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Background
The State Compensation Insurance Fund (SCIF) was created by statute in 1914 to act as a workers’ compensation insurer for the state and to serve as the workers’ compensation insurer of last resort in the private market, and is now the largest workers’ compensation insurer in the country.  Although created by the Legislature, it is operated as a private non-profit enterprise, and is supposed to be “neither more nor less than self-supporting”.  The State of California is not liable for any obligations of SCIF.  It is not subject to competitive bidding, public record or open meeting laws, although its 8,100 employees are civil servants and its five member board is appointed by the Governor. 
There has been a constant regulatory struggle between the Department of Insurance (DOI) and SCIF.  SCIF for many years insisted it was not subject to the same scrutiny and regulation by the DOI as other insurers because it was legislatively created.  At the same time, it has avoided the normal scrutiny of other state entities because of its exemption from open government requirements.  Critics have long complained that SCIF was abusing its unique status, and that abuses within its operations were rampant under its veil of secrecy.  Legislation enacted in 2005 clarified that SCIF’s operations and finances may be examined by the Insurance Commissioner (IC) just like any other carrier, but the IC must consult with Governor and Legislature if problems requiring action are identified.  

In March of last year, this Committee held a hearing to examine allegations of financial and operational improprieties involving senior SCIF officials.  In the fall of 2006, two board members voluntarily resigned after conflict of interest concerns were raised—the board members were owners or had a financial interest in insurance brokers or associations receiving substantial payments under the Group Association Program.  The SCIF Board of Directors then hired an outside legal firm to conduct an internal examination and audit, and in March of 2007, the Board fired several executives, including the President and an Executive Vice President.  That examination uncovered serious abuses at the highest levels and led to a joint criminal inquiry by the DOI, the California Highway Patrol and the San Francisco District Attorney’s office that is ongoing, and is expected to continue for several more months.  At the same time, the DOI, as part of its regulatory authority, launched a full operational and financial audit of SCIF by an outside firm, RSM McGladry.  That audit was completed last month, and provides a scathing review of an organization run amok, with poor business and accounting practices throughout the organization.  
Some key findings of the DOI Audit:
· The SCIF Board of Directors is too small and lacks sufficient resources and expertise to provide the degree of oversight for an insurer of SCIF’s size and complexity.  The appointment process for board members should ensure that only highly qualified individuals without conflicts should be considered.
· SCIF lacks a functional management team, including a Chief Financial Officer, Chief Investment Officer, Chief Information Officer or Chief Operating Officer. SCIF has only one exempt position, its president. The governance structure of SCIF needs at least five additional exempt positions to promote sound operational practices.
· SCIF has failed to provide adequate oversight of its Group Association Program, whereby policyholders have the ability to join industry associations and receive a six percent discount on premiums, with the associations receiving a fee based on a percentage of premium generated.  SCIF paid more than $520 million in group program administrative fees from 1997-2007, with more than half going to two associations affiliated with SCIF board members.  SCIF incorrectly classified these fees as legal and accounting fees in its financial statements.  No audits of these fees were ever performed. Questions about the group program led the Board to hire an external firm to perform an investigation that led to the current criminal investigation and the audit discussed here.  The group program will be discussed more fully below. 
· SCIF’s information technology (IT) policies and procedures are fragmented and have had little oversight from senior management. SCIF is heavily reliant on more than 200 outside vendors and consultants, and since 2004 has paid IT vendors more than $321 million.  At the same time, SCIF’s data management and security is poor and disjointed.

· SCIF has engaged in inappropriate business practices that allowed expenditures to be made to vendors outside of the Board approved budgetary process, allowing it to purchase goods and services that were neither known nor approved by the Board.  Certain former SCIF executives created a virtual slush fund by having vendors pre-bill SCIF for services and then used those funds to obtain goods and services from third parties as directed by those former executives.  Among the items reportedly purchased were wine, hundreds of iPods, and computers. 
· Payments made to certain IT vendors were not in compliance with contract terms, and in one case, a key data management vendor was paid more than $100 million through 2006 even though its primary contract expired in 1997.  SCIF filed suit against that vendor in September 2007 for failure to deliver a new internet based insurance application and underwriting program, and for failure to turn over SCIF’s customer data files.
· SCIF maintains a fleet of 2,000 vehicles for its 8,000 employees, but it has not performed an audit of fleet management since 2003.  There is no audit of mileage or travel logs, each vehicle has an assigned gasoline card but management has made no effort to determine if usage is reasonable to the assigned tasks or used for unauthorized purchases, and there is no tracking mechanism to verify if vehicle maintenance is performed. Some employees reportedly would not travel off-site unless they received approval to take their own cars due to the poor condition of pool vehicles.   
· There is no established procedure to ensure that company issued equipment, property or records are tracked or returned by employees following termination or resignation.  

· SCIF has consolidated its medical bill payment function into three claims processing centers, but since the transition, late payment penalties have almost tripled, and reached $19.5 million in the first six months of 2007, with $4.7 million in July alone.  This despite the fact that SCIF’s market share has dropped dramatically.  In December 2006, penalties were approximately $600,000.  Apparently, budget cuts were made to these facilities contrary to the recommendation of the Board Chair and the Vice President who assumed management of these facilities.  The audit reports that part of the problem may also have been a transition to new software that was understaffed and not as effective as planned.
· SCIF made material investments in securities that were not in compliance with those investments allowed by statute, and continues to invest in securities that are not allowable investments.

· Prior to March 2007, SCIF’s internal auditors reported only to the General Counsel and did not attend Board meetings or interact with the Board.  In essence, the auditors reported to those who were carrying out the questionable activities.
Special Problems with the Group Association Program

SCIF offers policyholders the option to join an association in a variety of industries throughout California in order to obtain insurance through a group association plan, as opposed to an individual policy. All group policies receive a six percent discount.  Pursuant to their contracts, the group associations are paid an administrative fee for their services and are supposed to provide safety services to their members, thereby reducing the likelihood of injuries and claims.  More than $524 million was paid in group administrative fees from 1997-2007.  According to the audit, little or no safety services, or any other services, were provided to the members of the associations being paid these administrative fees, making the payments more like a brokerage fee than a fee for service.  Some group administrators reportedly were paid millions of dollars for merely sending members quarterly newsletters, which in many instances were largely written by SCIF employees.  According to the audit, the group association contracts were poorly written, and never audited for contract compliance.  Raising additional questions, some fee checks were issued to individuals who administer the groups, and not to the associations.  In addition, some group associations apparently had inappropriate involvement in the underwriting process for its member’s policies.
More than half of the $524 million paid in administrative fees went to two associations with ties to former board members.  SCIF paid almost $140 million to Western Insurance Administrators, which is run by one of two board members who resigned in 2006 as a result of conflict of interest allegations.  SCIF paid $125 million to Golden State Builders Exchange, in which the other board member had a financial interest.  Nonetheless, the Board apparently determined at some point that no conflicts of interest existed in those cases.  In October 2007, SCIF opted not to renew its contract with Western Insurance Administrators. 
The Ups and Downs of the Workers’ Compensation Market
California’s workers’ comp market became chaotic in 1995, the first year of “open rating”.  When the minimum rating system was eliminated, insurers engaged in price-cutting to try and gain market share.  Many large carriers under-priced their insurance policies, experienced high loss ratios, faced rising health costs and benefits increases and became insolvent between 2000 and 2003.  The largest of these were Superior National and Fremont General.  

State Fund’s financial situation was also on a rollercoaster over this period.  It rapidly gained market share when other insurers pulled out of the market, and it also faced increasing costs and a high loss ratio.  The Insurance Commissioner was ordered through legislation in 2003 to examine SCIF’s finances.  He testified in 2004 that he considered SCIF’s reserves inadequate and would have taken action to take control of SCIF had it been a private insurer.   Since that time, SCIF’s financial condition has improved significantly—largely due to workers’ compensation reforms that reduced costs and also reduced SCIF’s market share.

When the workers’ compensation market crashed from 2000-2003, SCIF’s market share went up dramatically, to more than 50% of the market, as other insurers became insolvent or stopped writing workers’ compensation policies in California.  The recent workers’ compensation reforms were enacted, many insurers have re-entered the market and SCIF’s share of the market has gone back down to about 23%. It went down more than 25% from 2004 to 2005.  In the mid-1990’s, before “open rating” began, SCIF’s market share was about 20%.
· SCIF now writes about $2.5 billion in annual premium. At its peak in 2004 it was $8 billion, and in 1995 $1 billion.

The SCIF Conundrum

As a non-profit quasi-state entity, SCIF faces a difficult mandate different from other insurers: to maintain enough market share to remain financially stable and provide quality services, but not to compete for increased market share or make a profit.  Because it is the “insurer of last resort”, SCIF insures more high-risk entities and therefore has a higher loss ratio, but must maintain a portfolio that includes lower-risk businesses as well to balance its risk.  
All SCIF employees except the President are civil service employees, with all the protections and limitations that implies.  As a result, the organization has much less operational flexibility than a private insurance company, while its market share has gone up and down dramatically.  Most executives at SCIF are long-term employees who come from within the ranks. 

Unlike other state-created institutions, including the California Earthquake Authority (CEA), SCIF is specifically exempted from public record and open meeting laws because it is essentially operating as a private insurance company.  Ironically, the CEA, which is also a state created insurance company, is allowed only 25 civil service employees, but it is subject to Bagley-Keene open meeting requirements. 
SCIF’s 5-member board of directors, one of whom must come from labor, all are appointed by the Governor.  In addition, the Governor chooses the chairperson, which is a pleasure appointment. The Director of Industrial Relations, the Speaker and the President pro Tempore or their designees are ex-officio nonvoting members.  A voting member of the board must have been a policyholder or the employee of a policyholder of SCIF for at least one year, and continue as a policyholder while in office.  Members of the board are paid for expenses and travel, and $100 per day for actual attendance at six board meetings per year.  SCIF did not have a conflict of interest policy for board members or executives until late 2007.
· The current members of the board are:

· Jeanne Cain, Chair, Senior VP, CA Chamber of Commerce

· Vincent Mudd, President of San Diego Office Interiors

· Jim Santangelo, President, Joint Council 42, Teamsters

· Sheryl Chalupa, President and CEA, Goodwill Industries

· Francis Quinlan, Partner Kester & Quinlan, LLP

· John Duncan, Director, Department of Industrial Relations (ex officio, non-voting)

· Don Moulds, VP of Medical & Regulatory Policy, California Medical Assoc.  (ex-officio Senate appointee, non-voting)
· Jay Hansen, Political Director, State Building & Construction Trades Council (ex-officio Assembly appointee, non-voting)
The board supervises SCIF and appoints the president and executive officers who run its operations.  The board has the power to delegate its own powers to the president.  Many of the problems identified in the audit have roots in the fact that SCIF’s board is unusually small for an insurance company of its size, and without the resources or expertise to adequately supervise SCIF operations or the executive team.  The board, of necessity, has delegated much of its power to the President.  The unusual status of SCIF—a state entity outside of regular insurance regulatory channels and yet not subject to open government requirements, led to the current problems, including what would appear to be serious criminal activity by some of its executives. 

SCIF is required to report its business quarterly to the Governor, including its resources and liabilities, and to use an outside auditor to annually audit its books and operations. SCIF was not subject to review by the state auditor until last year, and it resisted the legislation that allowed for greater oversight of its operations—for good reason as we now know.

The full text of the DOI audit can be found at: 

http://www.insurance.ca.gov/0400-news/0100-press-releases/0060-2007/upload/Operational_20Review_20Rpt.pdf
The full text of the SCIF response to the audit can be found at:

http://www.scif.com/pdf/FullResponse.pdf
