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SALUTATION

Seattle, Washington
August 11, 2008

The Honorable Mike Kreidler, Commissioner

Washington State Office of the Insurance Commissioner (QIC)
[usurance Building - Capitol Campus

302 Sid Snyder Avenue SW, Suite 260

Olympia, Washington 98504

Dear Commissioner Kreidler:

In accordance with your instructions, and in compliance with the statutory requirements of RCW
48.44.145 and RCW 48,03.010, an examination was made of the corporate affairs and financial
records of

Dental Health Services, Inc.
of
Seattle, Washington
heremafier referred to as “DHS-WA™ or the “Company,” at the location of its home office, 936

North 34" Street, Suite 208, Seattle, Washington 98103, This report is respecifully submitted
showing the condition of the Company as of December 31, 2006,



CHIEF EXAMINER'S AFFIDAVIT

[ hereby certify | have read the attached Report of the Financial Examination of Dental Health
Services, Inc., of Seattle, Washington. This report shows the financial condition and related
corporate matters as of December 31, 2006.
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Pairick H. MecNaughton
Chief Examiner
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SCOPE OF THE EXAMINATION

This examination covers the period beginning January 1, 2003 through December 31, 2006 and
comprises a comprehensive review of the books and records of the Company. The examination
followed the statutory requirements contained in the Washington Administration Code (WACQ),
the Revised Code of Washington (RCW), and the guidelines recommended by the National
Association of Insurance Commissioners (NAIC) Financial Condition Examiners Handbook.
The exammation ncluded identification and disposition of material transactions and events
oceurring subsequent to the date of examination that were noted during the examination.

Corporate records, external reference materials, and various aspects of the Company’s operating
procedures and financial records were reviewed and tested during the course of this examination
and are commented upon in the following sections of this report, In addition, the Company’s
certified public accountant’s (CPA’s) work papers were reviewed and utilized, where possible, to
facilitate efficiency in the examination.

INSTRUCTIONS

The examiners reviewed the Company's filed 2006 NAIC Annual Statement as part of the
statutory examination. This review was performed to determine if the Company completed the
NAIC Annual Statement in accordance with the NAIC Annual Statement Instructions and to
determine if the Company’s accounts and records were prepared and maintained in accordance
with Title 48 RCW, Title 284 WAC, and the NAIC Statements of Statutory Accounting
Principles (SSAP) as contained in the NAIC Accounting Practices and Procedures Manual
(AP&P).

1. NAIC Annual Statement Errors and Misclassifications

The results of the examination disclosed several instances in which the Company’s filing of
the 2006 NAIC Annual Statement did pot conform to the NAIC Accounting Practices and
Procedures Manual and the NAIC Annual Statement Instructions,

a, Reserve for an expected premium deficiency for the year 2007 not reported in the 2006 NAIC
Annual Staternent
The Company did not report premium deficiency reserves in the 2006 NAIC Annual
Statement as required by SSAP No. 54, paragraph No. 18, which says in part, “...when the
expected claimg payments or incurred costs, claim adjustraent expenses and administration
costs exceed the premiurns to be collected for the remainder of a contract period, a premium
deficiency reserve shall be recognized by recording an additional liability for the deficiency,
with a corresponding charge to operations.” A new large employer group contracted with
DHS-WA effective January 1, 2006. The contract included a two-year rate guarantee through
December 31, 2007. Heavy utilization throughout 2006 resulted in high losses on the
contract. A late open enrollment in 2006 resulted in high utilization lasting into 2007,
Considering the two-year rate guarantee, the Company should have recognized a premium
deficiency reserve, (See examination adjustment No. 3, debiting “Unassigned funds (Other




professional services)” and crediting “Aggregate health policy reserves” in the amount of
$2,604,961.)

. Claims unpaid reported incoirectly in the 2006 NAIC Annual Statement

Claim data provided by the Company to the examiners and its opining actuary was not
consistent with the claim data reported in the 2006 NAIC Annual Statement, Underwriting
and Investment Exhibit, Part 28. The opining actuary utilizes this information to estimate the
Claims unpaid liability in the NAIC Annual Statement, Page 3, Line 1. When c¢laim data is
incorrect, this could result in the opining actuary projecting incorrect Hability estimates. The
Company reported claims unpaid in the amount of $172,270 in the 2006 NAIC Annual
Statement, but could not provide support for that amount.

The Company and the OIC actuary calculated a $331,065 deficiency for unpaid claims. An
examination adjustment as of December 31, 2006 for an additional claims unpaid reserve is
required. (See examination adjustment No. 1, debiting “Other professional services™ and
crediting “Claims unpaid™ in the amount of $331,065.)

. Unpeid claims adjustment expenses reported incorrectly in the 2006 NAIC Annual Statement
Unpaid claims adjustmernt expenses were reported incorrectly in the 2006 NAIC Annual
Statement for the same reasons noted in Instruction No. 1b.

The Company used a factor of 5.3% of claims unpaid to determine the unpaid claims
adjustment expenses. This amount as of December 31, 2006, was estimated at $15,798, The
amount reported for unpaid claims adjustment expenses in the 2006 NAIC Annual Statement,
Page 3, Line 3, as of December 31, 2006 was $9,830. An examination adjustment as of
December 31, 2006 for additional unpaid claims adjustment expenses is required. (See
examination adjustment No. 2, debiting “Claims adjustment expenses™ and crediting “Unpaid
claims adjustment expenses” in the amount of $5,968.)

. Uncollected premiums and agents’ balances incorrectly reported in the 2006 NAIC Annual
Statement

The Company incorrectly reported %16,596 as a non-admitted asset for “Uncollected
premiums and agents’ balances in the course of collection™ in the 2006 NAIC Annual
Statement. {See examination adjustment No. 4, debiting “Uncollected premiums and agents’
balances in the course of collection”, and crediting “Net premium income™ in the amount of
$16.596.)

. General expenses due or accrued incorrectly reported in the 2006 NATIC Annual Statement

General expenses due or accrued were reported incorrectly in the 2006 NAIC Annual
Statement. The Company reported $16,000 in commissions payable for external brokers, but
failed to include an accruai for commissions payable to intemal sales staff. (See examination
adjustment No. 5, debiting “General administrative expenses” and crediting “General
expenses due or accrued” in the amount of $20,000.)



f. Notes to Financial Statements not completed according to NAIC Annual Staterment
Instructions
The Company reported different amounts for “Cash, cash equivalents, and short-term
investments” in Note 1 of the Notes to Financial Statements than it reported on the Asset
page of the 2006 NAIC Annual Statement.

¢. Dental health benefits reported on the incorrect line in the 2006 NAIC Annnal Statement
The Company incorrectly reported dental health benefits in the 2006 NAIC Annual
Statement, Statement of Revenue and Expenses, Page 4, on Line 9, “Hospital/medical
benefits™. The 2006 NAIC Annual Statement Instructions requires that these benefits be
included on Page 4, Line 10, “Other professional services™. (See examination adjustment No.
6, debiting “Other professional services” and crediting “Hospital/medical benefits” in the
amount of $3,328,089.)

The Company is instructed to comply with RCW 48.44.100 and file an accurate statement
of its financial condition, transactions, and affairs; with RCW 48,43.097 which requires the
filing of its financial statements in accordance with the AP&P; and with WAC 284-07-
050(2) which requires adherence to the NAIC Annual Statement lnstructiens and the
AP&P.

2. Minimum Net Worth Requirements Not Met

The foregoing examination adjustments reduce capital and surplus to a negative §2,036,828
which places the Company in a state of insolvency. Minimum net worth requirements are not
being met and the deficiency needs to be cured.

The Company is instructed to comply with RCW 48,44,837 and RCW 48,44.039 and cure
the deficiency. (Sce Subsequent Events.}

3. Statement of Actuarial Opinion (SAD) Did Not Inclade a Data Certification Statement

The original SAO did not include a data certification statement from an officer of DHS-WA as
required by the 2006 NAIC Annual Statement Instructions, Page 10, Paragraph 11, A
subsequent SAQ was filed correcting this deficiency.

The Company is instructed to comply with RCW 48.43,097 which requires the filing of its
financial statements in accordance with the AP&P; WAC 284-07-050(2) which requires
adherence to the NAIC Annual Statement Instructions and the AP&P; and WAC 284.07-
(160(2)(a) which requires each health carrier to include with its annoal statement an SAQ
setting forth the actuary’s opinion related to the insurer’s reserves and other actuarial
items, that is prepared in accordance with the NAIC Annual Statement Instructions and
the AP&P,



4. Services Exchanged Between Affiliated Companies Without an Agreement

a. There is no written marketing services agreement
DHS-WA provides marketing services to an affiliate, Dental Health Services (DHS-CA),
without a written agreement which is in violation of RCW 48.31C.050(2)(d).

b. There is no written service agreement with Custom Benefits Advisors, Inc. (CBA)
CBA, an affiliate through the parent, Dental Health Services of America, Inc. (DHS-AM),
provides services as an outside sales agent to DHS-WA without a written agreement, which is
in violation of RCW 48,31C.050(2)(d).

The Health Carrier Holding Company Act requires that cost sharing agreements
between affiliates be in writing and on file with the commissioner. The Company is
instructed to comply with RCW 48.31C.050(2)(d) and notify the commissioner in
advance and in writing of its intention to enter into transactions and agreements with
affiliated companies within the health carrier holding company system.

COMMENTS AND RECOMMENDATIONS

1. Business Continuity Plan

The Company does not have a formal, written business continuity plan based on a business
impact analysis that has been tested, and that addresses all significant business activities,
including financial functions, telecommunication services, and data processing and network
services. (This finding was also reported in the previous Financial Examination Report of
December 31, 2002.)

It is recommended that the Company prepare a formal, written business continuity plan
that addresses the continuation of all significant business activities, including financiat
functions, telecommunication services and data processing services, in the event of a
disruption of normal business activities, as recommended by the NAIC,

2. Disaster Recovery Plan

The Company does not have a formal, written, disaster recovery plan for the resumption of
information systems (IS) operations in the event of a disruption of norma! operations. (This
finding was also reported in the previous Financial Examination Report of December 31, 2008.)

It is recommended that the Company write, test, and implement a disaster recovery plan
that includes appropriate escalation procedures to resolve operational failures in a timely

manner, as recommended by NAIC guidelines.

3. Statement of Actuarial Opinion (SAQO) Recommended Content

The NAIC Annual Statement Instructions include recommended content for the SAQ. Two
recommended paragraphs of the recommended content found in the 2006 NAIC Health Annual
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Statement Instructions, Page 9, Paragraph 8F, were not included in the DHS-WA 2006 SAQ.

These paragraphs address the accuracy and completeness of the data reported in the 2006 NAIC
Annual Statement, Underwriting and Investment Exhibit, Part - 2B. (See Instruction No. 1b.)

It is recommended that the Company utilize the recommended content for the SAO as
written in the 2006 NAIC Annual Statement Instructions.

4. Coniflict of Interest

The Company does not have a wriiten policy for disclosure of potential conflicts of interest from
the BOD members, officers, and key employees.

It is recommended the Company complete a written policy reguiring BOD members,

officers, and key employees to complete annoal conflict of interest forms. It is also
recommended that procedures be developed to review potential conflicts when disclosed.

COMPANY PROFILE

Company History

DHS-WA was incorporated in the state of Washington, June 15, 1984, and was originally
registered as a health care service contractor on October 18, 1984, On May 30, 1991, the
certificate of registration was amended to a limited health care service contractor. Dental Health
Services of California (DHS-CA), organized in the state of California in May 1974, became
100% owner of DHS-WA on June 28, 1984. Dental Health Services of America, Inc. {DHS-
AM or the Parent) purchased 100% of DHS-WA from DHS-CA in April 1986.

Capitalization

The Company has 50,000 shares authorized and 10,000 shares issued and outstanding of $1 par
value common capital stock as of December 31, 2006. Additional paid in capital in the amount
of $1,518,442 has been contributed by the stockholders,

Territory and Plan of Operation

The Company administers prepaid dental health care services in the state of Washington. Under
this type of plan, dental care is provided on a contractual basis for a basic monthly subscription
fee (capitation payments) which is received without regard to frequency, extent, or kind of
services provided. The basic subscription fee is supplemented upon occasion by additional co-
payments for certain of the services offered. Co-payment amounts may vary with the services
rendered, but are contractually agreed upon among the Company, participating providers, and
group policyholders. Services are provided by dentists selected by the policyholder from a list of
meimnber dental professionals with whom the Company has entered into written service
agreements.



Acquisitions, Mergers, Disposals, Dissolutions, Purchases, and Sales
There are no plans for acquisitions, mergers, disposals, dissolutions, purchases or sales.

Growth of Company
The following reflects the growth of the Company based on information filed in the NAIC
Annual Statements for the five years ended December 31, 2006:

Net Net
Premiums  Underwriting Investment
Year Earned Gain (Loss) Gain (Loss) Net Income
2006 $4,864,324 ($531,302) $44,002 ($365,677)
2005 3,593,308 149,380 26,516 129,401
2004 3,468,161 161,729 13,804 136,521
2003 3,141,729 8,778 21,683 20,461
2002 3,082,505 265,090 29,261 203,051

AFFILIATED COMPANIES

Dental Health Services

DHS-CA, the first company organized by Godfrey Pernell, DDS, was organized in May 1974 to
administer prepaid dental health care services in the state of California. DHS-CA organized
DHS-WA in June 1984 to administer prepaid dental health care services in the state of
Washington.

Dental Health Services of America

DHS-AM was organized in the state of California in February 1985 by Godfrey Pernell, DDS, to
become the parent company of current and ensuing affiliated companies engaged in providing
dental health care services.

DHS-AM purchased DHS-WA from DHS-CA in April 1986. Subsequent to that purchase,
DHS-AM also purchased DHS-CA. During the years following, DHS-AM continued to organize
new companies for potential entry into new marketplaces, and other companies for the purpose
of providing services to the other affiliated companies. DHS-AM provides management services
for all affiliated companies pursuant to a management services agreement. After its purchase by
DHS-AM, DHS-CA continued providing administrative services to DHS-WA pursuant to an
administrative services contract.

The following companies are 100% owed by the parent company, DHS-AM as of December 31,
2006:

Dental Health Services, Inc. (An Arizona Corporation) Inactive
Dental Health Services (A California Corporation) Active
Dental Health Services, Inc. (A Colorado Corporation) Inactive
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Dental Health Serviees, inc. (A Washington Corporation) Active

Dental Health Services, Inc. (An Oregon Corporation) Inactive
Dental Management Services, Inc. (A Washington Corporation)  Active
Custom Benefit Advisors, Inc. (A Washington Corporation) Active
DHS — Insurance Services, Inc. (A California Corporation) Active
Dental Network Services (A California Corporation) Active

Intercompany Agreements

Management Services Agreement, DHS-WA and DHS-AM

DHS-WA does not have its own dedicated management team. The management team of DHS-
AM provides general management services in connection with the operation of DHS-WA's
prepaid dental plans. This consists of general management over DHS-WA and insurance
coverage where DHS-WA is a named 1nsured on DHS-AM blanket policies.

Admninistrative Services Agreement, DHS-WA and DHS-CA

This agreement contains two different clauses regarding services to be provided. One is for
administrative services provided by DHS-CA to DHS-WA and the other is for marketing
services provided by DHS-WA to DHS-CA.

DHS-CA provides DHS-WA with administrative support that includes accounting, payroll,
accounts payable, billing, accounts receivable, enroliment processing, capitation processing,
membership services, computer and data processing, regulatory reporting, human resources,
claims administration, and customer service.

The clause regarding marketing services makes reference to a separate marketing service
agreement.  No written agreement was provided by the Company because none existed as of
December 31, 2006. DHS-WA provides marketing services to DHS-CA without a written
agreement which is in violation of RCW 48.31C.050(2)(d). (See Instruction No. 4. Fees and
charges under the marketing service agreement are charged against fees and charges incurred
under the administrative services agreement, and DHS-WA remits net charges monthly to DHS-
CA.

Tax Allocation Agreement. DHS-WA and DHS-AM

[DHS-AM and its subsidiaries use a fiscal year end of April 30 for federal incoine tax purposes.
DHS-AM files a consolidated tax return with its subsidiaries, pursuant to a tax allocation
agreement, Pursuant to the agreement, federal income tax expense or benefit is allocated
between the parties annually in the ratio of their respective individual taxable income or net
operating loss.




MANAGEMENT AND CONTROL

Ownership

The Company is controlled by DHS-AM, with management vested in a Board of Directors.
Godfrey Pernell, DDS, originally owned 100% of DHS-AM. In May of 1988, an Employees
Stock Ownership Plan (ESOP) was established by DHS-AM. At this time, ownership changed to
70% ownership by Godfrey Pernell, DDS and 30% ownership hy the ESQP,

Board of Directors (BOIY)
Management of the Company is vested in a BOD of two persons elected at each annual meeting
by the shareholders, The following have been directors since the Company was organized:

Godfrey Pernell, DDS
Gary Pemell

Officers
The officers of the Company are elected annually by the BOD. Officers of the Company as of
December 31, 2006 were:

Godfrey Pemnell, DDS President

Gary Pernell Secretary, Treasurer, and CEG

Michae! P. Fenton, CPA Chief Financial Officer (as of January 15, 2007
Conflict of Interest

The Company has a code of conduct as part of its employee handbook, but does not have a
formal written policy wherein it requires an annual disclosure of potential conflicts of interest
from the BOD members, officers, and key employees. (S8ee Comments and Recommendation No.
4.)

Fidelity Bond and other Insurance

The Company and all affiliates are named insureds on a financial institution fidelity bond
purchased by DHS-AM. An aggregale loss imit of coverage in the amount of $1.600,000 is
provided. The aggregatc amount of coverage meets the NAIC recommended level for the
Company.

The Company owns no real estate and reports only $25,000 net of depreciation and amortization
as furniture and equipment. DHS-AM has property insurance for the protection of corporate
assets as well as assets for all aftihated companies,

Officers’, Employees’, and Agents’ Welfare and Pension Plans

The Company is a participating employer in the DHS-AM’s ESOP. An employee becomes a
participant in the plan as of the first day of the plan year in which the employee first completes
1,000 howurs of service, provided the employee has attained age 18, DHS-AM funding policy for
the plan is to contribute annually not less than the minimum required or more than the maximum
amount that can be deducted for federal income tax purposes. The Company’s accrued
contribution to the plan for the year ended December 31, 2006 was $45,393.



CORPORATE RECORDS
The Articles of Incorporation, Bylaws, Centificate of Registration and minutes of the BOD were

reviewed for the period under examination. No exceptions were hoted and all BOD meetings
were conducted with a quorum present,

ACTUARIAL REVIEW

The OIC health actuary reviewed the Company’s actuarial report, claims unpaid, and other claim
liahilities as of December 31, 2006. The review included examining the Company’s reserving
philosophy and methods to determine the reasonableness of the claim liabilities; verifving that
claim liabilities included provisions for all components noted in SSAP No. 35, Paragraphs 7 and
8; reviewing historical paid claims and losy ratios: and estimating claims unpaid as of December
31, 2006.

The claim data provided to the examiners and to the opining actuary by DHS-WA was not
consistent with the claim data reported in the 2006 NAIC Annual Statement, Underwriting and
Investment Exhibit, Part 2B. The Company must rcconcile and ensure that the actuary is
provided all relevant information, and that a complete reconciliation exists among the general
ledger, the incurred-paid loss triangles, and the NAIC Annval Statement, The OIC actuary’s
recalculation produced reserve values that were higher than those produced by the opining
actuary. {See Instructions No. 1b and lc, and Notes No. 1 and 2 in the Notes to the Financial
Statements. }

The Company did not report a premium deficiency reserve in the 2006 NAIC Annual Statement
as required by SSAP No. 54, Paragraph No. 18, The Company obtained a new large group
policy effective January 1, 2006, that had a two year premium rate guarantee, As of December
31, 2006, the benefits paid on the new pelicy greatly exceeded premiums eamed. Considering
the two year rate goarantee, the Company should have recognized a premium deficiency reserve.
(See Instruction No. 1a and Note No. 3 in Notes to the Financial Statements. )

The original Statement of Actvarial Opinion (SAQ) did not have an aftached certification
statement from an officer of DHS-WA as required by the 2006 NAIC Annual Statement
Instructions, page 10, Paragraph 11. A subsequent SAO was filed correcting this deficiency.
{See Instruction No. 3.)

The NAIC Annual Statement Instructions alse include recommended content for the SAQ. Two

recommiended paragraphs were not included in the DHS-WA 2006 SAQ accompanying the 2006
NAIC Annual Statement. (See Comments and Recommendations No. 3.)

REINSURANCE

The Company has no reinsurance progragm,



SPECIAL DEPOSITS

DHS-WA, as a registered limited health care service contractor, is subject to the minimum net
worth requirements of RCW 48.44.033(6). Pursuant to this regulation, DHS-WA has on deposit
with the statc of Washington, $1,053,513 in cash and U8 Treasury Bills. Of this amount,
$947,112 was considered as restricted by the state of Washington as of December 31, 2006.

Accounting records are maintained by an affiliated company DHS-CA, pursuant to an
administrative services agreement, and the Information Systems Department (IS) is owned and
operated by DHS-CA.

Accounting records are maintained on a Generally Accepted Accounting Principles {GAAP)
accrual basis of accounting and adjusted to Statutory Accounting Practices (SAP) basis for NAIC
Annual Statement reporting. The Company is audited annually by the certified public
accounting firm of Miller, Kaplan, Arase & Co., LLP. The Company rececived an unqualified
opinion for all years under review. Accounting procedures, internal controls, and transaction
cycles were reviewed during the planning and testing phase of the examination.

The IS department has only two members. The small size prevents the proper separation of
duties and controls within the department. Some of the internal controls have been delegated 1o
the chief financial officer and accounting manager. The IS department does not maintain proper
written documentation for the System Development Life Cycle, Systems Design Standard
Mamual, Programming Standards Manual, and the Document Standards Manual. Many of its
processes and internal controls are not properly documented. (See Comments and
Recommendations No. 1 and No. 2.)

Operations and application controls were reviewed to determine the type of hardware installed;
operating systems and proprietary software in use; back up and recovery facilities employed; and
the internal controls exercised to maintain data security. DHS-CA has sufficient internal controls
in place to monitor system activity and processes for a company the size of DHS-WA and the
other affiliated companies that it provides services for.

There is no formal, written disaster recovery plan for the resumption of information systems
operations in the event of a disruption of normal operations, nor is there a formal, written
business continuity plan based on a business impact analysis that has been tested, and that
addresses all significant business activities, including financial functions, telecommunication
services, and data processing and network services in the event of a disruption of normal
business activities. (Sce Comnments and Recommendations No. 1 and 2,)
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SUBSEQUENT EVENTS

Because of the decline in surplus during 2006, and the anticipation for continued adverse loss
experience and additional decline in surplus during 2007, the Company obtained a solicitation
permit from the state of Washingion during the second quarter 2007 for additional financing in
the amount of $2,000,000. $1,500,000 was deposited at the end of June 2007, and the balance of
$500,000 was deposited at the end of September 2007. These deposits are classified as Surplus
Notes,

Additionally, during the third quarter 2007, the Company amended provider reimbursement
methods which had the effect of reducing the overall benefits paid out and reducing the loss of
surplus for the remainder of 2007.

DHS-AM made a permanent capital infusion of $300,000 to DHS-WA in February 2008 which
was classified as additional paid in capital.

A large group policy which had resulted in the need for a premium deficiency reserve was
renegotiated 1o bring premium levels more into line with benefits and expenses paid. The new
contract, effective January 1, 2008, called for a significant rate increase, greater capitation, and
significantly less in co-payments to providers.

FOLLOW UP ON PREVIOUS EXAMINATION FINDINGS

The prior examination report of December 31, 2002 included comments and recommendations
for the preparation of a disaster recovery plan and a business continuity plan, but written plans
were never prepared. (See Comments and Recommendations No, 1 and No. 2.)

FINANCIAL STATEMENTS

The following examination financial statements show the financial condition of Dental Health
Services, Inc., as of December 31, 2006

Assets, Liabilities, Capital and Surplus

Statement of Revenue and Expenses

Five Year Surplus Reconciliation

Analysis of Changes in Financial Statements Resulting from the Examination
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DENTAL HEALTH SERVICES, INC.
ASSETS, LIABILITIES, CAPITAL AND SURPLUS

Assels
Cash and short-term invesiments
Premiums and considerations:
Uneotlected premiums and agents’ balances

Total Assels

Ligbilities, Capital, and Sucplns

Claims unpaid

Unpaid claims adjustment expenses

Aggrezate health policy reserves

Premiums received in advance

General expenses due or acorued

Net deferred tax liability

Amounts dug to parent, subsidiaries snd affiliates

Total Liabilities

Commaon capital steck

Gross prid in and contributed surphus
Unassigned funds {surplos}

Total Capital and Surplus

Total Linbilities, Capital and Surplus

December 31, 2006

BALANCE
FER COMPANY

£1,842.375

8,117

1,850,492

$172,270
8,830

369,159
80,196
162
113,76%

945,326

10,800
1,518,442

{623,276} 12345

943,160

$1.850,492

12

EXAMINATION BALANCE PER
ADJUSTMENTS EXAMINATION
$1,842,375

16,596 24,713

$16,596 $1,867,088
$331,065 $503,335

S 968 15,798

2,604,963 2,604,961
569,159

20,000 100,196

102

113,769

2,961,994 3,907,320
10,000

1,518,442
(2,945,198) (3,568,674}
(2,945,398) (2,640,232)
$16,596 $1.867,088




DENTAL HEALTH SERVICES, INC.
STATEMENT OF REVENUE AND EXPENSES

Member months

Net premium income
Total revenues

Hospital and Medical:
Hospital/medica! benefits
Cther professional services
Subtotsd

Less:
Claims adjustment expenses
CGeneral administrative expenses

Total underwriting deductions
Net underweiting gain or {loss)
Net investment income earned
Net investment gains or {losses)

Aggregate write-ins for other income or expenses
Loss on sale of properiy

Net income of {loss} betore FIT
Federal and foreigh incormne taxes incarred
Net Income (Loss)

CAPITAL ANDS SCOUNT

Capital and surplus prier reporting peripd

Net Income {Loss) from above

Change in nel unreatized capital gains and losses
Change in nonadmitied assets

Net change in capital and serplus

Capital and surphus end of reportiag period

Capital and surplus, prier reporting year

Net income or (foss)

Change in net unrealized capital gains and losses
Change in nonadmitted assety

Net change in capital and sarplus

Capital and surplus, end of yeporting period

December 31, 2006

BALANCE EXAMINATION  BALANCE PER

PER COMPANY  rel.  ADJUSTMENTS  EXAMINATION

261,488 261,488

$4.864,324 4 $16.596 $4,880,920

4,864,324 16,596 4,880,920

3,328,086 6 {3.328.089) 0

1,3.6 6,264,115 6,264,115

3,328,080 2,936,026 §.264,115

170,449 2 5,968 176,417

1,897,088 § 20,600 1,917,088

5,395,626 2,961,994 8.357.620

{531,302) 1,234, {2,943,398) (3,476,700}

44,002 44,002

44,002 0 44,002

0

712 712

(486,588} {2,945,398) (3,431,986)

(120,91 1) {120,911)

($365,677) ($2,945,398) {33.311.87%)

$1.417,847 %0 $1,417.847

(365877) (2,945,398} (3,311,078

20,349 20,349

(167,353} (167,353

(512.681) {2,945,398) (3,458.079)

$905,166 (32,945 ,398) ($1,040,232)

SURPLUS RECONCILIATION
FOR THE PERIODS ENDING
127312006 12/31/2005 12312004 L2312003 /4002
51,417,847 81,273,177 $1,100,501 _$1,106,553 $838,437
(3,311,075} 129,401 136,521 20,461 203,051
20,344

(167,353) 15,269 36,155 (26,5133 65,063
(3,458,079} 144,670 172,676 {6,052y 268,116
82,040,232y  SL417,847 §1,273,177 SLI100,501 1,106,553
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DENTAL HEALTH SERVICES, INC.

ANALYSIS OF CHANGES IN FINANCIAL STATEMENTS
RESULTING FROM THE EXAMINATION
FOR THE YEAR ENDED DECEMBER 31, 2006

INCREASE
BALANUCE PER BALANCE PER (DECREASE)
COMPANY EXAMINATION  refl IN SURFLLIS TOTAL
Captial and Surplus, Decermber 31, 2086
Per Annuasl Statement 905,168
ASSETS
Premiums and considerations:
Uncollected premiums and agents’ balances 38117 $24,713 4 £16,596
j 8 FTIES
Clatms unpaid {13370 503,335 H (331,065
Unpaid claimes adjustment exponses 5830 15,798 2 {5,968)
Agpgregate health policy seserves & 2504961 3 {2,604,961)
General expenses due or aconied 80,198 100,196 5 €20,080%
Hospital/medical benefits 3,328,089 (3,328,08m é 3328 080
Other professional services 3,328,089 & {1.328,08%)
Change [n surpliny 12,545 (2,545,398
Captisl ned Sweplus, Decemher 31, 2666
Per Examinstion {$2.640,230)
T
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NOTES TO THE FINANCIAL STATEMENTS

The Company has no special consents, permitted practices or orders from the state of
Washington. There were six examination report adjustments.

1.

(o

The Company understated claims unpatd in the amount of $331,065 in the 2006 NAIC
Annual Statement., Claim data provided to the actuary by DHS-WA was not consistent with
the claim data reported in the 2006 NAIC Annuval Statement. The Company’s opining
actuary utilizes this information to estimate the claims unpaid liabilitv that is reported in the
NAIC Annual Statement on Line 1, Page 3. Incorrect claim data can result in the opining
actoary projecting incorrect Hability estimates. {An examination adjustment is reflected in the
preceding financial statements, debiting “Unassigned funds™ (other professional services) and
crediting “Claims unpaid” in the amount of $331,065.) (See Instruction No. 1b.)

The Company understated unpaid claims adjustment expense in the amount of $5,968 in the
2006 NAIC Annual Statement. Claim data provided to the Company’s opining actuary was
not consistent with the claim data reported in the 2006 NAIC Annual Statement, The opining
actuary utilizes this information to estimate the unpaid claims adjustment expense liability
that is reported in the NAIC Annual Statement on Line 3, Page 3. Incorrect claim data can
result in the opining actuary projecting incorrect lability cstimates (An examination
adjustment is reflected in the preceding financial statements, debiting “Unassigned funds”
(claims adjustment expenses) and crediting “Unpaid claims adjustment expenses” in the
amount of $5,968.) (See Instruction No, 1¢.)

. The Company understated “Aggregate health policy reserves” (premium deficiency reservej

in the amount of $2,604,961 in the 2006 NAIC Annual Statement. Claim data provided to
the Company’s opining actuary was insufficient for the opining actuary to consider that a
premiom deficiency reserve should have been recognized. (An examination adjustment is
reflected in the preceding financial statements, debiting “Unassigned funds™ (other
professional services) and crediting “Aggregate health policy reserves” (premium deficiency
reserve) in the amount of $2,604,261.) (See Instruction No. 1a.)

The Company incorrectly reported $16,596 as a non-admiited asset for “Uncollected
premivms and agents’ balances in the course of collection” in the 2006 NAIC Annual
Statement. (An examination adjustment is reflected in the preceding financial statements,
debiting “Uncollected premiums and agents” balances in the course of collection”, and
crediting “Net premium income™ in the amount of $16,596.) (See Instruction No. Id.)

General expenses due or accrued were reported incorrectly in the 2006 NAIC Annual
Statement. The Company reported $16,000 in commissions payable for external brokers, but
failed to include an accrual for commissions payable to internal sales staff. (An examination
adjustment is reflected in the preceding financial statements, debiting “General administrative
expenses” and crediting “General expenses due or accrued” in the amount of $20,000.) (See
Instruction No. le.)
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6. The Company incorrectly reported dental health benefits in the 2006 NAIC Anpnual
Statement, Statement of Revenue and Expenses, Page 4, on Line 9, “Hospital/medical
benefits.” The 2006 NAIC Annual Staterment Instructions requires including these benefits
on Page 4, Line 10, “Other professional services.” (An examination adjustment is reflected
in the preceding financial statements, debiting “Other professional services” and crediting
“Hogpital/medical benefits” in the amount of $3,328,089.) {See Instruction No. 1g)
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AFFIDAVIT

STATE OF WASHINGTON H
} ss
COUNTY OF KING }

Larry A. Omdal, being duly swom, deposes and says that the foregoing report subscribed is true
to the best of his knowledge and belief,

He attests that the examination of Dental Health Services, Inc., was performed in a manner
consistent with the standards and procedures required or prescribed by the Washington State
Office of the Insurance Commissioner and the National Association of Insurance Commissioners
(NAICH

L (L Onief

Larry A, Omdal, Examiner in Charge
State of Washinkton

Subscribed and sworn to before me this 11 day of August, 2008,

(008

Notary Public inand for the
State of Washington

18



