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State of Wisconsin / OEFICE OF THE COMMISSIONER OF INSURANCE

125 South Webster Street ¢ P.O. Box 7873

Scott Walker, Governor Madison, Wisconsin 53707-7873
Theodore K. Nickel, Commissioner Phone: (608) 266-3585 ¢ Fax: (608) 266-9935

October 14’ 2011 E-Mail: ociinformation@wisconsin.gov
Wisconsin.gov Web Address: oci.wi.gov

Honorable Theodore K. Nickel
Commissioner of Insurance
State of Wisconsin

125 South Webster Street
Madison, Wisconsin 53703

Commissioner:
In accordance with your instructions, a compliance examination has been made of
the affairs and financial condition of:

GROUP HEALTH COOPERATIVE OF SOUTH CENTRAL WISCONSIN
Madison, Wisconsin

and this report is respectfully submitted.

[. INTRODUCTION

The previous examination of Group Health Cooperative of South Central Wisconsin
(the company, the Cooperative or GHC-SCW) was conducted in 2008 as of December 31, 2007.
The current examination covered the intervening period ending December 31, 2010, and included
a review of such 2011 transactions as deemed necessary to complete the examination.

The examination was conducted using a risk-focused approach in accordance with

the NAIC Financial Condition Examiners Handbook, which sets forth guidance for planning and

performing an examination to evaluate the financial condition and identify prospective risks of an
insurer. This approach includes the obtaining of information about the company, including
corporate governance, the identification and assessment of inherent risks within the company,
and the evaluation of system controls and procedures used by the company to mitigate those
risks. The examination also included an assessment of the principles used and significant

estimates made by management, as well as an evaluation of the overall financial statement



presentation and management’s compliance with statutory accounting principles, annual
statement instructions, and Wisconsin laws and regulations.

The examination consisted of a review of all major phases of the company's
operations. In addition to updating the history of the cooperative since the prior exam, the
examination included a review of the following areas:

Financial Reporting

Investments

IT Control Environment

Management and Control

Miscellaneous Assets and Liabilities

Premiums

Reinsurance

Reserves

Risk Management/Insurance

Statutory Compliance

Surplus/Borrowed Money

Emphasis was placed on the audit of those areas of the company's operations
accorded a high priority by the examiner-in-charge when planning the examination. Special
attention was given to the action taken by the company to satisfy the recommendations and
comments made in the previous examination report.

The company is annually audited by an independent public accounting firm as
prescribed by s. Ins 50.05, Wis. Adm. Code. An integral part of this compliance examination was
the review of the independent accountant's work papers. Based on the results of the review of
these work papers, alternative or additional examination steps deemed necessary for the
completion of this examination were performed. The examination work papers contain

documentation with respect to the alternative or additional examination steps performed during

the course of the examination.



Il. HISTORY AND PLAN OF OPERATION

Group Health Cooperative of South Central Wisconsin is described as a nonprofit
mixed model health maintenance organization (HMO) insurer. An HMO insurer is defined by
s. 609.01 (2), Wis. Stat., as ". . . a health care plan offered by an organization established under
ch. 185, 611, 613, or 614 or issued a certificate of authority under ch. 618 that makes available to
its enrolled participants, in consideration for predetermined fixed payments, comprehensive
health care services performed by providers selected by the organization." Under the mixed
model, the company has a delivery system consisting of a combination of staff physicians, clinics
and/or independent contracting physicians operating out of their separate offices. HMOs
compete with traditional fee-for-service health care delivery.

The Cooperative was incorporated on March 13, 1972, and commenced business on
March 1, 1976. The Cooperative was established as a consumer cooperative under ch. 185, Wis.
Stat., with the assistance of federal grants and loans and is federally qualified." GHC-SCW
received approval from the Commissioner of Insurance to enter into a consolidation agreement
with Family Health Plan Cooperative (FHPC) effective January 1, 1988. As part of the
consolidation agreement, administrative and management services for the cooperative were
provided through a management services agreement with Family Health Systems, Inc. (FHS) an
affiliate of FHPC. During 1999, the GHC-SCW board of directors determined that it would be in
the best interest of the organization to terminate FHPC's involvement in its business affairs and
commenced negotiations to effect the termination. As of December 15, 1999, FHPC executed a
Separation Agreement with GHC-SCW, the result of which was the termination of FHPC's
involvement in the control of GHC-SCW. On September 26, 2000, GHC-SCW and FHS entered
into an agreement to terminate the GHC-SCW/FHS management agreement effective
September 1, 2000.

GHC-SCW provides primary care to its members through a number of medical care

delivery systems including: GHC-SCW staff model clinics, University of Wisconsin Department of

! A “federally qualified” HMO is defined as a prepaid health plan that has met strict federal
standards and has been granted qualification status. A federally qualified HMO is eligible for
loans and loan guarantees not available to non-qualified plans.



Family Medicine, UW Health-Clinics and Access Community Health Centers. Each member is
required to select one of the delivery systems, in addition to a primary care physician located at
the facility where the primary care will be received. In 2004, GHC-SCW developed and launched
a two-tier group health product which allows members to access GHC-SCW staff model delivery
systems along with a preferred provider network (PPN). Members who choose the PPN do not
have to choose a primary care physician or facility.

GHC-SCW operates five clinics for those members who select the GHC-SCW staff
model delivery system. These clinics are as follows: East Clinic, Capitol Clinic, Sauk Trails
Clinic, De Forest Clinic, and Hatchery Hill Clinic. Currently, GHC-SCW employs 41 physicians,
19 physician assistants/nurse practitioners, 5 chiropractors, 8 optometrists, 31 mental health
practitioners, and 15 physical/occupational therapists to staff the clinics. The clinics also provide
services to the public on a fee-for-service basis. Members who select the staff model delivery
system are referred to the University of Wisconsin Medical Foundation Faculty Physicians and
University of Wisconsin Hospital and Clinics for specialty and inpatient care. Inpatient maternity
care is provided at St. Mary’s Hospital Medical Center. The staff model delivery system provides
services to approximately 81% of GHC-SCW'’s members.

Under an agreement with the University Health Care, GHC-SCW also offers
members access to three University of Wisconsin Department of Family Medicine Clinics (DFM)
and two UW Health Clinics for primary care service delivery. The DFM clinics are located in
Verona, Belleville, and Madison (Northeast Clinic). DFM'’s primary care medical staff includes
35 faculty physiciansz, UW Medical School residents in training, and numerous physician
assistants/nurse practitioners to provide and coordinate primary care. Members who select DFM
delivery receive inpatient care at St. Mary’s Hospital Medical Center or UW Hospital.

The two UW Health Clinics available to GHC-SCW members are located in
Cottage Grove and Stoughton. For members who select the UW Health Clinics delivery system,

inpatient care is provided at University Hospital, with Stoughton Hospital as an available option

2 Nine UW Family Medicine Faculty members work at the Access Community Health Center
Wingra Clinic.



for patients of the Stoughton Clinic. For both DFM and UW Health Clinics, maternity care is
provided by St. Mary’s Hospital Medical Center.

GHC-SCW also provides primary care services through an affiliation agreement with
Access Community Health Centers (ACHC). ACHC is a Federally Qualified Health Center
(FQHC) that operates three primary care clinics in Madison. ACHC employs 17 physicians and
10 physician assistant/nurse practitioners. Specialty services and hospital care for ACHC
members are provided by UW Hospital and Medical Foundation staff, while inpatient maternity
care is also provided at St. Mary’s Hospital.

As noted earlier, each GHC-SCW member is required to select a primary care
provider (either a primary care physician related to a certain delivery system or a PPN). The
primary care provider acts as a gatekeeper for certain health care services when it is determined
that the services of a specialist are necessary. Over 1,000 specialists provide services to
GHC-SCW members. Of that total, approximately 850 are UW physicians. Members may also
see certain specialists without a referral from their primary care physician. Self-referral specialty
care includes OB/GYN, mental health, chiropractic, oral surgery, dental professional care, and
optometric care, and alcohol and drug abuse treatment.

Physicians employed by GHC-SCW are governed by employment contracts. These
contracts provide for compensation in accordance with the GHC-SCW board-approved
compensation plan. The physician agrees to perform such duties relating to the practice of
medicine as assigned through the GHC-SCW Chief of Staff including, but not limited to, clinic
sessions, hospital rounds, urgent care clinic coverage, house calls, and night/weekend
emergency call duty. During those hours in which the physician is employed by GHC-SCW, any
remuneration for services of the practitioner is deemed income of GHC-SCW and must be
submitted to GHC-SCW upon receipt. Physicians are required to give GHC-SCW at least
90 days’ written notice to terminate their employment contracts.

The cooperative currently contracts with the following hospitals:

University of Wisconsin Hospital and Clinics
St. Mary’s Hospital

St. Clare Hospital Baraboo (AODA Only)
Meriter Hospital



e Children’s Hospital of Wisconsin

e Stoughton Hospital

e Rogers Memorial Hospital

The contracts include hold-harmless provisions for the protection of policyholders.
The contracts have varying terms, typically in the range of one to five years, and may be
terminated upon advance written notice.

The majority of GHC-SCW hospital and specialty care services are provided through
a contract with University Health Care (UHC), which was entered into on January 1, 2006, and
amended in 2009 and 2011. Compensation per the contract is through a variety of methods
including capitation, DRGs and discounted fee-for-service (depending on the type of service
provided).

GHC-SCW has a contract with Meriter Hospital for hospital inpatient and outpatient
services. Compensation per the contract is through a variety of methods including DRGs, per
diem rates and discounted fee-for-service (depending upon the type of service provided).

GHC-SCW has an agreement with SSM Health Care, a not-for-profit organization
that owns and operates St. Mary’s Hospital (Hospital). The Hospital agrees to provide inpatient
services to GHC-SCW members. In cases of emergency, the Hospital agrees to notify
GHC-SCW within 24 hours of admission. The Hospital will provide services upon orders of a
GHC-SCW physician and preadmission authorization certifying the coverage, services and
number of inpatient hospital days authorized by GHC-SCW. All GHC-SCW physicians admitting
members to the Hospital must be members of the medical staff and have appropriate admitting
and clinical privileges. Compensation per the contract is on a capitation, per diem, case rate or
discounted fee-for-service basis (depending upon the type of service provided).

According to its business plan, the cooperative’s service area is comprised of the
following counties: Columbia, Dane, Dodge, lowa, and Sauk. At this time, however, the
cooperative is actively marketing solely in Dane County.

The HMO offers comprehensive health care coverage, which may by changed by
riders to include deductibles and copayments. The following basic health care coverages are

provided:



Physician services

Inpatient services

Outpatient services

Mental health, drug, and alcohol abuse services
Ambulance services

Special dental procedures (oral surgery)
Prosthetic devices and durable medical equipment
Newborn services

Home health care

Preventive health services

Family planning

Hearing exams and hearing aids

Diabetes treatment

Routine eye examinations

Convalescent nursing home service

Prescription drugs—$5.00 copayment

Cardiac rehabilitation, physical, speech, and/or occupational therapy
Physical fitness or health education ($30.00 per year maximum)
Kidney disease treatment

Certain transplants

Chiropractic services

The company markets to groups and individuals. The cooperative uses its own
marketing staff, as well as outside agencies, and pays commissions on both new and renewal
business.

As a federally qualified HMO, GHC-SCW is required to adhere to a community rating
system as defined in the federal HMO Act.® An actuarial model is used to develop a base rate as
the beginning point in premium determination. The base rate is adjusted on a group-by-group

basis using various community rating guidelines such as tiers, demographics, and rating by class.

% Under the HMO Act, community rating requires that premiums cannot vary for different groups
of subscribers or with such variables as the group’s claims experience, age, sex or health status.
In general, federally qualified HMOs must community rate. The intent of community rating is to
spread the cost of illness evenly over all subscribers.



Board of Directors

. MANAGEMENT AND CONTROL

The board of directors consists of 11 members. On a rotating basis, a 3-member

class of directors is elected annually to serve a three-year term. The 2 employee-class directors

serve for a three-year term. Officers are appointed by the board of directors. The board

members, other than employee-class members, currently receive $300 per meeting attended for

serving on the board. In addition, the President of the board receives an additional $300 per

month for any miscellaneous meetings. No compensation is given to the practitioner employee-

class members.

Currently the board of directors consists of the following persons:

Name and Residence

Kenneth N. Machtan, Chair

McFarland, WI

Brent Clostermery
Sun Prairie, Wisconsin

James Driscoll
Madison, WI

Patricia J. Gadow
Madison, WI

Mark Huth, M.D.
Madison, WI

Robert Matthew, M.D.
Madison, WI

Michael E. Mullee
Madison, WI

Thomas P. Schomisch
Verona, WI

Fred Trumm
Madison, WI

Carol Winkler
Madison, WI

Mary R. Wright
Madison, WI

Principal Occupation

Retired from State of Wisconsin

Self-Employed

Owner
PKK Lighting
Retired

Physician
GHC-SCW

Physician
GHC-SCW

President

Wisconsin Affordable Housing Corp.

Retired Professor
Director of Business Development
The Durrant Group

Human Resources
American Family Insurance

Director, Multifamily Housing
WHEDA

Term Expires

2014

2012

2013

2012

2012

2013

2014

2012

2013

2013

2014



Officers of the Company

The officers appointed by the board of directors and serving at the time of this

examination are as follows:

Name

Kenneth Machtan
Mary Wright
Carol Winkler
Michael Mullee

Office 2010 Salary
President $ 20,700
Vice President 16,200
Secretary 17,100
Treasurer 17,400

Senior managers who run the day-to-day operations of the cooperative and serving

at the time of this examination are as follows:

Name

Lawrence Zanoni
Michael Ostrov
Edward Pautz

Committees of the Board

The company's bylaws allow for the formation of certain committees by the board of

Office

Executive Director
Medical Director
Finance Director

2010 Salary

$394,912*
353,366
218,696

directors. The committees at the time of the examination are listed below:

Health Services Committee

James Driscoll, Chair
Bret Clostermery
Patricia Gadow

Mark Huth, M.D.
Kenneth Machtan
Robert Matthew, M.D.
Michael Mullee
Thomas Schomisch
Fred Trumm

Carol Winkler

Mary Wright

Finance/Audit Committee

Michael Mullee, Chair
James Driscoll

Bret Clostermery
Patricia Gadow

Mark Huth, M.D.
Kenneth Machtan
Robert Matthew, M.D.
Thomas Schomisch
Fred Trumm

Carol Winkler

Mary Wright

Human Resources Committee
Bret Clostermery, Chair

James Driscoll

Patricia Gadow

Kenneth Machtan

Michael Mullee

Thomas Schomisch

Fred Trumm

Carol Winkler

Mary Wright

Marketing Committee
Fred Trumm, Chair
James Driscoll

Bret Clostermery
Patricia Gadow

Mark Huth, M.D.
Kenneth Machtan
Robert Matthew, M.D.
Michael Mullee
Thomas Schomisch
Carol Winkler

Mary Wright

* Mr. Zanoni also received deferred compensation of $704,000 that includes consideration for

years of service prior to 2010.



The cooperative has its own employees negotiate employer, provider, subscriber,
and other contracts; advise the board; maintain accounting and financial records; recruit
marketing, utilization review, and claims processing personnel, as well as all clinic staff; provide
or contract for claims processing, and MIS. The HMO also employs staff at its five clinic locations
including: physicians, physician assistants, nurse practitioners, pharmacists, therapists, mental
health practitioners, laboratory and radiology staff, nursing staff, and support staff.

Insolvency Protection for Policyholders

Under s. Ins 9.04 (6), Wis. Adm. Code, HMOs are required to either maintain
compulsory surplus at the level required by s. Ins 51.80, Wis. Adm. Code, or provide for the
following in the event of the company's insolvency:

1. Enrollees hospitalized on the date of insolvency will be covered until
discharged; and

2. Enrollees will be entitled to similar, alternate coverage which does
not contain any medical underwriting or preexisting limitation
requirements.
The company has met the first requirement through its reinsurance contract, but does not

currently have arrangements in place to address the second requirement, as discussed in the

“Summary of Current Examination Results” section of this report.

10



IV. REINSURANCE

The company has reinsurance coverage under the contract outlined below:

Reinsurer: ACE American Insurance Company
Type: Specific Excess of Loss Reinsurance
Effective dates: January 1, 2011 — January 1, 2012
Retention: $325,000 per covered member per agreement period
Lines covered: Commercial HMO and PPO
Medicaid
Covered expenses: Hospital inpatient expenses (acute and sub-acute)

Long-term acute care facility services
Pharmaceutical drugs rendered in a hospital outpatient setting,
physician’s office or at home

Member limit: $2,000,000 per covered member

Maximum agg. limit: NA

Premium: $2.46 per covered member per month

Termination: This agreement is for a one-year term and shall terminate at the end

of that term unless terminated earlier due to nonpayment of
premium, insolvency, or in accordance with other provisions of this
agreement

The reinsurance policy has an endorsement containing the following insolvency
provisions:

1. ACE American Insurance Company will continue plan benefits for each covered person who
is confined in a hospital on the date of insolvency until their discharge or effective date of any
replacement coverage.

2. ACE American Insurance Company will continue plan benefits for any covered person with
respect to expenses incurred for medical services or treatment by providers received after the
insolvency date until the end of the policy period for which the premium was received by the
reinsured but in no event will extend beyond the end of the calendar month in which the
insolvency date occurs.

The additional insolvency coverage is subject to a maximum aggregate continuation limit of

$5 million.

11



V. FINANCIAL DATA
The following financial statements reflect the financial condition of the company as
reported in the December 31, 2010, annual statement to the Commissioner of Insurance. Also
included in this section are schedules that reflect the growth of the company for the period under
examination. Adjustments made as a result of the examination are noted at the end of this

section in the area captioned "Reconciliation of Net Worth per Examination."

12



Group Health Cooperative of South Central Wisconsin
Assets
As of December 31, 2010

Nonadmitted

Net Admitted

Assets Assets Assets
Bonds $23,637,306 $ $ 23,637,306
Stocks:

Common stocks 70,581,962 70,581,962
Real estate:

Properties occupied by the company 16,753,095 16,753,095
Cash, cash equivalents and short-term investments (1,305,307) (1,305,307)
Investment income due and accrued 371,213 371,213
Uncollected premiums and agents' balances in the

course of collection 1,009,873 2,546 1,007,327
Accrued retrospective premiums 724,939 724,939
Amounts recoverable from reinsurers 1,021,758 1,021,758
Net deferred tax asset 211,184 211,184
Electronic data processing equipment and software 1,690,007 1,629,315 60,692
Furniture and equipment, including health care

delivery assets 4,476,128 1,435,942 3,040,186
Health care and other amounts receivable 1,621,626 313,610 1,308,016
Aggregate write-ins for other than invested assets 1,870,502 1,200,689 669,813
Total Assets $122,664,286 $4,793,286 $117,871,000

Group Health Cooperative of South Central Wisconsin

Liabilities and Net Worth

As of December 31, 2010
Claims unpaid $ 24,879,955
Unpaid claims adjustment expenses 322,335
Premiums received in advance 8,653,510
General expenses due or accrued 6,340,978
Amounts withheld or retained for the account of others 324,243
Aggregate write-ins for other liabilities [including $(1) current] 1,758,857
Total liabilities 42,279,878
Gross paid in and contributed surplus $(6,400,000)
Unassigned funds (surplus) 81,991,122
Total capital and surplus 75,591,122
Total Liabilities, Capital and Surplus $117,871,000

13



Group Health Cooperative of South Central Wisconsin
Statement of Revenue and Expenses

For the Year 2010

Net premium income
Fee-for-service [net of $(1) medical expenses]
Aggregate write-ins for other non-health revenues
Total revenues
Medical and hospital:
Hospital/medical benefits
Other professional services
Outside referrals
Emergency room and out-of-area
Prescription drugs
Aggregate write-ins for other medical and hospital
Subtotal
Less
Net reinsurance recoveries
Total medical and hospital
Claims adjustment expenses
General administrative expenses
Total underwriting deductions
Net underwriting gain or (loss)
Net investment income earned
Net realized capital gains or (losses)
Net investment gains or (losses)

Net Income (Loss)

$162,094,877
24,529,704
9,767,473
1,299
18,771,137
19,022,978
234,187,468

1,272,503
232,914,965
3,967,792
21,833,340

5,757,917
100,752

Group Health Cooperative of South Central Wisconsin

Capital and Surplus Account
As of December 31, 2010

Capital and surplus prior reporting year

Net income or (loss)

Net unrealized capital gains and losses

Change in nonadmitted assets

Aggregate write-ins for gains or (losses) in surplus
Net change in capital and surplus

Capital and Surplus End of Reporting Year

14

$4,259,335

2,382,114
(17,294)

154,042

$253,479,019
3,540,778

96,966

257,116,763

258,716,097
(1,599,334)

5,858,669

$ 4,259,335

$68,812,925

6,778,197

$75,591,122



Group Health Cooperative of South Central Wisconsin
Statement of Cash Flows
As of December 31, 2010

Premiums collected net of reinsurance

Net investment income

Miscellaneous income

Total

Less:
Benefit- and loss-related payments
Commissions, expenses paid and aggregate

write-ins for deductions

Total

Net cash from operations

Proceeds from investments sold, matured or
repaid:
Bonds
Stocks

Total investment proceeds

Cost of investments acquired - long-term only:
Bonds
Stocks
Real estate
Total investments acquired

Net cash from investments

Cash provided/applied:
Other cash provided (applied)

Net cash from financing and miscellaneous sources

Net change in cash, cash equivalents, and short-
term investments

Cash, cash equivalents, and short-term
investments:

Beginning of year

End of Year

15

$ 24,753,752
2,281,576,687

4,795,883
2,314,334,617
2,241 802

$ 228,989,853

23,634,629

2,306,330,439

2,321,372,302

804,339

$255,805,654
7,408,785
3,636,744
266,851,183

252,624,482
14,226,701

(15,041,863)

804,339

(10,823)

(1,294,485)
$ (1,305,308)



Growth of Group Health Cooperative of South Central Wisconsin

Year

2010
2009
2008
2007

Medical
Capital and Premium Expenses Net
Assets Liabilities Surplus Earned Incurred Income
$117,871,000 $42,279,878 $75,591,122 $253,479,019 $232,914,965 $4,259,335
101,638,662 32,825,738 68,812,925 238,537,393 220,202,273 2,079,733
96,465,542 30,335,443 66,130,100 219,006,844 190,569,421 8,864,393
88,737,509 27,448,106 61,289,408 200,798,254 181,212,565 4,026,473
Medical Administrative Change
Profit Expense Expense in
Year Margin Ratio Ratio Enrollment
2010 1.6% 90.6% 9.8% 2.8%
2009 0.9 91.3 9.6 2.2
2008 4.0 85.9 10.6 1.6
2007 1.9 89.0 10.6 6.0
Enrollment and Utilization
Average
Hospital Length
Year Enroliment Days/1,000 of Stay
2010 64,542 278.07 4.0
2009 62,771 294.62 4.1
2008 61,446 274.80 4.0
2007 60,465 283.38 3.8
Per Member Per Month Information
Percentage
2010 2009 Change
Premiums:
Commercial $345.42 $330.08 4.6%
Medicare supplement 146.84 136.86 7.3
Federal employees health benefit plan 411.45 390.30 5.4
Medicaid 165.30 162.39 1.8
Total Premiums 334.10 320.31 4.3
Expenses:
Hospital/medical benefits 213.65 201.72 5.9
Other professional services 32.33 33.13 -2.4
Outside referrals 12.87 12.40 3.8
Prescription drugs 24.74 24.55 0.8
Other medical and hospital 25.07 25.56 -1.9
Less: Net reinsurance recoveries 1.68 1.68 -0.3
Total medical and hospital 306.98 295.68 3.8
Claims adjustment expenses 5.23 4.87 7.5
General administrative expenses 28.78 26.81 7.3
Total Underwriting Deductions $341.00 $327.36 4.2

16



Since the prior exam, the Cooperative has posted profitable financial results every
year, which has contributed to the 23% growth in capital and surplus over the four-year period
(2007 — 2010). These results were driven by premium increases that have outpaced medical
utilization, favorable reserve development, respectable investment yields, and administrative
efficiencies as reflected in the 0.8% drop in the administrative expense ratio from 2008 — 2010. It
should be noted that the GHC-SCW owns and operates five clinics, which allows the Cooperative
to maintain a certain amount of control over its medical costs (for those members who select the
GHC-SCW staff model delivery system).

Operationally, the Cooperative’s enrollment increased at a moderate pace from
2007 — 2010 (6.7%), with the bulk of this increase arising from commercial (employer) groups.
The Cooperative attributes this membership increase to “value added services, such as
Complimentary Medicine and new products.” As of December 31, 2010, the Cooperative had
64,542 members; approximately 84% commercial group, 7% Medicaid, 5% federal employees
health benefit plan, 3% individual, and 1% Medicare supplement.

Despite steady growth, the Cooperative has been able to hold the line on utilization,
as reflected in the Hospital Days/1000 and Average Length of Stay ratios, which have remained
fairly steady over the four-year period with the exception of 2009, due to a small number of

unusually large inpatient claims.

17



VI. SUMMARY OF EXAMINATION RESULTS

Compliance with Prior Examination Report Recommendations

There were eight specific comments and recommendations in the previous

examination report. Comments and recommendations contained in the last examination report

and actions taken by the company are as follows:

1.

Unclaimed Funds—It is recommended that the company comply with ch. 177, Wis. Stat., as
regards unclaimed funds and that a liability for unclaimed funds be established in future
statutory statements to account for all checks outstanding for over one year.

Action—Compliance

Investments—It is recommended that the cooperative develop an investment plan related to
derivative investments to be in compliance with s. Ins 6.20 (8) (0), Wis. Adm. Code.

Action—Compliance
EDP Equipment and Software—It is again recommended that the cooperative correct the

statutory depreciation schedule for EDP equipment and software to be in compliance with
SSAP No. 16.

Action—Compliance

Furniture and Equipment—It is again recommended that the cooperative report its furniture,
fixtures, and equipment in accordance with SSAP No. 19.

Action—Compliance

Health Care Delivery Assets—It is again recommended that the cooperative depreciate
health care delivery assets as required by SSAP No. 73.

Action—Compliance

Deferred Taxes—It is recommended that the cooperative properly report deferred taxes on
its future statutory financial statements per SSAP No. 10, paragraphs 7 and 10.

Action—Compliance

Accounts Payable—It is again recommended the cooperative properly report its liabilities in
the annual statement in accordance with the NAIC Annual Statement Instructions — Health.

Action—Compliance

Wages and Accruals—It is again recommended the cooperative discontinue reporting its
non-health care personnel accrued wages, payroll taxes, vacation and pension contribution
as “Claims Unpaid” in accordance with the NAIC Annual Statement Instructions — Health.

Action—Compliance

18



Summary of Current Examination Results

This section contains comments and elaboration on those areas where adverse
findings were noted or where unusual situations existed. Comment on the remaining areas of the
company's operations is contained in the examination work papers.
Insolvency Protection for Policyholders

Section Ins 9.04 (6), Wis. Adm. Code, requires health maintenance organization
insurers to either maintain compulsory surplus as required for other insurers under s. Ins 51.80,
Wis. Adm. Code, or demonstrate that in the event of insolvency all of the following conditions are
met:

1. Enrollees hospitalized on the date of insolvency will be covered until
discharged.

2. Enrollees will be entitled to similar, alternate coverage that does not
contain any medical underwriting or pre-existing conditions.

During the examination, it was noted that the Cooperative does not have
arrangements in place to ensure alternate coverage for its enrollees in the event of insolvency, as
required by s. Ins 9.04 (6) (2), Wis. Adm. Code.

It is recommended that the Cooperative enter into an arrangement to ensure the
availability of alternate coverage for its enrollees in the event of insolvency in accordance with
s. Ins 9.04 (6) (2), Wis. Adm. Code, or, alternatively, comply with the insurer capital requirements
specified in s. Ins 51.80, Wis. Adm. Code, and calculate its compulsory surplus using the rates
specified therein.

Annual Statement Reporting — Supplemental Health Care Exhibit

The primary purpose of this supplemental exhibit to the Annual Statement is to assist
state and federal regulators in identifying and defining elements that make up the medical loss
ratio as described in Section 2718 (b) of the Public Health Service Act (PHSA). An important step
in the development of the medical loss ratio is the identification of qualified “Quality Improvement”
(QI) expenses, which are defined as “[E]xpenses, other than those billed or allocated by the

provider for care delivery (i.e., clinical or claims costs), for all plan activities that are designed to
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improve health care quality and increase the likelihood of desired health outcomes in ways that
are capable of being objectively measured and of producing verifiable results and achievements.”

The NAIC Annual Statement Instructions — Health provides guidance for identifying

qualified QI expenses in the instructions to the Supplemental Health Care Exhibit — Part 3,
including the criteria for qualified QI expenses (Ql expenses should be grounded in evidence-
based medicine, widely accepted best clinical practice, or criteria issued by nationally recognized
medical or health care quality organizations), and the goals that QI activities should achieve (as
specified in Section 2717 of the PHSA and Section 1311 of the PPACA [Patient Protection and
Affordable Care Act]), including:

e Improve health outcomes including increasing the likelihood of desired outcomes compared
to a baseline and reducing health disparities among specified populations;

Prevent hospital readmissions;

Improve patient safety and reduce medical errors, lower infection and mortality rates;

Increase wellness and promote health activities; or
Enhance the use of health care data to improve quality, transparency, and outcomes.

The Cooperative does not have formal written policies and procedures for identifying
qualified QI expenses to be reported in the Supplemental Health Care Exhibit — Part 3, to ensure

that QI expenses are reported in accordance with the NAIC Annual Statement Instructions —

Health.

It is recommended that the Cooperative develop formal written policies and
procedures for identifying qualified Quality Improvement (QI) expenses to be reported in the
Supplemental Health Care Exhibit — Part 3. These policies and procedures should require a
periodic analysis of the company’s administrative expenses to identify qualified QI expenses,
including the criteria used to identify the expense as a qualified QI expense, the quality
improvement goal achieved, and the methodology for capturing the QI expense for reporting (i.e.,
the GL account/sub-accounts that will be used to accumulate these expenses).

It is further recommended that allocated QI expenses be reviewed by a senior
manager during the financial reporting process for compliance with the company’s policies and

procedures and the NAIC Annual Statement Instructions — Health, with evidence of this review

documented for future reference.
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Reinsurance — Intermediary-Brokers
Section Ins 47.03, Wis. Adm. Code (Required Contract Provisions — Reinsurance
Intermediary-Brokers) states:

“No reinsurance intermediary-broker or insurer may enter into an
agreement or arrangement...for the reinsurance intermediary-broker to
represent the insurer as a reinsurance intermediary-broker unless the
reinsurance intermediary-broker obtains written authorization from the
insurer, the reinsurance intermediary-broker complies with the terms of
the authorization, and the authorization specifies the responsibilities of
each party, including, but not limited to, the following:

1. The insurer may terminate the reinsurance intermediary-broker at
any time.

2. The reinsurance intermediary-broker will render accounts to the
insurer accurately detailing all material transactions, including
information necessary to support all commissions, charges and other
fees received by, or owing, to the reinsurance intermediary-broker,
and remit all funds due to the insurer within 30 days of receipt.

3. The reinsurance intermediary-broker will hold all funds collected for
the insurer’s account in a fiduciary capacity in a qualified United
States financial institution.

4. The reinsurance intermediary-broker will comply with s. Ins 47.04.

5. The reinsurance intermediary-broker will comply with the written
standards established by the insurer for the cession or retrocession
of all risks.

6. The reinsurance intermediary-broker will disclose to the insurer any
relationship with any reinsurer to which business will be ceded or
retroceded.”

The Cooperative uses Evergreen RE as its reinsurance intermediary-broker;
however, the Cooperative does not have a written agreement with Evergreen RE documenting
the terms of this arrangement.

It is recommended that the Cooperative execute a written agreement with its
reinsurance intermediary-broker which complies with the requirements of s. Ins 47.03, Wis. Adm.
Code.

Investments — Statutory Compliance

Section Ins 6.20 (8) (k), Wis. Adm. Code, states that insurers may invest in loans,
securities or investments in countries other than the United States and Canada, up to but not
exceeding 2% of the insurer’s assets. In addition, s. 620.22 (9), Wis. Stat., allows an insurer to
invest an additional 5% of the first $500 million of the insurer’s assets in investments not

otherwise permitted and not specifically prohibited by statute. The effect of these limitations is set
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forth in s. 620.21, Wis. Stat., which states: “Assets may be counted toward satisfaction of the
compulsory surplus requirement or security surplus standard only so far as they are invested in
compliance with this chapter and applicable rules promulgated by the commissioner.”

Examination testing revealed that the Cooperative had an investment in a Eurodollar
Sweep Account in the amount of $8,446,725 at December 31, 2010. Review of the Cooperative’s
Eurodollar Sweep Agreement with Johnson Bank indicated that these Eurodollar deposits were
held in the bank’s Cayman Island branch. The Eurodollar Sweep Agreement stated that the
Eurodollar Sweep Account “may be considered a foreign account by the Internal Revenue
Service.”

The Cooperative’s investment of $8,446,725 in this foreign account exceeded the 2%
of assets limitation set forth by s. Ins 6.20 (8) (k), Wis. Adm. Code, plus the additional 5% of
assets limitation set-forth by s. 620.22 (9), Wis. Stat., by $195,755.

It is recommended that the Cooperative implement procedures to ensure that its
invested assets comply with the limits set forth in s. Ins 6.20 (8) (k), Wis. Adm. Code, and
S. 620.22 (9), Wis. Stat. If at any time the Cooperative’s invested assets exceed these limitations,
the Cooperative shall adjust its compulsory and security surplus calculation accordingly.
Financial Requirements

The financial requirements for an HMO under s. Ins 9.04, Wis. Adm. Code, are as

follows:
Amount Required
1. Minimum capital or Either:
permanent surplus $750,000, if organized on or after July 1, 1989
> $200,000, if organized prior to July 1, 1989
2. Compulsory surplus The greater of $750,000 or:

If the percentage of covered liabilities to total liabilities is
less than 90%, 6% of the premium earned in the previous
12 months;

If the percentage of covered liabilities to total liabilities is at

least 90%, 3% of the premium earned in the previous
12 months
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3. Security surplus The greater of:

140% of compulsory surplus reduced by 1% of compulsory
surplus for each $33 million of additional premiums earned
in excess of $10 million

or

110% of compulsory surplus

Covered liabilities are those due to providers who are subject to statutory hold-harmless

provisions.

The company's calculation as of December 31, 2010, as modified for examination

adjustments is as follows:
Assets
Less:
Special deposit
Liabilities
Investments in excess of maximum allowable
by ch. 620, Wis. Stat.
Examination adjustments
Assets available to satisfy surplus requirements

Net indemnity premium earned
Compulsory factor*

Net HMO premium earned
Compulsory factor*

Compulsory surplus

Compulsory Surplus Excess/(Deficit)
Assets available to satisfy surplus requirements

Compulsory surplus
Security factor

Security surplus

Security Surplus Excess/(Deficit)

$ 21,074,210
10%

232,404,809
3%

$117,871,000

2,600,000
42,279,878

195,755
0

2,107,421

6,972,141

$ 9,079,562
133%

$72,795,367

9,079,562

$63,715,805

$72,795,367

12,075,817

$60,719,549

In addition, there is a special deposit requirement equal to the lesser of the following:

1. An amount necessary to maintain a deposit equaling 1% of premium

written in this state in the preceding calendar year;

2. One-third of 1% of premium written in this state in the preceding

calendar year.

The company has satisfied this requirement for 2010 with a deposit of $2,600,000 with the State

Controller’s Office.
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VII. CONCLUSION

Group Health Cooperative of South Central Wisconsin is a nonprofit mixed model
HMO that was incorporated on March 13, 1972, and commenced business on March 1, 1976.
The Cooperative was established as a consumer cooperative under ch. 185, Wis. Stat., with the
assistance of federal grants and loans, and is federally qualified. As of December 31, 2010, the
Cooperative had 64,542 members (approximately 84% commercial group) and a service area
comprised of 5 Wisconsin counties.

Since the prior exam, the Cooperative has posted profitable financial results every
year, which has contributed to the 23% growth in capital and surplus over the four-year period
(2007 — 2010). These results were driven by premium increases that have outpaced medical
utilization, favorable reserve development, respectable investment yields, and administrative
efficiencies.

The current examination resulted in five recommendations and no adjustments to
surplus. The recommendations are explained in the “Summary of Current Examination Results”

section of this report.
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1.

2.

3.

4.

5.

VIIl. SUMMARY OF COMMENTS AND RECOMMENDATIONS

Page 19 -

Page 20 -

Page 20 -

Page 21 -

Page 22 -

Insolvency Protection for Policyholders—It is recommended that the
Cooperative enter into an arrangement to ensure the availability of alternate
coverage for its enrollees in the event of insolvency in accordance with s. Ins
9.04 (6) (2), Wis. Adm. Code, or, alternatively, comply with the insurer capital
requirements specified in s. Ins 51.80, Wis. Adm. Code, and calculate its
compulsory surplus using the rates specified therein.

Annual Statement Reporting — Supplemental Health Care Exhibit—It is
recommended that the Cooperative develop formal written policies and
procedures for identifying qualified Quality Improvement (Ql) expenses to be
reported in the Supplemental Health Care Exhibit — Part 3. These policies
and procedures should require a periodic analysis of the company’s
administrative expenses to identify qualified QI expenses, including the
criteria used to identify the expense as a qualified QI expense, the quality
improvement goal achieved, and the methodology for capturing the QI
expense for reporting (i.e., the GL account/sub-accounts that will be used to
accumulate these expenses).

Annual Statement Reporting — Supplemental Health Care Exhibit—It is
further recommended that allocated QI expenses be reviewed by a senior
manager during the financial reporting process for compliance with the
company’s policies and procedures and the NAIC Annual Statement
Instructions — Health, with evidence of this review documented for future
reference.

Reinsurance — Intermediary-Brokers—It is recommended that the
Cooperative execute a written agreement with its reinsurance intermediary-
broker which complies with the requirements of s. Ins 47.03, Wis. Adm.
Code.

Investments — Statutory Compliance—It is recommended that the
Cooperative implement procedures to ensure that its invested assets comply
with the limits set forth in s. Ins 6.20 (8) (k), Wis. Adm. Code, and s. 620.22
(9), Wis. Stat. If at any time the Cooperative’s invested assets exceed these
limitations, the Cooperative shall adjust its compulsory and security surplus
calculation accordingly.
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