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1.
  Background:  The Senate Banking, Finance, and Insurance Committee has long played an oversight function with respect to the operations of the Department of Insurance (DOI).  In its oversight role, this committee has conducted six hearings about departmental operations and posed questions designed to improve the effectiveness and efficiency of the department.  The first hearing occurred in 1999 with former Insurance Commissioner Quackenbush.  In the Spring and Summer of 2000, the committee held three special oversight hearings surrounding disputed earthquake settlements by the Insurance Commissioner (IC). 
A fifth oversight hearing was on August 9, 2000, and acting IC Clark Kelso testified.  The sixth hearing was with IC Harry Low in December 2002.  
This hearing is the seventh in the series of periodic oversight hearings held by this committee. 
2.   Introduction:  In April 2005, staff of the committee posed a series of wide-ranging questions to DOI, which resulted in the submission of two binders of information to the Committee.  The briefing document that follows summarizes some of the key findings of the information request and poses additional questions this committee may wish to consider as it hears from IC Garamendi and his senior staff on May 18, 2005.

3.    DOI Basics:  Insurance is a $106 billion-a-year industry in California.  The responsibility for overseeing the insurance industry and protecting the state's insurance consumers rests with DOI and the elected Insurance Commissioner.  The DOI has an operating budget of approximately $188 million, almost all of it derived from fees.  The DOI receives no funding from the premium tax.  A chart illustrating the major sources of fee revenue collected by the DOI is contained in Appendix A.
4.   Summary of Department Operations:  The DOI is comprised of ten branches/divisions, including the administration and licensing services branch, consumer services and market conduct branch, enforcement (fraud/investigations), rate regulation branch, legal, financial surveillance branch, community relations branch, policy planning, communications branch, and the Conservation and Liquidation Office-  an entity established by the IC outside the DOI.  There are other, smaller, parts of the DOI that are not relevant to this analysis.

        California Department of Insurance:  Fiscal Year 01/02 to 04/05
	Table 1.
	FY 01/02
	FY 02/03
	FY 03/04
	FY 04/05

	Total Budget ($-Millions)
	$163.6
	$168.4
	$173.4
	$187.7

	% Change
	
	3%
	3%
	8%

	Total State Operations ($-Millions):
	$130.00 
	$134.80 
	$139.10 
	$143.60 

	% Change
	
	4%
	3%
	3%

	Total Local Fraud Assistance ($- Millions)
	$33.50 
	$33.60 
	$34.20 
	$44.10 

	% Change
	
	0%
	2%
	29%


Table 2 illustrates the key functions of each branch/division, together with its 2004-05 staff level and budget authority:
Table 2:

	BRANCH/DIVISION
	FUNCTION
	STAFFING LEVEL (2004-05)
	BUDGET AUTHORITY (2004-05)

	Administration and Licensing Services Branch
	Reviews applications for and issues insurance producer licenses, provides other administrative support tasks like information technology, human resources, purchasing, etc. 
	244.5
	$20,631,639

	Consumer Services and Market Conduct Branch
	Promotes consumer protection by educating consumers, mediating complaints against insurers, and recovering money on behalf of consumers through returned premiums or payment of denied or underpaid claims
	148.0
	$14,738,543

	Enforcement

	*  Fraud Division: Investigates alleged fraud against the insurance industry 

*  Investigations Division: Investigates alleged misconduct by agent/brokers & companies
	224.0

90.0


	$37,785,000 state operations/$44,165,000 local assistance (grants to local DAs)

$8,656,909

	Rate Regulation Branch
	Ensures that rates paid by consumers are not excessive, inadequate, or unfairly discriminatory by reviewing and, when required by law,  approving/disapproving rates
	86.0
	$6,841,254

	Financial Surveillance Branch
	Oversees the financial condition of the insurance industry
	148.0
	$14,183,162

	Policy/Policy 
	Includes strategic planning, policy research, statistical analysis, legislative office, rate specialist bureau, and administrative hearing bureau
	33.0
	$3,132,969

	Community Relations Branch
	Serves low-income consumers with low-cost auto insurance and education efforts
	7.0
	$1,409,150

	Legal Division
	Provides in-house legal advice and represents DOI and the IC in legal matters
	118.0
	$15,827,400

	Communications Branch
	Disseminates information to the public and the press
	8.0
	$720,530

	Conservation and Liquidation Office
	Manages the affairs of insolvent insurers, distributes estate funds to policyholders and creditors
	91 FT, 21 temps and held-over estate employees
	$33,816,291


Among the ten branches/divisions summarized in Table 2, five warrant additional discussion due to the significance of their activities: Consumer Services and Market Conduct Branch, Fraud Division, Rate Regulation Branch, Financial Surveillance Branch, and the Conservation and Liquidation Office.  These will be discussed in detail in later pages.  
The committee also requested detailed information from the DOI regarding its revenue from health insurers, and how that revenue is used.  The DOI examined its records and provided the information in Table 3.  

Table 3:  Health Insurers- Types and Amounts of Revenue Received by the DOI in 2004

Reimbursements (for Exams)




Received in 2004

1. Actuarial reviews of financial records
$     2,400**

2. Financial condition exam review (desk audit)
$ 220,155**

3. Financial field exam
$ 498,914**

4. Field rating and underwriting exam 
$ 599,698*

5. Fraud Special Investigative Unit (SIU) exam review
$     5,189**

6. Market Conduct exams (included in #4; will be split out
        upon receipt of information from DOI)*
Subtotal
$1,326,356

Fees                                                                                                  Received in 2004

7. Annual renewal of certificate of authority
$   75,184**

8. Late financial filing fees
$   65,294**

9. Policy form filings
$ 165,972**

    Subtotal                                                                
$  306,450

Assessments





Received in 2004

10. Health Fraud Assessment
$ 141,768*

11. Fraud annual general assessment
$ 134,181**

12. Independent medical reviews (AB 55)
$   60,469*

Subtotal                                      
$ 336,418

Penalty Fines (paid into the General Fund) 


Received in 2004

13. Consent Orders
$  25,000*

Subtotal
$  25,000

TOTAL REVENUE TO DOI (excluding penalties because 

these are paid to the State General Fund)
 $1,969,224

Notes:

* Revenue from these categories is entirely from health insurers.

** Revenue from these categories includes revenue from health insurers plus revenue from other lines of insurance. 

Not included in the above revenue is an assessment for University of California health insurance mandate reviews.
All revenues listed above except for “fees” must be used to pay for costs associated with that particular revenue. Reimbursement revenue from financial field exams, for example, may only be used to pay for activities related to exams.  While revenue from “fees” but not other categories of revenue, may be used for other purposes (example: to pay for administrative or general costs).

Revenue from penalties go to the State General Fund and are not used for DOI-related expenses.

The revenue streams included in Table 3 are, for the most part, fee-for-service revenue and therefore not available for purposes other than the service.  The information was obtained from numerous requests made to DOI representatives by Banking, Finance and Insurance Committee staff.  DOI staff, in turn, conducted research and analysis to ascertain much of this information.
5.   Significant legislation impacting the DOI’s operations:  
Several pieces of legislation also warrant discussion because of their influence on the operations of the DOI.  These are:  

SB 171 (Escutia), Chapter 794, Statues of 1999, SB 527, (Speier), Chapter 807, Statutes of 1999:  Created the low cost auto insurance pilot programs in Los Angeles and San Francisco counties.  

SB 940 (Speier), Chapter 884, Statutes of 1999:  Increased the fees levied on each automobile insurance policy from $1 to $1.80 per vehicle, through January 1, 2007.  Of the 80-cent increase, 50 cents was dedicated toward combating automobile insurance fraud, and 30 cents was dedicated toward improving consumer protection activities.  Prior to enactment of the measure, DOI had accumulated a backlog of 4,000 consumer complaints, due in large part to department underfunding and lack of adequate statutory authority to deal with “rogue” agents.
AB 1050 (Wright), Chapter 885, Statutes of 1999:  Double-joined to SB 940, AB 1050 specified the distribution of anti-fraud funds raised by both bills.

AB 393 (Scott), Chapter 321, Statutes of 2000:  Required insurers to comply with the insurance agent licensing laws with regard to employees or contractors who solicit, negotiate, or effect insurance, prohibited a person from soliciting, negotiating or effecting contracts of insurance without a valid license, and created a personal lines broker-agent license and a credit insurance agent license.
SB 1988 (Speier), Chapter 867, Statutes of 2000:  This anti-fraud measure required the Bureau of Automotive Repair to undertake a pilot program to inspect auto bodywork in insured vehicles to determine whether fraud was committed, required that any person convicted of automobile insurance fraud be subject to a one-year suspension of their driver’s license, required insurers to disclose the reason for denial of participation in their direct repair program, and made other related changes.
SB 658 (Escutia), Chapter 583, Statutes of 2001:  Required insurer to provide certain insureds with information relating to unfair methods of  competition and deceptive acts or practices in the business of insurance in its initial response to a claim.  The bill modified the standard form of fire insurance policy for this state relative to the obligations of the insured and insurer for a policy originated or renewed on and after January 1, 2002.  

SB 708 (Speier), Chapter 727, Statutes of 2001:  Barred the IC from refusing to investigate complaints against insurers filed by attorneys, but permits the IC to delay investigation until civil actions are resolved.  


SB 791 (Speier), Chapter 791, Statutes of 2003:  This bill addressed the fraud perpetrated through direct repair programs (DRPs).  As margins at DRP shops shrink, insurance fraud increases.  The bill deterred steering of claimants to auto repair shops by prohibiting an insurer from requiring that an automobile be repaired at a specific auto repair shop, and made other related changes.
Wildfire-related legislation (2004):
SB 64 (Speier), Chapter 357:  Established programs to mediate fire and earthquake property insurance disputes and authorized DOI to impose fees of up to $1,500 per mediation on insurers for residential property mediations.

AB 2962 (Pavley), Chapter 605: Set standards for how Actual Cash Value is calculated on a total loss and prohibited insurers, in the event of a total loss to the primary insured structure under a residential policy, from canceling coverage during the course of rebuilding the structure.

AB 2199 (Kehoe), Chapter 311:  Set standards for how replacement costs are calculated, established 24 months for collecting replacement costs following a declared disaster, and allowed insureds to rebuild, repair, or replace their property at a location other than the original insured location.  

SB 1855 (Alpert), Chapter 385:  Enhanced the “Petris Disclosure” regarding coverage under a homeowners’ policy by requiring insurers to disclose that the cost to rebuild a home may be very different than the market value of the home, include additional information about the insured property on the declaration page, and pay full replacement value if the required notice is not included in the disclosure statement.

6.   The Consumer Services and Market Conduct Branch.  According to the DOI, the mission of this branch is consumer protection.  The branch is essentially composed of three different staffs. One staff (Consumer Services) answers the DOI’s hotline and tries to mediate with consumers and insurers.  It is the “public face” of the DOI.  The other two staffs have similar names but very different jobs.  The Field Claims Bureau (FCB) conducts audits of all the claims done by an insurer.  These audits are called Market Conduct Examinations.  The Field Rating and Underwriting Bureau (FRUB) responds when a single person complains that they were unfairly denied insurance or that the offer of coverage was unfairly priced. This would prompt a “field” rating and underwriting review.  It also does broad audits of underwriting.
The Consumer Services and Market Conduct Branch accomplishes its mission by educating consumers, mediating complaints against insurers, and enforcing the Unfair Claims Practices Act and other relevant laws.  It measures success, in part, by the amount of money recovered for consumers.  
a.   Consumer Services staff.  These are the employees of the DOI who deal most directly with the public. This is the four year history of recoveries by Consumer Services:
 

Table 4
	Year
	Number of Complaints
	Consumer Recoveries
	Budget ($-Millions)
 
	Staff
 

	2001
	35,187
	$27,947,391
	$14.00
	166.0

	2002
	46,226
	$43,881,386 
	$13.30
	161.6

	2003
	46,198
	$41,210,653 
	$14.20
	155.9

	2004
	40,564
	$43,252,839 
	$14.70
	148.0


The DOI is able to resolve complaints when it can convince the insurer that the facts of the case, case law and statutory provisions merit resolution.  The DOI cannot resolve a case when the insurer disputes legal liability for the claim or the insurer and claimant disagree over the basic facts. 
After passage of SB 708 (see above), the DOI was required to investigate complaints filed by attorneys.  From 2001 – 2004, 168,175 complaints were filed with the DOI through the Consumer Services Branch, and 336 were filed by attorneys with civil actions.  
While the DOI apparently investigated a number of these complaints, it has not taken any enforcement actions as of the date of this hearing. However, if violations are found as a result of an attorneys’ complaint, the DOI notes this and uses the information to identify insurers for possible market conduct examinations.  The DOI has intervened (either written amicus brief or letter) in three cases from 2001 through 2004, arguing on behalf of plaintiffs.
i.    
Question:  1)  If an insurer and claimant settle a lawsuit, why does the DOI refuse to take an enforcement action against the insurer?  Even if two private parties settle a dispute, isn’t there, perhaps, a public interest in determining if the original complaint has implications for other claimants?; 2)  If an attorney presents a complaint to the DOI, isn’t it likely that “all the spade work” has been done and that it would be easier to take enforcement actions based upon attorney-reported complaints?
b.  Market Conduct:  This staff examines the claims paying practices of insurers to find violations of the law. These exams are done either when consumers complain about their claim or via an audit of practices that is conducted by the DOI.
Table 5.  Examinations done by FCB and FRUB from 2001 to 2004

	Year
	FCB
	FRUB
	Total

	2001
	80
	68
	148

	2002
	207
	117
	324

	2003
	215
	145
	360

	2004
	182
	108
	290

	Total regulatory actions concluded all years:
	15
	15
	47 (including 17 through the general actions of the Consumer Services Branch)


The DOI provided a list of FRUB regulatory actions taken against insurers from 2000 through 2004, based upon complaints from individuals. Penalties ranged from $15,000 to $411,000, with the typical penalty in excess of $100,000.  Penalties arising from regulatory actions through FCB audits (aka market conduct exams) ranged from $15,000 to $200,000. Most penalties were in the range of $100,000 - $200,000. Additional regulatory actions arising from the Consumer Services Division during 2000 – 2004 numbered seventeen, with penalties ranging from $2,500 to $200,000 with most in the range of $14,000 - $45,000.  
i.   
 Questions:  1) Has the DOI directed that all penalties levied by these activities be deposited in the General Fund? 2)  Is the DOI’s accounting system accurate enough to track which penalties remain outstanding?
c.   Specific cases---2003 Wildfires: Committee staff asked what steps the DOI had taken, prior to the 2003 wildfires, to prevent homeowners from being underinsured.  While the DOI submitted a lengthy answer about steps taken to protect consumers after the wildfires, no information was provided about steps taken before the fires.  It is therefore staff’s conclusion that the DOI did not aggressively attempt to deal with the underinsurance problem in the homeowners’ insurance market until it was revealed by the 2003 fires.  

This conclusion is buttressed by the opening statement in the DOI’s response:  “Most reports of underinsurance come to the Department as a result of disasters, such as the Fallbrook fire of 2002 and the series of Southern California wildfires in 2003.  Immediately following the containment of the wildfires, Commissioner Garamendi put together a wildfire response team comprised of the Department’s property insurance experts and legal counsel.”  
The response then lists approximately seven steps, taken after the fires, to help homeowners, including support of four pieces of legislation and recovery of $14 million by Consumer Services.  Market conduct exams are being conducted on six insurers.  90 of 380 mediation cases undertaken through the wildfire mediation program have been resolved, with $3,474,019 recovered for consumers.  50 cases remain open.   In addition, various press reports indicate that, since the 2003 fires, the DOI has been much more aggressive in urging homeowners to check their policies for underinsurance.
i.   Questions:  1)  Before the October 2003 fires, did the DOI examine insurers to determine the extent of possible underinsurance amongst homeowners?  2)  Before the October 2003 wildfires, were there practices of the DOI that discouraged insurers from adequately insuring homeowners (such as possible liability for over-insuring consumers), and, if so, do these practices continue?  3)  Press reports indicate that about 16% of all Californians have earthquake insurance. Nearly all homeowners have high deductible policies (10% or 15% of Coverage A limits).  As the DOI encourages homeowners to protect themselves from underinsurance for fire loss by increasing their Coverage A limits, will the DOI exacerbate an underinsurance problem for earthquake loss (Coverage A limit increase = increase in amount homeowner must pay for EQ deductible)?  Would the DOI support a change in California’s standard earthquake policy to overcome this apparent contradiction in public policy objectives?
d.   Specific cases---Title insurance:  Committee staff asked the DOI what actions it had taken to prevent home buyers from being overcharged for title insurance, during the prior four years. The DOI noted six enforcement actions for illegal rebating from 2001 through 2004, including a fine of $1.25 million against Commonwealth Land Title Company (December 2004).  

With respect to illegal reinsurance arrangements, this was the response:  “This issue came to the Department’s attention in October 2004; on November 3, 2004, the Department sent a letter requesting documents from Land America, Fidelity, and First American; rolling responses were received and reviewed by the Department between December 2004 and February 2005; press conference held February 22, 2005;  Investigatory Hearing held April 4, 2005.”  
Based upon this response, it appears that DOI was unaware of possible illegal resinsurance agreements until they were brought to the attention of the DOI. Prior to becoming aware of the allegedly illegal reinsurance contracts, DOI was aware of the allegedly illegal steering practices of title solicitors.  DOI alleged that title solicitors were making illegal payments to real estate agents and brokers in return for title business.  In 2005, the DOI sponsored SB 728 (Escutia), a bill that would, if enacted, create a certification program for title insurance solicitors with the aim of eliminating illegal title solicitation activities.  The bill is presently in the Appropriations Committee.

i.   Questions:  1)  How could the DOI be unaware of allegedly illegal reinsurance arrangements when the fundamental duty of the DOI is to understand the finances of an insurance company? 2)  How many years had these allegedly illegal reinsurance contracts existed?; 3) What mechanisms does the DOI have in place, now, that will ensure that next time it catches illegal risk transfers sooner?

7.   Fraud Division.  
According to the DOI, the mission of the Fraud Division is to protect the public from economic loss and distress by actively investigating and arresting those who commit insurance fraud, and to reduce the overall incidence of insurance fraud through anti-fraud outreach to the public, private and governmental sectors.  

Table 6:  Basic statistics about the Fraud Division.
	Table 6:  DOI Fraud Division- Basic Statistics
	
	
	
	
	
	
	

	Year
	Cases Investigated
	Total prosecutions (by suspects)
	Total convictions
	Money recovered*
	Total Budget
	State Operations Budget
	Local Assistance Budget
	Staff

	2001
	3302
	2233
	942
	$28.36
	$64.60
	$32.20
	$32.40
	264.1

	2002
	4449
	2538
	1469
	$30.30
	$66.20
	$34.00
	$32.20
	262.5

	2003
	4224
	3150
	1606
	$31.10
	$69.20
	$35.50
	$33.70
	246.7

	2004 (half year only)
	3343
	n/a
	n/a
	$7.30
	$81.90
	$37.80
	$44.10
	224

	
	
	
	$97.06
	$281.90
	$139.50
	$142.4
	

	*  Millions $ -Workers Compensation, auto -all types
	
	Source:  DOI responses,  page 30.
	
	
	
	
	
	


The Fraud Division defines success by producing “quality and cost-effective investigations which result in successful enforcement actions.”  The Fraud Division uses criminal and civil remedies to meet its objective.  It also believes that the simple act of investigating a suspected fraud will halt some criminal activity. 

The Fraud Division claims that its investigations of high priority cases are up 28% since 2002, that arrests have increased 33%, and that convictions are up 113%, and submissions of suspected fraudulent claims are up 28%. The Fraud Division states that it participates in 23 “inter-governmental anti-fraud task forces.”  It publishes a newsletter, runs community forums, produces public service announcements, and has a portion of the DOI’s website. 
a.   State Auditor’s report.   A highly critical audit of the DOI’s workers’ compensation fraud efforts was issued by the State Auditor in April, 2004.  It is beyond the scope of this background paper to do more than summarize the findings.  The auditor faulted the DOI across nearly every dimension of its management of workers’ compensation fraud, including:  1)  Lack of a realistic measurement of fraud in the system, despite spending $30 million of employer’s money annually to fight the problem; 2)  No way to determine whether the amount charged employers is worth it; 3)  Problems with which District Attorneys (DAs) get funded; 4) The method of prioritizing suspected fraudulent claims so that those of less importance were not referred for investigation.  SB 4 x 18 (2004) (Poochigian) would have moved the DOI fraud division to the Office of Attorney General.  It failed passage in the Senate.  SB 179 (Poochigian-2005) passed this committee once amended to require a transfer of the DOI’s fraud division to the Attorney General.  The bill is now a two year bill and before the Labor and Industrial Relations Committee.
The DOI does not work on workers’ compensation in isolation. The Fraud Assessment Commission (Fraud Commission) actually sets the rate paid by employers.  

As a result of the audit, the DOI reported to this committee that it is working with the Fraud Commission to accurately measure workers’ compensation insurance fraud through a $1 million study.  In addition, the DOI has formed a committee of stakeholders to make recommendations for improvements to the DOI.  The DOI proposed to work more closely with the Fraud Commission to ensure that the DOI and Commission were “aligned” with respect to goals.  The DOI has amended its funding application to ensure that DA’s list objectives from last year, and accomplishments.  

Note:  Committee staff asked the DOI to estimate the scale of insurance fraud (all types), and to explain how it arrived at the estimate.  The DOI didn’t offer an estimate.  It repeated the range of estimates made by others.  Committee staff therefore concludes that the DOI still doesn’t know the scale of the insurance fraud problem with any degree of confidence, and the expenditure of $1 million to obtain an estimate of workers’ compensation fraud illustrates the existing paucity of credible data on the overall size of the problem.  
In explaining how much fraud was prevented by all DOI efforts, the Department gave an estimate of $744,126,084 in potential losses that were prevented as a result of the DOI’s efforts, based upon cases investigated by the DOI, from July of 2001 through March of 2005. The amounts paid on the claims was about $364 million during this time period.
i.  Questions.  1)  Even if the Fraud Commission “gets a handle on” the size of the workers’ compensation insurance fraud problem, the DOI has no apparent plans to measure the overall size of auto insurance or health insurance fraud.  If it doesn’t know the size of the overall problem, how can it determine if it’s spending enough or too much money?  2)  If it doesn’t know the size of the problem, it also doesn’t know which parts of the problem (i.e. providers or claimants or others) are the bigger source of the problem, and thus whether its targeting makes sense.  Should the DOI be mandated to measure the overall size of the insurance problem in a statistically valid manner and, if so, where would the funding come from?  3)  Can the Legislature have confidence that the existing $81 million is being spent well or should a portion of this money be redirected, for example, to a statistically valid study of the overall size of the problem?  4)  Should SB 940/AB 1050 money be renewed before the study is at least started?
b.  June 7, 2004 Confidential Internal DOI memo.  About 60 days after the critical State Auditor’s report, a memo was prepared by DOI staff for the Fraud Division Chief. The memo, entitled, “Fraud Division Workload Analysis and Recommendation of Placement for Investigative Personnel throughout Fraud Division” noted problems in accounting for the time of investigators, and the impact of the direct hours of investigation on the costs of investigation.  
Among the memo’s statements were:  “An examination of the total number of hours entered into by Fraud Integrated DataBase (FIDB) for the three years reviewed indicates that Fraud Division Investigators do not spend the majority of their time on direct case investigation (page 5).”  In tables that illustrated the use of time for fiscal years 2001-02 through fiscal year 2003-04, the percentage of “direct” hours spent on investigations fluctuated as follows:  FY 2001-02: 40%, FY 2002-03:  45%, FY 2003-04:  46%.  Three year average:  44%.  The memo also noted that, “With the possibility of further reductions within funding for the Division within Fraud Investigation (SB 18, Poochigian and the transfer of funds to Index 8420, Management Planning) it is imperative that Division Executive Management take immediate steps to reverse this trend as the ratio is not supportable from an audit standpoint (emphasis added- page 7).  

The memo also noted that averaging the costs of an investigation over very few direct hours produced very disturbing numbers:  “Of special note, utilizing the average dollar amount per investigative hour figure of $1,297 per direct hour recorded, Fraud Division expended $191,064 in funding to arrest and prosecute approximately $11,000 in “actual” fraudulent loss to an insurance carrier….Suffice it to state that the Return on Investment concerning this case was 5/10 of a dollar in identified ‘actual’ fraud prosecuted for $1.00 in investigative funding expended (page 10).”  

In preparation for this hearing, Committee staff asked the DOI about direct vs. indirect hours logged by investigators. The figures reported to the committee for the three years in question were almost the opposite that DOI reported to itself in June 2004. One additional year was also reported to the committee.  Direct hours reported to committee-  FY 2001-02:  68.39% (vs. 40% DOI memo), FY 2002-03: 71.73% (vs. 45% DOI memo), 2003-04:  71.58% (vs. 46% DOI memo), and 2004-05:  70.82%.  Four year average:  70.49%.
i.  Questions.  1)  Can the DOI reconcile the discrepancies between these two sets of numbers?  2)  Are investigators now spending a majority of their time investigating fraud cases?  3)  What is the “Return on Investment” (ROI) received by the DOI on fraud investigations?  4) If there is uncertainty about the number of hours spent investigating cases can the DOI have confidence in its ROI?  

The memo also noted that the number of cases assigned within the Automobile Fraud Program declined during the three fiscal years of the study, although workers’ compensation cases “increased slightly” and then declined again in the following fiscal year.  The number of cases closed followed the same pattern.
c. Phone call to the committee.  A DOI employee contacted the committee in April 2005 about possible personnel problems in the Fraud Division.  The employee believes that there have been multiple accidental discharges of weapons in several DOI Fraud Division offices, including one in which an employee lost a portion of a finger.  
ii. 
 Questions.  1)  Should the DOI be asked/required to review its time accounting system for investigators to determine if it is subject to easy manipulation through unverified entries?  2)  How could a weapon be accidentally discharged inside an office, and was there any disciplinary action taken?
d.  Insurance Fraud committed by insurance companies— no criminal prosecutions to date.

Committee staff asked the DOI if insurers commit insurance fraud (Penal Code Section 550 (b), among several statutes, defines the crime of insurance fraud by both claimants and insurers).  The DOI’s answer was that insurers “theoretically” could commit criminal fraud, but it is difficult to prove that the officers of insurers knowingly deny claims. However, there are better remedies than criminal prosecution, according to the DOI.

i.  Question.   Why is criminal fraud by insurers “theoretical”?
The DOI issues fines, cease and desist orders, summary seizure of assets (this is not usually for fraud in claims paying but rather for fiscal malfeasance by officers), and orders insurers into conservation and liquidation (again, primarily due to fiscal and not claims paying issues).
Committee staff asked if the DOI or a District Attorney (DA) had ever filed an insurance fraud case against an insurance company.  The answer: “No.”  

Complexity doesn’t deter the DOI from conducting criminal investigations of others who are part of an insurance transaction.  For example, in August of 2004 the DOI announced arrests in the case of a large chiropractic practice. The DOI obtained indictments of the owners after spending a great deal of money and time, and perhaps incurring some veterinary bills.  The press release noted:
Based on observations from undercover officers posing as patients as well as obtaining employment inside the clinic (emphasis added), Baldini and DePaoli Chiropractic allegedly engaged in insurance fraud. During the investigation, one undercover officer even brought in a dog for chiropractic treatment. The dog was indeed treated and the undercover officer’s pretext insurance policy was billed as if the officer received the treatment…(emphasis added)

 Evidence seized at that time indicated that a law firm associated with 1-800-A-LAWYER referred patients to Baldini and DePaoli Chiropractic. Evidence also indicated that 37.5 percent of the referred-patient’s total chiropractic billings would be paid to Dormie Management. ….”
Thus, staff notes that while all others involved in insurance transactions (for example, chiropractors, lawyers and referral companies) are subject to possible criminal prosecution for insurance fraud, it appears that only insurance companies are not subjected to criminal prosecution by the DOI. 

ii.  
Questions.  1) Does immunity from criminal prosecution for insurance fraud cause bad faith in claims settlement practices to be greater than it would otherwise be, thus making the DOI’s overall enforcement problem greater? 2) Should the Legislature earmark a portion of fraud funding, through the Budget Act, for purposes of prosecuting insurance companies who commit insurance fraud, and order the DOI to report back to the Legislature about the success of its prosecutions?  3)  It appears that fraud investigators got “one of their own” hired by the chiropractor in the above-mentioned case.  The insider then, apparently, provided evidence to investigators.  Has the DOI ever gotten “one of their own” hired by an insurer in order to investigate whether the officers of the company denied, with knowledge (hence criminal intent), valid claims?
8.  Financial Surveillance Branch (FSB):  

According to the DOI, the mission of the FSB is to oversee the financial condition of those members of the insurance industry that operate in and sell insurance in California.  The FSB is designed to ensure that all insurers licensed to do business in California or subject to the jurisdiction of the IC maintain the financial stability and viability necessary to provide the benefits and protections they have promised California policyholders.  The FSB’s efforts are primarily focused in two key areas – 1) effective financial oversight based upon quarterly and annual financial reviews and onsite financial examinations of every domestic insurers every three to five years, and 2) early identification of financially troubled companies and subsequent monitoring by DOI’s Early Warning Team.

The FSB measures its success by its ability to timely review all financial statements, meet statutorily mandated “deemer dates” for a variety of corporate applications, and in protecting policyholders from the negative effects of an insurer’s insolvency.
  

The FSB’s staffing and budget authority during the past four years is summarized immediately below:



       Table 7.

	Fiscal Year
	Personnel Years/  Exams Filed
	Budget Authority

	2001-02
	162.7/  74
	$12,652,721

	2002-03
	156.4/  50
	$13,089,115

	2003-04
	154.1/  80
	$13,833,368

	2004-05
	148.0/  90

	$14,183,162


a.  Excessive reserves.  DOI indicates that it monitors both reserves and losses in a lookback way, rather than a forward-viewing way.  According to the DOI, “Insurers report comprehensive historical loss reserve development in the Annual Statements required to be filed with the Department.  By virtue of these filings, one is able to discern if reserves posted by an insurer, several years later, were excessive.”  
i.  Question:   Has the DOI reviewed the reserves taken by insurers in recent years to determine if fears about the costs of mold (and therefore reserves) were excessive?  It is not clear from DOI’s responses what steps the Department would take if it found excessive reserves several years later.  If not reversed, these excesses would lead to higher-than-necessary premiums in future years.  
DOI states that its Rate Regulation Branch might deny a proposed rate increase or require a rate decrease if a company’s reserves proved excessive, but there is no indication if the Rate Regulation Branch has done so in recent years.  As noted immediately above, the IC appears to view excessive insurance company reserves solely from the perspective of rate regulation.  If reserves are high, the reasoning goes, a rate increase might not be warranted.  However, excessive insurance company reserves can pose another risk.  
If held by an insurance company that is a subsidiary to a corporation subject to California’s franchise tax, excessive insurance company reserves could provide a corporate franchise tax shelter.  For example, a parent company could use its insurance company subsidiary to invest money and could shelter all of the investment growth from taxation.  The money would not be subject to the franchise tax because it was not be held by the parent corporation. It would also not be subject to the insurance gross premiums tax, because that tax is based on premiums written, not assets held.  Overcapitalization of insurance company subsidiaries was the subject of the “anti-stuffing” provision of AB 263 (Oropeza), Chapter 868, Statutes of 2004.  The bill’s full impact probably hasn’t been felt because it only became effective in 2004.
ii.  Question.  When the DOI performs its audits, does it look for “stuffing” of subsidiaries by non-insurer parent companies?

The financial adequacy of an insurance company is also highly dependent on the exposure of that company to disaster losses.  Even a very well capitalized company can place itself at high risk of insolvency if it is overexposed in an area of high fire danger, for example, or earthquake danger if not a member of the California Earthquake Authority.  
iii.  Question.   What steps is the DOI taking to try and predict situations in which a financially solvent insurance company could become insolvent due to a large-scale disaster?  What steps is the DOI taking to prevent the overexposure of individual companies to disaster-imposed insolvency risks?
b.  State Compensation Insurance Fund:  The SCIF is a non-profit, public enterprise fund that operates like a mutual insurance carrier.  Its mission is to provide California employers with a permanent market for workers' compensation insurance protection at cost, with no financial obligation to the public.  Because it competes with private workers compensation insurers, SCIF is supposed to set the standard for fair premium rates, excellence in customer service, and impartial treatment of injured workers.  
Although SCIF also aims to set the standard in the area of financial integrity, its recent loss experience has caused the DOI to rate its reserve adequacy as deficient.  According to the DOI, “While the Department’s evaluation of SCIF’s reserve adequacy as of year-end 2004 is not yet complete, preliminary indications show an overall reserve deficiency.”  The DOI also notes that recent workers compensation reforms, most notably the new permanent disability schedule, have not yet had a chance to impact SCIF’s loss experience.  This means that reserve estimates for the SCIF will be more uncertain than usual for several more years.  

i.  Question.  Regardless of the potential upside in SCIF’s financial stability due to recent workers compensation reform, it remains unclear what actions, if any, DOI is taking to ensure that SCIF remains solvent.  From the information provided to this committee, it is clear that DOI is reviewing monthly profit and loss statements and monthly data on SCIF’s premium volume of new business policies and loss business or non-renewed policies.  What other actions, if any, is DOI taking to ensure that SCIF remains solvent?  
9.  Rate Regulation
According to DOI, the mission of the rate regulation branch is to ensure that consumers have access to quality insurance products at affordable prices; ensure that the rates paid by consumers are not excessive, inadequate, or unfairly discriminatory; ensure that consumers have an opportunity to participate in the filing review process; provide consumers and other interested parties easier access to public records; and provide for an efficient use of resources.  
The rate regulation branch defines its success in meeting these goals through a consistent and equitable application of the California Insurance Code and the California Code of Regulations to all filings, an error ratio of less than 10% for the branch’s internal audit of files, timely performance of the analysis and review of filings, and rates that are not excessive, inadequate, or unfairly discriminatory.  

The Rate Regulation Branch’s staffing and budget authority during the past four years is summarized immediately below:



      Table 8.

	Fiscal Year
	Personnel Years
	Budget Authority

	2001-02
	84.8
	$5,976,107

	2002-03
	86.4
	$6,240,293

	2003-04
	 86.5
	$7,104,043

	2004-05
	 86.0
	$6,481,254


a. Internal audit of files.  


i. Questions:  As noted above, one of the ways in which the DOI measures success is an error ratio of less than 10% for its internal audit of files.  What does this 10% error ratio represent- perhaps errors made by DOI staff in their review of rate filings?  How did DOI arrive at this 10% number as representing a measure of success?  What is DOI’s historic error ratio on its internal audit of files?

b. Timely Review of Filings


i. Question.  How long, on average, does the Rate Regulation Branch take to review a rate filing?   Has this period of time grown, shrunk, or remained relatively constant over the past four years?

c. Excessive, inadequate, or unfairly discriminatory rates.

Under existing law, the determination of whether an insurance rate is excessive, inadequate, or unfairly discriminatory is based upon a large number of different statutes and regulations, but remains largely subjective.  In its response to this committee, DOI states that “This determination is based upon the methodologies required by Prop 103, the California Insurance Code, the California Code of Regulations, standard actuarial principles and the experience of the staff in the branch.”

In general, the DOI indicates that it reviews the losses incurred by insurance companies, the reserves held by those insurance companies, and the surplus funds accumulated by those insurance companies, and uses these data to evaluate rate filings.  However, individual rate determinations appear to be done on a case-by-case basis, without the use of any published guidance.  

The determination of rate appropriateness would be eased considerably if the DOI developed standard rules of thumb (known more formally as “generic factor determinations”) that it could use to consistently evaluate the various financial measures which go into rate determinations.  The California Code of Regulations (Title 10, Chapter 5) also requires the IC to develop this guidance.  
Section 2646.3 defines a “generic determination” as a finding the Commissioner is required or authorized by these regulations to make, which finding is intended to apply to the rate applications of several or all insurers.  Article 4, Determination of Reasonable Rates, requires that the IC shall, from time to time, determine in accordance with section 2646.3, a range of quantitative guidance for the following:  the catastrophe adjustment (Section 2644.5), loss development (Section 2644.6), loss trend factors for each line (Section 2644.7), allocated loss adjustment expenses (Section 2644.8), excessive executive compensation (Section 2644.10), expense trend factors (Section 2644.11), the efficiency standard (Section 2644.12), the maximum and minimum permitted after-tax rate of return for property and casualty insurance (Section 2644.16), industry-wide leverage factors for each insurance line (2644.17), and credibility criteria and appropriate sources of substitute data (Section 2644.23).  These ranges have not yet been set by the DOI.

i. Question.  Has the IC issued any generic factor values pursuant to the requirements of CCR Title 10, Chapter 5?  If not, when will this happen?  
 
ii. Question.  How often does the rate regulation branch refuse to approve proposed rates? 
iii. Question.  What percent of rate requests are denied?

In May 2003, a number of cities and consumer groups petitioned the DOI to investigate the use of zip codes to rate automobile insurance.  These groups asked the IC to change the way insurers use zip codes to rate insurance, claiming that insurers are violating Proposition 103’s requirement that driving record, miles driven, and years of experience be the primary factors used in pricing insurance.  

Proposition 103 allows some optional factors, such as zip code, marital status, gender, and others to be used at the discretion of the IC.  However, the petitioners claimed that changes to the system devised by former IC Quackenbush allowed the formulas to be manipulated in ways that resulted in inequities.  The petitioners claimed that zip codes were given more weight than appropriate in pricing insurance and submitted two proposals for consideration.  

The IC responded by saying, “In too many places throughout this state zip codes appear to be the primary deciding factor in determining how much you pay for auto insurance.  There are many places where neighbors living just across the street from each other would pay a dramatically different amount for their auto insurance despite having identical driving records.  The only difference is that insurers have decided that one neighbor lives in a better zip code.  This is irrational, and it must change.”  The Department reportedly held workshops to discuss the problem.  In San Diego on January 27, 2004, in response to the Proposition 103 Enforcement Project, the IC stated:
“Mr. Heller, I will change the regulations. Let there be no doubt about that.  There has been sufficient information given thus far in these four community -- previous four community hearings to convince me that the current regulations are unjust, unfair, and must change.  That will happen. The schedule is such that by mid-summer there will be new regulations out on the street.  Hopefully, they will be regulations that will not -- that will withstand legal challenge, or hopefully, there will be no legal challenge due to they will be perceived as being fair. We're in that process. We're well into it. We have four months -- five months of very tough, hard work ahead of us.”

iv.  Question.  1)  The IC promised new rating regulations by mid-summer of 2004.  Why hasn’t the DOI revised its rating factor system to reduce the impact of ZIP Code upon people’s premiums, and to elevate the importance of the voter-approved “top rating factors” of driving safety record, miles driven, and years of experience?  2)  If the existing system is “irrational,” why doesn’t the DOI change it? 3)  When will this be done?  

In March 2005, the Policy Research Division of the California Department of Insurance issued a report titled, “Auto Insurance in California:  Differentials in Industrywide Pure Premiums and Company Territory Relativities between Adjacent Zipcodes.”  Using aggregated industrywide loss cost data for the 1993 through 2001 time period, the researchers found significant variations in industrywide pure premium across adjacent zip codes.  

Although the differences in bodily injury and property damage coverage was less than 10% in 65% of the adjacent zip code pairs examined, about four percent of the pairs had differentials of over 30%.  When the data were disaggregated (i.e., examined on a company-by-company basis), some companies were found to deviate from the industrywide pure premium experience. 

d. Recent automobile insurance rates.

According to DOI, the following represent average automobile insurance premiums charged to automobile owners over the past ten years:

                Table 9.

	Year
	Average. Liability Premium ($)
	Average Comprehensive Premium ($)
	Average Collision Premium ($)
	Total Average Premium ($)

	1993
	513
	126
	244
	796

	1994
	503
	130
	242
	790

	1995
	515
	131
	241
	803

	1996
	509
	129
	239
	793

	1997
	492
	121
	246
	753

	1998
	447
	121
	254
	709

	1999
	404
	114
	253
	666

	2000
	397
	110
	259
	667

	2001
	416
	105
	280
	702

	2002
	452
	108
	318
	763

	2003
	482
	119
	349
	821


As noted above, the average liability premium has decreased since 1996.  From 1996 to 2000, rates went from $509 to $397. Since 2000, they have increased to $482.  This figure is the most broadly representative figure of all because liability coverage is the basic form of coverage mandated by law, hence it is purchased by all drivers who comply with the mandatory insurance law.  The other forms of coverage are subject to a greater amount of adverse selection, because they are bought on a voluntary basis by those interested in having that type of coverage, and it is unclear to staff if this adverse selection process is influencing the trend in the costs of these others types of coverage. 

e.  Recent homeowners’ insurance rates.  Two tables below, created using information provided by the DOI, illustrate changes in homeowners’ insurance premiums during the 1998 through 2003 time period.  

    Table 10.  Average Premium Amounts ($)


	Insurance range ($)
	1998
	1999
	2000
	2001
	2002
	2003

	$74,999 and under
	284
	299
	277
	315
	348
	361

	$75,000 to $99,999
	356
	356
	367
	359
	394
	435

	$100,000 to $124,999
	401
	401
	415
	399
	436
	484

	$125,000 to $149,999
	457
	459
	471
	460
	502
	552

	$150,000 to $174,999
	518
	519
	526
	519
	567
	622

	$175,000 to $199,999
	583
	582
	588
	576
	628
	689

	$200,000 to $299,999
	721
	716
	711
	703
	763
	837

	$300,000 to $399,999
	1,020
	1,010
	997
	962
	1,039
	1,129

	$400,000 to $499,999
	1,330
	1,290
	1,275
	1,260
	1,355
	1,472

	$500,000 and over
	2,293
	2,302
	2,353
	2,357
	2,484
	2,737

	Total
	578
	588
	613
	620
	701
	800


Table 11.  Written Premium Amounts ($) = Average Premiums X Number of Homes Insured

	Insurance range ($)
	1998
	1999
	2000
	2001
	2002
	2003

	$74,999 and under
	26,454,051
	23,732,798
	19,141,759
	15,439,056
	12,149,294
	10,419,827

	$75,000 to $99,999
	165,041,305
	155,221,177
	134,064,506
	117,948,594
	104,870,395
	96,192,517

	$100,000 to $124,999
	364,204,210
	359,711,434
	329,506,170
	310,618,760
	303,976,915
	302,030,705

	$125,000 to $149,999
	460,556,947
	471,244,825
	449,093,947
	441,897,460
	459,488,386
	479,373,444

	$150,000 to $174,999
	432,044,563
	452,809,693
	454,993,837
	473,349,744
	521,305,883
	574,887,276

	$175,000 to $199,999
	325,126,596
	344,455,340
	358,501,164
	390,484,210
	449,765,066
	521,692,996

	$200,000 to $299,999
	663,821,978
	714,828,807
	769,881,075
	874,053,976
	1,068,230,568
	1,314,548,525

	$300,000 to $399,999
	227,819,936
	250,237,447
	277,915,950
	327,347,234
	430,509,295
	551,995,420

	$400,000 to $499,999
	100,212,643
	107,872,885
	121,500,433
	143,979,084
	196,606,597
	267,699,139

	$500,000 and over
	234,336,166
	261,124,196
	298,135,149
	350,511,665
	443,747,947
	588,077,957

	Total
	2,999,618,395
	3,141,238,602
	3,212,733,989
	3,445,629,785
	3,980,650,347
	4,706,917,806


Two trends are worthy of note.  1) Premiums increase as the amount of the insurance range increases (quite simply, more insurance costs more money); 2) The value of written premiums and the size of the average premium have increased over time, consistent with increases in both construction costs and resale property values.  The tables cannot be used to determine whether certain properties have historically been underinsured, nor whether the premiums charged have generated excess reserves.  
10.    The Conservation and Liquidation Office (CLO).  
According to the DOI, the mission of the CLO is to efficiently manage the affairs of impaired insurers and to distribute estate funds to policyholders and their claimants on behalf of the Insurance Commissioner in his capacity of court-appointed conservator and/or liquidator.  The organization is not a government agency, but it acts after appointment by the IC and approval of a court.
The CLO defines success by establishing discreet, measurable Estate objectives and then managing to those objectives.  CLO also noted that from April 2003 to April 2004, the CLO closed 29 Estates (representing 55% of the open Estates as of April 2003) and distributed over $1 billion to claimants, including guaranty associations and consumers.  

This is the basic data about the CLO:
Table 12.:  CLO by the numbers:

	
	Staff
	
	Budget:
(Millions $)
	
	Number of Open Estates
	Value of Open Estates

	
	
	Estate
	CLO
	Total Budget
	
	

	2002
	97 full, 111 "THO"*
	$43
	$10
	$53
	54
	$3 billion

	2003
	95 full, 26 THO
	$31.4
	$11
	$42.5
	44 + 2 under Admin. Supervision
	$4.5 billion

	2004
	93 full, 26 THO
	$35.2
	$11.6
	$46.9
	29 + 1 "
	$4.4 billion

	March 2005:
	91 full, 21 THO
	$21.2
	$12.5
	$33.8
	26 + 1 "
	n/a

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	THO= Temporary and Held-over estate employees
	
	
	
	


CLO employees operate collectively as the CLO, although the court overseeing an estate will specifically authorize employees to be paid from estate assets.  “Because all of CLO’s expenses must, by law, be borne solely by the insolvency Estates (and not by the State), the CLO does not have a financial existence separate and apart from the Estates which it administers.”

Fremont estate.  Effective July 2, 2003, the IC was appointed liquidator of Fremont Indemnity Company (Fremont).  Fremont was a workers’ compensation carrier.  A month earlier, and in preparation for the court order, the DOI’s press release stated:

“Garamendi petitioned the Los Angeles County Superior Court to set a hearing date within the next 30 days to appoint him as liquidator.  If the Court agrees, the California Insurance Guarantee Association will become responsible for paying Fremont Indemnity’s direct California unpaid claims, which are currently estimated at $1 billion.”

In 2004, the DOI sued the surviving parent company of Fremont charging, “…the company with the fraudulent use of net operating loss carryforwards in its financial statements and with a ‘pattern and practice of looting the insurance company subsidiaries of their assets.’”
  In 2005, the complaint was amended to also allege that a solvent reinsurer (Comstock) of the parent company was merged into Fremont just before Fremont was put into conservation. The net result was that reinsurance policyholders of the original Comstock company were unable to rely on their policies. Policyholders also sued.
 

Questions have also been raised about the administration of the Fremont Estate by a person who contacted the committee with concerns. Committee staff asked the CLO to explain the use of $10 million of estate funds to purchase a building in San Francisco. Generally speaking, the purpose of the CLO is to liquidate assets, not to make investments in new and illiquid assets such as real estate.

CLO responded by indicating that the funds were used to purchase a first mortgage on the building, and that a LLC was established to hold the first (and to protect the Fremont Estate).  At the time of this transaction, the Fremont estate held a non-performing second mortgage worth $42 million on a property that CLO states was worth $25 - $30 million.  
The holder of the first was foreclosing and likely to extinguish the second.  CLO stated that it acted to protect the interest of Fremont by paying $10 million plus administrative expenses to the holder of the first mortgage, thereby gaining a $25 million building for $10 million (and eliminating a master lease that encumbered the Fremont Estate).  There are other details related to this transaction, but this is the essence of it.  The liquidation court approved the transaction and the IC was aware of the transaction.
The CLO provided staff with additional information about this transaction, in response to staff’s questions. Staff will continue to work with real estate experts in State government, as well as the caller, to try to determine if the transaction is problematic.  

i.  Questions.   1)  How was the DOI (acting on behalf of the Fremont Estate) defrauded in the Fremont transaction?  2)  This is at least a second large transaction involving the DOI and defunct carriers in which the DOI later alleges that it was the victim of fraudulent conduct.  Is fraud against the DOI in the conservation of defunct carriers a significant problem? 3)  The committee has before it a two year bill (SB 1090-Maldanado) that seeks to impose additional controls on the sale of assets.  Do additional controls need to be created and, if so, what should those controls be?
Unreleased, draft audit of CLO by the Department of Finance.  The Office of State Audits and Evaluations of the Department of Finance (DOF) has prepared an audit of the CLO, dated July 2004, and covering 16 out of 17 different areas of CLO operations. To the knowledge of staff, the audit is not yet released, although the Chair and Vice-Chair requested a copy in a letter dated February 28, 2005.  Shortly after the letter was sent, the DOF contacted staff and declined to provide the audit because the DOI and CLO had not yet responded to the audit findings.  DOF estimated that the DOI and CLO would respond in about 30 days (about mid-April).  Staff has obtained a draft copy of the audit, but not from the CLO or DOI.  The draft contains this comment from the DOF auditors:
“In our opinion, because of the effect of the material weaknesses described above on the achievement of the objectives of the control criteria, CLO has not maintained effective internal control over financial reporting and safeguarding estates assets as of July 21, 2004, based upon the Committee of Sponsoring Organizations of the Treadway Commission’s Internal Control-Integrated Framework Guidelines.

The report is intended solely for the information and use of the Department of Insurance and the CLO management and is not intended to be and should not be used by anyone other than the specified parties.  However, this report is a matter of public record and its distribution is not limited.”

The DOF auditors also noted that, subsequent to their review of the CLO, several persons resigned or were terminated from the CLO, including the Special Deputy Insurance Commissioner, the Chief Financial Officer, the Accounting Manager, the Administration Supervisor, and an Information Technology Supervisor.  These changes may impact the results of the report.
The final version of the audit may be revised from last year’s version, but as of July 2004 the audit’s Executive Summary noted that “…we identified areas where controls were in place and working as intended, and also identified areas where controls could be improved.  We noted control weaknesses related to the CLO’s administration, budgeting, purchasing, fixed assets, information technology, and receivables that we consider material weaknesses.  If uncorrected, these weaknesses could expose the CLO to increased risk of errors, irregularities, and material misstatements in the financial statements.”  
CLO’s controls were not sufficient to ensure reliable data in its budgets, receivables, investments, purchasing, fixed assets, information technology, and financial reporting. Other inadequacies were found in 16 of the 17 areas. (The audit didn’t evaluate one area of CLO operations, hence there could be no finding.)  
With respect to financial reporting, the audit stated, “We observed the financial statements and the general ledger do not reconcile, inappropriate exclusion from the financial statement, incomplete financial statements, inconsistent and untimely uploading of new estate’s balances, multiple version of the financial statements, and lack of documented policies and procedures.”

While controls over investments were adequate, there was a lack of formal procedures to reconcile the Investment Manager’s reports with the custodian’s statements, resulting in a $1,261,264 discrepancy for April 2004.

With respect to receivables, the audit stated that the CLO had a “…lack of methodology for determining allowance for uncollectible receivables, improper positing (staff note: probably “posting”) of receivables to the general ledger, inadequate salvage and subrogation recoverables policies and procedures, inadequate monitoring and collection efforts of outstanding receivables, lack of receivables reconciliations, inadequate monitoring of other receivables, and inadequate posting of receivables to the insurance fund.”
The Bureau of State Audits (BSA) conducted audits of the CLO in May of 1994, April of 1996, and July of 2001, and PriceWaterhouseCoopers (PWC) did a draft management report dated December 31, 2001. Many of the weaknesses noted in earlier BSA audits were also noted in the 2001 BSA audit.  In general, weaknesses uncovered in earlier audits included the management of accounts receivable, hiring practices, investment decisions, and information systems management.  The 2004 DOF draft audit noted that there were 64 findings in the 2001 BSA audit and PWC report that required corrective action.  As of mid-2004, the CLO had taken corrective action with respect to 29 (48%), but 31 (52%) of the prior audit findings required additional management attention.  CLO was resolving 10 of the 31 at the time of the DOF audit, 17 were unresolved, and 4 more were unresolved because CLO didn’t agree with the findings.  DOF believed that all 4 need to be resolved.
i.  Questions.  1)  Assuming the draft audit is authentic and that its findings roughly mirror those of the Bureau of State Audits dating back eleven years, should the State of California reconfigure the CLO as an official State agency in order to fix problems in its operations or do other options exist?  2)  With billions of dollars of assets being liquidated and disbursed over a few years, what further can be done to prevent misappropriation of assets or dissipation of assets before lax controls result in a loss?;  3)  Should the DOI’s budget be used, for a brief period of time, to augment the CLO’s in order to finally clean up deficiencies in the CLO’s operations?  4)  What liability, if any, would the State face if CLO assets were misappropriated? 5)  Has the DOI or CLO responded to the DOF audit, and if not why not?
� According to the DOI, recoveries by Consumer Services are based upon the amounts directly attributable to the DOI’s intervention and do not reflect the amounts paid or offered prior to the DOI becoming involved in a case.  


� Including some staff doing market conduct exams and field rating and underwriting exams.  Penalties levied as a result of these activities are noted after this table.


� Ibid.


� A “deemer date” in this context is the number of days the DOI has to deem a given type of application “approved or denied” or it is approved automatically.


� Estimated for current fiscal year


� Quotation based upon a transcript of hearing as related to staff by the Foundation for Taxpayer and Consumer Rights.


� Responses from the DOI to committee staff questions, page 69.


� Insurance Newsnet February 28, 2005.  www.insurancenewsnet.com/article.asp?a=1&lnid=261815327


� Ibid.


� Page 2, draft audit.
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