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Introduction

The Department of Managed Health Care (DMHC) is California’s HMO watchdog.  Created in 2000 to ensure “access to quality health care services and to protect and promote the interests of enrollees,” the department affects over 22 million health plan enrollees, 90 health plans, and numerous physicians organizations, hospitals, and individual medical providers.  

Over four years, the DMHC built a reputation as a strong and effective consumer advocate.  However, it garnered less enthusiasm for its handling of plan-provider financial relationships.  The DMHC has promulgated – or is in the process of promulgating – several important regulations and opinions, at least one of which has been contentious enough to have been challenged in court and, in effect, overruled by new law.

The Senate Insurance Committee convened this oversight hearing to explore the policies for managed care regulation of  the DMHC’s new Director, Ms. Lucinda “Cindy” Ehnes.  Director Ehnes has several years’ experience with consumer protection in general and with health insurance in particular, and previously served in the department as Deputy Director of the Office of Plan and Provider Relations, the small office in the DMHC tasked with overseeing the relationship between HMOs and providers.  

Director Ehnes has stated that the department’s focus will include ensuring that medical groups are financially solvent and that plans reimburse them on time.  

This paper begins with a brief statement about Knox-Keene, and is followed by a discussion of three key issues to be reviewed during the oversight hearing:  DMHC oversight of the solvency of risk-bearing organizations, the proposed WellPoint-Anthem merger, and independent medical review.  Committee staff submitted over 30 questions to the DMHC and received replies. These replies are incorporated into the text of this background paper, but are also available separately to committee members.

The ABC’s of Knox-Keene


The needs of patients and their care is the central focus of Knox-Keene.  For example, Section 1342 of the Health and Safety Code sets forth the following intent of the Legislature in regulating HMOs (in brief):


(a)
Ensure the role of professionals in determining subscriber and enrollee needs;

(b)
Ensure that subscribers and enrollees are educated about their health care so that they can make rational choices;

(c )
Prosecuting “malefactors” who defraud through bogus health insurance;

(d)
Helping to ensure quality care at the best price by transferring the risk of health care from patients to providers;

(e)
Promoting the interests of subscribers and enrollees;

(f)
Ensuring financial stability;

(g)
Ensuring continuity of care;

(h)
Ensuring expeditious and thorough review of subscriber and enrollee complaints.

As the committee reviews the activities of the DMHC, attention should be focused upon whether the Legislature’s intent is being fulfilled, as set forth above, through the reported activities of the DMHC.

With respect to the proposed merger of WellPoint and Anthem, the committee may wish to pay particular attention to the subject of money set aside for senior managers. Press reports indicate that hundreds of millions of dollars may have been set aside for senior managers, through either golden parachutes or bonuses, should the merger be consummated.  The potential conflict between self-enrichment by senior managers and the needs of plan enrollees for a stable partner in the health insurance market is already recognized in Knox-Keene.  More information on the WellPoint-Anthem proposal is contained within this background paper.

I.       Greater oversight of RBO solvency and provider reimbursement

Director Ehnes has publicly indicated that a new focus of the DMHC will be to ensure the fiscal solvency of Risk Bearing Organizations (RBOs), including ensuring that plans reimburse RBOs on time.  Staff recommends that committee members consider the following questions when reviewing the department’s new emphasis:

1. What is the current problem with the fiscal solvency of RBOs and prompt provider reimbursement?

2. How can these problems be measured or quantified?

3. How can they be adequately addressed?

4. How can the Legislature determine the DMHC’s success in addressing the problems?

      The following questions, asked by committee staff of the DMHC regarding this topic, are included by way of reference in the discussion:

a. Please comment on the current fiscal health of risk-bearing organizations, including any reasonable explanations for the recent decline in medical group financial closures.

b. In her December 5, 2001 report to Assemblyman Keith Richman on the budget and daily operations of the department, the Legislative Analyst wrote that while some had interpreted the department’s authority in regulating provider-plan relationships broadly, the department has decided not to involve itself in questions over fair or sufficient levels of payment by plans to providers.  Has the department reconsidered its need to regulate provider reimbursements?

c. Please report on any department activities pursuant to the AB 1455 regulations that went into effect January 1st of this year.  Particularly, have any enforcement actions been taken against any plan to date.

d. Please comment on the ability of the department to identify and take action against provider groups that are engaged in unfair payment patterns (e.g., to non-contracting emergency providers).

The information below generally reflects both the DMHC’s responses and committee staff’s additional research. 

Discussion:  RBO Solvency


RBOs are organizations of physicians that contract with HMOs to provide specialized or full-service health care to enrollees.
  The California healthcare market is distinguished in part by the high levels of risk that doctors’ groups assume from HMOs by accepting fixed per-enrollee payments for their services.  In the late 1990s, these began failing, disrupting the continuity of care for tens of thousands of patients in different regions of the state.  


Observers understood the rash of medical group closures to stem in part from a lack of oversight or regulations governing the finances of RBOs.  In response, California enacted legislation aimed at better defining the financial responsibilities of RBOs.  SB 260 (Speier, c. 529, statutes of 1999) directed the DMHC to develop regulations providing the following:

· A process for grading risk-bearing organizations using specified criteria;

· A process for RBOs to provide financial information to a single external party to grade the risk-bearing organization;

· A process for corrective action plans;

· Disclosure from health plans to risk-bearing organizations;
· Reporting by health plans as to the risk arrangements with each risk-bearing organization.

When the DMHC issued its “SB 260 regulations,” however, it provoked strong objection from doctors’ groups as well as some in the Legislature who felt that the regulations went against the stated intent of the enabling legislation.  According to a Senate Insurance Committee analysis, “the proposed regulations as written by the DMHC would have required the Director to release all RBO financial information to the public.  As such, all information, even of financially solvent RBOs, including information that is part of the negotiating process between a plan and an RBO, would be made available to the plan.”
  


Ultimately, the California Medical Association (CMA) successfully sued the DMHC to prevent implementation of the regulations (CMA v. Zingale), the judge having ruled that the sections pertaining to data collection from RBOs and the confidentiality of their submission to the department were “arbitrary and capricious.”  On May 14, 2002, Legislative Counsel issued an opinion that the DMHC is prohibited from collecting data from RBOs only until new regulations are adopted, and that the DMHC is required by the statute to adopt new regulations.  


Over 2 years have passed since this Legislative Counsel opinion, and yet no new regulations have been put into effect pursuant to SB 260.  


In response to committee questions, DMHC reports that it has recently completed drafting revised SB 260 regulations, including financial data collection and corrective action plans for deficient organizations, and “is optimistic that the formal rulemaking process can be completed by the end of the calendar year.”  Until the regulations go into effect, however, the department does not collect financial information directly from RBOs.  Instead, it receives certain information about RBOs through filings that health plans are required to make with the department, including “any information suggesting that a medical group has experienced an event that may materially alter its ability to timely reimburse provider claims.”
  


Since passage of SB 260, and despite the fact that regulations have not been issued, financial closures of RBOs dropped significantly in recent years.  According to the DMHC, in 1999, 13 RBOs closed due to financial reasons, affecting 2.4 million enrollees; in 2003, 5 closed, affecting 19,000 enrollees.  According to Cattaneo & Stroud, Inc., so far in 2004, the total is 1 closure.
  The DMHC credits the decline in financial failures to a number of factors, including:

· Greater public awareness, which has encouraged medical groups to “implement more fiscal discipline….”;

· More thorough health plan auditing;

· An RBO conversion from cash-basis accounting to accrual accounting;

· The department’s requirement that all RBOs prepare annual audited financial statements;

· The department’s risk arrangement disclosure requirements, which have “provided medical groups with more information to better evaluate the nature of the financial risk that they are assuming….”;
Timely and Fair Provider Reimbursement


The praise that the DMHC garners for its patient advocacy has been tempered  by criticism of its unwillingness to more aggressively regulate financial relationships between HMOs and providers.  Section 1367(h) of the Health and Safety Code requires that health plan contracts with providers be “fair” and “reasonable.”  As the Legislative Analyst wrote in her December, 2001, report on the department, “While some have interpreted the provision to grant the DMHC broad authority, the DMHC has interpreted this more narrowly.  Specifically, the DMHC does not interpret ‘fair’ and ‘reasonable’ to mean that it shall be involved in issues relating to the sufficiency of payment or plan-medical group contracts.”  Rather, as the Legislative Analyst points out, the DMHC concentrates on ensuring that contracts are clear and understandable, that they are sufficient to ensure patient access, and that plans have procedures in place to monitor RBO solvency.  Still, some argue that the DMHC has done too little to ensure that contracting and non-contracting providers are adequately compensated for treating plan enrollees.  


In response to concerns that plans were unfairly denying providers adequate reimbursement, in 2000 California enacted legislation requiring health plan contracts to provide for a fair, fast, and cost-effective dispute resolution mechanism (AB 1455, Scott, c. 827).  Specifically, the bill did the following:

1. Required plan contracts with providers to have a fast, fair, and cost-effective dispute resolution mechanism open to contracting and non-contracting providers for billing disputes;

2. Increased interest penalties for unpaid, uncontested claims and for contested claims determined to be payable;

3. Prohibited a plan from engaging in an unfair payment pattern, as defined;

4. Allowed the Director to impose monetary penalties for engaging in unfair payment patterns;

5. Required the DMHC to adopt regulations ensuring that plans adopt the dispute resolution process.

The  “AB 1455 regulations” took effect only in January of this year, and the department reports that most claims for this year are still in their normal filing period.  According to the department, providers still have almost one year to dispute a payment in a plan’s dispute resolution process.  The department reports opening six enforcement cases due to complaints of unfair payment practices, and it has taken three enforcement actions in the past month: “Two of the three matters involved letters of admonishment, but no penalties were issued because the number of claims not paid in a timely manner were minimal (about 2% of total claims).”  To date, there have been no referrals to enforcement actions based on unfair payment practices, although the department reports that prior to January 1, 2004, 27 actions were taken for untimely claims payment violations. 

The DMHC has been collecting provider dispute data from active, full-service plans since at least October of 2002.  In March of this year, the DMHC issued a report to the Legislature on health plans’ dispute resolution mechanisms, including data received from plans between October 1, 2002 and September 30, 2003 on the number of providers who used the dispute resolution process and summary data on how those disputes were resolved.  According to the report:

· The 45 active full-service health plans reported 146,527 provider disputes in 2003 – an 86% increase compared to 2002.  The department attributed part of the steep increase to “more accurate data collection and reporting procedures…and the greater awareness on the part of providers as to the availability of this process”;

· The DMHC estimated that one provider dispute is filed for every 150 health plan enrollees;

· As for the results of the provider disputes mediated through the dispute resolution process, the department found that 53% are decided in favor of the provider – an 8% decrease from the 2002 reporting period;

· The DMHC concluded that “the high percentage of favorable rulings for providers suggests that health plan dispute resolution mechanisms do provide a viable avenue to resolve provider disputes without resorting to costly litigation.”  (A similar conclusion was reached for specialized health plans, where a higher percentage of disputes (66%) are resolved in favor of providers than in full-service plans.)   

Looking Forward

Although the DMHC is newly committed to ensuring the fiscal solvency of RBOs, and the fair and timely payment of provider claims, it is not clear that the department considers either issue to be problematic in today’s health care market.  Closures are down in recent years, and the department interprets the data it has collected on provider disputes to indicate that dispute resolution mechanisms are working as intended.  The DHMC has reported to the committee that before it can identify any systemic claims payment problems, more information is needed:

It is estimated that HMOs and their capitated providers process in excess of 15 billion health care claims per year.  The DMHC’s receipt of approximately 3,000-5,000 provider complaints per year, while significant, does not by itself represent widespread systemic issues.  It is necessary to identify the specific claims payment problem areas in order to fashion appropriate enforcement and remedial action strategies.  Are non-contracted providers more likely to have claims payment disputes than contracted providers?  Are emergency room providers more likely to have claims payment disputes than non-emergency providers?  If so, is the reimbursement level too low or the billed charges too high?  Once determined, appropriate corrective action strategies can be developed in these areas.

Stakeholders have submitted information to the committee suggesting that inadequate provider payments have had a measurable effect on the health care market, specifically on enrollee access to medical care.  For these stakeholders, access is affected by a declining number of doctors willing to contract with HMOs.  CMA, for example, cites a study published in 2002 by the Center for Health Professions at the University of California, San Francisco, which found that “physicians in California are dropping out of managed care.”  According to the report:

Only 58% of patient care physicians in the state are accepting new patients if the patient has HMO insurance coverage. The percentage of specialists with HMO patients fell from 77% to 62% between 1998 and 2001. The rate of physician participation in private HMO plans is approaching the historically low rate of physician participation in MediCal, the state’s insurance plan for low income Californians.  A privately insured HMO patient in California now faces almost as much difficulty as a Medi-Cal patient in obtaining a new patient appointment with a new doctor.  The problem of lack of availability of physicians in many regions of the state is largely due to physicians not accepting patients with certain types of health insurance (or without health insurance altogether) rather than due to an absolute shortage of physicians practicing in California.

CMA also notes that DMHC data from 2002 show 684 of the 1291 urgent consumer complaints filed by the HMO Help Center had to do with access and referral.
  Further, according to the CMA, the department’s 2003-04 HMO Quality of Care Report found that 13% of medical groups are rated as having “poor” timely care and access, and 69% are rated “fair.”  

Finally, CMA indicates that plans may be falling short of a regulatory requirement to maintain an adequate ratio of providers to enrollees.  Title 28 of the California Code of Regulations, Subdivision (d) of Section 1300.67.2 states that: 

There shall be at least one full-time equivalent primary care physician for each two thousand (2,000) enrollees, or an alternative mechanism shall be provided by the plan to demonstrate an adequate ratio of physicians to enrollees.

Although the regulation clearly specifies that provider-enrollee ratios are to be calculated on a “full-time equivalency” basis, reflecting the number of doctors actually available to care for a plan’s enrollees, CMA has found that in reporting their ratios, plans score all of their contracting doctors, leading to the impossible statistic that 271,335 physicians practice with plans in California despite there being only about 80,000 doctors licensed to practice medicine in the state.  The concern is that in mis-reporting their provider-enrollee ratios, plans have been able to gain approval by the DMHC for products that may threaten enrollee access to care.
    

In testimony submitted to the committee by the California chapter of the American College of Emergency Physicians, the group states its perspective that the failure of plans to fairly and promptly reimburse non-contracting emergency providers threatens access to the EMS system.  Specifically, Cal/ACEP notes that “in 2000, the Department had the authority to act on over 30,000 Medi-Cal Managed Care claims that had been appealed and had accumulated at the Department of Health Services…but in the end, they did nothing….  In 2001, the DMHC’s representatives participated in a Senate Office of Research Report entitled ‘Stretched Thin – Growing Gaps in California’s Emergency Room Backup System.’  This study highlighted numerous damaging impacts of managed care on the EMS system, however the Department again did nothing in response to the manifest threat.”

The data presented by CMA and Cal/ACEP suggest that there may be current information (e.g., regarding access) available to the department to gauge the adequacy of provider payments.  Although the department attributes the rise in provider disputes to a greater awareness of dispute resolution mechanisms, that, too, may be a yardstick for judging payment adequacy.  

The committee will want to discuss with the department ways that it will measure its success in enforcing SB 260 and AB 1455 regulations.  Will success be scored by an increase in enforcement actions?  By the continued low number of medical group failures?  By an increase in the number of provider disputes adjudicated in favor of the provider?  By a decrease in the number of provider disputes per enrollee (or per claim, assuming the department could collect this data)?  By a healthier EMS system and better enrollee access to contracting doctors within HMO networks?  By fewer patients in emergency rooms?

II.
Greater public input into the DMHC’s decision-making

7 Million Californians Impacted By Proposed Wellpoint-Anthem Merger


For purposes of this section, staff recommends that committee members consider the following questions:

1. Will access to health care, and the quality of health care, be improved, diminished or in any manner changed should the proposed merger be completed?

2. How does the Legislature want the DMHC to enforce the Knox-Keene act with respect to this and future, proposed mergers? (See above, “The ABC’s of Knox-Keene)

3. What does the Legislature want the DMHC to cover during its July 9, 2004 hearing on the proposed merger?

The following questions, asked by committee staff of the DMHC, are included by way of reference in the discussion that follows:

a.
Please outline the DMHC’s position on how much medical group information is appropriately made available for public review.

b.
Please provide the committee an update on any other DMHC activities regarding prompt payment.

c.
Please state how many times the Director of the DMHC has relied on Section 1343 (b) to exempt persons or plans from the provisions of the Knox-Keene Act, and the circumstances of those waivers.

d.
Please comment on the recent health insurance trend of increasing out-of-pocket costs for enrollees.
A $16.4 billion merger of two giants of healthcare – WellPoint and Anthem---was announced in October of 2003.  The United States Department of Justice gave its approval in February 2004, and in March the Association of Blue Cross and Blue Shield Plans gave its approval.  Shareholders of both companies approved the merger on June 28th.  

7 million California WellPoint members are impacted by the proposed merger, and the new plan would cover 16 states, including California. WellPoint also plays a critical role in publicly-financed health care as the largest provider of managed care through Medi-Cal (844,775 enrollees), Healthy Families (279,572 enrollees), and AIM (9,096 enrollees).
  DMHC notes that these figures amount to 24% of Blue Cross of California’s business.  Blue Cross’ market share for Medi-Cal participation was 25.83%, Healthy Families 39.67%, and Medicare participation was 4.09%.  In the private market, individual enrollment in California is about 52,200 and small group enrollment is 221,735, about 6% of the plan’s overall business.



On Friday, June 18th,  the Chair of this committee and the Chair of the Assembly Select Committee to Investigate the Merger of California Health Insurance Providers sent a letter to Governor Schwarzenegger and Insurance Commissioner Garamendi asking that public hearings be held on the proposed merger.
  The Insurance Commissioner held a hearing on Wednesday, June 23, 2004, and the DMHC announced that it would also hold a hearing on July 9, 2004.
  

The DMHC announcement cited four “key issues” as part of its review process:

1.
Whether the proposed merger will facilitate or impede the ability of Blue Cross of  California to maintain appropriate administrative and organizational capacity as required by Knox-Keene;

2.
Whether the merger will reduce or generate additional administrative expenses for Blue Cross of California in violation of Knox-Keene;

3.
Whether the merger will facilitate or impede the ability of Blue Cross of California to remain compliant with the financial requirements of Knox-Keene;

4.
Whether the merger will result in the expansion or termination of current Blue Cross of California products, programs or markets.

WellPoint is required to remain in compliance with the provisions of Knox-Keene in order to retain its license in California.  The department has released 14 draft “undertakings” to respond to the four key issues.
  Among other matters, the undertakings discuss the continued participation of WellPoint in Healthy Families and Medi-Cal, require that decisions about medical necessity be made by California-based personnel, bar the upstreaming of cash, bar encumbering of WellPoint assets with Anthem debt, and require that Tangible Net Equity will be 50% higher than the legally-required minimum.  The July 9th public hearing can be used to “flesh out” the details of these undertakings, but staff would recommend that committee members review the following (see appendix for references):

*
There is only one undertaking that specifically addresses access to HMO coverage.  In effect, it’s a guarantee of an offer of coverage under another Blue Cross product, with a waiver of pre-existing conditions, should an existing product be discontinued. (Issue 4, undertaking B, regarding reduction in product availability). This undertaking does not guarantee affordability.

*
Blue Cross is required to maintain its “efforts” in Healthy Families, Medi-Cal and AIM on the “same basis” as prior to the merger, assuming the same market and economic conditions as currently exist. (Issue 4, undertaking B, regarding reduction in product availability).  Is this a meaningful undertaking or a prescription for failure, since markets and economic conditions change constantly?  

*
The DMHC notes that Blue Cross’ administrative expenses were 14% in 2001, 13% in 2002, and 12% in 2003 (as a percentage of total premium).  Above 15% is the threshold for a possible public hearing on excessive administrative expenses.
  Blue Cross’ premiums have been growing very fast in recent years, making it easier to keep administrative expenses, even rising expenses, under the 15% cap.  What would happen if premium growth slows, levels off or even declines?  Will the company be in violation of Knox-Keene?  

While management and the board of the two companies are optimistic about the long-term prospects of the combined companies, there are no guarantees.  Should the new company be financially weaker as a result of the merger, for example, the impact upon access to care and quality of care could be devastating. Weiss Ratings, a respected financial ratings company, makes this point about HMO finances:

“The consequences of dealing with a financially strapped HMO or health insurance company often go far beyond the potential loss of premium dollars. Consumers depending on a weak healthcare company can suddenly find themselves with reduced coverage, less access to specialists, and poor customer service as the company cuts costs in an attempt to regain its financial footing.”

The California Medical Association (CMA) has noted that WellPoint has 7 million members in California, and that the company’s “…Form 10-K filings with the SEC suggest that much of WellPoint’s premium revenue increases are due to the California region—from increase in the number of members and premium amounts, leaving the impression that Californians are financing WellPoint’s expansion throughout the United States.” 
  CMA also noted that Anthem is a smaller, less profitable company than WellPoint.  For example, Anthem’s total assets reached $13.9 billion as of March 31, 2004 and WellPoint’s stood at $16 billion.  Anthem’s net income for the year ending December 31, 2003 was $774.3 million and WellPoint’s $935.2 million.
 
CMA also noted that Leonard Schaeffer, WellPoint’s long-time CEO, has a change of control completion bonus in his employment agreement.  CMA estimated that Mr. Schaeffer stands to earn at least $21.5 million should the merger be completed and if all of the relevant provisions of his employment agreement are triggered, but noted that WellPoint itself estimated that termination of Mr. Schaeffer’s employment would result in him earning $45.3 million if employment was terminated as of July 31, 2004.
  One of the draft undertakings would require these and other payments related to the merger be paid for from Anthem assets rather than Wellpoint assets.

CMA further noted that the HMO Report Card produced by the DMHC ranked Blue Cross 8th out of 10 major plans  for “Getting Care Quickly,” 6th out of 10 for “Getting Needed Care,” 8th out of 10 for “Customer Service,” and 6th out of 10 for “Paying Claims.”
  Citing Consumers Reports, CMA noted that its survey of readers ranked Blue Cross of California 39 out of 49 for all plans surveyed, and in the lowest category of “Worse” for “Access to Doctors.”  CMA argues that Blue Cross already has an “…inability to deliver accessible care to its enrollees.”  

DMHC noted that, “In 2002, compared to other plans reviewed, Blue Cross of California rated from fair to good in the following areas: Care for Staying Healthy (Fair); Care for Getting Better (Fair); Care for Living with Illness (Good); Doctor Communication and Service (Good); and, Plan Service (Good).”  DMHC listed four undertakings to address this concern:

*
Maintenance of California-based personnel and duties to ensure that medical necessity and utilization issues are resolved under California law;

*
Payment by Blue Cross of any costs of audits needed to verify that the above undertaking is fulfilled;

*
All books of the business are to remain in California, absent approval by the DMHC;

*
Blue Cross reasserts and reaffirms prior undertakings (prior undertakings unspecified). 

Based upon the factors discussed in its comments to this committee and the Select Committee, CMA already believes there is strong evidence that Blue Cross is failing to comply with the Knox-Keeene core requirement that “all services must be readily available at reasonable times to each enrollee consistent with good professional practice.”
  After summarizing Blue Cross’ definition of “medical necessity,” CMA concluded that it probably violated Knox-Keene’s mandate that the physician determine the patient’s needs and that medical decisions not be unduly influenced by fiscal and administrative management.
  Committee staff was unable to identify any of the proposed undertakings that might address the concern expressed by CMA.

In its written responses to this committee, the DMHC noted that the DMHC’s “…ability to moderate steadily increasing out-of-pocket costs for enrollees is limited because additional health care costs would then need to be priced into higher increases in premiums.”
 Despite this partial disclaimer of control over premiums, excessive administrative expenses are within the control of the DMHC because California law prohibits excessive administrative expenses in HMOs.  Section 1378 of the Health and Safety Code was enacted to ensure that as much as is reasonably possible is dedicated to payment of health care.
  Title 28, California Code of Regulations, Section 1300.78, states that administrative expenses are not to exceed 15% or the Director may call a hearing on excessive expenses.
  

WellPoint, according to the CMA, reports 78.9% of its revenue going to care for patients.  The rest went to administrative costs and profit.  8.1% was pre-tax profit (4.8% net after tax), and DMHC’s figures indicate that WellPoint is close to the 15% threshold.   Excessive administrative expenses trigger excessive premiums. The undertakings attempt to reduce the possibility of excessive expenses.  Presumably, the July 9th hearing will allow all stakeholders to assist the DMHC in determining if expenses  will be reduced per enrollee (as asserted by WellPoint), or increased (as asserted by critics), due to a merger.  
By point of reference, the remuneration to managers in the WellPoint proposal would, for example, equal approximately $14 per enrollee in California for every $100 million of remuneration earned through the merger.
 At $76 million in potential payments related to the merger (CalPers estimate), the CEO’s package could cost nearly $11 per California enrollee.  Is the CEO of WellPoint worth this much to enrollees? Under the Knox-Keene Act, the Director of the DMHC is able to ask this type of question, and to receive an answer, as a condition of continued licensure.

Additional Questions:

1.
If the merger goes through and access to qualified physicians declines after a few years, what can DMHC do to correct this problem?

2.
What “hammer” exists to enforce the undertakings, and what forum (court/arbitration/Director of DMHC) can be used to enforce the undertakings?  For example, will the DMHC revoke WellPoint’s license if it violates the undertakings (presumably sending 7 million Californians into the health insurance market overnight) or use a different tool?  Is WellPoint simply “too big to fail and too big to effectively regulate”?

3.
What do businesses get from this proposed merger?  Can the DMHC assure businesses that savings from the new company will be reflected in lower health insurance costs?

The Power of the Director to Selectively Waive Provisions of the Knox-Keene Act Without Public Hearings

Section 1343(b) of the Knox-Keene Act allows the Director of the DMHC to waive provisions of the law at his or her discretion.  The authority of a state department to independently select which parts of the law to not enforce may be reasonable in the dynamic healthcare market,
 but it raises questions regarding the transparency of the exemption process and the extent to which the public is allowed to comment on proposed exemptions. Specifically, the committee may want to explore the following questions:

1. Should there be a formal process that the DMHC follows in granting waivers from Knox-Keene licensure?

2. The Office of Administrative Law (OAL) has opined that the department does not have to adopt regulations to govern its waiver authority.  Is this decision enough to excuse the department from any formal process in granting waivers?  

3. Should the DMHC have to report waivers to the Legislature or to the public when they are granted?

4. Should public hearings be held as a matter of course to examine the merits of particular waiver requests?

The DMHC’s ability to waive provisions of the Knox-Keene Act, as stated in Section 1343(b) of the Health and Safety Code, is as follows:

“The director may by the adoption of rules or the issuance of orders deemed necessary and appropriate, either unconditionally or upon specified terms and conditions or for specified periods, exempt from this chapter any class of persons or plan contracts if the director finds the action to be in the public interest and not detrimental to the protection of subscribers, enrollees, or persons regulated under this chapter, and that the regulation of the persons or plan contracts is not essential to the purposes of this chapter.”

Just as the creation of new legally-binding rules and regulations is an exercise of a department’s quasi-legislative powers, exempting certain classes of people from the Knox-Keene Act can have the effect of creating health insurance products not allowed by law.  In its response to committee questions, the DMHC has stated that “public notification is not required for an application for an exemption and the Department is not required to hold a hearing before granting an exemption.  All filings are public records unless the statute or Director has accorded confidential treatment.  Some orders are available on the Department’s website.  The Department is not aware of any case where a requested exemption was treated as confidential.”

As indicated earlier, OAL has opined that, “the Administrative Procedures Act requirements are designed to provide the public with a meaningful opportunity to participate in the adoption of regulations by California state agencies and to ensure the creation of an adequate record for the public and for OAL and judicial review.”  Despite this general rule, the OAL has also opined that in granting licensure exemptions from the Knox-Keene Act, the DMHC does not have to adopt regulations pursuant to normal rulemaking procedures.  In part, OAL’s decision rests on its finding that “…there is no rule or standard of general application concerning exemptions from Knox-Keene licensure….”  

According to the DMHC, the department and the Department of Corporations (which regulated health plans prior to the formation of the DMHC) have approved 14 “new” orders under the waiver authority, including the following:

(1) Pilot or demonstration programs;

(2) Withdrawals of plans from service areas;

(3) Coordination with federal law;

(4) Discount plans (Cigna was allowed to offer non-covered non-medical discount services);

(5) County health plans exempted from offering all of the basic health care services;

(6) Mexican health plans exempted from offering certain coverage;

(7) Retroactive cancellations procedures.

The department states that the burden of proof that an exemption is needed rests with the plan making the request.  It must demonstrate to the DMHC that the waiver:  1) is in the public interest; 2) is not detrimental to the protection of subscribers and enrollees; and 3) is not violative of the essential purposes of the Knox-Keene Act.   

Despite these criteria, it is not clear that the waivers granted under §1343(b) have all been in the public interest.  For example, on May 5th of this year, this committee heard SB 1347 (Ducheny), which would exempt certain health plans that are licensed both in Mexico and in California from the requirement that they employ a California-licensed medical director.  During testimony by the DMHC, it was disclosed that at least one “Mexican health plan” has already been operating without a California-licensed medical director.  According to the DMHC, it has been allowed to do so pursuant to the waiver authority under §1343(b).  

In its analysis of SB 1347, this committee cautioned against approving legislation that would allow Mexican health plans to be licensed in California without a California-licensed medical director.
  In addition to the policy concerns raised in the debate over SB 1347, the question of regulatory process was implicitly raised by the fact that, although the Legislature was expressing serious concerns with allowing health plans to operate without California-licensed medical directors, the decision had already been made to allow such plans without a public hearing, and apart from the knowledge of the Legislature.

A second example of the department’s having waived an important provision of law occurred earlier this year, when Assemblyman Steinberg raised concerns in a letter to DMHC that health plans were seeking exemption from a law requiring them to notify enrollees before canceling or non-renewing their policies.  The letter, dated December 10, 2003, is excerpted as follows:

Dear Acting Director Tucker:

I am writing you asking to reject the California Association of Health Plans’ attempt to allow HMOs to retroactively terminate enrollees and subscribers without meeting the advance notice requirement of the Knox-Keene Act.  

As you are aware, Section 1265 of the Knox-Keene Act requires 15 days advance notice prior to the cancellation or non-renewal for non-payment of premium.  The relevant part of Section 1365 states:

(a) An enrollment or a subscription may not be canceled or not renewed except for the following:

(1) Failure to pay the charge for such coverage if the subscriber has been duly notified and billed for the charge and at least 15 days has elapsed since the date of notification.

…The HMO proposal to allow retroactive termination should be rejected on several grounds.

First, this is an issue where the Knox-Keene Act is clear in prohibiting retroactive termination.  To waive this requirement would not be in the public interest, and would harm subscribers and enrollees who have received services during the period in which the enrollees coverage has been canceled without his or her knowledge.  

If the health plans believe that the existing law requirements are too onerous, the plans’ appropriate remedy is to sponsor legislation to change the Knox-Keene Act. 

The letter continues by listing several potential problems and unknown consequences of retroactive termination, including the following:

If an enrollee receives surgery, hospital care or any type of service that requires prior authorization from the health plan, the health plan grants prior authorization and the enrollee receives the services and his or her coverage is subsequently terminated, is the health plan liable for the medical expenses….?

In DMHC’s response to Assemblyman Steinberg, the department stated that it had approved a proposal from PacifiCare to waive the prior notice requirement under §1365(a)(1), but that the wavier was temporary and subject to a number of conditions “designed to resolve the problems of retroactive termination.”  
III.    Independent Medical Review

Independent medical review (IMR) is a process by which patients who have been denied health care services by their HMOs can apply to the DMHC to have the denial reviewed, free of cost, by an independent panel of doctors and healthcare professionals.  The independent panel makes a determination as to whether the denied care or services were medically necessary and therefore should be provided to the enrollee, and that determination is binding on HMOs.  IMR was established in its current form in 2000 in order to “address concerns about managed care incentives that might lead to the inappropriate denial of care, and to help restore public confidence in managed care.”

In its oversight of the IMR process, committee members may want to pose the following questions to the department:

1. What is the appropriate response of the DMHC when it identifies patterns or trends in health plan medical care decisions overturned by IMR?

2. How many enforcement actions has the DMHC taken in response to patient grievances that their care has been inappropriately denied or delayed?

3. What are some examples of enforcement actions the department has taken in response to IMR cases?

4. Are HMOs generally required to modify their medical policies for the denial of care in response to high numbers of IMR reversals?  

5. If data do not allow the DMHC to compare IMR reversal rates in California to those of the nation at large, are there other benchmarks by which the department can determine the success of California’s IMR process in ensuring adequate patient care?

6. What explains why most IMR cases deal with only a few types of health services, including those for cancer, obesity, and neurological disorders? 

The IMR Process

Before turning to IMR, a patient has to attempt to resolve his or her denial in the HMO’s own grievance system.  If a complaint is not been resolved within 30 days, patients have up to six months from the time care was denied to file a complaint with the DMHC.  IMR determinations are required by statute to be made within 30 days, or within three days if an “imminent and serious threat to the health of the enrollee may exist.”  

IMR applies to disputes over the inappropriate denial of covered services, and is not a process to determine whether a particular service is covered under the terms of the enrollee’s contract with the HMO.  Contractual disputes can be resolved in a separate conflict resolution process within the DMHC.   

The DMHC’s enforcement responsibilities under IMR

Current law requires the DMHC to investigate and take action against HMOs if they are found, through grievances reviewed in IMR, to be out of compliance with the Knox-Keene Act.
  In addition, the law requires the department to perform an annual audit of IMR cases in part to determine if any investigation or enforcement actions are called for, “particularly if a plan repeatedly fails to act promptly and reasonably to resolve grievances associated with a delay, denial, or modification of medically necessary health care services when the obligation of the plan to provide those health care services to enrollees or subscribers is reasonably clear.”

In response to committee questions, the DMHC reports that “some cases have resulted in enforcement action.”  In one instance, the department assessed penalties on a plan that was denying referrals to specialists, and “the plan reversed a large number of the denials after the cases went to IMR.”  The department reports following up on these denials by examining the HMO’s internal appeals system for deficiencies.  In other instances, the DMHC reports, plans have modified their own medical policies or grievance processes apparently on their own volition in response to IMR decisions.
  It is not clear how the department oversees whether plans modify their policies and procedures in response to IMR.  Are plans required to modify their practices?  Is there a penalty if they do not?  

The department reports that most IMR cases pertain to treatment for cancer, obesity, neurological disorders, back pain, prescriptions, and access to surgery services.  It is not clear why these particular medical problems stand out in IMR.  

In a December 5, 2001 report, the Legislative Analyst found that, while decisions made by IMR organizations nationwide tend to split evenly in favor of patients and plans, decisions in California tend to favor plans.  This disparity may indicate that IMR in California is not as effective as similar systems in other states in ensuring adequate patient access to medically necessary care.  In the alternative, it may indicate that California plans are forced by California law to rapidly change their utilization review guidelines in response to adverse rulings in IMRs.  Rapidly adopting appropriate UR guidelines would tend to lead to plans “getting it right the next time.” Thus, it might be expected that an increasing rate of decisions go in favor of plans over time as plans “get it right” to an increasing degree over time. 

The DMHC reports that it does not agree that the national norm is a 50% plan reversal rate, and cites differences in IMR processes in different states.  It is unclear whether the department really disputes that the national average is 50% or whether it objects to a comparison of California to a national average based on different criteria for measuring reversal rates.  The department reports that “it is difficult to make generalizations about IMR results or health plan decisions,” but notes that it is working with RAND and UCSF to “evaluate the outcomes or reviews by specified categories.”  

In 2001 and 2002, the department reports, disputes regarding neurological disorders were upheld more often (69%) than those regarding obesity (40%), but the DMHC does not comment on what, if any, investigation or action the department has taken in response to these disparate figures.  Should the department be investigating plans for their medical policies regarding treatment for neurological disorders?  If not, what is the threshold that triggers an investigation?  If the rate of denials for a particular treatment is higher than the average rate of denials, should that prompt the DMHC to investigate?

The right to sue HMOs recently eliminated by the U.S. Supreme Court

On June 21 of this year, the U.S. Supreme Court struck down a law in California and several other states that allows patients to sue their health plans for denying them health care services.  Although patients can still sue in federal court for reimbursement of denied benefits, they will no longer be able to sue for damages in federal or state courts.  

In response, the former Director of the DMHC, Daniel Zingale, stated to the press that “this action by the Supreme Court will significantly undermine the health security of patients in California and around the nation.  We were effective in quickly resolving most disputes California patients had with HMOs because the threat of the lawsuits was out there.  Now that resolution process will be compromised.”
 

California HMO enrollees have had the right to sue their plans for harm caused by their failure to provide “ordinary care” since 2000 – the same year that IMR in its current form went into place.  The right to sue and the right to appeal to an independent medical board have often been regarded as complimentary.  For example, the legislation making HMOs liable for failing to provide medically necessary health care services was made contingent on the passage of the IMR legislation.  In addition, the law states that enrollees can sue plans only after exhausting their IMR remedy.  Moreover, the author of the IMR legislation stated that “the right to sue helps people only after they have been harmed, whereas IMRs will help people before their condition worsens; and the right to sue is the "hammer" that will keep the system honest.”
  

The committee may want to pose the following questions regarding this recent Court decision:

1. What is the effect, if any, that the Supreme Court’s decision will have on the ability of patients to receive medically necessary care?

2.   What is the effect, if any, that the Supreme Court’s decision will have on the IMR process?

3.   Since enrollees have lost the right to sue, should denials of benefits under HMO policies be included within Penal Code Section 550 (b) (1-3) so that fraud against enrollees can be prosecuted criminally, as is already possible if committed by an insurer against a policyholder?

        



Appendix


While the WellPoint/Anthem merger are not the central focus of this week’s hearing, the committee is evaluating the DMHC.  The most critical question to be resolved is whether the DMHC will agree to hold public hearings into the merger.  As information about the compensation package and undertakings makes its way into the public domain, criticisms of the merger are mounting.  The Los Angeles Times editorialized on June 14, 2004 as follows:

June 14, 2004

EDITORIAL

Healthy Skepticism

Here's a real worst-case scenario: In October 2002, doctors found a tumor in the brain of Diana Peek, a 43-year-old former secretary in Mt. Vernon, Ill. Her insurer, which charged her just $162 a month for individual coverage, had recently been taken over by Thousand Oaks-based WellPoint Health Networks Inc. According to a story in Business Week, the insurer announced that it would soon stop providing individual health coverage in Illinois. Her tumor was declared a "preexisting condition" and she was forced into a plan that covered a smaller share of her care while nearly tripling her monthly premium, to $472. Peek's car and home were repossessed, and her neighbors and daughter struggle to cover her treatment costs.

Peek's saga, though an extreme case, is worth recalling as state officials review a proposed deal in which Anthem, an Indiana-based company, is moving to buy WellPoint, which insures nearly 7 million Californians through its Blue Cross of California subsidiary. The merger would create the nation's largest provider of managed healthcare, with 26 million members.

Anthem and WellPoint say the combined company's customers wouldn't see premium increases because of the deal and that executive merger compensation — estimated at $143 million to $356 million, depending on how many of the 293 WellPoint executives are forced out over three years — wouldn't affect Blue Cross of California because the compensation would be paid by Anthem. 

In a Senate hearing last week, state lawmakers showed healthy skepticism. Legislators want more specific guarantees from Anthem that, among other things, it will continue serving the low-income Medi-Cal population that WellPoint now insures. Legislators don't have much leverage but hope that their assent or objections will influence shareholder votes June 28.

California does have strong laws and detailed regulations requiring HMOs to cover "medically necessary" services, but in the older fee-for-service market it is harder to bar what WellPoint was accused of doing in Illinois to Peek and others: dumping the costliest individual policyholders and "cherry-picking" the cheaper healthy ones under cover of a merger. 

Doctors groups and patient advocates allege that health insurers nationwide are increasingly using mergers to move their products out of highly regulated agencies (such as California's Department of Managed Care) and into scarcely regulated ones (such as the state Department of Insurance).

Anthem says the debt-laden $15-billion deal will "make the resulting company stronger." But state Insurance Commissioner John Garamendi, at the hearing last week, warned that the takeover might bring no "identifiable benefits [while creating] potential risks for California." 

If cost-cutting becomes a top priority after the merger, there is little to keep the burden from falling on policyholders. That's why state lawmakers, as they consider whether to bless or try to block Anthem's deal, should seek more binding promises.”





(Letterhead)

June 17, 2004

The Honorable Arnold Schwarzenegger

The Honorable John Garamendi

State Capitol





Insurance Commissioner

Sacramento, CA   95814



300 Capitol Mall, 17th Floor








Sacramento, CA  95814

Dear Governor Schwarzenegger and Insurance Commissioner Garamendi:

We respectfully request that public hearings be held on the proposed Wellpoint-Anthem merger. 

We understand that the Department of Insurance decided today to hold a hearing on the merger. 

It is equally as important for the Department of Managed Health Care to do the same.  We request that such hearings consider the issues we have outlined below in this letter. 

Emerging information about the merger, Blue Cross’ current performance in delivering accessible care, the lack of clarity regarding the “undertakings” that are being made by Blue Cross, and the overall impact of the merger upon the future quality of health care in California raise legitimate questions that should be answered in public. 

This is a merger that many have described as historic.  It may be more appropriate to describe it as the first of several historic mergers, given the domino effect that a merger may have upon others in the industry.

We are also troubled by the lack of public knowledge about the undertakings being negotiated by the DMHC and, as we understand it, by the Department of Insurance.  We assume that any such undertakings have a material effect upon the finances of the combined entity, and the delivery of accessible care to Californians.  This information, in all fairness, should be made public to all current and prospective Blue Cross enrollees and prior to an informed vote by shareholders. CalPERS has already stated its opposition to the merger.  It would be, it seems to us, appropriate to make the undertakings public, take testimony as to their strengths and weaknesses, and then revisit issues as the comments are evaluated.

We commend to you this morning’s column by Michael Hiltzik in the Los Angeles Times, as well as a Los Angeles Times editorial that appeared on Monday.  Shareholders are being asked to meet next week to decide on the merger.  In fairness to the interest of the People of California, to enrollees, and probably to the shareholders as well, public hearings are needed to fully inform the public, enrollees, and shareholders about the quality of health care that may exist after the merger, access to health care, and the domino effect this merger may have upon others should this merger be consummated.

All the best,

Jackie Speier





Manny Diaz

Chair, Senate Insurance Committee


Chair, Assembly Select Committee








To Investigate The Merger of 








California Health Insurance Providers

cc:
Speaker Fabian Nunez


Minority Leader Kevin McCarthy


President Pro Tem John Burton


Minority Leader David Ackerman

Members, Assembly Select Committee to Investigate the Merger of California Health Insurance Providers

Ms. Cindy Ehnes, Director, Department of Managed Health Care 

UNDERTAKINGS AS PROVIDED TO COMMITTEE BY THE DMHC

California Department of Managed Health Care

Blue Cross of California’s Notice of Material Modification Regarding the Merger Between WellPoint Health Networks, Inc., and Anthem, Inc.

Meeting Date: July 9, 2004

Secretary of State Building, Auditorium

1500 11th Street

Sacramento, CA 95814

I. SUMMARY OF REGULATORY AUTHORITY OF THE DEPARTMENT OF MANAGED HEALTH CARE 

Under the Knox-Keene Health Care Service Plan Act of 1975 (Knox-Keene Act), the Department of Managed Health Care (Department) has broad power to regulate health plans and to ensure that the interests of enrollees are protected.  To administer and enforce the Knox-Keene Act, the Director’s powers include, but are not limited to, the following:

 

· Assisting, advising and cooperating with federal, state and local agencies to protect and promote the interests of plans, enrollees and the public; 

· Holding public meetings, subpoenaing witnesses, taking testimony, compelling the production of books, papers, documents and other evidence; and,

· Determining that the investments of plan assets are sufficient to meet safeguards related to financial responsibility. 

A plan begins the process for Knox-Keene Act licensure by filing an application with the Department detailing its general business and ownership structure, key officers, contracts with health care providers, proposed method of providing health care services (including physical facilities to ensure access and quality of care), intended service areas and product lines and, financial statements certified by a public accountant to ensure the maintenance of adequate reserves and the integrity of claims payments. 

 

With some exceptions, each time a plan modifies any information contained in its original application for licensure, it must disclose those changes in a formal filing with the Department.  A “Material Modification,” which requires the Director's approval before implementation, is utilized when the plan proposes a substantive change in its business structure, delivery model or service area. 

 

The Department reviews the proposed Material Modification to ensure that, 

post-transaction, the plan will remain in compliance with all licensure requirements.

If a particular aspect of the Material Modification involves the application of a specific mandate of the Knox-Keene Act, the Department’s review incorporates the specific criteria in that provision.  

As part of the review process, Department staff identifies issues that may potentially impact the delivery of health care services to California enrollees and develop written Undertakings or promises that memorialize the major plan representations offered as part of the Material Modification.  These promises are an integral part of the Material Modification and are enforceable post-transaction. 

II.     SUMMARY OF KEY ISSUES

1.
Whether the WellPoint-Anthem merger will facilitate or impede the ability of Blue Cross of California to maintain appropriate administrative and organizational capacity as required by the Knox-Keene Act.  

A.
Overview of the Knox-Keene Act Requirements:

A plan must maintain the organizational and administrative capacity to timely provide basic health care services to enrollees.  To ensure the enrollees are provided timely access to care, qualified medical providers must render medical decisions, unhindered by fiscal and administrative management.  To facilitate the Department’s regulatory oversight and to ensure compliance with this mandate, the plan’s books and records must be kept and maintained in California.  

The Department has identified the following critical functions of Blue Cross of California that should remain in this state: 

(1)
Medical Director, to monitor the appropriate scope of clinical services; 

(2) Clinical decision-making and clinical policy, including the determination of Blue Cross of California’s formularies; 

(3)
Prior authorization and referral process;

(4) 
Grievance process (including Independent Medical Review); and,

(5) Administration of the Provider Dispute Resolution Mechanism.

Every year, the Office of the Patient Advocate (OPA) publishes the “Quality of Care Report Card” to provide consumers with comparative information on the performance of California’s largest HMOs and medical groups.  The rating is based on the services, care and experiences of commercial HMO members who were enrolled in the HMO throughout the calendar year.  In 2002, compared to other plans reviewed, Blue Cross of California rated from fair to good in the following areas: Care for Staying Healthy (Fair); Care for Getting Better (Fair); Care for Living with Illness (Good); Doctor Communication and Service (Good); and, Plan Service (Good).

B.
Summary of Draft Contractual Representations (Undertakings) for Blue Cross of California in Support of its Notice of Material Modification

Draft Undertaking: After the merger, Blue Cross of California will maintain the following functions in this state: (1) a Medical Director; (2) the clinical personnel responsible for California medical decision-making including determination of formularies; (3) prior authorization and referral system; (4) enrollee grievance system; (5) Independent Medical Review process; and, (6) Provider Dispute Resolution Mechanism process.  

Draft Undertaking:
Blue Cross of California will pay for the costs of any necessary survey/audit to verify that the functions required to remain in California are, in fact, kept in this state. 

Draft Undertaking:
Blue Cross of California shall not remove or permit the removal of its books and records, before first filing a Notice of Material Modification and receiving written approval from the Department. 

Draft Undertaking:
Blue Cross of California reasserts and reaffirms each and every Undertaking executed and in existence prior to the merger.

2.
Whether the WellPoint-Anthem merger will reduce or generate additional administrative expenses for Blue Cross of California in violation of the Knox-Keene Act. 

A.
Overview of the Knox-Keene Act Requirements:

A plan’s operations, including administrative costs, must be fiscally sound.  Administrative costs (which include salaries, bonuses, and benefits to officers, directors, or other principal management, legal and accounting expenses and fees, and all costs incurred in the operation of the plan which are not essential to the actual provision of health care services to enrollees) must be reasonable and necessary.  If a plan’s administrative costs exceed 15 percent for any reporting period, the plan is required to demonstrate that administrative costs are not excessive and are justified under the circumstances.

Before making a material change in the operation of a plan that could impact its fiscal soundness, the plan is required to obtain prior written approval from the Department.  Prior approval is required when administrative service arrangements can result in upstreaming excessive payments to the plan’s parent. 

The percentage of Blue Cross of California’s administrative costs-to-premium revenues as reported in its Quarterly Financial Reports filed with the Department for the years 2001, 2002 and 2003, was 14 percent, 13 percent and 12 percent respectively.

B.
Summary of Draft Contractual Representations (Undertakings) for Blue Cross of California in Support of its Notice of Material Modification



Draft Undertaking:
Change in control severance payments and retention bonus payments (executive compensation), which are payable arising from the WellPoint-Anthem merger will not be paid, directly or indirectly, by Blue Cross of California and will be the sole payment responsibility of Anthem.  

Draft Undertaking:
After the merger, if Blue Cross of California decides to change the reimbursement method for any administrative services agreements with an affiliate, it will file the change as a Notice of Material Modification and will not implement the change until after the Department issues an Order of Approval.

Draft Undertaking:
After the effective date of the merger, if Blue Cross of California makes a non-material change in its tax sharing agreements, as currently approved by the Department, it will file the tax sharing agreement change with the Department as a Notice of Amendment. 

Draft Undertaking:
Blue Cross of California asserts that it does not anticipate, for a period of three years following the merger, the percentage of its administrative costs-to-premium revenues will increase.  In the event Blue Cross of California anticipates that the administrative costs will exceed this threshold, it shall promptly report: (1) the amount of the excess; (2) the reasons for the change; (3) whether the change is related to the merger; and, (4) demonstrate that the administrative costs are not excessive. 

3.
Whether the WellPoint-Anthem merger will facilitate or impede the ability of Blue Cross of California to remain compliant with the financial requirements of the Knox-Keene Act. 

A.
Overview of the Knox-Keene Act Requirements:

Other aspects of maintaining a fiscally sound operation require a plan to maintain sufficient working capital, limit indebtedness, secure insurance, and maintain appropriate levels of Tangible Net Equity (TNE).  The plan’s long-term assets should not be substituted for liquid assets that are necessary to ensure the timely reimbursement of provider claims and liabilities arising from daily operations.  Fiscal soundness must include provisions for contingencies, such as continuation of benefits to enrollees in the event of insolvency.  

A plan is required to assume full financial risk for the provision of covered health care services.  Guaranteeing or assuming the financial obligations of an affiliate or the declaring and distributing of dividends to an affiliate can impair the ability of a plan to meet its obligations.  Accordingly, these activities must be restricted to ensure that the plan’s fiscal soundness and required levels of TNE are not impaired.

Finally, the calculation of appropriate reserves for the payment of incurred but not reported (IBNR) provider claims must be appropriate.  Adjusting the methodology for calculating IBNR reserves to free up cash for dividends, to meet minimum TNE requirements or to fund future acquisitions can negatively impact a plan’s fiscal soundness.

B.
Summary of Draft Contractual Representations (Undertakings) for Blue Cross of California in Support of its Notice of Material Modification




Draft Undertaking: Blue Cross of California will not declare or pay dividends or upstream funds if such actions would: (a) cause the plan to have insufficient cash flows necessary to operate, or (b) cause its tangible net equity (TNE) to fall below the greater of 150 percent of the current minimum requirements, or the amount required by the Blue Cross Blue Shield Association to avoid loss of Blue Cross of California’s license to use the Blue Cross name.  




Draft Undertaking: Blue Cross of California will not pay dividends or in any other way upstream any funds if such actions would cause the plan to fail to maintain liquid assets in an amount that equals 150 percent of its average monthly total expenses for the last two consecutive quarters. 




Draft Undertaking: Blue Cross of California will not, without prior written approval, co-sign or guarantee any loans and/or credit facilities entered into by Anthem, or its affiliates or allow a pledge of Blue Cross assets in connection with any current or future loans of Anthem or its affiliates.  




Draft Undertaking: With each Quarterly Financial Report Blue Cross of California shall file a schedule estimating the range of IBNR claims prepared by an independent public accounting firm. 

4.
Whether the WellPoint-Anthem merger will result in the expansion or termination of current Blue Cross of California products, programs or markets.

A.
Overview of the Knox-Keene Act Requirements:

A plan is required to provide services in a manner providing continuity of care.  In this regard, fiscal and administrative management may not unduly influence medical decisions.  Prior to withdrawing a health benefit plan (product) or ceasing to arrange for the provision of health care for enrollees, a plan must notify the Department and provide minimum notice.  The Department periodically conducts onsite medical surveys of each plan to ensure its compliance with these requirements.  

A plan may not exclude coverage on the basis of a preexisting condition for greater than a twelve month period.  In determining whether a preexisting condition provision applies to any enrollee, a plan shall credit the time the enrollee was covered under the immediate prior plan.  

Blue Cross of California’s enrollment figures filed with the Department are stated in relationship to their overall participation in the California market and are not reported in comparison to other plans.  Nevertheless, it is significant to note that Blue Cross of California’s Medi-Cal enrollment of 844,775, Healthy Families enrollment of 279,572, and AIM (Access for Infants and Mothers) enrollment of 9,096, represents 24 percent of their business.  The individual enrollment of 52,200 and small group enrollment of 221,735 is approximately 6 percent of the plan’s overall business.  Information posted on the Cattaneo and Stroud Web site reflects that as of March 2003, Blue Cross of California’s market share for Medi-Cal participation was 25.83 percent, Healthy Families participation was 39.67 percent and Medicare participation was 4.09 percent.

B. 
Summary of Draft Contractual Representations (Undertakings) for Blue Cross of California in Support of its Notice of Material Modification

Draft Undertaking:
For a period of three (3) years following the merger, should Blue Cross of California withdraw a health benefit plan (product) from the market or cease to arrange for the provision of health care services in the State, Blue Cross of California will waive the remaining time requirements for any preexisting condition exclusion if the affected individual enrolls in another Blue Cross product and will permit any existing contracts affected by the product withdrawal or exit to remain in effect for a minimum until the first renewal date following the expiration of the 180 days notice requirement.

Draft Undertaking:
After the merger, Blue Cross of California will maintain its efforts in the areas of Medi-Cal, Healthy Families Program, AIM and MRMIP (California Major Risk Medical Insurance Program) on the same basis as prior to the merger, assuming the same market, economic and other conditions currently exist.

Draft Undertaking: After the merger, Blue Cross of California will maintain its efforts in offering and renewing individual and small group products on the same basis as prior to the merger, assuming the same market, economic and other conditions currently exist.

FOR RELEASE: MEDIA CONTACT:
June 23, 2004 (#050) Norman D. Williams
(916) 492-3566



INSURANCE COMMISSIONER JOHN GARAMENDI RELEASES PROPOSED UNDERTAKINGS ON POTENTIAL ACQUISITION OF WELLPOINT HEALTH NETWORK 
BY ANTHEM HOLDING COMPANY
SACRAMENTO – In preparation for Friday's 10 a.m. hearing to examine the proposed merger of two health care giants, Commissioner Garamendi is publicly distributing the proposed undertakings as presented by the companies for discussion. The Department of Insurance has not yet completed its review of the undertakings, nor has any decision been made regarding their approval or disapproval. These undertakings may or may not reflect the final version to be developed.


The hearing will be held from 10 a.m. to 1 p.m. in the Ronald Reagan State Building, 300 S. Spring Street in Los Angeles. Details concerning a media availability following this hearing will be released on Thursday.


Undertakings as proposed are attached. 

Anthem / WellPoint Undertakings as proposed to the California Department of Insurance 

The following are the proposed undertakings Anthem, Inc. has submitted to the California Department of Insurance in support of their application to acquire BC Life & Health Insurance Company. These undertakings have not been accepted nor rejected by the Department of Insurance, and the parties remain in discussions. 

Anthem, Inc. ("Anthem") has filed a Form A Statement Regarding the Acquisition of Control of or Merger with a Domestic Insurer (the “Form A”) with respect to BC Life & Health Insurance Company ("BC Life"). The Form A seeks the approval of the California Department of Insurance ("DOI") for the change of control of BC Life that would occur upon the proposed merger ("Merger") of BC Life's ultimate parent company, WellPoint Health Networks Inc. ("WellPoint") with and into an unaffiliated entity, Anthem Holding Corp. (“AHC”). AHC is an Indiana corporation and is a wholly-owned subsidiary of Anthem, which is the ultimate parent company of a number of Blue Cross and Blue Shield companies that operate outside California. 

Upon the closing of the Merger, WellPoint will be merged with and into AHC, with AHC as the surviving entity, and the separate corporate existence of WellPoint will cease effective as of the closing of the Merger. As a result, this transaction will result in a change in control of BC Life, which will become an indirect subsidiary of Anthem. Also at the time of the Merger, Anthem will be renamed "WellPoint, Inc." The transaction will not result in any other material changes to BC Life or have a material effect on BC Life's operations. BC Life is an affiliate of Blue Cross of California ("BCC"), a health care service plan regulated under the Knox-Keene Health Care Service Plan Act. BCC will also become an indirect subsidiary of Anthem as a result of the Merger. 

BC Life hereby provides the undertakings set forth below to the DOI in connection with the Form A. These undertakings shall take effect immediately upon the closing of the Merger. Anthem and AHC each also has executed these undertakings. By doing so, Anthem and AHC each agrees that it will not require or cause BC Life to violate any of these undertakings. 

Undertaking 1. BC Life and Anthem undertake (1) that all of the change in control severance payments and retention bonus payments payable by reason of the Merger under the terms of the WellPoint Health Networks Inc. Officer Change in Control Plan and the other arrangements described in pages 69 through 72 of the Joint Proxy Statement/Prospectus of WellPoint and Anthem relating to the merger (together, "CIC Plan") will be the sole payment responsibility of Anthem, (2) that Anthem will have on hand cash immediately prior the closing of the Merger that is adequate to discharge all obligations relating to the Merger which may arise under the CIC Plan, (3) that no amounts whatsoever relating to the CIC Plan will be the obligation 
of BC Life or BCC, and (4) that no such amounts will be charged to or made the responsibility of BC Life or BCC under any reimbursement or cost allocation arrangement. 

Undertaking 2. BC Life will not declare or pay dividends, make other distributions of cash or property in respect of its capital stock, or in any other way upstream any funds or property to its corporate parents (hereinafter referred to as "Parent Company Distributions") if such actions would (a) cause BC Life to have a net premium to policyholder surplus ratio equal to or greater than 6-to-1, (b) cause BC Life's Total Adjusted Capital to be less than 250% of Company Action Level Risk-Based Capital, or (c) adversely affect the ability of BC Life to have sufficient cash flow to carry out its obligations to its insureds under the California Insurance Code. Additionally, for a period of three years from the effective date of the Merger, BC Life will not make any Parent Company Distributions that would deviate from historical practices (when viewed in proportion to BC Life's operating performance and financial condition). The limitation in the preceding sentence will not apply if after payment of any such Parent Company Distributions, BC Life's Total Adjusted Capital would be at least 275% of Company Action Level Risk-Based Capital.

Undertaking 3. BC Life will not make any Parent Company Distribution if such actions would cause BC Life to fail to maintain Liquid Assets (as defined) in an amount that equals or exceeds 150% of BC Life's average monthly Total Expenses (as defined) for the last two consecutive quarters for which financial statements have been filed with the DOI immediately prior to the date on which BC Life makes a Parent Company Distribution. For purposes of this undertaking, (i) Liquid Assets shall equal the total of cash and invested assets, defined as the sum of the amounts shown in BC Life’s statutory financial statement on Page 2 – Assets, column 3, lines 1, 2, 5 and 8 and (ii) Total Expenses shall be equal to the sum of the amounts shown in BC Life’s statutory financial statement, Page 5 – Cash Flow, column 1, lines 5, 6 and 7. In each Quarterly Financial Report filed with the DOI, BC Life shall include a calculation showing the total Liquid Assets on hand at the end of the calendar quarter covered by such Quarterly Financial Report and 150% of the average monthly Total Expenses incurred during the calendar quarter covered by such Quarterly Financial Report and the immediately preceding calendar quarter. 

Undertaking 4. BC Life will not take any of the following actions without the DOI's prior written approval: (a) co-sign or guarantee all or any portion of any current or future loans and/or credit facilities entered into by Anthem or any of Anthem’s affiliates, (b) permit any portion of loans obtained by Anthem or any of its affiliates to be assumed by BC Life, (c) allow a pledge or hypothecation of BC Life's assets or capital stock in any way in connection with any current or future loans of Anthem or any of its affiliates, or (d) borrow any funds or otherwise incur any indebtedness for the purpose of making a Parent Company Distribution, or paying any obligation of any of its affiliates, except any Parent Company Distribution that is made in full compliance with Undertaking 2 above, or a payment made pursuant to any written agreement between or among BC Life and any of its corporate parents or affiliates approved in writing by the DOI. Anthem’s affiliates include but are not limited to AHC and BCC and the other subsidiaries acquired by Anthem pursuant to the Merger. 

Undertaking 5. In connection with each Quarterly Financial Report filed with the Department by BC Life, BC Life shall file with the DOI, on a confidential basis, a schedule that reports the estimated range of incurred-but-not-reported claim liability at the end of each such quarter and the amount of incurred-but-not-reported claim liability [define by reference to BC Life financial statements] of the Quarterly Financial Report filed with the DOI by BC Life for such calendar quarter. The estimated range of incurred-but-not-reported claim liability at the end of each such quarter shall be (i) prepared by BC Life's independent public accounting firm as part of such firm’s review of BC Life's interim financial statements, (ii) prepared by BC Life and reviewed by BC Life's independent public accounting firm, in the ordinary course, as part of such firm’s review of BC Life's interim financial statements or (iii) prepared or reviewed by BC Life's independent public accounting firm as part of such firm’s audit of BC Life's year-end financial statements. In the event BC Life's independent public accounting firm does not agree to provide the DOI with this prepared or reviewed range, then BC Life shall obtain, provide and include as part of its required financial filings an estimated range from an independent actuarial firm acceptable to the DOI. In connection with the making of this undertaking, BC Life has been informed by the DOI that the DOI will grant confidential treatment, to the extent permitted by law, to the information filed pursuant to this Undertaking 5 and will provide BC Life with appropriate prior notice of any judicial or other effort to compel the DOI to disclose this confidential information in accordance with California law. 

Undertaking 6. BC Life will renew and not terminate any health benefit plan in full compliance with the California Insurance Code and will not terminate any health benefit plan before the end of its contract term, except as expressly permitted by the California Insurance Code. If BC Life withdraws a health benefit plan from the market it will provide advance notice to the DOI and the policyholders covered by that health benefit plan and will permit each such policyholder to select continued coverage from among BC Life’s other health benefit plans without regard to any health status related factor. If BC Life ceases to write, issue, or administer new group or individual health benefit plans in California, affected former policyholders of BC Life will be provided the opportunity to elect continued coverage under the most nearly comparable health benefit plan from BCC without regard to any health status related factor. For a period of three years following the effective date of the Merger, should BC Life withdraw a health benefit plan from the market or cease to write, issue, or administer new group or individual health benefit plans in California, if an insured then enrolled in an affected health benefit plan has a pre-existing condition and still has time remaining before he/she may receive coverage for treatment for that condition, the remaining time requirement for the pre-existing condition exclusion will be waived if the insured enrolls in another BC Life or BCC health benefit plan as provided in the preceding sentences within the time requirements for eligibility for such products as required by applicable law.

Undertaking 7. An important premise of the Merger is that (1) BC Life and BCC will continue their historic role in serving the California marketplace, (2) BC Life after the Merger will continue the same marketplace approach in effect prior to the Merger and (3) changes in such approach will not be occasioned solely by reason of the Merger. Accordingly, after the Merger, BC Life will maintain its efforts in the areas of providing services to governmental entities such as CalPERS, school districts and joint powers authorities on the same basis as prior to the Merger, assuming the same market, economic and other conditions that currently exist. 


Undertaking 8. An important premise of the Merger is that (1) BC Life and BCC will continue their historic role in serving the California marketplace, (2) BC Life after the Merger will continue the same marketplace approach in effect prior to the Merger and (3) changes in such approach will not be occasioned solely by reason of the Merger. Accordingly, after the Merger, BC Life will maintain its efforts in offering and renewing individual and small group products on the same basis as prior to the Merger, assuming the same market, economic and other conditions that currently exist. 

Undertaking 9. Recognizing that BC Life relies upon BCC and certain other affiliates to support and provide the infrastructure and personnel for conducting BC Life's business, Anthem undertakes to ensure that BCC complies with the requirements under the Knox-Keene Act that BCC maintain its (and correspondingly BC Life's) organizational and administrative capacity in California, including without limitation, all persons responsible for and having discretion with respect to medical decision-making, its prior authorization and referral system, Independent Medical Review processes, enrollee grievance system (including any appeal system), and provider dispute resolution process. After the effective date of the Merger, Anthem also undertakes to cause its affiliates to make available to BC Life any infrastructure, personnel or services necessary for the conduct of the business of BC Life that are not provided directly through BC Life's own resources or staff.

Undertaking 10. BC Life will pay for the costs of all reviews the DOI determines in its reasonable discretion it will conduct regarding these undertakings. 

Undertaking 11. BC Life agrees that it shall not remove, require the removal, permit, or cause the removal of BC Life's books and records, as defined in the California Insurance Code, from California before obtaining the written approval of the DOI. 

Undertaking 12. After the effective date of the Merger, if BC Life decides to amend, change, terminate or replace its administrative services agreement(s) with WellPoint, Anthem or any of their affiliates, BC Life will file the changes with the DOI and will not implement such changes until after such changes have been approved. 

Undertaking 13. After the effective date of the Merger, if BC Life decides to amend, change, terminate or replace its tax sharing agreements, BC Life will file any changes to those tax sharing agreements with the DOI and will not implement such changes until after such changes have been approved. 

Undertaking 14. BC Life represents to the DOI that it does not anticipate that, for a period of three years following the effective date of the Merger, BC Life's Administrative Expense Ratio (defined as gross administrative expenses divided by net premium income and reimbursements by uninsured accident and health plans) will exceed BC Life's average Administrative Expense Ratio, as previously defined, for the years 2000-2003. In the event BC Life reasonably anticipates that its Administrative Expense Ratio, as previously defined, will exceed this threshold during this period, then BC Life shall promptly report in writing to the DOI: (1) the amount of the excess; (2) the reasons for the change (for example, changes in commission structure); (3) whether the change is related to the implementation of the Merger; and (4) demonstrate to the DOI's reasonable satisfaction that BC Life's administrative costs are in compliance with all requirements of the California Insurance Code. 

Undertaking 15. The undertakings set forth herein shall be subject to the following terms and conditions: 

Binding Effect. The undertakings set forth herein shall be binding on Anthem, AHC and BC Life and their respective successors and permitted assigns. If Anthem, AHC or BC Life fail to fulfill their obligations to the DOI as provided under the undertakings set forth herein, Anthem, AHC and BC Life stipulate and agree that the DOI shall have the authority to enforce the provisions of these undertakings in a California court of competent jurisdiction. 

Governing Law. The undertakings set forth herein and their validity, enforcement, and interpretation, shall for all purposes be governed by and construed in accordance with the laws of the State of California. 

Invalidity. In the event any undertaking or any portion of any undertaking set forth herein shall be declared invalid or unenforceable for any reason by a court of competent jurisdiction, such undertaking or any portion of any undertaking, to the extent declared invalid or unenforceable, shall not affect the validity or enforceability of any other undertakings and such other undertakings shall remain in full force and effect and shall be enforceable to the maximum extent permitted by applicable law. 

Duration. The undertaking set forth herein shall become upon the effective date of the Merger, and except as to those provisions of the undertakings that contain separate termination provisions, shall remain in full force and effect until terminated by Anthem, AHC and BC Life with the written consent of the DOI. 

Third Party Rights. Nothing in the undertakings set forth herein is intended to provide any person other than Anthem, AHC, BC Life and DOI and their respective successors and permitted assigns with any legal or equitable right or remedy with respect to any provision of any undertaking set forth herein. 

Amendment. The undertakings set forth herein may be amended only by written agreement signed by Anthem, AHC and BC Life and approved or consented to in writing by the DOI. 

Assignment. No undertaking set forth herein may be assigned by Anthem, AHC or BC Life in whole or part without the prior written consent of the DOI. 


Date: __________________, 2004 ______________________________ 
Print Name: ___________________
Print Title: ___________________
BC Life & Health Insurance Company 


Date: __________________, 2004 _______________________________ 
Print Name: ____________________ 
Print Title: ____________________
Anthem, Inc. ____________________ 

Date: __________________, 2004 ______________________________ 
Print Name: ____________________ 
Print Title: ____________________
Anthem Holding Corp. 

� RBOs consist of medical groups and Independent Practice Associations.  For purposes of simplicity, this paper will refer only to RBOs, collectively. 


� Senate Insurance Committee analysis of SB 261 (Speier, 2003); April 29, 2003.


� Tab 1 in the department’s responses.


� http://www.cattaneostroud.com/medgroup_reports.htm


� Tab 2 in the department’s responses to this committee.


� Tab 2 in the department’s responses.


� Kevin Grumbach et al.  “California Physicians 2002: Practices and Perceptions.”  Center for the Health Professions, University of California, San Francisco, p. i. emphasis in original. http://www.futurehealth.ucsf.edu/CWI/phass2.html.


� All CMA data taken from the report, “Health Plan Regulation in California: An analysis of the enforcement of the Knox-Keene Act,” submitted to committee June 14, 2004.


� It should be noted that figures from DMHC indicate that “access to care” written complaints have declined as a percentage of total written complaints over the past three years to a projected 3% for 2004.  However, the department did not provide the committee with comparable information for complaints received by telephone, which account for the vast majority of total complaints received by the HMO Help Center.


� Much of the information set forth in this portion of the background report was originally developed for an oversight hearing of the Senate Insurance Committee and the Assembly Select Committee to Investigate the Merger of California Health Insurance Providers (Select Committee).  For purposes of this paper, the names WellPoint and Blue Cross will be used interchangeably.  


� Source:  DMHC appendix/draft undertakings.


� See appendix for a copy of the letter.


� On Monday, June 14, 2004, CalPers voted to oppose the merger, in part due to a concern about excessive executive compensation linked to the merger.  On June 9, 2004, the Chair of this Committee requested, during the hearing, that the DMHC and Department of Insurance hold public hearings on the proposed merger.


� The draft undertakings from DMHC are contained in the appendix to this background paper.  Undertakings provided by the DOI are also in the appendix.  DOI’s are more detailed and apparently vary somewhat from those being negotiated separately by the DMHC.





� Health and Safety Code Section 1378.


�http://www.weissratings.com/products_hmo.asp


� California Medical Association testimony, page 3 of background paper, as provided for the Select Committee and Senate Insurance Committee. CMA may be contacted by calling  (916) 444-5532


� Ibid.


� Ibid.  


� See 2 b of Appendix to Notice of Public Hearing, as contained within the appendix of this background paper.


� � HYPERLINK http://www.dmhc.ca.gov- ��www.dmhc.ca.gov-� current “Report Card”


� Page 11, CMA testimony (not contained within this background paper but separately provided both orally and in writing by CMA to the Insurance Committee and Select Committee during testimony.  CMA may be contacted by calling  (916) 444-5532.)


� CMA comments, page 16.


� Page 1 of tab 8c.


� Section 1378, in brief, reads:  (a)  For the purposes of Section 1378 of the Act, “administrative costs” include…(1) Salaries, bonuses and benefits paid or incurred with respect to the officers, directors, partners, trustees or other principal management of the Plan, less to the extent that such persons also are providers of health care services, the minimum reasonable cost of obtaining such services from others….(b) The administrative cost incurred by a plan, directly, as herein defined, shall be reasonable and necessary, taking into consideration such factors as the plan's stage of development and other considerations. If the administrative costs of an established plan exceed 15 percent…the plan shall demonstrate to the Director, if called upon to do so, that its administrative costs are not excessive administrative costs within the meaning of Section 1378 and are justified under the circumstances and/or that it has instituted procedures to reduce administrative costs which are proving effective….”


� Ibid


� Assume 7 million enrollees through various Blue Cross plans.


� As the department claims in its responses to committee questions (see tab 3A of the DMHC’s responses).


� Tab 3A of the department’s responses.


� “…the proposal to eliminate the California-licensed medical director raises particular concerns.  A medical director makes a final choice about what care is to be provided or denied.  If the director isn't under California's regulatory control, these choices will almost certainly be at variance with California's standards of medical care, over time, because cost pressures almost always drive health plans to consider changing standards.  Without a California-licensed physician making judgments, senior managers at the plan won't have a "stake" in California's standards of care.”





� AB 55 (Migden, c. 533, statutes of 1999).  Background paper of the March 12, 2002 Joint Informational Hearing of the Assembly Health and Judiciary Committees on the implementation of independent medical review.  


� Health and Safety Code, Section 1368.04(a).


� Tab 6 in the DMHC’s responses.


� Quoted in Sacramento Bee article, “Justices restrict right to sue HMO,” by Lisa Rapaport, 6/22/2004.  


� AB 55 (Migden, statutes of 1999) Senate Floor analysis, web posted 1/05/2000.
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