-
tion, as well as other changes in factors affecting the composite rate, such as the wage 
index. The increase attributable to inflation and other rate changes was 10 percent for 
the period.

Adequacy of Official Medical Fee Schedule Allowances

One measure of the adequacy of the OMFS allowances is to compare the allowances with 
the estimated costs of WC stays. Overall, we found that estimated OMFS allowances were, 
on average, 3 percent higher than costs before taking into consideration the additional pass-
through payments for hardware used during complex spinal surgery.8 However, there was sub-
stantial variation by type of stay. For some types of inpatient stays, the allowances are slightly 
less than estimated costs, whereas, for other inpatient stays, allowances are considerably higher 
than estimated costs. The underlying principle of DRG-based payment systems is that the 
allowance will exceed costs for some patients and will be less than costs for other patients but 
that, on average, the allowance will be sufficient to cover the costs of the inpatient stay and 
provide a reasonable rate of return. Generally, this principle applies to variation within a given 
type of stay (e.g., spinal surgeries) rather than variation across types of stays. Systematic under-
payments for particular types of stays could create access problems for WC patients, while 
systematic overpayments could create incentives for unnecessary hospital admissions. Prior 
to the 2004 changes, the OMFS provided for DRG-specific adjustments for certain types of 
WC stays that were consistently more or less costly than they were for Medicare patients. We 
did not identify access or overutilization issues during our study that would indicate that the 
DRG-specific adjustments should be reinstituted; however, both the overall adequacy of the 

6	 For purposes of computing the case-mix index for this table, we used the actual relative weights used for payment pur-
poses except for 2003 exempt stays. We used the 2003 Medicare DRG relative weights for these stays in order to include 
them in the table.
7	 If the Medicare relative weights had applied in 2003, the case-mix index would have been 1.752.
8	 For comparison, the national private-payer payment-to-cost ratio is estimated at 1.27 in 2008 (MedPAC, 2010). 
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allowances and the appropriateness of the allowances for specific types of cases should be reex-
amined on a regular basis in the future.

Pass-Through for Spinal Hardware

Spinal surgery accounts for nearly 40 percent of allowances for acute-care inpatient hospital 
stays before considering the additional pass-through payments that are allowed for the costs 
(net of discounts and rebates) of spinal hardware and instrumentation used during spinal sur-
gery. The pass-through payment is a deviation from standard Medicare rules that was origi-
nally established to ensure that WC patients have access to expensive hardware. Because a 
substantial portion (about 51 percent) of the Medicare rate used to determine the OMFS com-
posite rate is for devices implanted during spinal surgery (Dalton, Freeman, and Bragg, 2008) 
and the 1.20 multiplier used to determine the OMFS allowance already provides a cushion for 
any higher costs the hospital might incur in caring for a WC patient, an issue is whether the 
additional payment is an unnecessary and duplicate allowance. 

Aside from the duplicate-payment issue, there are at least three other concerns about 
the current pass-through system for spinal surgery. First, a pass-through payment for hard-
ware costs provides no incentive for using the least costly medically appropriate alternative. 
Second, the policy imposes an administrative burden to both payers and hospitals. Hospitals 
must locate invoices and determine the applicable costs and associated discounts and rebates 
for each patient. Often, multiple invoices are involved for a single WC patient, adding to the 
administrative burden. Third, the policy creates the potential for abuse, especially because 
payers cannot easily verify that the invoiced items were used only for the WC patient and that 
the reported costs are net of discounts and rebates.

Adequacy of Payments for Spinal Surgery

We evaluated the adequacy of current payments for spinal surgery using three approaches. 
First, we compared the resources used by WC patients undergoing spinal surgery in 2008 with 
those for Medicare patients. This set of analyses compared device utilization, total charges, 
and length of stay, for WC and Medicare discharges in 2008. We found that, on average, WC 
patients used more types of devices than Medicare patients use but that fewer vertebrae were 
fused. However, using total charges as a measure of relative costliness, the WC patients had 
lower costs than comparable Medicare patients, despite the more-frequent use of spinal hard-
ware for WC patients. Average charges per Medicare discharge were 6 percent higher than 
the average charges per WC discharge ($135,125 versus $126,491). WC patients also had a 
shorter average length of stay than Medicare patients. The adjusted Medicare average length 
of stay was 16 percent higher (4.4 days versus 3.8 days). Both the average charge analysis and 

Table 3.5
Comparison of Amounts Implicit in 2009 Standard Official Medical Fee Schedule Allowances for 
Spinal Surgery, with Estimated Average 2009 Implant Costs

Type of Surgery
Estimated Average Implant 

Costs ($)a
Amount Implicit in the OMFS 

Standard Allowance ($) Difference ($)

Noncervical spinal surgery 14,407 11,544 2,863

Cervical spinal surgery 5,960 5,350 610

a Orthopedic News, 2009.
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the length-of-stay analysis indicate that WC patients are less costly on average than Medi-
care patients, before considering that the OMFS allowance incorporates an extra 20-percent 
margin beyond the Medicare rates. 

In our second set of analyses, we measured the adequacy of the allowance by developing a 
ratio of estimated allowances to estimated costs for each type of spinal surgery. An allowance-
to-cost ratio of 1.05 indicates, for example, that estimated allowances are 5 percent more than 
the estimated costs and are, on average, adequate to cover the costs. We estimated the ratios 
for all spinal surgeries in 2008 before consideration of the pass-through amounts and found 
considerable variation across the different types of spinal surgery. However, for the two most 
common types of spinal fusion, the estimated allowance-to-cost ratio was less than 1.0 (lumbar 
spinal fusion = 0.93, cervical spinal fusion = 0.95), indicating that some continued payment for 
spinal hardware is warranted (see discussion of options later in this chapter). 

We conducted a third set of analyses that compared the amounts implicit in the standard 
OMFS allowance for spinal hardware (before the pass-through) with the estimated WC spinal-
hardware costs. Because information on WC-specific device costs is not readily available, we 
assumed that average WC implant costs are similar to the average for all patients. Table 3.5 
shows the results of the analysis for the two most common types of spinal surgery.

Potential Policy Options

The objectives in refining the policy for spinal-hardware pass-through payments are to (1) rec-
ognize that WC patients use more hardware than Medicare patients do, (2) eliminate the 
duplicate payment for hardware, (3) provide incentives for efficient use of resources, (4) provide 
financial protection for atypically high-cost cases, and (5) reduce administrative burden. There 
are two basic options for eliminating the duplicate payment:

•	 Create an add-on payment for the difference between the estimated average WC hardware 
costs and the amount implicit in the OMFS allowance (e.g., $610 for cervical fusions in 
Table 3.5). This option recognizes that WC patients have, on average, higher device costs 
than Medicare patients have. Relative to a pass-through payment, it reduces administra-
tive burden and eliminates the incentives for unnecessary hardware usage. By basing the 
add-on on average hardware costs, the payment is not as accurate on a case-by-base basis. 
Consistent with the underlying DRG averaging principle, it assumes that hospitals have, 
on average, similar spinal-hardware costs, but it would disadvantage hospitals that sys-
tematically have above-average costs. 

•	 Continue the pass-through but reduce the multiplier for the OMFS standard allowance 
to remove the amounts attributable to device costs. This approach increases payment 
accuracy by paying actual hardware costs on a case-by-case basis. However, it continues 
the incentives to provide unnecessary and costly hardware and continues the administra-
tive burden of filing and processing bills for hardware. 

These two policies are not necessarily mutually exclusive. For example, the first option 
could be implemented as a general policy but with hospitals being given an option of choosing 
the second option. However, any election should be made on an annual rather than case-by-
case basis. A case-by-case election would consistently overpay the hospital for patients with 
lower-than-average hardware costs while paying actual costs for patients with higher-than-
average hardware costs. 
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Inflationary Impact of Coding Improvement

In 2008, the Medicare program implemented MS-DRGs. The MS-DRGs improve payment 
accuracy by paying more for more–severely ill patients and less for other patients; however, the 
severity-adjusted rates have also led to unwarranted payment increases caused by improvement 
in coding and documentation. The increases are not attributable to real changes in patient 
severity but rather to improvement in the completeness with which complications and comor-
bidities are coded. Real changes in patient severity affect patient care costs; changes attribut-
able to coding improvement do not affect patient care costs and should not lead to higher 
payments. 

For Medicare patients, the Centers for Medicare and Medicaid Services (CMS) actuar-
ies estimated that coding improvement in the first two years of the MS-DRGs increased the 
average case-mix index (and expenditures) by 5.4 percent (CMS, 2010a). The increase in the 
average case-mix index is built permanently into the MS-DRG relative weights during the 
annual recalibration process. Since these weights are used by the OMFS, the WC allowances 
are 5.4 percent higher because of Medicare coding improvement before considering any coding 
improvement that might have occurred for WC patients over the same period. 

The Medicare law requires that the program eliminate the coding-improvement effect 
prospectively through the annual update factor for inflation. The adjustment is being made in 
installments so as to moderate the impact in any given year. Medicare’s solution for removing 
the inflationary impact of coding improvement by reducing the update factor is not an admin-
istrative option for the WC program because the Labor Code specifies the annual update 
factor for WC composite rates. However, the AD of DWC has authority to adjust the OMFS 
allowances within the overall 120-percent-of-Medicare limit. This authority could be used to 
account for the effect of coding improvements by implementing either (1) a lower multiplier to 
the Medicare rate or (2) an adjustment factor to reduce the relative weights. Either approach 
would achieve the same result as a reduction in the inflation update factor to the compos-
ite rate. Removing the amounts built into the Medicare rates would result in a permanent 
5.4-percent reduction in OMFS allowances for acute-care inpatient stays. 

Official Medical Fee Schedule–Exempt Inpatient Hospital Services

The Labor Code specifies that specialty hospitals (e.g., rehabilitation hospitals and rehabilita-
tion units of acute-care hospitals, psychiatric hospitals and psychiatric units of acute-care hos-
pitals, and children’s, cancer, and long-term care hospitals) should be paid on Medicare-based 
fee schedules effective January 1, 2005. There has been no regulatory action to extend the 
OMFS to these facilities. Currently, payment for inpatient services provided by these hospitals 
is based on rates the payer has negotiated with the hospital or, in the absence of negotiated 
rates, the amount on which the payer and hospital are able to agree for the individual case. 
In either case, the hospital’s charges are likely to be a factor in determining payment. Hospi-
tals have established charge structures that are significantly higher than costs. OSHPD 2009 
financial data indicate that the average cost-to-charge ratio for specialty hospitals in Califor-
nia was 0.32. Thus, California’s WC program is vulnerable to high hospital markups as long 
as these services remain exempt and, if a contract is not in place, to additional administrative 
costs for negotiating a payment amount. 

We used the OSHPD data to investigate the magnitude of program vulnerabilities in 
continuing to exempt these facilities from the OMFS. In Table 3.6, we show the number of 
WC inpatient stays in the exempt hospitals in 2008 and summarize Medicare’s fee-schedule 
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methodology, which varies across the specialty hospitals.9 In total, there were about 1,500 WC 
inpatient stays in specialty hospitals in 2008. Hospital charges for these stays totaled approxi-
mately $79 million. The OSHPD data do not include payment amounts, but we assume that 
only a percentage of the charges were paid. For example, for the rehabilitation hospital stays 
in the WCIS data, the reported payments were 65 percent of charges. WC patients were con-
centrated in rehabilitation and psychiatric facilities. Although there were only ten WC stays 
in long-term care hospitals, the charges for these stays totaled nearly $9 million. Medicare has 
special payment rates for stays in these three types of facilities that we discuss in greater detail 
in Appendix B. Medicare pays three other types of hospitals—children’s, cancer, and critical 
access—using cost-based payment methodologies rather than predetermined rates. These hos-
pitals also had relatively few WC stays. 

For these low-volume specialty hospitals, it is probably not worth the administrative 
burden of implementing a Medicare-based fee schedule. Two feasible alternatives, both of 
which would require a Labor Code revision, would be to (1) continue to exempt these facilities 
from the OMFS or (2) pay a reasonable markup over the estimated cost for a given stay instead 
of adopting a Medicare-based fee schedule. The payment could be determined by applying a 
cost-to-charge ratio to the charges on the inpatient bill to estimate the cost and then multiply-
ing by a factor, such as 1.2. Two potential sources for the cost-to-charge ratio are the Medicare 
program and the OSHPD financial data. Relative to a continued exemption, this method 
would provide a reasonable return with less administrative burden than negotiating a payment 
amount for individual cases.

9	 For consistency, records that do not include charges for the inpatient stay are not included. 

Table 3.6
Overview of Workers’ Compensation Stays in Specialty Hospitals and Medicare Payment Methods

Type of Hospital
Number of 
Hospitals

Number of 
Discharges

Total Charges 
($ millions)

Medicare Payment 
Method

Rehabilitation (including units) 65 859 50.9 Per-discharge 
rate based on 
impairment and 
functional status

Psychiatric (including units) 50 301 10.1 Per diem DRG-
based rate

Long-term care hospital 10 98 8.8 Long-term care 
DRG–based rate

CAH 21 171 6.1 Cost 

Cancer 2 29 2.8 Cost subject to a 
rate-of-increase 
limit

Substance abuse 10 49 1.1 n/a

All exempt hospitals and units 1,478 79.2

NOTE: CAH = critical-access hospital.
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Ambulatory Surgery Services Provided to Workers’ Compensation Patients

In this section, we first provide summary of the major reform provisions affecting the use and 
costs of ambulatory surgery services, the most important of which was extension of the OMFS 
to ambulatory surgery facility fees. We then provide an overview of the trends in the use and 
cost of ambulatory surgical services from 2005 to 2007. Unlike the other categories of services, 
prereform data are not available on the use and cost of these services. We conclude by discuss-
ing two issues for which additional policy changes should be considered to improve the effi-
ciency and quality of care: a reduction in the OMFS allowances for freestanding (nonhospital 
ASCs) and tightening of the rules pertaining to payment for ambulatory surgery facility fees. 

Our analysis uses transaction-level data on ambulatory surgery facility services collected 
by OSHPD. The agency began to collect these data from all licensed providers furnishing 
ambulatory surgery beginning in 2005. We analyzed the OSHPD data for 2005–2007 only. 
The data for 2008 and later are affected by the Third District Court of Appeals Capen v. 
Shewry decision in September 2007 that clinics that are owned by a physician or group of 
physicians are excluded from licensure by the California Department of Public Health. Most 
physician-owned ASCs were licensed prior to the decision, and it is likely that most ambula-
tory surgery for which facility fees were payable are reflected in the data for 2005–2007. To the 
extent that some ambulatory surgery facilities are not represented in the data, the volume of 
services and expenditures are understated. The data for 2008 and later do not contain informa-
tion on physician-owned ASCs and were not analyzed. A description of our methodology and 
more-detailed findings are in Appendix C.

Overview of Reform Provisions

Prior to 2004, facility services furnished in connection with ambulatory surgery and emer-
gency services were exempt from the OMFS; payments for these services were based on rates 
the payer negotiated with the provider, which often led to unreasonably high payments. In 
the case of ambulatory surgery, the provider could be either a hospital or a freestanding ASC. 
SB 228 (2003) eliminated the exemption for these facility services effective January 1, 2004. 
As amended, Section 5307.1 of the Labor Code requires that the OMFS include allowances 
for ambulatory surgery.10 Payment is limited in the aggregate to 120 percent of the amount 
payable under the Medicare program for comparable services furnished to hospital outpatients. 

Medicare assigns hospital outpatient procedures to ambulatory payment classification 
(APC) groupings of clinically coherent procedures with similar costs. Each APC has a relative 
weight reflecting the costliness of the median procedure in the group relative to the median 
cost for a midlevel clinic visit. To determine payment, the relative weight is multiplied by a 
conversion factor. Additional payments are made for high-cost outlier cases. Under the OMFS, 
the maximum allowable fee is 1.2 times the Medicare payment rate. The same rates apply to 
ambulatory surgery performed in hospitals and in freestanding ASCs. 

In addition to the expansion of the OMFS, SB 228 prohibited physicians from making 
referrals for outpatient surgery to clinics in which they have a financial interest unless they have 
(1) disclosed financial interest and (2) obtained preauthorization from a claim administrator. 

10	 The OMFS was also expanded to hospital emergency facility services. 
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Trends in Ambulatory Surgical Procedure Volume and Payments

Between 2005 and 2007, the number of annual WC encounters for ambulatory surgery declined 
8 percent, from 118,869 to 109,363 encounters. The decline is not unexpected because of fewer 
WC claims, which is offset to some extent by the long-term trend toward a shift of surgery 
from inpatient to outpatient settings. Despite the volume decline in WC encounters, total 
maximum allowable facility fees for ambulatory surgery increased 16 percent from $223.6 mil-
lion to $258.7 million for the period.

•	 There were no major changes in the types and distribution of ambulatory surgical proce-
dures. In 2007, nerve injections accounted for 30 percent of the procedures and 10 per-
cent of the allowable fees. Arthroscopy procedures accounted for 29 percent of the proce-
dures and 46 percent of the allowable fees. 

•	 Table 3.7 shows the distribution of ambulatory surgery procedures across hospitals and 
ASCs. There was a slight increase in the proportion of surgical procedures performed in 
ASCs. In 2007, about 69 percent of ambulatory surgical procedures for WC patients were 
performed in ASCs, and 31 percent were performed in hospitals. Overall, the surgical 
procedures performed in hospital settings were more resource-intensive than those per-
formed in ASCs (an average relative weight of 39.1 versus 34.7). 

•	 The surgical procedures performed in an ambulatory facility setting are generally appro-
priate for that setting. With the exception of nerve procedures, relatively few procedures 
are performed on WC patients in the ambulatory surgery facilities that are commonly 
performed in physician offices (where a separate facility fee is not payable). Nerve injec-
tions that are commonly performed in office-based settings accounted for 2.5 percent of 
all WC nerve-injection procedures provided in a facility setting. Although payers might 
approve performing procedures in an ambulatory setting that normally require an inpa-
tient setting, few of these procedures were performed as ambulatory surgery (0.4 percent 
of all ambulatory surgery procedures). 

•	 For the same set of procedures, 31 percent of ambulatory surgery on WC patients was 
performed in hospitals, compared with 59 percent for other patients ages 18–64. Group 
health plans that contract with hospitals for a full range of services reduce the proportion 
of non-WC surgery that is provided in ASCs (Wynn, Hussey, and Ruder, forthcoming). 
Without these payer preferences and by paying the same amounts for services provided in 
hospitals and lower-cost ASC settings, the OMFS provides a financial incentive to furnish 
more care in ASCs. 

Potential Changes in Ambulatory Surgery Center Payment Policies

Currently, the OMFS allows the same fees for surgical services provided in hospital and ASC 
settings. This policy was adopted in part because the Medicare list of covered ASC procedures 
and payment rates were outdated when the OMFS for ambulatory surgery fees was imple-
mented (Wynn, 2004) and in part because of concerns over the adequacy of allowances based 
on the Medicare ASC fee schedule. Beginning in 2008, Medicare updated and revised its 
payment system (CMS, 2007). Medicare now pays for most ASC services under a system that 
parallels the payment system for hospital outpatient services but at a lower rate. For procedures 
that are commonly performed in a physician office, the ASC payment rate is capped at what 
would be payable for practice expenses if the procedure were provided in an office setting. 
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By linking payment levels to differences in the cost of providing services, Medicare poli-
cies reduce financial incentives to shift services from hospitals and physician offices to ASCs. 
Because ASCs have a lower cost structure than hospitals, focus on a narrower set of procedures, 
and take less time, on average, to perform a given procedure, the cost of providing ambula-
tory surgery in an ASC is less than in a hospital (Wynn, Hussey, and Ruder, forthcoming). 
The initial ASC rates were set at 67 percent of costs, which was consistent with findings from 
a separate study conducted by RAND researchers comparing the relative costliness of ASC 

Table 3.7
Distribution of High-Volume Workers’ Compensation Surgical Procedures, by Setting, 2005–2007

Type of Service

2005

Percentage 
of Services in 
Hospital, 2006

Percentage 
of Services in 
Hospital, 2007

Total Number of 
WC Services

Percentage of 
Services in ASC

Percentage 
of Services in 

Hospital

Nerve injections 61,197 75.2 24.8 24.1 21.4

Arthroscopy 48,303 64.7 35.3 35.7 31.3

Nerve procedures 14,371 66.2 33.8 31.6 32.6

Musculoskeletal 
procedures except 
hand and foot

13,466 64.8 35.2 34.8 30.8

Hand 
musculoskeletal 
procedures

8,882 60.8 39.2 38.4 35.4

Hernia/hydrocele 
procedures

5,604 50.7 49.3 59.5 57.1

Excision/biopsy 4,339 56.4 43.6 42.5 38.4

Skin repair 3,498 45.2 54.8 48.4 43.5

Treatment 
fracture/
dislocation

3,384 52.0 48.0 47.6 43.9

Percutaneous 
implantation of 
neurostimulator 
electrodes, 
excluding cranial 
nerve

860 66.9 33.1 32.8 35.9

Laminotomies and 
laminectomies

751 63.1 36.9 40.2 32.7

Implantation 
of neurological 
device

430 60.7 39.3 36.9 39.4

Implantation of 
drug-infusion 
device

118 52.5 47.5 43.7 34.3

All surgical 
services

179,128 65.8 34.2 33.6 30.6
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and hospital outpatient surgery services in California.11 However, ASC rates have declined in 
the annual rate-setting process and are 56 percent of the hospital rates in 2011.12 Assuming 
that ASC costs continue to be about 67 percent of hospital costs, reducing the payment from 
1.2 times the hospital payment rate for outpatient surgery to 1.2 times 0.67 percent of the rate 
should be sufficient to cover the cost of ambulatory surgery facility services and provide a rea-
sonable rate of return without creating incentives to shift services to ASCs. This would result in 
a 0.80 multiplier to the hospital rate 0.67 1.2 .( )×  Continuing to tie the OMFS rate for ASC 
services to the Medicare hospital rate has the advantage of ensuring a consistent relationship 
between the hospital and ASC rates over time and avoiding the administrative burden of estab-
lishing and maintaining a separate OMFS for ASC services (with different relative weights, 
geographic adjustment factors, and update factors). 

A disadvantage of basing the OMFS for ASC services on a lower multiplier to the hospi-
tal outpatient rate instead of the Medicare ASC fee schedule is that it would continue to pay a 
facility fee for services commonly performed in an office setting. However, our analysis of the 
2007 OSHPD data did not find a large number of office-based procedures being performed 
in an ASC, despite the current incentives to shift services from an office to an ASC. If services 
shift significantly in the future, this issue could be addressed at that time by implementing a 
limit specific to the allowances for those services. 

The decision by the California Third District Court of Appeals in Capen v. Shewry has 
several other implications for the WC program. First, because physician-owned ASCs are no 
longer licensed by the state, the distinction has become blurred between an ASC that is entitled 
to receive a facility fee and a physician who performs a surgical procedure in an office and is not 
entitled to a separate facility fee. The OMFS rules allow facility fees to be paid to ASCs that 
are either Medicare certified or accredited by an accrediting agency approved by the Licensing 
Division of the Medical Board of California. Facilities might be accredited that do not meet 
Medicare certification standards or do not maintain the facility infrastructure and services 
warranting a separate facility payment.13 Consideration should be given to revising the OMFS 

11	 In a separate study funded by the U.S. Department of Health and Human Services, RAND researchers compared the 
relative costliness of ASC and hospital outpatient facility services using the OSHPD data (Wynn, Hussey, and Ruder, forth-
coming). Their preliminary findings suggest that California ASCs’ costs were 66–71 percent of estimated costs for hospital 
outpatient department surgeries in 2008, depending on whether professional contract expenses are included in the ASC 
cost measure. Multispecialty California ASCs had higher costs than single-specialty ASCs, but the differences were slight. 
In reporting their findings in a working paper, the authors caution that the results should be considered preliminary and 
exploratory. Their comparison was between the conversion factor used under the Medicare outpatient prospective payment 
system conversion factor and the average ASC expense per relative weight unit for all patients.
12	 The decline is attributable to differences in the hospital and ASC inflation factors that are applied to the fee-schedule 
conversion factors and adjustments to the relative weights that are made during the annual rate-setting process to ensure 
that aggregate ASC payments are not affected by changes in the APC logic.
13	 The medical board requires that any outpatient setting, ranging from a solo practice to a large, multispecialty ambula-
tory surgery setting where “procedures are performed using anesthesia, except local anesthesia or peripheral nerve blocks, or 
both . . . in doses that when administered, have the probability of placing a patient at risk for loss of the patient’s life-preserv-
ing protective reflexes” be accredited or have Medicare certification (California Health and Safety Code Section 1248). To 
be Medicare certified, an ASC must be accredited by the Accreditation Association for Ambulatory Health Care (AAAHC), 
American Association for Accreditation of Ambulatory Surgery Facilities (AAAASF), the Joint Commission, or the Ameri-
can Osteopathic Association. These four organizations have standards that have been deemed to meet or exceed Medicare 
standards. However, they apply fewer standards to organizations that are not seeking Medicare certification. For exam-
ple, ASCs seeking AAAHC accreditation for Medicare certification must meet the additional standards regarding patient 
rights, governance and credentialing, quality of care, and quality management and improvement that are not required of 
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rules to specify the level of accreditation required to receive a facility fee, e.g., a facility that has 
been deemed by an accrediting organization to meet Medicare standards. 

A second implication of the Capen v. Shewry decision is that physician-owned ASCs are 
not required to submit either encounter-level data on ambulatory surgery patients or facility-
level utilization or financial data to OSHPD. This limits the ability of the WC program to 
monitor the types of procedures that are being provided in an ambulatory setting and develop 
measures to assess the cost, quality, and access of services. The WCIS is not as useful for 
this purpose because it is not as complete and cannot be used to compare WC experience 
with other patient experience. Consideration should be given to revising the Business Code to 
require comparable reporting by physician-owned ASCs as other ASCs. 

Outpatient Drugs and Other Pharmaceuticals

In this section, we discuss the fourth major component of payments for noninstitutional ser-
vices: outpatient drugs and other pharmaceutical products. We first provide summary of the 
major reform provisions affecting the use and costs of outpatient drugs. We then provide an 
overview of the trends in the use and cost of outpatient drugs. We conclude with a discussion 
of potential policy changes that would improve control over the use and cost of drugs and 
other pharmaceutical products.

Overview of Reform Provisions

In response to rising costs for pharmaceuticals, several changes were made in the 2002–2004 
time frame that affect outpatient drugs. These changes do the following: 

•	 Require dispensing of a generic equivalent of a brand-name drug unless a physician spe-
cifically provides for the nongeneric drug or a generic is not available. 

•	 Allow payers to establish pharmacy benefit networks to provide pharmaceuticals and 
medical supplies to WC patients. Implementing regulations have not been issued. 

•	 Limit the maximum allowable fee for drugs under the WC system to the Medi-Cal fee-
schedule amount.

Trends in Use of Outpatient Drugs

Despite the reform provisions affecting outpatient drugs, CWCI reports significant growth in 
both the average number of prescriptions and the average payment per claim for prescriptions 
(Swedlow, Ireland, and Gardner, 2009). One cause for the increase is physician-dispensed 
drugs. Initially, a loophole in the OMFS created a financial incentive for physician dispens-
ing of repackaged drugs (manufacturer-produced drugs that have been repacked for in-office 
dispensing). When this loophole was closed in 2007, some physicians turned to dispensing 

other ASCs and office-based surgery practices seeking only accreditation. AAAASF has separate accreditation levels for 
anesthesia, so that an office-based surgery practice could be accredited for Class A anesthesia (local only) and not have the 
capacity to provide the type of anesthesia services typically associated with ASCs. In addition to these four organizations, 
the Medical Board of California also recognizes accreditation by the Institute for Medical Quality, a nonprofit subsidiary 
of the California Medical Association. The institute uses standards developed by California physicians practicing in the 
ambulatory setting that are intended to meet the specific needs of California facilities but has not applied to have its stan-
dards deemed to meet Medicare requirements. 
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compound drugs and medical foods from their offices. CWCI reports that payments for com-
pound drugs, convenience packaging of drugs and medical foods (co-packs), and medical 
foods grew from 2.3 percent to 12.0 percent of medication expenses between the first quarter 
of January 2006 and the first quarter of 2009 (Ireland and Swedlow, 2010). 

Another important contributing factor has been a growing use of Schedule II medications 
(drugs with accepted medical use that have a high potential for abuse or addiction). Accord-
ing to CWCI, Schedule II drugs increased from 2 percent to 18 percent of all California WC 
prescription drug payments between 2005 and 2008 (Swedlow, Ireland, and Johnson, 2011). 
The CWCI findings cover a study period that predates the implementation of the MTUS 
guidelines for chronic pain, which address use of pharmaceuticals in pain management. The 
use of Schedule II medications subsequent to the implementation of the MTUS for chronic 
pain should be examined when the prerequisite data become available. 

Potential Policy Changes

Compound drugs remain an area of potential abuse. The MTUS should be updated and 
expanded to address them as a product class. In addition to addressing the evidence base sup-
porting the efficacy of ingredients frequently used in compounding, the guidelines should con-
sider whether FDA-approved drugs should be tried prior to prescribing the compound drug. 
Similarly, the MTUS should address the medical appropriateness of medical foods. 

Physician dispensing creates financial incentives that affect the use of compound drugs 
and other pharmaceutical products. California’s pharmacy code of regulations includes within 
the definition of pharmacy compounding the preparation of drugs “for distribution of not more 
than a 72-hour supply to the prescriber’s patients, as estimated by the prescriber” (California 
Code of Regulations § 1735.2). Our review of sample bills indicates that there might be issues 
with both the amount and the frequency of the drugs that are dispensed by some physicians. 
Recognizing that patient convenience is a reason for dispensing the initial supply, a reasonable 
approach would be to cover an initial physician-dispensed supply but not refills. 

 The pharmacy benefit network could be an effective tool in managing pharmaceutical 
benefits. However, implementing regulations are needed because many payers have been reluc-
tant to enforce rules for a pharmacy benefit network without an approved network. Arguably, 
MPNs are the most important tool currently available to address growing expenditures for 
pharmaceuticals. As discussed in the next chapter, an employer has the right to establish MPNs 
and control care provided to injured workers throughout the course of the claim. Most payers 
have not used this tool effectively to ensure that appropriate care is furnished in a cost-effective 
manner. In our interviews, we identified several self-insured employers with more-selective 
contracting with physicians who agree to use pharmacies designated by their pharmacy benefit 
manager and to not dispense drugs to patients directly. These self-insured employers have not 
observed the types of issues reported in the CWCI analyses. 

Summary of Potential Policy Changes

In this chapter, we have reviewed four major categories of medical services that have been 
affected by the reform provisions. Our review identified several opportunities to improve the 
value of care provided under the WC program by improving the incentives to efficiently fur-
nish high-quality care. For physician services, implementation of a Medicare-based fee sched-
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ule would align payments with the resources required to provide care and improve the incen-
tives to furnish medically appropriate care. The new fee schedule also provides an opportunity 
to align financial incentives with improved processes of care. The OMFS could be modified to 
include explicit fees for activities that are unique to work-related injuries. For example, Wash-
ington’s quality-improvement initiative reimbursed physicians for calls to employers of injured 
workers to coordinate return to work and rewarded physicians who filed timely reports (Wick-
izer, Franklin, et al., 2004).

The relatively low overall payment levels for physician services have been an obstacle in 
implementing the resource-based fee schedule. To mitigate the redistributional effects of the 
fee schedule, increases in overall payment levels should be considered along with implementa-
tion of a resource-based fee schedule. 

For hospital inpatient services, two policy changes that would eliminate unnecessary 
expenditures were identified: elimination of the duplicate payment for spinal hardware and 
removal of the inflationary impact of coding improvement from the OMFS allowances. With 
respect to ambulatory surgery facility services, establishing lower allowances for freestanding 
ASCs would increase the value of those services, reduce the financial incentive to shift care 
inappropriately from hospitals and physician offices, and generate program savings. Savings 
generated by reducing payments to these institutional providers could be used to increase pay-
ments to physicians and other practitioners. This would increase payment equity across types 
of providers without increasing total payments for medical treatment. 

With respect to pharmaceuticals, it is too early to know whether the MTUS for chronic 
pain will address the issues identified with drug overuse. Additional MTUS guidelines are 
needed to address compound drugs and medical foods, and OMFS changes are needed to 
ensure that allowances are reasonable. However, California’s WC experience with repackaged 
drugs suggests that “quick fixes” might address issues in the short term but that the issues are 
likely to reemerge in another fashion unless the underlying incentives are addressed. The ben-
efits gained from making policy changes to ensure that compound drugs are medically appro-
priate and payments are reasonable are also likely to be temporary unless greater attention is 
given to improving the overall incentives. Relatively low OMFS allowances for E/M services 
are often cited as the impetus behind physician in-office dispensing. If a resource-based fee 
schedule is implemented that provides reasonable payments for E/M services, in-office dis-
pensing could be curtailed either through revisions in the Labor Code or by payers including 
restrictions in their contracts with physicians. Ultimately, value for all services will be increased 
through selective contracting with high-quality, efficient providers and appropriately reward-
ing their performance.
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Chapter Four

Medical Provider Networks

The MPN provisions were among the most–potentially significant provisions in SB 899. Under 
the provisions, a self-insured employer or insurer may establish an MPN to provide care to WC 
patients throughout their course of medical treatment. Unless a worker has predesignated a 
personal physician as his or her primary-care physician prior to his or her injury, the employer 
assigns the worker to a network physician for initial medical treatment. The worker is free to 
choose another provider within the network after the first visit but has very limited rights to 
receive out-of-network care. Some employers have continued to use an approved WC health 
care organization (HCO) in conjunction with an MPN, in which case the worker is required to 
receive care only from an employer-designated physician for the first 90 or 180 days, depending 
on whether the employer also provides group health coverage. 

Employers and insurers seeking to establish an MPN submit an application to DWC 
that provides information on how the MPN will meet certain requirements stipulated in the 
Labor Code. The requirements include standards intended to ensure that workers have timely 
access to high-quality care and recourse to nonnetwork providers if medically necessary care is 
not provided within the network. HCOs are deemed to meet the standards. Once approved, 
MPN reapproval is required only if there is substantial modification in the MPN policies and 
operations. 

Rising medical-treatment costs created the impetus for the MPN provisions. From the 
employer and insurer perspective, MPNs hold promise for reducing costs because they retain 
more control over the care that is provided and, through the MPN development process, can 
do more to ensure the quality of the providers that are treating injured workers. Potentially, 
quality can be improved through selective contracting, a requirement that providers follow 
the MTUS guidelines, and concentrating care with providers who have expertise in treating 
injured workers. From injured workers’ perspective, MPNs represent some loss of provider 
choice, but they also hold the promise for improving access to care because they are an estab-
lished network of available providers. 

In this chapter, we focus on selected topics related to MPN operations that are key to 
understanding whether the MPN potential for improving the value of care provided to injured 
workers has been achieved. After providing an overview of the current MPN landscape, we 
explore MPNs’ impact on access and the quality and cost of care. We had expected to examine 
these issues using the WCIS data; however, we were unable to do so because the indicator for 
MPN services was not reliably reported in the 2007 data and there is no identifier to associate 
services with specific MPNs. DWC recently clarified how MPN care should be reported in the 
WCIS so it might be possible to separate MPN care from other contract care in the future; 
however, a requirement to use a unique identifier for each MPN is still lacking. Given these 
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data limitations, our findings draw heavily on interviews and four site visits to MPNs that we 
conducted early in the MPN implementation stage and the results from surveys conducted for 
DWC to examine access to care under the WC program. We conclude with a discussion of 
changes that would improve the administration of the MPN provisions. 

Overview of the Medical Provider Network Landscape

The MPN provisions were effective January 1, 2005. In total, 1,625 MPNs have been approved 
as of March 2011, of which 786 were approved in the first six months and another 218 approved 
by the end of calendar year 2005. Since that time, 224 have either had their approvals revoked 
(primarily because of ineligibility to file as an MPN), withdrawn, or terminated (because, for 
example, the insurer applicant is no longer doing business in California). As of March 2011, 
there were 1,401 active MPNs (see Figure 4.1), the majority of which had insurers as the appli-
cants for approval. The 471 self-insured MPNs include 30 MPNs formed by groups of self-
insured employers. 

Behind these numbers, there is a confusing array of interrelationships. Many insurance 
companies and some self-insured employers have applied for approval for more than one MPN; 
in total, 681 applicants submitted the applications for the 1,401 active MPNs. Of these, 521 
have applied for a single MPN, while ACE American Insurance Company and Fidelity and 
Guaranty Insurance Company have 50 and 43 approved MPNs, respectively (see Table 4.1). 
Different third-party administrators and networks are involved when an insurer has multi-

Figure 4.1
Medical Provider Networks Active as of March 2011, by Type 
of Applicant

881

471

49

Insurer

Self-insured

Other*

SOURCE: California Department of Industrial Relations, undated (a).
RAND MG1144-4.1

*Forty-seven of the applicants are California Joint Powers Authorities,
and two are state entities.
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ple MPNs. For example, among the 17 approved MPNs for Arch Insurance Group are the 
following:

•	 First Health CompAmerica Select MPN
•	 First Health CompAmerica Primary HCO Network
•	 ARCH/Gallagher Bassett/Coventry
•	 ARCH Coventry Network
•	 Gallagher Bassett Managed Care Services (GBMCS) MPN
•	 Sedgwick CMS MPN
•	 Sedgwick CMS Extended MPN
•	 Broadspire MPN
•	 Broadspire Signature Network
•	 MedInsights MPN accessing Prudent Buyer HCO. 

The list includes MPNs formed from HCOs (e.g., First Health CompAmerica, Prudent 
Buyer). Other MPNs are identified with third-party administrators (e.g., Broadspire and Sedg-
wick CMS). Sedgwick CMS utilizes the Coventry MPN as its network but also offers an 
extended network that includes Kaiser physicians in addition to the Coventry physicians. The 
Coventry MPN is comprised of two wholly owned subsidiaries: the First Health and Focus 
networks. The HCO-approved First Health Primary is a narrow network that provides a “more 
tightly managed program in a more controlled access” program than the First Health Select 
(also HCO-approved) broad network that includes all physicians who have contracted with 
Coventry to provide WC services and meet its requirements (Coventry Workers’ Comp Ser-
vices, undated). The MPN approved for MedInsights, a division of Gallagher Bassett, uses 
Prudent Buyer HCO, a network operated by Anthem Blue Cross and Blue Shield. Untangling 
these relationships is challenging, and it is difficult to determine which entity assumes account-
ability for ensuring that the MPN standards are met. The applicant is responsible for meeting 
the standards but often relies on assurances from the organization managing the network. 

As suggested by the list of MPNs approved for Arch Insurance Group, the actual number 
of physician networks that are in operation and the extent to which they have physician mem-
bers in common is also difficult to determine. Because they are deemed to meet the MPN 

Table 4.1
Distribution of Approved Applicants and Active Medical Provider Networks, by 
Number of Medical Provider Networks per Applicant

Number of Applicants
Number of MPNs Applied 

For Total Number of MPNs

521 1 521

133 2–5 346

12 6–10 91

13 11–20 190

6 21–35 160

2 36–50 93

Total 681 1,401
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access standards and were exempted from filing a provider listing, HCOs were an attractive 
vehicle for quickly establishing an MPN. The majority of MPNs initially used HCO networks, 
but the proportion doing so has declined over time. An estimated 40 percent of active MPNs 
currently use HCO networks, with the largest being First Health Compamerica, Anthem Blue 
Cross Prudent Buyer, CorVel, and MEDEX Healthcare. 

Once an MPN has been approved, reapproval is not required unless there has been a mate-
rial modification in the MPN’s policies or network composition. MPNs that were approved 
under emergency rules issued in December 2004 can continue to operate under those rules 
until they file for approval of a material modification, when they must also document how 
their policies conform to the final MPN regulations effective September 2005. As of June 
2010, 808 applicants had filed 1,954 material modifications with DWC. Most material modi-
fications have been required because the MPN rule defines a material modification as a change 
(increase or decrease) of 10 percent or more in the number or specialty of network providers 
since the approval date of the previous MPN plan application or modification. A common 
theme raised during our interviews with payers was the burdensome nature of this definition. 
DWC took steps to streamline the process effective October 2010. The new rules require that 
the applicant submit only the provider name, specialty, and practice location; by submitting 
the listing, the applicant is affirming that each physician listed has a valid and current license 
number to practice in California. Although the revised rules ease the administrative burden of 
filing the material modification, the definition is unchanged, and, perhaps more importantly, 
without licensure and tax identification numbers, it will be more difficult to examine such 
issues as provider network affiliations in a given geographic area. 

The MPN penetration rate is uncertain, but it appears that most care is provided under an 
MPN contract or another contractual arrangement. Because the type of contractual arrange-
ment affects policies regarding medical control, access and worker choice, and the appeal pro-
cess for medical-necessity disputes, the pattern of care provided under an MPN contract might 
not be the same as the care provided under another contract. The distinction for data-reporting 
purposes might not always be clear cut because the MPN often uses an HCO network and 
some employers use the HCO network for initial care and, after the period of controlling pro-
vider choice within the HCO (90 or 180 days) has lapsed, switch to an MPN (which might 
use the same network of providers). The survey conducted by the University of Washington in 
2008 found that, overall, 62 percent of responding providers reported currently contracting 
with an MPN.1 The rate ranged from 42 percent for acupuncturists to 91 percent for occupa-
tional medicine physicians, but 18 percent of surveyed providers responded that they did not 
know whether they were in an MPN and are not included in the results (Wickizer, Sears, et 
al., 2009). CWCI’s analyses on this topic are based on a sample of payers, each of which had 
networks in 2004 and MPNs in 2005–2008 and might not be representative of the overall 
WC system. Further, the CWCI analyses do not distinguish between MPN and other contract 
care. For its payer sample, the CWCI analyses document a steady increase in network care 
since 2004. The use of network providers across all first-year services provided after the first 
30 days (the period during which the employer could control provider choice prior the MPNs) 

1	 The study population for the survey was licensed California providers eligible to function as primary treating physicians 
and who treated at least one injured worker within the WC system in 2004 or later. Ninety-two percent of the respondents 
reported that they were accepting or treating injured workers at the time of the survey, while 8 percent reported that they 
were no longer treating injured workers. 
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increased from 35 percent in accident year (AY) 2004 to 67 percent in AY 2008 (Ireland and 
Swedlow, 2010). For AY 2008, 61 percent of noninstitutional provider payments were made 
for contract care. Taken together with the University of Washington study, the CWCI analy-
ses confirm that a significant and growing proportion of all services are being provided under 
MPNs. 

We used the 2007 WCIS data in an effort to gauge MPN system-wide penetration rates. 
As noted earlier, the WCIS has an indicator that distinguishes between PPO (MPN care), 
other contract care, and care not provided under contract. The results show far lower-than-
expected penetration rates for MPN care, suggesting that the indicator is not reliably used. The 
results are shown in Table 4.2. A combined MPN–other contract rate is most comparable to 
the CWCI statistic, although the WCIS statistics are for all accident years. 

As seen in Table 4.3, the penetration rate is higher for newer injuries than for older inju-
ries. The combined MPN–contract rate for AY 2007 is 59 percent, which is nearly the same 
as CWCI’s finding with respect to the percentage of all first-year services paid for AY 2007 
(60 percent). For AY 2004, CWCI found that 27 percent of payments for first-year services 
provided after 30 days from the date of injury were paid to network providers. The WCIS data 
show that 32 percent of 2007 payments for AY 2004 injuries made to noninstitutional provid-
ers were made to network providers, indicating that, although some care has moved to network 
providers, a significant portion remains outside-network care. The pattern is similar for pay-
ments for institutional care. 

Table 4.2
Distribution of 2007 Medical Payments to Noninstitutional Providers, by 
Contract Status and Specialty (%)

Specialty MPN Contracts Other Contracts Noncontract

Orthopedic surgery 23 34 43

Clinics 26 18 56

Physical therapy 21 42 37

Occupational medicine 18 52 30

Radiology 8 43 49

Physical medicine and rehab 9 62 28

Chiropractic 15 37 48

Other surgery 6 33 61

Anesthesiology 14 29 57

Internal medicine 14 36 51

Psychiatry 10 13 77

SOURCE: RAND analysis of 2007 WCIS data.
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Access and Quality of Medical Care

The MPN provisions contain several standards intended to ensure that workers have adequate 
access to timely care. For example, the MPN must do the following: 

•	 Employ a sufficient number of physicians to ensure that injured workers are provided 
treatment in a timely manner.

•	 Have a primary treating physician and emergency health care services located within 30 
minutes or 15 miles of each workplace, and occupational health services and specialists 
located within 60 minutes or 30 miles of each workplace.

•	 Contract with at least three physicians of each specialty expected to treat common work-
related injuries.

•	 Be capable of providing referrals to at least three physicians to an employee who lives or 
works outside the MPN service area.

The MPN provisions also contain standards intended to ensure that workers receive 
appropriate medical care. For example, the MPN must do the following:

•	 Contract with providers who agree to provide services consistent with the MTUS. 
•	 Contract with occupational medicine specialists but also ensure that at least 25 percent of 

its contracted physicians treat primarily nonoccupational injuries.
•	 Have a plan that ensures continuity of care to workers for up to 12 months if a provider 

leaves the network.
•	 Have a plan to accommodate coordination of care for employees who suffered work-

related injuries prior to the establishment of the MPN.

Meeting these standards and improving worker access to timely care requires networks 
that are made up of providers who are aware that they are in the network, are accepting new 
patients, and are knowledgeable about treating injured workers and the requirements of the 
California WC program (e.g., MTUS guidelines, documentation and filing requirements). 
DWC capacity to evaluate whether the MPN standards are being met is limited for several 

Table 4.3
Distribution 2007 Medical Payments to Noninstitutional 
Providers, by Contract Status and Accident Year (%)

Year of Injury MPN Other Contract Noncontract

2007 20 39 41

2006 13 34 53

2005 11 27 62

2004 9 23 68

2003 9 22 70

2002 7 21 71

Pre-2002 9 22 69

SOURCE: RAND analysis of 2007 WCIS data.
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reasons. Insurers are not required to report the number of employers nor to identify which 
employers are covered under the MPN. The permanent regulations require that the applicant 
estimate the number of covered lives for the MPN, but those with multiple MPNs might not 
be reporting the covered lives specific to the MPN. Moreover, employer affiliations with MPNs 
are not static but change, for example, as they change insurers. Finally, as noted earlier, provid-
ers may be affiliated with multiple networks so that the provider-access standards for different 
MPNs can be met with the same group of providers. There might not be sufficient providers 
to handle the full WC caseload in the area. DWC has generally relied on two approaches to 
monitor compliance. First, the agency monitors and resolves complaints about MPN perfor-
mance issues. Relatively few complaints—235—had been received as of May 2011. Second, 
the agency sponsored two surveys of WC patients and providers that examined access and 
quality issues related to WC medical care. 

Survey Findings

Patient satisfaction is generally lower when patient choice is restricted through network require-
ments (Victor, 2003), but this is not always the case. A study of Pennsylvania injured workers 
who had access to panel physicians found better access to care and higher satisfaction with 
medical care among these workers (Pennsylvania Department of Labor, 2005). As shown in 
Figure 4.2, about the same percentage of California injured workers were satisfied with their 
care in 2008 as in the prereform period. 

With respect to providers, Wickizer, Sears, et al. (2009) found that only 45 percent of 
providers agree that California’s injured workers have adequate access to care. The survey 
respondents cited the following as the top five barriers interfering with care: 

Figure 4.2
Trend in California Workers’ Compensation Patient Satisfaction with Medical Care

SOURCES: Victor, Barth, and Liu, 2003; Kominski et al., 2007; Wickizer, Sears, et al., 2009. 
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•	 delay in treatment due to UR
•	 denial of treatment due to UR
•	 administrative burden or paperwork related to UR
•	 ACOEM or MTUS guidelines too restrictive
•	 administrative burden or paperwork reporting requirements.

Moreover, one-third of the responding physicians intended to decrease their WC patient 
load or stop treating them altogether. Self-reported intention to make practice changes might 
not reflect real future reductions in physician practices; however, it might be a proxy for dis-
satisfaction with the system (Rittenhouse et al., 2004). Assessing the characteristics of the 
responding physicians, Wickizer, Sears, et al. (2009) identified the top barriers contributing 
to the probability that a physician intended to decrease or quit treating WC patients. The top 
barriers are 

•	 unfamiliarity with WC laws or guidelines
•	 legal involvement 
•	 administrative burden or paperwork
•	 inadequate or discounted fee schedule 
•	 difficult claim adjusters or insurers.

Among the top barriers to access to care or contributing to the probability that a physician 
will treat WC patients, only the fee discounting is directly attributable to participation in an 
MPN (see the next section for a discussion of this topic). However, the other barriers are indica-
tive of the failure of most MPNs (and there are notable exceptions) to meet their potential for 
improving the value of care provided to WC patients. From our interviews, we learned that the 
shortcomings are largely attributable to how the networks were formed. To quickly develop 
MPNs, many payers leased established networks without ensuring that the networks’ members 
were aware of becoming MPN service providers and that they were willing to provide services 
to WC patients in accordance with the MTUS and accept, where applicable, discounted fees. 
Some networks have pruned out providers who are unwilling to take WC patients, but it is tell-
ing that 18 percent of the survey respondents in the 2008 survey did not know whether they 
were part of an MPN. In theory, the MPN physicians agree to provide services in accordance 
with the MTUS, but insufficient educational efforts are made to ensure that they are aware 
of the WC rules and MTUS, and most payers have not implemented targeted UR processes 
that would reward those network providers who do follow the MTUS. A potential benefit to 
physicians of network participation was increased WC patient load, which could offset some 
of the disadvantages of having OMFS fees discounted. However, higher patient workloads are 
less likely to materialize in a broad network in which patients have provider choice after the 
first visit. The shortcomings lead to frictional costs (those for medical-necessity and payment 
disputes) and provider dissatisfaction. 

Use of Hospital Emergency Departments

Hospital ED services include not only care for injuries and other emergent conditions that 
require immediate treatment in EDs but also urgent care that could have been provided in a 
physician’s office and nonemergent care that does not require immediate attention. A survey 
conducted for CHCF found several drivers for overuse of ED services: lack of timely access 
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to routine medical care, generally poor communication between primary-care physicians and 
their patients, lack of awareness of alternatives to ED care, and positive attitudes toward qual-
ity and convenience of ED services, such as easier access to specialists and diagnostic testing 
(CHCF, 2006a). The survey results suggest that a finding of excessive use of ED services for 
nonemergent WC care would be an indicator of potential access problems and poor commu-
nication between patients and primary-care physicians. 

In 2005, OSHPD began to collect transaction-level data on ED services (OSHPD, 2010). 
Because the OSHPD data are available beginning only in 2005, we cannot directly com-
pare prereform ED usage with postreform usage. However, benchmarking data available from 
WCRI show only slight changes in ED utilization rates over the period for claims involving 
more than seven days of lost time valued on average at 12 months. Moreover, fewer claims used 
ED services in California than the median for the comparison group. 

We investigated ED usage using the OSHPD encounter-level data for 2005–2007. Our 
methods and detailed findings are found in Appendix D. Key findings from our analysis of ED 
encounters for WC patients from 2005 to 2007 include the following:

•	 Most ED encounters for WC patients are for treatment of injuries. The proportion of ED 
encounters reported as initial treatment of injuries increased from 62 to 68 percent of 
total ED encounters during the study period. 

•	 The volume of encounters that were for other than initial treatment of injuries declined 
27.2 percent, compared to a 5.9-percent reduction in encounters for initial treatment of 
injuries. 

•	 Statewide, about 20 percent of total WC encounters were either nonemergent or were 
emergent conditions that could have been handled in an office setting. There are county-
level differences in these potentially inappropriate ED usage rates, but both urban and 
rural counties are among those with atypically high rates of potentially inappropriate ED 
usage.

The underlying question for our analysis was whether there is evidence of excessive use 
of ED services that might be indicative of potential access or quality-of-care issues following 
implementation of the reform provisions affecting WC medical care. We did not find indica-
tions that the recent reforms contribute to excessive use of ED services. Further, the dispropor-
tionately higher reduction in noninjury encounters is a potential sign of improvement in access 
to office-based care. 

Payments for Medical Care

Care provided under an MPN should be more efficient than noncontract care. Although the 
MTUS applies equally to MPN and noncontract care, the MPNs have more potential for 
concentrating care with physicians with occupational health experience and coordinating care 
between the primary treating physician and specialists, thereby avoiding unnecessary services, 
such as duplicate imaging. In particular, a selective network is more likely to have established 
referral and communication patterns, and individual physicians are likely to treat more injured 
workers and be familiar with their special needs. 
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During visits to four MPN sites, we identified best practices that would further reduce 
the costs of MPN care relative to those for noncontract care. These included selective contract-
ing with efficient providers, contract stipulations affecting service use (such as a ban on physi-
cian in-office dispensing of drugs), and provider education on the MTUS guidelines. 

Selective contracting and provider education are important vehicles for eliminating 
unnecessary medical expenditures. The Labor code allows economic profiling to support these 
activities but expressly prohibits physician compensation from being structured to encourage 
reducing, delaying, or denying medical treatment or restricting access to medical treatment. 
The MPN provisions define economic profiling as any evaluation based on the economic costs 
or utilization of services associated with medical care provided or authorized by a physician, 
group practice, or independent practice association (e.g., a PPO network). The filing for MPN 
approval must include a description of the MPN’s overall profiling methodology and how pro-
filing is used in UR and peer review, as well as a description of any penalties or rewards used 
in the program and any retention or termination procedures. Our review of economic profil-
ing policies submitted with selected MPN filings found that they are not detailed enough to 
indicate how economic profiling is currently being applied operationally and warrant closer 
examination.2 According to our interviews when the MPN provisions were first implemented, 
a variety of criteria had been used to select network providers, such as word of mouth about the 
providers’ quality; the physicians’ reputation for providing thorough assessments, having good 
communication skills, and filing reports in a timely manner; limited economic profiling data; 
and willingness to accept discounted fees. Over time, as insurers have obtained more data on 
the services provided and ordered by network physicians, we would expect that there has been 
an increased use of economic profiling to inform provider educational efforts and target UR. 

Contract stipulations can also be an effective way to improve the quality and efficiency 
of care. The potential benefits of this approach with regard to pharmaceuticals have been 
demonstrated by a large self-insured employer. This employer’s contracts with network physi-
cians require that prescriptions be ordered through network pharmacies and preclude physi-
cian in-office dispensing of drugs. In interviews we conducted looking at the compound-drug 
issue, we found that, unlike other payers, this employer was not experiencing problems with 
compound-drug usage (see Chapter Two for a discussion of this issue). 

The general OMFS provisions apply to payment rates for network providers; namely, 
the OMFS allowance is applicable unless the payer and provider have agreed to an alternative 
amount. Fee discounting is the prevailing practice. A provider may agree to fee discounting in 
expectation of higher WC patient volume, particularly in a narrow network. However, the pro-
vider does not make an explicit decision to accept a lower fee for WC patients in leased network 
situations. Instead, the existing contractual arrangement between the entity managing the 
leased network and the provider governs the fee-discounting arrangement. We found in our 
interviews that this was a major source of irritation for physicians, who found that they had no 
choice about accepting WC discounted fees if they wanted to stay in the network for patients 
of other payers. Because the leased networks tend to be broad, the benefit of higher patient vol-

2	 Studies by other RAND researchers have used medical bills for Massachusetts non-Medicare services to examine the dif-
ferent technical decisions necessary for creating cost profiles and the utility of cost profiles in selecting “more-efficient” doc-
tors. The researchers found that common profiling methods result in 22 percent of physicians being assigned to the wrong 
cost category in a two-tier system (Adams et al., 2010). The methodological issues, such as attribution and definitions of the 
episode of care, might be somewhat different for WC medical services because there is a primary treating physician and the 
status of the WC claim could define the episode. Other issues, such as sample size and reliability, would be applicable. 
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umes in return for the fee discounting is unlikely to materialize. The 2008 survey conducted 
by the University of Washington found that 59 percent of responding providers reporting 
receiving discounted fees. Thirty percent reported receiving 1–15 percent off the fee schedule, 
and 29 percent reported a discount greater than 15 percent. Fifteen percent reported receiving 
payments at the fee-schedule level or higher, and another 25 percent were unable to report the 
applicable discount rate (Wickizer, Sears, et al., 2009). Among the survey respondents who 
were no longer treating WC patients, 21 percent ranked a payment-related factor (inadequate 
fee schedule, discounting, or payment denials) as the most important reason for no longer 
treating injured workers (Wickizer, Sears, et al., 2009). A concern expressed by some during 
our interviews is that the high-performing physicians who have other sources for patients will 
no longer treat WC patients, lowering the average quality of care received by WC patients. 

Improving Oversight and Aligning Incentives for Value

Under the current MPN certification process, only the insurer or self-insured employer may 
apply for MPN approval. With a few notable exceptions, another administrative entity actu-
ally forms the network and contracts directly with network physicians. The payer contracts 
with that administrative entity to “lease” the provider network and does not directly contract 
with the physicians. The administrative entity leases the same network to multiple payers, 
resulting in different payers applying for MPN approval for the same group of providers. This 
creates unnecessary administrative burden and makes it difficult to assess the performance of 
individual MPNs. As a practical matter, accountability for network performance is not clearly 
established, and information needed to assess adequacy of network coverage is not obtained. 
Reapproval is required when there is a material modification (including a 10-percent change 
in network providers), but there is no recertification process, and the AD has no intermediate 
sanctions to impose for poor performance. Termination is the only recourse against MPNs that 
fail to meet the required standards. Several actions would reduce administrative burden and 
increase DWC’s ability to exercise oversight: 

•	 Revise the definition of applicant to mean the group of providers or entity that establishes 
the MPN (employer, insurer, or other administrative entity). This would streamline the 
approval process and better align legal accountability with operational accountability for 
meeting MPN standards. 

•	 Require recertification every two to three years. This could be a streamlined process 
requiring only submission of any policy changes since last approval. It could be an across-
the-board policy, or it could be triggered by poor performance on administrative mea-
sures or patient-satisfaction measures. 

•	 Require an insurer to report annually on the name and federal employer identification 
number of employers using the MPN and the geographic service area for the employer 
(which could be smaller than the MPN service area). Currently, DWC has no infor-
mation on whether particular employers are using the MPN and cannot assess MPN 
performance. 

•	 Require the MPN to annually delineate service area and report providers by specialty, state 
licensure number, practice location, and geographic units within service area. Together 
with the annual reporting by employers, this would give DWC the capability to assess 
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the adequacy of network coverage and overlap of physicians participating in multiple net-
works. This would replace the requirement for filing a notice of material modification for 
changes in the size and composition of the network. 

•	 Revise the WCIS reporting requirements to require a unique identifier for each MPN. 
•	 Give DWC authority to impose intermediate sanctions (e.g., suspend new contracts with 

insurers or employers or impose monetary fines) rather than only revoke approval for fail-
ure to comply with MPN processes.

Currently, most MPNs are broad panels selected primarily to meet access requirements 
and provide fee-discounting opportunities. The Labor Code does not require that an MPN 
have credentialing or quality-assurance activities. The employer or insurer has the exclusive 
right to determine the members of its network but is not explicitly relieved of the burden of 
proving that due process was used in the provider-selection process. When provider networks 
are leased, a provider might not be aware of its responsibilities as an MPN provider. Most 
workers either are not aware of the right to predesignate or do not anticipate that they will have 
an injury that they would like to have treated by their personal physician. Potential changes to 
address these issues include the following actions: 

•	 Require that the MPN have a credentialing and quality-assurance process and report 
annually on related activities. This could include any provider sanctions, summary of 
grievances or complaints and their resolution, provider educational opportunities, and 
patient access and satisfaction measures.

•	 Require that there be a written agreement between the applicant and the provider speci-
fying (1) that the provider will treat WC patients, (2) that the provider will not charge 
the worker for services, (3) that the provider will abide by the MPN referral rules and the 
medical-treatment guidelines, and (4) the agreed-upon fees for services. 

•	 Strengthen the Labor Code provision that allows the applicant to be selective in provider 
contracting. The Texas code, for example, specifies that provider exclusivity in contract-
ing is not a restraint of trade violation.

•	 Allow an injured worker to designate his or her personal physician as primary treating 
physician after an injury occurs if (1) the worker received care from the physician within 
two years prior to the date of the injury and (2) the physician agrees to abide by the MPN 
rules and refer only to the MPN. 

Although these are important steps to ensure a high-functioning MPN, the first two 
actions listed above could be left to the discretion of the MPN instead of being adopted as 
an MPN regulatory requirement. This would put the onus on employers to contract more 
selectively with MPNs that perform these functions and would avoid creating unnecessary 
burden for payers that already undertake similar activities. Other actions to improve value are 
generally within the purview of the MPN and would not be appropriate for regulatory action. 
Best practices used by some MPNs that payers should consider to increase value include the 
following:

•	 Use patient surveys to monitor timeliness and satisfaction with care, particularly with 
regard to specialty referrals, and whether the physician evidenced occupational health best 
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practices, such as discussing return to work, and whether work restrictions are needed and 
how to avoid recurrent injury (as applicable). 

•	 Ensure that patients have ready access to a current list of network providers that high-
lights those willing to accept new WC patients. This issue was particularly problematic in 
the MPN start-up period. Although it might have become less of an issue in the interim, 
facilitating a match between workers looking for care and specialists willing to take WC 
patients would increase timeliness of care and increase workloads for providers who are 
willing to treat WC patients. 

•	 Reward high-performing physicians. These rewards can be monetary (e.g., higher pay-
ment rates) or nonmonetary (e.g., less UR) and need not depend on quality outcome 
measures (Wynn and Sorbero, 2008). 





53

Chapter Five

Medical Cost-Containment Expenses and Activities

In this chapter, we first present data on trends in medical cost-containment expenses and 
an overview of adjustments that occur during the bill-processing process to determine final 
payment for a service billed by a noninstitutional provider. We then focus on two key medi-
cal cost-containment activities related to medical-necessity determinations—namely, UR and 
the appeal process—that have been affected by the reform provisions. For each, we provide 
an overview of the relevant reform provisions, summarize available information on how the 
processes are conducted, and discuss changes that should be considered to improve program 
oversight and efficiency. 

Medical Cost-Containment Activities and Expenses

Medical cost containment refers to a set of practices used to monitor and manage the price, 
use, and volume of medical services and products based on clinical efficacy and need (Swed-
low and Ireland, 2008). Insurers and self-insured employers use a wide range of techniques to 
manage medical costs, including case management and disease-management programs, UR, 
fraud detection, and selective contracting with medical providers.

Medical cost-containment expenses have been the fastest-growing component of WC 
medical expenses. According to CWCI, paid medical cost-containment expenses per indem-
nity claim valued at 12 months maturity have increased from $412 for AY 2002 to $1,511 for 
AY 2009, a 267-percent increase for the period (Figure 5.1). California had one of the high-
est average medical cost-containment expense levels among states routinely benchmarked by 
WCRI in both the prereform and postreform periods (Yang, Coomer, Radeva, et al., 2011). 

Because the categories of medical cost-containment expenses are not reported separately, 
it is difficult to understand the reasons for the growth in medical cost-containment expenses 
and compare California’s experience with that of other states. Because the number of WC 
medical bills has declined, medical bill-review costs, the major prereform component of med-
ical cost-containment expenses that are typically paid on a per-bill or per–line item basis, 
should not be a major contributing factor to the growth. It is more likely that UR processes 
that review medical services for consistency with the MTUS and MPN leasing costs (which are 
either a flat fee or a percentage of savings) are the major contributors to growth of medical cost-
containment expenses. Without reporting by the detailed cost categories, it is not possible to 
assess whether these activities are cost-effective. In particular, there is concern that the growth 
in medical cost-containment costs is attributable to payments for network leasing expenses 
attributable to fee discounting rather than expenses for case management or other programs 
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that might directly improve patient outcomes. As discussed in Chapter Four, the extent is 
unclear to which these leasing expenses are being used for selective contracting on the basis of 
quality and efficiency as opposed to simply to gain access to provider network organizations 
that are able to negotiate discounts with their providers. 

Effective in 2010, an amendment submitted by the WCIRB was approved by the Califor-
nia Department of Insurance to reclassify medical cost-containment expenses from “medical 
incurred losses” to “allocated or unallocated loss adjustment expenses” (WCIRB, 2009).1 This 
amendment also called for the clarification of the definition of medical cost containment within 
the California Workers’ Compensation Uniform Statistical Reporting Plan—1995 (WCIRB, 
2011) and asked that medical cost-containment expenses as a category be reported separately 
from other costs so that they could be monitored (WCIRB, 2011). However, the list of cost-
containment expenses defined in the amendment was not exhaustive, and there have already 
been indications that insurers have reclassified expenses so they can be counted as “medical 
benefits.” Further disaggregation of medical cost-containment expenses into those that are 
directly related to medical care, such as care coordination and case management, and those 

1	 The amendment states,

The cost of [medical cost-containment] programs that cannot be allocated to a particular claim shall be considered unallo-
cated loss adjustment expenses. These costs include, but are not limited to: (a) Bill auditing expenses for any medical services 
rendered, such as hospital bills, nursing home bills, physician bills, chiropractic bills, medical equipment charges, phar-
macy charges, physical therapy bills and medical vendor bills. (b) Hospital and other treatment utilization reviews, includ-
ing precertification/preadmission, and concurrent or retrospective reviews. (c) Access fees and other expenses incurred with 
respect to the utilization of managed care organizations (MCOs), such as PPOs, MPNs, and HCOs. (d) Costs of medical 
management except for nurse case management or case management that directly interacts and is coordinated with the 
injured employee and others, who are all parties to the employee’s need for medical care.

Figure 5.1
Trends in Paid Medical Cost-Containment Expenses per Indemnity Claim Valued at 12 
Months, Accident Years 2002–2009

SOURCE: Ireland and Swedlow, 2010.
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that are related to administering the WC program, such as UR, legal fees, and network leasing, 
would facilitate monitoring these costs.2 The recommendations of the National Association of 
Insurance Commissioners regarding the calculation of medical loss ratios (MLRs) for insurers 
(to comply with the provisions of the Affordable Care Act) under health care reform could be 
used as a model for the categorization. 

Overview of Adjustments to Bills Submitted for Noninstitutional Services

We used the 2007 WCIS data to examine the types of adjustments that are being made on bills 
submitted by noninstitutional providers. The purpose of the analysis was to gain insights into 
the frequency and dollar value of different types of adjustments that are being made on submit-
ted bills and how they differ between insurers and self-insured employers and between network 
and nonnetwork care. The analysis examines the disposition of bills that are submitted for 
payment and does not account for services that were denied prospectively and not furnished. 

We divided the line items on the bills into two categories: those for which no payments 
were made and those for which some payment was made. Results are reported separately for 
self-insured plans and insured plans, and, within each, we report the value of adjustments 
separately for providers who are participating in a network and those who are not. For the line 
items for which no payments were made, duplicate billings accounted for the highest percent-
age of denials (Table 5.1). Duplicate billings are symptomatic of inefficiencies in the system 
and add to administrative burden. They reflect provider rebillings when a payment determi-
nation has been delayed and when there is provider dissatisfaction with the initial payment 
determination. 

Fee reductions resulting from both application of the OMFS and additional discounting 
accounted for nearly one-third of the denied charges for network care and about one-fifth of 
the denied charges for nonnetwork care. Some of these denials are for separate billings for ser-
vices that are included in a payment covering a package of services. About the same percentage 
of billed charges for contract and noncontract care was denied based on network rules. Exam-
ples of the types of reasons for denials in this category include services that were not authorized 
by the designated network or primary-care provider, those for which plan procedures were not 
followed in providing the service, or those for which the provider was not certified or eligible to 
be paid for the service (e.g., the services were provided outside the provider enrollment period, 
or an ambulatory surgery facility fee was billed by a nonaccredited entity). Other denials were 
related to medical-necessity determinations and are examined in a later section on UR. 

For the line items for which some payment was made, the vast majority of adjustments are 
for fee-schedule adjustments (Table 5.2). Overall, 37 percent of billed charges were reduced for 
fee-schedule reasons, although this amount differed by insurer status and network status. As 
expected because of fee discounting, network providers paid by insurer plans had a higher per-
centage of billed charges reduced for fee schedules than nonnetwork providers did (37 percent 
versus 32 percent). For self-insured employers, however, network providers had a lower percent-
age of fee-schedule reductions in billed charges than noncontract providers did (43 percent 

2	 The American Academy of Actuaries speculates that classifying all cost containment activities as administrative expenses 
might have the effect of deemphasizing the importance of cost-containment programs and could cause some insurers to stop 
using them, leading to higher premiums (Bell, 2010). Separate reporting by expense category would address this concern. 
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versus 47 percent). There are several limitations to interpreting the data on fee-schedule reduc-
tions. Billed charges are generally much higher than the amount that the provider actually 
expects to be paid under the OMFS, so a substantial difference between the billed charges and 

Table 5.1
Basis of Adjustment on Line Items with Zero Payment as a Percentage of Total Billed Charges, by 
Category, Insurer Status, and Contract Status (%)

Reason for Denial

Insured Self-Insured Employer Total

Network 
Care

No Network 
Care

Network 
Care

No Network 
Care

Network 
Care

No Network 
Care All Bills

Duplicate billing 31 36 28 35 30 36 35

Billing error 3 3 3 3 3 3 3

Documentation 13 10 7 6 12 10 10

Medical necessity 4 10 4 4 4 10 8

Prior authorization 6 7 4 4 5 6 6

Fee reductions 29 14 49 42 35 21 24

Network provider rule 3 2 2 1 2 2 2

SOURCE: RAND analysis of WCIS data.

NOTE: The denominator for each cell is the total billed charges for all line items with zero payment for each 
combination of insurer and contract status. We defined the categories based on bill-adjustment reason codes. 
Network care includes MPN and other contract care.

Table 5.2
Adjustments on Paid Line Items as a Percentage of Total Billed Charges, by Category, Insurer Status, 
and Network Status (%)

Adjustment Reason

Insurer Self-Insured

Network Care Nonnetwork Care Network Care Nonnetwork Care

Fee schedule 37.1 32.0 43.2 46.6

Billing error 0.7 1.3 0.6 0.8

Documentation error 1.9 4.0 1.3 2.2

General coverage 
exclusion

0.2 1.5 0.1 0.4

Medical necessity 2.4 6.0 1.1 1.6

Prior authorization 1.1 2.8 0.6 1.0

Network rule 0.4 0.8 0.1 0.2

Not WC-related care 1.2 3.0 0.2 0.9

Other 0.5 1.0 0.7 1.1

Total 45.5 52.5 47.9 54.8

SOURCE: RAND analysis of WCIS data.

NOTE: The denominator for each cell is the total billed charges for all paid line items for each combination of 
insurer and contract status. We defined the categories based on bill-adjustment reason codes. Network care 
includes MPN and other contract care.
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paid amounts is expected.3 We were unable to distinguish reliably between reductions attribut-
able to the application of the OMFS and additional reductions attributable to fee discounting; 
the reported reductions in billed charges are the combined difference between billed charges 
and paid amounts attributed to fee-schedule adjustments and contractual arrangements. The 
reported paid amounts represent what the insurer or self-insured employer paid for the service 
rather than the amount the provider received for the service. Under network arrangements, for 
example, a payer may pay 90 percent of the OMFS allowance; the entity managing the net-
work may retain 5 percent of the allowance as a leasing fee and pay 85 percent to the provider. 

Overall, providers participating in networks had lower total reductions in total billed 
charges than providers who do not have a contract (45.5 percent versus 52.5 percent for insured 
plans; 47.9 percent versus 54.8 percent for self-insured plans). 

Figure 5.2 shows the distribution of billed charges for the non–fee-schedule adjustments 
on the paid bills. The majority of the adjustments are related to documentation issues and 
medical-necessity issues. These are discussed in the section that follows. 

3	 For comparison, a study commissioned by the American Medical Association that examined the pricing policies for 
one large commercial insurer found that fee-schedule adjustments accounted for a 54-percent reduction in billed charges 
(American Medical Association, 2005). 

Figure 5.2
Distribution of Billed Charges for Non–Fee-Schedule Adjustments on Paid Bills, by Category, Insurer 
Status, and Network Status

SOURCE: RAND analysis of WCIS 2007 data.

NOTE: The denominator for each bar is the total billed charges for all paid line items for each combination of 
insurer and contract status. We defined the categories based on bill-adjustment reason codes. Network care 
includes MPN and other contract care.
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Medical-Necessity Determinations

Both our stakeholder interviews and the 2008 University of Washington survey found that it 
was common for stakeholders to express concern over aspects of the medical-necessity determi-
nation process. In this section, we explore two key components of the medical-necessity deter-
mination process: UR and the dispute-resolution process for medical-necessity determinations. 

Our ability to look at the issues of concern is limited. The bottom-line question (what is 
the quality of medical-necessity decisionmaking?) requires medical record review and cannot 
be examined using administrative data. A proxy measure, the percentage of UR denials that 
are overturned during the dispute-resolution process, is of limited utility because a high per-
centage of services are denied prospectively and might never enter the bill-processing system or 
appeal process. With these limitations in mind, we undertook several analyses:

•	 We summarized the findings from the UR investigations conducted by DWC. These 
findings do not address the quality of the decisionmaking process but do inform whether 
UR procedural requirements are being followed and provide an overview of the types of 
URs and decisions. 

•	 We used the WCIS to explore the percentage of billed charges that are adjusted for medi-
cal necessity–related reasons initially and whether they are subsequently paid. The rever-
sal of the initial denial could occur for a variety of reasons (e.g., the bill was initially pro-
cessed incorrectly, the provider submitted additional documentation, the initial decision 
was reversed upon informal or formal review). We cannot tell the reason from the WCIS 
data. 

•	 We used findings from the stakeholder interviews and interviews with regulators for other 
health programs, as well as regulatory information, to investigate alternative models for 
resolving medical-necessity disputes. 

Utilization Review

UR provides formal oversight of the treatment that physicians provide to injured workers and 
can be used prospectively, concurrently, or retrospectively to review care to determine whether 
it is medically necessary. 

Effective January 1, 2004, new UR processes required that a claim administrator file 
documentation with DWC either explaining his or her UR plan or identifying the external UR 
organization with which he or she has contracted to perform this function. The UR plan must 
be developed by practicing physicians, evaluated annually, disclosed to the treating physician 
and injured worker, and made available to the public. Regulations surrounding the enforce-
ment of administrative penalties for failing to meet the procedures and time frames of UR 
required by the Labor Code were effective as of June 7, 2007. These regulations provide for 
routine investigations of UR practices of claim administrators and UR organizations every five 
and three years, respectively, and targeted investigations on an as-needed basis. 

Provider Perceptions of Utilization-Review Processes

In our 2006–2007 stakeholder interviews, providers raised considerable concern over the UR 
process. Major concerns included
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•	 the application of the MTUS (ACOEM) guidelines as “hard and fast” rules, with reluc-
tance to approve any deviations from the guidelines

•	 across-the-board review of all services
•	 excessive and unreasonable levels of documentation being required to substantiate medi-

cal necessity
•	 delays in obtaining necessary care while UR was being conducted and initial determina-

tions reviewed
•	 use of out-of-state UR physicians with unknown qualifications 
•	 UR physicians who are pressured to meet productivity standards and process cases quickly 

rather than invest the additional effort to make a fully informed and appropriate cover-
age decision. 

Our interviews were conducted after the UR regulations were issued but prior to the 
2007 effective date of the enforcement rules for the UR processes; however, there is evidence 
that these provider concerns continued after the UR enforcement rules were adopted. As dis-
cussed in Chapter Three, the results from the 2008 survey conducted by Wickizer, Sears, et 
al. (2009) found that at least four of the top five physician-cited barriers to care were related to 
the UR process and strict application of the MTUS guidelines. Sufficient concerns remained 
about how to provide timely responses to physician requests for medical-treatment authoriza-
tion and to ensure that workers receive medically necessary treatment that DWC convened a 
stakeholder meeting in 2010 to discuss potential changes to the UR regulations. DWC plans 
to address concerns raised at that meeting about what constitutes a valid request for treatment 
authorization by developing a standard request form through the rulemaking process (Califor-
nia Department of Industrial Relations, undated [a]). There are also two potentially encour-
aging signs. First, DWC has assigned a passing score to all but three UR investigations since 
the investigations were initiated in 2007. Second, there has been a decline in the number of 
expedited hearings on medical-necessity issues.4 

Summary of Utilization-Review Investigation Results

DWC posts on its website the results of its investigations of UR practices. Because a random 
sample of cases is selected for investigation, the results provide an overview of UR activities 
(Table 5.3). Since 2007, DWC has conducted a total of 197 investigations involving 175 claim 
administrators, 22 UR organizations, and 13,800 cases. Nearly all requests for authoriza-
tion (94 percent) are made prospectively—that is, UR is conducted prior to the delivery of 
requested services provided in other-than-inpatient stays. Concurrent reviews, which are con-
ducted during hospital stays, constitute less than 1 percent of UR cases. Retrospective reviews, 
which are conducted after medical services are provided, occur in less than 6 percent of reviews. 
Across all cases that were investigated, 70 percent were approved, while modifications or delays 
for additional information occurred for 6 and 2 percent of the decisions, respectively. On aver-
age, 22 percent of review decisions were denials; the percentage denied by UR organizations 
was higher (25 percent) than for claim administrators (20 percent). 

4	 It is not clear how much reliance should be placed on the decline. Expedited hearings rose from 10,321 in 2002 to a high 
of 14,642 in 2005 before starting to decline. In 2009, there were 8,614 hearings. In addition to fewer WC claims, changes 
were made in the reporting system in 2009 that might affect comparability with prior years. 
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The performance findings from the investigations are summarized in Table 5.4 separately 
for claim administrators (who may refer some cases to UR organizations) and UR organizations. 
The investigations focus on the UR procedural issues, and summary measures are reported for 
the timeliness of the responses, whether the content of the notice was proper, and whether the 
notice was distributed to the proper individuals. The notices must provide an explanation of 
the reasons for the claim administrator’s decision, a description of the medical criteria or guide-
lines used to evaluate medical necessity, and the clinical reasons regarding medical necessity. 
The audit investigation reviews whether these elements are in the notice but does not evaluate 
the quality of the decisions. As seen in Table 5.4, most faulty responses involved timeliness of 
decisions. Overall, 7.5 percent of decisions involved an untimely response. The percentage of 
untimely responses for UR cases handled by claim administrators was lower (6 percent) than 
for UR organizations (13.9 percent). Most UR organization investigations were conducted in 
2008 and might not reflect current performance. However, the discussion at the 2010 stake-
holder meeting suggested that there are coordination challenges when a separate UR organiza-
tion is used. Ten of the 18 UR organizations reviewed in 2008 were located out of state. The 
average performance rating for these organizations was similar to the rating for in-state orga-
nizations (data not shown). 

DWC scores performance on sending the correct notices in a timely manner to the proper 
individuals. A passing score is a performance rating of 85 percent or higher. Across all inves-
tigations, the average performance rating was 95.5 percent. As noted earlier, only three inves-
tigations had performance ratings below 85 percent, two of which were for UR organizations 
surveyed in 2007. One UR organization received a passing score when resurveyed in 2010, 
while the other has been purchased by another medical bill-review organization. The claim 
administrator receiving a failing score was investigated in 2010 and has not been resurveyed. 
Each violation of a UR requirement has a monetary fine associated with it. The fines for more-
serious violations are mandatory; they cannot be waived, but they can be mitigated at DWC’s 
discretion based on the medical consequences and gravity of the violations, good-faith efforts 
to comply with the UR requirements, and the frequency of violations. The fines for minor 
technical violations may be waived if the performance rating is 85 percent or higher and may 
also be mitigated. In total, there have been 779 violations. The potential fines totaled $437,550, 
of which $160,425 were subject to assessment. 

The UR investigation results provide an overview of the types of requests for authoriza-
tion and the disposition of the requests but do not provide information regarding the types of 
services that are denied and whether initial denials are subsequently paid. We used the 2007 
WCIS data to gain some insights into these issues. The analysis should be considered explor-
atory because of our limited ability to examine the issues. As noted above, most services are 
reviewed through a prospective review process, and those that are denied would not be cap-
tured in this analysis unless the services were nevertheless provided despite the adverse UR 
determination. Unfortunately, the WCIS data cannot be used to explore what happens after 
an adverse prospective review determination is received; instead, we are limited to analyzing 
the types of medical-necessity adjustments that are made during bill processing. Except in 
cases in which an adjustment is made for failure to obtain required preauthorization (which 
accounted for about 13 percent of the non–fee-schedule adjustments), we are unable to deter-
mine what type of UR applied to the service. To analyze the adjustments that were made 
for medical necessity–related reasons during bill processing, we extracted only bills that were 
initially paid before July 1, 2007, that reported an adjustment-reason code associated with 
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medical necessity. This allowed us to examine the outcomes of bill resubmissions over at least 
six months. Appendix A has a more detailed explanation of our methodology. Our results 
are summarized in Tables 5.5 and 5.6. Table 5.5 shows the proportion of billed charges that 
have a medical necessity–related adjustment (including a request for additional documenta-
tion) by type of service. The results are separately reported for insurer-paid bills and bills paid 
by self-insured employers. Across all services, 3.9 percent of the billed charges were denied 
for medical necessity–related reasons. A higher percentage of billed charges were adjusted for 
medical necessity–related reasons by insurers than by self-insured employers (4.7 percent versus 
1.9 percent). Across all services, insurers adjust network care less often than nonnetwork care, 
but the pattern is not always consistent by type of service. It is likely that other reasons—such 
as the service being provided out of network—would have led to some denials of payment for 
nonnetwork care so that a medical necessity was not a reason for adjusting the bill. The lower 
rates for the self-insured bills could be indicative of better compliance with prior-authorization 
processes and decisions rather than differences in the retrospective UR process. 

Using the same services that were reported in Table 5.5, Table 5.6 shows the percent-
age of billed charges that remained as medical necessity–related adjustments after at least six 
months, i.e., those that were not paid by the end of the calendar year. Overall, 2.5 percent 
of billed charges for which medical-necessity adjustments had been made remained unpaid 
(compared with the initial 3.9 percent). In other words, about 64 percent of the billed charges 
that had been initially adjusted for medical necessity–related reasons remained unpaid,5 but 
the medical-necessity issues were resolved for about 36 percent of the billed charges. For the 
insurer-paid bills, the different patterns across type of services are revealing. About 20 percent 
1.0 5.1( )  of the network E/M services denied for a medical-necessity consideration within the 

first six months of 2007 remained unpaid by the end of the calendar year. This is in contrast 
to the chiropractic and physical medicine services provided by network providers, of which a 
substantially higher proportion remained unpaid. Overall, for insurer-paid bills, about two-
thirds of the billed charges remained unpaid for services furnished by network providers, com-
pared with nearly 80 percent for noncontract providers. Although relatively fewer self-insured 
employer bills were initially adjusted for medical necessity, a smaller percentage remained 
unpaid by the end of the calendar year. 

Dispute-Resolution Process for Medical-Necessity Issues

Overview of the Postreform Process. The dispute-resolution process for WC medical-
necessity issues is complex. It differs depending on whether the employer has established an 
MPN, whether the employee has predesignated a physician, and whether the injured worker 
is represented by an attorney. Within an MPN, one process applies if the injured worker and 
physician agree that medically necessary care has been denied through UR, and another pro-
cess applies if the injured worker disagrees with the MPN physician about appropriate treat-
ment. If the issue is not resolved during the initial dispute-resolution stages by an examination, 
as applicable, by a qualified medical evaluator (QME), an agreed medical evaluator (AME), 
or an independent medical reviewer (IMR), an injured worker with a compensable claim (or a 
claim under investigation) may request an expedited hearing on a medical-necessity issue by an 
administrative law judge at a DWC district office. An expedited hearing must be held within 

5	 Sixty-four percent is ( )2.5 3.9 .
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30 days of receipt of the declaration of readiness. (If the compensability determination has not 
been made, the regular hearing process applies, which requires that the hearing be held within 
75 days.) Either party not agreeing with the judge’s decision may file a request within 20 days 
for reconsideration by the Workers’ Compensation Appeals Board (WCAB), a seven-member 
judicial body appointed by the governor and confirmed by the state senate. A party may apply 
to the court of appeals for review of a final decision of the WCAB (Labor Code § 5950), simi-
larly to an appeal from a trial court decision in civil litigation. Compared with the volume 
of cases at the trial level and appellate level, relatively few cases are accepted for review at the 
appellate level, and the scope of appellate review is limited (Labor Code § 5952). 

Streamlining the Appeal Process and Improving Quality of Decisions. In our 2006–
2007 interviews, some stakeholders expressed concerns about the complexity, timeliness, and 
appropriateness of the dispute-resolution process for medical-necessity determinations. The 
current independent medical review (IMR) process for MPN medical-necessity disputes is 
not functional because workers may simply keep changing physicians when there is a dispute 
over appropriate medical care. The number of requests to DWC for QME panel lists has more 
than doubled since the reform provisions were implemented and has posed challenges in pro-
viding timely and appropriate QME reviews. Although the spike in QME requests appears to 
have been resolved by mid-2009, scheduling problems continue because of mismatches in the 
demand and supply of specific specialties. For example, orthopedic specialists account for only 
25 percent of registered QMEs, but an orthopedic specialty is requested 45–65 percent of the 
time (CHSWC, 2010a). Further, a large share of expedited hearings and many regular hear-

Table 5.5
Billed Charges Subject to Medical Necessity–Related Adjustments as a Percentage of Total Billed 
Charges, by Type of Service, Insurer Status, and Contract Status: Percentage of Total Billed Charges 
Initially Adjusted for Medical Necessity–Related Reasons

Type of Service

Insurer-Paid Bills Self-Insured Employer Bills

All Bills
Network 

Care
Nonnetwork 

Care All Bills
Network 

Care
Nonnetwork 

Care All Bills

E&M 5.1 6.0 5.6 4.2 2.8 3.5 4.9

Chiropractic 3.6 9.9 7.8 2.1 3.8 3.2 6.5

Physical medicine 1.9 9.1 5.9 1.5 2.3 1.9 4.7

Major procedures, 
orthopedic

4.0 2.7 3.3 1.3 1.7 1.5 2.7

Major procedures, 
nonorthopedic

6.3 4.2 5.0 2.6 1.7 2.1 4.2

Minor procedures, 
musculoskeletal

4.4 3.6 3.9 1.8 1.6 1.7 3.3

Minor procedures, 
nonmusculoskeletal

4.2 7.8 6.5 1.5 2.6 2.1 5.4

Advanced imaging 1.1 5.1 3.7 0.2 1.0 0.6 2.8

Other imaging 1.6 7.3 5.1 0.6 1.4 1.0 3.9

Other services 2.2 4.5 3.7 1.2 1.3 1.3 3.0

All services 3.2 5.7 4.7 2.0 1.9 1.9 3.9
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ings involve medical-necessity issues. When medical-necessity issues reach hearings, judges 
make decisions based on their understanding of evidence presented to them, but the rulings on 
medical-necessity issues are not decided by medical experts in the medical treatment at issue.

Increasingly, health plans and insurers are resolving medical-necessity disputes through 
external review by an independent medical review organization (IMRO). Although the spe-
cifics of external review programs differ, a survey conducted for the Kaiser Family Founda-
tion found that the programs generally share the following characteristics (Dallek and Pollitz, 
2000):

•	 Independence and fairness. The review organization and reviewers are independent from 
both parties to the dispute, and consumers perceive the process as fair. 

•	 Clinical expertise. The reviewers are clinical experts in the specialty field that commonly 
treats the medical condition at issue.

•	 Efficiency. Reviews take place within established time frames and are generally 
cost-effective. 

Potentially, external review of medical-necessity issues could reduce the complexity of 
California’s dispute-resolution process and increase the timeliness and appropriateness of med-
ical-necessity appeal determinations. Typically, the first step in the dispute-resolution process 
is an internal reconsideration of the UR decision. An individual who is dissatisfied with the 
internal reconsideration decision may request review from an IMRO by a clinician who is 
knowledgeable with the treatment at issue. There are various models that use external review 

Table 5.6
Billed Charges Subject to Medical Necessity–Related Adjustments as a Percentage of Total Billed 
Charges, by Type of Service, Insurer Status, and Contract Status: Percentage of Total Billed Charges 
Flagged for Medical-Necessity Review Not Paid Within at Least Six Months

Type of Service

Insurer-Paid Bills Self-Insured Employer Bills

All Bills
Network 

Care
Nonnetwork 

Care All Bills
Network 

Care
Nonnetwork 

Care All Bills

E&M 1.0 4.1 2.5 0.5 0.8 0.7 1.9

Chiropractic 3.2 9.1 7.1 1.3 2.4 2.0 5.7

Physical medicine 1.4 8.2 5.2 0.9 1.8 1.3 4.0

Major procedures, 
orthopedic

0.7 1.4 1.1 0.4 0.4 0.4 0.9

Major procedures, 
nonorthopedic

1.8 3.0 2.5 1.2 1.4 1.3 2.2

Minor procedures, 
musculoskeletal

1.7 2.2 2.0 0.7 1.0 0.8 1.7

Minor procedures, 
nonmusculoskeletal

1.7 4.5 3.5 0.7 1.4 1.1 2.9

Advanced imaging 0.4 4.7 3.2 0.1 0.9 0.5 2.4

Other imaging 1.0 6.6 4.4 0.4 1.2 0.8 3.4

Other services 1.1 3.6 2.8 0.6 0.8 0.7 2.1

All services 1.1 4.5 3.2 0.6 1.0 0.8 2.5
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organizations in deciding medical-necessity disputes in the issues following an internal recon-
sideration of an adverse medical-necessity decision by the health plan or UR carrier. The fol-
lowing are some examples:

•	 Enrollees in California’s commercial health care service plans and health insurance may 
request an IMR of an adverse medical-necessity decision.6 A single IMRO processes 
all IMRs for both programs. An enrollee who does not agree to an IMR forfeits judi-
cial appeal rights. Either party (enrollee or plan) may request judicial review of an IMR 
decision. 

•	 The Texas WC program has an IMR process for medical-necessity issues that is separate 
from the dispute-resolution process for other medical-related WC issues, such as com-
pensability and permanent disability determinations and fee-schedule disputes. Multiple 
IMROs (which are also used in the Texas commercial health plan dispute-resolution 
process) process the IMRs. A claimant or provider may request an IMR, and either party 
may appeal an IMR decision. 

•	 The Medicare program uses similar IMR processes for medical-necessity issues arising 
under its fee-for-service and managed care plans. Under each type of coverage, a single 
IMRO processes the IMRs. Following an adverse IMR decision, the enrollee (but not the 
health plan) may request review by an administrative law judge. Either party may appeal 
the administrative law judge’s decision to the Medicare Appeals Council and request judi-
cial review of an adverse IMR decision. 

A comparison of these three models and discussion of their implications for the WC 
program is in Appendix E. Following the general approach used by the Texas WC program, 
an IMR process could become the single route for appeals of adverse medical-necessity UR 
decisions while retaining the QME/AME process for other medical-related issues that require 
WC-specific expertise. This means that both the IMR process and the QME/AME process 
would apply for some claimants with multiple issues in dispute, but it is likely that the overall 
efficiency of the system would be improved:

•	 DWC would no longer need to issue QME panel lists for medical-necessity issues only or 
maintain a separate version of an IMR process for situations involving a dispute between 
a claimant and a medical network provider. 

•	 The additional medical exams required before an IMR can be requested when the claim-
ant and the medical network provider do not agree on medically necessary care would be 
eliminated.7 

•	 Timely and impartial IMR decisions would minimize the need for expedited administra-
tive hearings on issues of medical necessity. 

6	 Similar IMR processes apply to medical-necessity issues arising under health plans and health insurance. California’s 
Department of Managed Health Care oversees the health plans. The California Department of Insurance oversees the 
health insurance carriers. In addition to medical-necessity issues, the IMR process is used when the plan denies coverage 
because a treatment is experimental. 
7	 Existing law requires the patient to obtain second and third opinions within an MPN before seeking an IMR to chal-
lenge the opinions of the MPN physicians (Labor Code §§ 4616.3 and 4616.4). 
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•	 The IMR process could provide for accelerated reviews for urgent cases using the current 
UR rules for an expedited review (i.e., there is a serious threat to the claimant’s health 
or the normal time frame for a decision could harm the worker’s ability to recover fully).

It is also likely that the IMR process will improve the appropriateness of medical-neces-
sity determinations:

•	 The quality and documentation of UR reconsiderations would likely improve because 
payers would know that these decisions would be reviewed by individuals who are clinical 
experts in the medical treatment at issue. 

•	 Most medical-necessity issues would be decided by medical experts instead of by judges 
in an administrative process. 

To reinforce the use of the IMR process, a limit could be established on the number of 
times the worker may change physicians within the same specialty without MPN permission 
(e.g., several states provide that the employee may change initial provider twice and authorized 
specialist twice). This would encourage resolution of medical-necessity disputes through the 
dispute-resolution process rather than through switching providers and reduce inefficiencies 
inherent in changing physicians. 

Improving Program Oversight and Administrative Efficiency

In this chapter, we have reviewed medical cost-containment expenses and selected medical 
cost-containment activities related to medical-necessity determinations. Medical cost-contain-
ment expenses have been the most rapidly growing component of WC medical expenditures, 
and the recent WCIRB decision to require separate reporting of medical cost-containment 
expenses is important because it will allow separate measurement of payments for medical 
care and medical cost-containment expenses. However, more-detailed reporting by category of 
expenses would allow a better understanding of the cost drivers and an assessment of the cost-
effectiveness of different activities. 

The medical-necessity decisionmaking process has been a subject of continuing con-
cern. Program oversight could be improved by compiling and releasing additional informa-
tion obtained during the UR investigations, i.e., information on the medical service for which 
medical review is sought and the nature of the decision. A high proportion of denied claims 
for a particular type of service could indicate deficiencies in the MTUS guidelines or need for 
additional provider educational activities. Similarly, a review of the medical services for which 
an expedited hearing is sought, as well as the outcome of the review, could inform whether 
changes are needed in the MTUS. Such efforts could be beneficial not only in improving 
medical decisionmaking at the provider and payer levels but also increase system efficiency by 
reducing duplicate billing and medical-necessity disputes. Last, consideration should be given 
to adopting an independent medical review process for resolving medical disputes. It would 
streamline the existing appeal processes and improve the quality of the medical-necessity 
decisions. 
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Chapter Six

Monitoring System Performance

The purpose of this chapter is to provide an overview of the purpose of system performance 
measurement, describe a conceptual framework for monitoring system performance that could 
be used with a focus on medical care delivered to injured workers, and assess the potential for 
using the WCIS to monitor system performance. 

This chapter consists of four sections. First, we describe the overall purpose of perfor-
mance measurement. Next, we present a conceptual framework for the range of domains that 
could be addressed in a performance-measurement system and provide examples of measures 
that fall into each domain. This section builds on the groundwork laid in the RAND work-
ing paper Medical Care Provided California’s Injured Workers: An Overview of the Issues (Wynn, 
Bergamo, et al., 2007). In the third section, we focus on performance measurement using 
low-back pain as an example. We used a literature review to identify potential measures and 
applied two measures that could be constructed with administrative data using the WCIS. In 
the last section, we summarize the limitations and challenges to using the WCIS to monitor 
system performance. 

Performance-Measurement Overview

The overarching purpose of performance-measurement systems is to provide information that 
will enable policymakers and other stakeholders to identify areas in which performance is sub-
optimal. This then allows for the prioritization of identified issues, as well as the development 
of policies and interventions that will facilitate improvements in performance. These same sys-
tems then can be used to evaluate the effects of reforms and interventions. 

Conceptual Framework

A comprehensive WC performance-measurement system would include measures that assess 
all aspects of WC. In Figure 6.1, we present a measurement framework for WC, adapted 
from Wynn, Bergamo, et al. (2007). There are three levels in this model: the provision of 
care, system costs, and system performance. We briefly describe each of these levels and the 
domains that fall within each level. Table 6.1 presents examples of measures that fall within 
each domain and that could be used in a performance-measurement system. The measures 
listed in Table 6.1 are included in either ongoing measurement activities or special studies 
conducted by parties involved in WC in California and other states. Table 6.1 is not meant 
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to be comprehensive, nor is it meant to imply that these measures can be developed from the 
administrative data in the WCIS. 

Level one, provision of care, starts with the work-related injury of the employee; the inci-
dence and type of injury vary by industry, safety provisions undertaken by the employer, and 
employee behavior. Access to care is a principal function of the system. There are two com-
ponents to access: primary access, which is being able to enter the system and is a precursor 
to receiving care, and secondary access, which is being able to receive care after entering the 
system (Fox, Victor, and Liu, 2006). Primary access to medical care is influenced by underre-
porting of injuries, claim denial, and the effort involved in establishing causation. Secondary 
access is influenced by restrictions on medical care due to UR, restricted provider choice, and 
waiting times for appointments. An injured worker having access to care does not guarantee 
that the continuing medical care received is high-quality care. High-quality care is treatment 
that is appropriate and effective. This means striving to avoid both the overuse and underuse 
of services, as well as providing care that is safe, equitable, and patient-centered. These five 
characteristics plus efficiency are characteristics of a high-performing health system (Institute 
of Medicine [IOM], 2001). The second level captures system costs, which include the costs of 
indemnity benefits provided to injured workers, medical care costs related to the injury (which 
includes the IOM’s efficiency domain), and the costs of insurance administration and regula-

Figure 6.1
Workers’ Compensation Performance-Measurement Framework

SOURCE: Adapted from Wynn, Bergamo, et al., 2007.
RAND MG1144-6.1
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tory oversight. The third level, system performance, is comprised of five domains: administra-
tive and insurance operations, the restoration of the injured worker’s health, restoration of the 
worker’s earning capacity, sustaining the injured worker at work and restoration of his or her 
ability to work, and stakeholder satisfaction. 

Performance Measurement

The measures selected for any performance-measurement system should be based explicitly on 
programmatic goals, such as improving clinical quality of care or reducing the growth in medi-

Table 6.1
Example Measures for a Workers’ Compensation Performance-Measurement System

Measure Category Example of Measures

Provision of care

Potential need for 
medical care

Number of nonfatal occupational injuries and illnesses; incidence of nonfatal 
occupational injuries; percentage of injured workers who did not work after 
reporting an incident

Immediate need for 
medical care

Percentage of injured workers seen by a doctor within 48 hours; average duration 
from date of injury to first nonemergency treatment

Claim filing and review Timeliness of first report of injury or illness; number of claims filed

Continuing medical care Ability to schedule a doctor’s appointment (survey); ability to get needed care 
(survey)

System costs

Indemnity benefit costs Average indemnity cost per claim; average benefit payment per claim with more than 
7 days of lost time

Medical care costs Total charges for health care provider services; total paid amount for health care 
provider services; average medical payment per claim; percentage of medical 
payments by provider type (e.g., physician, chiropractor, hospital)

Insurance administration 
costs

Average medical cost-containment expenses; percentage of claims with medical 
cost-containment fees; average medical-legal expense per claim with medical-legal 
expenses

Regulatory oversight 
costs

Average benefit-delivery expense per claim with benefit-delivery expenses

System performance

Administration and 
insurance operations

Time for injured worker to receive first WC benefit check; average number of days 
between MCO receiving FROI notice and date claim is electronically filed; percentage 
of injured workers who receive accurate benefits

Restoration of health Mean medical recovery time

Restoration of earning 
capacity

Number of vocational rehabilitation awards issued; ratio of return-to-work wage to 
preinjury wage for vocational rehabilitation participants

Restoration of ability to 
work

Median time away from work; percentage of injured workers taking longer than 30 
days to return to work; percentage of vocational rehabilitation cases with return to 
work

Stakeholder satisfaction Customer satisfaction with hearing process; employer satisfaction; medical provider 
satisfaction; number of complaints received; satisfaction with medical care received; 
percentage reporting WC same as or better than other health care

NOTE: FROI = first report of injury.
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cal care spending. Numerous organizations have established criteria for the selection of clinical 
performance measures. These include that the measure 

•	 be important—that is, that it addresses an area in which performance is known to be low 
or in which wide variation exists

•	 be methodologically sound and based on valid scientific evidence
•	 be feasible to implement—that is, that the data necessary to construct the measure either 

exists or can be collected without undue burden 
•	 have an impact—that is, that the area the measure addresses creates a burden on the 

health of the population or the cost of care. 

Measuring Quality of Care

The gold standard for the measurement of overuse and underuse is the medical chart. Although 
the use of medical-treatment billing records is attractive because they are readily available and 
capture services delivered to patients, there are potential limitations associated with their use, 
even assuming that the data are complete. There are concerns that administrative data created 
for the purpose of billing for rendered services lack the clinical specificity to adequately iden-
tify the necessary information to support quality-of-care measures, as well as risk-adjust out-
come measures as necessary, and that the details of clinical care provided in the administrative 
data might not accurately reflect information in the patient’s chart (Romano and Mark, 1994; 
Quan, Parsons, and Ghali, 2004; Fowles et al., 1995; Fowles, Fowler, and Craft, 1998; Horner 
et al., 1991; Romano, 1993; Solberg et al., 2006). Furthermore, performance measures sup-
ported by administrative data are narrower in scope than those supported by medical records. 
It has been shown that measured performance using administrative data appears higher than 
when performance is assessed with a broader set of measures using medical records (MacLean 
et al., 2006). 

Although methodologically sound and evidence-based measures can be identified 
through a search of measure repositories and the literature, assessing potential measures against 
the other measure-selection criteria requires a level of understanding of the data that will be 
used for ongoing monitoring. If the criterion “feasible to implement” requires the use of mea-
sures that can be constructed using medical-treatment data, the measures will be more limited 
because few quality measures can be constructed using administrative billing data. Many more 
measures are available that can be constructed using chart review as the primary data source 
for performance measurement. 

Measuring System Performance for Low-Back Pain

To evaluate the feasibility of using the WCIS for performance measurement, we focused on 
low-back pain. Low-back pain is a natural area of focus for WC performance measurement. In 
California’s WC system, medical back problems without spinal-cord involvement were the sec-
ond-most common claim diagnostic group (based on the Dyani Diagnosis Medical Grouper) 
in 2007 (Swedlow, Ireland, and Gardner, 2009). Admissions for back-related issues accounted 
for approximately 30 percent of total WC inpatient payments in 2005, and the DRG “Spinal 
Fusion Except Cervical” was the single DRG representing the greatest portion of payments 
(14.2 percent) (Appendix B). 

We conducted a web search of National Committee for Quality Assurance (NCQA) 
Healthcare Effectiveness Data and Information Set measures, National Quality Forum–
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approved measures, CMS imaging-efficiency measures, and measures included in the Agency 
for Healthcare Research and Quality National Quality Measures Clearinghouse to identify 
measures for low-back pain. Of the 20 measures that we identified (Table 6.2), only two 

Table 6.2
Back-Pain Measures

Measure Population Measure Description Source Specs Data Source

Underuse measures

Initial assessment Patients ages 
18–79 with a 
diagnosis of 
back pain at 
the initial visit

Percentage of patients ages 18–79 
with a diagnosis of back pain or 
undergoing back surgery who 
had back pain, function, patient 
history, prior treatment and 
response, and employment status 
assessed during the initial visit to 
the clinician for the episode of 
back pain

NCQA Y Medical 
recorda

Physical exam Patients ages 
18–79 with a 
diagnosis of 
back pain at 
the initial visit

Percentage of patients ages 18–79 
with a diagnosis of back pain or 
undergoing back surgery who 
received a physical examination at 
the initial visit to the clinician for 
the episode of back pain

NCQA Y Medical 
recorda

Advice for normal 
activities

Patients ages 
18–79 with a 
diagnosis of 
back pain at 
the initial visit

Percentage of patients ages 18–79 
with a diagnosis of back pain or 
undergoing back surgery who 
received advice against bed rest 
lasting 4 days or longer at the 
initial visit to the clinician for the 
episode of back pain

NCQA Y Medical 
recorda

Advice against 
bed rest

Patients ages 
18–79 with a 
diagnosis of 
back pain at 
the initial visit

Percentage of patients with 
medical-record documentation 
that a physician advised them 
against bed rest lasting 4 days or 
longer

NCQA Y Medical 
recorda

Mental health 
assessment

Patients ages 
18–79 with a 
diagnosis of 
back pain with 
evidence of 
back surgery, 
epidural steroid 
injection, or 
more than 6 
weeks of pain

Percentage of patients ages 18–79 
with a diagnosis of back pain for 
whom documentation of a mental 
health assessment is present 
in the medical record prior to 
intervention or when pain lasts 
more than 6 weeks

NCQA Y Medical 
record

Recommendations 
for exercise

Patients ages 
18–79 years 
with back pain 
lasting more 
than 12 weeks

Percentage of patients with back 
pain lasting more than 12 weeks 
with documentation of physician 
advice for supervised exercise

NCQA Y Medical 
record

Patient 
reassessment

Patients ages 
18–79 with a 
diagnosis of 
back pain or 
undergoing 
back surgery

Percentage of patients with 
documentation that the physician 
conducted reassessment of both 
pain and functional status within 
4–6 weeks of the initial visit or of a 
surgical procedure

NCQA Y Medical 
record
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Measure Population Measure Description Source Specs Data Source

Shared 
decisionmaking

Patients ages 
18–79 who had 
surgery

Percentage of patients with 
whom a physician or other 
clinician reviewed the range of 
treatment options, including 
alternatives to surgery, prior to 
surgery; to demonstrate shared 
decisionmaking, there must be 
documentation in the patient 
record of a discussion with the 
patient that includes treatment 
choices, risks and benefits, and 
evidence of effectiveness

NCQA Y Medical 
record

Assessment and 
management of 
chronic pain

All patients 16 
years and older 
who meet the 
criteria for 
chronic pain 
(cervical and 
lumbar pain; 
headache; 
other disorders 
of soft tissues, 
myalgia/
myositis and 
unspecified 
fibromyositis 
or related 
diagnosis) who 
are prescribed 
an opioid

Percentage of patients diagnosed 
with chronic pain who are 
prescribed an opioid who have an 
opioid agreement form and urine 
toxicology screen documented in 
the medical record

ICSI N Medical 
record/
claims

Appropriate/overuse measures

Appropriate 
imaging studies

Patients with 
back pain 
lasting 6 weeks 
or less

Percentage of patients ages 18–79 
with a diagnosis of back pain 
for whom the physician ordered 
imaging studies during the 6 weeks 
after pain onset, in the absence of 
“red flags”

NCQA Y Medical 
record

Use of imaging 
studies

Patients ages 
18–50 with a 
new episode of 
back pain

Percentage of patients with 
an ambulatory encounter for 
low-back pain who received an 
imaging study conducted on the 
episode start date or in the 28 days 
following the episode start date

NCQA Y Medical 
record/
claims

Repeat imaging 
studies

Patients with 
more than one 
imaging study 
and patients 
with only 
one imaging 
study and no 
documentation 
in the medical 
record of 
physician 
asking about 
prior imaging

Percentage of patients ages 18–79 
with a diagnosis of back pain who 
received inappropriate repeat 
imaging studies in the absence of 
red flags or progressive symptoms

NCQA Y Medical 
record

Table 6.2—Continued
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Measure Population Measure Description Source Specs Data Source

MRI lumbar spine Patients with 
a diagnosis of 
low-back pain

Percentage of patients who had 
an MRI of the lumbar spine with 
a diagnosis of low-back pain 
for whom there are indications 
in the claim file of antecedent 
conservative therapy

CMS Y Claims

Imaging studies Adults with 
low-back pain

Percentage of patients with a 
diagnosis of back pain for whom 
the physician ordered imaging 
studies during the six weeks after 
pain onset, in the absence of red 
flag

ICSI N Medical 
record/
claims

Appropriate use of 
epidural steroidal 
injections

Patients 
ages 18–79 
years with a 
diagnosis of 
back pain or 
undergoing 
back surgery

Percentage of patients with 
back pain who have received an 
epidural steroidal injection in 
the absence of radicular pain and 
those patients with radicular pain 
who received an epidural steroid 
injection without image guidance 

NCQA Y Medical 
record

Surgical timing Patients ages 
18–79 who 
have had back 
surgery

Percentage of patients without 
documentation of red flags who 
had surgery within the first 6 
weeks of back-pain onset

NCQA Y Medical 
record

Outcome measures

Lumbar functional 
status

All patients 
treated at 
outpatient 
rehabilitation 
clinic for whom 
both admission 
and discharge 
self-report 
“Lumbar 
Functional 
Status 
Measure” 
questionnaires 
were 
completed

Mean change score in lumbar 
functional status for patients with 
lumbar impairments receiving 
physical rehabilitation

Focus on 
Therapeutic 
Outcomes 

N Patient 
survey

Structural measures

Patient education Patients ages 
18–79 with a 
diagnosis of 
back pain or 
undergoing 
back surgery

Educational materials provided 
to the patient that review the 
natural history of the disease and 
treatment options, the risks and 
benefits, and the evidence

NCQA Y Materials

Postsurgical 
outcomes

Patients ages 
18–79 with a 
diagnosis of 
back pain or 
undergoing 
back surgery

A physician’s system of examining 
postsurgical outcomes that 
includes (1) tracking specific 
complications of back surgery 
and periodic analysis of surgical-
complication data and (2) a plan 
for improving outcomes

NCQA Y Electronic or 
paper report

Table 6.2—Continued
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measures can be collected solely from administrative data. The source for the other measures 
included the medical report (12), administrative data supplemented by the medical record 
(two), patient survey (one), and physician reporting (three). 

In addition to searching measure repositories, we also examined the literature for mea-
sures of medical care service use that have been utilized in research studies, which can be con-
structed using medical administrative data. These focused on the use of categories of services, 
such as primary care, specialty care, back-pain specialty care (orthopedics, neurology, neurol-
ogy, neurosurgery, rheumatology, physiatry outpatient departments), physical therapy or occu-
pational therapy, mental health services, computerized tomography (CT) and magnetic reso-
nance imaging (MRI), spine X-rays, ED services, hospitalizations, and pharmaceuticals. These 
measures identify the percentage of patients receiving services within a specified period of the 
time of injury and average annual costs of services (Ritzwoller et al., 2006; Pham et al., 2009). 

Utilization Measures

As stated previously, measure selection should focus on measures that (1) are important, (2) are 
methodologically sound and evidence based, (3) are feasible to implement, and (4) have an 
impact. Although methodologically sound and evidence-based measures can be identified 
through the approach described in the previous section—a search of measure repositories and 
the literature—assessing potential measures in view of the other measure-selection criteria 
requires a level of understanding of the data that will be used for ongoing monitoring. If the 
criterion “feasible to implement” requires the use of measures that can be constructed using 
medical-treatment data from the WCIS, the number identified through measure repositories 
(i.e., those supported by evidence) is reduced from 20 to just two, one that focuses on the use of 
MRI of the lumbar spine and one that looks at imaging more broadly within the first 28 days 
after a new injury. Performance on the two measures that can be constructed with medical bill 
data, as presented in Figure 6.2.

These measures can be supplemented with a broader array of utilization measures, the 
selection of which can be based on their potential impact. As the cost of WC continues to 
rise and California continues to be among the most expensive in the country, the inclusion 
of performance measures focusing on utilization and costs of services is natural. A first step 
to determining what type of utilization measures to include in a performance-measurement 
system involves understanding the the types of providers who receive payments for the treat-
ment of low-back injuries and the types of services provided. Physician services represented 
50 percent of total WC payments for individuals with back pain (data not shown). Nonphysi-
cian providers, such as chiropractors and physical therapists, accounted for 21 percent of pay-
ments, while other ambulatory clinics received 11 percent of payments. To further understand 

Measure Population Measure Description Source Specs Data Source

Evaluation of 
patient experience

Evidence of (1) an ongoing system 
for obtaining feedback about 
patient experience with care and 
(2) a process for analyzing the data 
and a plan for improving patient 
experience

NCQA Y Patient 
survey 
instrument

NOTE: ICSI = Institute for Clinical Systems Improvement. 
a Indicates measures collected for the Physician Quality Reporting Initiative (PQRI) using CPT II codes.

Table 6.2—Continued
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the types of utilization that contribute substantially to medical-treatment costs, we examined 
the types of services reported in the noninstitutional bills in the WCIS (Figure 6.3). Phar-
macy comprised the largest share (24.3 percent); one of the identified measures that required 
medical-record review focused on pain assessment and management. Physician office visits 
comprised the next-largest share (17.1 percent); seven of the identified medical record–based 
measures focus on appropriate assessments and recommendations by physicians. Medical-legal 
evaluation and testimony represented the next-largest category of costs (11.4 percent). Physical 
medicine comprised 9.8 percent of payments, and back procedures 7.4 percent of payments. 
However, for some subsets of injured workers, surgery is quite common. Yang and colleagues 
reported that 38 percent of WC neuropathic back cases in fiscal year (FY) 2006 in California 
with more than seven days of lost time from work received surgery within 24 months of injury 
(Yang, Coomer, Landes, et al., 2010). In cases in which surgery occurred, it was a significant 
cost driver. The average total medical payment per episode was almost $21,000 with inpatient 
surgery but just over $7,000 with outpatient surgery (Yang, Coomer, Landes, et al., 2010).

One advantage of utilization measures is that they can frequently be applied to a broader 
patient population than appropriateness of care measures can. For example, Figure 6.4 shows 
that 12 percent of the people receiving medical treatments for low-back injuries in 2007 received 
an MRI or CT and slightly more than 30 percent received an X-ray. These measures include in 
the denominator all persons with lower-back injuries during the year. In contrast, only a subset 
of the individuals who received an MRI are included in the MRI appropriate antecedent-care 
measure in Figure 6.1. Of those who did receive an MRI, only 16.5 percent were eligible for 
the appropriateness measure, meaning that their injury occurred in 2007, they had one of the 
specific inclusion diagnoses, and they did not have any of the exclusion diagnoses. Utilization 

Figure 6.2
Distribution of Payments, by Type of Service for Noninstitutional Bills for Lower-Back 
Injuries

SOURCE: WCIS 2007, analysis of noninstitutional bills.
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Figure 6.3
Back-Pain Imaging Utilization Measures

SOURCE: WCIS 2007, analysis of noninstitutional bills.
RAND MG1144-6.3
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Figure 6.4
Back Pain Treatment Appropriateness Measures

SOURCE: WCIS 2007, analysis of noninstitutional bills.
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measures do have disadvantages, however. Case-mix adjustment might be necessary to ensure 
“apples-to-apples” comparisons.

Limitations and Challenges in Using the Workers’ Compensation Information 
System to Monitor Performance

In this section, we discuss two challenges to using the WCIS for monitoring system perfor-
mance more fully: lack of complete medical claim data and lack of measures that can be con-
structed with medical claim data. 

Lack of Complete Data

Complete and reliable reporting to the WCIS is key to monitoring system performance. At 
present, due to incomplete data, a performance-monitoring system cannot rely solely on WCIS 
data even for those measures that can be constructed from administrative data. There are sev-
eral ways in which the data could be incomplete: (1) a subset of employers and insurers do not 
report any data into the system; (2) employers and insurers report data for some but not all of 
the medical-treatment services provided to injured workers; (3) data that are submitted into the 
system are missing information for some data elements; or (4) data are reported inaccurately.

Medical data reporting is required for all services provided on or after September 22, 
2006. DWC reports that WCIS data are incomplete, with approximately 11–12 percent of 
claims not reported into the system and only approximately 50 percent of FROI matched with 
medical-treatment data (California Department of Industrial Relations, 2011). This form of 
incomplete data will result in underestimates of total WC costs. However, as long as (1) the 
employers and insurers that report into the system do not differ substantially from nonreport-
ing entities and (2) those entities that do report provide data on all medical treatments received 
by injured workers, estimates of cost per person, distributions of the types of services received, 
and percentage of injured workers receiving specific treatments produced using WCIS data 
should be valid and unbiased. The greater the differences between reporting and nonreporting 
entities in terms of the types of jobs performed, characteristics of the workforce, and types of 
behavior or providers delivering medical treatment, the more likely that estimates produced 
using WCIS data will not accurately represent the performance of the WC system at large. 
Until there is better compliance in data repoorting, it might be preferable to focus analyses on 
the “good” reporters—those trading partners that report data accurately and completely in a 
timely manner—but this effort also requires understanding whether their claims (in terms of 
patient and provider characteristics and of payer administrative processes) are representative of 
the WC system at large. For example, “good” reporters might also be more proficient at com-
plying with other WC administrative requirements. Whether a subset or all of the reported 
data are used for performance monitoring, it will be important to examine and address the 
representativeness issues in analyses using the WCIS data. 

Section 138.6 of the Labor Code, which sets out the AD’s authority with respect to 
reporting requirements for the WCIS, does not include penalties for the failure of a claim 
administrator to comply with the electronic data–reporting requirements. Notably, two of the 
three other states with medical data-reporting requirements—Florida and Texas—both have 
financial penalties associated with failure to comply with reporting compliance. Texas has very 
high compliance standards; achieving such standards is probably possible only when require-
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ments are paired with financial penalties for noncompliance. (Like California, Oregon does 
not have any penalties.)

Another form of incomplete data occurs when information needed for performance mon-
itoring is not collected. California has adopted International Association of Industrial Accident 
Boards and Commissions (IAIABC) standards for medical data reporting. DWC does not 
have the authority under Section 138.6 of the Labor Code to require claim administrators to 
provide data elements that are not included in the IAIABC standards. For example, IAIABC 
standards do not require a unique identifier for services provided by an MPN that would facili-
tate analyses across MPNs. The IAIABC does have a process for enhancing data standards, 
which DWC has used to obtain standards for reporting lump-sum medical settlements, but 
the process is time-consuming and burdensome. Although DWC could use this approach as 
a method to enhance the data that are reported to the WCIS, giving DWC the authority to 
deviate from the IAIABC standards following a rule-making process would reduce the admin-
istrative burden associated with implementing needed changes in data elements. 

Limited Use for Quality Measurement

Many more measures are available that can be constructed using chart review as the primary 
data source for performance measurement. However, the collection of these data would place 
a substantial time and financial burden on medical providers who would have to collect and 
report data. This burden might decline as more providers implement electronic medical records 
in accordance with provisions included in the federal Patient Protection and Affordable Care 
Act (Pub. L. 111-148, 2010). Until the use of electronic health records is widespread among 
providers in the WC system, measuring performance using medical claim administrative data 
is likely be the most feasible approach to performance measurement. Another alternative is to 
have providers report data on any measures that they report to other entities for other measure-
ment programs, such as CMS’s Physician Quality Reporting System. This system, however, 
requires providers to report on all payer data, not just WC patients. To the extent that the 
requirements and incentives that are part of the WC lead physicians to treat these patients dif-
ferently than other patients, measures constructed using all-payer data might not reflect the 
care delivered to injured workers.

Summary

This chapter provided a brief discussion of performance-monitoring systems and a conceptual 
framework for the range of domains that could be addressed in a performance-measurement 
system. We then provided an overview of the measures that have been developed to assess the 
care delivered to individuals with back pain. There are many significant challenges to imple-
menting a performance-monitoring system that focuses on medical care delivered to injured 
workers. To date, very few measures assessing the appropriateness of care for back pain can be 
supported using only medical claims. These, combined with measures of utilization selected 
with input from providers and other stakeholders, could form the initial efforts to measure per-
formance. Combining these with appropriateness and utilization measures focusing on other 
common types of injuries would make the monitoring system more well rounded. These efforts 
could be enhanced and built on as new measures become available, as the use of electronic 
medical records becomes common, and as more information is reported through other mea-
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surement activities, such as the Physician Quality Reporting System. Even for those measures 
that can be constructed using administrative data, the feasibility of using the WCIS for this 
purpose is limited until DWC is provided with tools to enforce compliance and the flexibility 
to add needed data elements. 
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Chapter Seven

Increasing the Value of Workers’ Compensation Medical Care

Recommendations

The medical-treatment system for WC is complex and multifaceted. We have limited our 
review to selected aspects of the system that were affected by the reform provisions and for 
which we believe further policy changes would improve system performance. Although this 
is the appropriate focus for this study, it is important that the improvements that the reform 
provisions brought to the WC medical system not be slighted. The changes were far-reaching 
and have important benefits. Consider, for example, the following:

•	 The principle of evidence-based medicine was introduced into the medical-necessity deci-
sionmaking process by replacing the presumption favoring the primary treating physician 
with the MTUS.

•	 The UR provisions established a more open process with enforcement provisions for meet-
ing established standards.

•	 Taken together, the caps on chiropractic and therapy visits, the MTUS, and the UR pro-
cess addressed the provision of medically unnecessary services and brought service use in 
California’s WC system more in line with other states. 

•	 The MPN provisions laid a foundation for improving the quality and efficiency of care 
through selective contracting while protecting and potentially improving access to care. 

•	 The expansion of the OMFS to ambulatory surgery facility fees and other services using 
Medicare-based fee schedules (and the Medi-Cal fee schedule for pharmaceuticals) 
reduced the level of contention in the system, as well as payment levels, while providing 
for a regular update process. 

•	 Overall, the changes reduced annual medical expenditures and lowered the trend line for 
paid medical losses. 

Nevertheless, average medical losses per indemnity claim at 12 months valuation were at 
their lowest level immediately after the implementation of the reform provisions in 2005. Since 
then, the expenses per indemnity claim have increased 13.1 percent annually—a considerably 
higher rate of growth than in group health (Figure 2.4 in Chapter Two). This higher rate of 
growth prompts concerns about whether further policy changes are needed to create better 
incentives for the efficient delivery of high-quality care under California’s WC program. In 
our review of selected issues, we have identified additional policy changes that would improve 
the incentives for efficiently providing medically appropriate care, increase accountability for 
performance, facilitate monitoring and oversight, and reduce administrative burden.
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Improve Incentives for Efficiently Providing Medically Appropriate Care

As discussed in Chapter Two, the value of medical treatment would be improved by doing the 
following:

•	 Implement a resource-based fee schedule that provides for regular updates and equitable 
payment levels. 

•	 Create nonmonetary incentives for providing medically appropriate care in the MPN 
context through more-selective contracting with providers and reducing UR and prior-
authorization requirements for high-performing physicians. 

•	 Reduce unnecessary expenditures for inpatient hospital care by eliminating the duplicate 
payment for spinal hardware and the inflationary impact of coding improvement.

•	 Reduce unnecessary expenditures for ambulatory surgery by reducing the OMFS multi-
plier for procedures performed in freestanding ASCs.

•	 Reduce the incentives for inappropriate prescribing practices by curtailing in-office physi-
cian dispensing. 

•	 Implement the pharmacy benefit network provisions. 

Increase Accountability for Performance

Accountability for performance could be increased by making the following revisions in the 
Labor Code:

•	 Revise the MPN certification process to place accountability for meeting MPN standards 
on the entity contracting with the physician network. 

•	 Strengthen DWC authorities to do the following:
–– Provide intermediate sanctions for failure to comply with MPN requirements.
–– Provide penalties for a claim administrator failing to comply with the data-reporting 
requirements. 

•	 Modify the Labor Code to remove payers and MPNs from the definition of individually 
identifiable data so that performance on key measures can be publicly available. 

Facilitate Monitoring and Oversight

Program oversight activities could be facilitated by the following:

•	 Provide DWC with more flexibility to add needed data elements to medical data report-
ing (e.g., revise the WCIS reporting requirements to require a unique identifier for each 
MPN). 

•	 Require that medical cost-containment expenses be reported by category of cost (e.g., bill 
review, network leasing, UR, case management). 

•	 Compile information on the types of medical services that are subject to UR denials and 
expedited hearings. 

•	 Expand ongoing monitoring of system performance. 
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Increase Administrative Efficiency

Efficiency in the administration of medical benefits could be increased by the following:

•	 Use an external medical review organization to review medical-necessity determinations. 
A separate dispute-resolution process for medical-necessity determinations also creates 
a mechanism to monitor the quality of payer decisions and to identify areas in which 
expansions or revisions in the MTUS are needed.

•	 Explore best practices of other WC programs and health programs in carrying out medi-
cal cost-containment activities. For this study, we investigated best practices in medical-
necessity dispute-resolution processes. Other cost-containment topics that might benefit 
from a review of best practices include the tools used by pharmacy benefit management 
programs, care coordination and catastrophic case management, profiling and other tech-
niques that payers use to monitor E/M services and other utilization patterns and improve 
performance, and techniques for making UR most cost-effective and less administratively 
burdensome for high-performing physicians. 

Issues Needing Additional Research

There are several aspects of the medical-treatment system that warrant additional investigation. 

Cost of Care

An increased understanding is needed of the reasons behind the changes in the costs of medi-
cal care. This could be achieved by decomposing the WC cost experience into various compo-
nents: price, utilization, claim volume and mix (industry and type of injury), and benchmark-
ing the results to relevant WC and other health program experience. In the short run, this type 
of comparison will help explain the factors contributing to the changes in annual paid losses. 
In the long run, the methods developed to do so could be incorporated into a performance-
monitoring system. 

Quality of Care

With regard to quality of care, there are many significant challenges to developing appropri-
ate measures for a performance-monitoring system. To date, very few measures assessing the 
appropriateness of care can be supported using only medical data. These, combined with utili-
zation measures selected with input from providers and other stakeholders for common types 
of WC illnesses and injuries, could form the initial efforts to measure performance. These 
efforts could be enhanced and built on as new measures become available and the use of elec-
tronic medical records becomes common. As more information is reported through other mea-
surement activities, such as the CMS Physician Quality Reporting System, the feasibility and 
stakeholder receptiveness to the inclusion of data reported to national performance-assessment 
efforts supported by all-payer data in a WC monitoring system should be assessed. 

Work-Related Outcomes of Care

The literature concerning the impact of the reform provisions has focused on changes in the 
use and costs of medical services. Additional work is needed to understand how work-related 
outcomes, such as days lost from work and return to work, are affected by differences in pat-
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terns of service. This type of analysis will require linking transaction-level medical data with 
other administrative data sets. 

Comparative Performance

Using what we learned during our stakeholder interviews, we identified selective contracting 
as an MPN best practice. Further research is needed to compare the pattern and costs of care 
under different contracting arrangements and to assess whether the narrow WC networks have 
better outcomes and cost-efficiency than broad networks. 
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