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DESCRIPTION OF STATE-WIDE AND NATIONAL PUBLIC | NTEREST
ORGANIZATIONS FILING THISJOINT COMMENT

Thirteen Pennsylvania groups are filing these Comments with attached Report of
consultant Lawrence Kirsch and IMR Hedlth Economics, LLC, with the Pennsylvania Insurance
Department in response to the gpplications of the state’ s four Blue Cross Plans to approve
reserve and surplus levels. These are nonprofit organizations and unions committed to
improving the hedth of dl Pennsylvanians and reducing mortaity and morbidity in the
Commonwesdlth by insuring access to needed hedth care and affordable hedth insurance for the
well over one million Pennsylvania residents who are currently uninsured or underinsured.

These public interest organizations share acommon interest in utilizing the consderable
excess surplus of the four Blue Cross Plans across the Commonwealth to provide hedlth
insurance for the uninsured and related goas. They dso believe that the Pennsylvania Insurance
Department has an as yet unmet responghility to specificaly define and enforce the legaly
mandated charitable mission of the Blue Cross Plans and apply such policy in this proceeding by
having excess surplus directed to these charitable purposes. The groups co-filing these
Comments aong with the appended Report of Mr. Kirsch are asfollows:

Philadelphia Citizensfor Children and Y outh has worked for two decades on
increasing the access and availability of hedlth care and hedlth insurance for children and
families. Often, PCCY has found families with children covered by insurance programs, but
thair parents excluded from coverage, as wdl as families with incomes rendering both children
and parents unable to afford coverage. Other families have had children with hedlth needs
exceeding services covered by the Children’s Hedlth Insurance Program (CHIP). Blue Cross

surplus funds could provide better and more affordable health insurance to children and adultsin
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these families

Pennsylvania Alliance for Retired Americans iscomprised largely of labor union
retirees, many of whom, under age 65, are not yet digible for Medicare and are thus without
coverage. The Alliance believes that Blue Cross surpluses could help union members who have
lost hedlth benefits from retirement, layoffs and job closings and who cannot now secure hedlth
insurance.

Consumer Health Coalition, based in Fittsburgh, is a heath policy and advocacy
organization that has scrutinized the charitable status and contributions, and reserve policies of
Highmark Blue Cross/Blue Shield in Western Pennsylvania. Highmark, has amassed the largest
dollar surplus of the four Plans. The Codlition believes that the Pennsylvania Insurance
Department has failed to define and enforce the charitable obligations of Highmark, including its
own 1996 Highmark merger Order requiring 1.25% of total premiums dedicated to charitable
mission, aswdl as obligations of other Blue Cross organizations in the sate, letting enormous
surpluses be amassed that could be used to provide insurance to the uninsured.

Philadelphia Unemployment Project, established in 1975, is a membership
organization of unemployed and low-wage workers that successfully advocated for the
establishment of the new adultBasic Care (*ABC”) hedlth insurance program funded by tobacco
settlement money in state hands. In light of the gpproximatdy 100,000 Pennsylvania uninsured
now on the adultBasic waiting list, PUP maintains that the Department must enforce the
charitable mandate of Independence Blue Cross and other Blues by ordering that excess surplus
be directed for such measures as expanding the adultBasic program for these uninsured.

Action Alliance of Senior Citizens of Greater Philadelphia has struggled to provide



access to hedth care for retirees and others in the 55-64 age range who are too young to qualify
for Medicare. Very few of these individuas are able to afford to pay Blue Cross premiums, even
in those Plans that would accept them. Moreover, even Medicare insured senior citizens cannot
pay for prescribed medications. 1BC excess surplus, and surplus from other Blues, could be
spent on extending medica and prescription coverage to these retirees and seniors.

Mon Valley Unemployed Committee of unemployed and underemployed workersin
western Pennsylvania has found lack of access to affordable hedlthcare one of the most pressing
problems facing its members, and often gets cdls from those desperate for hedlth care and with
no hedth insurance. The Highmark Blue Cross* Specid Care’ insurance package for low
income and unemployed is unaffordable; costing more than three times the premium set for
adultBasi ¢ established with Tobacco Settlement monies. The Mon Valey Unemployed
Committee tedtified at the “informationa hearing” on excess surplus held by the Insurance
Department on Sept. 4, 2002. MVUC urges theuse of excessfunds to expand the “ Specid
Care’ program by reducing its premium to the adultBasic level and ending its prohibition on
covering pre-existing conditions, and by expanding openings for and the medica coverage of
adultBasic.

Service Employees I nternational Union, Pennsylvania State Council, Pennsylvanid s
largest union of hedth care workers, has a strong interest in ensuring dl citizens enjoy accessto
quality, affordable hedth care. SEIU believes that the low staffing levels a many hospitals,
especidly of nurses, and the growing number of uninsured Pennsylvanians, raise Sgnificant
public policy questions about the prudence of alowing the various Pennsylvania Blue Cross

organizations to amass excess surpluses and fail to implement a charitable mission that could



amdliorate these problems.

PennPIRG Education Fund pursues public interest reforms by conducting research,
formulaing policy change and educating citizens.  The Fund has worked to promote quality,
affordable hedlth care and patient safety in Pennsylvania, and thusis concerned about
the adverse impact the excessve surplus of the Blue Crass Plans will have on access to
quality hedlth care for the uninsured and hedlth consumers of Pennsylvania

PHILAPOSH isacadition of 100 unionsin the Greater Philadel phia area concerned
with job safety and workers hedth matters, and asssting those injured on the job. When
Worker’s Compensation claims are contested by insurance companies, workers and their
dependents are often without hedlth insurance or access to hedlth care, cresting a nightmare of
anguish for the injured worker and his or her entire family. PHILAPOSH believes that the
Insurance Department has an obligation to establish the criteriafor and enforcement of a Blue
Cross charitable mission that would assure that excess surplus be used for coverage of injured
workers and families without health insurance.

Philadelphia W fare Rights Or ganization is the oldest such group in the nation,
advocating for the basic income and heelth needs of the impoverished in Pennsylvania. The
unaffordability of private health insurance provided by Blue Cross, and the rising number of
uninsured in the Commonwedl th, has put undue pressures on the stat€’'s Medicad Assstance
(Medicaid), CHIP and adultBasic programs. This has led to threatened or adopted cutbacksin
savices or digibility in Pennsylvania, which could be avoided if the surplus funds of Blue Cross
were directed to expanding hedth insurance for the uninsured and making it more affordable for

employers and employees.



Citizensfor Consumer Justiceisthe Pennsylvania affiliate of USAction that represents
three million membersin 23 sates. CCJ has worked on many community hedlth care and hedlth
access issues, including testifying before the Insurance Department on Blue Cross surplus, and
working to expand the CHIP and adultBasic programs. CCJ maintains that the Department needs
to assure that Blue Cross charitable health assets be used to expand access to hedlth care, instead
of their being alowed to accumulate as excess surplus, as if these were for-profit hedth
organizations.

Women's Law Project, based in Philadd phia and Pittsburgh, is anon-profit public
interest legd center dedicated to improving the lega and economic status of women and their
families. Sinceitsfounding in 1974, it has made insurance equity and accesshility for women a
high priority. WLP is concerned about the so-caled “gender trestment gap” in which uninsured
women recaive markedly lower levels of treatment and fail to receive critica hedlth screenings
compared to those with insurance. Blue Crass switching from community to demographic reting
worsens discrimination against women. Blue Cross surpluses could be directed to meet the hedlth
insurance needs of these women, if the Department were to define and enforce the cheritable
obligations of Blue Crosswith regard to these surpluses.

Schuylkill Alliance for Health Care Access, based in Pottsville, has asits misson
creating a hedthier community for resdents of Schuylkill County by increasing the availability
of and access to primary and preventive medical, dental and behaviord services. In pursuing its
mission, the Alliance has addressed Blue Cross surplus and has sought to expand health
insurance coverage of the uninsured, including those many digible for adultBasic hedth

insurance.



Jobs With Justiceisan codition of labor unions, community groups, faith organizations
and student associations advocating for working families, increasing numbers of whom have
found themsdves lacking health insurance because of the unaffordable and inadequate health
insurance products of the Blue Cross Plans and because of the failure of the Bluesto meet their

charitable obligations to uninsured workers.



PROCEDURAL HISTORY AND A PROCEEDING DENYING
FUNDAMENTAL FAIRNESSTO CONSUMERS

By Notice 2004-01 of Jan. 17, 2004, 34 Pa.Bull. 458, the Insurance Commissioner
directed the four Blue Cross Plans (“the Plans’) to file gpplicationsin 90 days for gpprova of
their reserves and surpluses maintained under 40 Pa.C.S. Chapter 61. After an abortive effort by
aPlan to enjoin this proceeding in the Commonwedth Court, and the filing of these gpplications,
by additiona Notice, the Pennsylvania Insurance Department (“the Department”) gave the public
30 days from August 16, 2004 to respond to these applications. The public was then given aten
day extension to Sept. 24, 2004 to file comments.

Thisis an unprecedented proceeding and initiative of the Department which, like other
gtate Insurance Departments, have never set maximafor reserve and surplus levels despite the
lega authority to do so. With a combined surplus of well over $4 billion and excess surplusin
the billions of dollars, coupled with a compelling crisis of the uninsured in Pennsylvania, see
infra, it isincumbent on the Department to abide by the highest standards of fairness and
objectivity for consumer policyholders and the 1.4 million uninsured in the Sate.

The commenters, viatheir counsd, filed a Motion to the Department, dated September 3,
2004, to obtain basic procedura safeguards. A brief 10 day extension was granted the public,
well short of the preparation time alocated to the Plans and aso sought by movants here. The
Department did not flatly reject the Motion's request for public, adversarid hearings, stating that
the proposal was being taken under advisement.

The Department’ s failure to grant the relief requested in the Motion has meant that due
process procedurd fairnessis currently lacking in this reserve and surplus proceeding and isin

immediate need of remedying. The following due process procedura safeguards were requested
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in the September 3, 2004 Moation, and are now further substantiated by a nationa hedlth finance
consultant, Lawrence Kirsch, in his Report (“Kirsch Report”), attached to these comments:

(1) Right to Pursue Discovery and Cross-Examination: This proceeding has no
provision for discovery directed to the four Blue Cross Plans, and no access to essentia, but
redacted data, which could be accessad via a confidentiality agreement preserving any judtified
confidentidity. Mr. Kirsch, athough clearly showing the inadequacy of the proffered surplus
levels of the Blues was unable to offer specific upper leve limits beyond adherence to the NAIC
minimum 200% RBC levd, because, he wrote,

[L]ack of accessto essential Plan data precludes my doing so. Examples of

essentid non-public data include each Plan’s Risk Based Capita Report to the

Department, redacted portions of their gpplicationsin this proceeding, business

and finandid plans and the risk assessment model s generated by consultants and

relied upon by the Plans. | have aso been stymied by the presentation of the

financid data on a parent company-only bass instead of on a consolidated

bass....[Plarent-only financid presentations now before the Department provide

an incomplete and mideading picture of the financiad strengths and risks of the

aoplicants.

Kirsch Report at 8-9. The lack of accessto essential dataremarkably extends aso to the
Insurance Department, which, according to Mr. Kirsch, aso lacks access to each Plan’s
risk assessment mode, and thus “the Department cannot independently vaidate the
edimates provided or criticaly assess their underlying assumptions.” 1d. at 9.

Similar issues extend to assessing the charitable misson commitments of the Blue Cross
Plans. For example, the Plans assert that they subsidize and support such programs as CHIP and
adultBasic but, according to Mr. Kirsch, “None of them...has furnished data to back up ther
subsdy cdlaims. Thereis no way of knowing what proportion of the tota support they claimed

was, in fact, charitablein nature” Kirsch Report at 15-16. 1t is highly gpparent that the Blue



Cross Plans have been inconsgtently and loosdly attributing varying expenditures to charitable
mission, yet no one has interrogated them to obtain a truthful accounting of what would clearly
meet acharitable misson. |d.

Without aright of discovery and cross-examination, the uninsured and policyholders
cannot fully and fairly comment on the gpplications. Because the Department smilarly lacks
much of this data aswell, this procedurd deficiency impedes the very ability of the Department
to achieve its own stated regulatory goa here.

(2) Adversarial Public Hearings: The Department has written to counsd for the
commentersthat it is* continuing to monitor the need for or propriety of hearings as this process
progresses”  Such hearings are essentia if fundamental fairessis to be assured and aso
essentia to accurately assess how much of the accumulated surpluses are excessive. Mr. Kirsch
has proposed an dternative approach to evauate Plan pecific upper bound vaues providing for
the Department asking each Plan to prepare mode s incorporating basic risk assumptions and

specifications set forth by the Department. Kirsch Report at.9 et seq. With this dternative

process, Mr. Kirsch recommends that the Department notice,

[Clontested case proceedings to the four Blue Cross Plans for the purposes of

evauating the reasonableness of maximum surplusleves...in light of estimates of

the underlying risks.
Id. a 11. This proceeding embraces the most important and largest hedlth insurance policy issue
ever to come before the Department. It is one of mgor nationa interest because of the precedent
Setting impact for the rest of the country. For this proceeding to be done right, public and
adversariad hearings are necessary. Under the Hospita Plans Corporation Act the agency has

ample authority to schedule such hearings asiits authority to seek gpplication from and approva



of Plan reserve levels, 40 Pa.C.S.A.86124, incorporates the procedural provisions of Sec.
6102(c)—(f) providing that the Department “shd| afford reasonable opportunity for hearing which
shdl bepublic....” 40 Pa.C.S.A. 86102(e).

(3) Appointment of an Insurance Public Advocatein This Proceeding: For the most
ggnificant hedth insurance proceeding in the Department’ s history, the gppointment of a Public
Advocate may be the most important procedural measure to establish an equa playing fidd with
four Blue Cross Plans. These Plans have repeatedly demondtrated that they have virtualy
unlimited funds for actuaries, lawyers, consultants, lobbyigts, public relaions, support staff and
contributions to garner public support to presstheir self-serving clams upon the Department.
The Utility Public Advocate in Pennsylvania has demonstrated the extraordinary efficacy of
having such an Advocate in smilar proceedings before the Public Utility Commission.

As gppointment an Advocate now would be anew initiative for the Department, a specia
effort would be required to direct funding for this position; an Insurance Department assessment
of the Plansisalogica source of funding to pardld the funding for the Utility Public Advocate
coming from PUC regulated industries. The Governor’s Office aso has authority to appoint a
gpecia counsd who could serve as an Advocate in this proceeding as the Office had done prior
to the establishment of the Utility Public Advocate.

The 1.4 million uninsured and millions of others who are underinsured and are Blue
Cross subscribers in Pennsylvania currently have no Advocate, and with the richly resourced and
free-gpending Plans, the current highly unegua playing fied will continue unless the Department

acts now.
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(4) Appointment of an Independent Hearing Examiner and Recusal of the Insurance
Commissioner and Staff: On January 16, 2004 when the Commissioner published her Notice
2004-01 setting up aregulatory inquiry to ascertain and establish maxima for accumulated
surplus, whether intentiondly or unintentiondly, she gave the digtinct and lasting impression of
dready having the answer to this key adjudicative issue. The Department, without any apparent
legitimate regulatory need to do o, set forth in this Notice its answer to this pivota question by
assarting that the “appropriate RBC [Risk Based Capital] ratio range for the Blues Plansis most
likely [9¢] between 350% and 650%. [ Thosg]...in excess of 650% are likely [S¢] excessve.”

Although, after the fact, the Department now claims that this was not an “adjudication” or
“finding” or “prgudged determination,” the Commonweslth Court nevertheless stated that this
Notice did in fact represent the Department’ s “ position on RBC” and was “a statement of the

Department’spolicy.” Capita Blue Crossv. Koken, No. 172 M.D. 2004 (March 23, 2004)

(Pellegrini, J)) (by holding that this statement did not embody a“binding norm” it rgected the
cdam that formd rule-making was arequired prerequisite; rule making is an issue clearly digtinct
from the need to appear fair and independent). If the purpose of the initiated proceeding was to
objectively, fairly and independently assess what surpluses were excessive, what regulatory
purpose was served by rendering at the very outset any judgment, even a non-binding one?
Reasonabl e skepticism about the pre-judgment of the issue, or appearance of pre-
judgment, was generated not only by the Notice' slack of any accompanying studies, hearings,
filings or gpparent rationa andysis to support these numbers, but aso by the fact that the only
two specific sources cited by the Department and supportive of these RBC numbers came from

the Blue Cross Plan industry and had no legd or governmenta policy support: one was the Blue
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Cross Blue Shield Trade Association supporting a questionable 375% minimum.®  The second
was areference to the Blue Cross industry wide average of 628%, interestingly just under the
650% levd, which the Commissoner’s Notice said would be her “likely excessve’ threshold.
Of course this 628% average has been alowed to float in a regulatory environment where no
Insurance Department, including Pennsylvania s, has ever st a maximum

Extraordinarily, the Commissioner did not acknowledge or reference the much lower
200% RBC standard measure for surplus of her own Nationa Association of Insurance
Commissoners. Kirsch Report at 6 et seq. There was no justification or even apparent need to
et forth avery high threshold, “likely excessive’ number in the Department’ s Notice that was
above the Blue Cross trade association and industry average numbers, except perhaps to send a
pre-adjudicatory message to the Plans not to be overly worried about where this proceeding
would be leading in setting surplus maxima for them.

An adjudicative or quas-adjudicative body that on the first day of aseemingly

independent and public inquiry states so badly its public “postion,” Capita Blue Cross, supra,

on the semina issue to be ducidated by the proceeding, and where this* position” so clearly tilts
toward one set of parties to the proceeding who have along history of having their way before
thisagency, forfeitsits postion in the public eye asafar and independent decision-maker,
whatever the protestations that this was not a prejudged determination.

The Pennsylvania Condtitution due process protections guarantee not only fairnessin fact

but aso the * gppearance of fairness.” As our Pennsylvania Supreme Court has held,

! This standard receives multiple criticisms in the Kirsch Report, including the fact that the trade association has not
offered a documented rationale for it, creating a“ classic ‘black box’ [that] should not be relied upon by the
Department.” Kirsch Report at 6-7.
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Thereisastrong notion in Pennsylvania that even an appearance of bias or
partidity must be viewed with degp skepticism in asystem that guarantees due
process to each citizen.... actud bias is not the watchword in ferreting out
violations of due process under the Pennsylvania Condtitution.

Lynessv. State Board of Medicine, 529 Pa. 535, 542-43, 605 A.2d 1204, 1207-08 (1992).

It isirrdevant whether the Department’ s officid “pogtion” or “policy” on RBC ratios
and what would be a“likely excessve” surpluswas or was not an “adjudicative fact” or
“finding.” Much more criticd iswhether an appearance of pre-judgment of the issue was
generated by the Commissioner proffering her opinion or as the Commonwedth Court termed it,
her “position” on the issue most central to the adjudication or quas-adjudication she would soon
be deciding. There can be no doubt that the Commissioner, even inadvertently, has established an
appearance of pre-judgment and should recuse herself and her senior staff who prepared the
Notice 2004-01 and the RBC numbersiniit.

Asde from this recusal issue, the Commissioner should appoint an independent hearing
examiner to review thefilings, conduct discovery, hear evidence and preside over the cross-
examination of Blue Cross witnesses so that an unbiased decision, based on pertinent facts only
of public record, can be rendered in this proceeding.

In conclusion, until these procedurd safeguards are established for consumer
policyholders and the uninsured in need of hedlth insurance, there can be no due process or

judticein this proceeding.
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COMMENTS

THERE ISA HEALTH CARE COVERAGE CRISISIN PENNSYLVANIA: THE UNINSURED
GET SICKERAND DIE EARLIER, WHILE PENNSYLVANIA'S BLUESPLANS | NCREASE
THEIR EXCESSIVE SURPLUSES INSTEAD OF HEALTH CARE.

Pennsylvaniaisin the midst of a hedth insurance coverage criss. By 2003, the
proportion of Pennsylvanians who lacked any form of health insurance had reached 11.4% -
over one million Commonwedlth resdents.  This figure includes the e derly, who are dmost dl
covered by Medicare;® the uninsured rate among the non-elderly was about 12%.* Other recent
regiond data confirms the hedlth crisis. Even in Southeastern Pennsylvania,® home to some of
Pennsylvania s wedthiest counties, a 2002 survey found the uninsured rate for adults to be
8.9%.° The number is as high as 3.9% for children,” despite their dligibility for awider variety

of publicly funded programs®

2 “Income, Poverty, and Health Insurance Coverage in the United States, 2003,” U.S. Census Bureau, available at
http://ferret.bls.census.gov/macro/032004/health/toc.htm.

3 Lessthan 1% of the elderly were uninsured for the entire year in 2002. See “Health Insurance Coveragein the
United States; 2002,” U.S. Census Bureau, 2002, (“ Health Insurance Coverage”) available at:
http://www.census.gov/prod/2003pubs/p60-223.pdf. Ex. 8.

% “Kaiser Family Foundation State Health Facts Online,” Kaiser Family Foundation, 2003, available at:
http://www.statehealthfacts.kff.org/cgi-bin/healthfacts.cgi. (“ Kaiser 2003").

® Southeastern Pennsylvania defined as Bucks, Chester, Delaware, Montgomery, and Philadel phia counties.
“Community Voices. Health, Wellness and Quality of Life In Southeastern Pennsylvania,” Philadel phia Health
Management Corporation's Community Health Data Base 2002 Southeastern Pennsylvania Household Health
Survey. (“PHMC 2002"). Ex. 2.

® PHMC 2002.

" PHMC 2002.

8 Medicaid provides coverage for all children from families under 100% of the Federal Poverty Income Guidelines,
and covers young children from families up to 185% of the Federal Poverty Income Guideline depending upon age.
55 Pa. Code §8140.1(b), 140.3. Disabled children are covered by Medicaid regardless of their parental income.
Medical Assistance Eligibility Handbook §8355.4. Ex. 27. The CHIP program covers children from families up to
235% of the Federal Poverty Income Guideline. 40 Pa. Stat. Ann. 8§ 991.2311(e)(1).
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The data show a congstent increase in the number and percent of uninsured in recent
years, as the Plans, like Independence Blue Cross (*1BC”) in the southeast, built their surpluses
to enormous levels® — the percentage of non-elderly Pennsylvanians without hedlth insurance has
risen from 9.2% in 1999-2000*° to 11.9% in 2003.* Since then, the problem has only continued
to worsen. Nationwide, in 2004, hedlth insurance premiums have risen so high that employers
have been unable to hire new workers due to the unsustainable cost of their benefits. Inthe
second quarter alone, the cost of health benefits rose at an annud rate of 8.1 percent - more than
three times the inflation rate? At least some Pennsylvaniainsurers report that they expect to
impose double-digit premium increases between 2004 and 2005, outpacing the rest of the
country — including an increase in the mid-teens for Blue Cross of Northeastern Pennsylvania
(“BCNEPA").1

By mid-August 2004, a poll reveded that a quarter of Pennsylvanians had postponed
treatment for an illness or injury due to cogt, or had had difficulty affording necessary medicd
care, while 13% had been dropped from a hedlth insurance plan or denied coverage entirely.**

Onein four respondents said that a family member had gone without hedlth insurance a some

9 PHMC 2002.

10 «“Health Insurance Coverage in America: 2000 Data Update,” Kaiser Family Foundation, February 2002, available
at http://www .kff.org/uninsured/loader.cfm?url=/commonspot/security/getfile.cfmé& Pagel D=14103.

11 Kaiser 2003.

12 Eduardo Porter, “Rising Cost of Health Benefits Cited As Factor in Slump of Jobs,” New Y ork Times, August 19,
2004.

13 Jeff Sonderman, “Health insurers talking double-digit hikes,” The Scranton Sunday Times, August 29, 2004.

“The Pennsylvania Economy League, “1ssues PA/Pew Poll: 44% of Pennsylvanians Say Health Care |s Getting
Worse,” September 2004, available at http://www.issuespa.net/articles/10262/.
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point in the past year.® Unsurprisingly, the proportion of Pennsylvanians ranking hedlth care
costs as a big problem rose to 50% in 2004.1

Theimplications for living without heglth insurance are serious and severe. The
uninsured “receive less preventive care, are diagnosed at more advanced disease stages, and once
diagnosed, tend to receive less therapeutic care (drugs and surgical interventions).”’” The
uninsured get reduced access to care, poorer medical outcomes, tend to live sicker and die
earlier, die from preventable diseases at higher rates, and have much higher utilization rates for
emergency services, according to The American College of Physicians®

Uninsured persons often do not get health care treatment. A 2003 nationa study showed
that the uninsured are three times more likely to postpone seeking medica care because of cog,
four times more likely to not get needed care, three times more likely to not get prescription
coverage because of cogt, and dmost three times more likely to skip recommended treatment
because of cost.>® A 2002 survey indicates that uninsured children are 70% more likely to go

untreated for common conditions, and 30% more likely to go untreated for injuries®® The

15 m

18 pennsylvania Economy League, “ Pennsylvanians Increasingly Concerned About Economic Conditionsin the
Commonwealth,” pressrelease, May 11, 2004.

17 «Sicker and Poorer: The Consequences of Being Uninsured,” Executive Summary, Kaiser Family Foundation
2003 Commission on Medicaid and the Uninsured, Kaiser Family Foundation, 2003 (“ Kaiser 2003"), available at:
http://www.kff.org/content/2002/20020510/4051.pdf. Ex. 40.

18 « Eact Sheet: The Cost of The Uninsured,” available at: http://www.acponline.org/uninsured/cost_factsheet.pdf.
Ex. 6.

19« Accessto Care For the Uninsured: An Update,” Kaiser 2003 Commission on Medicaid and the Uninsured.
(“Kaiser Update 2003") Available at http://www.kff.org/content/2003/4142/4142.pdf. Ex. 1.

20 K aiser Update 2003.
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treastment the uninsured do receive is often late, meaning they are hospitdized for preventable
conditions or detected with virulent diseases, such as cancer, at later stages®?

Datafor Southeast Pennsylvania, IBC's coverage area, confirms the gap separating the
uninsured from trestment. The uninsured are four times more likely to have no regular care,
three times more likely to have no prescriptions or dentd trestment, and over half of uninsured
patients visited an Emergency Room instead of adoctor’s office® The trestment gap is
particularly pronounced for demographic subpopulations, such as women, who receive
dramaticaly lower levels of treetment when uninsured. The percentage of women who did not
receive critical health screeningsisfar greater for women without insurance than women with
private insurance: 46.7% to 18.2% for mammograms, 47.9% to 22.1% for breast exams, and
50.8% to 24.9% for PAP tests.®®

Not surprisingly, the gap in treatment trandates into debilitated hedlth status for the

uninsured. Nationdly, it is estimated that insuring the uninsured would reduce their mortdity

rate (i.e, the rate a which they die) by 10-15%.%* The non-dderly uninsured are 70% more
likely to die from diagnosed colorecta cancer, 29% more likely to die in hospitals after heart
attacks, and 115% more likely to die in hospitals after traumatic injuries® Most troubling is the

dramatically increased rate of infant mortaity for uninsured mothers: their babies are 60% more

21 K aiser Update 2003.

22 PHMC 2002, supra note 5.

23 PHMC 2002.

24 K aiser Update 2003.

25 K aiser Update 2003,
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likely to diein the first month after birth, and 50% more likely to die in the remaining months
before their first birthday.?®

Throughout Pennsylvania, the inferior hedth status of the uninsured is clear. Uninsured
non-elderly adults are 34% more likely to suffer from fair or poor hedlth (as opposed to good or
excd lent hedlth) than their insured counterparts?’ Uninsured children are 73% more likely to
suffer from fair or poor hedlth than insured children.?® Although the elderly are largely covered
by Medicare, those dderly who are uninsured are 53% more likely to suffer from depression.?®

Ironicaly, the uninsured overpay for the treetment they do receive. Insurance companies
and programs negotiate with hospitals and doctors for reduced rates, and the hospitals make up at
least part of the shortfall by raising rates on the uninsured.*® Far from minima, the differences
can be staggering.®*

Lacking hedlth insurance aso leads to the cycling of the uninsured. Fird, virtudly al

insurance plans have exclusons (or prohibitive premiums) for pre-existing conditions, such that

26 K aiser Update 2003.

27| ucette Lagnado, “ One Critical Appendectomy Later, Y oung Woman Has a $19,000 Debt” Wall Street Journal
On-Line, March 17, 2003. The percentages are 25.3% for the uninsured compared to 18.9% for the insured. Ex. 26

28 10.4% for the uninsured compared to 6.0% for the insured. PHMC 2002.
29 19.3% for the uninsured compared to 12.6% for the insured. PHMC 2002.
30 See supra note 20.

31 A study of charges for routine mammogram service showed the price differences at several hospitals around the
country. UCLA Medical Center in Los Angeles charges $460 to individual payers, but only $90-242 for HMOs,
health plans, Medicaid, and Medicare. Jamaica Hospital in Queens, NY, charges $351 for individual payers, but
only $40-96 for HMOs, health plans, Medicaid, and Medicare. Other hospitals showed similar trends: $240 versus
$59-128 at Oregon Health and Science University in Portland, $261 versus $156-186 at Johns Hopkins Hospital and
Health System in Baltimore, and $285 versus $73-190 at Grinnell Regional Medical Center in Grinnell, lowa. Supra
note 20.
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once a person becomes uninsured, it may be impossible to get back into an insured status.®2
Second, because insurance correlates to good hedlth, the uninsured are more likely to have
gckness that interferes with employment — which is the primary source of insurance. Findly,
when an uninsured individua attempts to become insured, they face the highest level of expense,
because studies have shown that cost reduces with enrollment time33 Al of these factors pull
the uninsured away from possible sources of coverage, and propagate the cyclical uninsured
satus.

The uninsured criss has overwhelmed the under-funded programs run through the
Insurance Department.  1n July of 2002, the Department began the adultBasic program, which
was contracted through the Plans throughout Pennsylvania with Tobacco Settlement monies
paying the cost, and which provides low-cost insurance to low-income digible adults* By
February 2003, only 8 months after adultBasic began, it had reached its maximum capacity of
50,258 enrollees,*® but, due to dedlining tobacco funds, the number of enrollees has decreased

sincethen.® In March 2003 awaiting list was created, and by June 2004 the waiting list had

32 Taking IBC as an example, in its materials on Individual Health Plans, it notes that IBC’s only plans that are not
subject to pre-existing conditions exclusions are two (federally-mandated) HIPAA plans, aswell asthe publically
funded adultBasic and CHIP programs. See*”IBC Personal Choice PPO — Creditable Coverage FAQ,” available at
http://www.ibx.com/jsps/article.jsp?id=/plan_info/individual/personal_choice ppo/credible coverage fag.html. Ex.
9.

33 « Staying Covered: The Importance of Retaining Health Insurance For Low-Income Families,” Center on Budget
and Policy Priorities, December 2002, p 8-9, available at
http://www.cmwf.org/programs/insurance/ku_stayingcovered 586.pdf. Ex. 44.

34 |_egislative Update to Blue Cross of NE Pennsylvania by adultBasic program director Patricia Stromberg, 5/9/03.
(“Legislative Update” ), available at http://www.bcnepa.com/legislative_info/leg_update 5.9.03.htm. See also,
“Facts About adultBasic,” Pennsylvania lnsurance Department Report to CHIP Advisory Commi ttee, July 29, 2003.
(“ Facts About adultBasic”). Ex.23.

35| egislative Update; Facts About adultBasic.

36 Facts About adultBasic.
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grown to over 100,000 applicants.®” The need for hedlth careis so great that, in under ayear, the
adultBasic program more than double over-enrolled. In fact, the Department has estimated that
there are upwards of 350,000 Pennsylvanians digible for adultBasic,®® athough actud
enrollment has fallen to 37,087 in August 2004.%°

Thefilings currently before the Department should be viewed within the context of
Pennsylvanias heath insurance coverage crisgs. Asthe Blues plansincreased their dready
excessve surplus and excessive reserves ingtead of using the excess to meet their charitable
obligations and mission, the numbers of Pennsylvanias uninsured and underinsured increased.

The Department has the authority and responsbility to redress this Situation.

37 Marian Uhlman, “Waiting list for health care surgesin Pa.,” The Philadelphia Inquirer, September 17, 2004.

38 | egidative Update.

39 Pennsylvania I nsurance Department, “adultBasic Enrollment By County,” August 20, 2004, available at
http://www.ins.state.pa.us/ins/cwp/view.asp?a=1278& g=527061& tx=0.
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. BY FAILING TO REPORT THE RESERVE AND SURPLUS L EVEL SOF THE CONSOL IDATED
COMPANY, THE PLANSHAVE SEVERELY UNDERSTATED THEIR RESERVE AND SURPLUS
LEVELSAND FAILED TO COMPLY WITH THE DEPARTMENT’S DIRECTIVE.

According to the January 16, 2004 Notice upon which this proceeding is based, the Plans
were required to submit gpplications which:
[S]tate what reserve levelsit and dl of its insurance subsdiaries are holding and

what surpluslevelsit and dl of its insurance subgdiaries are currently
mantaning. ..

Notice 2004-1(a)(emphasis added). Despite the explicit requirement that the Plans gpplications
sate reserve and surpluslevels of the Plan and “dl of itsinsurance subsidiaries,” dl four Plans
andysis of surpluslevels focused upon the parent company-only surplus and not the consolidated
company surplus. Thisflouting of the clear ingructions of the Department grestly undercounts
the true surplus addressed by the four Plans’ applications.

Asexplained in the Kirsch Report, the Capitol Blue Cross (“CBC”) gpplication reveas
the extent to which the failure to include subsidiaries impacts any determination of surplus
levels. CBC's gpplication reported a parent-only surplus as of December 31, 2003 of $515
million, compared to the consolidated company surplus of $788 million (it gppears that CBC was
the only Plan to report a consolidated company surplus, but its andyss lay with the parent
company-only surplus). Kirsch Report at 3. The digparity between parent and consolidated
company islikely largest for IBC. Asof 2003, 64.8% of IBC's parent company’s admitted
assets were invested in subgdiaries and ffiliates. 1d. at 3. Thus IBC' s asserted parent company-
only surplus of $841 million (representing 391% ACL), islikely an extraordinary undercounting
of ther true surplus.

This entire proceeding must be premised, as the Department’ sinitiating Notice laid forth,
upon an accounting of dl the reserve and surplus of the Plans and dl thelr subsdiaries. By
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ignoring the plain mandate and clear ingtructions of the Department in the agency’ s January 16,
2004 Notice, the Plans have filed inadequate and deceptive applications for gpprova by the
Department. The Insurance Department should take immediate steps to remedly this flouting of

itsdirective.
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[1. THE PLANSHAVE NOT M ET THEIR BURDEN OF JUSTIFYING EITHER L OWER OR UPPER
RANGE SURPLUSLEVELS.

Under the Notice, the Plans were required to submit applications which:

[S]tate the maximum RBC ratio within the 350% to 650% range that is
appropriate, and explain the rationde for that maximum ratio. ..

Notice 2004-1(b). The Department’s Notice clearly put the burdens of proof and persuasion
upon the four Plansto both “state” and “explain therationde for” their company’s maximum
Risk Based Capita standard. After adetailed analysis by Lawrence Kirsch, Managing Partner of
IMR Hedlth Economics, a nationally recognized hedlth finance consulting firm, of the four Plan
gpplications filed and open to the public, it is gpparent that dl four Plans have totdly falled to
justify ether their lower range level proposed — 375% ACL — or their proposed upper range
aurplus levels— up to 950% ACL or greater.*°

A. The Department has the Authority to establish acceptable minimum and
maximum reserve levels.

Prdiminarily it should be noted that the Department has ample authority to establish both
minimum and maximum levels of reserves of the Plans. As hospitd plan corporations, the Plans
are subject to the requirements of the Hospital Plan Corporations Act (“the Act”). The Act
grants the Department the explicit authority to gpprove the rates and reserves of the Plans.

The rates charged to subscribers by hospital plan corporations, dl rates of paymentsto
hospitals made by such corporations pursuant to the contracts provided for in this chapter,
al acquistion cogts in connection with the solicitation of subscribers to such hospital

plans, the reserves to be maintained by such corporations, the certificatesissued by such
corporations representing their agreements with subscribers, and any and dl contracts
entered into by any such corporation with any hospita, shal, at al times, be subject to

the prior approva of the department. 40 Pa.C.S. 8 6124 (a) (emphasis added).

“0ACL or “authorize control level” isthelevel of surplus below which state insurance agencies are authorized to take
protective action on behalf of policyholders and creditors. Surplusis deemed sufficient at 200% ACL or greater to
permit insurance comp any operations without regulatory intervention or supervision.
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The authority granted the Department by the Act was confirmed by the Pennsylvania courtsin

Ciamachd o v. Independence Blue Cross, 814 A.2d 800; 2002 Pa. Commw. The Court

recognized that the Plans, as hospita plan corporations authorized by the Act, are a specid class
of insurers and therefore, “subject to regulation [**5] by the Insurance Department, which must
approveitsrates, reserves, and surplus, aswell asthe investment of its reserves and surplus.” 1d.,
at 4-5, 802.**

Most relevant to this proceeding, Pennsylvania courts have directly confirmed the
authority of the Department to conduct this specific review of the Plans’ reserves and surplus.
CBC v. Koken, No. 172 M.D. 2004 (Cmwth. Ct. March 23, 2004) (Pellegrini, J.) (denying
preliminary injunction to enjoin this proceeding).

The authority of the PID to review and gpprove surplusisin no way limited to reviewing
and gpproving aminimum amount of reserves. The statute which expressy grants the PID
authority over the reserve amounts, 40 Pa.C.S. § 6124 (a) contains no language limiting
Department authority to reserve minimums. Instead the Department is vested with a broad
authority of prior gpprova of the reserves maintained by the Plans — induding the maximum
level of those reserves.

B. A 200% ACL Minimum Threshold is Fully Adequate; the Trade
Associations Self-Serving 375% ACL isan Excessve Minimum.

The Kirsch Report shows thet the minimum threshold of 375% ACL, the Blue Cross

trade association (BCBSA) standard, is excessive and has been smply asserted, ex cathedra, by

41 Ciamachelo, of course, reverses aCommon Pleas Court decision to deny amotion to dismiss on jurisdictional
grounds by Independence Blue Cross (IBC). Intheir appeal, to the Commonwealth Court, IBC argued vigorously
that the Department did in fact have the authority to review and approve the reserves and surplus of the Plans. Other
Plans have made this argument both as Amici in the Carmichelo case and in other proceedingsin an attempt to
escape the jurisdiction of Pennsylvania courts as described by the Memorandum of Law of the PA Insurance
Department and Commissioner M. Diane Koken in Opposition to Petitioner’s Application for Preliminary

Injunction, filed in CBC v. Koken.
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the Plans as a number without any documented of record, specific judtification. The Nationa
Asocidion of Insurance Commissioners (NAIC) adopted a200% ACL, “early warning”
minimum standard in the early 1990's which, in retrogpect, was an overly conservative and
cautious minimum. Kirsch Report a 6. Since that time the hedlth insurance industry has shown
condderable growth and has substantialy reduced the risks of insolvency through consolidations
of wesker Plansinto large, more secure corporate structures, and since that earlier time, the Plans
have shifted risk off them to providers, policyholders, reinsurers, and mechanisms like the
consortium established by the Plansin Pennsylvania. Id.

The Plans refusd or inability to detall the data and assumptionsin their BCBSA standard
of 375%, which would alow the number to be subjected to independent andysis and criticiam,
renders the sdlf-serving standard of the industry unreliable and unsupported within this record,
and bearing no legd authority.

C. Current Plan Capital and Surplus, and Proposed M axima, are Far in Excess
of Those Needed for Reasonably Projected Risks.

The Plans combined, application filed surplus—but only for the parent companies-has
now climbed to $3.96 billion, an increase of $500 million just in the prior year. Kirsch Report at
7. The consolidated companies combined surplus could well be athird or more higher than this
total, when the true numbers are demanded, obtained and reviewed by the Department. Id. at 3.
Even with this undercount, percentages of ACL range from 391% to 1006% (the latter for
BCNEPA). Upper thresholds proposed by three of the Plans (CBC had no specific
recommendation) would range from 650% to 950% ACL (the latter Highmark’s upper range).
Thus the Plans make the extraordinary assertion that they could have capital and surplus of just

under $6 hillion, 50% more than their undercounted reported levels, and ill not have “ excess’
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aurplus. 1d. at 7-8.

Typicd of thefar fetched and facidly defective andyss proffered by the Plans, isthe
Highmark Blue Cross Clue Shield, Inc (“Highmark™) suggestion of atarget surplus that would
include three components: (1) the base BCBSA minimum threshold of 375% ACL; and (2) an
operating component to cover clams fluctuations and corporate commitments; and (3) a
contingencies component to address unforeseen events like market changes. The Kirsch Report
properly finds these components “ overlapping and duplicative” 1d. at 13, n.43

The Kirsch Report’ s analysis of the Plans' historical experience over thirteen years, 1990-
2003, shows that even their current, underreported surplus, much less the Plans' proposed
maxima, are “far in excess of [their] redistic needs” Id. Surplus servesavdid functionin
protecting against adverse clams experience, but the Kirsch Report shows that over a decade of
operations there has been amarked and largely steady increase in each Plan’ s surplus even when
Fanslike Highmark and CBC showed substantiad annua or multi-year losses. 1d. Based on the
information made available to the public, the magnitude of the surplus cannot now be viewed as
either necessary or reasonable to protect against projected risk.

D. An Adjusted 200% ACL Threshold Surplus Provides Reasonable and
Adequate Risk Protection for the Blue Cross Plans.

It is gpparent that the Plans proposed minima and maxima have no substantiated support
inthisrecord. The Kirsch Report recommends a minimum capita and surplus requirement of
200% A CL--the amount proposed by the NAIC and embodied in Pennsylvanialaw. If desred
by the Department as extra protection, Kirsch would aso support a atime-limited increase

in minimum surplus that would take effect if and when a Plan experienced a negative surplus
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trend and was in subgtantia danger of triggering regulatory insolvency-avoidance measures
(The standby provison issimilar to onein Maine, Rev. Stat. Ann,, Title 24-A 86453(1)(A)(2)).

E. A Further Contested, Public Hearing Proceeding to Determine Maxima. is
Alter natively Recommended.

The Kirsch Report, as noted earlier, both shows that the lack of accessto essential data
precludes a more thorough upper limit recommendation,*? and that the Department itself is
stymied to determine upper bound limits because it, too, has been given incomplete data by the
Plans (e.g. parent-only data), and it lacks access to the Plan risk assessment modelsto
independently and critically vaidate estimates and underlying risk assumptions. 1d. at 8-9.

The Kirsch Report sets forth an dternative modeling exercise in which the Department
would detall particular assumptions and specifications to assess reasonable underlying risks for
each Plan. Ingead of utilizing the origind RBC mode developed by the firm currently known as
Milliman USA, and later adopted by the NAIC, which embraced a number of overly
conservative biases, such as an evauation of a pattern of underwriting gains and losses during a
historica period of consderably higher volatility, the Kirsch Report proposes an dternative
model that would incorporate the record of Blue Crossimprovements in managing less volatile
underwriting. Id. at 10-11. These reflect, as well, the recommendations of other consultants,
Erngt and Y oung, and Nova Rest Consulting, to the North Carolina Insurance Department and
Washington Insurance Commissioner, respectively. 1d. at p. 11.

F. Excess Sur plus Har ms the Uninsured and Underinsured and Policyholders.

Excess surplusis highly deleterious to the public interest when it exceeds, as with dl the

“?Thisincludes filing of parent company-only financial data; the Plans' Risk Based Capital Reportsto the
Department; redacted portions of their applicationsin this proceeding; and business and financial plans and the risk
assessment model s generated by consultants for the Plans’ use here. Kirsch Report at 8-9.
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four Plans here, what is reasonably required to protect againg redigtic risks of insolvency.

The Kirsch Report, perhaps for the first time in a proceeding before the Department,
suggests that “the higher the overdl dollar contribution to margin”-- the premium contributions
earmarked for Plan surplus (or profits)—*the more unequa will be the burden imposed on the
least favored policyholders” 1d. at 13-14. Individud and small group subscribers make a
disproportionately higher contribution to margin than large employer groups and sdlf-funded
accounts, as shown in the Capital Blue Cross example utilized by Kirsch. Id. at 14, n.47. Thus
the excess surplus problem has a heretofore unexamined, fundamenta inequity which cdlsfor
remedying, and adds yet another public policy reason for departmenta action.

Other adverse effects of excess surplus need little exposition as it is uncontroverted that
the high premiums that fud excess surplus contribute to the increasing rate of uninsurance, as
subscribers and employers drop coverage. And high premiums force policyholders to * buy
down” coverage, e.g. reducing benefits or increasing deductibles, which eviscerates adequate

levels of protection for the escalating costs of medica services. Id. at 14.
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V. THE PLANSHAVE M ADE GROSSL Y INSUFFICIENT, TRULY CHARITABLE
CONTRIBUTIONS IN PART BECAUSE THE DEPARTMENT HASFAILED TO DEFINE AND
ENFORCE THE L EGAL CHARITABLE OBLIGATION OF THE PLANS,

Under the Notice, the Plans were required to:

[1]dentify the Plan's funds dedicated, allocated or expended for charitable purposesin
2002 and 2003, and those planned for 2004 through 2006;

Notice 2004-1(c). Theinformation submitted by the Plans reveasthat alack of departmental
regulation of the charitable obligations has discouraged the Plans from taking their charitable
obligation serioudy and has alowed them to skirt their legd respongbilities.

A. The Plans have a statutory obligation to dedicate r esour ces to charitable
pur poses.

Corporations holding certificates under the Act are required to function as “charitable and
benevolent indtitutions.” 40 Pa.C.S.8 6103(b). As charitable indtitutions, dl “funds and
investments’ of the corporation are exempt from “taxation by the Commonwedth and its
political subdivisons” 1d. As corporations which hold certificates pursuant to the Act, the
Pans have dl been declared “ charitable and benevolent inditutions’ and are digible for Sate tax
exemptions. *

1 In order to qualify for thistax exemption, the Plans must operate as
ingtitutions of purey public charity.

The Plans grant of tax exemption came from the Generd Assembly, pursuant to the
authority granted by the Pennsylvania Condtitution, Article V111, 88 2(a)(i), (8)(vi). The Plans

cannot quaify for this exemption unlessthey are “inditutions of purely public charity,” because

“3 The Blue Plans are not-for-profit corporations engaged in the business of maintaining and operating nonprofit
hospital plans, i.e. plans whereby for prepayment, periodical or lump sum payment hospitalization or related health
benefits may be provided to subscribersto such plans. Thus, they are hospital plan corporations within the meaning
of 40 Pa.C.S. chapter 61, asdefined in § 6101. See Ciamaichelo v. Independence Blue Cross, 814 A.2d 800, 802-

803 (PaCmwith. 2002).
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“the legidature is condtitutionaly limited to exempt only those charitable organizations which

areinditutions of purely public charity[.]” Hospital Utilization Project v. Commonwedth of

Pennsylvania, 507 Pa. 1, 12, 487 A.2d 1306, 1312 (1987).*
The Pennsylvania Supreme Court has explained that a corporation cannot qudify asa
purely public charity unless, at aminimum, it serves a charitable purpose and benefits a class of

persons who are legitimate subjects of charity. Hospital Utilization Project [“H.U.P.”], 507 Pa.

at 18, 487 A.2d 1315; St. Margaret Seneca Place v. Board of Property Assessment, Appeals and

Review, County of Allegheny, 536 Pa. 478, 483-486, 640 A.2d 380, 383-384 (1994). In so

doing, such a corporation must render a substantia portion of its servicesfredy or a agresatly
reduced, subsidized price, and relieve the government of some of its burden. HUP, 507 Pa. at 18,

487 A.2d 1315; St. Margaret Seneca Place, 536 Pa. at 483-486, 640 A.2d at 383-384. If a

nonprofit corporation serves clients who are dready receiving a government- subsidized benefit,
such as adultBasic or CHIP, then in order to fulfill the requirements of the HUP test and qualify
asapurely public charity, the corporation mug, a least, use its own resources to subsidize and

absorb part of the cost of caring for those receiving the public subsidy. St. Margaret Seneca

Place, 536 Pa. at 483-486, 640 A.2d at 383-394. Hence, under the H.U.P. test, the Plans must
relieve some of the Commonwedth’s burden of providing for the hedlth and welfare of the
uninsured, by rendering a substantia portion of their product freely or at a greetly reduced price,

subsdized with the Plans own resources.

4«1t is, of course, well settled that when the Constitution enumerates the kind of property that may be exempted
from taxation, it by implication excludes all other taxable property.” Clearfield Bituminous Coal Corporation v.
Thomaset d., 336 Pa. 572, 577, 9 A.2d 727, 729 (1939). Aside from institutions of purely public charity, the only
other types of private property which may be exempted are places of religious worship, burial grounds, and “that
portion of the property owned and occupied by any branch, post or camp of honorably discharged servicemen or
servicewomen which is actually and regularly used for benevolent, charitable or patriotic purposes.” Pa. Const. Art.

VI, 8 2(8)(i), (if), (iv).
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B. The Department has the authority to define the specific charitable obligation
of the Plans.

While the Act and Pennsylvania s courts require that the Plans have a charitable purpose,
the Department has the authority to determine how the Plans may legitimately fulfill that
obligation.

1. The Department has a broad regulatory authority over the insurance
laws of the Commonwealth, including provisions of the Act.

The Department was established for the express purpose of regulating the insurance
industry and was given broad supervisory powers. In establishing the Department, the Generd
Ass=ambly charged the Department, “with the execution of the laws of this Commonwedth in
relation to insurance” 40 P.S. § 41. The authority of the Department was reiterated by the

Pennsylvania courtsin Foster v. Mutua Fire, Marine and Inland Insurance Company, 531 Pa.

598, 608, 614 A.2d 1086, 1091 (1992), cert. denied, 113 S. Ct. 1047 (1993),

The Generd Assambly, in recognition of the specidized complexitiesinvolved in
insurance generdly, and in the regulation of thisindugtry in particular, assgned
the task of overseeing the management of that industry, in this Commonwedth, to
the Insurance Department, the agency having expertisein that fidd. 40 P.S. § 41,
et seq. The Insurance Commissioner, an gppointed position pursuant to 40 P.S. §
42 is, therefore, afforded broad supervisory powers to regulate the insurance
busnessin this Commonwedth....

The Plans obligation to serve as charitable inditutions is a atutory obligation arising out of the
Act. 40 PaC.S.86103(b). Asalaw pertaining to insurance, the Department retains regulatory
authority over dl of the Act and its provisons. 40 P.S. § 41. Under this broad authority, the
Department should develop definitions upon which Plan compliance with the charitable mandate

of the Act can be evaluated. Unfortunately, historicaly, little has been done to enforce the
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charitable misson. This proceeding offers the Department and the Commonwedlth a unique and
most gppropriate opportunity to remedy this history.

2. The Department has a distinct, unique authority over the operations
of the Plans.

In addition to the Department’ s broad authority over the insurance industry, the Act
grants the Department a unique authority over hospital plan corporations, including the Plans.
The Act charges the Department with the power to issue certificates of authority. Aspart of this
power, the Department is expresdy authorized to 1) promulgate regulations regarding the
standards plans certified under the act must meet and 2) evauate whether or not plans meet those
standards. 40 Pa.C.S.8 6102(d). The Department is also expresdy authorized to “impose such
conditions asit may deem to be just and reasonable’ upon corporations authorized to operate as
hospital plan corporations. 40 Pa.C.S. 86102(e).

In addition to these express authorities to promulgate regul ations, impose conditions and
evauate the digibility of corporations to operate under the Act, the Department has the implied
authority to define the charitable obligation of the Plans. The Pennsylvania Supreme Court has
declared that:

[T]he rule requiring express legidative delegation is tempered by the recognition

that an adminidrative agency is invested with the implied authority necessary to
the effectuation of its express mandates.

Pennysivania Dep't of Transp. V. Beam, 567 Pa. 492, 496, 788 A.2d 357, 360 (2002)(emphasis

added). The Act expresdy authorizes the Department to determine which planswill be dlowed
to operate as hospital plan corporations and to devel op regulations or impose conditions as part

of the determination process. 40 Pa.C.S.8 6102.
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The Act dso requires hospital plan corporations to function as charitable and benevolent
ingitutions. In order for the Department to carry out its express mandate to certify plans as
hospitd plan corporations it must have the authority to define the charitable obligation required
under the Act. If the Department is not authorized to define the charitable obligation, there
would be no way for the Department to determine whether or not a plan complies with the
provisons of the Act. Therefore, the Department has the implied authority to define the
charitable obligation in order to accomplish its express mandate to regulate compliance with the
Act. The Department may define the charitable obligation of the Plans as elther aregulation
pursuant to 40 Pa.C.S.8 6102(d), or as a condition pursuant to 40 Pa.C.S.8 6102(€), or both.

3. The Department properly used thisauthority in the 1996
consolidation and change in control case of Highmark, Inc.

The Department has set aclear, definitive standard for charitable giving in the past. In
1996, the Department gpproved a consolidation and change in control of a number of subsidiaries

of the predecessors of what became and is now, Highmark, Inc. In Re: Application of Medica

Sarvice Association of Pennsylvania, et. a., Docket No. MS96-04-098 at 47. In the fina Order

(“the Order™), then Commissioner Kaiser specificaly directed Highmark, Inc. to commit “to
socid or charitable endeavors 1.25% of its direct written premium as reported in its most recent
Annua Statement...” 1d. at 47-48. The Order dso listed the programs to which Highmark could
contribute in fulfillment of its required charitable obligation. This stlanding and unchallenged

Order, establishes a precedent for the Department’ s authority and provides a starting point for the
Department’ s efforts to create a State-wide concrete and enforcesble standard definition for the

charitable obligations of the Plans*®

“> The Department needs to enfor ce this standard against Highmark. (SeeKirsch at pp. 15-18) The
reguirements in the order have been enforceable against Highmark since November 27, 1996 and, absent any
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Just as in the Highmark Order, the Department has the authority to creste atwo-tiered
definition of charitable obligation. Thefird tier defines the amount al Plans must contribute to
fulfill their charitable obligation, and the second defines appropriate ways to spend that money.

C. The Department must define the amount that all Plans arerequired to
contributein fulfillment of their charitable obligation.

Pursuant to the authorities described in section |V.B. above, the Department should creste
adgngle, definitive andard for the amount that dl Plans must contribute to charitable
expenditures. Without a standard definition, or indeed any definition, the Plans have been eft to
define their own charitable obligation. The result has been less overdl charitable spending
(despite inflated premiums and surpluses), inconsistent spending between plans*® and
inconsistent spending within Plans®’ Establishing a single, state-wide requirement would
sandardize and stabilize the Plans’ charitable contributions. Plans would become religble

charitable inditutions, easly accountable to the Department and the public.

indication that Highmark ever objected or appealed the Order, remain enforceable against Highmark today. Given
Highmark’ s choice to only report on the parent company’ s operations and its suspect charitable expenditure claimsit
islikely that Highmark hasfallen well short of this standard over the last eight years.

The Department needsto audit Highmark’ sfilings dating back to the date of the order to determine how much
money was contributed to sources identified by the Order as charitable. Any difference between the amount
Highmark was required to contribute and the amount it actually contributed should be recouped and set aside for
future charitable expenditures.

While Highmark' s obligation exists independent of the surplus issue, excess reserves present a potential and
viable resource from which Highmark can pay any unfulfilled obligations. Using the surplus for this purpose would
actually be quite appropriate considering that Highmark has built such massive surplus whilefailing to fulfill the
reasonable and relatively minimal charitable obligation mandated by the Commissioner’ s orders (See Kirsch report
on Plans’ reserves and surplus).

“6 For 2003, IBC reported spending $25.5 million, Highmark reported $96.1 million and CBC reported $99.6 million
plus underwriting lossesin the indivudal market which were redacted. (IBC Application at p. 8; Highmark
Application at p. 23; CBC Application at p.78) BCNEPA redacted the amount of all contributions except those to
charitable organizations— $1.2 million. (BCNEPA Application at p. 13)

4" BCNEPA'’s decreases are particularly egregious. Between 2002 and 2003 BCNEPA's contributions to charitable
organizationsfell from $7.8 million to $1.2 million. 1n 2004 it intends to contribute only $40,000, in 2005
$400,000 and in 2006 only $500,000. BCNEPA Application at 13.
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1 The Department should require the Plans to contribute 3.75% of
direct written premiumsto truly charitable health insurancerelated
pur poses.

Just asin the 1996 Highmark Order, the Department should define the charitable
obligation as a percentage of direct written premium. Thereis no indication that Highmark ever
objected to basing its required charitable expenditure on a percentage of direct written premium.
Furthermore, Kirsch accepts this as an gppropriate measure of aPlans charitable obligation and
recommends that the standard adopted by the Department be a percentage of direct written
premium. Kirsch Report at 17. The Department should follow its own precedent and Kirsch's
recommendation to define the charitable obligation as a percentage of direct written premium.

In 1996, the Department adopted a standard which set the charitable obligation of the
Highmark Plan at 1.25% of direct written premium. Order at 47-48. Asaprevioudy enacted
and currently enforcesble charitable giving standard, 1.25% of direct written premium
establishes a de minmus definition of the charitable obligation of the Plans. Kirsch Report at 17.
While the 1.25% standard may have been appropriate in 1996, improvements in the finances of
the Plans as well as changesin the hedlth insurance landscape in Pennsylvaniarequire the
Department to take this opportunity to reeva uate the appropriateness of that standard.

Since 1996, Plan surplus levels have increased sgnificantly. Highmark’s surplusisat an
al time high while IBC and BCNEPA surpluses have nearly doubled since 1996. Kirsch Report
at 8-9. During the time that this surplus was accumulating, the Department established the
adultBasic hedlth insurance program.  This program, which did not even exist in 1996, had
developed awaiting list of over 100,000 individuals by June 2004.*8 Given these changes

(increased resources combined with the clearly demonstrated need of Pennsylvania s uninsured),

“8 See Uhlman, Footnote 37, Supra
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it is appropriate for the Department to establish a higher percentage as the standard for charitable
gving.

The commenters recommend the Department adopt a standard which would require Plans
to contribute 3.75% of direct written premium to gppropriate charitable expenditures. This
number generates sufficient income to fund an effective and sincere charitable obligation while
not over-burdening the Plans.

If the Department examines the Plansfilings, insures that deficiencies and inaccuracies
are corrected, and determines that there are indeed excess reserves, the Department should
increase the charitable obligation to a higher percentage of direct written premium, particularly
as amethod of paying down the excess surplus.

2. The Department must apply the standard to the direct written
premiums of the Plans insurance subsidiaries and affiliates.

a. Pennsylvania courts have deter mined that subsidiaries and
affiliates must contribute to the charitable obligation of the
Parent company.

Hospita Utilization Project v. Commonwedth of Pennsylvania, 507 Pa. 1, 487 A.2d

1306 (1987) indructsthat, in order to quaify asa“ purely public charity” (and thus be digible
for tax-exemption) under Article V11, 8 2(g)(v) of the Pennsylvania Condtitution, an
organization must operate frely from a private profit motive. The court held that, to be free of a
privete profit motive, an organization that owns or invests in for-profit subsdiaries must utilize
the surplus revenue generated from that activity toward its charitable purpose. Wilson Area

School Didrict v. Easton Hospital, 561 Pa. 1 (2000). The Court’s consistent focus on the way

revenues from the for-profit subsdiaries of non-profit organizations are utilized reflects a srong

policy determination that dl monies related to the parent company must contribute to its
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charitable god. Seeeg., Wilsonat 10; Hahn Homev. Y ork County Board of Assessment

Appeds, 778 A.2d 755, 763-64 (Pa. 2000). Exempting any of the for-profit subsdiariesfrom
contributing to the Plans’ charitable misson would directly contradict this policy and the ruling
inWilson. Thus, the 3.75% direct written premium standard, and increases in the percentage,
must gpply to al of the subsdiaries and &ffiliates of the Plans.

These cases require the 3.75% direct written premium charitable spending requirement to
be applied to the Plans as well as their for-profit insurance subsidiaries and ffiliates. These for-
profit subsdiaries were established or purchased with funds raised by the non-profit parent
companies. Since these companies were borne out of the non-profit, charitable Plans, ther
activities and profits must be used to help fulfill the charitable obligetions of the Plans.

The Plans themsdalves a so recognize that their charitable obligation extends to their for-
profit affiliates and subsdiaries. In their filings to the Department, the Plans characterized the
contributions made by these subsidiaries and affiliates as charitable activitiesin fulfillment of

their charitable misson. CBC Application at 74; IBC Applicationat 7, 168, 172. Since these

dfiliates and subsidiaries share the burden of the charitable misson, the 3.75% direct written

premium standard should be applied to them as well.
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b. Failing to apply the standard to for-profit insurance
subsidiaries and affiliates will increase the incentive for Plans
to engage in de facto for-profit conversion.

If the standard only applies to the premiums of the non-profit parent company it will not
generate enough funding to support an effective and sncere charitable program. Exempting
subsdiaries and affiliates from the percentage of direct written payment charitable spending
standard, would encourage the Plans to continue to shift enrollment from the non-profit parent to
awholly-owned subsidiary in order to avoid charitable obligations. Thiswould accderate the de
facto converson of the Plans to for-profit corporations by providing yet another incentive to shift
the operations of the parent non-profits to for-profit subsidiaries while dlowing the parent to
maintain the benefits of operating as a non-profit charitable organization — tax exemption and
favored status in the community. In order to ensure that the Plans do not accelerate any de facto
conversion and that enough revenue remains available to support an effective charitable
obligation per the Generd Assembly’sintent, it is necessary that the standard be gpplied to the
parent and al subsidiaries and affiliates.

C. The standard asoriginally created was meant to apply to
insurance subsidiaries and affiliates.

Application of the sandard to dl subsdiaries and afiliatesisimplied by the context of
the Order which originaly set astandard. The 1996 Highmark case was a request for
consolidation and change of control. See Order generdly. The Commissioner gpproved the
consolidation of anumber of subsdiaries and effiliates into one hedth plan corporation —
Highmark, Inc. Id. at 47-52. One of the conditions of that consolidation was that Highmark, as
the remaining parent entity, would be responsible for dedicating the standard amount of funds

towards the charitable obligation. Id. at 47-48. Asa condition of consolidation, the requirement
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appears to have been intended to apply to the whole company including the subsidiaries and
dfiliaes

D. The Department must also useits authority to also create a clear,
under standable, and enfor ceable definition of charitable expenditure.

Once the Department has defined the amount of money which Plans must donate to meet
the charitable obligation, the Department must dlarify the definition of “charitable expenditure.”
The Department currently provides no guidance to the Plans on what spending qudifies as
charitable. The Plans have understandably exploited the lack of a Department definition to claim
awide variety of activities qudify as charitable. The result has been 1) a decrease in the amount
of truly charitable spending, and 2) a complete inconsstency between Plansin the way they
gpend charitable resources. In order to establish consistency among the Plans and the regions
they serve and to ensure that Plan resources are used to fulfill the charitable obligation
envisioned by the Generd Assembly, the Department must create a definition of charitable
expenditure.

1 The Plans charitable expenditure claims are wildly inconsistent.

The Plans have defined charitable expenditure as widdly as possiblein their filingsinan
attempt to increase their gpparent charitable contributions and mask thar inaufficient
compliance.

IBC clams as charitable the following: direct and undefined in-direct subsidiesto non
group benefits plans and Persona Choice products; dleged, but undocumented subsidies of the
CHIP and adultBasic government funded programs; year round enrollment for non-group
products, adminigirative subsidies of the CHIP and adultBasic programs; contributions to

charitable, fund-raisng and wellness activities of loca hedlth care, education and civic
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organizations, direct financid support to free medicd dlinics, and the cregtion of anurang

scholars program. 1BC Applicationat 6-8, 168-172.

Highmark claims as charitable the following: offering coverage to everyone; subgdiesto
its Specid Care program; open enrollment of its guarantee issue direct pay products, group
converson programs, offering coverage to smal business employers; serving individuasin the
CHIP and adultBasic programs; contributions to community organizations, funding hedth
education and awareness program; subsidizing the adminigtrative cogs of adultBasic; subsdizing
aMedicare supplement product; CHIP and adultBasic osses (despite a cost based contract with
the Commonwedlth to administer these programs); and employee volunteerism.  Highmark
Application at 21-30.

After vehemently denying that it has any charitable obligation, CBC, the Plan that
unsuccessfully tried to enjoin this entire proceeding, claims as charitable the following:
voluntarily offering coverage in the non-group market that is community-rated; offering a norn+
group program that is not medically underwritten; losses in its underwriting business; products
offered in the non-group market; offering Specid Care as an option for low income families;
losses from the adultBasic program; adminigtering the CHIP program; providing financid
assistance to charitable organizations that promote hedlth; providing financia assstanceto
organizations that work to relieve poverty, advance education and otherwise benefit the
community; Sponsoring events, theater and fundraisers; voluntary payments to the county in lieu

of red edtate tax; and taxes paid by CBC' s subsidiaries. CBC Applicationat 74-79.

BCNEPA claims as charitable the following: reserve appreciation credit; surplus funded
initiatives such as information technology investments and other one-time extraordinary charges;

investment income credit; subsidies to the Medicare supplement; non-group indemnity and non
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group major medica products, contributions to the Blue Ribbon Foundation; contributions to the
Caring Foundation which administers CHIP; premium tax forgiveness, and contributions to non

profit organizations in the community. BCNEPA Application at pp. 218-220.

This brief summary of the Plans charitable daims reveds the inconsistency and bogus
clamstha result from failing to provide a specific, enforceable definition of charitable
expenditure. Each Plan has invented a definition which is designed to increase the appearance of
charitable giving by daiming that numerous ordinary costs of doing business are charitable
expenditures. This system makesit easy for the Plans to create the appearance of meeting the
obligation without actudly doing sgnificant charitable work.

2. The Plansavoid their obligations by reporting consider able
expenditures which are plainly not charitable.

As detalled above, absent Department intervention, the Plans have taken the liberty of
defining “charitable expenditure” as broadly as possble. Asaresult, the Plans have included in
their descriptions of charitable activities many activities and expenditures which, upon closer
examination, are not charitable.*®

a. L ossesin the non-group market are not charitable
expenditures.

Each of the Plans clams losses in the non-group market as a charitable expense. Some of
the Plans claim these losses as a direct subsidy. Others claim them asan indirect subsdy. IBC
clamsthem as both. IBC reportsin aletter to Commissioner Koken dated March 22, 2004 that

it provided a direct rate subsidy to non group programs of $3.7 million in 2003. 1BC Application

at 168. It aso clams an indirect rate subsidy to norgroup programs of $2.8 million in 2003.

“9 The bogus charitable claims detailed in this section are not an exhaustive list of the non-charitable expenditures
the Plans claim to be charitable.
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An attached balance sheet demongtrates the gpplication of these subsidies. (IBC Application at

171. A closelook at the balance sheet shows that the direct and indirect subsidies were actualy
applied to the adminidirative costs of the product, not the product itself. For 2003, IBC collected
$838.1 million in premiums from nortgroup products, but only paid $83.3 millionin dams.
Therefore, before administrative expenses and medica management cogts, IBC was actudly
reporting profits of $4.8 million from non-group products. Once IBC added inflated and
unaudited administrative expenses ($7.7 million)*° and medical management costs, it was
reporting aloss of $5.2 million. 1BC then provided a $3.7 million direct subsidy and a $1.4
million indirect subsidy (the source of the $2.8 million reported in the Ietter is unclear) to the
non-group products.

IBC sfiling demondtrates the danger of dlowing Plans to write off losses as charitable
expenses. For IBC the loss was aresult of administrative codts, not greatly reduced premiums or
disproportionatdy high cdlams. Allowing adminigrative costs to be effectively written off asa
charitable expenditure will only encourage Plansto be less efficient.

b. Taxesare not a charitable expenditure.
CBC and IBC both make reference to payment of taxes as fulfilling their charitable

missons. CBC Applicationat 58; IBC Applicationat 170, 174. Both Plans remind the

Department that the tax exemption afforded by the Act is limited and that they and their
subsidiaries are dtill subject to avariety of taxes. Taxes paid by the Plansin accordance with
federal, state or local laws or agreements should not be counted as charitable. All corporations

are required to pay taxes. The state would never consider taxes paid by a private corporation to

0 High relative to QCC, IBC’sfor profit subsidiary, which only incurred costs of $4.2 million to administer non-
group programs which collected comparable premiums. It is also interesting to note that QCC paid considerably
higher claims than IBC on its non-group productsin 2003. (IBC Application at p. 171)
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be charitable. The mere fact that these payments are made by a charitable ingtitution should not
changethis. Taxes made in compliance with the tax laws of the Commonwesdlth are not
charitable contributions.

C. Donationsto non-profit organizations not pursuing a safety-net
health insurance mission are not charitable expenditures.

While the Plans deserve praise for contributing to non profit community organizationsin
their regions, these types of contributions should not be counted towards the Plans charitable
obligations. All four Plans claim donations to 501(c)(3) non-profit organizations as an dement

of ther charitable work. BCNEPA Application at 13; CBC Applicationat 77; IBC Application

at 168-69, 174; Highmark Applicationat 22, 29-30. The Plans clam expenditures ranging from

$1.2 million to $7.8 million to organizations like the United Way, the Orchestra, the Boys and
Girls Club, and others. These types of donations are no different than the donations that for-
profit companies make regularly. Donations to non-profit organizations serve adua purpose to
al corporations, including the Plans. The donations are tax deductible and they provide good
publicity in the community. The Plans should not be dlowed to aso use the donations to fulfill

ther charitable hedth care and hedth insurance misson.

Instead, the Plans' mission should focus on the unique service they were created to
provide — hedlth care and hedlth insurance. Having a charitable misson does not mean giving
money to othersto do generic charitable work. 1t means donating a significant amount of your
own hedlth insurance product or its equivaent to individuals who cannot otherwise afford it. In
the case of the Plans, the Department should require that only those expenditures related to the

provison of hedlth care or heath insurance be counted towards the charitable misson.

43



d. Theadministration or availability of a program aloneisnot a
charitable expenditure.

All of the Plans commit Significant proportions of their charitable misson reportsto a
discussion of various products they offer. While the Plans should be recognized for offering, and
encouraged to continue offering, these products, the mere availability of these productsisnot a
charitable expenditure. Instead, the Plans should be credited for the actud, quantifiable fisca
subsidy the Plans provide directly to subscribers who purchase those products. No accounting of
these subsidies has been offered. The three products the Plans cite that fal under this category
are adultBasic and CHIP, Specia Care and Group Conversion.

adultBasic>* and CHIP>

The Plans dl cite their adminigtration of the adultBasic and CHIP programs as an dement

of ther charitable misson. BCNEPA Applicationat 219; CBC Applicationat 76-77; IBC

Applicationat 6, 7, 168, 173; Highmark Applicationat 22, 24, 25-27. The mere adminigration

of these programs should not be counted as a charitable expenditure. The adultBasic and CHIP
programs are designed to be completely publicly funded (CHIP through a combination of state
and federa contributions, adultBasic through the Tobacco Settlement Fund). The
Commonwedlth has contracted with the Plans to administer these programs, but these contracts

require no financid contribution from the Plans. The Plans charge the Commonwedth a

°! adultBasic is a state-funded low cost health insurance program. The program provides health care coverageto
individuals whose income is below 200% of the federal poverty level ($1,152/month for asingle individual;
$3,142/month for afamily of four) for the low price of $30 per month. The program is currently full. Individuals
who are on the waiting list can choose to buy into the program at the Department’ s cost. The cost varies by region,
but on average the “at cost” price is $260/month. See the Department website:
http://www.ins.state.pa.us/ing/cwp/view.asp?a=1336& Q=543301& PM=1

32 CHIP, or the Children’s Health Insurance Program, offers free or low cost health insurance to low income

children. Children from families below 200% of federal poverty level receive CHIPfor free. Children from
families between 200% and 250% of Federal Poverty Level receive CHIP at a subsidized rate.
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premium for the services they provide and that premium includes dlocations for adminigrative
expenses — indluding outresch activities®® The programs are essentidly designed to cover the
Plans expenses. To the extent that the programs cost the Plans nothing, the Plans should not be
credited for a charitable expenditure. Indeed, the Plans recently successfully negotiated amuch
higher reembursement rate for the program, thus directly contributing to the adultBasic crigis of
decreasing enrollees and increasing waiting list.>*

The Plansdo claim actud financid contributions to the programs. IBC and Highmark

clam direct subsdies to the program. 1BC Applicationat 6,7; Highmark Application at 22.

IBC, Highmark and CBC claim subsidiesin the form of loses from the program. IBC

Application at 6,7; Highmark Applicationat 22; CBC Applicationat 76. All four Pansclam

adminigrative subsidies, in one form or another, to the program. IBC Applicationat 6,7;

Highmark Applicationat 22; CBC Application at 76; BCNEPA Applicationat 219. Whilea

portion of these subsidies should be counted towards the charitable mission, they need to be
closely regulated.

Allowing the Plans to smply state the amount of direct or administrative subsdies
without requiring them to document the subsidy will lead to ingfficient adminigtration of the
programs if not abuse. For example, in the filings, Highmark claimed to contribute 2 $9.3
million adminigtrative subsdy to the CHIP, Caring Program and adultBasic programs in 2003.

Highmark Applicationat 23. 1BC claimed an adminigtrative subsidy of $1.3 million to its Caring

Foundation (which administers CHIP, adultBasic and Specia Care) in 2003. 1BC Application at

%3 See adultBasic and CHIP Requests for Proposals
>4 Effective July 2004 the “ at cost” price of adultBasic — the price paid by the Department and individuals who chose

to buy-in off the waiting list — rose 16%. According to Department officials, the Plans requested an even larger
increase.
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7. Highmark admitted serves more individuals under these two programs, but the disparity
between individuals served is nowhere near the disparity in dleged administrative subsidies®

The Department mugt includein its definition of charitable expenditure guideines for
contributions to state funded hedlth care programs like adultBasic and CHIP.

Special Care®

CBC and Highmark claim the Specid Care program as a charitable expense. CBC

Application at 76; Highmark Applicationat 21, 24, 26. Once again, the mere availability of the

program should nat, in itsdf, satidy the charitable obligation of the Plans. The Department
should only count towards the charitable obligation, actual subsidies the Plans provide to Specid
Careenrolless. To the extent that Specid Care rates are subsidized it is worth noting that the
program provides a very limited benefit a a price that is till unaffordable for many working
families

Group Conversion®’

Highmark claims group converson programs as an dement of its charitable mission.

Highmark Applicationa 22. Thisclam isdecaiving. All insurance companiesin the

Commonwedlth are required, by law, to provide group conversion to their subscribers. 40 P.S. 8§
756.2 (d). The cost of group conversion isfactored into al group policy premiums. Kirsch

Report at 16. Any expense that Highmark or other Plans incur from group converson products

%5 Highmark serves over 43,000 children in in the CHIP program and over 21,000 individualsin the adultBasic
program. (Highmark Application at p. 22) 1BC serves over 27,000 children and over 12,000 adults. (Caring
Foundation Newsletter August 2004)

%6 Special Careisalow cost, limited benefit health plan for individuals with incomes below 185% of the federal
poverty level ($1,436/month for an individual; $2,907/month for afamily of four). The coverageisvery limited and
excludes coverage of pre-existing conditions for a 12-month period. The program costs $107/month.

> Group conversion policies are policies offered to individualswhose insurance under a group policy has been
terminated.
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that are comparable to those that dl insurers must offer is not a charitable expense. The
charitable obligation requires the Plans to do things that private insurers are not required to do.
Only those expenses that are unique to the Plans and, therefore, different than expensesincurred
by private insurers should be counted as charitable expenditures.

The Plans do have some unique obligations relating to group conversion programs. The
Plans are required to implement the “aternative mechanism” requirements of the federa Hedlth
Insurance Portability and Accountability Act (HIPAA).>® 40 P.S. § 981-3. Asa“designated
insurer” responsible for offering the dternative mechanism to HIPAA digible individuds, the
Plans must offer year round enrollment and a choice of a least two individua hedth insurance
policiesto digibleindividuals. 40 P.S. § 981-4(a). The policiesissued by the Plansto digible
individuals may not contain a pre-exigting condition limitation and must be subsidized. 40P.S. §
981-4(b) and (c). The amount of the subsidy is not defined by the Statute.

Initsfiling Highmark claimed group converson expenses of $36.4 millionin 2002. Itis
highly unlikely that this cost can be atributed solely to group conversion programsfor HIPAA
digibleindividuas Kirsch Report a 16 It is more likely that this high cost aso includes group
conversion programs that are comparable to the programs that al insurers are required, by law, to
provide. Kirsch Report at 16. Only those losses associated with group conversion programs the

Plans are required to offer under 40 P.S. § 981-3 should count as charitable expenditures.

*8 The Health Insurance Portability and Accountability Act of 1996, otherwise known as HIPAA, isafederal law
which provides protections to HIPAA eligible workers and their families when they lose insurance as aresult of
losing or changing jobs. HIPAA limitsthe effects of pre-existing conditions, prohibits, in some situations,
discrimination based on health status, and provides eligible individual s with the opportunity to buy coverage after all
other continuation coverage has been exhausted.
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e. Investmentsin infrastructure and capital improvement are not
charitable.

BCNEPA dams“surplus funded initiatives’ as charitable expenditures. BCNEPA
Applicationat 218-19. Theseinitiatives are one-time, extraordinary charges such as
informational technology upgrades that BCNEPA has used surplus funds to pay for. Whilethis
may be an gppropriate use of surplus funds, it is not a charitable expenditure. Investmentsin
BCNEPA infrastructure and capita improvement increase BCNEPA' s value and, therefore,
indirectly, benefit dl subscribers. Expenditures such as thiswhich only tangentialy benefit
subscribers are not charitable.

3. The definition of charitable expenditure crafted by the Department
must include the following elements.

In order to avoid inconsistent and inappropriate spending, the Department must develop a
Oefinition of charitable expenditure. Below are suggestions of elements that should be included
in adefinition of charitable expenditure.

a. All charitable expenditures should be directed towar ds health
care.

The Department should require that charitable expenditures be directed towards programs
which help individuas access hedlth insurance coverage. The Plans are both hedlth insurers and
charitable ingtitutions. 40 Pa.C.S. 6103(b).

b. Charitable expenditures should benefit a certain class of
individual who can broadly be defined asthe uninsured and
underinsured.

The Department should require charitable expenditures to benefit “legitimate subjects of
charity.” The Inditutions of Purdly Public Charity Act (IPPCA), while not directly applicable to

the Plans, provides the following definition which is relevant and important:
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“Legitimate subjects of charity”: those individuals who are unable to provide themselves
with that which the inditution provides for them.

10 P.S. 8§ 375(€)(2). Adopting this definition as an dement of the charitable expenditure
definition would ensure that the Plans are directing their charitable spending to those who arein
the most need.

C. Charitable expenditures should provide significant assistance
to these individuals.

The Department should require that charitable expenditures are directed in away that
actudly makes hedth insurance coverage affordable for individuads. Giving smdl subsidiesto a
large number of individuasis not going to help those individuas who cannot currently afford
hedlth coverage access that coverage. Instead it isimportant that resources be directed to
provide meaningful assstance to those who need it the most.

d. Charitable expenditur es should relieve the gover nment of some
burden.

Charitable expenditures should be directed to government programs or activities that are or
would be, but for the existence of the program, the government’ s respongibility. Under the
IPPCA, an inditution meets this requirement if it does any one of the following:

@ provides a service to the public that the government would otherwise be
obliged to fund or to provide directly or indirectly or to assure that asmilar
indtitution exigts to provide the service.

2 Provides services in furtherance of its charitable purpose which are either
the repongibility of the government by law or which higtorically have been
assumed or offered or funded by the government.

3 Recelves on aregular basis payments for services rendered under a
government program if the payments are less that the full costsincurred by the
indtitution, as determined by generaly accepted accounting principles.

4 Provides a service to the public which directly or indirectly reduces
dependence on government programs or relieves or lessens the burden borne by
government for the advancement of socia, mora, educationa or physica
objectives...
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10 P.S. 8 375(f)(2). The Department should incorporate a smilar concept into its definition of
charitable expenditure. Expenditures which support a service which the government provides or
would provide are charitable. Since the Plans are hedlth insurers, the Department should require
them to direct their efforts towards relieving the government’ s efforts to make health care widdly
avallable to al resdents of the Commonwesdlth.

The two government programs that attempt to provide hedlth insurance coverage to low
income residents of the Commonwedth are adultBasic and CHIP. Any definition of charitable
expenditure should include a requirement that the Plans make significant, direct, verifidole
contributions to these government funded hedlth insurance programs.

e. Charitable expenditures should be uniqueto the Plans.

Only those expenditures which are unique to the Plans should be defined as charitable.
Asindicated above, the Plans currently include in their own definition of charitable expenditure,
coststhat are assumed by dl insurers throughout the state either by law or common practice.
Charitable expenditures should be defined as those costs and obligations which are unique to the
Mans.

f. The Plans should till berequired to provide inclusive
iNsurance programs. group conver son, community-rating for
small businesses, M edicar e supplement programsfor persons
with disabilities, etc.

The Plans currently provide many important programs designed to insure those who are
not insurable in the for-profit market. Thisisan important service that the Plans should be
required to continue to provide. However, asargued in Section IV, B, iv, c. only the quantifiable

and veifiable financia contributions Plans make to these programs should count as charitable

expenditures.
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E. In order to ensurethat Plansfulfill their charitable obligation, the
Department should adopt the commenters recommended definition of
charitable obligation and charitable expenditure.

In light of the above discusson, commenters recommend the following definition for
charitable obligation and charitable expenditure.

(1)  All Plans operating with a certificate of authority under the Act mugt fulfill a
charitable obligation pursuant to 40 Pa.C.S.8 6103(b).

2 In order to fulfill the charitable obligation the Plan must spend, at aminimum, an

amount equal to 3.75% of the Plan’ s direct written premium on charitable expenditures as
defined by (4).

3 The standard stated in (2) appliesto the direct written premium of the
consolidated company.

4 A charitable expenditure is adirect, quantifiable and verifigble financid
contribution, beyond any contribution which the Plans are currently legaly obligated to
provide, to a program or product which provides hedlth insurance coverage, a a
subgtantidly reduced rate, to individuals that would not otherwise be able to afford it.

(5) Direct, quantifiable and verifiable financid contributions to the following
programs will be consdered charitable expenditures.
@ the Children’s Hedlth Insurance Program
(b) the adultBasic hedlth insurance program
(© with prior gpprova of the Department, other government or private
programs which provide subsidized heslth insurance coverageto low
income individuas and families.

F. The Department must useits authority to create reporting and compliance
procedur es, and manifest enfor cement through concr ete and public remedial
action.

The benefits of defining the charitable obligation of the Plans will only be actuated if the
Department establishes mechanisms for monitoring Plan compliance with thet definition. Inthe
1996 Order, the Department merdly required Highmark to provide a summary of its “ charitable
and benevolent endeavors.” Order at 47-48. (Perhaps thisis one reason that Highmark has been

out of compliance). In adopting this new charitable giving standard the Department must
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develop stringent reporting and compliance procedures. These procedures must include
reporting requirements that force the Plans to document, quantify and verify every contribution
they clam as charitable. Plans should not be given credit for any contribution they cannot or do
not quantify and verify. The procedures must aso include consequences for Plans that do not
fulfill the defined charitable obligation. Failure to fulfill the obligation cannot go unnoticed by

the Department. Only by developing gtrict reporting and compliance requirements will the
Department be able to enforce and will the uninsured of Pennsylvania benefit from the charitable

obligation standard.
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V. A SIGNIFICANT PORTION OF THE PLANS' EXCESS SURPL US SHOUL D BE DISGORGED AND
DISTRIBUTED IN ACCORDANCE WITH THE ABOVE PROPOSED GUIDELINES FOR
CHARITABLE MISSION.

The fina eement of the Notice required the Plans to:

[P]rovide a proposed business plan explaining how any maintained surplus that
resultsin an RBC ratio that isin excess of the maximum RBC ratio will be fairly
and equitably distributed to berefit Plan participants and the Commonwedth's
underinsured and uninsured citizens in amanner befitting charitable and
benevolent inditutions such as the Blues Plans.

Notice 2004-1(d). Giventhe Plans failed commitment to their charitable obligation during the
period in which it has accumulated record leve surplus, the Department should disgorge the
excess surplus and direct it to a true and uncontroverted charitable expenditure — the adultBasic
hedlth insurance program.
A.  ThePennsylvania Insurance Department Hasthe Authority and Responsibility
To Requirethe Plans To Disgorge and Distribute Excess Surplusfor the

Bendfit of Subscribers and the Commonwealth's Uninsured and Underinsur ed,
in Accordance with Their Charitable Mission.

The Plans have had excessve surplus of such magnitude, and for such duration, and in
such disregard of their nonprofit and charitable status, that policyholdersin Pennsylvania have
sued for disgorgement.®® Policyholders and representatives in other states — for example,

Alabama®® Maryland,®* Minnesota,®? and North Carolina®® aswell as federal employees®— have

%9 Jules Ciamaichelo & Rob Stevens, Inc. v. Independence Blue Cross, 814 A.2d 800 (Pa. Commw. Ct., Dec. 20,
2002), appeal granted, 574 Pa. 749, 829 A.2d 1158 (Pa., Aug. 27, 2003); Independence Blue Crossv. Pennsylvania
Ins. Dep't, 802 A.2d 715 (Pa. Commw. Ct., July 12, 2002) (action on behalf of subscribers, policyholders and
members to disgorge $438 million in excess surplus and use it to provide coverage for uninsured citizens, expand
benefits, or return premiums to policyholders); see also Capital Blue Crossv. Koken, Case No. 172 M.D. 2004 (Pa
Commw. Ct., Mar. 23, 2004) (opinion not reported).

€0 Ex parte Blue Cross and Blue Shield of Alabama (Sanderson v. Blue Cross and Blue Shield of Alabama), 582 So.
2d 469 (Ala., May 24, 1991) (action on behalf of all subscribers, seeking a declaratory judgment and order directing
refunds of excess reserves, and identifying questions of fact remaining for trial court to determine).

61 Blue Shield of Maryland, Inc. v. The Ward Machinery Co., 49 Md. App. 258, 431 A.2d 727 (Md. Ct. Spec. App.,
July 8, 1981) (affirming order of Insurance Commissioner of Maryland requiring plan to distribute excess surplusto
subscribers).
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sued the Blues Plans as well, reflecting nationwide concern that Blues Plans, applying the trade
association's dl too accommodating criteria, are accumulating excessive surplus to the detriment
of paying subscribers and the public interest. Equadly important, these cases reflect uniform
consensus that insurance commissioners have the authority to order Blues Plans to disgorge
excessive surplus. In other states — New Jersey,®° Rhode I9and,®® and Tennessee®’ for example
— Blues Plans have voluntarily returned excess surplus before state insurance commissoners or
departments might have ordered disgorgement. (See Appendix A for acomprehensve summary
of the actions taken by insurance commissionersin other states in response to growing concerns
regarding Blues Plans operations.)

In Pennsylvania, the Plans concede that the Department has the authority to regulate a

Plan's excessive reserves and surplus. Independence Blue Cross v. Pennsylvania Ins. Dep't, 802

A.2d 715 (Pa. Commw. Ct., July 12, 2002), began as a class action on behalf of subscribers,

62 | n the Matter of the Excess Surplus Status of Blue Cross and Blue Shield of Minnesota, 624 N.W.2d 264, 275-77,
283 (Minn., Apr. 12, 2001) (affirming order by Department of Commerce disapproving Blues plan's proposal to
distribute excess surplus because that proposal had the Blues plan retain control of the excess surplus and thus did
not distribute the excess surplus within a reasonabl e period of time; the proposal did not well serve past, present and
future subscribers because it did not provide proportional benefit to past subscribers who funded more of the surplus,
and dissipated funds on duplicative programs and goods and services of uncertain value for present and future
subscribers; and the proposal thus was not in the public interest).

83 Lupton v. Blue Cross & Blue Shield of North Carolina, 139 N.C. App. 421, 533 S.E.2d 270 (N.C. Ct. App.,
Aug. 1, 2000) (in action to disgorge excessive reserves, holding that Commissioner of Insurance has jurisdiction to
consider and distribute excessive reserves), review denied, 353 N.C. 266, 546 S.E.2d 105 (N.C., Dec. 20, 2000).

64 Bolden v. Blue Cross and Blue Shield Assn, 669 F. Supp. 1096 (D.D.C., Oct. 28, 1986) (refunding excess
contingency reserve funds to enrollees who were subscribers as of a certain date), aff'd, 848 F.2d 201 (D.C. Cir.,
May 17, 1988).

%5 Horizon Blue Cross Blue Shield of New Jersey distributed approximately $55 million in premiums back to
policyholders.

56 11 October, 2003, Blue Cross and Blue Shield of Rhode Island announced that it would refund $21 million in
premiums.

57 In October, 2003, BlueCross BlueShield of Tennessee announced that it would refund $67 million in premiums
beginning in December because of higher surpluses.
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policyholders and members to disgorge $438 million in excess surplus and to use the excess
surplus to provide coverage for uninsured citizens, expand benefits, or return premiums to
policyholders. IBC pled "that IBC may not disgorge its reserves unless the Department rules
otherwise".®® In subsequent proceedings, the Commonweslth Court of Pennsylvania held that
the Department had the authority to approve the rate, reserves, and surplus of the plans under its
jurisdiction.®® As the Court summarized:

The complainants clams. . . are al based first on their alegation that Blue Cross
has accumul ated excessive reserves (i.e., reserves higher than the industry standard,
higher than in past years, higher than necessary to cover its clams and expenses
and maintain solvency), and second, on their alegeation that Blue Cross has
accumulated the excessive reserves for impermissible purposes and has misused the
reserve funds by transferring assets to subsidiaries. Approval of rates and reserves
are matters with the exclusive jurisdiction of the Insurance Department . . . ."°

The Court reached the same result under the filed-rate doctrine:
The Insurance Department considers the amount of an insurer's reserves when
gpproving rates, and the collection of premiums based on the rates must inevitably
be afactor in the accumulation of excessve reserves. Any determination that Blue
Cross has accumulated excessive reserves would necessarily require the
recal culation of the approved rates.”*
Lagtly, in the case on the proceeding before us now, the Commonwedth Court upheld
Commissioner Koken's authority in this proceeding to require the Plans to provide the

information st forth in the Notice in order to measure the excessiveness of surplus and reserves

and to determine how the excess "will be fairly and equitably distributed to benefit Plan

68 802 A.2d at 715.

89 Jules Ciamaichelo & Rob Stevens, Inc. v. Independence Blue Cross, 814 A.2d 800, 802-03 (Pa. Commw. Ct.,
Dec. 20, 2002), appeal granted, 574 Pa. 749, 829 A.2d 1158 (Pa,, Aug. 27, 2003).

70814 A.2d at 803.
1 1d, at 805.
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participants and the Commonwedlth's underinsured and uninsured citizensin amanner befitting
charitable and benevolent institutions such as the Blues Plans'. 2

As the cases above make clear, disgorgement of excessive reserves or surplus or profitsis
well within the Insurance Commissioner's responsibility and authority. ™

B.  TheDepartment should exercise thisauthority to order a significant portion of

the excess sur plus to be committed to satisfy the as of yet unsatisfied charitable
obligations of the Plans.

As described in section | above, the Commonwedth is facing an uninsured criss. Over
1.4 million uninsured Pennsylvanians will die earlier and get much sicker than those with
insurance, and increasing hedlth care costs dl but guarantee that this number will continue to
rise. Intheface of this criss the Plans have accumulated record levels of surplus. Instead of
using a portion of these surplus to provide much needed reief to the Commonwedlth and its
indigent and financidly vulnerable citizens, in compliance with their charitable obligations, the
Pans have effectively avoided their responsibility by creatively defining their charitable
activities beyond legd bounds, and by proposing maximathat would astoundingly adlow them to

amass up to $2 hillion more in surplus and not count any as excessive.

2 Qip Op. at 11-12, 14, Capital Blue Cross v. Koken, Case No. 172 M.D. 2004 (Pa. Commw. Ct., Mar. 23, 2004)
(opinion not reported); Reserve and Surplus Levels of Hospital Plan and Professional Health Services Plan
Corporations, Notice No. 2004-01, 34 Pa. Bull. 458 (Pa. Ins. Dep't, Jan. 16, 2004).

3 The Department has experience with disgorgement in other contexts aswell. In most lines of property and
casualty insurance, 40 Pa. Stat. " 1182, the Department has the mandate and authority to disallow excessive rates, id.
"* 1181, 1183(d). The Commonwealth's courts have held, at least in the area of automobile insurance, that rollback
of excessive rates are not unlawful. For example, disgorgement may be accomplished through rollback of rates.

E.g., Ohio Casualty Ins. Co. v. Insurance Dep't, 137 Pa. Commw. 299, 308-09, 585 A.2d 1160 (Pa. Commw. Ct.,

Jan. 18, 1991) (Department shall not allow excessive rates, and even if rates are not excessive, Department need

only allow rates which provide the bare minimum of afair and adequate rate of return, and thus statute providing for
rate decreases of at least 10%-22% was constitutional); Prudential Property & Casualty Ins. Co. v. Department of
Ins,, 141 Pa Commw. 156, 182-84, 595 A.2d 649 (Pa. Commw. Ct., July 10, 1991) (same). By analogy, a Blues

plan's excess surplus and excess reserves by definition exceed the minimally fair and adequate return.

56



This proceeding provides an unusua and timely opportunity for the Department to hold
the Plans accountable to the Commonwesdlth by ensuring that Plans’ resources, in the form of
excess surplus, are used to expand the availability of heath care coverage to those who cannot
afford it. The Department should use its above described authority to disgorge excess surplus
and directly contribute a very significant portion of the excess fundsinto the state funded
adultBasi ¢ hedth insurance coverage program.

The adultBasic program provides low cost hedlth insurance coverage to individuas with
incomes below 200% of federd poverty levd. The program alows individuas, many of whom
areworking or are sick or disabled, to access coverage they would not otherwise be able to
afford. While the Plans have been hoarding their surplus, the waiting list for adultBasic has
grown to over 97,000 individuas. Program enrollment has fallen now to only 37,000
individuds, in part due to increased contract monetary demands made by the Plansin this, the
third year of their adultBasic contracts with the state. Dedicating a Sgnificant portion of the
Plans excess to the adultBasic program would enable the Department to extend health insurance
coverage to tens of thousands of Pennsylvanians who are currently uninsured.

By disgorging the excess surplus and dedicating a sSzable portion to the adultBasic
program, the Department can remedy the harm caused by years of Plan noncompliance and

ensure that the Plans do not continue to ignore their charitable obligation in the future,
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VI. CONCLUSION

Commenters respectfully submit these comments and Appendix A (attached) to the

Pennsylvania Insurance Department in compliance with Notice 2004-07; Reserve and Surplus

Levesof Hospital Plan and Professiond Hedlth Services Plan Corporations, Application Update.

Respectfully Submitted,

Jonathan M. Stein

Richard P. Weishaupt

Brendan Lynch

Community Legd Services, Inc.
1424 Chestnut Street
Philadelphia, PA 19102-2505
Tel. (215) 981-3742

September 24, 2004
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APPENDIX A
NATIONAL TRENDSIN BLUE CROSS CHARITABLE ASSETS ENFORCEMENT

POLICYMAKERSAND COURTSIN M ANY STATESHAVE DECIDED THAT BLUE CROSSAND

BLUE SHIELD ORGANIZATIONS, | NCLUDING THOSE ORGANIZED AND OPERATED LIKE

PENNSYLVANIA'S BLUESPLANS, ARE CHARITABLE CORPORATIONS THAT M UST SET

ASIDE OR DISTRIBUTE THEIR ASSETSFOR CHARITABLE PURPOSES WHEN THEY M ERGE

WITH OUT-OF-STATE PLANSOR CONVERT TO FOR-PROFIT CORPORATIONS.

Throughout most of its higtory, the nationd Blue Cross and Blue Shield Association
("BCBSA" or "Asociation™) prohibited the use of its trademark for for-profit purposes. In 1994,
however, the Association began dlowing Blues plans to operate as for- profit companies. Blue
Cross of Cdifornia (BCC) was the firgt plan to attempt this conversion to for- profit activity.
Although Blue Cross of Cdiforniainitialy tried to deny it had charitable assets, regulators
forced it to digtribute $3.2 billion in charitable assets for the benefit of Cdifornians (in the form
of two nonprofit foundations, The California Endowment and the Cdifornia HelthCare
Foundation). Since then, over 25 charitable nonprofit Blues plans have proposed some type of
converson transaction.

Many plans origindly tried to avoid their charitable obligations. Regulators, the courts,
and legidators, however, have acted in the vast mgority of statesto prevent Blues plans from
denying their charitable hitories, to treat the Blues plans as charitable trusts, and to require them
to disgorge and digtribute Sgnificant portions of their charitable assetsto serve ther origind,
charitable misson. The Blue Cross and Blue Shield plans may have been established

independently in each state but they dl are tied to each other by a common trademark,

higtoricdly representing to the public that they would meet certain guiddines and andards--the
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most prominent being that they were nonprofit insurers created to serve the public good. This
has been their dogan, their message, and their mode of operation for over haf a century.

A. THE KANSAS COURTS RULED THAT THE BLUESPLAN OWED A CHARITABLE
ASSET OBLIGATION TO THE PEOPLE OF KANSAS.

Blue Cross and Blue Shield of Kansas (BCBSK) denied that it had an obligation to set
asde assats for the people of its state. In 1997, BCBSK filed alawsuit againgt the Kansas
Attorney Genera seeking a declaration that the plan had no charitable trust obligation to the
people of Kansas. In January 1998, the court ruled in favor of the Kansas Attorney Generd.
The court denied BCBSK's motion to dismiss, holding that the Attorney Generd had theright to
enforce charitable obligations and seek damages againgt BCBSK if the Attorney Generd
prevailed in the case. The Kansas Commissioner of Insurance intervened in the case in support
of the Attorney Generd.

In January 2000, ruling on a summary judgment motion, the court found that BCBSK had
possessed charitable assets from itsinception in the early 1940s through 1969, the year the
Kansas legidature repeded the enabling statutes that created Blue Cross and Blue Shield. Blue

Cross and Blue Shield of Kansasv. Stovdl, No. 97 CV 608 (Kan. Digt. Ct., Shawnee County,

Jan. 7, 2000). See aso Blue Cross and Blue Shield of Kansasv. Stovall, No. 97 CV 608 (Kan.

Dist. Ct., Shawnee County, Apr. 5, 2000).

B. THEM 1SSOURI COURTSRULED THAT BLUESPLAN HAD CHARITABLE TRUST
OBLIGATIONS.

Blue Cross and Blue Shidd of Missouri (BCBSMO) emphaticaly denied that it was a
charitable organization when it "restructured” in 1994. As part of its restructuring, BCBSMO

moved gpproximately 80 percent of its business into a for-profit subsidiary caled

i
APPENDIX A



RightCHOICE, but it neither set aside charitable assets nor acknowledged its obligation to do so.
When the Department of Insurance sought to review this restructuring, BCBSMO sued the state.
The court agreed with the state regulator and ruled that the Blues plan maintained a charitable

trust obligation. Order and Judgment, Blue Cross and Blue Shield of Kansas City, Inc. v. Nixon,

No. CV197-330CC (Mo. Cir. Ct., Cole County, Sept. 11, 1998). The court based its decision, in
part, on the fact that for more than 50 years, BCBSK C "took advantage of tax considerations and
gatus in the community based on its pledge to serve a public benefit misson." 1d. The Court of

Appeds of Missouri agreed with the trid court. Blue Cross and Blue Shield of Kansas City, Inc.

v. Nixon, 26 S.W.3d 218 (Mo. Ct. App., W.D., June 20, 2000).

After the Missouri court of gppedls ruled, the parties settled. The settlement cdled for the
cregtion of the Missouri Foundation for Hedlth Inc., which subsequently received approximately
$13 million in gart-up cash and 15 million shares of common stock in RightChoice. The
foundation was vaued at approximately $900 million when RightChoice was acquired in 2000
by Cdifornia-based WellPoint.

C. BLUE CROSSAND BLUE SHIELD OF COLORADO PRESERVES| TS CHARITABLE
ASSETSFOR THE BENEFIT OF COLORADANS.

Blue Cross and Blue Shidd of Colorado (BCBSCO) was a socid welfare organization,
organized under federd law until 1987 as a section 501(c)(4) organization. Further, the plan
charged premiums for hedlth insurance coverage and covered an identified group of people.

When Blue Cross and Blue Shield of Colorado proposed conversion and sale to Anthem
Insurance Companies, Inc. ("Anthem"), the Insurance Commissioner of Colorado preserved the
nonprofit assets, which had accumulated in the nonprofit insurer, for the broader public. In
November, 1999, Commissoner William Kirven 111 approved BCBSCO's proposed conversion
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and sdleto Anthem. As part of the approval process, Commissioner Kirven ensured that the full
far-market vaue of BCBSCO would be preserved. A tota of $155 million was placed in the
Caring for Colorado Foundation, a hedlth conversion foundation.
D. BLUECROSSAND BLUE SHIELD OF NEW HAMPSHIRE M ERGED WITH AN OUT-OF-
STATE M UTUAL IN A TRANSACTION THAT PRESERVED | TS ASSETSFOR THE
BENEFIT OF THE PEOPLE OF NEW HAMPSHIRE.

Blue Cross and Blue Shield of New Hampshire (BCBSNH) was dso asocid welfare
organization organized under federa law until 1987 as a section 501(c)(4) organization. 1t had
covered an identified group of people, had charged premiums, and had not been the insurer of
"lagt resort”.

In 1999, when Blue Cross and Blue Shield of New Hampshire and Anthem announced
that Anthem would purchase BCBSNH, the Blues plan itself acknowledged that, upon a merger
with an out- of-state mutua insurer, it had an obligation to set asde its assets to benefit the
people of New Hampshire. Under the terms of the ded, the full fair-market value of BCBSNH,
approximately $83 million in charitable assets, was set asde in the Endowment for Hedlth, Inc.,
afoundation whose purposeis to improve the heslth of the people of New Hampshire.

E. MAINE'S ATTORNEY GENERAL AND BLUE CROSS AND BLUE SHIELD OF M AINE

NEGOTIATE THE TERMSOF THE COMPANY'S CHARITABLE ASSET OBLIGATION
TO THE PEOPLE OF M AINE.

In 1996, Blue Cross and Blue Shield of Maine (BCBSME) proposed joint ventures with
two nonprofit hospitasin Mainein order to establish for-profit HMOs. Soon theresfter,
BCBSME and the Attorney Genera announced that they had reached an "agreement in

principle’ on BCBSME's charitable status. Because of the longstanding common law charitable
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trust doctrine, the agreement included provision for the passage of legidation that would require
acharitable set-aside in the event of an outright sale to afor-profit corporation.

In 2002, Maine codified this long-standing common law charitable trust doctrine,
requiring that a charitable asset be set asde. When BCBSME and Anthem Insurance Companies
announced plans to "affiliate" in 1999, the companies were required to set aside assets for the
people of Maine. Pursuant to the state law, Maine established a foundation with assets valued at
approximately $81 million from the proceeds of the sde.

F. REGULATORSIN WISCONSIN SET ASIDE $250 M ILLION AFTER WISCONSIN'S
BLUE CROSSAND BLUE SHIELD PLAN CONVERTED TO FOR-PROFIT STATUS.

In 1999, Blue Cross Blue Shield United of Wisconan (BCBSUW) announced its plansto
convert from nonprdfit to for-profit status. BCBSUW proposed to set aside $250 millionina
foundation to support the state's two medica schools. The Insurance Commissioner approved
the plan, but required that 35 percent of the funds be spent on public hedth projects.

Community organizations in Wisconsin thought that the full $250 million should be spent
on public hedth projects, and filed a petition for judicid review chdlenging the Insurance
Commissioner'sdecison. A trid judge heard the case in August 2000 and, in remarks from the
bench, upheld the commissioner's decision, reasoning that he could only reverse the
commissioner's decison if she exceeded her Satutory authority. The Wisconsin court of appeals
agreed, reasoning that, "[w]hile we are not bound by an agency's conclusions of law in the same
manner as we are bound by itsfactud findings, we may nonethel ess defer to an agency'slegd

conclusons" ABC for Hedth, Inc. v. Commissoner of Ins., 250 Wis. 2d 56, 67, 640 N.W.2d

510, 514 (Wis. Ct. App., Dec. 6, 2001) (stating that Wisconsin Statute * 701.01(2) defined a
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charitable trust as one in which the "income or principa presently or in the future must be used
by the trustee exclusively for a charitable purpose").

G.  AFTER YEARSOF NEW YORK'S EMPIRE BLUE CROSS AND BLUE SHIELD

ACKNOWLEDGING ITSCHARITABLE OBLIGATION, NEW YORK'S LEGISLATURE
TRIESTO RE-DEFINE CHARITABLE ASSET.

When Empire Blue Cross and Blue Shield (Empire), the largest Blues plan in New Y ork,
proposed to convert in 1997, it publicly acknowledged its nonprofit obligations and agreed to
preserve 100 percent of its assets for nonprofit charitable purposes. Empire was ahedlth
insurance plan with paying subscribers, was organized as a nonprofit corporation and was
categorized as a section 501(c)(4) socid wefare organization, which exempted both plans from
al federd taxes until 1987.

After the Attorney Genera issued an opinion that Empire could not convert to a for-profit
corporation without a technica change in the nonprofit code, the New Y ork legidature passed
legidation seizing 95 percent of the charitable assets, and sending the remaining 5 percent to a
foundation. (Chapter One of New York's Laws of 2002; Ins. L. * 7317.) Although the
legidature recognized that al of the assets belonged in the public redlm and could not be
diverted to private uses, the law passed dlows the charitable assets to be used for a purpose other
than Empires origind purpose. The Public Asset was dlocated to fund salary increases for
hedlth care workers, many of whom are members of the union which supported the legidation.

In August 2002, Consumers Union, Disabled in Action, Housing Works, the New Y ork
Chapter of the Nationa Multiple Sclerosis Society, the New Y ork StateWide Senior Action
Council, and severd individud policyholdersfiled suit againgt the State of New Y ork and
Empire Blue Cross to block the conversion as proposed, on the grounds that the state legidation
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that authorizesit is uncongtitutional. Consumers Union of U.S,, Inc. v. State of New York, No.

118699/02 (N.Y. Sup. Ct. filed Aug. 21, 2002). While the caseis being litigated, the proceeds of
Empireinitid public offering are in escrow.
H.  REGULATORSINILLINOISAND NEW M EXICO REQUIRED SET-ASIDE OF ASSETS
WHEN BLUESPLANSM ERGED, AND A TEXAS CASE | NVOLVING THE SAME
COMPANY WILL DETERMINE THE DISPOSITION OF ASSETSFOR THE HEALTH OF
TEXANS.
Texans established the firgt plan thet initiated the Blue Cross and Blue Shidd movement
in 1939. Blue Cross and Blue Shield of Texas (BCBST) was organized as a charitable and
benevolent organization and has along history of helping otherwise uninsured petients obtain the
hedlth care they needed by providing low cost insurance initidly on its own and later through
government programs such as Medicare.
In 1996, Illinois Blue Cross and Blue Shidd (BCBSIL) and Blue Cross and Blue Shidd of
Texas submitted proposals to merge. The Texas Attorney Generd immediately sued Blue Cross
and Blue Shield of Texas and related entities, arguing that the assets of BCBST were impressed
with a charitable trust for hedth-care purposes and that its net assets must continue to be used for
gmilar charitable purposesin Texas. After the digtrict court ruled againgt the Attorney Generd,
the parties entered into an interim settlement dlowing the merger to go forward while the charity
issue was appeded. The parties agreed that if the Attorney Genera wins the cherity issue on
apped, the merged entity will pay $560 million over 20 years to afoundation or other charitable
entity providing hedth care asssance to Texans.
In 2003, the Court of Appeals for the Third Judicid Didtrict upheld the tria court=sruling.
Weeks later, the Attorney Genera discovered and shared with the Court of Appedls awritten
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history, which was authorized, underwritten, and published by Blue Cross and Blue Shidld of
Texas, entitled "Lone Star Legacy: The Birth of Group Hospitdlization and the Story of Blue
Cross and Blue Shidd of Texas' (1999). Init, the author stated that BCBST had, in fact,
solicited and received charitable donations over the years. Because of the new evidence, the
Attorney General asked the Court of Appedlsto reconsider its affirmation of thetrid court's
ruling, which the appellate court declined to do. In early 2004, the Attorney Generd filed a
petition for review of this matter with the Supreme Court of Texas. The Supreme Court's
decison is expected in late 2004.

While both the Blues plan in Illinois and the Blues plan in Texas have been arguing thet
the Texas plan has no charitable asset obligation, the holding company that controls both plans,
Hedlth Care Service Corporation (HCSC), acquired the Blues plan in New Mexico (Blue Cross
and Blue Shield of New Mexico, or BCBSNM) and agreed in 2001 to set asde the full, fair-
market vaue of the plan, $20 million, in afoundation dedicated to addressing the hedlth needs of
the people of New Mexico. Similarly, the parent company entered into a settlement agreement
with the Attorney Generd of Illinoisin 2002, under which it set aside $124.6 million in a hedth
care foundation dedicated to the hedth needs of the children of Illinois. While the parties await
the decision of the Supreme Court of Texas, it is clear that the parent company has admitted
obligations to set aside assets for the other two plansit controlsin Illinois and New Mexico.

l. REJECTIONSBY REGULATORSAND WITHDRAWALSBY BLUESPLANS.

Regulators in Washington, Alaska, Kansas and Maryland rejected proposals for their
Blues plans to convert by deeming that the proposa in each state was not in the public interest.
In North Caroling, a Blues plan withdrew its proposa to convert when it faced difficult questions
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from regulators about the degree to which the Blues plan proposed to maintain authority over the
foundation created to receive assets from the converson. Similarly, the Regence Group, the
Blues plansin Idaho, Oregon, Utah, and Washington, withdrew proposdsto "affiliate" with
lllinois-based Hedlth Care Service Corporation after regulators began examining the degree of
control that HCSC was proposing to exert over the charitable assets and the corporate
governance of the four states Blues plans. Regulators questioned whether the companies
proposals to &ffiliate could more accurately be described as amerger, with ultimate control over
the plans charitable assets being ceded to a company outside of the Northwest region.

J. THESUPREME COURT OF SOUTH DAKOTA RULESUNEQUIVOCALLY THAT OUT-

OF-STATE NONPROFIT HOSPITAL CHAIN M UST L EAVE SALE PROCEEDSIN SOUTH
DAKOTA.

Charitable assets must be protected whenever a nonprofit corporation atemptsto dter its
mission or control of itsassets. For example, Banner Hedlth System, a nonprofit hospita chain,
attempted to remove from South Dakota the proceeds from the sde of seven hospitals and
nursng homes and to reinvest them in its nonprdfit facilitiesin Arizona and Colorado. When the
South Dakota Attorney Genera objected, Banner Hedlth System sued him in federa court. The
South Dakota Supreme Court took this case as a " certified question” from the United States
Didtrict Court.

The South Dakota Supreme Court explicitly held that the assets of a nonprofit hedth care

corporation, as well as the proceeds from the sale of those assets, are subject to the law of

charitable trust. Banner Hedlth System v. Long, 2003 S.D. 60, 663 N.W.2d 242 (S.D., May 21,

2003). The court aso held that an out- of-state corporation must leave these proceeds with the
local community upon divestiture.
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In summary, individudly and collectively, the examples above demondirate that Insurance
Commissioners, like the Insurance Commissioner of Pennsylvania, have the authority and
responghility to treat the Blues plans as charitable trusts, and shdl require Blues plansto
disgorge and didtribute significant portions of their charitable assets-- such as excessive surplus

and excessve reserves--to serve their origind, charitable misson.
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