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The Honorable Joseph Torti, III, Chairman The Honorable Mila Secretary
Financial Condition (E) Committee, NAIC Northeastern Zon ‘
Deputy Director and Superintendent of Superintenden

Insurance and Banking . Departmen sional & Financial

Division of Insurance Reg

Department of Business Regulation Mai

State of Rhode Island ' ‘?ta House Station

1511 Pontiac Avenue, Bldg #69-2 usta, Maine 04333-0034
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- BTN )
The Honorable Joseph G, Murp \ :
Commigsioner of Insurance

Commonwealth of Massa
Office of Consumer A

d Business

Regulation ‘
Division of I sn
1000 Wash reet, Suite 810

Boston, 18-6200
ora®e Commissioner Murphy and Superintendents Torti and Kofman:

suant to your instructions and in accordance with Massachusetts General Laws, Chapter 175,
Section 4, Chapter 176A, Section 6, and Chapter 176B, Section 9, an examination has been made
of the financial condition and affairs of ‘

Blue Cross and Blue Shield of Massachusetts, Inc.

at its home office located at Landmark Center, 410 Park Drive, Boston, MA 02215-3326. The
following report thereon is respectfully submitted.



Blue Cross and Blue Shield of Massachusetts, Inc.

SCOPE OF EXAMINATION

This statutory examination of Blue Cross and Blue Shield of Massachusetts, Inc., hereinafter referred
to as “the Company,” “the Corporation,” “BCBSMA,” or “the Plan,” is as of December 31, 2009,
including any material transactions and/or events occurring subsequent to the examination date and

noted during the course of this statutory examination. \g

~ control of the examination staff of the Massachusetts Division of Insurance (the “Divi

The current examination was conducted at the direction of and under the overall managem. E ?

accordance with standards established by the NAIC Financial Condition (E) Committee a

with the requirements of the NAIC Financial Condition Examiners’ Handbook, t rnlnatlon
standards of the Division and with Massachusetts General Laws (“M.G.L.””). Re ives from
the firm of KPMG LLP (“KPMG”) were engaged by the Division to assist j amination by
performing certain examination procedures at the direction of and under 1l management of
the Division’s examination staff. This assistance included a rey accounting records,
information systems, taxes, investments, and actuarially deterny oss and loss adjustments

eXpense reserves
The principal focus of the examination was 2009 a Q swever transactions both prior and
subsequent thereto were reviewed as deemed rop The examination was conducted
following the NAIC Risk Focused Examinatio

In addition to a review of the financial con@of the Company, the examination included a review
of the Company’s business policieggan ces, corporate records, provider contracts, reinsurance
treaties, conflict of interest disc ements, fidelity bonds and other insurance, employees’
pension and benefits plans, di overy plan, and other pertinent matters to provide reasonable
assurance that the Comp in compliance with applicable laws, rules and regulations. In
planning and conducti amination, consideration was given to the concepts of materiality and
risk and exammatl were directed accordingly. '

In determm
team

gﬂ ope of the statutory examination, after review and evaluation, the examination
nce on certain work papers provided by the Company's independent auditor, Ernst
(“E&Y”). Wherever possible and wherever deemed appropriate and effective, E&Y’s

indeperMent work product was used to define, support, document and expedite the overall
ination process. '

Status of Prior Examination Findings

The prior report of examination did not have any findings.




Blue Cross and Blue Shield of Massachusetts, Inc.

-HISTORY

General

* Blue Cross and Blue Shield of Massachusetts began as the Associated Hospital Service Corporation

of Massachusetts in 1937. The Corporation aimed to spread the cost of hospital treatment among a
large group of employed persons and, upon its opening, was the twenty-sixth plan of its kind in the

- United States, differing from others in its offering of statewide coverage. In 1939, the name Blu

Cross was officially adopted by the American Hospital Association as the national symbol for t
Hospital Service movement and in 1941, Blue Shield was established as a result of physmab

1n the prepayment concept of financing health care.
?iapt to the
0 Separate

Over the years, “Blue Cross” and “Blue Shield of Massachusetts” continued to grow
needs of consumers, offering ever-increasing comprehensive coverage.

organizations merged to become Blue Cross and Blue Shield of Massachuse d continued as
part of a national network of affiliated plans, the Blue Cross and Blue ssociation
In 1992, BCBSMA launched an insured Health Maintenance Org n (HMO) line of business

in®Mme with the interests of the

branded as HMO Blue. The product reflected a change tha
i th insurance to managed care.

emerging market and represented a transition from tra

The Blue Cross Blue Shield of Massachusetts F%iat (BCBSF) was founded in 2001. The
Foundation is committed to expanding high qu% ¢ access to the underserved in Massachusetts

in line with the original charter ?
The Company is also the sole corpaat er of The Health Care Assistance Foundation (HCAF).
HCAF’s mission is to promo& are of the elderly, disabled, and other persons who are
experiencing financial hards to provide limited financial assistance for their care. .

In 2003, BCBSF cr &

independent and san source for information and analysis of the Massachusetts Medicaid
Program (o d to as “MassHealth) and seeks to promote a broader understanding of the
MaSSHealtmn _

InlJ WOS , pursuant to a Master Reorganization Agreement (MRA), BCBSMA transferred its

transferred on April 1, 2005) to Blue Cross and Blue Shield of Massachusetts HMO Blue, Inc.

MO Blue), a separately incorporated, and a wholly-owned subsidiary of BCBSMA. Since January

1, 2005, HMO Blue has provided hospitalization, medical and other health benefits as a licensed

health maintenance organization. HMO Blue operates as a nonprofit, charitable organization and

qualifies as a tax-exempt social welfare organization under Section 501 (c¢) (4) of the Internal
Revenue Code. :

i’gure ealth maintenance organization line of business (with the exception of Blue Care 65, which

Massachusetts Medicaid Policy Institute (MMPI). MMPI is an

Nl



Blue Cross and Blue Shield of Massachusetts, Inc.

Capital and Surplus

Capital and Surplus consists of capital contributed to the Company and the excess of revenues over
expenses since inception. The total admitted assets, total liabilities and capital and surplus of the
Company for the years ended 2007 through 2009 are shown in the following schedule:

Total Total Capital and
Year Admitted Assets Liabilities Surplus

2007 $1,848,962,248 §$1,143,214,354  $705,747,894 o :

2008 1,841,061,426  1,226,894,335 614,167,091
2009 1,576,768,624 852,873,021 723,895,603

TERRITORY AND PLAN OF OPERATIOb a

The Corporation is licensed to transact business in the Commonw: assachusetts. Blue Cross
and Blue Shield of Massachusetts, Inc. is headquartered in Bo As of December 31, 2009,
BCBSMA’s service area included all of Massachusettgg cus on the greater metropolitan
Boston area. : Q

PR S

The Company offers the following insu; cts:
o ‘ | N
¢ Blue Care Elect — BQI& Elect is a ‘non-gatekeeper’ type preferred provider
organization (PPQ) es two levels of benefits—a higher level of benefits for health
care services furni %referred providers and a lower level of benefits for health services
furnished by n&n‘ed providers. Blue Care Elect is subject to Massachusetts General
I .

Laws Chap‘ . :
. Ind@lans — Indemnity plans are “traditional” plan options that provide full or partial
at

ion for hospital and/or physician and other professional health services, These
‘ , which are approved under Massachusetts General Laws, Chapters 176A and 1768,
lude the Blue Cross and Blue Shield Plan.

Q o Point-of-Service Plans -— Pomt of-service (duaI certificate) plans are comprised of two

separate health benefit plans: an HMO plan and an indemnity plan, The “in-network” portion
is an HMO Blue plan offered by Blue Cross and Blue Shield of Massachusetts HMO Blue
Inc. that is licensed under Massachusetts General Laws, Chapter 176G, The “out-of-network™
portion is an indemnity plan approved under Massachusetts General Laws, Chapters 176A
and 176B. These plans include Blue Choice, Blue Choice New England and Access Blue
Plus.



Blue Cross and Blue Shield of Massachusetts, Inc.

¢ Nongroup Guaranteed Issne Preferred Provider Plans — PPO Blue Direct and PPO
Basic Blue Direct are nongroup guaranteed issue preferred provider plans in accordance with
Massachusetts General Laws, Chapter 176M. (These plans were closed to new membership
effective July 1, 2007.) :

e Medex Plans — Medex plans are Medigap insurance programs that supplement benefits
available under the Medicare Program (Part A and Part B only). Group Medex plans include
Medex 3, Medex Silver and Medex Core. Direct-Billed Medex plans are offered to nongroup
individuals and include Direct-Billed Medex Bronze and Direct-Billed Medex Core.

¢ Medicare Prescription Drug Plans — Medicare Prescription Drug Plans are Medi
D prescription plans. These plans include Blue Medicare RX Direct and Blue Med

Group ?
* Dental Plans — Dental plans are group insurance plans that prov or partial

compensation for dental care services. These plans include Dental and Dental Blue

PPO. These dental plans may include coverage for preventive, 1ve prosthodontic

(tooth replacement), major restorative (crowns, inlays and o d orthodontic services.
PROVIDER CONTRA%‘

The Company arranges for the provision of health %ervlces to its subscribers and eligible

dependents thereof through contracts with. physi providers and other health care providers.
Physician providers and such other organizatio iMividuals are and shall be deemed to be, forall

purposes, independent contractors with t any, and shall not be characterized as officers,
employees or agents of the Company ments are in compliance with Massachusetts statutes
and regulation 211 CMR § 52, \ ‘

RESERVES

@for determining its claims incurred but not yet reported, which are
alm payment patierns, healthcare trends and membership and includes a
se changes in claim frequency and severity. Amounts incurred related to prior
previously estimated liabilities as the claims are ultimately settled.

The Company use
based on hj
provision fi

e
IQIG ealth Actuaries prepared independent estimates of the Unpaid Claim Liabilities (UCL) as of
mber 31,2009 and prior periods. For December 31, 2009, completion factors for the projection

Q‘ultir_nate claims were developed using historical payment patterns and actuarial judgment. “Low”

and “High” estimates were developed by subtracting the claims paid-to-date from the actuarial range
of incurred estimates. As the BCBSMA business pays fairly quickly, the range of estimates for the
December 31, 2009 UCL is narrow and the actuarial estimates are similar to BCBSMA’s estimates
with hindsight through September 30, 2010.

BCBSMA made a separate provision for Claim Adjustment Expenses (LAE/CARE) in 2009 and the
resulting expense percentage levels used are within industry norms. The Company’s premium
deficiency reserve calculation was reviewed and found to be reasonable, The calculation indicated
that no premium deficiency reserves were required as of December 31, 2009.

5
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Blue Cross and Blue Shield of Massachusetts, Inc.

REINSURANCE

In January 2008, the Company entered into a dental reinsurance and administrative services transfer
agreement with USAble Life, Inc (“USAble Life™), a wholly-owned insurance subsidiary of Life and
Specialty Ventures, LLC (“LSV”). The proportional share dental reinsurance agreement between
BCBSMA (reinsured) and USAble Life (reinsurer) transfers 51% of dental insurance risk to USAble
Life effective January 1, 2008, The difference between the amount arrived at by subtracting the
aggregate value of clalms incurred plus the ceded commission from the reinsurance premlum
invoiced monthly and settled between the parties within 45 days. The settlement amou

USAble Life was $1,011,000 and $755,000 at December 31, 2009 and 2008, respectivel

The Company has a reinsurance agreement with HM Life Insurance Compan Life”) in
connection with the Federal Employee Vision Program to cede 100% of the g M Life. The
Company has a Specific Excess of Loss Reinsurance agreement with AC erican Insurance

~ Company to provide the Company with increased capacity to write | and maintain its

exposure to loss within its capital resources. All three relnsurance ts cannot be unilaterally
cancelled except for nonpayment of premiums,

INCOME‘A
On January 1, 2005, BCBSMA transferred the@ ons of its health maintenance organization to
HMO Blue in exchange for the assum a

ptio
BCBSMA received opinion letters fr(w counsel covering three issues; (1) that BCBSMA
should not recognize taxable ing % n upon the transfer of assets to HMO Blue; (2) that the
transfer would not constitute a% al change of BCBSMA’s business and BCBSMA would
continue to qualify as an exi ue Cross Blue Shield organization under Internal Revenue Code
Section 833(¢c) (2); and Blue should be a tax exempt organization.

rposes, the Company is treated as a stock property and casualty insurance

For federal inco s

company syl §s ecial provisions of the Internal Revenue Code applicable to Blue Cross and
Blue Shi izations. Accordingly, the Company is subject to Alternative Minimum Tax
provig

Mas&

creby the Company’s income is taxed at a rate of 20%. The Company is exempt from
etts state income taxes.
er the asset and liability method, the Company provides for deferred taxes for the estimated

ﬁre tax effects attributable to future taxable or deductible temporary differences between amounts

recognized in its financial statements and income tax returns. These items primarily represent
depreciation and amortization, post-retirement benefits, certain accrued liabilities, accrued pension
costs and discounting of unpaid claims liabilities and expenses.

BCBSMA'’s December 31, 2009 provisions and roll forwards for federal income taxes were reviewed
by KPMG. Based upon the assumptions and assertions by Company management, the tax provisions
for income tax and current and deferred tax balances appear reasonable.

bilities of the HMO. Prior to this restructuring,

S
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Blue Cross and Blue Shield of Massachusetts, Inc.

MANAGEMENT AND CONTROL

Articles of Organization and By-Laws

The name and purposes of the Corporation are set forth in the Articles of Organization. The
Corporate By-Laws, the powers of the Corporation and of its members, directors and officers, and all
matters concerning the conduct and regulation of the affairs of the Corporation are subject to the

Articles of Organization. \

Members and Membership | o c

The Company’s By-Laws indicate the following regarding its corporate membershib

aembers of the

Members — [n accordance with the Company’s By-Laws, the Annual Meetingg
Company is to be held on the third Wednesday of March, or on such other d8#®March as shall be
fixed each year by the directors, the chair of the board or the chief executf&eWfTicer and stated in the
notice of the meeting. The members also serve as the Board of Dj s of the Company, which
consists of no less than eleven and no more than 31 members, T se of the Annual Meeting is
the election of Directors and the transaction of such other husg may come before the meeting,
The members shall also include persons having the g ns required by any applicable law
governing the composition of the Board of Direcfgrs. bers and Directors of the Corporation
shall be elected in accordance with Section 2 of e II (Directors) of the Corporate By-Laws,

Board of Directors ' o
o) ’

The By-Laws specify that the bus affairs of the Company are controlled by a Board, the size
of which is determined at each eeting of the members. Each Director must be a member of

d may be called on notice by the Secretary upon request by the Chair of the Board, the Chief

tr. of such other business as may properly come before the'meeting Special meetings of the
Ecutlve Officer or two or more Directors.
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Blue Cross and Blue Shield of Massachusetts, Inc.

At December 31, 2009, the Board was comprised of eighteen (18) directors, which was in |
compliance with the Company By-Laws, Directors duly elected and serving at December 31, 2009,
and business affiliations, are as follows:

Director Principal Occupation Tenure
George R. Alcott I1I President, Local 1301 Communication Workers of 4 years

- America \
Mara G. Aspinall CEO, On-Q-ity, Inc. | 2 ea@
Brian M, Barefoot President Emeritus, Babson College o
Samuel Cabot III Chairman, Samuel Cabot, Inc. 1 S
Helen G. Drinan -~ President, Simmons College , 15 years
Richard C. Garrison President, Bink, Inc. ' 9 vears
Paul Guzzi President and CEO, Greater Boston Chamber a 9 years

Commerce ' é

Robert J. Haynes President, Massachusetts AFL-CIO o 19 years
Marian L. Heard President and CEQO, Oxen Hill Partner; 18 years
Philip W. Johnston President, Philip W. Johnston Ass 3 12 years
Cleve L. Killingsworth, Chairman, President and CE s and Blue 5 years
Jr. ! _ Shield of Massachusetts . :
Karen E, Kruck Partner, Walker Lane it

Gloria Cordes Larson President, Bentley U
William G. Lavelle, M.D. P:ofessor - and

p 2 years
RISty _ 4 years
' of

18 years

James H. Lunt Presi CEO, Rogers, Lunt & Bowlen 16 years

, Bingham McCutchen LLP ' 8 years
, Boston University School of Public Health 6 years
rincipal, The Wiley Group : 6 years

Ralph C. Martin I
Robert . Meenan, M.D
Benaree Wiley

L Mr, Killi
elected C

resigned from the Company effective March 16, 2010. Paul Guzzi was
the Board as of March 4, 2010.

<«
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Blue Cross and Blue Shield of Massachusetts, Inc.

Committees of the Board

The Board may delegate such of its powers as it considers advisable, lexcept those powers which by
~ law, the Articles of Organization, or the By-Laws may not be so delegated, to such committees as the
. Board or the By-Laws may from time to time establish. All committees shall serve at the pleasure of

the Board.

The current standing committees of the Board are as follows:

<

- management of risks, and deals with all matters affecting the awé

\

fulfilling its oversight responsibilities with regard to the audit of the Company’s
statements and the financial reporting process, the system of internal accoun
financial controls, the internal audit function, the annual independent audit of mpany’s
financial statements, and the legal compliance and ethics programs of t any, The
Committee sets the overall “tone” for quality in financial reportj

Audit Committee - The Audit Committee provides assistance to the Board of DlrecEr?\

prised of at least five
of experience in financial

internal and external auditors. The Audit Committee should be
independent Directors. At least one member should have
work, and all members should have some degree of fin
Audit Executive and the independent auditor rectly to the Committee and
administratively to the Chief Financial Ofﬁcelq |
Finance and Business Performance Co

Committee assists the Board in its over,
performance of the Company. It revi
also has oversight of the Comp
Performance Committee s
and CEO shall be an ex ¢
regular, nonvoting p

itte® The Finance and Business Performance
Kesp’onsibility for the financial and business
lements of the financial and business plan and
investment activity. The Finance and Business
ul not less than five members. The Chair of the Board

ber without vote. The Chief Financial Officer shall be a
. At least two-thirds must be independent Directors.

Human Resource ittee — The Human Resources Committee provides assistance to
the Board of Di 11 its oversight responsibilities of the human assets of the Company.
The Commi s the Company in its efforts to produce sufficient leadership talent now
and in t e, as well as sound practices for all associates. The Human Resources
hall be comprised exclusively of independent Directors,
nce Committee — The Governance Committee makes sure that skilled Directors are
to the Board, that Board Committees have the necessary mix of content expertise and
ership, and that the Committees are addressing the appropriate strategic issues. With
oversight of Board policy, the Governance Committee aligns the Board to its business
purpose and defines the relationship between the Board, senior officers of the Company, the
Company’s customers, and the community. The Governance Committee shall be comprised
of not less than five or more than seven members, all of whom shall be independent
Directors.
Health Care Delivery and Quality Committee — The Health Care Delivery and Quality
Committee provides assistance to the Board of Directors in its oversight responsibility for
service to BCBSMA’s members and coordinating the quality of health care delivery with
providers. The Health Care Delivery and Quality Committee shall have a majority of
independent Directors. The Chair of the Committee shall preferably be a physician or
someone with a strong healthcare background.

9
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Blue Cross and Blue Shield of Massachusetts, Inc.

Officefs

The Corporate By-Laws require that the Corporation has as its officers a Chair of the Board, one or -
more Vice Chairs of the Board, a President, one or more Executive Vice Presidents, one or more
Senior Vice Presidents, a Chief Financial Officer, a Chief Actuary, a Chief Legal Officer, a
Secretary, a Treasurer, one or more Assistant Secretaries, and one or more Ass1stant Treasurers, The
Chair and each Vice Chair of the Board must also be Directors. -

The Directors may elect or appoint from time to time such other officers with such powers and du‘ues\*
and for such terms, not exceeding three years, as the Directors may determine, The Directorgh
the authority to fix and determine the salaries and compensation of all officers. o

All officers elected by the Board or members may be removed at any time for causgvote of a
majority of the Directors then in office, provided that an officer may be removed only after
a reasonable notice and opportunity to be heard before the Board. All ofﬁce by the Board
may .be removed at any time without cause by vote of a majority of the rs then in office.
Vacancies in any office, however occurring, may be filled by the Dlrecté

The powers granted by the By-Laws to any officer or ofﬁcers 0 oration shall be in addition
to and not in limitation of any authority granted by vote ctors

The Chair of the Board and each officer of the Co rat1 who is elected or appomted pursuant to

the By-Laws must be annually sworn and thej hs entered on record in the books of the
Corporation. The Secretary, the Treasurer, e tant Secretary and each Assistant Treasurer are
covered by an existing Fidelity Bond. The officers and their respective titles at December 31,
2009 were as follows: PN '

Officer
Cleve L. Killingsworth, Jrgl

Gloria Larson * ice Chair and Lead Director
Allen P. Maliz Chief Financial Officer and Treasurer

Sandra L. Jeio‘ Executive Vice President, Chief Legal Officer and Asmstant

rman, President and Chief Executive Officer

Secretary
Fredi Sh Senior Vice President and Secretary
Keit 1 Senior Vice President and Assistant Treasurer

ilian®Wi. Cushing, Jr. Senior Vice President and Chief Audit Executive
Vertes Senior Vice President and Chief Actuary

— Mr. Killingsworth resigned from the Company effective March 16, 2010. Paul Guzzi was elected Chair of
the Board as of March 4, 2010, William Van Faasen, BCBSMA's retired President and CEO, returned to
serve as President and CEO on an interim basis from March 16, 2010 through September 7, 2010, Andrew
Dreyfus, the Company’s Executive Vice President of Health Care Services was selected as the President and
CEQ on September 7, 2010.
*_ Ms. Larson’s position as Vice Chair and Lead Director was changed to simply Vice Chair when the role of
Lead Director was climinated. This occurred on March 4, 2010 when the roles of the Chair and CEO were
formally separated and Paul Guzzi was elected as Chair of the Board.

— Ms. Vertes was replaced as the Chief Actuary by Allen Maltz who assumed the position of Interim Chief
Actuary on December 14, 2010.

10



Blue Cross and Blue Shield of Massachusetts, Inc.

Conflict of Interest Procedures

The Company has adopted a conflict of interest policy statement. The Company has an established
procedure for the disclosure to the Board of any material interest or affiliation on the part of any
officer or director which is in or is likely to conflict with his/her official duties.

Each Director of the Board shall annually deliver to the Board, at or about the time of the Annual
Meeting, a true and complete conflicts of interest statement (a “Conflicts Statement™) in the form\

approved by the Board; provided that each person described above shall deliver only one Conﬂ@
Statement regardless of the number of positions listed above that he or she holds. Each '
shall promptly update his or her most recent Conflicts Statement upon the occurrence of nt

that makes the information contained in such Conflicts Statement no longer true or would be
required to be reported in such Conflicts Statement at the time it is delivered to d.

The completed Conflict of Interest Disclosure Statements for Direct icers and Senior
Managers for 2007, 2008 and 2009 were reviewed. No discrepancies wi ed in the response to
the General Interrogatories regarding conflicts of interest as reflec ¢ Company’s December
31, 2009 Annual Statement.

Corporate Records \ Q

Articles of Incorporation and By-Laws

A review of the By-Laws indicated thﬁ ere amended effective December 14, 1993.

L/
Board of Directors Minutes &\

@mittee meetings for the period under statutory examination were
read and indicated t eetings were held in accordance with the Company By-Laws and the
laws of the Com ealth of Massachusetts. Activities of the committees were reported upon at
various me the Board.

The minutes of the Bo

Man ontinuity and Nationa! Emergency

*Company provides for the continuity of management and operations in the event of a catastrophe
' ational emergency in accordance with Massachusetts General Laws, Chapter 175 §§ 180M- -
Q 80Q. , |

Corporate Governance

The Company’s Board of Directors has significant influence on the entity’s control consciousness.
The Board, through its own activities and supported by its audit committee, is responsible for
overseeing all financial reporting policies and procedures. The Board appears appropriately
experienced and qualified as there has not been any significant turnever on the Board since the last
Examination.

11



Blue Cross and Blue Shield of Massachusetits, Inc.

During the period under Examination and through completion of examination fieldwork, it appears
that the Company’s internal audit department objectives and strategies are clear and well-
documented. Audits were performed on a regular basis with results communicated to senior
management, the respective department heads and external auditors. The Company’s external
auditors did not identify any deficiencies in internal controls that were considered to be material,

o\g

AFFILIATED COMPANIES

Organization Chart ' ' . o
A summary of ownership and relationship of the Company and its operatin aries and
affiliated companies as of December 31, 2009 is illustrated below: E
BLUECROSS AND BLUESHIELD
OF MASSACHUSETTS, INC.

BLUECROSS BLUESHIELD QF MASSACHUSETTS BENEFIT INDIG URANCE SERVICES, BLUECROSS AND BLUESHIELD
MASSACHUSETTS FOUNDATION ADMINISTRATORS, LLC LLC OF MASSACHUSETTS HMO
FOR EXPANDING HEALTHCARE BLUE, INGC.

ACCESS
MASSACHUSETTS MEDICAID BLUECROSS BLUESHIELD CORE ADMINISTRATIVE
POLICY INSTITUTE, ING. VENTURES, ING. {173%) SYSTEM I, LLC
BLUECROSS BLUESHIELD
PARTNERS LP (17%)
B.P. INFORMATION, LLC (18,94%) COBALT BENEFITS GROUP, LLC LIFES SPECIALITY
{50%) VENTURES, LLC (27%)

12



Blue Cross and Blue Shield of Massachusetts, Inc..

Related Party Transactions -

BCBSMA and HMO Blue operate under common Board of Directors management and control. The
Company participates in a bilateral inter-company agreement with HMO Blue to settle any claims,
fees, administrative expense allocation and pass-through cash and expenses paid by one company on
behalf of the other company. '

Both BCBSMA and HMO Blue have an undmded interest in what had been BCBSMA’s property
and equipment. The initial basis of the property and equipment were systematically allocated to each\
company. Ongoing depreciation expenses are charged to each company based on utilization.

Existing employees of the Companies (the “Associates”) are either concurrently empioye th
BCBSMA and HMO Blue or solely employed by BCBSMA. Those individuals solely@aployed by
BCBSMA include senior level management. The compensation, benefits ﬁistrative
expenses of the concurrently employed Associates are charged to BCBS MO Blue in
accordance with their provision of services to each company. ‘\%

With respect to individuals solely employed by BCBSMA, the p portion of compensation,
benefits and administrative expenses attributable to services p o HMO Blue is charged to
HMO Blue on an arm’s length basis, including a mark- ﬁ on paymaster arrangement has
been set up for payroll and payroll related benefits. An angement has been established for
payment of claims and operating expenses and re ds. The Companies’ pension and post-
retirement benefits plans (benefit plans) continu tgsponsored by BCBSMA and BCBSMA will
continue to be liable for the benefit plans. BC arges HMO Blue, as a participating employer
of the benefit plans, a fee based on HMO llocated share of the benefit plans’ expenses.

er of two Foundations (“Foundations”): Health Care
Assistance Foundation, Inc. (“ and Blue Cross Blue Shield of Massachusetts Foundation,
Inc. (“BCBSF”) and as such, variety of powers, including appointment and approval of board

The Company is the sole corp

which provi endent research and support on matters related to Medicaid in Massachusetts.
BCBSM d substantial financial support to BCBSF of $1,399,000 and $3 531,000 in 2009

& ectively.

I&go Insurance Services, LLC (“Indigo™) is a wholly-owned for-profit subsidiary of BCBSMA, The
_ idiary acts as an insurance agency and provides BCBSMA with the ability to offer a more
Q comprehensive portfolio of products and services. Those products initially include group and
- voluntary life insurance, accidental death and dismemberment insurance, as well as group. and
voluntary short and long-term disability insurance.

members. &
'BCB SF is the so @D orate member of the Massachﬁsetts Medicaid Policy Institute, Inc. (“MMPI™),
&

and

BCBSMA has an 18.9% ownership interest in B.P, Informatics, LL.C (“BPI”"). BPI was formed by
BCBSMA and Blue Cross and Blue Shield Plans from Arkansas, Florida, and North Carolina. Health
Care Services Corporation and Highmark, Inc. joined BPI in 2007 and 2008, respectively. BPI was
established to address the need for greater transparency in health care cost and quality.
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Blue Cross and Blue Shield of Massachusetts, Inc.

In 2008, the Company acquired a 27% ownership interest in Life and Specialty Ventures, LLC
(“LSV”), an insurance holding company. ISV is a joint venture between Blue plans of
Massachusetts, Arkansas, Florida, Hawaii, and Tennessee created to offer a broad range of insurance
products and services to individuals and groups.

In 2008, BCBSMA and HMO Blue committed to invest $20,000,000 in BlueCross BlueShield
Ventures, Inc. (the “General Partner”) and BlueCross BlueShield Venture Partners, L.P. (the

“Partnership”), in the form of purchase of 20 Class A shares of the General Partner and a 17% \*

limited interest in the Partnership in accordance with the Assignment and Assumption Agreement,

BlueCross BlueShield Ventures is a strategic corporate venture fund formed by eleven Blue Cr¢

and Blue Shield plans to invest in emerging companies that will bring greater innovation, e

consumer-focus and transparency to healthcare. BCBSMA has contributed $1,493,000 and 00
in 2009 and 2008, respectively, to the Partnership. At December 31, 2009, the Co y had an
ocutstanding contingent commitment for additional funding of $7,832,000 related ¢ equity

contributions in the Partnership.

In 2009, BCBSMA and HMO Blue management decided to manage the@atlon of the Blue Core
administrative system (“Blue Core”) by maintaining it in separ 1ted liability corporations
named Core Administrative System I,-LLC (“CASI”) and C @ nistrative System II, LLC
(“CASII”). Given that Blue Core is jointly owned by B nd HMO Blue, a new separate
~wholly-owned and controlled LLC was created for ea y. On June 1, 2009, BCBSMA and
HMO Blue each transferred its respective share ofglue Wre to CASI and CASII in exchange for a
10-year note receivable in the amount of the net b alue at the date of transfer. Each note accrues
interest at a rate of four percent (4%) per year unded daily and paid quarterly. On the same
date, BCBSMA and HMO Blue each enter s-length 10-year service agreements with CASI
and CASII, respectively, for access &o ue Core, under which both BCBSMA and HMO Blue
will make quarterly payments in t of $2,359,000 and $2,092,000 due to its subsidiarics,
lue have each guaranteed the $30,000,000 indebtedness of
ured loan agreement with Banc of America Leasing & Capital,
> the Companies had a combined liability of $27,196,000. Both loans
. Pursuant to the terms of this guarantee, the Companies would be
¢ event of a default by CASI and CASII.

CASI and CASII related to
LLC. As of December 3
will mature on July

required to perfod

On Dece , 2009, BCBSMA executed a Joint Ownership Agreement with Blue Cross Blue
ont (“BCBSVT”) whereby BCBSVT and BCBSMA jointly own and operate a new

Shie
en'it& alt Benefits Group, LLC (“Cobalt™), for the purpose of administering third-party

inistration business. BCBSVT established Cobalt as a limited liability company owned by
prehensive Benefits Administrator, Inc. (“CBA™), which is a wholly-owned subsidiary of
atamount Insurance Services, Inc. (“CIS™), which is a wholly-owned subsidiary of BCBSVT. Per
the terms of the agreement, CBA transferred some of its assets and liabilities to Cobalt, including its
ownership interest in Employee Benefit Plan Administration, LLC (a wholly-owned subsidiary of
CBA), operational contracts, furniture and equipment, company records and files, goodwill, and
employees,

14
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- enter into an agreement with the Division granting the Division discretionary authority to require

Blue Cross and Blue Shield of Massachusetts, Inc.

Upon completion of this transaction on December 31, 2009, BCBSMA purchased a 50% ownership
in Cobalt from CBA for $5,600,000. In conjunction with the Cobalt purchase transaction, on
December 31, 2009, BCBSMA has created a new wholly-owned subsidiary organized under MGL
section 156C as a limited liability company named Massachusetts Benefit Administrators, LLC
(“MBA”). MBA markets and sells third-party employee benefit administration services.

BCBSMA and HMO Blue have jointly entered into two revolving credit agreements, Borrowings
under these lines of credit bear interest on a fixed or floating interest rate basis. The facilities are
unsecured and one facility for $100 million, which matured in June 2010, has been renewed until\
June 2011 and the second facility matured in October 2010 and has been renewed for $50 milli

until June 2011. There are no amounts outstanding under these credit facilities at Decc@

2009.

As of December 3 1, 2009 the BCBSMA inter-company balances with HMO Blu ) Indigo,
BPI and Foundatlons were as follows (000°s):

Receivables ' P
2009 2008 200 2008

HMO Blue $35,929 . $18 761 $0
CASI 7 - -
Indigo 191 ? - —
Foundations 319 - 2,354

BPI — -
Totals $36,446 ,105 $0 $2,354

’ .

FIDELI AND OTHER INSURANCE

bond coverage with an authorized Massachusetts insurer. The
eeds the NAIC suggested minimum,

The Corporation maintai
aggregate limit of liabj

In addition *insurance, the Company has further protected its interests and properties by

gt
policies of iw covering other insurable risks. Coverage is provided by insurers licensed in the
Comw of Massachusetts and was in force as of December 31, 2009.

‘ COMMITMENTS AND CONTINGENCIES

As a condition of granting an HMO license to HMO Blue, the Division required the Companies to

either company to issue a surplus note to the other company if either of the company’s health risk-
based capital (“RBC”) is significantly higher than the other company’s RBC. Under the terms of its
license with Blue Cross and Blue Shield Association, BCBSMA has also entered into a unilateral
agreement with HMO Blue to guarantee all current and future financial obligations of HMO Blue.

15
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The Company pledges certain of its securities as collateral for a Depository Agreement with the
Blue Cross and Blue Shield Association to meet certain licensure standards. Cash and investments
of the Company include $174,708,000 and $182,972,000 at December 31, 2009 and 2008,

respectively, of securities that are pledged.

LEASE OBLIGATIONS

The Company and HMO Blue jointly have a long-term operating lease agreement for
approximately 500,000 square feet of office space for its corporate headquarters. The term of the
lease is 15 years, commencing in May 2000, with an option to extend for one period of four ye
and eleven months, 6

The Company and HMO Blue jointly entered into several other long-term, noance}able

operating lease agreements for office space and equipment. These leases have, or were
extended through various dates in 2010. For the years ended December 3 wd 2008, the

Company recorded rental expense of approximately $12,178,000 and $1 0, respectively.

At December 31, 2009, allocated minimum rental commitments M nificant non-cancelable
operating leases for the Company are as follows (000s):

2010 $16,656
2011 Q 15,564
2012 \ 110,293
2013 10,296

2014 o 8,677
Thereafter oo 3,564

 /
In addition, the Companies@an agreement with an outside vendor to provide certain
T s

information technology
operations. The Compf
$61,161,000 per ye

In2009,t

31, 2009:§

re(‘
PENSION AND OTHER POST RETIREMENT BENEFIT PLANS

Qll employees are eligible to participate in the Retirement Income Trust Plan (“RIT”), whlch
grants benefits to retired employees at various levels based on age and years of service, The
Company also participates in two noncontributory retirement plans for eligible employees and
sponsors a defined benefit plan covering medical, life and dental benefits.

Accumulated benefit obligations for fully and partially vested participants in the RIT were $461.5
million and $413 million at December 31, 2009 and 2008, respectively. Fair value of the plan
assets for the RIT were $434.6 million and $341.4 million at December 31, 2009 and 2008,
 respectively. The net periodic benefit cost for 2009 and 2008 was $31.9 million and $8.4 million
for the RIT and $10.5 million and $10.9 million for the post-retirement benefits plan, respectively.

16
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ies’ management decided to change the IT services provider. As of December
dance with Statements of Statutory Accounting Principles (SSAP) No. 5 BCBSMA
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Blue Cross and Blue Shield of Massachusetts, Inc.

A minimum pension liability is required when the actuarial present value of accumulated plan
benefits exceeds plan assets and accrued pension liabilities. The minimum pension liability
adjustment, net of tax benefit, is reported as a change in surplus. The Company reported a pension
liability adjustment of $22,208,000 and ($22,693,000) in the years ended December 31, 2009 and
2008, respectively. - '

plan, BCBSMA contributes an amount equal to 65% of employee contributions, up to a maximum
of 6% of each employee’s compensation, subject to pretax Internal Revenue Service limits. T
Company’s contribution for the 401(k) plan was $4.5 million and $4.3 million for 2009 an
respectively. AtDecember 31, 2009, the fair market value of these plan assets was $288.9

BCBSMA also has a savings 401(k) plan for eligible employees. Under the employee savings \*

for BCBSMA and HMO Blue combined. - _ 9 :
LEGAL PROCEEDINGS e
- The Company is involved in pending and threatened litigation of aracter incidental to its

business or arising out of its insurance operations, and is from i t ¢ involved as a party in
various governmental and administrative proceedings. t continues to monitor these
matters, and believes the Company has accrued adeq sewes against potential liabilities.

ACCOUNTS \E

The Company’s internal control struct discussed with management through questionnaires
and through a review of the w rmed by the Company’s independent certified public
accountants, Ernst & Young 009, and including work papers generated to support the

requirements of the Sarbane y Act.of 2002,

As part of its engage, the Division, KPMG performed a review and evaluation of the control
environment of &n any’s IT systems. The NAIC’s Information Systems Questionnaire (ISQ)
completed mpany was reviewed and interviews with Company management and IT staff
o gather supplemental information and corroborate the Company’s responses to the
d was a review of the documentation supporting Management and Organization

were con
ISQ.
(C{i:r pplication Systems Development and Maintenance Controls, Operating and Processing

CORDS

trols, Logical and Physical Security Controls, Contingency Planning Controls, Personal
puters, Local Area Network (LAN), Wide Area Network (WAN) and Internet Controls. The

Q ontrol environment of the Company’s information systems was found to have in place sufficient
internal controls. ' :

No material internal control weaknesses were noted in connection with the examination, nor were
any such matters reported in the CPA firm’s filings with the Division. The Company uses an
automated general ledger system. Trial balances were traced from the general ledger and supporting
documents to the 2009 Annual Statement. No material exceptions were noted.
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Blue Cross and Blue Shield of Massachusetts, Inc,

FINANCIAL STATEMENTS
The Finaﬁcial Statemenf section includes the following: Page
Statutory Statement of Assets, Liabilities and Capitﬁl & Surplus as of December 31, 2009 19
Statement of Revenue and Expenses for the Year Ended December 31, 2009 | 20 \*
Capital & Surplﬁs for the Year Ended December 31, 2009 , oo
Statement of Changes in Capital & Surplus for Three Years Ended December 31, 2 22

permitted by the Commonwealth of Massachusetts Division of Insur by the National
Association of Insurance Commissioners as of December 31, 2009,

O
- 0dl
>
O
0\\
&
&
(\ |

The following financial statements are presented on the basis of accoun‘?ﬁ prescribed or

QO
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B]ue Cross and Blue Shield of Massachusetts, Inc.

Statutory Statement of Assets, Liabilities and Capital & Surplus

Total liabilities, capital and surplus b3

19

As of December 31, 2009
Statutory Per
Annual examination statutory
statement adjnstment examination
Assets:
Bonds _ Ny 445,944,004 — % 445,944,004
Stocks: ’

Preferred stocks 750,000 — 75

Common stocks 128,251,418 — 128
Real estate:

Properties occupied by the company 121,350,436 — 121, 6.
Cash, cash equivalents and short-term investments 116,416,175 — 416,175
Other invested assets 425,894,522 - ,894,522

- Receivable for securities 2,727,450 — @ 2,727,450

Subtotals, cash and invested assets $  1,241,334,005 1,241,334,005

Investment income due and accrued 3,720,385 0 3,720,385

Premiums and considerations:
Uncollected premiums and agents’

balances in the course of collection 56,350,418 ‘ — 56,350,418

Amounts recoverable from reinsurers 7.012,5 7,012,567

Amounts receivable relating to unisured plans 157 — 157,648,220
Current federal and foreign income tax

recoverable and interest thereon 1, 96 — 1,335,496
Net deferred tax asset 4,585,120 — 14,585,120
Electronic data processing equipment and software ,582,574 — 4,582,574
Receivables from parent, subsidiaries and affiliates 36,445,832 — 36,445,832
Health care and other amounts receivable 20,298,356 — 20,298,356
Other than invested assets 33,455,651 — 33,455,651

Total assets ’\o $  1,576,768,624 — % 1,576,768,624

Liabilities: ' &

Claims unpaid $ 178,560,091 — 178,560,091
Unpaid claims adjustment ex 4,268,714 -— 4,268,714
Aggregate health policy re, 4,204,573 — 4,204,573
Premiums received in 75,831,824 — 75,831,824
General expenses d 03,696,843 93,696,843
Current federal ausako i

payabl t thereon 3,340,085 — 3,340,085
Ceded rein preminms payable 8,502,112 — 8,502,112
Amou d or retained for the )

others 233,009 — 233,009
) Pay I securities 8,942,184 — 8,942,184
iabilTty for amounts held under uninsured

accident and health plans 179,141,749 — 179,141,749

ther liabilities 296,151,837 —_— 296,151,837
Total liabilities $ 852,873,021 — % 852,873,021

Capital and surplus:
Unassigned funds (surplus) 723,895,603 723,895,603
Total capital and surplus 723,895,603 — 723,895,603

1,576,768,624

$ _1,576,768,624




Member Months

Net premium income

Change in unearned premium reserves
and reserve for rate credits

Total revenues

Hospital and Medical:

Hospital/medical benefits
Other professtonal services
Emergency room and out-of-area

Prescription drugs

Subtotal

Less : Net reinsurance recoveries
Total hospital and medical

-Claims adjustment expenses
General administrative expenses

’
Total underwriting &&o;s

Net investment income

Net realized capital |
N

Net. loss

b ther federal income taxes

Blue Cross and Blue Shield of Massachusetts, Inc.

Blue Cross and Blue Shield of Massachusetts, Inc.
Statement of Revenue and Expenses
For the Year Ended December 31, 2009

Statutory Per
Annual examination statutory
statement adjustment examination
$ 12,026,810 = s 120
2,315,615,176 — 26615,176
3,628,666 —_@ ,628,666

2,319,243,842

1,585,152,938
197,303,757
38.,893,62

QO

2,319,243 842

1,585,152,938
157,303,757
38.893,628
309,353,569

2,130,703,892

477,956 —

- 65,477,956

.225,936 —

2,065,225,936

155,941,119 —
102,724,612 —

155,941,119
102,724,612

2,323,891,667 —

2,323,891,667

Net underwritir@ (4,647,825) — (4,647.825)
35,852,638 — 35,852,638
(50,583,775) e (50,583,775}
tment losses (14,731,137} — (14,731,137}
income (expense) 317,704 — 317,704

ital gains tax and ‘
(19,061,258) — (19,061,258)
d foreign income taxes incurred 2,244,442 — 2,244,442
$ (21,305,700) — 8 (21,305,700)

Net loss

o’
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. Blue Cross and Blue Shield of Massachusetts, Inc.
Capital & Surplus
For the Year Ended December 31, 2009

Statutory Per
Annual examination statutory
statement adjustment examination \

Capital and Surplus, December 31, 2008 $ 614,167,091 — $ 614,167 lo
Net income or (loss) (21,305,700) — (21,3

! Change in net unrealized capital gains and :

i fosses less capital gains tax ' (10,801,740) — ,801,740)

! Change in net deferred income tax 3,046,406 - 46,406
Change in nonadmitted assets 116,581,474 — 81,474
Aggregate write-ins for gains (losses) in _ : :

surplus 22,208,072 22,208,072

Net change in capital and surplus 109,728,512 109,728,512
Capital and Surplus, December 31, 2009 $ 723,895,603 — 723,895,603

04

S aO
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Blue Cross and Blue Shield of Massachusetts, Inc.
Statement of Changes in Capital & Surplus
For Three Year Period Ended December 31, 2009

2007 2008 2009
Capital and Surplus, prior year $ 028,187,598 § 70577147894 §$ 614,167,091
Net income (loss) 145,628,465 83,702,718 (21,305,760) *
Change in net unrealized capital gains (losses) 4,602,259 (93,122,998) (10,801,740,
Change in net deferred income tax 36,006,957 16,321,061 3,0
Change in nonadmitted assets and related items {108,964,122) {75,788,721) 116
Change in surplus as a result of other write-ins ' 286,737 (22,692,863) 22, 2

Net change in capital and surplus for the year 77,560,296 (91,580,803) %,728,5 12
Capital and Surplus, December 31, current year  § 705,747,894 § 614,167,091 3,895,603

L/
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ACKNOWLEDGEMENT

This is to certify that the undersigned is a duly qualified Certified Financial Examiner (CFE) and
that, in conjunction with KPMG LLP, applied certain agreed-upon procedures to the accounting and
corporate records of Blue Cross and Blue Shield of Massachusetts, Inc. in order for the Division of
Insurance of the Commonwealth of Massachusetts to fulfill the Commonwealth’s requirements\*

regarding periodic Statutory Examinations of Massachusetts' domiciled insurers. o
The undersigned’s participation in this Statutory Examination as the Examiner-in e
encompassed responsibility for the coordination and direction of the statutory gkamination

- performed which was in accordance with, and substantially complied with, tandards

-Condition Examiners’ Handbook. This participation consisted of involv t in the planning
(development, supervision and review of agreed upon procedures), admy on, review of work
papers and preparation of the statutory examination report.

established by the Financial Condition (E) Committee of the NAIC and éE C Financial

The cooperation and assistance of the officers and employ@ lye Cross and Blue Shield of
Massachusetts, Inc. extended to all examiners duri rse
acknowledged.

of the examination is hereby
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