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Summary

In June, 2007, the California Insurance Guaranty Association (CIGA) hired John Williams, CPA, to conduct a review of CIGA’s internal controls and procedures.  Mr. Williams was recommended to CIGA by KPMG, which performs CIGA’s annual financial audit.  Mr. Williams’ engagement letter in August 2007 provided:  “Because of the sensitivity of these matters, and the specific purpose for which my work is to be performed, I will of course keep this work strictly confidential, and I would require that CIGA not disclose any of my materials or work product given to CIGA to outsiders without my prior written consent.”  Among the findings in his initial slide show report to the CIGA Board of Governors in November 2007 were that CIGA may have over-paid for some contracted services by more than $55 million over a seven year period, and potentially other significant overpayments for more than $200 million in legal and other services that were never reviewed or audited.  These and other findings will be reviewed in more detail below.
In December, 2007 two CIGA board members wrote joint letters to Attorney General Jerry Brown, Treasurer Bill Lockyer, Insurance Commissioner Steve Poizner, Senator Lou Correa and Assembly Speaker Fabian Nunez, detailing findings of the internal review and calling for an investigation.  On January 7, 2008, Wayne Wilson, Executive Director of CIGA, wrote the recipients of the December letters and provided background information and a discussion of current issues at CIGA.  His letter also made a commitment to “investigate internal controls and make any improvements necessary.”  Mr. Williams appeared before the CIGA Board on January 17, 2008 to fully discuss his review and recommendations.  He provided a full written report to CIGA on February 20, 2008.  CIGA has provided this Committee, at its request, with copies of the initial slide show, the final written report, and the CIGA Internal Controls Improvement Plan in response to Mr. Williams’ recommendations.
The purpose of this hearing is threefold: To examine the internal review and findings; to hear a response and a report from CIGA on corrective actions; and to examine those corrective actions and identify next steps.

Background

CIGA was created by legislation in 1969 as an association of insurers that makes payments to policyholders of property/casualty, workers’ compensation and “miscellaneous” insurers when the member insurance company becomes insolvent and is unable to do so.
  CIGA is a statutory entity that depends on the establishing legislation for its existence and for a definition of the scope of its powers, duties and protections.  CIGA’s plan of operations, and any amendments thereto, have to be approved by the Insurance Commissioner (IC). It issues no policies, collects no premiums, makes no profits, and assumes no contractual obligations to insureds.  Generally speaking, CIGA accepts the assets and liabilities of companies and makes payments from the assets, earnings on investments, and assessments levied on member companies.  Since its inception, CIGA has never failed to pay a claim. 
CIGA is unique as a regulated entity, even among California’s hybrid state/private entities such as the California Earthquake Authority and the State Compensation Insurance Fund, because by statute it is actually established by insurance companies as an involuntary association as a condition of those companies transacting insurance business in California.
  It is managed by a 13 member board of governors, composed of nine member insurers appointed by the IC to three year terms, one business member and one labor member appointed by the IC, one public member appointed by the President Pro Tempore of the Senate, and one public member appointed by the Speaker of the Assembly.  The four non-insurer members were added to the board by legislation in 2002.  CIGA’s board members receive no compensation, although they receive reimbursement for travel and expenses.  The board generally meets once a month, depending on the ability to muster a quorum.  Its meetings are not subject to Bagley-Keene open meetings requirements.  Its board members owe a fiduciary duty to the association.
Impact of the Crash of the Workers’ Compensation Market on CIGA

California’s workers’ compensation market became chaotic in 1995, the first year of “open rating”.  When the minimum rating system was eliminated, insurers engaged in price-cutting and expansion by acquisition of weaker competitors to try and gain market share.  Rates plunged nearly 50% between 1993 and 1999.  At the same time, a growing workforce and higher payroll meant that there were higher potential losses.  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.  Two of the largest of these were Superior National (2000) and Fremont General (2003).  Approximately 25% of the private workers’ compensation carriers failed, creating further stress on the entire system.  The surviving insurers ended the price war by sharply increasing rates.
Prior to 2000, CIGA was handling about 6,500 total claims (4,100 workers’ compensation claims), had 11 claims staff and two third party administrators (TPAs).  From 2000-2003, CIGA took on more than 185,000 claims (140,000 workers’ compensation claims), following the insolvency of 27 insurers including Superior National and Fremont.  The projected total liability for claims from those two companies alone is more than $3.5 billion.  From 2004 to 2006, following the passage of workers’ compensation reforms and as stability returned to the market, CIGA took on only 3,900 total new claims.  Workers’ compensation claims frequently involve long term treatment and disability payments, and of the 185,000 claims taken on during the 2000-2003 crisis, almost 42,000 remained opened as of June 2007.  CIGA received no new claims in 2007.   

The purpose of CIGA is to pay “covered claims” of member companies that have failed.  CIGA’s total liability for any single claim is $500,000, other than claims for workers’ compensation, which are not limited.  CIGA does not have to pay a claim if other insurance is available to pay the claim.  If another insurer is jointly and severally liable for a claim, for example if a worker suffers a cumulative injury and the employer has switched workers’ compensation insurers, or there are different employers, the non-insolvent insurer must bear the entire claim.  This provision has caused quite a bit of unhappiness among insurers, and frequently leads to litigation over coverage and CIGA’s liability for claims payments.

CIGA has the statutory ability to impose a surcharge on insurers “sufficient to discharge its obligations” when needed.
  The amount of the surcharge on each insurer is determined annually based on the insurer’s net direct written premium.  Insurance Code Section 1063.14 requires insurers to recoup the surcharge by passing it along to policyholders, and to separately state the surcharge on premium billing notices.  From its creation until 1983, the maximum allowable assessment was 2% of direct written premium.  In 1983, that was lowered to 1%.  AB 1183 (Chapter 296, Statutes of 2001), an urgency bill, allowed CIGA to increase the assessment up to 2% for a one year period because of the fear that it would be unable to meet its obligations to pay worker claims following the insolvency of Superior National and several other workers’ compensation insurers in 2000 and 2001.  In 2002, AB 2007 (Chapter 740, Statutes of 2002) extended the 2% surcharge to December 31, 2007 as a result of several more major insurer insolvencies.  The maximum allowable premium surcharge has now returned to 1% per year.
  
CIGA maintains three separate funds that guarantee different lines of insurance:  property/casualty, workers’ compensation, and “other.”
  The funds are assessed and maintained separately, with an assessment on property/casualty insurance providing the resources to pay claims of insolvent property/casualty insurers and assessments on workers’ compensation insurance providing the resources to pay claims of insolvent workers’ compensation claims.  CIGA only levies the assessment to cover its claims and costs, and so has not always levied the maximum allowable assessment.  If one of the funds is under-funded, CIGA can levy an additional assessment up to the maximum to replenish it.  CIGA also relies on distributions from insolvent estates and investment income.
 Estate recoveries usually occur may years after CIGA has paid claimants and often represent only a fraction of what it has paid for the covered claims.  According to the National Conference of Insurance Guaranty Funds, through 2003 guaranty funds had recovered approximately 33% of their payments from insolvent insurers’ estates. 
The 2% assessment did not provide sufficient revenue to meet the claims obligations arising from the multiple insolvencies in such a concentrated period.  As a result, legislation in 2003 gave CIGA authority to issue up to $1.5 billion in bonds through the California Infrastructure and Economic Development Bank. CIGA has so far issued $750 million in fixed rate and auction rate securities, and anticipates issuing the remainder during 2008.  CIGA may charge an additional special bond assessment to repay the principal and interest on the bonds, but CIGA has never assessed more than a total of 2% for all purposes.

The recent dramatic reduction in workers’ compensation premiums as a result of the reforms of 2003 and 2004 has caused another financial squeeze for CIGA.  The current year assessment obligation is determined by the prior year’s net direct written premium, and with the dramatic drop in premiums over the past three years, CIGA has collected more in assessments than is actually owed by insurers.  Although it does not have to issue refunds, CIGA is required to offset future assessments by the amount of the overpayments.  As a result, CIGA’s workers’ compensation assessment income has dropped dramatically, and is not expected to rebound until 2009.
Department of Insurance Oversight

In addition to approving CIGA’s plan of operations and any amendments thereto, the IC may examine or audit any insurer, including CIGA, whenever he or she deems it necessary, but no less than every five years.  The last full audit of CIGA was completed by the Department of Insurance (DOI) for the period 2000-2005, and the report was issued on August 21, 2006.
   According to the DOI report, that audit included a review of CIGA’s practices and procedures, an examination of management records, tests and analyses of detailed transactions, and an evaluation of the assets and a determination of liabilities as of June 30, 2005.  It should be noted that this review covered the transactions criticized in the review by Mr. Williams, discussed below.
  CIGA also is required by statute to have an annual audit performed of its financial condition conducted by an independent CPA in accordance with generally accepted auditing standards, and to annually audit at least one-third of the service companies retained to adjust claims.  All such audits must be submitted to the IC.  
The 2005 DOI audit reviewed the TPA contracts at issue.  According to that audit, CIGA “has an ongoing audit program in place to monitor and control the policies and procedures that its TPAs must adhere to. In addition to monitoring TPAs from its home office, the Association placed compliance representatives on site at the four largest TPA locations.  These compliance representatives also remotely monitor other TPAs under contract….The Association has access to the claims system servicing of the majority of the workers’ compensation claims and periodic reports are generated to determine the trending for the average cost of closed claims. Monthly audit sheets (summarized by TPA location) are prepared which compare individual TPA’s results to industry standards.” 
Internal Review of Procedures
CIGA Executive Director Wayne Wilson proposed in March last year to initiate a review of controls and processes at CIGA, something that CIGA had not previously done, and was not required by law to do.  CIGA’s independent auditor, KPMG, recommended John Williams, a Certified Public Accountant, to perform the review and make recommendations for improvements or changes.  In Mr. Williams’ proposal, he specifically states that the review should not be considered an audit, and that his work product be kept “strictly confidential” and not given to CIGA outsiders without his express permission.  Mr. Williams began his review in May 2007, and it was completed in November 2007.  An initial slide show presentation was presented to the Board’s Investment and Audit Committee on November 14th and a printed copy to the full board the following day.  At the board’s next full meeting in December, the Executive Director presented an “Internal Controls Improvement Plan” to respond to Mr. Williams’ findings and recommendations.  Mr. Williams appeared at the January 17 board meeting to more fully discuss his findings and recommendations.  Among the problems he identified:

· CIGA had overspent at least $55 million for medical bill review services under three TPA contracts from 2000-2007.  Those contracts paid for bill review services as a percentage of savings, rather than a flat rate.
· Numerous payments to a major vendor exceeded the California Fee Schedule.
· CIGA’s largest TPA contracts have generally been entered into based upon liquidation field conditions, without a “request for proposal” (RFP) process.
· Those TPA contracts were negotiated by CIGA middle managers and not reviewed by the Chief Financial Officer. 
· One TPA has an affiliate company provide durable medical equipment (DME), home healthcare, and medical transportation, and no bill reviews were done on those billings.
· That same TPA appears to have some cross ownership with its largest prescription drug provider.
· CIGA’s Information Technology systems lack the ability to sort and report on claims data to generate useful management information reports.
· CIGA lacked any whistleblower policies or mechanisms.
· Excessive/fraudulent medical bills are generally not identified by the standard bill review procedures utilized by CIGA or its TPAs, which assume that the bills presented are true.  Any efforts to detect fraudulent payments are made after the payments have been made.

· CIGA lacks a true internal audit department.  The Director of Internal Audit is also the Director of Information Technology.  Its focus is currently on claims compliance audit functions and legal requirements, and has lacked the focus on financial controls a typical internal audit department should have.
· In the past, the Director of Internal Audit was not given wide discretion to pursue topics of interest as he saw fit, and as a result no review of bill review fees and procedures was pursued.
· Legal defense is CIGA’s largest claim payment category of costs. Oversight of legal (defense) payments is largely done at the claims examiner level, and there are no lawyers on staff supervising legal monitoring efforts.  
Mr. Williams’ final written review of CIGA’s principal internal accounting and financial controls in the payment and processing of claims, submitted to CIGA’s Board on February 20, 2008, suggests lax oversight by CIGA’s governing board and executives during the critical period when many large workers’ compensation insurers were going insolvent.  For the large insolvencies taken on by CIGA, TPA contracts had been acquired based upon existing field conditions which favored the estate’s incumbent, pre-insolvency TPA, and the contracting process appeared to have been ad hoc, informal, and personal.  Some states’ insurance guaranty funds screen TPAs in advance of insolvencies, and contract with them, in advance and at agreed-upon fees.  Mr. Williams recommended that CIGA vet and contract with appropriate TPAs in advance, allowing it to procure its most significant TPA and other claims-related services in a non-crisis mode.  That way CIGA should be able to make full use of normal best practice procurement procedures, including request for proposal and bidding, to get the most favorable rates and most qualified and appropriate vendors.
According to Mr. Williams, CIGA’s medical billing review process ordinarily does not search for fraudulent or abusive billings for such things as excessive or unnecessary treatments, or billings for fictitious services not rendered at all. The contracted bill review process assumes the bill is true, and the price is then adjusted downward to “fee schedule,” “reasonable and customary,” or other lower amount as applicable.  Mr. Williams recommends that CIGA consider contracting for special investigative bill review services to screen medical claims before checks are cut.   

The written report provided more thorough recommendations than the initial slide show. 
The Executive Director, who requested the review, had also prepared a written response to Mr. Williams’ initial slide show and outlined steps CIGA was taking to implement many of the recommendations.  One vendor has been terminated due to conflict of interest issues, and CIGA has initiated a review of all TPA contracts to determine if they can be renegotiated for better terms, or if they should be replaced through an RFP process.  The CIGA board has adopted a Compliance and Ethics Policy, and has recently contracted with a third party law firm to serve as an outside “clearinghouse” for whistleblowers who do not want to report through normal management channels, to investigate any claims, and to report and make recommendations to the board about the proper course of action.  CIGA is in the process of hiring a financial auditor.   

Governing Board Issues

Following the first presentation to the CIGA Governing Board Investment and Audit Committee by Mr. Williams in November 2007, two members of the Board in December wrote letters to several elected officials noted above, noting concerns that the report suggested the possibility of at least waste and mismanagement, or possibly “something more sinister” in the actions of the current Executive Director, past Executive Director, the current and immediate past chairs of the Board, and the current Vice-Chair of the Board, who also serves as chair of the Investment and Audit committee of the Board.  They also alleged that they had been prevented from meeting with Mr. Williams or discussing his report individually, apart from the scheduled board meetings at which Mr. Williams presented his results.    
The release of Mr. Williams’ confidential report to the press, and the refusal by the Executive Director to allow a reporter to be present at a meeting of the board have raised important questions.  Should CIGA be required to comply with state rules on openness, purchasing, personnel and other issues?  What is the nature of the fiduciary duty owed by its board members, whether from the insurance industry or appointed by legislative leaders: to the association, to policyholders, and to the residents of the state?  Can the Board, with its current make-up—an essentially volunteer board of insurance industry professionals and a few public appointees—fully provide the oversight and direction necessary to ensure that CIGA operates to the best interests of policyholders and claimants?  
� California’s statute is based on the National Association of Insurance Commissioners Model Act, adopted in 1969.  All states have a guaranty association, and most are based on the Model Act. The need for some kind of guaranty system was driven by a rash of insolvencies in the substandard automobile insurance market in the early 1960s.  At the time, the insolvency of a large commercial insurer was viewed as almost impossible.


� Under the Model Act, guaranty funds are generally organized as not-for-profit unincorporated legal entities created by statute. 


� Insurance Code Section 1063.5


� It should be noted that approximately 37 other states allow up to a 2% assessment.  This does not include bond repayment assessments, noted below.


� CIGA does not insure many common types of insurance such as credit, life, title, health or disability insurance, and the legislature has explicitly excluded California Earthquake Authority policies from CIGA.


� The Conservation and Liquidation Office of the Department of Insurance actually controls and liquidates the insolvent insurers’ estates, and determines when or if CIGA receives any distributions from the estate.  CIGA cannot count any count on any such proceeds until actually received


� CIGA’s fiscal year runs from July 1-June 30.


� Then Insurance Commissioner Clark Kelso issued an official Findings and Order in August, 2000 endorsing the TPA agreement for servicing of claims arising from the Superior National insolvency, and finding that CIGA had exercised “sound and reasonable judgment and has acted in the best interests of the public, policyholders of the State of California and the estates of the Superior National Insurance Companies.”
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