EXECUTIVE SUMMARY

For several years, Wall Street investment
firms have campaigned for conversion of
not-for-profit health insurers to investor
ownership, arguing that an infusion of
equity capital is critical to insurers’
survival. However, closer examination of
the financial performance and capital
position of not-for-profit health plans
shows that:

e The lower operating margins reported
by not-for-profit health very likely
reflect the organizations’ corporate
missions to serve their communities
by minimizing the cost of coverage
and their ability to invest all gains
back into the company for the future
benefit of their customers. Their
investor-owned counterparts must
generate higher margins to give
shareholders a return on their
investment. A
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Compared with investor-owned
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goes for administrative expenses. A
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health plans have succeeded in using
operational and investment gains to
build and retain a strong capital
position - stronger than that of
investor-owned companies - while
investing heavily in infrastructure,
product development, and market
growth. A




nonprofit HEALTH INSURERS:

THE FINANCIAL STORY WALL STREET DOESN'T TELL

INTRODUCTION

For decades, community-based nonprofit
organizations' were the chief source of
health insurance coverage. The recent wave
of highly publicized initial public offerings
of health insurers, including a number of
Blue Cross and Blue Shield Plans, has led
some to conclude that the nonprofit health
insurer is an endangered species on the
brink of extinction. Wall Street (and
investor-owned companies) has been
championing health carrier conversion to
investor ownership both as a source of fees
for themselves and as a requirement for
company survival, bringing access to
capital for investments in technology and
market growth, an avenue to economies of
scale, and a bottom-line orientation.

However, when you go beyond Wall Street
reports, you find that nonprofit health
insurers continue to be a robust, vital
component of the health care financing
industry. These companies do not
necessarily require equity capital to fund
the future. Their investments in service
delivery, product development, and growth
can continue to be funded through a
combination of gains from operations and
investment portfolios, accumulated
reserves, access to alternative capital
sources, and intercompany alliances that
share development and/or operational
costs.

This paper offers an overview of the
financial position and performance of
nonprofit health plans. It presents related
issues to consider by organizations
contemplating conversion to investor
ownership and by regulators who have to
approve the conversion.

' In this paper, the terms “not-for-profit” and “nonprofit”
include all non-investor-owned organizations, such as
mutual insurance companies.



EXHIBIT 1:

NET MARGIN AS A PERCENTAGE OF REVENUE FOR
NONPROFIT BLUES, PUBLIC BLUES AND PUBLIC NONBLUES
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Source: PULSE, published by Sherlock Company (2000 from June 2002 issue, 2001-02 from June 2003 issue)

STRONG PERFORMANCE IS ... ?

Recent investment analyst reports on the
health insurance industry have taken a
consistent position: nonprofit health plans
under-perform compared with publicly held
ones, and without access to the capital
markets, nonprofits will lack sufficient
resources to make the critical investments
in technology and product development
necessary to remain competitive. However,
these reports tend to rely on a limited set
of financial statistics, such as earnings per
share, net margins, medical loss ratio, and
market growth. They overlook the effects of
a corporation’s market and financial
position, strategy, and business philosophy
on its operating results.

When the analysis is broadened to relate
quarterly/annual operating results with
corporate strategy and mission, it appears
that many nonprofit health insurers are
well positioned to fund the
accomplishment of long-term business
plans, including necessary infrastructure

investments, without requiring access to
the capital markets.

Historically, the health insurance industry
was considered a low-margin business. A
health insurer that averaged 1-2% annual
gain over time was considered a good
performer. Margins have grown since the
late 1990s, fueled by the rising number of
publicly traded insurers (as well as
companies planning to convert) and
extraordinary investment portfolio
performance. Over the past three years,
investor-owned, or public, health insurers
have reported increasingly larger net
margins. As Exhibit 1 shows, by December
31, 2002, the publicly traded health plans
tracked by Sherlock Company reported an
average net margin of 3.7%, almost double
the 2.0% reported by nonprofit Blue Cross
and Blue Shield Plans.

2 Blue Cross and Blue Shield system data are used as a proxy for the nonprofit health plan segment, in view of the
size of the system (42 enterprises covering the United States and Puerto Rico, generating annual revenue of $163
billion in 2002, and serving 85 million customers) and the availability of aggregate, systemwide data.
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vendor invoices) and, ultimately, the
solvency of the health plan.

In a 2003 study, “Blue Cross Blue Shield
Plans, Roaring Back?,” Conning Research
& Consulting analyzed a subset of Blue
Plans of various corporate structures.
Conning found that nonprofits® reported
significantly above-average medical loss
ratios (also known as “benefit expense
ratios,” the percentage of premium
dollars used to cover customers' health
care expenses), average to below-
average administrative expense ratios,
and below-average to significantly
below-average profit margins. Without
the demands of Wall Street, it appears
that nonprofits adopt business and
pricing strategies that generate sufficient
operating margins and that they pay out
a greater percentage of premiums in
health care claims.

3 Classified in the Conning Report as “non-public
stock” and “not-for-profit” Plans.



