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California Physicians’ Service Exhibit E-1 
DMHC File No. 933-0043 June 2, 2015 
Amendment to Notice of Material Modification Filing # 20150295 
Re: Acquisition of Care1st Health Plan  
 
NARRATIVE DESCRIPTION OF FILING 
 
On January 30, 2015, California Physicians’ Service, dba Blue Shield of California, (“Blue 
Shield” or “CPS”), filed a notice of material modification to its application for licensure as a 
health care service plan under the Knox-Keene Health Care Service Plan Act of 1975, as 
amended (the “Knox-Keene Act”), to submit to the Department of Managed Health Care (the 
“Department”) information regarding a proposed transfer of capital assets to be used in the 
acquisition of Care 1st Health Plan (“Care1st” and the “Proposed Transaction”), a health care 
service plan licensed under the Knox-Keene Health Care Service Plan Act of 1975, the impact of 
such transaction on Blue Shield and the administrative services agreement between Blue Shield 
and its affiliates that will follow. 
 
Blue Shield files this amendment (this “Amendment”) to respond to the Department’s comments 
issued on May 19, 2015 (the “Comment Letter”).  For ease of reference, comments from the 
Comment Letter are set forth in italicized type, and Blue Shield’s responses are set forth in 
standard type.   
 
 
1. Please file all articles of incorporation and bylaws for Cumulus (both the original 
documents and any amendments/revisions). 
 
Blue Shield submits the information responsive to this comment as Attachments 1 and 2 to this 
Exhibit E-1.  The articles of incorporation and bylaws of Cumulus, as submitted, are marked 
“Draft” as they have not yet been formally approved.  
 
The Department had not previously requested, nor had Blue Shield previously submitted, the 
Cumulus articles and bylaws.  Consequently, those submitted here are not marked to show any 
revisions to prior submissions, since there were no prior submissions.  However, Blue Shield 
stated in the original Exhibit E-1 that Cumulus would have no “members” as that term is used in 
§5056 of the Corporations Code.  Since the submission of the original Exhibit E-1, Blue Shield 
has decided that Blue Shield will be the sole “member” of Cumulus.  This change will help 
clarify that Cumulus will be a wholly-controlled subsidiary of Blue Shield.  Consistent with this 
change, a revised Exhibit L-1-a and a revised Exhibit L-1-b are included here, showing that 
Cumulus is a direct subsidiary of Blue Shield.  For the same reasons, the proposed new articles 
and bylaws of Care1st have been revised to state that Cumulus will be the sole “member” of 
Care1st.  The Care1st articles and bylaws, as revised, were filed by Care1st in its June 1, 2015 
response to the Department’s May 22, 2015 comment letter (DMHC filing no. 20150302-4).     
 
 
2. Please file all articles of incorporation and bylaws for Blue Shield (both the original 
documents and any amendments/revisions). 
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Blue Shield submits the information responsive to this comment as Exhibits F-1-a-i and F-1-a-ii 
A-MM.   
 
 
3. Please explain how Blue Shield, Cumulus, and Care1st would each distribute assets 
upon dissolution of 1) Blue Shield, 2) Cumulus, and 3) Care1st.  Please provide the specific 
provision(s) in each entity’s articles or bylaws supporting this explanation and explain any 
possible inconsistencies. 
 
Blue Shield 
 
The Blue Shield Bylaws provide that upon dissolution, the assets shall go to repay moneys owed 
to physician members and, after that, to the beneficiary members (i.e., the Plan’s enrollees).   
 
Specifically, Blue Shield’s Bylaws, Chapter 12, Section 3, reads as follows: 
 
“Distribution of Assets on Dissolution. In the event of the dissolution of this corporation, all of 
its assets and property, after payment and satisfaction and discharge of all claims and demands 
against and liabilities of the corporation, including claims of beneficiary members for the amount 
of dues then prepaid and unearned by the corporation, shall first be applied to the repayment of 
any assessments or monies withheld from Physician Members as yet unpaid, and if the assets and 
property remaining are insufficient for return in full, a pro rata distribution shall be made. Any 
assets or property then remaining shall be distributed to the beneficiary members in proportion to 
the amount of dues contributed by each thereof.” 
 
Cumulus 
 
The proposed Amended and Restated Articles of Incorporation of Cumulus provide that in the 
event of the dissolution of Cumulus, all of its assets and property, after all its known debts and 
liabilities have been actually paid, or adequately provided for as far as its assets permit, shall be 
distributed to Blue Shield as its sole member.  This is stated in Article VI of the Amended and 
Restated Articles. 
 
Care1st 
 
The proposed Amended and Restated Articles of Incorporation of Care 1st provide that in the 
event of the dissolution of Care 1st, all of its assets and property, after all its known debts and 
liabilities have been actually paid, or adequately provided for as far as its assets permit, shall be 
distributed to Cumulus as its sole member.  If at the time of the dissolution Cumulus does not 
exist, any remaining amounts shall be paid to Blue Shield.  This is stated in Article VIII of the 
Amended and Restated Articles of Care 1st. 
 
There are no inconsistencies among these dissolution provisions.  As a subsidiary of Cumulus, 
upon dissolution of Care1st, the assets of Care1st will go to Cumulus.  As a subsidiary of Blue 
Shield, upon dissolution of Cumulus, the assets of Cumulus will go to Blue Shield. 
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4. Please provide the specific language in Blue Shield’s articles of incorporation and 
bylaws that makes it “absolutely clear that it is organized solely under the Nonprofit Mutual 
Benefit Corporation Law and not for any charitable purpose,” as stated in Seth Jacobs’ April 
20, 2015 letter. 
 
Governance Documents Generally 
 

A nonprofit’s corporate governance documents - Articles and Bylaws - define how the 
nonprofit corporate assets are held.  The two dispositive provisions are the “purposes clause” 
and the “dissolution clause”.  As discussed below, different rules and requirements govern 
charitable versus mutual benefit corporations.      

 
Purposes Clause:  Charitable corporations in California are incorporated under as public 
benefit corporations under the Public Benefit Corporation Law (Corp. Code §§5000 et. seq.) 
and are required to have a charitable dedication clause within their articles of incorporation 
that expressly states that the assets are held for “charitable or public” purposes (see Corp. 
Code §5130(b)).  By contrast, nonprofit mutual benefit corporations such as Blue Shield are 
incorporated under the Mutual Benefit Corporation Law (Corp. Code §§7000 et seq.) and are 
not required to have any such “charitable or public” dedication clause.  Indeed, if all of a 
corporation’s assets are irrevocably dedicated to charitable or public purposes that upon 
dissolution must be distributed to persons carrying on a charitable or public purpose, as a 
matter of law that corporation cannot be a mutual benefit corporation (see Corp. Code 
§7111).  Mutual benefit corporations may be formed for any legal purpose (see Corp. Code 
§7130(b)(1)) usually to benefit its members. However, mutual benefit corporations are not 
required to have any members.  
 
Dissolution Clause:  No assets of a charitable corporation can be used for the private benefit 
of any individual.  Upon dissolution, all of the assets of a charitable corporation must go to 
another charitable corporation with like purposes. Conversely, nonprofit mutual benefit 
corporations can distribute their assets on dissolution to their members or other private 
persons (see Corp. Code § 8717).   

 
Blue Shield’s Governance Documents 
 

Blue Shield’s governance documents do not contain a charitable dedication clause, consistent 
with Blue Shield’s long-time status as a nonprofit mutual benefit corporation and not a 
nonprofit public benefit (charitable) corporation.  Specifically:   
 
Blue Shield’s Purposes Clause.  Neither Blue Shield’s Articles of Incorporation nor its 
Bylaws—including past versions of Articles and Bylaws dating back to the incorporation of 
Blue Shield in 1939—have ever contained a charitable dedication clause or in any way 
identified assets as being subject to a charitable trust obligation. Blue Shield’s purposes have 
not changed since inception.  If its purpose were “charitable”, it would not have been 
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permitted to be established or continued as a mutual benefit corporation (see, Corp. Code 
§7111). 

 
By way of historical background, Blue Shield was formed during the Great Depression by 
physicians in the California Medical Association who were worried that the government was 
going to take over health care because people couldn’t afford to pay for it.  These physicians 
started a voluntary prepaid health services plan, and charged people $2.50 a month to join.  It 
wasn’t free.  It wasn’t funded by the government, or by charitable donations, and it never has 
been.  Its purpose was as much to help people pay medical bills as it was to help physicians 
make a living.  Its purpose has never been charitable. 
 
Blue Shield’s Dissolution Clause.  Blue Shield’s Bylaws provide that upon dissolution, the 
assets shall go to pay unpaid amounts owed to physicians, and then to Blue Shield’s 
beneficiary members.1  (See discussion above.)  This dissolution provision would be 
impermissible if Blue Shield were a charitable corporation.   
 

We note that certain advocacy groups have sought to compare Blue Shield to Blue Cross of 
California in questioning the status of Blue Shield as a mutual benefit corporation (as 
distinguished from a public benefit corporation).  The comparison to Blue Cross is, in fact, useful 
in demonstrating why Blue Shield is a mutual benefit corporation.   
 
Blue Cross of California’s Purpose Clause, prior to its conversion to for-profit status, expressly 
provided that it was a charitable organization, stating:  “The property of this corporation is 
hereby irrevocably dedicated to charitable purposes.”  Moreover, Blue Cross’ Dissolution Clause 
stated that “upon the abandonment, liquidation or dissolution of this corporation, its net assets 
shall be distributed by the Board of Directors for such charitable purposes as a majority of the 
members of the Board of Directors may determine.”  As previously noted, Blue Shield’s 
Purposes Clause contains no such charitable dedication and its Dissolution Clause expressly 
provides for distribution to members, not for charitable purposes. 
 
According to Corporations Code Sections 9912(a)(4)-(5), prior to January 1, 1980, the California 
Secretary of State was required to evaluate the governance documents of each existing nonprofit 
corporation to determine which kind of nonprofit corporation it was, based on the new Nonprofit 
Corporations Code.  Section 9912(a)(4) required the Secretary to determine that Blue Shield was 
a public benefit corporation if Blue Shield’s assets “are irrevocably dedicated to charitable or 
public purposes and which according to its articles or bylaws must upon dissolution distribute its 
assets to a person or persons carrying on a similar purpose or purposes.”  On the other hand, 
Section 9912(a)(4) required the Secretary to determine that Blue Shield was a mutual benefit 
corporation if Blue Shield “permits distribution of assets to its members upon dissolution.” The 
Secretary correctly found that Blue Shield’s assets are not dedicated to charity, and that Blue 
Shield is allowed to distribute such assets to members instead of to charities upon dissolution, 

                                                 
1 While the Bylaws refer to health plan subscribers as “members” as permitted by Section 7333(a) of the 

Corporations Code and Chapter 2, Section 1 of the Blue Shield Bylaws, these health plan subscribers have no voting 
rights and are not members as defined in Section 5056 of the California Corporations Code. 
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and therefore properly determined that Blue Shield was a mutual benefit corporation.  (See 
Exhibit E-1 Attachment 3.) 
 
 
5. Page 2 of the initial Exhibit E-1 states, “CPS is a non-member, nonprofit California 
mutual benefit corporation.”  Please a) explain when the Plan changed from a member to a 
non-member nonprofit mutual benefit corporation, b) explain the reason(s) for this change, 
and c) file all documents in the Plan’s license application affected by this change. 
 
At its inception in 1939, Blue Shield’s Articles of Incorporation recognized three distinct groups 
of “Members”—Administrative, or corporate, who held all voting rights of the corporation, 
Professional, who had no right to vote and no rights in the property of the corporation, and 
Beneficiary, who had no right to vote and no rights in the property of the corporation. 
 
a) The change to a non-member nonprofit mutual benefit corporation was effectuated by a 
change to the Blue Shield Bylaws that was filed with the Department on April 6, 2001, as the 
Plan’s Amendment No. 1202 and date-stamped as received by the Department on April 9, 2001.   
 
b)   When it was founded by the CMA in 1939, the CMA physicians wanted to assure that 
they controlled the Blue Shield Board of Directors.  The mechanism used to achieve this control 
was to provide in the Blue Shield formation documents that these physicians were the voting 
members of Blue Shield.  As Blue Shield grew in the following decades, the CMA determined 
that it was neither necessary nor appropriate for physicians to control Blue Shield.  Although 
CMA physicians continued to serve as voting members, their number was reduced over time to 
less than a majority.  This resulted in the voting members being far less connected to the 
company and to each other.  The voting members expressed concern that their role had changed, 
but the old voting structure had not.  To address their concern, they voted in 2001 to update Blue 
Shield’s governance structure to reflect the change in their role that had taken place since Blue 
Shield’s original affiliation with the CMA.  They voted to dissolve the formal voting 
membership in favor of a non-voting Council of Advisors designed to advise the Board of 
Directors regarding Blue Shield’s mission, strategy, and operational goals.  With the elimination 
of the voting rights required for membership under Section 5056 of the Corporations Code, Blue 
Shield became a non-member mutual benefit corporation as permitted by Section 7310(a) of the 
Corporations Code. 
 
c)   Other than the amended Bylaws that were filed in 2001, there are no documents in the 
Plan’s license application that were affected by this change.  
 
 
6. Please explain how Cumulus meets the definition of a nonprofit mutual benefit 
corporation. 
 
Cumulus was incorporated under California Corporations Code §7120 et. seq. as a nonprofit 
mutual benefit corporation.  It has the same purposes as Blue Shield and as noted above, the 
Secretary of State has already made a formal finding that Blue Shield is a mutual benefit 
corporation pursuant to Corporations Code Sections 9912(a)(4)-(5).  Cumulus’ Articles of 
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Incorporation contain no charitable dedication clause.  Rather, its Purposes Clause expressly 
provides: “This corporation is a nonprofit mutual benefit corporation organized under the 
Nonprofit Mutual Benefit Corporation Law (“Nonprofit Corporation Law”).  The purpose of this 
corporation is to engage in any lawful act or activity, other than credit union business, for which 
a corporation may be organized under such law.  The specific purpose of this corporation is the 
promotion of social welfare primarily by ensuring access to high-quality health care at an 
affordable price.”   
 
The proposed Amended and Restated Articles of Incorporation provide that it has a single 
member, Blue Shield, which is also a nonprofit mutual benefit corporation.  Similarly, its 
Dissolution Clause does not provide for any distribution for charitable purposes, but rather, 
consistent with Corporations Code §8717, provides that its assets on dissolution are to be 
distributed to its sole member, Blue Shield.  There are no other requirements to be met under 
California law for Cumulus to be a nonprofit mutual benefit corporation. 
  
 
7. Please explain why Blue Shield, instead of purchasing Care1st directly, created the 
holding company Cumulus to make the purchase.  Please also explain why Care1st will be a 
subsidiary of Cumulus, and not of Blue Shield. 
 
Blue Shield created Cumulus to make the purchase (which results in Care1st being a direct 
subsidiary of Cumulus and an indirect subsidiary of Blue Shield) in order to:  (a) maintain 
separation between Blue Shield’s and Care 1st ’s lines of business and their distinct legal and 
regulatory frameworks and requirements; and (b) provide organizational flexibility for possible 
future acquisitions using Cumulus as a holding company (however, no acquisitions besides Care 
1st are contemplated at this time).  There are no tax benefits of using Cumulus to acquire Care 
1st. 
 
 
Exhibit L-1-b 
 
8. Please describe the precise corporate relationship between Blue Shield and Cumulus 
post-closing.  For example, will Blue Shield and Cumulus share a common corporate parent 
(in which the case the organizational chart should be revised to include the common parent)?  
Or, is Cumulus going to be a subsidiary of Blue Shield (in which case the organizational chart 
should be revised to show Cumulus and the various Care1st entities as Blue Shield 
subsidiaries)? 
 
Post-closing, Blue Shield will be the sole “member” of Cumulus, as that term is defined in 
Section 5056 of the Corporations Code.  By virtue of that relationship, Blue Shield will be the 
parent of Cumulus, and Cumulus will be a subsidiary of Blue Shield.  Blue Shield has no parent.  
The organization chart included here as Exhibit L-1-b reflects this relationship. 
 
 
Exhibit E-1, Stock Purchase Agreement (“SPA”) 
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9. The SPA is conditioned upon the Plan obtaining an extension of Care1st’s agreement 
with L.A. Care, in Los Angeles County: “The obligations of Buyer to consummate the 
Transactions shall be subject to the fulfillment or Buyer’s waiver (where permissible), at or 
prior to the Closing, of each of the following conditions: … (h) Company and L.A. Care shall 
have entered into the L.A. Care Extension Agreement and such agreement shall have been 
delivered to the Buyer, which shall be in full force and effect at the Closing Date…” See 
Section 7.02(h).  
 
 a. Please provide an update regarding the status of negotiations with L.A. Care 
concerning the plan-to-plan contract, and state whether the plan-to-plan contract will renew 
or terminate.   
 
The L.A. Care contract is currently set to expire on September 30, 2015, but Care1st and Blue 
Shield expect that a contract extension will be executed prior to that date. Blue Shield believes 
that L.A. Care will provide Care1st with an amendment for the purpose of extending the term of 
the L.A. Care contract by the beginning of July.  We understand that Care1st intends to execute 
the contract extension agreement by the end of July, subject to mutual agreement by Care1st and 
L.A. Care. 
 
 b. Please clarify the date by which L.A. Care must approve the transaction. 
 
Blue Shield anticipates that L.A. Care will approve the proposed transaction (by approving the 
assignment of the contract) before the end of June, 2015.  Although there is no specific deadline 
for its approval, L.A. Care committed to use its best efforts to complete its review of the 
proposed transaction within four months after receipt of notice of the proposed change of 
ownership, which was given to L.A. Care on February 2, 2015. 
 
 c. Please identify the source of the four month approval timeframe referenced in 
the Plan’s April 1, 2015 response to Comment 8 of the Department’s March 2, 2015 comment 
letter. 
 
Amendment No. 16 to the L.A. Care contract provides that L.A. Care reserves the right to 
review and approve, within its discretion,  any sale of substantially all of the assets or stock of 
Care1st.  As noted above, although there is no specific deadline for its approval, LA Care 
indicated it would use its best efforts to complete its review within four months of notice, 
which notice was given to L.A. Care on February 2, 2015. 

 
Exhibit N-1 (Administrative Services Agreement) 
 
10. Exhibit A of the Affiliated Company Services Agreement describes the administrative, 
consulting, and other support services a party (CPS, Cumulus, or Care1st) may provide to 
another party to the Agreement.  However, the Agreement does not indicate which party will 
be providing each delegated function or the duration of each delegation.  Please revise the 
Agreement to identify 1) the service to be delegated pursuant to the agreement; 2) the duration 
of the delegation; 3) the party providing the service; and 4) the party receiving the service. 
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 The Affiliated Company Services Agreement has been revised to identify Blue Shield as the 
party providing the services and Care1st as the party receiving the services.  The services are 
defined in the agreement and the duration is for the term of the agreement.  A revised, redlined 
draft of the Affiliated Company Services Agreement is included as Exhibit N-1 hereto. 
 
 
EXHIBITS INCLUDED IN THIS FILING 
 
E-1    Narrative Description of Filing 
E-1-Attachment 1  Cumulus Articles of Incorporation 
E-1-Attachment 2  Cumulus Bylaws 
E-1-Attachment 3  Secretary of State Corporate Classification Notice 
Exhibit F-1-a-i   Blue Shield Articles of Incorporation 
Exhibit F-1-a-ii-(A-MM) Blue Shield Bylaws 
Exhibit L-1-a    Revised Pre-Closing Organization Chart 
Exhibit L-1-b   Revised Post-Closing Organization Chart 
Exhibit N-1   Revised Affiliated Company Services Agreement 
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