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550 West 7o Avenue, suite 1560

Anchorage, AK 99501-3567
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Subject: Multi-State Market Conduct Examination -
HealthMarkets, Inc. Insurance Subsidiaries (formerly known as UICY, Inc.)

Dear Commissioners Hall and Kreidler:

As charged by the Market Analysis Working Group (MAWG) of the National Association of Insurance
Commissioners (NAIC), a multi-state examination of the market conduct affairs of the insurance subsidiaries of
* HealthMarkets, Inc (formerly known as UICI, Inc.) has been performed. Entities examined during the course of
this examination include:

Mega Life and Health Insurance Company, NAIC 97055
Mid-West National Insurance Company of TN, NAIC #66087
Chesapeake Life Insurance Company, NAIC #61832

This examination was completed on the part of the lead states of Washington and Alaska, and in conjunction
with 34 other jurisdictions who signed a Memorandum of Understanding electing to participate in this.process.
The examination was performed on behalf of the participating states by the examination contracting firm of
RSM McGladrey, Inc.

A list of the examination statutes for each of the participating states can be found in Appendix A of this report.
This examination was conducted in accordance with the statutory authorities listed in the Appendix and in
ccordance with procedures set forth in the NAIC Market Conduct Examiners Handbook.

This report of examination is respectfully submitted.
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Multi-State Examination of UICI

EXECUTIVE SUMMARY

Background

For several years preceding this multi-state examination, the insurance companies that comprise UICI, now
known as HealthMarkets, Inc., (The MEGA Life and Health Insurance Company (MEGA), Mid-West
National Life Insurance Company of Tennessee (MW or Mid-West), The Chesapeake Life Insurance
Company (CLICO)) and their predecessors, collectively "the Company” were monitored closely by state
insurance regulators for the following reasons:

e  Complaint indices were higher than normal in many states.
o  Complaint trends showed that many complaints were directly or indirectly related to point-of-sale

disclosures, or lack thereof. Specifically, consumers did not fully understand the products they
purchased and there were indications of unfulfilled expectations from palicyholders.

o UICI was the target of multiple lawsuits by consumers and others, some with issues consistent with the
concerns of state regulators.

»  The founder of UICI and primary stockholder, Ronald Jensen, was also the target of lawsuits and
allegations that he had established channels of multiple streams of income for himself, family
members, other stockholders, agents and executives of the Company, at the expense of policyholders.

o  There was a lack of understanding and clarity regarding the relationship between the Company
and the membership associations.

e Several states performed market conduct examinations and investigations. Although violations were
identified during the market conduct examinations and fines were levied, the Company’s actions and
complaint indices did not signiﬁcanﬂy improve. |

¢ The Company had a reputation among regulators for not being cooperative.
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Examination Objectives

On March 15, 2005, under the direction of the National Association of Insurance Commissioners (NAIC)
Market Analysis Working Group (MAWG), the States of Washington and Alaska issued a call letter to UICI
for a multi-state examination with the following stated examination objectives:

A

Determine the Company’s adherence to the Confidential National Compliance Plan created by the
Company, dated November 30, 2004, ,

Determine if there are general policies and procedures in place fo ensure that management maintains
appropriate oversight of insurance operations.

Determine the types of policies sold by the insurance companies in the various jurisdictions.
Review UICY's claims settlement practices to determine if they comply with applicable statutes, ruies
and regulations. ' '

Determine the distribution systems used for each product type.

Review UICI's marketing practices to determine if they comply with applicable statutes, rules and
regulations.

Determine the nature of the associations afﬁliated with UICI and their role.in the insurance
operations of the Company.

From information ascertained during the initial months of the examination, concerns were raised about the

Company's lack of transparency with regard to its relationships with the membership associations and other

UICI entities. Due to the concemns regarding fransparency and the complexity of the relationships between the

Company, its affiliates and the membership associations, the scope of the examination was expanded to

include an in-depth review of those relationships. Additionally, it was decided that targeted attribute testing

would be performed to determine if the Company was in compliance with procedures described to the -

Examiners during the initial months of the examination, as weil as with the Confidential National Compliance

Plan. Therefore, the lead states of Washington and Alaska expanded the scope as follows:
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H. Expand the review of inter-company relationships to include all UICI subsidiaries for the five-year
period ending December 31, 2004 to understand the Company’s legal and financial organizational
structure.

. Review the flow of funds between UICI companies and the membership associations as represented by
Company-prepared flow charts to validate their completeness and accuracy.

J.  Conduct targeted attribute testing of Complaints/Grievances, Underwriting and Claims Handling
standards.

- Examination Approach

The Examiners commenced the examinatfion using a risk-focused approach. Interviews were conducted with
11 members of senior management and 30 key personnel from throughout the Company with an emphasis on
procedures, communication, training and compliance controls. From the initial interviews and other investigation

techniques, the Examiners identified the following compliance risk areas that required further review and
analysis:

a. Compliance infrastructure and controls

b. Company operations and management
“¢.  The financial structure of the Company, including inter-company relationships, the flow of funds

between the entities and transparency of such relatibnships to stakeholders

d. Agent training, communication, oversight and monitoring procedures

e. Marketing and sales practices

f.  Complaint/Grievance handling
g. Underwriting practices
h

Claims handling

The examination approach and work plan developed for the multi-state examination included various examination
techniques. The Examiners used the NAIC Market Regulation Handbook as a guide fo assist in identifying
potential issues and to suggest examination methodology. The methodology included interviews with leadership,
key home office personnel, field management and agents. As indicated in the examination scope, interviews

covered the Company's structure and operations. The Examiners requested and received information regarding
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these areas. Company responses were reviewed to determine compliance with the NAIC examination standards
deemed by the examination team to be appropriate for this examination. Targeted atfribute testing was
conducted, and sampling methodologies described in the NAIC Market Regulation Handbook were followed.
The report for this examination is a repott by test. '

Additional interviews were conducted with 51 field leaders and agents.
Findings and Required Actions

The Examiners noted deficiencies and issues with the Company’s oversight, communication, monitoring and
training of agents, claims handling practices, complaiht handling practices, policyholder freatment and
transparency related issues relative io its relationships with the membership associations. The most significant

issues identified during the examination process are noted below in order of priority.

Finding # 1: The Company did not provide sufficient training to their agents and did not provide proacive
oversight of their activities.

A. Between January 1, 2005, and June 30, 2005, Mega and Mid-West combined accounted for 931
complaints covering 1,199 issues. 397 of the total issues (33.1%) involved aspects of agent activities,
including agent presentation issues, fraud and forgery. There were many other complaints about claims
handling, such as denial and benefit disputes. These numbers indicate a lack of sufficient training of
agents, particularly new agents, both in product specific and general health insurance areas.

B. There was a lack of sufficient quality assurance procedures over agent activities such as monitoring and
auditing the activities of agents and agency management. Regional directors, division managers and
disfrict managers were not held accountable for the lack of compliance activities of the agents for
which they were responsible.

Required Action #1: The Company must modify its agency program to expand and improve its agent
training, particularly with new agents. The training program must include modules on industry
knowledge, ethics, product presentation, proper disclosures, consistent delivery across agencies and a

robust structure, among other enhancements, as follows:
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A. To ensure agents and consumers thoroughly understand the product they are selling/buying

and approptiate disclosures are made at the point of sale, the Company must:

1. Strengthen the training program for new agents by including health insurance industry
information and mare emphasis on state specific product information.

2. Provide agent training more frequently based upon average agent retention statistics, such as
every six months rather than annually.

3. Develop a standard but progressive curriculum for agents based upon experience level with
the Company.

4. Strengthen the training program for existing agents, particularly in the areas of product
information, ethics and point-of-sale presentations.

5. Develop centralized standards and controls to manage agents and train agency
management in appropriate controls and monitoring of agent and agency activities.
Develop tools and metrics for measuring the effectiveness of training {e.g., reduction of
complainté, reductions in cancellations, etc.).

6. Develop additional methods to help consumers have a better understanding of the
Company’s products during the sales process.

7. Train Benefit Confirmation Program (BCP) staff to be assertive in reviewing coverages

with clients fo ensure more calls are successfully completed.

B  To provide adequate monitoring of agents and agent activities, the Company must:

1. Implement quality assurance procedures over agent activities including monitoring
procedures and periodic audits.

o The Company must enhance the monitoring of agents’ training by requiring monitored
testing and monitoring the delivery of the training presentations by the field managers.

o The Company must implement a plan to monitor agents’ actions using tools such as
comprehensive field audits, phone interviews with recent customers, secret shoppers and
trending of agent and agency related information, such as complaint statistics,
cancellations, product upgrades and other agent monitoring tools.

o The Company must provide additional point-of-sale materials such as s'cripts and checklists
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for agent’s use and ensure that all materials include appropriate disclosures.

Investigate all agents with unusual trend statistics and all complaints regarding claims that
allege that agents misrepresented the product at the point-of-sale. Any agent found to be
misrepresenting the product at the time of sale should be refrained, disciplined or dismissed as
appropriate for the circumstances. Field management, such as regional and district managers
and above, must be held accountable for the actions of each agent under their direction. The
manager's performance assessment and overall compensation program should be directly
tied to the level of complaints, canceliations and other indications of inappropriate agent
activities experienced by the agents they supervise. Incentives should also be developed
which reward regional managers who demonstrate effective accountability and management

of their agents with respect to compliance requirements and performance.

Subsequent developments reported by the Company but not validated by the Examiners can be found in Report of

Examination, Section F, bage 53.
Finding #2: Many deficiencies were noted in the Company'’s claims handling practices as noted below:

A. In certain situations, the Company changed the diagnosis code or CPT code in the course of adjudicating

a claim.

B. If a.claim form had multiple lines of procedure codes that exceeded the file content capacity, it

resulted in multiple claim numbers for one claim form.

C. Delays in claim seftlements were the result of pending new claims while awaiting the receipt of
medical information requested on a previous claim. No information regarding the delay was
communicated to the consumer regarding the status of the new claim.

D. Claims acknowledgement letters were being used to inform claimants of claims settiement delays
however, the letters did not always contain a reason for the delay. The Company did not
consistently send “delayed claim settlement” letters.

10
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E. Explanation of Benefit (EOB) forms did not contain deductible information,

F. The Examiners found instances where the Company did not adjudicate claims in the correct
insurance entity. _

G. During the examination period, the Company did not have a claims manuai or written claims
procedures.

H. There was no routine and recurring independent audit of claims handiing procedures to ensure
compliance with laws and regulations of the appropriate jurisdiction. Audits allow the Company to
identify trends and root causes of mishandled claims by focusing attention on identifying training
needs and problem claims adjusters.

Required Action #2: The following actions are required of the Company:

A. Inregards to the CPT codes for each claim, the Company must: _
1. Adjudicate each claim independently. The Company’s practice of pending claims while waiting for
information on other claims must cease.
2. ldentify and re-adjudicate any claims for which diagnosis and CPT codes were altered
because of the risk that the claim may not have been paid correctly as a resulf of the code
change. The Company must cease to alter diagnosis and CPT codes submitted by providers
on claims.
B Each claim must be adjudicated independently and assigned one claim number per claim form. The
Company should evaluate the cost/benefit of replacing its current claims system due to limitations with

the current system.

C. All claims should be adjudicated in a timely manner according to the jurisdiction in which the claim is
made.

D. When claims settlement is delayed, the Company must send a “delayed claim settlement” letter and
clearly set forth the reason for the delay. The format and content of delay letters must- be in
compliance with the applicable jurisdiction covering the fransaction. The Company must ensure that
all delayed claims letters are sent in all instances in which claim settlement is delayed.

E. AI'EOB forms should include the deductible information pertinent to the claim.

F.  All claims must be filed with the Company in which the claim is being made.

11
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G. The Company must develop and maintain a Claims Procedures Manual which includes
comprehensive written claims adjudication procedures that are updated on an ongoing basis.

H. Onaregular basis, the Company must perform claim audits of claims handling procedures to
determine adherence to the Claims Procedures Manual. The results of such audits must be
analyzed by compliance persdnnel to identify trends and root causes of claims mishandling, areas
for training emphasis, problem claims adjusters and the need for disciplinary action for recurring
errors by specific claims adjusters.

Subsequent developments reported by the Company but not validated by the Examiners can be found in

Report of Examination, Section D, page 489..

Finding #3: The Company’s process for disclosing to consumers and policyholders their relationships with
the membership associations was insufficient. Transparency of activities, relationships and financial
arrangements between various UIC] affiliates and their interaction with the associations and other UICI

affiliates was insufficient.

Required Action #3: The Company must provide sufficient information, oral and written, to
consumers and policyholders regarding the Company's relationship with the associations and other UIC
affiliates as applicable. This includes the following:

A. The Company must change its procedure such that the insurance payments and the association
payments are received as two separate payments.

B. The Company needs to clearly disclose to regulators how the Policy Fees and the association
New Member Admin Fees are allocated between the insurance company and-the associations.
This will assist the Company in providing to the regulators an accurate accounting for premium tax

purposes and for the proper accounting for premium refunds to insureds.

C. The Company must prepare separate financial information for Performance Driven Awards,
Inc. {PDA) and Success Driven Awards, Inc, (SDA} on at ieast an annual basis and have it
available for domestic regulators upon request.

D. The Company needs to remain vigilant that its relationships with all entities are cost effective and
do not adversely impact the cost of insurance to consumers/policyholders.

12
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E. The Company must provide to requlators authoritative accounting support for its treatment of the

agent’s stock benefit match recorded in two of its non-insurance company affiliates.

Subsequent developments reported by the Company but not validated by the Examiners can be found in
Report of Examination, Section G, page 56.

Finding #4: Many deficiencies were noted in the handiing of complaints and grievances:

A. Complaints were not recorded in the required format on the Company’s complaint register.

B. The Company did not take adequate steps to finalize and dispose of complaints in accordance with
applicable statutes, rules and regulations, and contract language.

C. The timeframe within which the Company responded to-complaints was not in accordance with
applicable statutes, rules and regulations. |

D. Written complaints submitted by or on behalf of a covered persbn were not treated as a grievance in
states where separate grievance laws apply.

E. When complaints were received, the Company did not determine if the communication was a complaint
or a grievance. Therefore, the Examiners could not determine if the Company handled the complaint
appropriately. |

F. For complaints involving agent's actions, the Company did not always request an agent statement. In
addition, there was inconsistent evidence that disciplinary actions were taken against agents involved in
the complaints.

G. The Company's Complaint Action Team (CAT} focused solely on complaints in an effort to identify
actions designed to reduce the number of complaints. Once the complaint issue was released to the

'manager of the area responsible for the complaint, there was no apparent follow-up to ensure that the
issue has been handled appropriately. |

Required Action # 4: In order for complaints and grievances to be handled appropriately, the
Company must take the following actions: '

A.  The Company must record and log all complaints in compliance with states' laws and the
Company’s policies and procedures.

B. The Company must ensure that all issues raised in a complaint/grievance are investigated,

BRE;
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finalized and disposed of in accordance with applicable statutes, rult_es and regulations, and
contract language.
C. The Company must comply with the timeliness of response and timeliness of resolution. of
complaint/grievance as required by applicable statutes, rules and regulations.
D. The Company must identify states with separate grievance laws and recognize which complaints
are considered as grievances under these laws.
E. The Company must request an agent statement for all complaints involving agenf’s actions.
F. The Company must maintain better oversight of complaints by: |
1. Preparing a report outlining the business practice reforms it implemented along with supporting
documentation as to the adequacy of the reforms. This report should be used in creating a
workplan for a follow-up examination.

2. Implementing a process and log by which complaint issues are discussed by the CAT are
tracked. This log should include, but not be limited to, the complaint issue, the area of the
Company responsible for the issue raised in the complaints and steps being taken to avoid
this issue in the future. '

Subsequent developmenté reported by the Company but not validated by the Examiners are included in

Report of Examination, Section B, Review of Insurance Operations, page 41,

Finding #5: The Company did not have a formal corporate compliance pian in place untii November 2004. In
addition, it did not have a centralized corporate compliance department in place untii mid-2005. For the majority
of the examination period, there was no centralized compliance function, ne "compliance controls champion” or
compliance infrastructure to facilitate the identification of compliance control risks, remediation of
deficiencies, ongoing monitoring of the Company's compliance with laws and regulations and reporting of
compliance deficiencies to governance boards and committees with accountability. Significant compliance control
deficiencies existed during the examination period as supported by the high volume of complaints, nature of

complaints and complaint trends, among other factors.
Required Action #5: The Company’s adherence to its Compliance Plan and compliance program

enhancements must be independently evaluated at periodic intervals and should be re-examined in the

next 12 to 18 months. The Company must inform regulators on a timely and periodic basis conceming

14
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the program’s enhancements and changes fo its compliance procedures.

Conclusion

To address the concemns identified throughout this report, the Company must take immediate action to significantly
improve the training, communication, oversight and monitoring of agents and agencies. It must take the actions
identified above to reduce complaint levels significantly and remediate deficiencies in its complaint handling
and claims handling procedures. The Company needs to take immediate action to provide disclosure of its
relationships with the associations to consumers and policyholders. The Examiners sirongly recommend that
the Company’s compliance with the above required actions, particularly those relating to agent oversight, training
and claims handling, be re-examined within 12 to 18 months of the issuance of this report.

At various times during the examination process, the Company indicated to the Examiners that changes to
policies and procedures were implemented in response to examination findings. These changes are included in the
respective sections of the Report of Examination in this report. Because some of these changes occurred after the
examination period, the Examiners were ﬁot able to validate or support these changes. Review of these changes
may be the Subject of follow-up activities. |

15
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INTRODUCTION

_This examination report presents the approach, findings, observations and required actions of the examination of the
insurance operations of UICI, Inc. {the _“Company”) performed by RSM McGladrey, on behalf of Washington Office of
the Insurance Commissioner, the Alaska Division of Insurance and 34 participating jurisdictions.

In addition to Washington and Alaska, participating jurisdictions include: Alabama, Arizona, Arkansas, Califomnia,
Colorado, Connecticut, Florida, Idaho, Indiané, lowa, Kentucky, Louisiana, Maine, Maryland, Massachusetts, Michigan,
Missouri, Montana, Nevada, New Hampshire, North Carolina, Ohio, Oklahoma, Oregon, Pennsylvania, South Dakota,
Tennessee, Texas, Utah, Virginia, West Virginia, Wisconsin, Wyoming and the District of Columbia.

INTRODUCTION

The report is structured in the following manner:

Executive Summary
Introduction

Glossary

Scope of Examination
Company Profile

Report of Examination
Examination Background
Examination Approach

Report on Examination Objectives
Findings and Required Actions

Results of Attribute Testing
Subsequent Developments

Certification and Acknowledgements

16
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Appendices
A. Participating States

B. Confidential National Compliance Plan

Exhibits

The majority of the examination was performed on site at a satellite office provided by the Company in Hurst, Texas.

Interviews with agents were conducted in many states across the country.

The Company provided access to its records, both electronic and paper, including its computer systems. The

Cbmpany also facilitated interviews with their agents and with ceriain business associates as requested by the
Examiners. '

17
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GLOSSARY

Term

Acronym

Description

Agency Marketing Group

AMG

A UICI division, created in 2004 that oversees the two
marketing units — Cornerstone America and UGA. The

agencies are operated independently of one another.

Alliance for Affordable

Services

AAS

One of the associations that makes available to their
members UICY's health insurance products through
CSA/Mid-West agents. It had approximately 150,000
members at the time of the examination.

Americans for Financial
Security

- AFS

One of the associations that makes available to their
members UICI's health insurance products through
UGA/MEGA agents. It had approximately 25,000

members at the time of the examination.

Benefits Administration for

the Self Employed

BASE or BASE 105

A benefit-administrator division, not wholly-owned by UICI,
that provides Health Reimbursement Arrangements
HRAs) that qualify members for tax deductions for medical

expenses under IRS Section 105.

18
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GLOSSARY
Term Acronym Description

The Blackstone Group N/A A private investment and advisory firm focusing on
alternative asset investing. In addition to private equity
investing, their core businesses are private real estate
investing, corporate debt investing, marketable alternative
asset management, corporate advisory, and restructuring
and reorganization advisory. Effective
April 5, 2008, HealthMarkets (formerly UICI) merged with
affiliates of The Blackstone Group, Goldman Sachs
Capital Partners and DLJ Merchant Banking Partners.

The Chesapeake Life Cuco | One of three UICI insurance entities examined.

Insurance Company (a Wholly

owned subsidiary of MEGA.)

Complaint Action Team CAT One of two internal commitiees within Self-Employed

Agency (or Self-Employed Unit) (SEA) with compliance
jocus. The CAT, chaired by the SEA division head of
consumer affairs, focuses solely on complaints in an effort
to identify actions designed to reduce the number of
complaints. Each team consists of officers and key staff
members of SEA, as well as in-house and outside
counsel. These teams operated independently-of each
other with no general oversight during the examination

period.
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- GLOSSARY
Term Acronym Description
Comerstone America CSA One of two sales agencies which are owned by UICI.
Sells Mid-West products.
Department of Insurance DOl Insurance Deparfment within each state.
Enterprise Document and DRR The Company’s Document and Record Retention
Record Retention Program Program which began implementation in May 2005 and is
expected to be completed by July 2007. '
Field Service FSR Agent sales force including local sales managers.
Representative
HeaithMarkets N/A Effective April 5, 2006, HealthMarkets (formerly UICI),

merg‘ed with affiliates of The Blackstone Group,
Goldman Sachs Capital Partners and DLJ Merchant
Banking Partners, each of which is a private equity
firm. Following the merger, the stockholders of
HealthMarkets include members of management,

HealthMarkets' dedicated insurance agents associated

| with the UGA-Association Field Services or

Cornerstone America marketing divisions and the

investment affiliates of the private equity firms.
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Insurance Commissioners

GLOSSARY
Term Acronym Description
Market Analysis Working MAWG NAIC waorking group that identifies and reviews
Group insurance companies, which are, or may exhibit
characteristics of a current or potential market
regulatory issue for multiple jurisdictions. MAWG also
determines if regulatory action is being taken and
supports collaborative actions in addressing problems
identified.
The MEGA Life and Health MEGA One of three UICI insurance entities examined.
Insurance Company
Memorandum of MOU The document created by MAWG and lead states
Understanding which outlines the multi-state issues and objectives of
' this examination.
Mid-West National Life MW or Mid-West One of three UICI insurance entities examined.
Insurance Company of
Tennessee
National Association of NAIC An association of insurance commissioners of which

every state is a member and which coordinates

insurance regulation on a national level.
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GLOSSARY

Term

Acronym ' Description

National Associations of
Self-Employed

NASE One of the associations that makes available to its
members UICI's health insurance products through
UGA/MEGA agents. NASE was founded in 1981.
Ronald Jensen and his spouse, Gladys, served on the
NASE Board of Directors from December 22, 1982
until May 31, 1985. Mr. Jensen was President of
NASE for some or all of that time. It had approximately
250,000 members at the time of the examination.

New Member Admin Fee

N/A One-time fee chargéd to members who join an
association. Through December 31, 2005, the fee was
$25 when insurance was not purchased and $120 -
$125 when insurance was purchased in states that
require membership in order to be eligible to purchase

insurance.

Oklahoma Life

OKC or LifeOKC A functiona! division (Term Life) of UICI not included in

the scope of the examination.
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GLOSSARY

Term

Acronym

Description

Performance Driven

Awards, Inc.

PDA

A wholly owned subsidiary of UICI incorporated in
Texas on May 14, 1997. PDA provides services to
certain of the independent associations (NASE and
AFS) that make available to their members UICI's
health insurance products, including enrollment of new
members. PDA in turn contracts with independent field
services representatives to provide such services o
the associations. PDA also has an agreement wifh
MEGA for management services, most of which relate
to associations. Associations remit commissions to
PDA monthly for dues collected in that month and

additional incentive paid for new members.

Policy Fee

N/A

Flat dollar amount added to the basic premium rate for
policies issued in states in which the applicant is not
required to join the assaciation in order to purchase

insurance (referred to as “individual” states).

Regulatory Action Team

RAT

One of two internal committees within SEA with
compliance focus. The RAT, chaired by the chief
compliance officer of the SEA division, focuses on all
regulatory and compliance issues. Each team consists
of officers and key staff members of SEA, as well as in-
hbuse and outside counsel. These teams operate

independently with no general overéight.
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Term Acronym Description

Sales Review Team N/A An internal team that meets monthly and recommends
re-training and other corrective actions including
termination of the agent based on complaints which

are tracked and monitored on a regular basis.

Sel-Employed Agency (or SEA or SEU A division of UIC!. lts focus is to provide health
Self-Employed Unit) insurance and related insurance products fo the self-
' employed market. These products are disfributed
through UICI's two marketing divisions: UGA and
Comerstone America. SEAis the largest insurance

.| related division within UICI and the majority of
insurance products sold by the agency force are
administered by SEA. SEA consists of the Insurance
Center in North Richland Hills, TX and HealthMarkets

in Norwalk, CT.
Specialized Association SAS SAS has an agreement with the associations to
Services ' provide certain administrative services, including

billing, administrative delivery of membership
materials, and benefit procurement services. SAS is

controlled by Ronald Jensen's adult children.

Star Health Resources Star HRG A functional division which administers voluntary and
Group limited benefit health plans for high-turnover hourly,
entry-level, or part-time employees. On July 11, 2006,
CIGNA acquired Star HRG and its.employees.
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GLOSSARY
Term Acronym _ Description
Student Insurance Division SID A functional division (Student Health) of UICI.
Success Driven Awards, SDA A wholly owned subsidiary of UICI incorporated in

Inc.

Texas on October 31, 2003. SDA provides services o
one of the independent associations (Alliance for
Affordable Services) that make available to their
members UICI's health insurance products, including
enroliment of new members. SDA in turn contracts
with independent field services representatives to
provide such services to the association. SDA also
has an agreement with Mid-West for management
services, most of which relate 1o associations. The
association remits commissions to SDA monthly for
dues collected in that month and additional incentive

paid for new members.

Training, Testing, Audit,

Complaints & Compliance

TTACC The training program developed by UICI for UGA and
CSA. Formal training materials are collectively:
developed and maintained by the Training Group at
AMG and UICI's Compliance Department.
Implemented nationwide in 2003, training is conducted
by the 2nd and 3 Tier managers in UGA and CSA.
There are versions of TTACC for each state where it
operétes that includes generic modules and some
state-specific information and/for requirements.
Training culminates with a test. All prospective agents
are required to pass with an 80% score. ltis an open-
book, multiple-choice test. 'Manager-!evel individuals
must score a 90% to pass the examination. Annual re-
testing is required.
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GLOSSARY
Term Acronym Description
United Group Association, Inc. UGA One of two sales agencies which are owned by
or UGA — Association Field UICI. Sells MEGA prOdUCtS.
ZonRE ZonRe A functional division {Accident Reinsurance) of UICI not

included in the focus of the examination.
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SCOPE OF EXAMINATION

In 2003, the National Association of Insurance Commissioners (NAIC) formed the Market Analysis Working
Group (MAWG). MAWG's initial charge was to identify insurers with market conduct issues in more than one state
and to deVelop multi-state solutions. One of the companies perceived to have issues in multiple jurisdictions was The
MEGA Life and Health Insurance Company. MAWG invited UICI {o attend a National NAIC guarterly meeting and
discuss with regulators their plan to become compliant with the common issues raised by MAWG. The Company initially
declined MAWG’s invitation. Company representatives ultimately met with reguiators at the Fall National meeting in
September 2004 and presented a plan that concentrated on agent training but did not address the other compliance
issues noted by regulators. As a result, on March 15, 2005, under the direction of MAWG, the States of Washington and
Alaska issued a call letter to UICI for a mulfi-state examination.

Each participating state was asked to sign a Memorandum of Understanding (MOU). As of the report date, a total of
36 jurisdictions were participating in this multi-state effort. The original MOU contained the following examination
objectives:

A Determine the companies’ adherence to the Confidential Compliance Plan created by the companies dated
November 30, 2004 (Confidential National Compliance Plan).

B. Determine if there are general policies and procedures in place to ensure that management maintains
appropriate oversight of insurance operations (Review of Insurance Operations).

C. Determine the types of policies sold by the companies in the various jurisdictions (Types of Policies Sold).

D. Review UICI's claims settlement practices to determine if they comply with applicable statutes, rules and
regulations (Review of Claims Settlement Practices).

E. Determine the distribution systems used for each product type (Product Distribution Systems).
Review UICI's marketing practices to determine if they comply with applicable statutes, rules and regulations
(Review of Marketing Practices).

G. Determine the nature of the associations associated with UICl and their role in the insurance operatibns of the

companies {Association and Affiliate Relationships).
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SCOPE OF EXAMINATION

From information ascertained during the initial months of the examination, concems were raised about the Company’s
lack of fransparency with regard to iis refationships to the membership associations and other UICI entifies. Due to the
concems regarding Jack of transparency and the complexity of the relationships between the Company, its affiliates and
the membership associations, the scope of the examination was expanded fo include an-in~depth review of those
relationships. Additionally, attribute testing was added to the scope to determine if the Company was in compliance
with procedures described to the Examiners during the initial months of the examination, as well as with the
Confidential National Compliance Plan. Therefore, the lead states of Washington and Alaska expanded the scope as
follows:

H.. Expand the inter-company relationship review to include all UICI subsidiaries for the five-year period ending
December 31, 2004 to understand the Company’s legal and financial organizational structure (Financial
Overview).

l. Revie-w the flow of funds between UICi companies and the associations as represented by Company-prepared
flow charts to validate their accuracy (Flow of Funds). _

J.  Select samples and conduct atfribute testing of Complaint/Grievances, Underwriting and Claim files {(Results of

~ Attribute Testing).

The call letter stated the examination period was for the five-year period from 2000 through 2004. Attribute testing was
performed covering the period from January 1, 2005, through June 30, 2005. Agent interviews were formally concluded
in December 2005. A few former agents were interviewed in early 2006; however, their formal relationship with the
Company had terminated prior to December 31, 2005. To provide consistency and continuity throughout the report to
the examination objectives outlined above, each objective has been given an Examination Objective title, which is
noted'in parenthesis above. The Examination Objective titles noted above are used as headings throughout the Report

of Examination to fink the examination objectives to discussion of the work performed and the results noted.
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COMPANY PROFILE

Historically, UICI offered health insurance, life insurance products and selected financial services to niche consumer
and institutional markets throughout the United States and Puerto Rico. Its insurance subsidiaries distributed the
products primarily through the Company’s two dedicated agency field forces: United Group Association, Inc. or
UGA-Association, Fie[d Services (UGA) affiliated with The MEGA Life and Health Insurance Company (MEGA),
and Cornerstone America (CSA) affiliated with Mid-West National Life Insurance Company of Tennessee.

Prior to the start of the examination, UICI had exited muliiple lines of business to refocus on its core operations. These
exited lines of business include sub-prime credit card, national motor club, workers' compensation, third party
administration and special risks business. In addition, the College Fund Life Division’s College First Altemative Loan
Program stopped issuing new life insurance policies as of May 31, 2003. UICI indicated its on-going mission would be
to generate long-term shareholder wealth as a leading provider of health and fife insurance and related products, and to

serve the self-employed individual, senior citizen and student markets through dedicated distribution channels.

At the time of the examination, UIC!'s domestic insurance companies included The MEGA Life and Health Insurance
Company (MEGA), Mid-West National Life Insurance Company of Tennessee (Mid-West) and The Chesapeake
Life Insurance Company (CLICO). MEGA is domiciled in Oklahoma and is licensed to issue health, life and annuity
insurance policies in all states except New York. Mid-West was domiciled in Tennessee and was licensed to issue
similar policies in Puerto Rico and all states except Maine, New Hampshire, New York and Vermont. During the
examination, Mid-West was re-domiciled to Texas. CLICO, a subsidiary of MEGA, is domiciled 'ir_\ Oklahomar and is
licensed to issue health and life insurance policies in all states except New Jersey, New York and Vermont. Please

refer to Chart 1 on page 31 for the legal entity structure of the Company as of December 31, 2005,
UICI also maintained three offshore reinsurance companies: United Group Reinsurance, Inc., Financial Services

Reinsurance Ltd. and U. S. Managers Life Insurance Company. The volume of underwriting risk transferred to these
offshore reinsurers was not significant in relation to UIC!'s total book of business.
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During the examination period, UIC! managed its business through three business segments referred to as Insurance,
Financial Services and Other Key Factors. The Insurance segment, which provides the majority of UICI's revenues
and net income, includes revenues from the sale of individual and group health policies as well as life insurance

policies. During the examination period, this segment included five divisions, which are shown in Chart 2 on page 32.

The Self-Employed Agency (SEA) Division, which is the largest division, offers a portfolio of traditional indemnity and
PPO health insurance producs fo self-employed individuals in 43 states and the District of Columbia. The traditional
indemnity health insurance products are designed to limit coverage fo the occurrence of significant events requiring
hospitalization. However, each policy offered coverage modifications so the insurance could be tailored to meet the
individual policyholder’s needs. |

SEA’s PPO products provide more flexibility for insureds than the traditional product. This product provides two levels
of benefits — a higher level if the insured chose in-network providers or a lower level if the insured chose out-of-network
providers. UICI contracted with three non-proprietary, national, preferred provider networks and 17 regional PPO
organizations o service its managed care membership. In order to purchase these products, membership in one of the
associations was required in those states in which association group coverage was offered. During the Examination
period, association group coverage was offered in the majority of the states. For MEGA producfs, the aligned
association was the National Association for the Self-Employed (NASE) and Americans for Financial Security
(AFS). For Mid-West, the association was the Alliance for Affordable Services (AAS). If the insured was not a
member at the time of solicitation, the agents enrolied them in the appropriate association as parf of the application

process. Once the insurance policy was issued, the insured could cancel the association membership.

UICPs Student Insurance Division (SID) and the Star Health Resources Group (Star HRG) Division offered group
insurance products. The SID marketed health insurance coverage to students attending colleges and universities in
the United States and Puerto.Rico. UICI purchased Star HRG in February 2002. This Division marketed and
administered limited benefit plans, such as medical, life, disability and dental for enfry level, high turnover and hourly
employees. Both of these Divisions were sold in 2006.
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The primary stockholders during the examination period were Renald L. Jensen and his family members. Mr. Jensen
was also the Chairman of the Board of Directors and was actively involved in the day-to-day management of the

company. His involvement is discussed in more detail in the Report of Examination, section B.
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REPORT OF EXAMINATION

REPORT OF EXAMINATION

Examination Background

The following fime periods were established as the scope of the examination:

+ To understand the Company’s legal organization and financial structure, the five-year period ending
December 31, 2004, was used. Scme historical elements from earlier periods were reviewed if the Examiners
determined it was pertinent to the examination. - |

e The attribute testing was performed covering the time peried from January 1, 2005, to June 30, 2005.

Agent interviews were formally concluded in December 2005. A few former agents were interviewed in early

2006; however, their formal relationship with the Company had terminated pricr to December 31, 2005,

The Examiners noted the following conditions at the onset of the examination:

e The Company was in the process of changing many operations as well as changing the compl'iance function
structure while the Examiners were on site. Because some of these changes occurred outside the
examination period, the Examiners have reported relevant facts as they became aware of them. Validation of
subsequent changes reported by the Company was not within the scope of this examination but is the subject of a

~ required action for future review by regulators,

e There were several open single state market conduct examinations.

» The Company was agency driven. Most operations were driven by agent needs rather than customer

" needs.

s The legal structure of the insurance entities varied significantly from the operational structures. The

operational structure of the Company was complex and similar functions were often divided into various

operational units.

¢  Complaint ratios were higher than average nationally and in many states.
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« The Company did not have a centralized compliance program. Rather, compliance was a function of each |
business division and there was a lack of consistency and formal structure in the compl'iance programs.

¢  Due to the decentralized operational structure, there was a lack of management oversight, especially with
re-gard to the agency management and marketing units.

e Some agent supports are provided by PDA and SDA, which are entities owned by UIC! that oversee MEGA
agents and Mid-West agents, respectively.

o Each agency created its own agent training programs.
Each agency handled compliance functions on its own, and did not always communicate the same
information to agents.

o Agent contracts in PDA and SDA did not have the same provisions.
o Each agency worked with a specific association.

«  Oversight of agents was performed at the district manager level. The Home Office was minimally involved with
agent training, performance and quality assurance as agents were considered independent contractors, not
employees of UICI.

» The associations and the Company were dependent upon each other, but there was no evidence to indicate
that the associations were under the contro! of UICI.

o Collecting and processing insurance premiums was co-mingled with collection and processing of association
fees through an intermediary service, Specialized Association Services (SAS). As a single check was
usually written to cover association fees and initial premium, there was no clear indication to applicants which
company was providing which services. 7

o  Aftribute testing of the Company’s processes and procedures identified numerous exceptions in key
compliance and operational areas examined, such as claims/grievance handling and complaint handling.

These excéptions are discussed further in this section of the report and in the Results of Attribute Testing

section.

s The DRR (record refention) program was newly implemented on May 20, 2005.

On November 30, 2004, the Company submitted a voluntary compliance program to the states via MAWG. This

program was a comprehensive plan to improve company operations and compliance with statutory requirements of the
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states. When this examination began in May 2005, the Company had initiated several re-engineering programs for the
insurance operations. On the non-operational side, the Company moved both UGA and CSA under the same

management and was beginning to move oversight for all compliance info one corporate level unit.

Examination Approach

The examination was performed in accordance with the States of Washington and Alaska’s examination procedures,
and under the contract between the State of Alaska and RSM McGladrey, Inc.

The unique multi-state aspect of the examination required the Examiners to employ interviewing and investigation
techniques in addition to the examination processes and sampling methodologies described in the NAIC Market
Regulation Handbook.

A detailed workplan was established to ensure that each examination objective was addressed. The ten examination
objectives were as follows:

A) Confidential National Compliance Plan (See Appendix B)
e Review the Confidential National Compliance Plan presented to the Alaska Department of Insurance (DOY) in
November 2004, -

e Determine if the Company has complied with the program presented.

B) Review of Insurance Operations
¢ Interview all senior members of management responsible for various divisions such as SEA, SID, Star HRG
and the Oklahoma Life Division (OKC or LifeOKC).
o Interview compliance and operations personnel in SEA.
s  Review writien policies and procedures including compliance, underwriting, claims, marketing and agency
management within SEA.

36



Multi-State Examination of UICI
REPORT OF EXAMINATION

C) Types of Policies Sold

Conduct interviews with agents.

Review TTACC materials to determine if information related to the Company, the policies and the associations
are complete.

D) Review of Claims Settlement Practices

Conduct interviews of claims personnel.
Review written policies and procedures for completeness.

Conduct attribute testing to determine if the Company’s policies and procedures are being
administered in compliance with NAIC standards.

E) Product Distribution Systems

Gain an understanding of what comprises the Agency Marketing Group (AMG).

Conduct a review of the field force structure.

Conduct a review of how the agents represent the associations.
Gain an understanding of how agents are compensated.

Gain an understanding of the agent recruiting process.

Gather information as to how agents obtain leads and how the Company distributes leads.

F) Review 6f Marketing Practices

Review agent training materials o determi_ne if the content was complete and accurate.

Review processes used for administering training programs.

Interview agency managers and agents to determine if the Company maintained an active program of
agent oversight including sales processes and on-going training. Interviewees were chosen randomly from
the total population of active agents and managers around the country.

Conduct interviews with former agents who expressed willingness to regulators to discuss training and sales
Drocesses.
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G) Association and Affiliate Relationships

Perform interviews with key personnel within UICI and the associations to determine how each organization

interacted and worked together (insurance operations, UGA, CSA, SAS, associations, efc.).

H) Financial Overview

Review annual statements and financial transactions for the five-year period ending December 31, 2004,

with an emphasis on acquisitions, sales of assets, dividends and streams of income.

[} Flow of Funds Between Company and the Associations

Review management agreements between entities and trace the flow of funds between the Company and the
associations.

Select a judgmental sample of policies and trace the financial transactions as they were transferred through
the various entities.

J) Results of Aftribute Testing

Perform attribute testing to verify compliance with policies and procedures by comparing Company
performance against the standards set forth in the NAIC Market Regulation Handbook. The areas tested were
Complaints/Grievances, Claims and Underwriting.

Conduct testing through direct review of random samples of files using the sampling methodology described in
the NAIC Market Regulation Handbook. For statistical purposes, use an error tolerance of 7% for claims and
10% for complaints and underwriting samples. The sampling techniques are based on a 95% confidence
level.

The sampling methodology described in the NAIC Market Regulation Handbook generally calls for a sample of
50 files when the file population being sampled is less than 5000 and a sample of 100 files when the file
population being sampled exceeds 5000. _ ‘
CLICO did not write any of the products targeted for review. As a result ofra lawsuit, a limited number of

accident and health policies were issted to some MEGA and Mid-West customers. Conduct a sample of such
claims.
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Report on Examination Objectives

The record of work performed and overall assessments for each of the ten examination objectives outiined in the
scope are as follows:

A) Confidentiat National Compliance Plan

On November 30, 2004, the Company presented a Confidential National Compliance Plan to Director Linda Hall,
State of Alaska Insurance Division. The Plan was comprised of the following four areas: Marketing and Sales,
Claims - MEGA and Mid-West Seif Employed Divisions, Claims — MEGA's Student Division and Producer Oversight.

Overall Assessment of the Confidential National Compliance Plan:

The Plan emphasized the training of agenis and enhancement.of claims programs. Several of the procedures fisted
were already in bata festing stages at the time the Plan was presented to Directer Hall. The Examiners determined that
the- Plan, while a start, was not as comprehensive as it should be. It was missing many components of insurance
corporate compliance programs that would make it an effective plan. In particular, the Examiners noted the following:

» The Company developed nine key training criteria for agents. Most of the areas were sufficiently covered but the
topics of ethics, trust, honesty and responsibility were not as prominently covered in the training material.
In additibn, the training lacked health insurance and general insurance training, appropriate product-specific
information, appropriate sales presentations and disclosures, among other deficiencies. This subject is
addressed in more detail in a latter part of this report section.

¢ The Plan called for all training to be performed by the field hierarchy and for all training to be consistent with the
training guideline. The Company tésted the agents at the end of training with a standardized, open book,
unmonitored test. With the exception of the test, the Company did not demonstrate quality assurance over the
training of the agents. By conducting minimal field audits, there was limited validation that the information
included in the training was being used by agents during consumer presentations. Validation that the training
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the training provided the appropriate information and that the information included in the training was being

used by agents in consumer meetings was crucial to understanding whether the training is sufficient.

B) Review of Insurance Operations

Based on the states’ communications with Company personnel at all levels, it was apparent that there was no
central point for compliance issues to be addressed in the insurance operations area. Although the Company
indicated that they were adding staff in this area, there were still complaints from states that they were having
problems getiing responses from the Company. Little change was seen in the frequency and type of
complaints being received by various jurisdictions. Also, there were reports that the Company failed to
cooperate with regulators during examinations. In 2004, in response to state specific examination findings, the

Cempany began making changes to its structure and operational processes. These included the following:

» [n 2004, the Company engaged a consulting firm to review all of its processes and make recommendations for
improvements.

¢ While the Examiners were on site and subsequently, the Company implemented a series of
improvements in its insurance operations departments. | |

+ While the Examiners were on site and subsequently, the Company re-organized its compliance department,

» . In April 2005, the Companies adopted an additional method of monitoring agent sales activity and
obtaining further assurance that customers understand their health insurance coverage. They began
contacting new customers by telephone within the first three to four weeks after the policy has been _ '
delivered to verify their understanding of the products they had purchased. This Benefit Confirmation
Program (“BCP”) includes a review of the customer’s coverage benefits and limitations and provides
the customer an opportunity fo ask for clarification or pose questions. The BCP was initially

implemented for customers who had purchased one of the Company’s scheduled health plans.

« The interviews conducted by the Examiners and the attribute testing of underwriting files under NAIC
Underwriting Standard COM-6 revealed that the Company did not have an adequate policy of record
retention prior to May 20, 2005.
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Overall Assessment of Insurance Operations:

The Company must implement significant improvements to achieve this examination objective based upon the
following:

» The number of complaints indicates that a large percentage of policyholders do not understand their policies,

type and the manner in which claims are adjudicated. See Chart 1 on page #46.

As a result of attribute festing, the Examiners concluded that the complaint and claims functional areas have
many failures requiring immediate action. Please refer to the Results of Attribute Testing and the Findings and

Required Actions sections of the report for additional information regarding these failures.

The record retention program implemented on May 20, 2005, was being phased in. The completion date was
planned for June, 2007. The plan the Company outlined appeared appropriate, but adherence to the
Company's record retention program should be monitored in a follow-up examination.

During the examination pericd, the Company had inadequate controls in place to ensure that the Company was
in compliance with certain or specific market conduct laws and regulations. Significant improvements, to the

extent not already done, are necessary to achieve more effective controls.

Subsequent developments reported by the Company but not validated by the Examiners are noted below:

The Company created a centralized compliance department fo act as a single focal point for requiators and fo
ensure all divisions of the Company interpreted laws and regulations in a uniform manner.

The Company indicated that, since the consolidation of the complaint units, procedures have been implemented
to ensure complaints remain in an open status until the action promised fo the customer is delivered and all

communications with the complainant are logged on the complaint register.

The Companies have consolidated their compliance functions in a centralized, enterprise-wide compliance
program under the direction of a Chief Compliance Officer, Kay Doughty Phillips, and the Companies’ General
Counsel, Michael A. Coliiflower.
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The Consumer Affairs Department completed re-training of its investigafors to ensure all documentation is
included in the complaint file.

The Company represents that it established new procedures for investigators to follow-up on any promises

made by the Company to the customer. In addition, the Company now audits complaint files to ensure that
follow-up work is completed.

I regard to the Company’s handling of claims, the Company indicated that it is committed to designing a

process for monthly audits of systems and procedures to ensure consistency with the receipt date capturing
process.

The Company recognized the need to update and document their record retention program, They implemented
DRR with an expected completion date of June 2007.

The Company states that, effective July 2005, investigators were required to request an agent statement for aff
agent-related complaints whether the agent was active or terminated. Failure fo adhere to this requirement will
be addressed in each investigator’s quarterly audit reports.

Alf DOI complaint responses are handled by the Consumer Affairs Department and subject to timeliness

requirements reinforced by an audit process. Training of investigators took place in October 2005 addressing
these requirements.

In response to the Examiners’ concerns, the bank draft letters were changed as of October 29, 2005, to include
language that explained the grace period and requirements to reinstate.

The Company consolidated information for all units info a single complaint register overseen by a singfe entity
within the Company.

An audit process was implemented in December 2005 to ensure that:
a. Complaint procedures are followed and the response addresses all issues raised in a complaint;

b. Responses to consumers and the Department of insurance (DOI) are timely;

c. Complaints are logged with the correct receipt and response dates; and
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d. The Company maintains a complete complaint file.

in December 2005, complaint identification training was conducted company-wide to ensure alf complaints

received by any area within the Company are forwarded to the Consumer Affairs Department to Idg and
respond.

fn response to the Examiners’ recommendations, the Company indicated that the New Member Admin Fee
structure was standardized as of January 1, 2006. |

Automatic bank draft letters were changed as of October 29, 2005, to include notification of a grace period in
the event of the nonpayment of premium.

The Company created a Corporate Compliance Department. The Company believes this reorganizatfbn will

alleviate multiple interpretations of laws and the lack of coordination between divisions.

A Regulatory Advisory Panel was formed in August 2006 and is composed of respected former regulators
Susan Stead, Jose Montemayor, Audrey Samers, and Tommy Thompson, former Secretary of Health and
Human Services, all of whom have direct access to senior Company management and the Board of Directors

and who provide the viewpoint of regulators when advising the Companies.

~ In January 2007, the BCP was modified {o include the Companies” health plans. In addition, they added a
number of point-of-sale questions which enabling them to obtain timely feedback on the activities of sales
agents. Information identified during customer calfs is fed back fo the Companies’ management so that
individual issties or those of a broader nature can be addressed. Any expressions of dissatisfaction with the

products, Companies or agents are logged as verbal complaints.

The Company created a team composed of members from the compliance, legal and business units and AMG
to conduct monthiy reviews of agent complaints. The name of the team is the Sales Practice Review Team
'( “SPRT’"). SPRT was developed in 2005, and it operates in addition fo the Companies’ Complaint Action Team
to formally review complaint trends and complaints against agents. These complaints include formal DOI
complaints, written complaints and any verbal complaints received by the Companies. The Gompanies’ “High
Compfaint Report” is the primary data document used in these reviews. This report fists every agent who has
had five or more complaints in a rolling twefve-month period. Other complaints identified by the Companies’
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Consumer Affairs Division or other operational areas involving allegations against agents are also addressed by
SPRT or the Companies’ management. Discussions concerning the number, fype and severity of complaints
against agents lead to disciplinary actions ranging from relraining to termination. The discipfinary actions taken
are monitored by SPRT from implementation through conclusion.

= Complaint reporting has been centralized and now form the basis of their early warning sysfem, which identifies
ftems for consideration by the Companies’ management. Enhancements are scheduled for implementation by
year-end 2007 that wilf enable Compliance and the Companies’ management to identify patterns as they are’
developing and to address developing issues in a timely and effective manner.

e The Companies recently created a new department within the Administrative Services Group (‘ASG”) named
Operational Compliance. This department is responsible for compliance-related oversight by working with the
operational departments within ASG to design and implement compliance-related initiatives and enhancements
in response to new laws and regulations, commitments made fo regulators as part of market conduct exams
and state investigations, settlement agreements and corrective actions. In addition, the department is also
responsible for monitoring the ongoing compliance of the operation. This monitoring effort; (1) utiizes the
results of the Quality Assurance function within the operational units to assess issues and trends in processing
performance, and (2) utilizes the audit findings generated by Compliance Audit to determine whether corrective
actions are operating appropriately. Based on conclusions reached through monitoring efforts, Operafional
Compliance will recommend additional remedial action where necessary. As such, this effort works in |
conjunction with the monitoring and analysis taking place within the Claims department, and the periodic aud}'ts
performed by Compliance Audit.

« In October 2006, the Executive Compliance Committee was created to bring compfiance issues to the |
Companies’ senior executives for their consideration. The Committee meets weekly and includes the CEQ,
CFO, General Counsel, Chief Compliance Officer, Chief Information Officer, representatives from AMG, ASG,
and Compliance Audit, among other senior executives of the Companies. This committee discusses compliance
issuies and makes decisions regarding compliance direction and focus.

e Complaint oversight and management was centralized in the Compliance Department’s Complaint Oversight
and Reporting Unit as of January 1, 2006. Complaint logs are maintained by this Unit.

» Since December 2005, periodic training sessions have been conducted for al employees fo ensure complaints
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were appropriately identified and routed correctly for logging and fracking. Complaint handling training sessions
have been conducted every six months with employees who had direct contact with customers. Alf other

employees received annual fraining. The most recent complaint training was conducted in August 2007.

» Agents received complaint training through TTACC.

e Anew Cbmp!ainf Handling System (‘CHS’) has been developed and implemented as of June 2007. With the
establishment of this new sysfem, workflows for complaints have afso been reviewed and enhanced. All written
complaints, including complaints from state regulatory departments, are still entered into the complaint logs
through a centralized location in the Complaint Oversight and Reporting Unit. Verbal complaints are entered
into the CHS by escalation teams in the Customer Care énd Customer Advocacy Depariments who are
specially trained fo handle verbal complaint calls. The CHS allows more reporting capabilities that were not
available under the prior complaint tracking system in turn allowing the Companies to better manage complaint
handling and to monitor complaints for trends and patterns that require corrective action.

o  The Customer Advocacy Group (“CAG’) maintains a Complaint Manual that provides guidance for response
‘time, response content, investigator guidelines and complaint handling procedures. All of these procedures
require that complaint responses must be answered timely and that all issues must be addressed. An audit
process was implemented by CAG in January 2006 to review complaints and ensure that standards related to
complaint handling are met. CAG has responsibility for investigating and responding to consumer complaints on
behalf of ASG. Audits are routinely conducted to ensure that complaints are being responded to timely and in
compliance with company and regulatory standards, which includes providing complete responses with alf

appropriate supporting documentation in response to a constimer complaint.

e The Companies’ Complaint Action Team (“CAT") was reestablished during 2007. The CAT meetings are now
the responsibility of, and chaired by, the head of the Complaint Oversight and Reporting Unif. The Chief
Compliance Officer and Deputy Compliance Officer are part of the CAT meeting process. The responsibilities of
CAT are being refined and additional information will be provided under the Companies’ Continuous
Improvement Plan. |

s As of February 2007, all of the Companies’ compliance initiatives were centralized under the Compliance
Department to promote consistency and accuracy across all business units.
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A1-Company Underwriting 1
IA6-Premium & Rating 5 3
IA7-Delays 5 2
IA8-Refusal to Insure 17 5
AS-Other 2 2
IAB-Endorsement/Rider 10 4
Sub-section totals 40 16 56 4.7%
B1-General Advertising 1 2
B2-Mass Advertising 1
B3-Agent Handling .32 23
B7-Agent Presentation 173 86
B8-Other 3 1
Ba-Misleading Advertising 3 1
BC-High Pressure 1
BD-Misstatement on Application 1 1
BE-Fraud/Forgery 31 37
Sub-section totals 246 151 397 33.1%
C2-Delays 24 14
C3-Unsatisfactory Settlement 21 2
C4-Unsatisfactory Settlement Offer 20 6
{C5-Claim Denial 119 76
C6-Other 3 5
C7-PPO Dispute ]
(C8-Claim Denial (Third Party) 13 11
(C9-Denial of Claim (Pre-X) 21 10
CG-Benefit Dispute 78 32
Sub-section totals 300 156 456 38.0%
D3-Other 2 1
D4-Company Handling 3 1
D5-Premium Refund 47 33
D6-Continuation 1
D7-Cancellation 20 10
D8-Information Requested 5 2
D9-Coverage Question - 6
DA-Dissatisfied with Service 28 18
E1-Other 1 1
E2-Vendor Service 5 3
F3-Rate Increase 41 13.
F5-Billing/Premium Notice 16 3
G1-Return of Dues {Cancellation) 11 14
_iG2-Return of Dues (Decline) 1 2
G3-Benefit Dispute (Other) i
Health 1
Sub-section fotals 188 102 290 24.2%
Totals 774 425 1199 100.0%
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C) Types of Policies Sold

While the majority of all complaints were directly related to claims, there is an indirect relationship between the product
and benefits that consumers thought they purchased and what was actually purchased. In addition, the single highest area

of complaints was related fo agent presentations about the produet during the sales process. The following was noted:

« The products were approved by all states that required prior approval. The Company appears to use only
those policy forms that have been filed. '

« The underwriting function was largely performed in the field by the agents.

QOverall Assessment of Policies Sold:

The Company must implement significant improvements as it relates to this examination objective based upon the
following: '

« The review of correspondence from consumers disclosed that issues and lack of clarity continue to exist
concerning the type of policy being sold, particularly in the self-employed market.

« Each state defines the type of coverage available through associations. Some states treat this business as
individual coverage, some as large group and some as small group. Accordingly, laws govemning this block of
business must be reséarched and applied appropriately for each state in which the Company is doing
business. While it appears that operatidnal company personnel may understand these differences, the agents
and other field personnel do not.

Subsequent developments reported by the Company but not validated by the Examiner are nofed below:

e In a meeting with the Company President and others in December 2006, the Company indicated it has entered
into a contract with another carrier to offer a broader range of policies including a more comprehensive medical
plan. The policies will not be issued on HealthMarkets paper.
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D) Review of Claims Settiement Practicés

This examination objective was included in the original MOU and was a very important part of the examination due to
the significant number of complaints in this area.

Qverali Assessment of Claims Settlement Pracfices:

The Company must implement significant improvements in its claims handling procedures as there were many

processes identified that need to be changed in order to administer claims in compliance with the NAIC standards and
the confracts sold. The following issues were identified:

o The Company had an automated process whereby an acknowledgement letter is generated and issued if a
claim had been pending for 15 days. If a claim was pended or not processed within 15 days, the Company
indicated its system was programmed according to its Time of Service guidelines (individual state requirements,
including the guidelines for electmnib versus paper claim submissions). The Examiners noted claims in which an
acknowledgement letter was sent later than 15 days. | |

e The Company had an automated process whereby delay letters were sent to both the insured and the provider
within a specified time period. These automated delay letters did 'not provide specific reasons for the delay and
appeared to be more of an acknowledgement letter. |

o When processing a claim, the Company entered diagnosis codes into its claims system that were different from
those submitted by the provider on the claim form. This was partibularly true for the primary diagnosis code. The
Company indicated the pracfice of its Claims Department was fo change the diagnosis on one claim to match the
diagnosis of an already existing cfaim (e.g., allergic reaction with an accident code may have been re-coded as
an allergy fo match an existing allergy claim vs. a riew accident). The Company represented that the practice
allowed the insured the greatest benefit by tying the claims together and therefore the insured would not incur
a new deductible for a new claim.

e The UICI Association-Group Insurance Litigation settlement in the Fourth Quarter of 2004 resulted in the
Company offering Chesapeake accident policies to insured class members of the litigation. Class members
were offered four months of coverage at no cost, and renewal options for seven and 12 month periods. Some
insured class members had an existing MEGA or Mid-West policy in-force and chose to enroll in the CLICO

accident policy. As a result, some insureds had two policies with the Company - one with C’hesépeake and
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one with either MEGA or Mid-West. A review of th'e.'claims on those policies was performed and the following
findings were noted: |

i. The Examiners noted instances where a claim was entered as a CLICO claim but was paid or denied
under the insured’s existing MEGA or Mid-West poiicy.

ii.  The Examiners noted that claims would be initiated under CLICO and an acknowledgement and delay
letter would be sent to the provider or insured under CLICO. However, if beneﬁts were not available under
the CLICO accident policy, the Company closed the claim with a “no claim” remark code. The Company
would then process the actual payment or denial for the claim under the insured’s MEGA or Mid-West
policy, whichever one was available or in-force and send an EOB statement under one of these two
company’s name instead of CLICO. Neither the physician or insured received notification that the
CLICO claim had been closed, even if the MEGA or Mid-West policy was no longer in force. This was
confusing to insuredé.

fii.  The Examiners noted instances where claims were not processed under the Company in which the benefits
were available. In certain instances, benefits were denied in one company and not investigated sufficiently to
identify that benefits were available in one of the other companies.

The Examiners noted that the Company denied claims that appeared to relate to a separate, previously

pended claim. The previously pended claim was pended for additional information such as medical records,

accident reports, etc. The following findings were noted:

i.  The Company pended any subsequent claim whether or not it was related to the initial claim.
ii.  According to the Company, subsequent claims were denied when the Company had a separate,

previously pended claim still open due to information requests that had not yet been received.

iii.  The above claims handling procedures are inappropriate and constitute unfair claims handling practices.

The Company acknowledged that during the examination period, they did not have a claims procedures
manual.
The Company indicated that during the examination period, all training was on the job fraining and performed by

the supervisor of each unit. This practice led to inconsistent claims settlement practices.

Prior to June 2005, the claim files chosen by the claims audit unit were judgmentally selected from a check
register report; accordingly, it was not a randomly selected sample. The audit was conducted only after the
claim was adjudicated. Beginning in June 2005, claims chosen for an audit were selected randomly through the
use of a computer program which automatically selected four claims per month, per examiner, prior o the '

completion of the adjudication process and the generation of the EOB to the policyholder. The system selected
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a paid, denied and pending claim as well as claims where charges were only applied fo the deductible. If the
auditor determined that corrections were necessary, the claim was returned to the responsible claims
examiner. The claims examiner corrected the claim adjudication and returned it to the auditor for review and
release of the adjudication decision and EQB. A monthly report was generated showing the audit results. In
addition to the audit_s performed in the claims audit unit, audits were performed by the claims examination
supervisors for each team. The supervisors and the audit unit reviewed the same attributes, such as prompt
payment, interest calculation and payment, if applicable, and whether the claim was processed accurately. The
Examiners scope of the engagement did not encompass the review of the results of audits conducted

commencing in June 2005. Accordingly, the Examiners did not evaluate the adequacy or effectiveness of the
procedures implemented.

Subsequent developments reported by the Company but not validated by the Examiners are noted below:

According fo the Company, in January 2006 the Claims Department established a training unit. This unit
included a training supervisor and two trainers who reported to the compliance manager. Additional
enhancements were made to the claims audit feam by adding two auditors.

In a response memorandum, the Company maintained that the practice of changing diagnosis codes for any

reason would cease and it will not change the diagnosis code from the way it was submitted by the

~ provider. The Company will apply the appropriate benefits and payments according fo the submitted

coding. According to the Company, the training unit will write guidefines for these situations and face-
fo-face training will occur within 30 days of the date the Company drafted its response, which was on
February 24, 2006.

The examination revealed that CPT codes were being altered by claims adjusters. The Company notified
the Examiners on July 17, 2008, that the practice of changing CPT codes must cease.

According to the Company, it had revised the automated delay status letter as of February 24, 2006. The letter
now indicates that the Company has requested certain items, such as medical records. Based on the code
the Examiner uses, the system populates the reason, such as medical records and other insurance

information.

The Company is currently working on a training plan, which will document how and when new claims examiners
and existing examiners will be trained.

The Companies formalized, as written policies and procedures, tfie claims handling processes that were in
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place during the examination period.

» The Company revised their EOB forms to include more deductible information pertinent to the claim, making it
easier for their customers to understand. This practice started in one participating state and they continue to
rolf out this revision in alf states, with completion targeted for the first quarter of 2008,

* In February 2007, the Company implemented a process fo categorize procedure codes related to charges for

like services into “Revenue Grouping Codes” (a recognized industry practice) for entry in the claims system.

E) Product Distribution Systems

This examination objective focused on the field service operations and agent activities. The review concentrated on the
AMG, a UIC! division, with two marketing units (agencies), UGA and CSA. During our review, the Examiners gathered

information related to agent compensation, affiliation with associations, the recruiting process and how leads are handled.
Overall Assessment of Product Distribution Systéms:

The Company must demonstrate oversight and compliance of the product distribution system to achieve this
examination objective. This conclusion is based upon the following facts:

» The marketing agencies operated independently of one ancther. Home office support is now in the early stages
of transitioning to a centralized organization structure within AMG.
o The field force hierarchy of both agencie's is similarly organized. The titles of the three management tiers differ.
» Agents for both agencies were enrollers for the associations.
« The Agents received separate compensation for insurance sales and for enrolling new members in the
* association. The Agents received “advance checks” from the Company which, in fact, are loans on which the
Agents are charged 1% interest. Some agents did not know that these checks were loans. In addition, most
agents could not explain whether the commissions for association enrollment were separate from insurance
sales commissions or not.
» Recruiting was the responsibility of sales management in both agencies. Prior insurance experience was not
required to become an Agent or Enroller. The large majority of agents and enrollers did not have experience

upon being hired by the Company. The Company indicated that it is better to hire inexperienced agents as
they are less likely to have poor selling technigues.
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o  AMG sold company-generated leads to the field. The leads were called “A” and “B” leads. “A” leads were the

most valuable because they were newer; “B" leads were usually older, recycled leads.
Subsequent developments reported by the Company but not validated by the Examiners are noted befow:;

e Beginning in December 2005, the titles of the various levels of hierarchies within UGA and CSA agencies were
changed to be the same in each entity. | _

o Asof June 1, 2006, a single department within SEA supports UGA and CSA. This contact point handles agent
training, accounting, technology, marketing, compliance and product support for both agencies. The Company
expects that this change will resuff in the fwo field forces being more closely aligned. The Insurance Center had
supported the two fiefd forces for several years with product implementation, customer support and
compliance, and continues to do so.

» A new database, the Agency Management System ("AMS”) provides a consolidated view of an agent’s activity,
including complaints, performance metrics, and resufts from the Benefit Confirmation Program and is intended
to promote better oversight of agent activity. AMS information is available to field leadership on both an

individual agent and team basis, and agents can review their own information. -

F) Review of Marketing Practices

The primary concern in this examination objective was to determine how agents were selling products for the
companies and how actively the Company participated in oversight of agents. This arer_a of emphasis was chosen
because of the nafure and number of complaints received by states across the nation. The two primary concems
identified in the complaints were product sales and claims administration. After reviewing complaints, it became
apparent that claims were actually being paid in accordance with policy provisions, but that agents were often selling
products without making full disclosure of the benefits being purchased. In addition, it also seemed that the Company

was leaving all sales issues in the hands of district and regional managers and not faking an active role in agent oversight.

To understand how products were being represented to consumers, the Examiners performed the following relative to the
marketing process:

» Reviewed training materials and procedure manuals including the Company built fraining program called
Training, Testing, Audit, and Complaints & Compliance (TTACC). TTACC is a three-day instructional program
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taught by regional managers. The agents are required to pass an on-line, unmonitored, open book examination
before completing the training. Depending on the proficiency and training abilities of the regional manager, the

agents’ training value varied.

s Conducted interviews of active and former agents in various parts of the country.

Overall Assessment of Marketing Practices:

The Company must implement significant improvements to achieve this examination objective based upon the following:

« The agency system had long been bifurcated between UGA and CSA. This meant that agents selling Mid-West
prdducts through CSA and agents selling MEGA products through UGA were getting different information at |
different times about the same products and company strategies. While the Examiners were on site, the
Company combined leadership of UGA and CSA to create a more uniform agency force.

o Areview of the complaint data provided by the Company for the period January 1, 2005, through June 30, 2005,
revealed that there were a total of 931 complaints between MEGA and Mid-West. Of those complaints, there
were 1,199 complaint issues noted. Of the total complaints, 397 (33.1%) involved aspects of agent handling,
including agent presentation issues and fraud and forgery. Approximately 456 (38.0%) complaints involved
aspects of claims handiing, such as denial and benefit disputes. These statistics indicate that a large
peréentage of policyholders had issues with the information provided by agents at point-of-sale and the manner
in which claims were adjudicated. During the examination period, as apparent from the complaint statistics
noted above, the Company lacked sufficient training for its agents, particularly new agents, both in product
specific and general insurance information. A fraining program was established in 2003, referred to as the
TTACC program. This program falls short of regulator expectations for a comprehensive and thorough training
program due to limitations in its content. Examples of areas needing improvement or enhancement are:
appropriate sales presentations; disclosures and practices; ethical standards; compliance requirements; and
general heaith insurance and product specific fraining, consistency in training presentation by field managers,
and the use of an open-book, unmonitored examination at the training program’s conclusion.

. Th'e Examiners did not see the same level of commitment to change in the agent/agency processes as was
seen in the operational areas. The Company’s long range plan was to do the same fype of activity review on
the agent/marketing side as occurred in the operational areas to ensure consistency throughout the

organization. As of the writing of this report, some changes had occurred, but the overall picture had not changed
significantly. '
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Subsequent developments reported by the Company but nof validated by the Examiners are noted befow:

» The Company indicated it would add a step to the annual field audit procedures to confirm that changes in the
Company’s product portfolio, processes or marketing guidelines due to changes in laws and regulations are
communicated to and implemented by the field. A procedure outlining the communication of these changes will be
added to the Division Sales Leader Handbook. The projected completion date for this Handbook was July 2006.

e The Company was developing an audit program fo target kéy compliance-related topics identified by triggers which
were under development and scheduled for implementation in July 2006. The audit program targets field
offices identified by a compliance monitoring team comprised of AMG Insurance Center and Corporate Compliance
representatives. The Company indicated that in its initial phase of development, the system aggregated information
including complaints. Beyond the initial phase, it identified metrics that will be used fo determine field offices to be
audited as part of an enhanced audit program. According fo the Company, the plan strengthens field audit
procedures by monitoring marketing guidefines that are communicated fo and implemented in the field. Future -
phases will include resulfs of Benefit Confirmation Calls, underwriting verification calls and other indicators of
agent activity. This audit activfty will be monitored by the UICI Corporate Internal Audit Department.

o When the current TTACC platform was created, each agency developed its own version of the training. Sihce
September 2005, the AMG has been working fo more closely align the training modtudes and confent to be more
consistent. In March 2006, the Company indicated that several enhancements were made fo the training program and
were released fo the field. AMG plans fo continue to enhance the training platform to create more alignment
between the two entities. This project was anticipated to be completed by the Fourth Quarter of 2006.

» The Company was evaluating the feasibility of product trainers located throughout the country to assist in product
training in field offices: The Company expected to have a plan for implementation by August 2006 and the project was

* to be completed by the end of the First Quarter 2007.

& During 2006, the Company indicated it would undertake a project fo strengthen training not om’y for new agents but

also for existing agents. This included requiring ongoing training for agents following initial TTACC training,

providing trainers from the Insurance Center to train in local field offices and developing a continuing education

program for their agents. The projected completion and rofl-out date for these enhancements was the First
- Quarter of 2007,

. The responsibility for health insurance product fraining was brought in house in late 2006 by the creation of the
National Product Training Team. The Training Team consists of 10 members, whose primary responsibifity is fo

provide uniform, high quality product training to agents in each state where the Company writes business, as well
as to the Companies’ operational units.
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e The Company plans to begin administering all TTACC testing in a monitored environment either at a division office,
a satellite district field office or through a third-party test administrator by year-end 2007, In addition, effective
September 2007, an 8- hour waiting period before an agent caﬁ re-take a failed TTACC fest was imposed. During this
period, additional training can be provided to ensure that the agent understands the material before attempting to
pass the test again.

o A comprehensive field audit program, the Field Evaluation Program (FEP), was developed to enhance the monitoring
and oversight of agents. The Company began testing the FEP in two divisionaf sales offices during August 2007 and
will implement the program by year-end 2007 throughout the field.

o The Company worked with the field leaders of UGA and CSA to develop and approve point-of-sale scripts that _
provide an outfine of information and fopics to be covered during a sales presentation for agents in December 2005.
The scripts are approved by the Compliance Department and are maintained on the marketing division’s websites.

s The Company adopted an “Agent Due Process” procedure for the purpose of monitoring, reviewing and
correcting agent abtivity with respect to sales and marketing issues. The process ensures that disciplinary
actions against agents, up to and including termination, are processed in a consistent and orderty manner.

o Field leaders are provided with a comprehensive Field Leaders Manual to use as a resource in their field offices.
The manuals are reviewed and updated by the Companies annually to keep them current with alf company,

statutory and regulatory requirements.

G) Association and Affiliate Relationships

This examination objective focused on the Company's relationships with various associations. The Examiners were
charged with studying the relationships between the Company, the various associations with which it does business
and their affiliates. The Examiners determined that UICI and the associations that market its products have a complex
relationship that includes the following components:

o The relationships between the Company and the associations had the appearance of independence. They had
independent boards with no common board members. Each of them appeared not to have any explicit control
 over the other. They maintained vendor/customer contracts cancelable by either party.
e  Associations were not treated as related parties in UICI's financial statements. According to the Company, the
reason the assoc’iatio'ns were not considered related parties is because: “UICI does not possess the power to

direct, or cause the direction of, the management policies of the associations. It had no voting power within
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the associations or any ownership interest. The associations have a significant membership without insurance
and the insurance companies have significant numbers of policyholders that were not members of these
associations. UICI provides billing and cash collection services but provides no management, financial
reporting or cash management services. Similar billing and cash collection services were readily available '
throughout the cbuntry and, therefore, we do not believe the rendering of these services constitutes a reliance
relationship”.

UICI marketed the vast majority of its self employed insurance products through the associations. Because
UICI was so dependent on this line of business, the Examiners asked the Company if it maintained any type of
disaster recovery plan or alternative business arrangement proposal in case NASE or AAS decided to
terminate their relationship with UICL. The Company did not maintain such a plan.

Both UICI and the associations appeared to be an integral part of each other's business model. For example,
the associations were involved with UICI agency meetings. As “enrollers” for the associations, UGA and
CSA agents used the associations’ websites extensively to do business. At the time of the examination, in all
but one state (Washington), policyholders wrote a combined check for association dues and insurance premiums.

As of August 2006, the Company indicated that it réquired separate checks for association-related dues and
insurance premiums in all states.
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» The associations were dependent on UICI for member recruitment. According to NASE, which was the largest

association, between two-thirds and three-quarters of its members were recruited by UICI agents. The

approximate membership numbers for the associations were: NASE - 250,000 members; AAS - 150,000
members; and Americans for Financial Security (AFS) — over 25,000 members.

 The associations framed the relationship they had with UICI as a business relationship. All of the associations

had similar, fairly detailed, disclosures about this relationship on their websites. The information was consistent

with the Company’é description of its relationship with the associafions. These disclosures stated that :

o}

(0]

The association has no direct or indirect ownership in UICI.

The association has an agreement with the insurance company pursuant to which the insurance

“company makes available to association members certain insurance company products. This

agreement can only be terminated by the association or the insurance company with not less than one
year's notice.

Salespersons act as both licensed insurance agents for the insurance company and field service
representatives for the association. They act on behalf of the insurance company when describing
health insurance products and on behalf of the association when describing association benefits.

Health insurance premiums are paid to the insurance company and membership dues are paid to the
association. _ |

The association pays an affiliate of UICI for enrolling new members and pays the insurance
company or affiliates for administrative services for association member benefits obtained from the
insurance company or its affiliates.

Ronald Jensen and his immediate family own approximately 17% of UICI common stock.

Specialized Association Services (SAS) (which was controlled by Ronald Jensen's aduit children) has
an agreement with the association to provide certain administrative services, including billing,
administration, delivery of membership materials and benefit procurement services. SAS has no
ownership interest in the association. '

Overall Assessment of Association and Affiliate Relationships:

The Company must implement additional transparency procedures, in addition to existing disclosures, to achieve this

- examination objective. Since the field work was concluded, the Company has represented that it continues to take
steps to separate its actions from the associations. However, a close business relationship is still apparent. The
Company’s relationship with the associations should continue to be closely monitored.
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Subsequent developments reported by the Company but not validated by the Examiners are noted below:

e The Company indicated that effective January 1, 2006, in states where the purchase of insurance must be
accompanied by the purchase of an association membership; the associations began to charge a single one-time
New Member Admin Fee in the amount of $75.00. This fee is not refundable upon declination of insurance
coverage or canceflation within the 10 day free look” period. In states where the purchase of insurance is not
required fo be accompanied by the purchase of an association membership, the one-time New Member Admin
Fee is $25.00. In both cases, a full refund of the one-time New Member Admin Fee would be made by the
association if the member cancels his or her membership directly with the association within the first 30 days of

membership and no association benefits have been used.

s In 2007, a sentence was added to the Association Disclosure form fo make it clear that it is not necessary for a

consumer to remain-a member of the association in order to maintain insurance coverage.

H) Financial Overview

The primary goal of this examination objective was to understand the Company’s legal and financial structure during
the five-year period ending December 31, 2004.

Based on the review of financial and company legal structure information for the period, it became apparent that:

« UICl was managed by business division as opposed to legal entity. Legal entities operate across division lines.

o  UICI transitioned from a more diversified corporation in 2000 fo a core insurance business focus by 2005.

e  PDA and SDA were the brincipal intermediaries (subsidiaries) through which the association funds flowed.

e Insurance Operations, specifically SEA, drove profitability throughout the five-year period under review for this
objective.

e UICI had a complex organizational structure. Although there were many dispositions of subsidiaries in the five-
year period, the Company still had 22 subsidiaries on December 31, 2005, including 7 insurance subsidiaries.

QOverall Assessment of Financial Overview:

The Examiners determined that this examination objective was safisfied. After the Examiners obtained a more in-depth
understanding of the Company’s legal and financial organizational structure in the early phases of fieldwork, additional

examination objectives were established to review the flow of funds between the UICI companies and the associations
(see Flow of Funds objective below).
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Subsequent devefopments reported by the Company but not validated by the Examiners are noted below:

s Beginning January 2007, the Company instituted procedures on a national basis fo colfect separate checks for

association-related dues and insurance premiums at the time of application.

) Flow of Funds Between Company and Associations

The primary objective in this area was to venify that the Company-prepared flowcharts representing the flow of funds

between the UIC! companies and the associations were accurate. These flowcharts are included on pages 61 and 62.

« The insurance premium funds flow is not inciuded in the flowcharts.
'« PDA and SDA were the principal intermediaries (subsidiaries) through which the association funds flowed.

e Although the flowcharts indicate that the insurance companies (MEGA and Mid-West} wire funds collected to

the associations on a daily basis, there was a delay in remitting the New Member Admin Fees until the
insurance application cleared underwriting.

e Remittance of funds for association monthly dues was not subjecttoa delay as they are remitted immediately.

o Funds thét flow back to PDA and SDA from the associations were received on a monthly basis only, based upon

Hn marmnntann ~f di Nantad and harchi H ]
e percenage O Gues CONeCied and NEw MEemDBersnips sold in the prior month.

» FSR compensation in the form of commissions on membership dues was paid by the insurance company (MEGA

or Mid-West) for PDA and SDA on a regular basis. FSR compensation in the form of bonuses was paid by PDA
and SDA on a periodic basis.
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MEGA - UGA

ASSOCIATION FLOW OF FUNDS

] MEGA
| MEGA collects payment for Inltlal
| sale and.deposis into MEGA bank |
acopunt, i6'be held as fiduciary for
association. MEGA wires money
collected daily'{o association for
, -admin fees and dies; MEGA
retalns premaum : %

100% of association admin fee and
dues are remitted to Association(orits
designated agenb on a daily basis per

the Cash Collection Agreement
between NASE and MEGA

MEGA

Association remits $.07 per
collection {ransaction to

Monthly settement from associalion o
PDA for Services Fee per Field
Services Agreement

MEGA administers payments to
Field Service Representatives
(FSRs) on behalf of PDA through
Services Agreement

|

[See Fieldt Service
Representative coniracts)

Separate Field Service
Representative contracts between
PDA and individual FSRs
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ASSOCIATION FLOW OF FUNDS
Mid-West - CSA

100% of association admin fee and
dues are remitted to Association {or its
designated agent) on a daily basis per

the Cash Collection Agreement
between NASE and MEGA

] o MTd-West
| Mid-West colfects payment for
| initial assodiation membership
-sale aind deposits into Mid-West
bank account, to'be held as .
fiduciary for association. Mid-
West wires mohey coltected daily
to association for admin fees and
| dues; Mid-West retains premiun

sociation remits .07 pe
collection transaction to
MEGA, the administrator
for Mid-West

Mid-West administers payments to
Field Service Representatives (FSRs)
on behalf of SDA through

Services Agreement -

Monthly settlement from
association to SDA for Services
Fee per Field Services

Agreement

~
~

\

Separate Field Service
Representative contracts between
SDA and individual FSRs

© i Wost:
Mid-West on behaif of S

y FSRs . ..
Mid-West pays FSRs SDA.

processes and distributes: &,
- portion of FSR ™ -
compensation on dues &
L. FSRs:t .
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Overall Assessment of Flow of Funds Between Company and Associations:

The Examiners' assessment relative to this examination objective is as follows:

s  Company flowcharts were essentially accurate in representing the flow of funds between the Company and the
associations.

e PDA and SDA were the principal intermediaries (subsidiaries) through which the association funds flowed.

» The flow of funds appears to be unnecessarily complex resulting in lack of clarity and transparency as to
economic purpose and benefit to the pol'icyholder. The multiple tiers in the flow of funds appears to add

unnecessary cost fo the process and raises questions as to the substance of the economics of the
arrangements.

J) Results of Atiribute Testing

Based on the high volume of data included as part of this examination objective, the details of the work performed and

the testing results are included in the Examination Secfion titled “Results of Atiribute Testing” which begins on page
7.
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FINDINGS AND REQUIRED ACTIONS

The Company has been the subject of a number of single state examinations. These examinations were performed by
testing attributes specific to the examining state and were met with varying degrees of cdmpany cooperation.
Consumers, regulators, former agents and the media continue to inquire about, question and scrutinize the Company's
practices and activities regularly. During the examination period, questions continued to be raised concerning the
management of the Company, particularly about the activities of then Chairman of the Board, Ronald L. Jensen,
and his family. There were allegations that Mr. Jensen and some of his family members had developed various
unnecessary streams of income primarily from the associations and affiliated entities. In addition, states were noting

signifibant increases in the number of complaints conceming point-of-sale practices and claims handling.

The Examiners noted that significant evidence existed of unfulfilled expectations of clients, especially surrounding
point-of-sale transactions. Company management's position was that it was an agency driven company; however, there
was little evidence that adequate training and monitoring of agent activities was in place. it was also evident that

~ the Company did not have an effective process in place to recognize and address differences in state requirements in
some phase of operations.

During the examination, the Company discussed enhancements to their compliance program with the Examination
“team. The Company hired outside consultants to review their business operations and make recommendations for
changé. The Company indicated that they would create a plan to bring Company operations into compliance with all
states’ laws based upon the consultant's report. The Examiners requested a copy of the consuitants’ report; however,

a completed report was not provided (see refated finding and required action below).

The Examiners noted that the Company did not have adequate controls in place over its agents or their activities.
The Company has developed training programs for ceriain agents. The TTACC fraining provides a starting point for
agents’ fraining. However, it is presented by field managers with varying levels of training abilities. The only quality
assurance tool concerning the TTACC is the unmonitored test that the agents must pass.

The Examiners were also concemed about the limited oversight the Company demonstrated over the agents’ activities.

During the examination period, the Company did not have a program to monitor agent activities.
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Finding #1: Regulators noted that the largest category of complaints was missing or inaccurate information during the
initial contact between the agent and the customer..

It is the opinion of the Examiners that these issues will continue to persist until the Company strengthens the agents’

oversight program. The Company needs to provide additional training, both product specific and general insurance
knowledge, to agents. The Company needs to conduct a quality assurance agent audit of the actions of agents and

agency management on a regular basis. Special attention should be paid to point-of-sale transactions.

Required Action #1: The Company must modify its agency program to expand and improve its agent training,

particutarly for new agents, by expanding its training program to include industry knowledge, ethics, product

presentation, proper disclosures, consistent delivery across agencies and a robust structure, among other
enhancements:

To ensure agents and consumers thoroughly understand the product they are selling/buying and appropriate

disclosures are made at the point-of-sale and in follow-up contacts, the Company must:

a.

Strengthen the training program for new agents by including health insurance industry information,
Provide agent training more frequently based upon average agent retention statistics, such as every
three to six months rather than annually. _

Develop a standard but progressive curriculum for agents based upon experience level with the
Company.

Strengthen the training program for existing agents, particularly product information, ethics and point-
of-sale presentations.

Develop ceniralized standards and controls to manage agents and train agency management in
appropriéte controls and monitoring of agent and agency activities. Develop tools and metrics for
measuring the effectiveness of training (e.g., reduction of complaints, reductions in cancellations,
etc.).

Develop additional methods to help consumers have a better understanding of the Companies’
products during the sales process. '

Train BCP staif to be assertive in reviewing coverages with clients to ensure more calls are
successfully completed.
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Finding #2: Quality assurance procedures over agent activifies, such as moniforing and auditing the activities of
agenis and agency management, were insufficient. A review of the TTACC training and new product training
confirmed the need to audit agents’ actions in the field. '

A. Since the examination period, an internal audit plan is being implemented, but agent activities and
transactions are not included in the initial audit program. The Company has indicated that agent activities
will be subject to audits “at a later date”.

B. Any internal audit program must include information used at point-of-sale to ensure agents are correctly
representing the products.

C. There is minimal, if any, accountability on the part of regional directbrs, division managers and district
managers for the actions of agents under their supervision.

Required Action #2: To provide adequate monitoring of agents and agent activities, the Company must.

a. Implement quality assurance procedures over agent activities including monitoring procedures and
periodic audits. |

b. Enhance the effectiveness of agent training by requiring monitored testing and monitoring the delivery

-of the training presentations by the field managers.

¢c. Implement a plan to monitor agents’ actions using tools such as comprehensive field audits, phone
interviews with recent customers, secret shoppers and frending of agent and agency related
information, such as complaint statistics, cancellations, product upgrades and the like.

d. Provide additional point-of-sale materials such as scripts and checklists for agents’ use and ensure
that all materials include appropriate disclosures.

e. Investigate all agents with unusual trend statistics and all complaints regarding cIaimS alleging that agents
misrepresented the product at the pdint-of—sale. Any agent found to be misrepresenting the products at
the point-of-sale should be retrained, disciplined or dismissed as appropriate for the circumstances.

f. Hold field management, such as regional managers and above, accountable for the actions of each
agent under their supervision. Field management performance aésessment and overall compensation -
should contain a component that is tied to such performance measures as the number of compiaints

received about sales practices in the manager’s territory, the number of cancellations and persistency
of business written by the manager and his agents, and other actions that may be indicators of the
overall performance of that manager's territory. Incentives should also be developed which reward

regional managers who demonstrate effective accountability and management of their agents with
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respect to compliance requirements and performance.

If done correctly and on an on-going basis, these measures will provide the Company with proactive tools to
monitor and prevent inappropriate sales practices.

Finding #3: Issues concerning the handling of claims included the following:

#3A.Diagnosis and CPT Codes

If a second claim is received for on-going treatment of an illness or injury and it has a different primary diagnosis code,
the claims adjudicator changes the diagnosis code on the second claim to match the first claim. The Company states

that must be done so that a second deductible is not taken. The Examiners noted that the adjudication staff aiters CPT
codes as well.

The Company indicated that diagnosis codes entered into its claims system are not the decisive factor behind benefit
payment calculations. This practice does not impact the benefit payments made to claimants. According to the
Company, a benefit payment is determined by the “Cause Code” and "Benefit Code” selected by its claims examiner.
The Company explained that claims are adjudicated using the “Cause Code™ and “Benefit Code” assigned to the claim
during the adjudication process, rather than the diagnosis code and CPT code billed by a provider and captured inits
claims system. The Company maintains that its claims adjudication system utilizes a programming mechanism, the
“Cause Code,” to tie all relative deductibles, co-pays and co-insurance to a single cause in order to adjudicate claims
consistent with the benefit schedules for its health plans. A “Benefit Code” for a claim is determined by the claims
examiner and entered into the claims system to identify the type of service provided to the claimant (e.g., inpatient
hospital charges, office visit, surgical, laboratory service, etc.). Therefore, the Company asserts that benefit payments
are not impaéted by the Company’s practice of changing diagnosis codes submitted by a provider since the “Cause
Code” and “Benefit Code™ are the drivers for its claims adjudication.

The Examiners note that such a practice allows claims examiners to make judgmental deterrhinations of the “Cause
Codes” or “Benefit Codes” assigned to a submitted claim rather than the provider's determination. This presents the

potential risk that benefit payments by the Company on a claim may be incorrect or inconsistent with what the provider
indicated.
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Required Action #3A: The Company must identify and re-adjudicate any claims for which diagnosis and CPT

codes were altered. The Company must cease altering diagnosis and CPT codes submitted by providers on
claims.

#3B.Claim Numbers

The Company assigned additional consecutive claim numbers to a single claim if there were more than four CPT
codes on the claim. The claims processing screen limits the number of CPT codes that can be entered/processed
under a single claim number. It allows a maximum of eight lines of text on the screen and, during claims processing, a
CPT code can be entered twice to break out its allowable and disallowable charges. As a result, if a claim submitted
on a claim form is billed with more than four CPT codes, that claim will be assigned two claim numbers in consecutive
order. This practice results in multiple claim numbers for a single occurrence or service and distorts the Company’s

claim count. This results in reporting incorrect data in relation to the number of claims received and processed.

Required Action #3B: The Company must make changes to the claims adjudication system that will allow'
an entire claim to be entered into the system as a single claim.

#3C. Claim Delays

The Examiners reviewed a sample of paid and denied claims processed during the examination period. They found
that the Company would pend all claims while waiting for information on any related claim. Claim delay letfers were
not always sent, used acknowledgement letters in practices did not meet many states’ Unfair Claim Settlement Act

(UCSA) requirements. Because the Company was inconsistent in handling of claims, providers and insureds would

resubmit claims because they were not sure the original had been received. This increased the number of claims and
handling problems as well.

Required Action #3C: All claims must be adjudicated in a fimely manner as required by statute or rule in the
appropriate jurisdiction, based on claim submission location. All delayed claim letters must include a reason

for the delay. The Company’s practice of pending claims while waiting for information on other claims must
cease.

#3D: Explanation of Benefits

The Company’s EOB forms do not include information regarding the deductible applied to the claim. The lack of

complete information on EOB forms makes it impossible for consumers and providers to determine if claims are
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properly paid.

Required Action #3D: All EOB forms must include the deductible information pertinent to the claim.

#3E: Independent Claims Audits

During the examination, it was noted that there was no routine and recurring independent audit of claims handling
procedures to ensure that the handling of claims is in compliance with laws and regulations and to ensure that the

Company is identifying trends and root causes of mishandied claims and focusing on identifying training needs and
problem claims adjusters. '

Required Action #3E: The Company must perform independent roufine and ongoing audits of ctaims to
determine adherence with the Claims Procedures Manual and applicable laws and regulations. The results of
such audits must be analyzed by compliance personnel to identify trends and root causes of ciaim
mishandling, areas for training emphasis and problem claim adjusters. Audits must resuit in action by the
Company to correct those areas found to be problematic or deficient.

Finding #4: At the commencement of this multi-state market conduct examination, the Company did not have a
Claims Procedures Manual.

Required Action #4: The Company will develop and maintain a Claims Procedures Manual.

Finding #5: The UIC1 Association Group Insurance litigation settlement in the Fourth Quarter of 2004 resulted in the
Company agreeing to offer CLICO accident policies to insured class members of the liigation. Class members were
offered four months of coverage at no cost, and renewal options for seven and twelve month periods. Oftentimes, the
 insured class members that applied for this accident policy woulid already have a MEGA or Mid-West policy in-force or
membership in one of the associations during the examination period. As a result, an insured could have two policies
with the Company; one with CLICO and one with either MEGA or Mid-West.

In reviewing CLICO claims, the Examiners would often see a claim that had been initiated under CLICO, and an
acknowledgement and delay letter would be sent to the provider or insured under this company name. However, if
benefits were not available under the CLICO accident policy, the Company would utilize a *no claim” remark code to

close the claim internally and then process the actual payment or denial for the claim under the insured’s MEGA or
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Mid-West policy (whichever one was available or in-force). They used the EOB statement to advise the insured of this
action. This would be the only nofification to the insured or the provider conceming the change of Company. The

insured was never given the opportunity fo. question the denial of the CLICO claim.

Required Action #5A: All claims should be adjudicated under the Company in which the claim is being made.
Required Action #5B: Anytime a claim is denied, appropriate notification must be sent.

Required Action #5C: All claims must be documented correctly by being filed with the Company in which the
claims is being made.

Finding #6: The manner in which the Company and the association' operate is not fully disclosed to those purchasing
UICI insurance products.

A. During the examination period, the Company allowed agents to collect, at point-of—sale,- a single check
payable fo a third party to pay the association dues and initial insurance premium. The amount collected
could also include Policy Fees, New Member Admin Fees and other fees, some of which are remitted to
the association and some of which are retained by the insurer. Little to no disclosure was made to the
client concerning how the funds would be split. In some states, any amounts collected by the insurer in a
single check or remittance may constitute “premium™ and be subject to premium tax. The Company
did not account for such statutory differences in their accbunting for premium taxes.

B. Agents are both sales representatives for the insurance company and enrollers for the association. This
causes confusion for new members and may be in conflict with the best interests of the consumer.

C. A Policy Fee was charged to consumers who reside in individual (non-association) states while no
Policy Fee was charged if the consumer resides in an association group state. The Company did not
clearly disclose to regulators how the Policy Fees and the association New Member Admin Fees are
allocated between the insurance company and the associations. The Company represented that the
Policy Fee reflects the cost of issuing a policy, establishing the required records, sending premium nofices
and other related expenses. The Company also represented in writing that the Policy Fee is subject
to premium tax. No Policy Fee is added to policies issued in states where the applicant must join the
association to buy insurance (referred to as “association group” states). |

D. The Examiners noted significant changes in the structure of the Company during the examination period.
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The Company divested itself of many of the peripheral affiliations with other non-insurance entities that
may have impacted the cost of the insurance fo consumers/policyholders.

Required Action #6: The Company must provide sufficient transparency information based on the complexity

of the Company’s relationship with the associations and its own affiliates. This includes the following:

A

Finding #7:

festing:

The Company must change its procedures so that the insurance payments and the association

payments are received as two separate payments. The Company must identify states in which the
definition of premium includes all amounts collected by the insurer and must advise those states of the
possibility that the Company may need to amend premium tax ﬁlings'. The Company must work with the
affected regulatory jurisdictions to correct prior year filing errors. |

The Company must disclose, with emphasis and clarity, to consumers and policyholders the

relationship between the Company and any associations it uses for marketing products.

The Company needs to clearly disclose to regulators how the Policy Fees and the association New
Member Admin Fees are allocated between the insurance company and the associations. This will
assist the Company in providing to the regulators an accurate a'ccounting for pre_mium tax purposes and
for the proper accounting for premium refunds to insureds.

The Company needs o remain vigilant that its relationships with all entities are cost effective and do not
adversely impact the cost of insurance to cohsumerslpolicyhoiders. :

The handling of complaints and grievances included the following findings based upon our attribute

A. Complaints were not recorded in the required format on the Company complaint register.

The Company did not take adequate steps to finalize and dispose of complaints in accordance with rules
and regulations, applicable statutes and contract language.

The timeframe within which the Company respohded to complaints was not in accordance with applicable
statutes, rules and regulations.

The Company did not treat all written complaints submitted by, or on behalf of, a covered person as a
grievance in states where separate grievance laws apply.

For Complaints involving agent's actions, the Company did not request an agent statement in all
instances. In addition, there was inconsistent evidence that disciplinary actions were taken against
agents involved in the complaints. '
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F. The Company’s CAT,V chaired by the SEA division head of consumer affairs, focuses solely on
complaints in an effort to identify actions designed to reduce the number of complaints. This team
operated independently with no executive management oversight. If compliance related issues arose
from these meetings, it was the responsibility of various managers to see that each issue was

addressed. Once the issue had been released to the manager, there was no follow-up to ensure that
the issue was handied appropriately. '

Required Action #7: For complaints and grievances to be handled appropriately, the Company must take the
following actions: '

A

All Complaints must be recorded and logged correctly in compliance with states’ laws and the
Compahy’s stated procedure.

The Company must ensure that all issues raised in a complaint/grievance are acknowledged,
investigated and finalized/disposed of in accordance with applicable statutes, rules and regulations,
and contract language. _

The Company must comply with the timeliness of response and timeliness of resolution of each
complaint/grievance as required by applicable statutes, rules and regulations. 4

The Company must identify those jurisdictions that have statutes or regulations defining a grievance.

1. The Company must train appropriate personnel to identify grievances upon receipt.

2. The Company must develop procedures for staff to follow when handling grievances.

These procedures must be state specific.
The Company must request an agent statement for all complaints involving an agent's actions.

The Company must improve its complaint handling controls and establish strong oversight of the
complaint handling process by: -

1. Preparation of a report to regulators which outlines the complaint-related business practice reforms the
Company has implemented to date which address the many concerns expressed |n complaints. Included
with the report should be documentation to evidence and support the adequacy of such reforms. This reporf
can be used by regulators in developing a workplan for a follow-up examination.

2. Creation of a tracking !og for issues forwarded to CAT and establishing a procedure to ensure that there
is ownership and accountability for the process.
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Finding #8: The examination of underwriting praétices disclosed that Policyholders who paid their premium via direct
bilt received advanced notice that their coverage was going o expire. The notice also explained that a grace period
existed for 30 days after coverage ended. During this time, the premium could be paid and coverage could be
maintained. Policyholders paying via an automatic bank draft did not receive a notice that explained the grace peried.

This practice is discriminatory.

Required Action # 8: Cancellation, non-renewal and discontinuance notices must be handied consistently for
all policies and must comply with policy provisions and state laws. This includes information about the

availability of a grace period provided to the insured and other parties to the contract.

Finding #9: The Examiners completed a review of UICI’s compliance program.
A. UICI did not have a central compliance department to oversee compliancé for ali companies, divisions and
affiliates. Each division or functional unit was responsible for managing its own compliance program
B. SEA was the only functional unit with a substantial compliance program at the time of the field work. All
divisions of the Company had some type of compliance structure in place o address issues but there was
no consistency between divisions. '

Required Action #9: The Company must centralize the compliance program to promote consistency in all
business units. The Company’s adherence to its Compliance Plan and cdmpliance program enhancements
must be independently evaluated at periodic intervals and should be re-examined in the next 12 to 18 months.
The Company must inform regulators on a timely and periodic basis conceming the program’s enhancements

and changes to its compliance procedures.

Finding #10: PDA and SDA were not audited on a stand-alone basis. As wholly owned subsidiaries of UICI,
they were presented as part of the consolidated UICI financial statements and their results are included in the
combined results of the SEA division. These subsidiaries were integral to the insurance business, as most of the
interdependent activity between the associations and the insurers was performed through these entities.r In the
period under review, PDA and SDA have become profitable and are thus contributing to the overall profitability of
the insurance business. The association transaction is an integral part of the total purchase transaction.
Because PDA and SDA were so embedded info UICI’s insurance operations, financial information about

these companies is relevant to regulators in their oversight of Company insurance products. The Company has
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indicated a wilingness to provide such reliable, stand-alone PDA and SDA financial statements to regulators in the
future upon request.

Required Action # 10: The Company should prepare separate financial information of PDA and SDA on an
annual basis and have it available to domestic regulators upon request.

Finding #11: The Company had a maiching stock benefit for its agents/FSRs who were members of the agent
stock plans. Under these plans agents/FSRs were allowed to purchase UICI common stock out of a portion of
their commissions. The agents/FSRs shares were matched by the Company up fo a certain maximum over a 10 year
vesting period. The determination of the amount of the match was based upon both association enroliment sales and
insurance product sales. The compensation expense for the stock match was incurred by PDAISDA based on an
agreement between the FSR and PDA/SDA and none of'this compensation match was recorded in the insurers’
(MEGA or Mid-West) statutory annual statements as agent compensation. The Company had indicated that it
had historically recorded the compensation expense related to the maiching feaiure on PDA’s and SDA’s books,
since PDA and SDA are the legal entities that, in accordance with the terms of the Agent Plan documents, have the
legal obligation to pay such compensation. In the calculation of the matching credits, PDA and SDA have chosen
to use the metric of commission for insurance sales in the numerator of the matching credit calculation. This metric was
used to calcuiate the number of matching credits. The substance of this benefit, given its determination, was based
on insurance sales and gives the appearance that the substance of this benefit to the agents was commissions or
agent compensation related fo the insurance business.

Required Action #11: The Com-pany should provide o regulators authoritative accounting support for its
treatment of the agenf’s stock benefit match.

Finding #12: While the examination was in process, the Company engaged an outside consulting firm to review areas
under examination based on prior market conduct examination findings. The Examiners requested a copy of the report
priorto the examination fo help identify areas of concern. The Companies declined to share the report with the
Examiners indicating the review was not complete. On November 15, 2005, the Company presented a progress
report to the Examiners and regulators in the form of a PowerPoint presentation. In subsequent discussions with the
Company after their presentation, they asserted the report fell under attorney-client and work-product protections and
declined to provide additional information regarding the review. By law in every state, companies are compelled to
share information that is pertinent to the examination process.
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Required Action #12: The Company must provide a copy of the consultant's report or an overview of the

report for review by the regulators.

Finding #13: As noted in the Subsequent Developments. section of this report, the Company has represented that
many improvements and changes in their practices and procedures were implemented subsequent to the examination

time period and subsequent to the completion of the Examiners field work.
Required Action #13: The Company must prepare a report {o regulators outlining concisely by examination

area all business reforms, improvements and changes to policies and procedures implemented through a
current date.
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RESULTS OF ATTRIBUTE TESTING

The Examiners performed atiribute testing to validate the policies and procedures provided to the Examiners by the
Company. The following three areas were tested as applicable to the three insurance entities: Complaints/Grievances,

Underwriting and Ciaims. The Examiners used the testing standards found in the NAIC Market Regulation Handbook.

The Examiners generated randomly selected samples from the examination period. The sample items were tested
against selected NAIC Market Regulation Handbook standards to determine the Company's compliance in the areas
determined to be the most relevant to the scope of the examination. '

If there were no exceptions found for a particular standard, then there are no comments about that particular standard. -

Overview of Results

The complaint handlfing processes were inadequate and lacked centralized control. The total complaint population of
- 925 complaints included 1,199 complaint issues of which 397, or 33.1%, involved aspects of agent handling including
agent presentation issues, fraud and forgery. A larger number of complaints, 456, or 38.0%, involved aspects of claims
handling, such as denial and benefit disputes. These statistics indicate that a large percentage of policyholders had
issues with the information, or lack thereof, provided by agents at the point-of-sale and the manner in which claims
were adjudicated. As complaints were not handled by a centralized department, the identification of complaints was
not consistent throughout the Company. In addition, the Company did not maintain separate complaint and

grievance logs. Since the Company did not differentiate between a complaint and a grievance, they are unable to analyze
and trend grievance related issues. '

In regards to analyzing complaint data, the Company did not trend complaints within each division or across the
Company. The SEA was the only division the Examiners found that was gathering complaint data, but the reports

generated by this division were only used to determine whether an agent's actions contributed to the complaint and not

for trending all issues related to complaints.
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Also in the-area of complaint handling, atribute testing indicated that the Company was not responding to complaints in a
timely manner. When questioned, the Company indicated that situations such as misidentification of the complaints,

lost complaints and archiving a complairnt before it was resolved were some of the reasons given for delays.

The Examiner's review of complaints indicates that the Company needs to provide ongoing training to all staff regarding
the identification of complaints and the process in which complaints should be handled. In addition, there were
instances in which complaints were inaccurately recorded in the log, were not handled according to the Company's
procedures and/or handled under the wrong company. All of these problems indicate that the Company needs to
implement a stronger compliance monitoring and audit program fo ensure that all complaints are handled correctly and

consistently according to the Company’s complaint handling procedures and the applicable state laws and regulations.

. The underwriting area yielded the fewest errors. Most of the underwriting was conducted in the field. By the time the
application was submitted to the underwriting staff, most issues had been resolved. It was disclosed that grace period
nofices were not provided to customers who paid their premiums and fees through automatic bank drafts. It was also
noted in the review of underwriting standards that in some instances, applications were not submitted in a timely manner
to the Company by agents. Differing practices relating to the return of unearned premium and fee remittances were
noted to be used by the Company, some of which may not be in compliance with cerfain state’s laws governing this

subject. The Company also did not have a formal record retention program in place for the majority of the examination
period.

The review of the Company's claims handling procedures yielded many concerns. The Examiners review disclosed
that the Company’s EQB forms did not include information regarding the deductible applied to the claim. The lack of this
‘information on the EOB makes it impossible to determine if claims were properly paid. Claims acknowledgements
were not timely. Claims investigations were not conducted in a timely manner. Delay letters were either not sent,
untimely sent or did not include the reason for the delay. Additionally, acknowledgement letters were used as delay
letters; however, they did not include the reason for the defay. Many claims were not setfled in a timely manner. Claims
file documentation was noted to be inadequate or incorrect in many instances. Also, there were many instances noted
whereby the initial or ultimate settlement of the claim resulted in an incorrect claim denial. '
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In addition to the test work performed using NAIC Claims standards, the Examiners observed that the Company did not
assign a common claim number to a single claim submitted if the number of procedure codes being billed exceeds the

méxémum number of procedure code lines allowed to be recorded in its claims processing screen. Therefore, a single
claim can be assigned multiple claim numbers in consecutive order if it requires more than one claims processing
screen to capture all procedure codes billed on it. This type of practice made it difficult for a reviewer or provider to follow

and track a claim. In addition, it distorts the Company's claim count.
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Complaints and Grievances

Complaint Standards

Pursuant fo the NAIC Market Regulation Handbook, the Examiners selected a random sample of 50 complaints from a
total population of 586 for MEGA and a random sample of 50 complaints from a fotal population of 339 for Mid-West
during the period January 1, 2005, through June 30, 2005. These were fested against the four Complaint Handling
standards listed in the NAIC Market Regulation Handbook in effect during the examination period. It should be noted
that the Company reported no complaints were received for CLICO during the examination period. Therefore, attribute

testing was not completed for CLICO. The table below summarizes the sample used for this section of the

examination:

Standard # Company Population Size Sample Size # Violations | % In Violation of
Standard
1 MEGA 586 50 5 10.0%
Mid-West 339 50 2 4.0%
3 MEGA 586 50 3 T 6.0%
Mid-West 339 50 3 6.0%
4 MEGA 586 50 4 8.0%
Mid-West 339 50 2 4.0%

Complaint Standard #1: All complaints are recorded in the required format on the regulated entity complaint
register.

The Examiners found seven files that were not in compliance with this standard. The errors found in this section include
the following:

79



Multi-State Examination of UICI
RESULTS OF ATTRIBUTE TESTING

* The receipt and response dates were incorrectly recorded in the complaint log. (1 MEGA)
¢ The original complaint was never recorded in the complaint log. (2 MEGA)

s  The resoiution date was incorrectly recorded in the complaint log. (1 MEGA, 1 Mid-West)
o  The receipt date was incorrectly recorded in the complaint log. (1 MEGA, 1 Mid-West)

In addition to the above, other observations noted during the review of complaint files are as follows:

s A complaint was logged in the register correctly but none of the documentation was scanned. (1 MEGA)
«  The Examiners found a corﬁp!aint in the register that staried out as a complaint, but was later determined to be
an inquiry only. This should have been removed from the register when this was discovered. (1 MEGA)

» The Examiners noted that cormespondence for one complaint was not logged into the complaint tracking
system. {1 Mid-West)

NAIC Market Regulation Handbook Complaint Standard #3: The regulated entity takes adequate steps to

finalize and dispose of the complaint in accordance with rules and regulations, applicable statutes and
contract language.

The Examiners found six files that were not in compliance with this standard. The errors found in this section were as
follows:

o  The complaint was not forwarded to Consumer Affairs to be entered into the complaint log. (1 MEGA)
e  The information supplied to the complainant was insufficient and did not provide appropriate detailed

information concerning Company actions. (1 MEGA)

s  Correspondence used the incomect company name and association. This resulted in incorrect policy
information being used in the resolution letter. (1 MEGA, 1 Mid-West)

o Asaresultofa compiaint, if the Consumer Affairs Department determines that a claim needs to be
reprocessed, there was no follow-up to ensure that the work was done. (1 Mid-West)

o Company procedures state that for some complaint types, an agent statement must be included in the
response. This process was not consistently followed. (1 Mid-West)

80



Multi-State Examination of UIC]
RESULTS OF ATTRIBUTE TESTING

Other observations were noted during the review of complaint files. Those observations are as follows:

s  The Company did not communicate effectively with complainants in situations where system-generated
correspondence was not produced. This same comment applies to claims. (1 MEGA)

« The Company did not retain all documents related to a complaint in a common location, which resulted in a
greater likelihood that informati.on could be lost and irretrievable. (1 Mid-West)

e Inhandiing the complaint, it is unclear whether the Company followed its pro-rata refund procedures. (1 Mid-
West)

= A portion of initial premium shown as paid by the applicant appears to have been paid by the agent. {1 Mid-
West)

NAIC Market Regulation Handbook Complaint Standard #4: The timeframe within which the regulated entity

responds to complaints is in accordance with applicable statutes, rules and regulations.

“The Examiners found six files that were not in compliance with this standard. The errors found in this section are as
follows:

»  The Company’s Underwrifing Department received correspondence that was not forwarded to Consumer
Affairs to log and respond to. Acknowledgement and resolution of the complaint took 137 days. (1 MEGA)

» The associates did not respond to a DOI inquiry until a follow-up letter was received. Resolution of the
compiaint took 52 days from the date the initial complaint was received. (1 MEGA)

« A Company’s complaint log indicated that a complaint was resolved and closed eaflier than was
documented in the file. (1 MEGA)

+ A complaint was archived without a response and resolution of the complaint took 35 days. (1 MEGA)

e The complaint was archived without a response and resclution of the complaint took 140 days. (1 Mid-West)
e Acknowledgement of a complaint took 15 days and resolution of the complaint took 31 days. There was no
documented reason for the delays. (1 Mid-West)

The Examiners also noted as an observation that two complaints were handled properly but the Company did not meet
the 15-day timeframe established in the department’s correspondénce. (2 Mid-West}

81



Multi-State Examination of UICI
RESULTS OF ATTRIBUTE TESTING

Grievance Standards

The Examiners requested the total population of grievances for the examination period and were informed by the

Company that they did not track grievances separately from the complaint population nor did they retain a separate log

of grievances.

As a result of this finding, and as all states do not have grievance laws, the Examiners determined that the most

efficient method to select a sample would be to use the same sample used for testing complaint standards. The

Examiners identified complaints in the complaint sample in which grievance laws were applicable. Since complaints

and grievances are not recorded separately, one complaint/grievance could have the same violation under the

complaint standard and the grievance standard (e.g., timeliness). The following table shows the results of this review:

Standard # Company Population Complaint | Grievance | # Violations | % In Violation
Size Sample Size | Sample Size ~ of Standard
1 "MEGA 586 50 28 2 11%
Mid-West 339 50 12 2 16.7%

NAIC Market Regulation Handbook Grievance Standard #1: The health carrier treats as a grievance any written

complaint submitted by or on behalf of a covered person regarding; 1) the availability, delivery or quality of

health care services, including a complaint regarding an adverse determination made pursuant to utilization

review; 2) claims payment, handling or reimbursement for health care services; or 3) matters pertaining to the
contractual relationship between a covered person and the carrier.

82




Multi-State Examination of UIC!
RESULTS OF ATTRIBUTE TESTING -

The Examiners found four files that were not in compliance with this standard. The errors found in this section are as
follows:

The grievance was not properly handled as the Company failed to send an acknowledgement letter to the

consumer within 14 days of receipt and the Company failed to issue a written decision within 30 days. (1
MEGA)

The grievance was not forwarded to the Consumer Affairs Department. As a result, the grievance was never
logged into the register. (1 MEGA)

The grievance was archived without a resbonse and as a result it was not handled in a timely manner. {1
Mid-West)

Acknowledgement and resolution of the grievance took longer than required. There was no documented
reason for the delay. (1 Mid-West) '
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Underwriting

The underwriing attribute testing involved samples from MEGA and Mid-West in the following categories: issued,
terminated and declined. CLICO does not issue health coverage and was, therefore, excluded from the attribute
testing. The sample for each company was 100 cases, or 200 in total, randomly selected using ACL.

The Examiners were provided access to UICI's various systems in which underwriting information resides. The most
frequently accessed systems were the RUMBA main frame system; Notepad, which is primarily used to create a written

record of telephone conversations; and Work Desk, which contains imaged copies of various forms.

Prior to and during the attribute testihg, the Examiners requested various underwriting and/or new business information -
from the Company. This information explained the Company’s policies and procedures in this area and was used

during the attribute testing. The specific information provided is explained in each standard below as applicable.

To conduct the attribute testing in the Underwriting area, the Examiners selected random samples of issued, declined
and terminated (cancelled) policies during the examination period of January 1, 2005, through June 30, 2005. The
table below summarizes the NAIC Market Regulation Handbook Underwriting standards in effect during the

examination period that were selected for testing. Fourteen NAIC standards were selected for testing. The samples
used and the test resulis are outlined on pages 84 through 107:
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Standard # Company Sample Population - | Sample # Violations % In Violation of
Size Size _ Standard
MEGA Issued - 157,154 100 0 0%
Mid-West issued 80,010 100 0 ' 0%
_ MEGA Declined 16,311 100 b 0%
Policyholder

2 Mid-West Declined 10,651 100 0 0%
MEGA Terminated 165,705 100 | 0 0%
Mid-West Terminated 70,554 100 ' 0 0%

NAIC Policyholder Standard #2: Policy issuance and insured requested canceliations are timely.

The Company generally issues policies within 30 days of receiving the application. The issue fime Iéngthens if the
underwriter determines that additional information is needed fo complete underwriting. The attribute testing tracked
when the application was signed by the applicant, when it was received by the Company and when the policy was
issued. If additional information such as medical records is needed to process the application, the Company's
procedure is to send a "delay" letter to the applicants. This letter is generally mailed within seven days of when the

Company received the initial application.

In general, applicétions are submitted to the Company weekly by agents. The Examiners found three instances where
the application was not submitted for 19, 21 and 36 days, respectively, after being signed. In response to the
Examiners’ inquiry, the Company explained that it accepts applications that are up to 30 days old. One of these

applications was received in excess of 30 days after signature.

The Company provided detailed written procedures of the process used to assemble policies and to ensure the correct
forms were used. The Company has a quality control process to spot-check policies as they are assembled.

The Company provided a written description of its canceiiation procedures and examples of the canceilation lefters sent
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to poliCyhoIders. Pursuant to provisions in' the (:ertiﬁcatelpolicy, thé coverage stays in effect through the policy month. For
instance, coverage paid via an automatic deduction from a bank account that is cancelled in mid-policy month will
stay in effect through that policy month.

During the attribute testing, the Examiners recorded the date of the policyholder's request to cancel, the date the
Company acknowledged the request and the actual cancellation date. There were no exceptions to the Company’s

procedures or defays in processing the cancellations noted in either the MEGA or Mid-West terminated or declined
samples.

Standard # Company Sample Population Sample # Violations % In Violation of
Size Size Standard
Undenuritng MEGA lssued | 157,154 100 0 0%
( Mid-West Issued 80,010 100 0 ' 0%

NAIC Underwriting Standard #1: The rates charged for the policy coverage are in accordance with filed rates
(if applicable) or the Company rating plan.

Applications fall into one of three underwriting categories: guarantee issue, acceptireject and full underwriting. Once
the category has been determined, the underwriting staff follows procedures established for that category. The
Company maintains a file that lists underwriting requirements for each state. Applications are checked against this file

when received to-ensure that state specific requirements are met.

For each palicy in the “issued” sample, the Examiners tested for compliance with state requirements. No exceptions
were noted in either the MEGA or Mid-West samples.
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Standard # Company ‘Sample Population Sample # Violations % In Violation of
Size Size Standard
MEGA Issued 157,154 100 0 0%
Mid-West Issued 80,010 100 0 0%
" MEGA Declined 16,311 100 0 0%
Underwriting

2 Mid-West Declined | 10,651 100 0 0%
MEGA | Terminated | 165705 | 100 0 0%
Mid-West | Terminated 70,554 100 0 0%

NAIC Underwriting Standard #2: All mandated disclosures are documented and in accordance with applicable

statutes, rules and regulations.

In response to the Examiners requests, the Company provided lists and copies of specific state required disclosures

and forms. These included complaint notices and guaranty association notices, which are given fo the insured when the

policy is issued. Some states have specific requirements about the information to be inciuded in the letters provided to

applicants when they are declined for coverage. The Company provided copies of the state specific lefters used by

MEGA and Mid-West. In addition, the Company provided an overview of the internal process used fo identify and

update various state requirements. These stated procedures were confirmed during attribute testing.

Standard# | Company Sample | Population | Sample # Violations % In Violation of
Size Size Standard
MEGA Issued | 157,154 100 0. 0%
Undenwriting ™ wigwest | Tssued 80,010 100 0 0%
5
MEGA Declined 16,311 100 0 0%
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‘Standard # Company Sample Population Sample . #Violations % In Violation of
Size Size Standard
Mid-West Peclined 10,651 100 0 0%
MEGA | Terminated | 165,705 100 0 0%
Mid-West Terminated 70,554 100 0 0%

NAIC Underwriting Standard #5. The Company’s underwriting practices are not to be unfairly discriminatory.

The Company adheres to applicable statutes, rules and regulations, and Company guidelines in the selection of

risks.

The examination work for this standard required the Examiners to determine whether the Company issued policies

according fo the underwriting category applicable to each state {(e.g., guarantee issue, accept/reject and full

underwriting). The Company provided its Underwriting Resource Guide, which is a procedure manual. The manual

also includes an overview of training processes, including state specific training. No exceptions were noted relative to
these guidelines in the attribute testing.

The Company's Underwriting Resource Guide lists occupations that require "special consideration”, and included in this

list are medical practitioners and attorneys. The list is included in all underwriting guidelines including states with

guarantee issue. The Examiners did not find any files that were declined due to occupation, but former agents

represented that they were not permitted to quote medical practitioners or attorneys.

Standard # Company Sample Population Sample # Violations =~ | % In Violation of
Size Size Standard
Underwiting MEGA Issued 157,154 100 0 0%
7 Mid-West Issued 80,010 100 0 0%
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Standard # Company Sample Population Sample # Violations % In Violation of
Size Size Standard
MEGA Declined 16,311 100 0 0%
Mid-West Declined 10,651 100 0 0%
MEGA Terminated 165,705 100 -0 0%
Mid-West Terminated 70,554 100 0 0%

NAIC Underwriting Standard #7: File documentation adequately supports decisions made.

No exceptions were noted by the Examiners in the testing of this standard.

Standard # Company Sample Population Sample # Violations % In Violation of
Size Size Standard
_ MEGA Issued 157,154 100 0 0%
Underwriting
8 Mid-West Issued 80,010 100 0 0%

NAIC Underwriting Standard #8: Policies, riders and endorsements are issued or renewed accurately, timely

and completely.

Unless additional information such as a request for medical records is made, as noted previously, the Company

generally issues policies within 30 days of receiving the application. The attribute testing tracked when the application

was signed, when it was received by the Company and when the policy was issued. If additional information, such as

medical records, was needed to process the application, the Company's procedure was to send a "delay” letter to the

applicants. This letter was generally mailed within seven days of when the Company received the application. No

exceptions were noted by the Examiners. However, please see relevant comments under NAIC Policyholder Standard

#2 presented earlier in this section.
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Standard # Company Sample | Population | Sample # Violations % In Violation of
- Size Size Standard
MEGA Terminated 165,705 100 See explanation | See explanation
Underwriting below below
10 Mid-West | Terminated 70,554 | 100 See explanation | See explanation
below below

NAIC Underwriting Standard #10; Cancellation, non-renewal and discontinuance notices comply with policy

provisions and state laws, including the amount of advance notice provided to the insured and other parties to
the contract.

As part of the attribute testing, the Examiners reviewed a sample of po!icieslcértificates in which the policyholder
initiated the cancellation and a sample of policies that lapsed for -n'onpayment of premium. The Company may cancel
coverage for the following reasons: (1) nonpayment of premium, (2) health misstatements on an application and {(3) at
the request of the policyholder. During the examination period, policyholders who paid thé premium via direct bill
recelved advance notice that their coverage was about to expire, and that a grace period existed for 30 days after
coverage ended. During this ﬁme, the premium could be paid and coverage would continue. Policyholders paying by
an automatic bank draft did not receive a notice that explained the grace period. Although the specific policies selected
in the sampte were not in violation of the standard, the practice relating to the automatic bank drafts resutted in an

inappropriate business practice and therefore the Company was in violation of this standard.

Standard# | Company Sample “Population Sarhple # Violations % In Violation of
Size Size Standard
MEGA Terminated 165,705 100 0 0%
Underwriting _ '
1 Mid-West Terminated 70,554 100 0 0%

NAIC Underwriting Standard #11: Cancellation practices coniply with policy provisions, HIPAA and state laws.

No exceptions were noted in the testing of the Company’s cancellation practices.
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Standard # | Company Sam;ile Population Sample # Violations | % In Violation of
Size " Size _ Standard
Underwit - MEGA Terminated 165,705 100 See explanation | See explanation
nderwriling | below - "~ below
12" | Mid-West | Teminated 70,554 100 See explanation | See explanation
: below below

NAIC Underwriting Standard #12: Unearned premiums are corr'ectl_y calculated and returned to the appropriate
party in a timely manner and in accordance with applicable statutes, rules and regulations.

When a policyholder cancels coverage, the policy stays in force until the end of that policy month. if a longer payment
mode is utilized (semi-annual and annual), any premium paid beyond the fast poficy month is refunded. in the testing
of policy cancellations, the Examiners noted whether unearned premium was retumed, No exceptions to the
Company's policy were noted by the Examiners. The Company also provided a written expianation of its process to
identify and track any particular state requirement related to the return of uneamed premium,

Regarding the free-lock period, the Company's general policy during the examination period was to refum the entire
amount initially paid by the applicant, absent a request to maintain association membership, incliding any monies
associated with association membership (e.g., the health premium, New Member Admin Fee and association dues and
benefits, if any). However, the Company also indicated that it was not the Company’s policy to pay interest on refunds- of
uneamed premium as a general course of action. This would not be in compfiance with states that require the
payment of interest after a specific time period had elapsed once a consumer cancels the policy or takes advantage of the '
free look policy period.

Customer Cancellation of Coverage During the Free-Look Period After Issue

The stated free-look period is 10 days. For administrative purposes, 30 days from the effective date is used to
determine the freedook period. Cancellations were accepted via telephone or correspondence from the
policyholder. In the absence of a request from the policyholder to maintain association membership, the entire
amount of cash collected from the applicant is refunded (health premium, association admin fee, -association dues
and any association benefits). The States of Washington, New Hampshire and New Mexico are an exception to this

procedure. In these states, the health premium was refunded and the association admin fees, dues and any other
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states, the health premium was refunded and the.association admin fees, dues and any other association benefits were

kept in force. The member must contact the associations directly to cancel one’s membership.

Applicants whose applications are declined or whose underwriting process was terminated because of an incomplete
application did not automatically receive a refund of the association monies paid. For association group states, the
refund was comprised of the health premium and the association New Member Admin Fee. For individual states, the
refund was comprised of the health premium and the Policy Fee. In this instance, the member must contact the
association directly to be refunded the association dues and any association benefits received. In response to findings on
this issue, the Company stated that this practice was not an apparent violation of any insurance law or regulation. However,

to the Examiners, this practice demonstrates the complexities of the Company/association 'relationship and may not be
compliant with certain state’s laws and regulations.

Standard # Company Sample Population | Sample # Violations % In Violation of
Size - Size _ Standard
MEGA Issued 157,154 100 0 0%
Underwriting Mid-West Issued 80,010 100 0 0%
14 MEGA Declined 16,311 100 0 0%
Mid-West Declined 10,651 100 ' 0 0%

NAIC Underwriting Standard Health #14: Pertinent information on applications that form a part of the policy is
complete and accurate. :

* The examination procedures performed for this standard included reviewing the documentation provided by the
Company to determine whether a documented underwriting/new business issue process was in place. A detailed flow
chart that describes the Company's process from the time the application was received to when the policy was issued was
reviewed and confirmed. The process used by the Company to assemble the policies for mailing to the policyholder
was also reviewed.

The Examiners reviewed the Company's process for correcting errors or omissions on the initial application. If an

92



Multi-State Examination of UICI
RESULTS OF ATTRIBUTE TESTING

incomplete application was received and information had to be added or changed, the Company did not return it to the

applicant. Instead, the applicant was notified via a telephone call and an endorsement was issued with the policy.

The Company also prepared a chart of the different underwriting standards by state: guarantee issue, acceptireject and
fully underwritten. This information was confirmed with the states participating in the examination. The Examiners also

confirmed that each poii'cylcertificate was issued according to the specific state requirements. There were no
exceptions noted.

Standard # Company Sample | Population ‘Sample # Violations % In Violation of
Size Size Standard
MEGA lssued 157,154 100 | 0 0%
Mid-West Issued 80,010 100 0 0%
" MEGA Declined 16,311 100 ' 0 0%
Underwriting : _

16 Mid-West Declined 10,651 100 0 ' 0%
MEGA Terminated 165,705 100 0 0%
Mid-West Terminated 70554 100 0 0%

NAIC Underwriting Standard #16: The Company complies with proper use and protection of health information in
accordance with applicable statutes, rules and reguiation,

The Company provided documentation that adequately describes its process and procedures for protecting private
information of applicants and policyholders (an excerpt appears beIoW):

The Company did have a Privacy Procedure that was in place pertaining to the retention and disposal of all Privileged and
Protected Health Information {PP1 and PHI) as defined by HIPAA and GLBA.
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Standard# | Company Sample Population Sample # Violations % In Violation of
' ' Size Size Standard
MEGA Issued 157,154 100 0 0%
" Mid-West Issued 80,010 - 100 0 0%
Underwriting
18 MEGA - Declined 16,311 100 0 0%
Mid-West | Declined 10,651 100 0 0%

NAIC Underwriting Standard #18: The Company does not improperly deny coverage or discriminate based on
health status in the group market or against eligible individuals in the individli_al market in conflict with the
requirements of HIPAA.

MEGA markets have guarantee-issue coverage in the following states: Maine, Massachusetts, Oregon and

Washington. Mid-West markets have guarantee-issue coverage in Massachusetts and Washington. The attribute

testing included a sample of declined applications, none of which came from the above sfates.

Cofnpany :

Standard # Sample Population Sample # Violations % In Violation of
Size Size Standard
Undenwrifing MEGA Declined 16,311 100 0 0%
19 Mid-West | Declined 10,651 100 0 0%

NAIC Underwriting Standard #19; The Company issues coverage that complies with the guarantee-issue
requirements of HIPAA and related state laws for groups of two to 50.

During the examination period, small group plans were offered by both MEGA and Mid-West. The type of plan

offered depended on the state. The companies-provided the Examiners with a list showing which company offered

products in which states. For both Companies, the agents were required to submit a *Statement of Eligibility” with
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each application. The blank form was part of the new business packet which included the small group application

form to be used in lieu of the usual individual application form. The Examiners did not find instances where the
incorrect product was issued.

Standard # Company Sample Population Sampie # Violations % In Violation of
' Size Size ' Standard
MEGA Issued 157,154 100 0 ' 0%
Mid-West Issued 80,010 100 0 _ - 0%
.. MEGA Declined 16,311 100 0 0%
Underwriting : .

COM-6 Mid-West | Declined 10,651 100 0o | 0%
MEGA Terminated 165,705 100 0 0%
Mid-West | Terminated 70,554 100 0 0%

NAIC Underwriting Standard COM-6; Records are adeqUate, accessible, consistent and orderly and comply

with state record retention requirements.

The interviews conducted by the Examiners and the attribute testing of underwriting files under NAIC Underwriting

Standard COM-6 revealed that the Company did not have record retention policy prior to May 20, 2005. The exception to

this was for privacy related information. In response to the Examiners’ inquiry, the Company provided the following

information:

“Prior to June 30, 2005, the Company did not have any plan or project documents for the Enterprise _
Document and Record Retention Program {DRR). All project documents were in the process of being compiled -
and drafted. The only item completed by that time was the selection of and training on the tool that was going to
be used to implement and maintain the process.” '
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Claims

For attribute testing in the Claims area, the Examiners selected random samples of paid and denied claims duﬁng the
examination period of January 1, 2005, through June 30, 2005. These samples were tested against eleven selected
NAIC Market Regulation Handbook claims standards. Also, two additional standards were tested on a company-wide

basis based upon interviews and reviews of Company documentation. The table below summarizes the standards,

samples and results of the testing performed.

Standard # Company Sample Population | Sample Size | # Violations %In
 Size Violation of
Standard
1 MEGA Paid 606,832 100 0 0%
Mid-West Paid 253,183 100 3 3%
“CLICO Paid 50 50 2 4%
MEGA Denied 339,719 100 1 1%
Mid-West Denied 147,408 100 0 0%
"~ CLICO Denied 80 50 1 2%

NAIC Claims Standard #1: The initial confact by the Company with the claimant is within the required

timeframe.

The Company required initial contact within 15 days which matches the requirements of the Unfair Claims Settlement Act
Model Law. If a state had a more restrictive time standard, the Company followed that standard. The Examiners found

seven files that were not in compliance with this standard. The errors found in this section are as follows:
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Paid Claims:

= Ittook the Company 27 days to acknowledge a paid claim from the receipt date. (1 Mid-West, 1 CLICO)
e It took the Company 18 days to acknowledge a paid claim from the receipt date. {1 Mid-West, 1 CLICO}
e lttook the Company 17 days to acknowledge a paid claim from the receipt date. (1 Mid-West)

Denied Claims:

e |ttook the Company 56 days to acknowledge a denied claim from the receipt date. (1 MEGA)
»  ltiook the Company 21 days to acknowledge a denied claim from the receipt date. (1 CLICO)

Standard # Co:ﬁpany  Sample | Population | Sample Siie # Violations % In
Size Violation of
_ _ Standard

2 MEGA Paid © ' 606,832 100 0 0%
Mid-West Paid 253,183 100 4 4%

cLicO Paid 50 50 2 - 4%

MEGA Denied 339,719 100 1 1%

Mid-West - Denied 147 408 100 4 4%

CLICO Denied 80 50 0 0%

- NAIC Claims Standard #2: Investigations are conducted in a timely manner.

The Examiners found eleven files that were not in compliance with this standard. The errors found in this section aré
as foliows:
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Paid Claims:

« |t took the Company 275 days from the receipt date to pay a ciaim. There was no request for medical records
under this claim. There was another claim pended with the same date of service for which information had
been requested. No delay letter was sent. (1 Mid-West)

e |t took the Company 114 days from the receipt date to pay a claim. There was another claim pended with the
same date of service for which information had been requested. There was no request for additional
information under this claim. There was another claim pended with the same date of service for which
information had been requested. No delay letter was sent. (1 Mid-West)

¢ It took the Company 82 days from the receipt date to pay a claim. Cleim was pended for underwriting review,
however, this was never relayed to the provider or insured. No delay letter was sent. (1 Mid-West)

 Ittook the Company 34 days from the receipt date to pay a claim. Ne delay letter or request for additional
information was sent to the provider or insured regarding this claim. {1 Mid-West)

« Two claims were opened in CLICO in error and acknowledgement letters were sent to the provider and
insured. However, a final notice was never sent. (2 CLICO)

Denied Claims:

It took the Company 65 days from the receipt date to deny a claim. The claim had been pended for
underwriting review; however, there was no request for information or accident details for this claim. There
was another claim pended with the same date of service for which information had been requested. (1 MEGA)

o It took the Company 148 days from the receipt date to deny a claim. There was no request for additional
information under this claim. There was another claim pended with the same date of seNice for which
information had been requested. No delay letter was sent. (1 Mid-West)

e ltiookthe Cempany 80 days from the receipt date to deny a claim. There was no request for additional
information under this claim, There was another claim pended with the same date of service for which
information had been requested. No delay letter was sent. (1 Mid-West)

o It took the Company 61 days from the receipt date to deny a claim. No delay letter was sent. (1 Mid-West)
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« It took the Company 53 days from the receipt date to deny a claim. There was no request for additional

information under this claim. There was another claim pended with the same date of service for which

information had been requested. (1 Mid-West)

Standard# | Company Sample Population Sample Size | # Violations % In
Size Violation of
Standard
3 MEGA Paid 606,832 100 0 0%
Mid-West Paid 253,183 100 4 4%
CLICO Paid 50 50 2 2%
MEGA Denied 339,719 100 2 2%
Mid-West Denied 147,408 100 4 4%
CLICO Denied 80 50 4 8%

NAIC Claims Standard #3: Claims are settled in a timely manner as required by statutes, rules and regulations.

The Examiners found sixteen files that were not in compliance with this standard. The errors found in this section afe

as follows:

Paid Claims:

e It took the Company 275 days from the receipt date to pay a claim. No delay letter or request for information

was sent. {1 Mid-West)

o |t took the Company 114 days from the receipt date to pay a claim. No delay letter or request for information

was sent. (1 Mid-West}
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It took the Company 82 days from the receipt date to pay a claim. No delay letter or request for information
was sent. (1 Mid-West) '

It took the Company 34 days from the receipt date to pay a claim. No delay lefter or request for information
was sent. (1 Mid-West)

Two claims were opened in this Company in error and acknowledgement lefters were sent to the providers and
insureds. However, a final notice was never sent. (2 CLICO)

Denied Claims:

It took the Company 53 days from the.receipt date to deny a claim. No delay letter or request for information
was sent. (1 MEGA)

[t took the Company 65 days from the receipt date o deny a claim. No delay letter or request for information
was sent. (1 MEGA)

It took the Company 148 days from the receipt date to deny a claim. No delay letter or request for information
was sent. (1 Mid-West}

It took. the Companyr 80 days from the receipt date to deny a claim. No delay letter or request for information
was sent. (1 Mid-West) , |

It took the Company 61 days from the receipt date to deny a claim. No delay letter or request for information
was sent. (1 Mid-West)

It took the Company 53 days from the receipt date to deny a claim. No request for information was sent but a
delay letter was sent after 30 days. (1 Mid-West)

It took the Company 56 days to deny a claim from the receipt date and more than 30 days to send the first
delay letter. (1 CLICO)

It took the Company 46 days to deny a claim from the receipt date. The claim was submitted with a MEGA

policy number, but it was processed under CLICO instead. The claim was never processed under MEGA prior
to this examination. (1 CLICO)

It took the Company 68 days to deny a claim from the receipt date. (1 CLICO)
It took the Company 31 days to deny a claim from the receipt date. (1 CLICO)
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Population

Standard # Company Sample Sample Size | # Violations % In
Size Violation of
Standard
4 MEGA Paid 606,832 100 0 0%
Mid-West Paid 253,183 100 0 0%
CLICO Paid 50 50 0 0%
MEGA Denied 339,719 100 0 0%
Mid-West Denied 147,408 100 0 0%
CLICO Denied 80 50 0 0%
NAIC Claims Standard #4: The Company.responds fo claim correspondence in a timely manner.
No errors were noted by the Examiners.
Standard # Company Sample Population | Sample Size | # Violations % In
Size Violation of
Standard
5 MEGA Paid 606,832 100 0 0%
Mid-West Paid 253,183 100 2 2%
CLICO Paid 50 50 1 2%
MEGA Denied 339,719 100 3 3%
Mid-West Denied 147,408 100 7 %
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Standard # Company Sample Population | Sample Size | # Violations % In
Size Violation of
Standard
CLICO | Denied 80 50 21 12%

NAIC Claims Standard #5: Claim files are adequately documented.

The Examiners found 34 files that were not in compliance with this standard. The errors found in this section are as
follows:

Paid Claims:

o The receipt date recorded by the Company in its claims system did not match the receipt date on the paid
claim. (1 Mid-West) , '

e The date recorded by the Company in its claim system and the date of the acknow'iedgement letter did not match.
(1 Mid-West)

e  The Company paid a claim under the incorrect policy number. {1 CLICO)

Denied Claims: _ ,

o The receipt date recorded by the Company in its claims system did not match the receipt date on the denied
claim. (3 MEGA}

o The Company denied four claims for “information previously requested not received’. These requests were
made on other claims with a related date of service and not on these specific claims. No delay letters were
sent, (4 Mid-West)

e  The Company initialhj denied two paid claims for “information previeusly requested not received”. These
requests were made on other claims with a related date of service. (2 Mid-West)

o The Company initially denied a paid claim for additional information; however, the request for additional
information was not made on this paid claim. (1 Mid-West) '
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e Nine denied claims were submitted to the Company with information indicating a possible MEGA policy;
however, they were processed under CLICO instead. Some of these claims were not processed under MEGA
until this examination. (3 CLICO)

e Three denied claims were submitted to the Company with a Mid-West palicy number; however, they were
processed under CLICO instead. Some of these claims were not processed under Mid-West until this
examination. {3 CLICO) ' | |

e The Company could not provide an imaged copy of two claims. (2 CLICO)

o - The Company created two claims under CLICO, but never notified the provider or insured regarding s final
determination for the claim. (2 CLICO)

« The Company processed a denied claim with the incorrect billed amount. (1 CLICO)

e The Company recorded the incorrect receipt date in its claims system for four denied claims. (4 CLICO)

Standard # Company - Sample Populati.on Sample Size | # Violations %In
Size Violation of
Standard
6 - MEGA Paid 606,832 100 3 3%
MidWest |  Paid 253,183 100 7 %
CLICO Paid 50 50 4 8%

NAIC Claims Standard #6: Claim files are handled in accordance with policy provisions, HIPAA and state law.

The Examiners found 14 files that were not in compliance with this standard. The errors found in this section are as

follows:

Paid Claims;

¢  The Company initia'lly denied a paid claim for additional information previously requested; however, this was the
first submission for the claim. (1 MEGA)

s - The Company .initia!!y denied a paid claim for a routine PAP test. This benefit was a state mandate and should
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have heen paid. (1 MEGA)

» The Company excluded payment of an eligible lab charge. (1 MEGA}

¢ The Company incotrectly denied five claims because one of the claims was pended for additional information.
No delay letters were sent. The Company changed the billed diagnosis code. (5 Mid-West)

» The Company changed the billed diagnosis in its claims system. (1 Mid-West)

* The date recorded by the Company in its claims system and the date of the acknowledgement letter did not match.

(1 Mid-West)

e The Company processed a paid claim under the wrong policy number. (1 CLICO)

» The Company created three claims under CLICO in error and never sent a final determination to the provider or
insured regarding them. (3 CLICO) |

Standard# | Company Sample Population | Sample Size | # Violations % In
' Size Violation of
' Standard

7 MEGA Paid 606,832 - 100 See See
explanation | explanation

N _ below below

Mid-West Paid . 253,183 - 100 See See
explanation | explanation

below below

CLICO | Paid 50 50 See See
explanation | explanation

below below

MEGA Denied 339,719 100 See See
explanation | explanation

_ below below

Mid-West Denied 147,408 100 See See
explanation | explanation

below below

CLICO Denied 80 50 See See
explanation | explanation

below below

NAIC Claims Standard #7: Company claim forms are appropriate for the type of product.

The Examiners noted that the Company’s EOB forms did not include information regarding the deductible applied to the
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claim. The lack of deductible information on EOB forms makes it impossible for consumers and providers to determine

if the claim is properly paid. As such, the Company was in violation of this standard.

Standard # | Company Sample Sample Size | # Violations % In
Population Violation of
Size Standard
9 MEGA Denied 339,719 100 3 3%
MidWest | Denied 147 408 100 i 5%
CLCO | - Denied 80 50 2 4%

NAIC Claims Standard #9: Denied and closed-without-payment claims are handled in accordance with policy

provisiohs, HIPAA and siate faw.

The Examiners found 11 files that were not in compliance with this standard. The errors found in this section were as

follows:
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Denied Claims:

s  The Company incorrectly denied a claim for a prostate screening and testing when there was a state mandate
to provide this benefit. (1 MEGA)

e - The Company excluded payment for an ambulance claim untit this examination. (1 MEGA)

o The Company partially processed only the second page of a submitted claim. (1 MEGA)

» It took the Company 148 days to deny a claim. It was an incorrect denial and no delay letter was sent. {1 Mid-
West)

=  |ttook the Company 87 days to deny a claim 43 days after its receipt of requested information. (1 Mid-West)
e it took the Company 80 days to deny a claim. It was an incorrect denial. An incorrect receipt date was also
recorded by Company in its claims system. No delay letter was sent. (1 Mid-West}

¢ It took the Company 61 days to deny a claim. No delay letter was sent. (1 Mid-West)

¢  The claim was inifially denied in error as the insured had eligible benefits for the service denied. (1 Mid-Wesf)

o |t took the Company 46 days to deny a claim and the delay letter did not provide reason. Billed diagnosis was
changed by the Company. (1 Mid-West}

e  The claim was submitted under a Mid-West policy; however, the Company processed it undér CLICO instead.
The claim was not processed under Mid-West until this examination. {1 CLICO})

» The Company created a claim under CLICO in error and did not process it under the correct Company
within the time service of requirement (31 days). (1 CLICO) "

Standard# | Company Sample Population | Sample Size | # Violations | % In
Size Violation of
Standard
1" . MEGA Paid 606,832 100 0 0%
Mid-West Paid 253,183 100. 0 0%
CLICO Paid 50 50 0 0%
MEGA Denied 339,719 ~ 100 0 0%
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Standard # Company Sample Population | Sample Size | # Violations %1In
Size Violation of
Standard

Mid-West Denied 147 408 100 0 0%

CLICO Denied 80 50 0 0%

NAIC Claimé Standard #11: Claim handling practices do not compel claimants to institute Iitigaﬁon, in cases

of clear liability and cqverage, to recover amounts due under policies by offering substantially less than

amount due under the policy.

No exceptions were noted by the Examiners.

# Violations

Standard # Company Sample Pop,uiation Sample Size % In
' Size Violation of
Standard
12 All See See See See See
explanation explanation explanation | explanation | explanation .
below below below - below below

NAIC Claims Standard #12: The Company complies with the requirements of The Newborns’ and Mothers’
Health Protection Act.

This standard was tested by review of policy and procedures for all three companies. As previously noted, the

Companies did not have a claims manual during the examination period. Therefore, the Examiners-asked the

Company to tell them how théy ensured compliance with the newboms’ and Mothers' Health Protection Act which

requires that carriers not restrict benefits for a hospital stay to less than 48 hours following childbirth.

The Companies’ response was that this is included in the maternity rider. The Companies’ position is that there is

nothing in the rider that would limit benefits in-a manner that would be non-compliant with this law. Benefits were

only restricted to the benefit amount in the rider and not by length of stay for maternity care.
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it is the opinion of the Examiners that although the Companies did not limit benefits in a manner thatrwould be non-

compliant, the limitation that benefits may not be available based on a dollar maximum could be cost prohibitive to

the new parents.

Standard # Company Sample Population | Sample Size | # Violations % In
Size Violation of
Standard
13 All See See See See ~ See
explanation explanation | explanation | explanation | explanation
below below below below belo_w

NAIC Claims Standard #13: The group health plan complies with the requirements of the Mental Health Parity

Act of 1996.

This standard was tested by review of policy and probedures for all three companies. As previously noted, the

Companies did not have a claims manual during the examination period. Therefore, the Examiners asked the Company

to tell them how they ensured compliance with the Mental Health Parity Act of 1996 (MHPA).

The Companies’ response stated that this applies only to plans offered in the Large Group market (51 + employees).

Although MEGA and Mid-West do not offer products in this market, many states consider association business to be

part of the large group market and therefo_re require the Companies to provide benefits in compliance with MHPA. The

Companies stated that where necessary, they will amend certificates to ensure compliance.

108




Multi-State Examination of UICI
SUBSEQUENT DEVELOPMENTS

SUBSEQUENT DEVELOPMENTS

During the examination of UICI, the Company’s leadership and organizational structure continued to evoive. The

Examination team noted leadership and organizational changes that affected the corporaticn as a whole, and was

made aware of changes to processes and procedures which, as represented by the Company, were intended to

address the issues raised by regulators. The changes to processes and procedures were not validated by the

Examination team as those changes occurred subsequent to the examination pericd.

The subsequent developments identified throughout the examination report are grouped according to their relationship
to the objectives identified in the MOU. Events that were outside the objectives identified in the MOU, but were
significant to the organization, are Tisted in this section and are as follows:

o

On September 2, 2005, Ronald L. Jensen was killed in an automobile accident.

After Mr. Jé.ns_en's death, officials at UICI announced that Blackstone would acquire UICI and that the preliminary
work had been completed prior to Mr. Jensen’s death. The purchase was completed on April 5, 2006, and the
Jensen family divested all of their interest in UICI.

On April 14, 2006, UICI announced that it had changed its corporate identty to HeaithMarkets, Inc. Insurance
Companies (HealthMarkets). : :

Star HRG was sold to CIGNA on July 11, 2006, and Student Resources Life was sold to UnitedHealth Group on
October 23, 2006. | |
On November 13, 2006, HealthMarkets announced it was creating a Regulatory Advisory Panel. The panel
consists of Tommy Thompson, former Secretary of the U.S. Health and Human Services, Audrey Samers, former
Deputy Superintendent and General Counsel of the New York State Insurance Department, Susan Stead, a former
Ohio Department of Insurance Assistant Director who has served in key roles at the National Association of Insurance
Commissioners, and José Montemayor, former Texas Insurance Commissioner. Currently, Susan Stead sefves
as the panel's Chairwoman.

On May 21, 2007, HealthMarkets announced a new HSA-Compatible Plan for Alabama Residents.
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As noted previously, this section of the report is based on information provided and/or represented by the Company
and has not been subjected to examination procedures to verify its accuracy or the effectiveness of such changes in
procedures and operations. A follow-up examination will be performed to validate the progress made by the Company

in implementing effective compliance procedures and in monitoring compliance with such procedljres.
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APPENDIX A

LIST OF PARTICIPATING STATES AND EXAMINATION AUTHORITY

AL Code of Alabama, 1975, Section 27-2-21
AK AS 21.06.120 through AS 21.06.230
AZ ARS §§ 20-142 and 20-156

AR Arkansas Code Ann. 23-61-201 through 23-61-208

CA CIS 730 and 790.04

CO C.R.S. 10-1-203

CT CGS 38A-15

DC Washington DC Official Code 31-1402

FL FS 624.3161

ID IC §41-219(1)

IN 1C27-1-3.1

IA ICS 507.2

KY KRS 304.2-100 KRS 304.2-210

LA LSA R.S. 22:1215, 22:1301 Et. Seq.

ME 24-A M.S. RA §221

MD  |2-205 and 2-206 Insurance Articles of Maryland

MA  |M.G.L. Chapter 175 Section 4 '

Ml |[M.LC. R500.210 & R500.222

MO  |374.205 RSMo

MT MCA 33-1-401

NV  |NRS 479B.230

NH RSA 400-A:37

NC = |NCGS 58-2-131

OH RC 3901.48

OK Title 36 0.5.§309.1 and 0.5.§309.7

OR ORS 731.300-731 .312 _
PA Insurance Department Act Section 903 (40 P.S. Subsection 323.3)
SD SDCL 58-3-1

TN | Tennessee Code 56-1-409 _

TX |Article 1.15 TX Ins Code, Article 21.21, Section 5 TX Ins Code
uT Title 31A Insurance Code, Chapter 2, Section 203

VA  |§38.2-1318 Code of Virginia
WA  [§48.03, RCW _

W. Va. |West Virginia Code §33-2-9(c)

Wi §601.43, Wisconsin Statute
WY | Wyoming Statue §26-2-116
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APPENDIX B
CONFIDENTIAL NATIONAL COMPLIANCE PLAN

The Confidential National Compliance Plan for The MEGA Life and Health Insurance Company and Mid-West

Nationa! Life Insurance Company of Tennessee is available to state regulators upon request.
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