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State of Wisconsin / OEEICE 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 o Fax: (608) 266-9935
December 8, 2015 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:

MERCYCARE HMO, INC.
Janesville, Wisconsin

and this report is respectfully submitted.

I. INTRODUCTION
The previous examination of MercyCare HMO, Inc. (MCHMO or the company) was
conducted in 2012 as of December 31, 2011. The current examination covered the intervening
period ending December 31, 2014, and included a review of such 2015 transactions as deemed
necessary to complete the examination.
The examination was conducted using a risk-focused approach in accordance with

the National Association of Insurance Commissioners (NAIC) Financial Condition Examiners

Handbook. This approach sets forth guidance for planning and performing the examination of an
insurer to evaluate the financial condition, assess corporate governance, identify current and
prospective risks (including those that might materially affect financial condition, either currently
or prospectively), and evaluate system controls and procedures used to mitigate those risks.

All accounts and activities of the company were considered in accordance with the
risk-focused examination process. This may include assessing significant estimates made by

management and evaluating management’s compliance with statutory accounting principles,



annual statement instructions, and Wisconsin laws and regulations. The examination does not
attest to the fair presentation of the financial statements included herein. If during the course of
the examination an adjustment is identified, the impact of such adjustment will be documented
separately at the end of the “Financial Data” section in the area captioned "Reconciliation of
Surplus per Examination."

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

MercyCare HMO, Inc., is described as a for-profit 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 group model, the company contracts with a
sponsoring health system to provide primary and specialist services. HMOs compete with
traditional fee-for-service health care delivery.

The company was incorporated August 4, 2004, and commenced business
September 30, 2004. The company is owned by MercyCare Insurance Company (MCIC), a
Wisconsin-domiciled insurer owned by Mercy Health System Corporation (MHS), which is part of
Mercy Alliance, Inc., a multi-faceted health care holding company system. On October 27, 2014,
MHS announced that it was merging with Rockford Health System (RHS) to create a five-hospital
regional system that will provide services to 40 communities in northern lllinois and southern
Wisconsin. Mercy President and CEQ, Javon Bea, will lead the system (named Interstate
Alliance, Inc.) and be part of a nine-member board of directors that includes four representatives
from RHS and four representatives from MHS.

The acquisition of control of MercyCare Insurance Company and MercyCare HMO,
Inc., by Interstate Alliance, Inc., was completed in January 2015. MHS, as a part of the new
parent, Interstate Alliance, Inc., continues to evaluate various options to incorporate RHS facilities
and providers into the MHS provider network and is also examining potential opportunities in the
lllinois insurance marketplace.

Effective January 1, 2007, MCIC entered a program agreement with MCHMO for the
provision of offering a combined product. Under the agreement, MCHMO and MCIC offer a Point
of Service (POS) benefit in one contract under several liability in MCHMO's service area.
MCHMO is responsible for coverage of emergency care, services and supplies provided by or

referred by MCHMO contracted providers, and all coverage under the POS contract issued by



MCIC that is assumed by MCHMO under the Assumption Agreement of September 30, 2004,
under which MCHMO assumed the HMO coverage portion of the POS contracts issued by MCIC.
MCIC provides coverage for non-emergency services and supplies not provided by or referred by
an MCHMO contracted provider. The POS contract’'s premiums and costs are allocated between
MCIC and MCHMO.

Members may choose a primary care physician at the time of enrollment, but for most
products a selection is not required. Generally, referrals are not necessary if the member sees a
specialist in MCHMO's provider network. Referrals outside the network must be preapproved by
the plan. The plan has approximately 132 contracted primary care physicians and 605 specialists.

As of January 2012, MCHMO offered a Medicare Advantage plan. The plan ended
on December 31, 2014, due to lower than anticipated membership growth.

MCHMO provides most of the health care services to enrollees covered by its benefit
contracts through a provider agreement with Mercy Health System Corporation (MHS). MHS
agrees to provide inpatient, outpatient, physician and other services customarily provided by the
hospital to enrollees. The contract has hold-harmless provisions that prohibit MHS from billing
enrollees for covered services and MHS is subject to the statutory hold-harmless provisions of ch.
609, Wis. Stat. Should the company become insolvent, MHS agrees to provide covered services
to enrollees hospitalized on the date of insolvency until the member is discharged. The company
was added to the original contract between MCIC and MHS which had an initial term ending
December 31, 1994. The contract automatically renews for additional terms of one year unless
one party notifies the other of its intent not to renew at least 90 days prior to the end of the term.

Hospital inpatient and hospital outpatient services are capitated with MHS. The
provider contract includes a provision that the insurer will not cover certain serious adverse events
such as errors made by health care providers. Additionally, the insurer will not pay for services
provided by non-health plan approved providers, excluded services defined in the member’s group
policy, services not provided under the direction of the member’s physician in accordance with
policies and procedures, and services that are not emergencies or are not medically necessary in

the health plan’s judgement. Members are responsible for their own errors and for receipt of



benefits that are not covered services. Physicians are paid based on Optum's publication
“Relative Values for Physicians” which are based on physician survey data from Relative Value
Studies, Inc.

In addition to MHS, the company contracts with the following medical groups:

Fort. Atkinson Healthcare — Physicians

Watertown Physician Practices LLC

University HealthCare Inc.

Beloit Area Community Health Center

Medical College of Wisconsin

The company currently contracts with individual physicians for primary care and
specialty services, as well as contracts for ancillary and mental health services. The contracts
include hold-harmless provisions for the protection of policyholders prohibiting physicians from
billing patients for amounts due from MCHMO. The contracts have a one-year term and may be
terminated upon 60 days' prior written notice by either party. These contracts limit the providers'
risk to services rendered.

In addition to Mercy Hospital and Trauma Center of Janesville, Wisconsin (Mercy
Hospital) owned and operated by MHS, MCHMO contracts with the following hospitals:

Watertown Regional Medical Center

Fort Atkinson HealthCare

Meriter Hospital—Madison (only upon referral)

Milwaukee Children's Hospital-Milwaukee (only upon referral)

University HealthCare (only upon referral)

Rosecrance Behavioral Health (only upon referral)

Rogers Memorial Hospital (only upon referral)

As mentioned earlier, Mercy Hospital is capitated for the services they perform. The
other hospitals listed are reimbursed on a discounted fee-for-service basis. These contracts also
include hold-harmless provisions for the protection of policyholders prohibiting the hospitals from
billing patients for amounts due from MCHMO.

The company's service area is comprised of Rock, Green, Jefferson, and Walworth
counties. The company offers comprehensive health care coverage which may be changed by

riders to include deductibles and copayments. The following basic health care coverage is

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

Cardiac rehabilitation, physical, speech, and/or occupational therapy

Physical fitness or health education ($100 to $200 per year maximum dependent on
plan design)

Kidney disease treatment

Certain transplants

Chiropractic services

Outpatient and inpatient behavioral health and alcohol and other drug abuse (AODA)
coverage is provided in accordance with federal and state mental health parity laws. Copayments
for emergency services range from $0 to $500, which may be waived upon admission into an
inpatient facility. Skilled nursing care coverage ranges from 30 to an unlimited number of days per
confinement, hearing aids are limited to one per ear every 36 months, infertility lifetime maximums
range from $2,000 to unlimited to not covered, home health care is limited to 60 visits per year,
physical therapy/occupational therapy are limited to 40 visits per contract year, and speech
therapy is limited to 30 visits per contract year. Plan coverage is contingent on non-emergency
services being provided by participating physicians and hospitals or on the company's preapproval
of a referral from a participating physician. The company has plans in which office visits have
copayments ranging from $0 to $75. Some plans also have a 0% to 30% coinsurance
requirement, subject to out-of-pocket maximums ranging from $250 to $10,000/single and $500 to
$24,500/family.

The company currently markets to groups, individuals and Medicare individuals. The
company also has a Medicaid contract with the Wisconsin Department of Health Services. The
company uses an internal marketing staff as well as outside agents. The majority of agent

commissions are paid in a range from $3.50 to $34.00 per contract per month. A small number of



agents are paid commissions of up to 6% of premiums on new and renewal business. There are
approximately 242 independent agents and 7 sales staff writing for the company.

The company uses an actuarially determined base as a beginning point in premium
determination. This rate is adjusted to reflect the coverage characteristics, age, occupation,
gender, experience (if available) and individual medical history for new groups. Experience is
reviewed, as well, for renewal groups. Based on the review, a recommendation is made regarding

any rate adjustments. The base rate is adjusted quarterly for inflation and other trending factors.



. MANAGEMENT AND CONTROL
Board of Directors
The board of directors consists of eight members. All directors are elected annually
to serve a one-year term. Officers are appointed by the board of directors. Members of the
company's board of directors may also be members of other boards of directors in the holding
HMO group. The board members currently receive no compensation for serving on the board.

Currently the board of directors consists of the following persons:

Name and Residence Principal Occupation Term Expires
Javon R. Bea President and CEO 2015
Janesville, WI Mercy Health System

Mark L. Goelzer, M.D. Secretary 2015
Janesville, WI Pediatrician - Mercy Clinic East

Director of Medical Affairs - Mercy Health System

Rowland McClellan Retired President of M&I Bank 2015
Janesville, Wi

Thomas R. Pool Retired CIO for Mayo Clinic 2015
Rochester, MN

Larry E. Squire Treasurer 2015
Janesville, WI President of Johnson Bank

Dave L. Syverson Chairman 2015
Rockford, IL Williams-Manny Insurance Group

IL State Senator

Mark Kopp Attorney at Cosigny Law Firm, S.C. 2015
Janesville, Wi

Officers of the Company

The officers serving at the time of this examination are as follows:

Name Office 2014 Salary
Javon R. Bea President, CEO $ 0*
Joseph D. Nemeth Former Vice President, COO 106,250*
E. Patrick Cranley Vice President, COO 0*
Dr. Mark L. Goelzer Secretary 0*

* The officers’ salaries are paid by MHS through a support services agreement with the
company. The above represents the portion of the officers’ salaries allocated to the company.
Note: Mr. Cranley took over as Vice President/COO in January 2015 and did not receive
compensation in 2014.



Committees of the Board

The company's bylaws allow for the formation of certain committees by the board of
directors. MercyCare HMO, Inc., has no board-appointed committees. Therefore, the company’s
entire board of directors constitutes the audit committee.

The company has no employees. Necessary staff is provided through a support
services agreement with Mercy Health System Corporation (MHS). Under the agreement,
effective January 1, 2007, MHS agrees to provide a full range of administrative services in the
following areas: financial and medical management, provider relations, claims and data
processing, general administration, marketing and underwriting, and regulatory relations. The
monthly compensation paid to MHS for providing these services is billed at the actual cost to
perform them. MHS bills MCIC and MCHMO for an estimate of such cost each month, along with
any reconciliation of actual amounts due for any prior month, in advance of the month. MCIC
shall pay each such bill within 10 days after receipt. MCIC and MCHMO promptly allocate such
compensation between them based on their proportionate share of total premiums written by
each during the month at issue. The term of the agreement is three years with automatic
renewal. The company may terminate the agreement upon 30 days' written notice if default of
standards of performance continues 60 days after notice of such default.

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 this requirement through its reinsurance contract, as discussed in the

“Reinsurance” section of this report.



IV. AFFILIATED COMPANIES
The company is a member of a holding company system. Its ultimate parent is
Interstate Alliance, Inc. The organizational chart on the following page depicts the relationships
among the affiliates in the group. A brief description of the significant affiliates of the company

follows the organizational chart.

10



TT

Holding Company Chart
As of December 31, 2014

Interstate Alliance, Inc. 2
(d/b/a MercyRockford Health System)

Mercy Alliance, Inc? ]

Rockford Health System?
| [ I I
Rockford .
Mercy Health Mercy ROCka_I’d Rockford Memorial \Allsmng I_\lursef
Mercy Harvard Syst ] Memorial Health ssociation o
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] — -
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Found F‘;.rcy | Harvard Memorial Insurance Ltd. KSB/RMHS
oundation, ne. Hospital Foundation (Bermuda Insurance Partnership (JV)
Combanv)
Janesville
Medical Center, RHS Regional
Madison United Health Network,
Mercy Health System Healthcare Linen, | LLC

Ltd. (JV)

Association of
Volunteers, Inc.

Rockford Health
System Ventures,

MercyCare Insurance LLC | Van Matre/HealthSouth
Company

Rehabilitation Hospital
V)

MercyCare HMO,
Inc.

" Mercy Alliance, Inc., and Rockford Health System affiliated on 1-1-2015 under a new parent company, Interstate Alliance, Inc. (d/b/a MercyRockford Health System).
2 Member of Obligated Group.



Interstate Alliance, Inc. (IAl)

IAl was organized as an lllinois not-for-profit corporation on October 24, 2014. The
company is the ultimate parent organization that creates an affiliation between Mercy Alliance,
Inc., and the Rockford Health System.

Mercy Alliance, Inc. (MAI)

MALI is a nonprofit multi-faceted Wisconsin health care holding company with no
members that was formed in 1989 to serve as the parent holding company for the Mercy Health
System. MAI was acquired by IAl, its direct parent, as of January 1, 2015. As of June 30, 2015,
the company’s audited consolidated financial statement reported assets of $753.7 million,
liabilities of $335.3 million, and unrestricted net assets of $418.4 million. Operations as of
June 30, 2015, produced net income of $11.8 million on revenues of $553 million.

Rockford Health System (RHS)

RHS is a Rockford, lllinois-based, not-for-profit health system that merged with MAI
effective January 1, 2015. 1Al is RHS’s direct and ultimate parent as of January 1, 2015. As of
June 30, 2015, the company’s audited financial statement reported assets of $555.9 million,
liabilities of $253 million, and unrestricted net assets of $280.5 million. Operations as of June 30,
2015, produced net income of $5.1 million on revenues of $227.2 million.

Mercy Health System Corporation (MHS)

MHS, headquartered in Janesville, Wisconsin, is a vertically integrated multi-specialty
health care delivery system serving southern Wisconsin and northern lllinois. MAI is the MHS'’s
direct parent and IAl is the ultimate parent as of January 1, 2015. The system includes three
hospitals, two insurance companies, and a provider network of over 400 multi-specialty
physicians. As of June 30, 2015, the company’s audited financial statement reported assets of
$515.9 million, liabilities of $309.4 million, and unrestricted net assets of $206.5 million.
Operations as of June 30, 2015, produced net income of $19.4 million on revenues of

$507.6 million.
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MercyCare Insurance Company (MCIC)

MCIC is a Wisconsin-domiciled stock insurance company. MCHMO is wholly owned
by MCIC. MCIC's direct parent is MHS and ultimate parent is Al as of January 1, 2015. As of
December 31, 2014, the company’s audited financial statement reported assets of $17.2 million,
liabilities of $347 thousand, and capital and surplus of $16.9 million. Operations for 2014
produced net loss of $108 thousand on revenues of $1.2 million.

Affiliated Agreements

MCHMO has entered into several affiliated agreements. These agreements are

described below:

e Effective January 1, 2007, the company entered into a service agreement with MCIC and
MHS for the provision of covered services to its members.

o Effective January 1, 2007, the company entered a program agreement with MCIC for the
provision of offering a combined product. Under this agreement the company and MCIC offer
a point-of-service benefit together in one contract in MCHMO'’s service area. Premium and
expenses are allocated based on the following: MCHMO is responsible for HMO coverage
and MCIC is responsible for indemnity coverage. This agreement is discussed in the section
of this report captioned “History and Plan of Operation.”

o Effective January 1, 2007, the company entered into a tax allocation agreement with MCIC.
Under this agreement, MCIC and MCHMO agree to file a federal consolidated tax return.
Each company agrees to contribute towards the payment of the consolidated tax liability in an
amount determined on a separate return.

13



V. REINSURANCE

The company has reinsurance coverage under the contract outlined below:

Reinsurer:
Type:
Effective date:
Retention:
Coverage:

Premium:

Termination:

American National Insurance Company

Specific Excess of Loss Reinsurance

January 1, 2015

$500,000 per member per agreement period

$5,000,000 per member per agreement period maximum

$2.29 per commercial small group Exchange member per month
$3.86 per commercial individual Exchange member per month
$2.29 per commercial non-Exchange member per month

$1.02 per Medicare supplement member per month

$0.22 per Medicaid AFDC and BadgerCare member per month
$0.03 per member per month for continuation of coverage

The agreement terminates on the earliest of the following dates:

1. A grace period of 31 days from the premium due date is allowed
to pay each premium due after the first monthly premium. If any
premium is not paid before the end of the grace period, this
agreement automatically terminates at the end of the period for
which premiums have been paid.

2. The date that a court of competent jurisdiction declares a party to
be insolvent

3. The date of a material change provided reinsurer notifies plan of
termination within 30 days from date reinsurer received the notice
for this reason.

4. The date set by reinsurer if plan fails to send quarterly financial
statements to reinsurer within 45 days after the end of each
quarterly period and annual financial statements within 90 days
after the end of the annual period.

5. The effective date if terminated because of misstated data.

6. The expiration date shown on the Schedule of Reinsurance:
December 31, 2015.

The reinsurance policy has an endorsement containing the following insolvency

provisions:

1. American National Insurance Company will continue plan benefits for any member insured
plan until the earlier of (i) 365 days, (ii) the date of discharge or (iii) the date that the member
becomes entitled to other health insurance coverage without any medical underwriting or
preexisting limitation, provided that prior to plan insolvency premiums have been paid to plan
by that member or on behalf of the member for the month in which Insolvency occurs.

2. American National Insurance Company will continue plan benefits for the member (other than
members covered by provision #1 above) from the date of the plan Insolvency until the earlier
of (i) the date for which premium had been paid on behalf of the member, or (ii) the end of the
month in which plan Insolvency occurs.

14



These provisions have the following limitations:

1. For any members who are Medicaid or Medicare enrollees, plan benefits end when such
member is entitled to coverage under other Medicare provisions or any other federal or state
program.

2. The agreement provides no continuation of coverage benefits:

a. For creditors, owners or the court-appointed receiver of plan, although reinsurance
payment may be made to the court-appointed receiver for transfer to the appropriate
health care provider payees;

b. For a service if a health care provider or any entity contracted with a health care provider
has been paid to provide services for the period in which the service is provided or has a
legal or contractual obligation to provide such services, whether or not payment has or
shall be received by the provider;

c. For service if the health care provider had a contract for services directly or indirectly with
plan within 120 days prior to the date of insolvency;

d. If on the date of plan insolvency there is an agreement by a third party to guarantee
plan’s services, surplus or capital level,

e. For services included in coverage provided by a state assessment or guaranty fund;

f.  For a member once the member becomes eligible for other health coverage; or

g. For services for which reinsurer does not receive required claim documentation within
18 months of insolvency.

3. Inthe event the average per member Medicaid or Medicare monthly premium rate paid to
plan by the state of Wisconsin or federal government for the members reinsured under this
agreement decreases by 5% or more, the continuation of coverage benefits will terminate
upon the effective date of the premium decrease.

4. In the event that plan pays a dividend or repays treasury stock resulting in plan’s risk-based
capital falling below 200%, continuance of coverage benefits terminate as of the date the
dividend is paid or the treasury stock repaid.

5. Liability of reinsurer under this continuation of coverage benefit is limited to $5,000,000 in the
aggregate and this limit applies to the agreement and all other reinsurance agreements that
include continuation of coverage benefits entered into between reinsurer and plan and any
plans affiliated with plan.

Affordable Care Act (ACA) Transitional Reinsurance Program (through 2016)

The transitional reinsurance program based on Section 1341 of the ACA is effective
for plan years 2014 through 2016. Reinsurance assessments will be collected and distributions
will be issued during the three-year term. Reinsurance is provided under this program once an
insured member reaches his or her maximum out of Pocket (MOOP) cost. The MOOP depends
on the type of program selected, but is typically $6,350 for a Silver Plan. The next $45,000 is the
full responsibility of MCHMO to pay. If the claim exceeds $45,000, the reinsurance program
covers 80% of the claim up to $250,000. MCHMO is responsible for the remaining 20% of the

amount between $45,000 and $250,000. The amount over $250,000 up to $350,000 is the full

15



responsibility of MCHMO. Any claim over the $350,000 retention threshold is covered by the

commercial reinsurance described above.

Note: On June 17, 2015, the Centers for Medicare and Medicaid Services (CMS) announced that
the 2014 transitional reinsurance program would have a coinsurance rate of 100%, rather than

the originally stated 80%.
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VI. FINANCIAL DATA
The following financial statements reflect the financial condition of the company as
reported to the Commissioner of Insurance in the December 31, 2014, annual statement.
Adjustments made as a result of the examination are noted at the end of this section in the area
captioned "Reconciliation of Capital and Surplus per Examination." Also included in this section

are schedules that reflect the growth of the company for the period under examination.
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MercyCare HMO, Inc.
Assets
As of December 31, 2014

Assets
Bonds $ 8,373,056
Stocks:
Common stocks 17,245,749
Cash, cash equivalents and short-term
investments 1,205,724
Investment income due and accrued 129,087
Uncollected premiums and agents'
balances in the course of collection 621,676
Accrued retrospective premiums 751,667
Net deferred tax asset 524,000
Receivables from parent, subsidiaries
and affiliates 551,200
Health care and other amounts
receivable 546,989
Total Assets $29,949,148

MercyCare HMO, Inc.
Liabilities and Net Worth
As of December 31, 2014

Claims unpaid

Unpaid claims adjustment expenses

Aggregate health claim reserves

Premiums received in advance

General expenses due or accrued

Amounts due to parent, subsidiaries and affiliates

Liability for amounts held under uninsured accident and
health plans

Aggregate write-ins for other liabilities [including $(1) current]

Total liabilities

Common capital stock

Gross paid in and contributed surplus

Aggregate write-ins for other than special surplus funds
Unassigned funds (surplus)

Total capital and surplus

Total Liabilities, Capital and Surplus

18

Nonadmitted Net Admitted

Assets Assets

$ $ 8,373,056

17,245,749

1,205,724

129,087

621,676

751,667

397,000 127,000
551,200

65,789 481,200

$1,013,989 $28,935,159

$ 8,425,898
253,489
2,369,455
1,012,589
1,196,167
551,668

45,900
0
13,855,166

$ 1

11,499,999

1,257,271

2,322,722
15,079,993

$28,935,159



MercyCare HMO, Inc.
Statement of Revenue and Expenses
For the Year 2014

Net premium income $ 98,579,702
Total revenues 98,579,702
Hospital/medical benefits $83,634,837
Prescription drugs 9,717,080
Subtotal 93,351,917
Less

Net reinsurance recoveries 1,963,671
Total medical and hospital 91,388,246
Claims adjustment expenses 1,634,028
General administrative expenses 8,199,761
Increase in reserves for life and accident and health contracts 1,300,000
Total underwriting deductions 102,522,035
Net underwriting gain or (loss) (3,942,333)
Net investment income earned 1,025,741
Net realized capital gains or (losses) 985,654
Net gain or (loss) from agents' or premium balances

charged off 2,011,395
Net income or (loss) before federal income taxes (1,930,938)
Federal and foreign income taxes incurred (3,898)
Net Income (Loss) $ (1,927,040)

MercyCare HMO, Inc.
Capital and Surplus Account
For the Three-Year Period Ending December 31, 2014

2014 2013 2012

Capital and surplus, beginning of year $ 17,732,047 $14,184,162 $12,238,224
Net income (loss) (1,927,040) 175,013 401,576
Change in net unrealized capital gains/losses 12,977 3,036,198 1,673,165
Change in net deferred income tax 210,000 (6,000) (39,000)
Change in nonadmitted assets (947,991) 342,674 (90,555)
Surplus adjustments:

Paid in 752
Surplus, End of Year $ 15,079,993 $17,732,047 $14,184,162

19



MercyCare HMO, Inc.
Statement of Cash Flows
As of December 31, 2014

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
Federal and foreign income taxes paid (recovered)
$0 net tax on capital gains (losses)

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
Total investments acquired

Net cash from investments

Cash provided/applied:
Other cash provided (applied)

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

Cash, cash equivalents, and short-term investments:

Beginning of year

End of Year

20

$ 98,230,738
1,223,986

(1,539,571)
97,915,153

$94,124,778
8,697,313

(3,898)
102,818,193
(4,903,040)

$4,626,907
2,500,000
7,126,907
4,995,150
819,384
5,814,534
1,312,373
973,905

(2,616,762)

3,822,488

$ 1,205,726



Growth of MercyCare HMO, Inc.

Medical
Capital and Premium Expenses Net
Year Assets Liabilities Surplus Earned Incurred Income
2014  $28,935,159  $13,855,166  $15,079,993 $ 98,579,702 $ 91,388,246  $(1,927,040)
2013 30,579,594 12,847,548 17,732,046 109,037,673 102,338,240 175,013
2012 26,248,030 12,063,868 14,184,162 114,263,886 106,241,398 401,576
2011 23,894,886 11,656,663 12,238,223 112,419,590 105,382,903 64,807
Medical Administrative Change
Profit Expense Expense in
Year Margin Ratio Ratio Enrollment
2014 (1.9)% 94.0% 10.0% (7.0)%
2013 0.2 94.3 7.0 1.0
2012 0.4 93.5 6.7 (2.6)
2011 0.1 93.7 6.9 (0.4)
Enrollment and Utilization
Average
Hospital Length
Year Enroliment Days/1,000 of Stay
2014 30,482 205.4 3.9
2013 32,788 206.6 3.6
2012 32,455 215.4 3.7
2011 33,321 206.6 3.8
Per Member Per Month Information
Percentage
2014 2013 Change
Premiums:
Commercial $394.3 $375.9 4.9%
Medicare 326.7 285.7 14.4
Medicaid 131.7 163.9 (29.7)
Expenses:
Hospital/medical benefits 229.8 220.3 4.3
Prescription drugs 26.7 20.6 29.8
Other medical and hospital 19.6 (100.0)
Less: Net reinsurance recoveries 5.4 0.0 (129,182.5)
Total medical and hospital 251.1 260.5 (3.6)
Claims adjustment expenses 4.5 4.2 6.1
General administrative expenses 22.5 15.2 48.7
Increase in reserves for accident and health 3.6 1.2 211.8
contracts
Total Underwriting Deductions $281.7 $281.0 0.2
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During 2014 the company reported net loss primarily due to higher underwriting loss
in 2014 (the combined ratio increased from 101.3 in 2013 to 104.0 in 2014). The higher
underwriting loss was attributable to higher than anticipated medical costs in the commercial and
Medicaid lines of business. MCHMO’s membership decreased by 7.3% in 2014 and is expected
to decline further in 2015 due to MHS employee plan moving from a fully insured arrangement to
a self-funded arrangement. Surplus decreased 15% in 2014 primarily due to net loss and change
in nonadmitted assets (primarily receivables from MCIC) and a net deferred tax asset being
nonadmitted.

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
Or

$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

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.
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The company’s compulsory surplus calculation as of December 31, 2014, as
modified for examination adjustments is as follows. (The adjustments are discussed in the

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

Assets $28,935,159
Less:

Special deposit 900,000

Liabilities 13,855,166

Investments in excess of maximum allowable by

ch. 620, Wis. Stat. 5,146,105

Examination adjustments 1,972,341
Assets available to satisfy surplus requirements $7,061,547
Net premium earned 98,579,702
Compulsory factor 3%
Compulsory surplus 2,957,391
Compulsory Surplus Excess/(Deficit) $4,104,156
Assets available to satisfy surplus requirements $7,061,547
Compulsory surplus 2,957,391
Security factor 138%
Security surplus 4,081,199
Security Surplus Excess/(Deficit) $2,980,348

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 2014 with a deposit of $900,000 with the State

Treasurer.
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Reconciliation of Capital and Surplus per Examination
No adjustments were made to capital and surplus as a result of the examination. The

amount of surplus reported by the company as of December 31, 2014, is accepted.
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VIl. 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.

Reinsurance—It is recommended that the company comply with the insolvency clause
requirements of s. Ins. 52.03 (3), Wis. Adm. Code.

Action—Compliance.

Actuarial Report—It is recommended that the company follow the NAIC Annual Statement
Instructions — Health regarding the annual reporting to the board of directors or audit
committee by the appointed actuary on the items within the scope of the opinion. In addition
the minutes should evidence that both the actuarial opinion and actuarial memorandum were
made available to the board or audit committee members.

Action—Compliance.

Board of Directors—It is recommended that the board of directors routinely review the
minutes from the previous meeting. In addition, the board minutes should indicate if there
were any ensuing discussions regarding any changes and/or amendments needed to those
minutes prior to finalizing and approving the minutes for the record.

Action—Compliance.

Affiliated Transactions—It is recommended that the company follow the NAIC Annual
Statement Instructions — Health when completing the Underwriting and Investment Exhibit
Part 3 and Schedule Y.

Action—Compliance.

Investments—It is recommended that the company deduct investments in excess of ch. 620
Wis. Stat., limitations in future compulsory and security surplus calculations.

Action—Noncompliance.

Investments—It is recommended that the company follow the NAIC Annual Statement
Instructions — Health when preparing Schedule D.

Action—Compliance.

Healthcare Receivable—It is recommended that the company comply with SSAP No. 84
disclosure requirements and complete the Notes to the Financial Statement in accordance
with NAIC Annual Statement Instructions — Health.

Action—Compliance.

Annual Statement Errors—It is again recommended that the company complete the annual
statement in accordance with the NAIC Annual Statement Instructions — Health for the items noted.

Action—Compliance.
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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.
Investments
It was again noted during the examination that the company was not in compliance
with the investment limitations of s. 620.23 (2) (b), Wis. Stat., which limits all securities of a single
issuer to 10% of admitted assets. Under s. 620.21 (1), Wis. Stat., assets may be counted toward
satisfaction of the compulsory surplus requirement or the security surplus standard only as far as
they are invested in compliance with ch. 620, Wis. Stat. As of December 31, 2014, MCHMO
owned shares in three mutual funds with statutory values greater than 10% of admitted assets.
Pursuant to s. 620.22 (9), Wis. Stat., the company is allowed to invest an additional 5% of
admitted assets in securities that are not otherwise authorized, which was taken into account
when compulsory and security surplus was recalculated by the examination.
The company did deduct $5,146,105 from assets in one of the three funds but failed
to include the other two. The table below depicts the appropriate calculation.
Investment
10% of Above the
Book Value Assets 10% Limit
Dodge & Cox Intl Stock Fund  $3,476,735 $2,893,516 $ 583,219
Lord Abbett Value Opp Fund 4,282,638 2,893,516 1,389,122
Vanguard 500 Index Fund 9,486,379 2,893,516 6,592,863
Subtotal 8,565,204
5% basket clause 1,446,758
$7,118,446
The difference between the amount the company reported and the calculation above is
$1,972,341. As reflected on page 22 of this report, the company remains in compliance with the
compulsory and security surplus requirements after adjusting for the error. It is again

recommended that the company deduct investments in excess of ch. 620, Wis. Stat., limitations

in future compulsory and security surplus calculations.
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Reinsurance

The examination disclosed that the company was not properly accounting for the
Affordable Care Act (ACA) Transitional Reinsurance Program in its 2014 annual statement.
Transitional reinsurance assessments and administrative expenses attributable to individual plans
should be treated as ceded reinsurance premium. However, the examination disclosed the
company reported the total transitional reinsurance assessments and administrative expenses
amount as general expenses due and accrued and did not properly report the amount attributable
to individual plans as ceded reinsurance premiums payable on line 11 of the Liabilities, Capital,
and Surplus page. Itis recommended the company report transitional reinsurance assessments
and administrative expenses attributable to individual plans as ceded reinsurance premiums on
line 11 of the Liabilities, Capital, and Surplus page in accordance with Statement of Statutory
Accounting Principles (SSAP) No. 107, paragraphs 25-31.

Additionally, ceded premiums attributable to the transitional reinsurance program for
individual plans should be reported as a reinsurance cession with HHS as the authorized
reinsurer in accordance with SSAP No. 107, paragraphs 25-31 and 36. However, all reinsurance
premiums were reported as being ceded to American National Insurance on Schedule S, Part 3,
Section 2. Itis recommended the company report ceded premium attributable to individual plans
on Schedule S, Part 3, Section 2, with HHS listed as the authorized reinsurer in accordance with
SSAP No. 107, paragraphs 25-31 and 36.

Furthermore, the examination disclosed a $1,819,671 recoverable from HHS was
reported as being recoverable from American National Insurance on Schedule S, Part 2.
Transitional reinsurance program recoveries for individual insurance products should be reflected
the same as traditional reinsurance and HHS should be treated as an authorized reinsurer for the
purposes of financial reporting in accordance with SSAP No. 107, paragraphs 34-36.
Additionally, $144,000 of reinsurance recoveries were not reported on Schedule S. Itis
recommended that the company report recoveries attributable to individual insurance plans on
Schedule S, Part 2, with HHS listed as the authorized reinsurer in accordance with SSAP 107,

paragraphs 34-36.
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Annual Statement Reporting

The examination disclosed that the company was not properly nonadmitting
pharmacy rebate receivable accruals over 90 days in Exhibit 3 of its 2014 annual statement. Itis
recommended that the company nonadmit pharmacy rebate receivable accruals over 90 days in
compliance with SSAP No. 84, paragraph 10.
Supplemental Health Care Exhibit — Expense Allocation Report

The company did not report any allocations of quality improvement expenses to the
medical expense category on the Supplemental Health Care Exhibit - Expense Allocation Report
although they do report quality improvement expenses on the Supplemental Health Care Exhibit -
Part 3. It is recommended that the company report allocations of quality improvement expenses
to the medical expense category on the Supplemental Health Care Exhibit - Expense Allocation
Report.
Custodial or Safekeeping Agreements

The examination found that in the custodial agreement between MCHMO and
Johnson Bank the indemnification language does not clearly indemnify the company against loss.
The agreement states:

"Custodian shall not be liable for any loss or depreciation resulting from

any action or inaction of Custodian taken in good faith pursuant to the

terms of this Agreement or as a result of following a direction or

instruction from Client or Investment Advisor. Custodian is specifically

indemnified by Client against loss, damage and expense in carrying out

Custodian’s duties hereunder, provided such loss or expense is not due

to its willful misconduct."”

The NAIC Financial Condition Examiners Handbook sets forth satisfactory

safeguards and controls that should be included in custodial or safekeeping agreements. These
safeguards and controls include, but are not limited to:

e The custodian is obligated to indemnify the insurance company for any loss of securities in
the custodian’s custody occasioned by the negligence or dishonesty of the custodian’s
officers or employees, or burglary, robbery, holdup, theft, or mysterious disappearance,
including loss by damage or destruction

e Inthe event of a loss of the securities for which the custodian is obligated to indemnify the
insurance company, the securities shall be promptly replaced or the value of the securities
and the value of any loss of rights or privileges resulting from said loss of securities shall be
promptly replaced
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It is recommended that the company update the custodial agreement with Johnson Bank to
include the proper language indemnifying MercyCare HMO, Inc., against loss due to negligence
or dishonesty of the custodian's officers or employees, or burglary, robbery, holdup, theft, or
mysterious disappearance, including loss by damage or destruction, and the custodial
agreements must include language indicating that the loss of these indemnified securities will be
properly replaced or the value of the securities or any loss of rights or privileges will be promptly
replaced.

Furthermore, it was noted that although the company has a custodial agreement with
Johnson Bank (the bank) the assets are actually held by a sub-custodian, SEI Investments.

According to the guidelines for custodial agreements contained in the NAIC Financial Condition

Examiners Handbook, the terms of the custodial agreement must define, among other things, the

custodian’s responsibilities for the securities that were lost due to the custodian’s negligence or
dishonesty. The custodial agreement between the company and the bank does not contain
provisions for a sub-custodian. It is unclear what responsibility the bank has with respect to the
sub-custodian and vice versa. It is recommended that if a sub-custodian is used, the custodian’s
indemnification for negligence or dishonesty under the custodial agreement must be extended to

apply to any sub-custodian.
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VIIl. CONCLUSION

MercyCare HMO, Inc., can be described as a for-profit group model health
maintenance organization insurer organized under ch. 611, Wis. Stat. The company commenced
business on September 20, 2004, when it assumed all HMO business from its parent, MercyCare
Insurance Company. In 2011 company management made the decision to start offering
Medicare Advantage products in January 2012. As of December 31, 2014, the Medicare
Advantage products were discontinued as a result of poor membership growth.

In 2014, the company reported assets of $28,935,159, liabilities of $13,855,166 and
surplus of $15,079,993. Operations for 2014 produced a net loss of $1,927,040. Net losses were
primarily due to higher underwriting loss in 2014, which was attributable to higher than anticipated
medical costs in the commercial and Medicaid lines of business. MCHMO'’s membership
decreased by 7.3% in 2014 and is expected to decline further in 2015 due to MHS employee plan
moving from a fully insured arrangement to a self-funded arrangement. Surplus decreased 15%
in 2014 primarily due to net loss and change in nonadmitted assets primarily attributable to
receivables from MCIC and net deferred tax assets being nonadmitted.

The examination review of invested assets found that the company exceeded the
investment limitation of ch. 620, Wis. Stat. As a result, the 2014 year-end compulsory and
security surplus calculations were modified by the examination.

The company complied with all of the prior exam recommendations except for one.
The company did not comply with a prior exam recommendation related to investments. The
current examination resulted in a total of eight recommendations including one repeat

recommendation. The recommendations are summarized on the following page.
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8.

IX. SUMMARY OF COMMENTS AND RECOMMENDATIONS

Page 26

Page 27 -

Page 27 -

Page 27 -

Page 28 -

Page 28 -

Page 29 -

Page 29 -

Investments—It is again recommended that the company deduct investments
in excess of ch. 620, Wis. Stat., limitations in future compulsory and security
surplus calculations.

Reinsurance—It is recommended the company report transitional
reinsurance assessments and administrative expenses attributable to
individual plans as ceded reinsurance premiums on line 11 of the Liabilities,
Capital, and Surplus page in accordance with Statement of Statutory
Accounting Principles (SSAP) No. 107, paragraphs 25-31.

Reinsurance—It is recommended the company report ceded premium
attributable to individual plans on Schedule S, Part 3, Section 2, with HHS
listed as the authorized reinsurer in accordance with SSAP No. 107,
paragraphs 25-31 and 36.

Reinsurance—It is recommended that the company report recoveries
attributable to individual insurance plans on Schedule S, Part 2, with HHS
listed as the authorized reinsurer in accordance with SSAP 107, paragraphs
34-36.

Annual Statement Reporting—It is recommended that the company nonadmit
pharmacy rebate receivable accruals over 90 days in compliance with SSAP
No. 84, paragraph 10.

Supplemental Health Care Exhibit — Expense Allocation Report—It is
recommended that the company report allocations of quality improvement
expenses to the medical expense category on the Supplemental Health Care
Exhibit - Expense Allocation Report.

Custodial or Safekeeping Agreements—It is recommended that the company
update the custodial agreement with Johnson Bank to include the proper
language indemnifying MercyCare HMO, Inc., against loss due to negligence
or dishonesty of the custodian's officers or employees, or burglary, robbery,
holdup, theft, or mysterious disappearance, including loss by damage or
destruction, and the custodial agreements must include language indicating
that the loss of these indemnified securities will be properly replaced or the
value of the securities or any loss of rights or privileges will be promptly
replaced.

Custodial or Safekeeping Agreements—It is recommended that if a sub-
custodian is used, the custodian’s indemnification for negligence or
dishonesty under the custodial agreement must be extended to apply to any
sub-custodian.
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