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San Francisco, California
April 5, 2013

Honorable Dave Jones

Insurance Commissioner
California Department of Insurance
Sacramento, California

Dear Commissioner:

Pursuant to your instructions, a Medical Loss Ratio examination was made of the

Blue Shield of California Life and Health Insurance Company

(hereinafter also referred to as the Company) at its home office located at 50 Beale Street, San

Francisco, California 94105.

SCOPE OF EXAMINATION

We have performed a Medical Loss Ratio (MLR) examination of Blue Shield of California Life
and Health Insurance Company to determine compliance with California Insurance Code (CIC)
Section 10112.25 related to minimum medical loss ratio requirements. CIC Section 10112.25
grants the Insurance Commissioner authority to adopt regulations to implement the medical loss
ratio as described under Section 2718 of the federal Public Health Service Act (PHSA). Section
2718 of the federal PHSA authorizes the U.S. Code of Federal Regulation (CFR) Title 45 —
Public Welfare Part 158 to be implemented. This examination covers the twelve months ending
December 31, 2011.

We examined the MLR Annual Reporting Form as completed by the Company and submitted to
U.S. Department of Health and Human Services (HHS) for the 2011 MLR reporting year, to
ensure the validity of the underlying data, accuracy of the rebate calculation, and accuracy and

timeliness of the rebate payments made and reported in compliance with Title 45 CFR Part 158.



Title 45 CFR 8158.403(a)(2) permits the HHS to accept the State’s audit provided it, amongst
other things, reports on the validity of the data regarding expenses and premiums that the issuer
reported to the Secretary of HHS, including the appropriateness of the allocations of expenses
used in such reporting and whether the activities associated with the issuer's reported
expenditures for quality improving activities meet the definition of such activities. Title 45 CFR
8158.403(a)(3) further permits the HHS to accept the State's audit provided it also, amongst
other things, reports on the accuracy of rebate calculations and the timeliness and accuracy of

rebate payments.

OWNERSHIP

The Company is a wholly owned subsidiary of California Physicians’ Service (dba Blue Shield
of California), an independent organization licensed by Blue Cross Blue Shield Association to

offer certain life and health insurance products and services under the Blue Shield brand.

TERRITORY AND PLAN OF OPERATION

The Company is licensed and operates exclusively in the State of California. It is authorized to
write Life and Disability insurance. Direct premiums written in 2011 totaled $1,375,869,257 of
which over 99% is written in accident and health policies that consists of Preferred Provider
Organization (PPO) health plans for individuals; PPO health plans for small, midsize and large

employers; vision; dental; accidental death and dismemberment; and stop-loss policies.

The Company has no direct employees. Employees of Blue Shield of California (BSC), the
Company’s parent, manage the affairs of the Company.

Business is produced through independent agents and brokers, which represent sales for both the
Company and the parent. The Company’s products are primarily marketed through BSC’s
distribution system with a low marketing cost.



MEDICAL LOSS RATIO REPORTING FORM

Title 45 of the U.S. Code of Federal Regulations (CFR) §158.110(b) requires that a report for
each Medical Loss Ratio (MLR) reporting year be submitted to the Secretary of the U.S.
Department of Health and Human Services by June 1st of the year following the end of an MLR
reporting year, on a form and in the manner prescribed by the Secretary. Based on our review of
the filing, the Company filed an acceptable form by June 1, 2012 for the 2011 reporting year and
is in compliance with Title 45 CFR §158.110(b).

Title 45 CFR 8§158.210(a) requires that an issuer must provide a rebate to enrollees if the issuer
has an MLR of less than 85% for the large group market. Title 45 CFR §158.210(b) and (c)
requires that an issuer must provide a rebate to enrollees if the issuer has an MLR of less than
80% for the small group and individual markets. The Company’s MLR and rebate calculations

from the 2011 MLR Annual Reporting Form, Part 5 are as follows:

MLR Components Individual Small Group | Large Group | Notes
Adjusted Incurred Claims 463,725,913 492,709,998 119,636,003
Plus: Quality Improvement 6,239,534 5,730,437 778,105
Expenses
MLR Numerator 469,965,447 498,440,435 120,414,108 1)
Premium Earned 596,404,223 604,165,143 144,591,964
Less: Federal & State (4,627,924) 8,404,894 4,273,821
Taxes and Licensing or
Regulatory Fees
MLR Denominator 601,032,147 595,760,249 140,318,143 2)
Preliminary MLR Before 78.2% 83.7% 85.8%
Credibility Adjustment
Credibility Adjustment N/A N/A 1.4% ?3)
Credibility Adjusted MLR 78.2% 83.7% 87.2% | (4)
Rebate Amount 10,818,579 (5)




COMMENTS ON MEDICAL LOSS RATIO CALCULATION

(1) Medical Loss Ratio Numerator

According to Title 45 of the U.S. Code of Federal Regulation (CFR) 8§158.221(b), the numerator
of the Medical Loss Ratio (MLR) calculation is comprised of incurred claims, as defined in Title
45 CFR 8§158.140, plus expenditures for activities that improve health care quality, as defined in
Title 45 CFR 8158.150, and Title 45 CFR 8§158.151. From the claims data requested, we were
unable to reconcile the totals reported by lines of business to the Company’s claims system
because the claims system was unable to produce claims-level detail by lines of business.
However, we were able to verify the lines of business on a sample basis without exception. It is
recommended that the Company make appropriate changes to its claims system so that it is able
to produce claim reports by lines of business.

We reviewed the reasonableness of the health care quality improvement expenses and confirmed
that the methodology used complied with the narrative provided within Part 4 - Expense
Allocation portion of the MLR Reporting Form and it conforms to the definition of Healthcare
Quality Improvement Expenses as defined in Title 45 CFR 8§158.150, and Title 45 CFR
§158.151. Based on our review, the Company’s allocation methodology and health care quality
improvement expenses reported in the MLR numerator was reasonable and conforms to the

regulations.

(2) Medical Loss Ratio Denominator

According to Title 45 CFR 8§158.221(c), the denominator of MLR calculation is comprised of
premium revenue, as defined in Title 45 CFR §158.130, minus federal and state taxes, and
licensing and regulatory fees, described in Title 45 CFR 8158.161(a), and Title 45 CFR
8158.162(a)(1) and (b)(1). We verified the data used to calculate the premium revenue. Based
on our review, the Company included appropriate premiums earned in the MLR denominator.



We reviewed the appropriateness of the federal and state taxes, and regulatory fees including the
appropriateness of allocations and the definition of such activities. Based on our review, the
Company’s allocation methodology and federal and state taxes, and regulatory fees reported in

the MLR denominator is reasonable and conforms to the regulations.

(3) Credibility Adjustment

According to Title 45 CFR 8§158.232, the credibility adjustment is the product of the base
credibility factor multiplied by the deductible factor. For individual and small group, the
Company’s experience is fully credible. For the large group, preliminary MLR is 85.8% and the
credibility adjusted MLR is 87.2% with a credibility adjustment of 1.4%. The number of life-
years used to calculate the base credibility factor was reviewed without exception. The
Company chose to use a deductible factor of 1.0 in lieu of calculating a deductible factor based
on the average of policies included in the aggregation. Based on our review, the Company

appropriately calculated and applied the credibility adjustment.

(4) Credibility Adjusted Medical Loss Ratio

According to Title 45 CFR §158.221(a), the calculation of MLR is the ratio of the numerator to
the denominator, subject to the applicable credibility adjustment, if any. Based on our review,

the Company appropriately calculated the MLR for each market segment.

(5) Rebate Amount, Calculation and Distribution

According to Title 45 CFR 8158.240, a rebate is required if an issuer's MLR is less than the
minimum percentage. Based on our review, the Company’s MLR exceeded the minimum
percentage for the large and small group markets, but not the individual market. The Company
issued rebates totaling $10,818,579 for the individual market. The Company appropriately

calculated and timely issued rebates for their individual market enrollees.



REBATE NOTICE

According to Title 45 of the U.S. Code of Federal Regulations §158.250(a) and (b), a notice of
rebate is required when the medical loss ratios do not exceed the minimum percentage. The
Company’s MLR did not exceed the minimum percentage for the individual segment enrollees.

Based on our review, the Company issued rebate notices appropriately and timely.

MEDICAL LOSS RATIO INFORMATION NOTICE

According to Title 45 of the U.S. Code of Federal Regulations §158.251(a), a one-time notice of
Medical Loss Ratio (MLR) information is required when the MLR exceeds the minimum
standard. The Company’s MLR exceeded the minimum percentage for the small and large group
markets. Based on our review, the Company appropriately issued MLR information notices.

REBATE PAYMENTS ON SOLVENCY

According to Title 45 of the U.S. Code of Federal Regulations 8158.270(a), rebate payments
having any adverse impact to the Company’s Risk Based Capital (RBC) level requires
notification by the California Department of Insurance to the Secretary of the U.S. Department of
Health & Human Services (HHS). Based on our review, the rebates did not have an adverse

impact on the RBC level that would warrant notification to the Secretary of HHS.

SUMMARY OF COMMENTS AND RECOMMENDATIONS

Current Report of Examination

Medical Loss Ratio Numerator (Page 3): It is recommended that the Company make appropriate

changes to its claims system so that it is able to produce claim reports by lines of business.
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