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SUMMARY 

The O f f i c e  o f  the Aud i t o r  General has conducted a  performance a u d i t  o f  

the  S ta te  Compensation Fund i n  response t o  a  June 2 ,  1987, r e s o l u t i o n  o f  

the J o i n t  L e g i s l a t i v e  Overs igh t  Committee. Th i s  performance a u d i t  was 

conducted as p a r t  o f  the  Sunset rev iew se t  f o r t h  i n  Ar i zona  Revised 

S ta tu tes  (A.R.S. ) 5 5  41-2351 through 41-2379. 

A l l  employers w i t h  one o r  more employees must p r o v i d e  workers '  

compensation insurance f o r  t h e i r  employees. The S t a t e  Compensation Fund 

i s  the major  p r o v i d e r  o f  workers '  compensation insurance i n  Ar i zona .  

Fund p o l i c y h o l d e r s  account f o r  approx imate ly  60 percen t  o f  a1 l workers '  

compensation p o l i c i e s  i n  the  S t a t e .  The Fund was e s t a b l i s h e d  as p a r t  o f  

the  I n d u s t r i a l  Commission i n  1925 and became a  separa te  agency i n  1969. 

For ca lendar  year 1988 t he  Fund has 689 a u t h o r i z e d  p o s i t i o n s  and an 

ope ra t i ng  budget o f  approx imate ly  $34.3 m i l l i o n .  The Fund 's  1987 

f i n a n c i a l  statements r epo r t ed  asse ts  o f  more than $659 m i  l I i o n .  

The Fund I s  A Sta te  Agency Subject 
To Leg is la t i ve  Control (see pages 15-23) 

Ar izona law c l e a r l y  e s t a b l i s h e s  the  Compensation Fund as a  S t a t e  agency 

and the S t a t e  i s  l i a b l e  f o r  losses sus ta ined  by t he  Fund. The Fund 's  

s t a t u s  as a  S ta te  agency g i v e s  the L e g i s l a t u r e  b road  a u t h o r i t y  over  the 

Fund, i n c l u d i n g  the  r i g h t  ~ f  t e r m i n a t i o n  under the  Ar i zona  Sunset Law. 

Because the  Fund i s  a  S t a t e  agency, the L e g i s l a t u r e  may a rguab ly  have 

some c o n t r o l  over the  Fund 's  asse t s .  For example, t e r m i n a t i n g  the  Fund 

might  a l l o w  the L e g i s l a t u r e  t o  d i s t r i b u t e  the Fund 's  asse t s .  Once a l l  

ou ts tand ing  c la ims  aga ins t  the  Fund were reso lved  the  L e g i s l a t u r e  cou ld  

argue t h a t  any remain ing funds be long  t o  the  S t a t e  because the  Fund i s  a  

S ta te  agency whose l i a b i l i t i e s  a re  backed by the  S t a t e .  However, the 

L e g i s l a t u r e ' s  a u t h o r i t y  beyond t h i s  p o i n t  i s  u n c e r t a i n .  No law 

au tho r i zes  t he  s a l e  o f  the  Fund. However, recen t  c o u r t  d e c i s i o n s  i n  New 

York and Oregon migh t  suppor t  a  L e g i s l a t i v e  a t tempt  t o  a p p r o p r i a t e  some 

o f  the Fund's su rp l us  w i t h o u t  t e r m i n a t i n g  the agency, bu t  A r i zona  case 

law i s  unc lea r  on t h i s  m a t t e r .  



I f  the L e g i s l a t u r e  wishes t o  cons ider  t e r m i n a t i n g  the S t a t e  Compensation 

Fund and/or t r a n s f e r r i n g  some o f  the Fund 's  s u r p l u s  t o  the  General Fund, 

i t  should o b t a i n  f u r t h e r  l e g a l  research on t he  p o t e n t i a l  consequences o f  

such a c t i o n .  

The Legislature Should Evaluate The S ta te 's  Relationship 
W i th The State Compensat ion Fund (see pages 25-37) 

The need f o r  the  Compensation Fund and i t s  r o l e  i n  p r o v i d i n g  workers '  

compensation insurance has changed s i nce  the Fund was e s t a b l  ished i n  

1925. The Fund was i n i t i a l l y  in tended t o  i nsu re  a l l  employers,  and i n  

p a r t i c u l a r  those employers unable t o  o b t a i n  insurance elsewhere. 

However, the Fund i s  no longer r equ i r ed  t o  i nsu re  employers,  and i s  now 

one o f  more than 100 companies i n  Ar i zona  competing i n  the  workers '  

compensa t  i on market . 

Al though the Fund no longer  serves as an i n s u r e r  o f  l a s t  r e s o r t ,  i t  

cont inues t o  b e n e f i t  f rom i t s  pas t  and p resen t  r e l a t i o n s h i p  w i t h  the 

S t a t e .  The Fund accumulated s u b s t a n t i a l  reserves between 1926 and 1968 

when the I n d u s t r i a l  Commission a l lowed i t  t o  charge r a t e s  10 percent  

below o ther  i n s u r e r s .  These reserves p rov i ded  s u f f i c i e n t  investment 

income t o  a l l o w  t he  Fund t o  s e l l  p o l i c i e s  a t  lower cos t s  and o f f e r  y e a r l y  

d iv idends  a f t e r  i t  became a separate  agency i n  1969. As a r e s u l t ,  the 

Fund has ma in ta ined  a s i z a b l e  market share and the  reserves needed t o  

adequately fund t h i s  share con t inue  t o  enable  t he  Fund t o  o f f e r  lower 

p r i c e s  and d i v i d e n d s .  Thus, the Fund con t inues  t o  en joy  a  compe t i t i ve  

advantage over p r i v a t e  i n s u r e r s .  I n  a d d i t i o n  t o  t h i s  advantage, the Fund 

saves approx imate ly  $2 .4  m i  l I i on  annual l y  because i t pays no Federal  

income tax and i s  no t  r e q u i r e d  t o  es tab l  i s h  the  s e c u r i t y  depos i t  r equ i r ed  

o f  o ther  i n s u r e r s .  The Fund saves another $1.4 m i l l i o n  each year by 

purchas ing goods on S t a t e  c o n t r a c t s  and p a r t i c i p a t i n g  i n  the S t a t e  

personnel  system, r i s k  management and cash management programs. 

The L e g i s l a t u r e  shou ld  cons ider  reduc ing the Fund 's  c o m p e t i t i v e  advantage 

by r e q u i r i n g  i t  t o :  1 )  pay the  equ i va l en t  o f  i t s  Federa l  income tax 

l i a b i l i t y  t o  the General Fund, and 2 )  reimburse the  S t a t e  f o r  the f u l l  

cos t  o f  a l l  s e r v i c e s  p a i d  f o r  by General Fund a p p r o p r i a t i o n s .  The 

L e g i s l a t u r e  should  a l s o  rev iew the need f o r  the  Fund and determine 

whether the S t a t e  shou ld  compete w i t h  p r i v a t e  i n s u r e r s .  



Claims Management Could Be Improved 
Through Pr i va te  Sector Procedures (see pages 39-51 ) 

The Fund does no t  employ p rocedures  commonly used by p r i v a t e  i n s u r e r s  t o  

manage c l a i m s .  U n l i k e  most p r i v a t e  companies c o n t a c t e d  by A u d i t o r  

General s t a f f ,  the Fund does n o t  a s s i g n  cases so t h a t  more exper ienced 

s t a f f  handle more d i f f i c u l t ,  complex cases. Procedures f o r  managing 

c la ims  a r e  a l s o  weak compared w i t h  p r i v a t e  i n s u r e r s .  S u p e r v i s o r y  rev iew 

o f  c la ims  i s  l i m i t e d ,  i n v e s t i g a t i o n s  a r e  o f t e n  n o t  thorough o r  t i m e l y ,  

and the Fund does n o t  use enough medica l  personnel  t o  manage medica l  

aspects o f  c l a i m s .  

F a i l u r e  t o  manage c l a i m s  can r e s u l t  i n  unnecessary c o s t s  and, 

consequent ly ,  h igher  premiums f o r  p o l i c y h o l d e r s .  For  example, a  c l a i m s  

r e p r e s e n t a t i v e  d i d  n o t  i n v e s t i g a t e  d i s c r e p a n c i e s  i n  c l a i m s  i n f o r m a t i o n  o r  

f o l l o w  up on medica l  r e p o r t s  t h a t  i n d i c a t e d  a  c l a i m  was n o t  v a l i d .  As a  

r e s u l t ,  t h e  Fund p a i d  a lmost  $90,000 f o r  unnecessary t r e a t m e n t .  I n  

another case,  the Fund a u t h o r i z e d  q u e s t i o n a b l e  s u r g e r y  t h a t  r e s u l t e d  i n  

$99,000 o f  unnecessary med i ca l and compensat i on c o s t s  . 

Access Control And Disaster  Recovery Procedures 
For S t a t e  Fund Data Processing Are Weak (see pages 53-58) 

Although the  S t a t e  Fund re1 i e s  heav i  l y  on i t s  e l e c t r o n i c  d a t a  p r o c e s s i n g  

(EDP) system f o r  many o p e r a t i o n s ,  c o n t r o l s  a r e  weak i n  two c r i t i c a l  

areas.  The Fund has n o t  e s t a b l i s h e d  e f f e c t i v e  c o n t r o l s  such as 

passwords, opera t  i ons  logs and p h y s i c a l  r e s t r i c t  i o n s  t o  p r o t e c t  EDP 

o p e r a t i o n s  and programs f rom u n a u t h o r i z e d  access.  Lack o f  c o n t r o l  

increases t h e  r i s k  o f  f r a u d  and abuse. I n  a d d i t i o n ,  the  Fund has n o t  

developed adequate p l a n s  t o  ensure c o n t i n u e d  o p e r a t i o n s  i n  t h e  event  o f  a  

d i s a s t e r .  The Fund has an i n f o r m a l  agreement w i t h  ano ther  o r g a n i z a t i o n  

t o  use i t s  computer b u t  has n o t  determined how much t ime would be 

a v a i l a b l e ,  f requency o r  d u r a t i o n  o f  use.  

Some Actions Have Not Been 
F i scat l y  Respons i b l e (see pages 59-66) 

The Fund has demonstrated q u e s t i o n a b l e  f i s c a l  r e s p o n s i b i l i t y  i n  some 

areas.  Recent b u i l d i n g  a c q u i s i t i o n s  d i d  n o t  comply w i t h  s t a t u t o r y  



requirements because the  Fund d i d  no t  submit  c a p i t a l  o u t l a y  p l a n s  t o  the 

J o i n t  L e g i s l a t i v e  Budget Committee o r  o b t a i n  a p p r o p r i a t e  a u t h o r i z a t i o n  

from i t s  Investment Committee. I n  a d d i t i o n ,  some expenses from the  Fund's 

annual t r a i n i n g  programs seem ex t ravagan t .  The Fund spent more than 

$113,000 i n  1987 and 1988 f o r  two t r a i n i n g  i n s t i t u t e s .  Expendi tures 

inc luded  meals, l odg ing  and a r r i v a l  g i f t s  f o r  o u t - o f - s t a t e  guests ;  

l odg ing  f o r  employees n o t  on t r a v e l  s t a t u s ;  and g i f t s  o f  watches, luggage 

and lea ther  a t t ache  cases f o r  some employees. Some o f  these expenses, 

e s p e c i a l l y  the g i f t s ,  may v i o l a t e  c o n s t i t u t i o n a l  and s t a t u t o r y  

r e s t r i c t i o n s  on use o f  p u b l i c  monies. 

The Fund's educa t ion  b e n e f i t s  a re  much more l i b e r a l  than those o f  most 

o the r  S ta te  agenc ies,  a l l o w i n g  f u l l  payment, i n  advance, o f  glJ c o s t s  f o r  

pu rsu ing  academic degrees. For example, the Fund p a i d  n e a r l y  $11,000 

between January 1987 and February  1988 f o r  one employee's educa t i on .  

The Board May Not Adequate ly  
Represent Po l i cyho l d e r s  (see pages 67-71 ) 

The composi t ion o f  t he  S t a t e  Fund Board o f  D i r e c t o r s  l i m i t s  i t s  

e f f e c t i v e n e s s  i n  r e p r e s e n t i n g  p o l i c y h o l d e r s .  A l though the  law requ i r es  

t h a t  members be p o l i c y h o l d e r s  when appo in ted ,  weaknesses i n  the 

appointment process have p l aced  nonpo I icyho l d e r s  on the  Board.  Of the 12 

persons se rv i ng  on the Board s i nce  i t  was e s t a b l i s h e d  i n  1969, t h ree  were 

no t  p o l i c y h o l d e r s  when appo in ted  and t h ree  o the rs  purchased l i m i t e d  

p o l i c i e s  j u s t  p r i o r  t o  appoin tment .  Thus, h a l f  o f  the Fund's d i r e c t o r s  

d i d  no t  have the p r i o r  exper ience  w i t h  the Fund, as imp l i ed  by law. I n  

a d d i t i o n ,  the three-member Board may be too  smal l  t o  f u n c t i o n  

e f f e c t i v e l y .  I t s  s i z e  makes compliance w i t h  A r i z o n a ' s  Open Meet ing Law 

almost imposs ib le ,  s i n c e  any conversa t ions  o r  meet ings between two 

members c o n s t i t u t e  a c t i o n s  i n v o l v i n g  a quorum o f  the Board.  
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INTRODUCTION AND BACKGROUND 

The O f f i c e  o f  the A u d i t o r  General has conducted a performance a u d i t  o f  

the S t a t e  Compensation Fund i n  response t o  a June 2 ,  1987, r e s o l u t i o n  o f  

the J o i n t  L e g i s l a t i v e  Ove rs i gh t  Committee. Th i s  performance a u d i t  was 

conducted as p a r t  o f  t he  Sunset Review se t  f o r t h  i n  A r i zona  Revised 

S t a t u t e s  (A.R.S.) 9941-2351 through 41-2379. 

Ar izona law requ i r es  t h a t  a l l  employers w i t h  one o r  more employees 

p rov i de  workers '  compensation coverage. Employers may i nsu re  t h i s  

l i a b i l i t y  e i t h e r  through t he  S t a t e  Compensation Fund, through a p r i v a t e  

insurance c a r r i e r ,  o r  th rough  se l f - i n su rance .  Workers' compensation 

insurance pays a l l  medica l  c o s t s  r e s u l t i n g  from work r e l a t e d  i n j u r i e s ,  

and compensation f o r  l o s t  wages. 

The S t a t e  Compensation Fund was e s t a b l i s h e d  i n  1925 as p a r t  o f  the 

I n d u s t r i a l  Commission. The I n d u s t r i a l  Commission admin is te red  the  Fund 

u n t i l  1969 when l e g i s l a t i o n  e s t a b l i s h e d  the Fund as an independent 

agency. I n  1983 a d d i t i o n a l  l e g i s l a t i o n  exempted the Fund from some 

management and rev iew requi rements  a p p l i c a b l e  t o  S t a t e  agenc ies,  such as 

budgetary and f i s c a l  rev iews ,  su rp l us  p r o p e r t y  and purchas ing 

requirements.  I n  a d d i t i o n ,  t he  Fund became sub jec t  t o  S t a t e  insurance 

s t a t u t e s .  

The Fund has grown s i g n i f i c a n t l y  i n  recent  years ,  and i s  c u r r e n t l y  the 

l a rges t  w r i t e r  o f  workers '  compensation insurance i n  Ar i zona .  Accord ing 

t o  Fund budget i n f o r m a t i o n ,  the number o f  Fund p o l i c y h o l d e r s  has 

increased from 31,034 i n  1985 t o  an es t imated  42,000 i n  1988. I n  the 

same p e r i o d ,  premiums w i l l  n e a r l y  double f rom $104.4 m i l l i o n  t o  

approx imate ly  $190 mi l l i on .  The number o f  c l a ims  processed by t he  Fund 

i s  expected t o  increase approx imate ly  27 pe rcen t ,  from 54,524 i n  1985 t o  

an es t imated  69,000 i n  1988. 



Organ iza t ion  And S t a f f i n g  

The Fund i s  under t he  d i r e c t  s u p e r v i s i o n  o f  a three-member Board o f  

D i r e c t o r s  appo in ted  by t he  Governor f o r  three-year  terms. Members a re  

requ i red  t o  be Fund p o l i c y h o l d e r s  o r  employees o f  p o l i c y h o l d e r s .  The 

Board has a u t h o r i t y  t o  make r u l e s  and r e g u l a t i o n s  as i t  deems p rope r ,  and 

appoin ts  the Fund Manager, respons ib le  f o r  the  o r g a n i z a t i o n ' s  d a i l y  

opera t ions .  The Board may a l s o  d e c l a r e  d i v i dends  f o r  i t s  p o l i c y h o l d e r s .  

I n  1987 i t  dec la red  d i v i dends  o f  approx imate ly  $30 m i l l i o n .  

The Fund's Investment Committee i s  s t a t u t o r i l y  respons ib le  f o r  

e s t a b l i s h i n g  the investment p o l i c y  and s u p e r v i s i n g  the Fund 's  investment 

a c t i v i t i e s .  T h i s  five-member Committee c o n s i s t s  o f  the  Chai r  o f  the 

Board o f  D i r e c t o r s ,  t he  Fund Manager, and t h ree  persons appoin ted by the  

Governor who a re  knowledgeable i n  investments and economics. I n  1987 the 

Fund invested more than  $591 m i  l I i on .  

The Fund has 689 a u t h o r i z e d  f u l l - t i m e  (FTE) p o s i t i o n s  f o r  1988. The Fund 

operates from an o f f i c e  loca ted  i n  the Abacus b u i l d i n g  i n  c e n t r a l  

Phoenix. The home o f f i c e  has 534 FTEs. Fund s t a f f  a l s o  work out  o f  

d i s t r i c t  o f f i c e s  i n  F l a g s t a f f ,  Tucson, Mesa, Glendale ,  Phoenix,  Show Low, 

Lake Havasu C i t y ,  P r e s c o t t  and Yuma. D i s t r i c t  ope ra t i ons  account f o r  155 

FTEs . 

Budget And F i n a n c i a l  P o s i t i o n  

The .State  Compensat i o n  Fund i s  funded by premi um and investment income, 

r ece i v i ng  no General Fund a p p r o p r i a t i o n s .  I t  opera tes  on a ca lendar  year 

bas i s ,  and annua l l y  must submit an o p e r a t i n g  and c a p i t a l  o u t l a y  budget t o  

the J o i n t  L e g i s l a t i v e  Budget Committee (JLBC) f o r  rev iew and approva l .  

The JLBC approved $34 m i l l i o n  f o r  Fund ope ra t i ons  i n  1988. Table 1 shows 

Fund expend i tu res  exc l ud ing  compensation and medica l  b e n e f i t s  f o r  

calendar years  1986 and 1987 and the approved budget f o r  1988. No 

c a p i t a l  o u t l a y  reques ts  were made d u r i n g  t h i s  p e r i o d .  



TABLE 1  

FTE p o s i t i o n s  

STATE COMPENSATION FUND 
EXPENDITURES FOR 

CALENDAR YEARS 1986 THROUGH 1988(a) 
(unaudi t e d )  

Personal  s e r v i c e s  
Employee r e l a t e d  expenses 
P r o f e s s i o n a l  & o u t s i d e  

se r v  i ces 
T rave l  - S t a t e  
T rave l  - o u t - o f - S t a t e  
Other o p e r a t i n g  expenses 
Equipment 
Claims ad jus tment  s e r v i c e s  
N a t i o n a l  Counc i l  fees 
Premium tax  t o  I C A  
Uncol l e c t i b l e  premiums 
Rea l /pe r  sona l 

p r o p e r t y  t a x  
L icense and fees 
B u i l d i n g  occupancy c o s t s  
Computer s o f t w a r e  expenses 
0  the  r  

TOTAL 

1986 
Ac tua l  

1987 
A c t u a l  -. 

( a )  E x p e n d i t u r e  amounts are rounded.  

Source:  J o i n t  L e g i s l a t i v e  Budget Committee s t a f f .  

1988 
Approved 



I n  a d d i t i o n ,  the Fund i s  r equ i r ed  by s t a t u t e  t o  have an a u d i t  o f  i t s  

accounts ,  funds and s e c u r i t i e s  by an independent f i r m  o f  c e r t i f i e d  p u b l i c  

accountants .  F i n a n c i a l  s ta tements  f o r  the  years  ended December 31,  1986 

and 1987 were a u d i t e d  by pub1 i c  accoun t ing  f  i rms whose r e p o r t s  expressed 

u n q u a l i f i e d  op in i ons  on the  s ta tements .  Table 2 (page 5) presen ts  the 

1986 and 1987 s ta tement  o f  ope ra t i ons  and statements o f  changes i n  

p o l i c y h o l d e r s '  s u r p l u s .  I n  1987, the  Fund's revenues increased 10 

percent  w h i l e  i t s  expenses increased 22 percent  over p r i o r  yea rs .  Table 

3  (page 6 )  presents  the  Fund 's  ba lance sheets  f o r  1986 and 1987. 

Audit Scope and Purpose 

Th i s  performance a u d i t  was conducted t o  eva lua te  the  S t a t e  Compensation 

Fund's opera t ions ,  focus ing  on these s p e c i f i c  o b j e c t i v e s .  

0 To determine t he  e x t e n t  o f  L e g i s l a t i v e  a u t h o r i t y  over the  Fund. 

e To eva lua te  t he  r o l e  o f  the  S t a t e  Fund i n  p r o v i d i n g  workers '  

compensation insurance i n  Ar i zona  and t o  determine the ex ten t  o f  

S t a t e  support f o r  Fund ope ra t i ons .  

e To determine the  e f f i c i e n c y  and e f f e c t i v e n e s s  o f  the Fund 's  c la ims  

management and ope ra t i ons .  

e To eva lua te  the adequacy o f  access c o n t r o l s  and d i s a s t e r  recovery 

procedures o f  the Fund 's  computer system. \ 

0 To determine i f  the  Fund has ac ted  i n  a  f i s c a l l y  respons ib le  manner. 

0 To determine i f  the S t a t e  Fund Board o f  D i r e c t o r s  adequate ly  

represents  p o l i c y h o l d e r s .  

Th i s  r epo r t  a l s o  c o n t a i n s  Other P e r t i n e n t  I n f o rma t i on  rega rd i ng  the 

Investment Committee, i t s  ope ra t i ons  and i t s  r e l a t i o n s h i p  t o  the  Board o f  

D i r e c t o r s  (see page 7 3 ) .  



TABLE 2 

STATE COMPENSATION FUND 
STATEMENTS OF OPERATIONS AND 

STATEMENTS OF CHANGES I N  POLICYHOLDERS' SURPLUS, 
1986 AND 1 9 8 7 ( a )  

Statement o f  Operations 

Revenues 
Premiums earned 

Investment income: 
I n t e r e s t  
A l l o c a t i o n  t o  s e l f - r a t e r s  
Net g a i n  on s a l e  o f  investments  

0 the r i ncome 

B e n e f i t s  and o t h e r  expenses 
Compensation and medica l  b e n e f i t s  
Premium taxes 
A d m i n i s t r a t i v e  expenses 

Year ended December 31, 

9 1987 
( i n thousands ( i n thousands 

Net g a i n  $ 29.212 

Statement o f  changes i n  po l icyholders '  surplus 

Balance, b e g i n n i n g  o f  year  $ 63,838 $ 73,050 
Net g a i n  29,212 35,742 
P r o v i s i o n  f o r  p o l i c y h o l d e r s '  d i v i d e n d s  (20,000 ) (30,000 

Balance, end o f  year  

( a )  F i n a n c i a l  s ta temen t  n o t e s  accompany t h e  i n f o r m a t i o n  p resen ted  i n  t h i s  t a b l e .  See 

S t a t e  Compensation Fund 1987 Annual Repor t ,  F i n a n c i a l  Sta tements ,  f o r  t hese  no tes .  

Source: A r i zona  S t a t e  Compensation Fund 1987 Annual R e p o r t .  



TABLE 3 

STATE COMPENSATION FUND 
BALANCE SHEET 
1986 AND 1 9 8 7 ( a )  

December 31 , 
1986 1987 

( i n  thousands) ( i n  thousands) 
Assets 
Investment s e c u r i t i e s :  

Bonds and c e r t i f i c a t e s  
Mortgages 

Shor t - term investments  

Cash 292- 103 
Premiums r e c e i v a b l e ,  n e t  o f  a l lowance f o r  

u n c o l l e c t i b l e  premiums o f  $600,000 i n  
1986 and $700,000 i n 1987 28,375 27,918 

Accrued i n t e r e s t  r e c e i v a b l e  8,921 10,914 
Land, b u i l d i n g s  and equ ipment ,  ne t  35,301 -- 39,780 

L i a b i l i t i e s  and p o l i c y h o l d e r s '  s u r p l u s  
L i a b i l i t v  f o r  i n c u r r e d  b u t  unpaid  losses 
Pol  i c y h o i d e r s t  d i v i d e n d s  
P o l i c y h o l d e r s '  advance premiums 
Accounts payable and o t h e r  accrued 

l i a b i  l i t i e s  

P o l i c y h o l d e r s '  s u r p l u s  73,050 78,792 

( a )  F i n a n c i a l  s ta tement  no tes  accompany t h e  i n f o r m a t i o n  presented i n  t h i s  tab1 e .  

See S ta te  Compensation Fund 1987 Annual Repor t ,  F i n a n c i a l  Statements, f o r  these 

notes.  

Source: Ar izona S t a t e  Compensation Fund 1987 Annual R e p o r t .  



The s e c t i o n  Areas For F u r t h e r  A u d i t  Work (page 75)  addresses issues we 

i d e n t i f i e d  d u r i n g  the  course o f  our a u d i t  b u t  were unable  t o  research due 

t o  t ime c o n s t r a i n t s .  

T h i s  a u d i t  was conducted i n  accordance w i t h  g e n e r a l l y  accepted government 

a u d i t i n g  s tandards .  

The Aud i to r  General and s t a f f  express a p p r e c i a t i o n  t o  the  Board o f  

D i r e c t o r s ,  Investment Committee, Fund Manager and s t a f f  o f  the S t a t e  

Compensation Fund f o r  t h e i r  c o o p e r a t i o n  and a s s i s t a n c e  d u r i n g  the  course 

o f  our a u d i t .  



SUNSET FACTORS 

I n  accordance w i t h  A r i z o n a  Rev ised S t a t u t e s  541-2354, t h e  L e g i s l a t u r e  

shou ld  cons ider  t h e  f o l l o w i n g  12 f a c t o r s  i n  d e t e r m i n i n g  whether t h e  S t a t e  

Compensation Fund ( t h e  Fund),  t h e  Board o f  D i r e c t o r s ,  the  Investment  

Committee and the Fund Manager shou ld  be c o n t i n u e d  o r  t e r m i n a t e d .  

1 .  Object ive and purpose i n  estab l ish ing  the Fund 

I n  1925 the L e g i s l a t u r e  e s t a b l i s h e d  the  S t a t e  Compensation Fund 

w i t h i n  the I n d u s t r i a l  Commission t o  p r o v i d e  worke rs '  compensat ion 

insurance.  I n  a d d i t i o n ,  t h e  Fund was r e q u i r e d  t o  i n s u r e  A r i z o n a  

employers who c o u l d  n o t  o b t a i n  w o r k e r s '  compensation insu rance  

coverage from p r i v a t e  c a r r i e r s  o r  genera te  the  f i n a n c i a l  a b i l i t y  t o  

s e l  f - i n s u r e .  

The r o l e  o f  the  Fund changed i n  1968 when the L e g i s l a t u r e  removed t h e  

Fund from the  I n d u s t r i a l  Commission and s e t  i t  up as a s e p a r a t e  S t a t e  

agency. L e g i s l a t i o n  passed a t  t h i s  t ime  a l s o  e l i m i n a t e d  the  

requirement t h a t  t h e  Fund se rve  as t h e  i n s u r e r  o f  l a s t  r e s o r t  and 

c rea ted  an ass igned  r i s k  p l a n  (see F i n d i n g  1 1 ,  p-age 2 5 ) .  A l though  

the Fund remains a S t a t e  agency, i t  competes w i t h  p r i v a t e  c a r r i e r s  i n  

the  workers '  compensat ion insu rance  market  and i s  t h e  ma jo r  p r o v i d e r  

o f  w o r k e r ' s  compensat ion insu rance  i n  A r i z o n a .  

2 .  The ef fect iveness w i t h  which the Fund has met i t s  o b j e c t i v e  and 

purpose and the e f f i c i e n c y  w i t h  which the Fund has operated 

The Fund has been g e n e r a l l y  e f f e c t i v e  i n  p r o v i d i n g  s i g n i f i c a n t  

b e n e f i t s  t o  A r i z o n a  employers th rough  lower premiums and d i v i d e n d s  

than m igh t  be o f f e r e d  by p r i v a t e  c a r r i e r s .  I n  a d d i t i o n ,  t h e  Fund 

appears t o  i n s u r e  the  m a j o r i t y  o f  A r i z o n a  employers engaged i n  

hazardous i n d u s t r i e s  such as underground and s u r f a c e  m i n i n g ,  l o g g i n g  

and a i r c r a f t  o p e r a t i o n s .  



Although the Fund appears t o  have been e f f e c t i v e  i n  meet ing  i t s  

o b j e c t i v e ,  we i d e n t i f i e d  ways i n  which the Fund cou ld  improve the 

e f f i c i e n c y  and e f f e c t i v e n e s s  o f  i t s  ope ra t i ons .  

o The Fund cou ld  s i g n i f i c a n t l y  improve i t s  c l a ims  a d m i n i s t r a t i o n  
and p o t e n t i a l l y  reduce c la ims  cos ts  through more app rop r i a t e  
case assignments,  improved superv iso ry  rev iew o f  c l a i m s ,  
ensur ing  a  minimum l e v e l  o f  i n v e s t i g a t i o n  f o r  c l a ims ,  and 
s t reng then ing  medica l  management o f  c la ims  (see F i n d i n g  I l l ,  
page 39 ) .  

The Fund cou ld  e l i m i n a t e  s i g n i f i c a n t  weaknesses i n  i t s  
e l e c t r o n i c  da ta  p rocess ing  system, i n c l u d i n g  computer access 
c o n t r o l s  and p h y s i c a l  s e c u r i t y  which expose the  Fund t o  
p o t e n t i a l  f r aud  and abuse. A d d i t i o n a l l y ,  t he  Fund cou ld  improve 
i t s  EDP d i s a s t e r  recovery  c o n t r o l  procedures (see F i n d i n g  I V ,  
page 53 ) .  

The Board o f  D i  r e c t o r s  c o u l d  more e f f e c t i v e l y  represen t  po l  i c y h o l d e r s  

i f  members were requ i r ed  t o  be Fund p o l i c y h o l d e r s  f o r  a t  l e a s t  one 

year p r i o r  t o  t h e i r  appoin tment ,  and i f  the s i z e  and makeup a f  the 

Board were enhanced (see F i n d i n g  V I  , page 6 7 ) .  

3 .  The e x t e n t  t o  which t he  Fund has operated w i t h i n  t h e  p u b l i c  i n t e r s  

The Fund i s  g e n e r a l l y  o p e r a t i n g  i n  the p u b l i c  i n t e r e s t  by meet ing i t s  

o b j e c t i v e  and purpose. I t  p rov i des  d i r e c t  b e n e f i t s  t o  those 

employers who choose t o  i nsu re  w i t h  the  Fund. However, the Fund d i d  

not a c t  i n  the p u b l i c  i n t e r e s t  when i t  v i o l a t e d  s t a t u t e s  regard ing  

a c q u i s i t i o n  o f  r ea l  p r o p e r t y ,  used t r a i n i n g  funds t o  purchase g i f t s  

and awards f o r  employees and o t h e r s ,  and e s t a b l i s h e d  educa t ion  

b e n e f i t s  w e l l  beyond those o f  most S t a t e  agencies (see F i n d i n g  V ,  

page 5 9 ) .  

4 .  The e x t e n t  t o  which r u l e s  and r e g u l a t i o n s  promulgated by t h e  Fund 
a re  cons i s t en t  w i t h  t he  L e g i s l a t i v e  mandate 

Al though the Board o f  D i r e c t o r s  and the Fund Manager have s t a t u t o r y  

a u t h o r i t y  t o  promulgate r u l e s  and r e g u l a t i o n s ,  n e i t h e r  has chosen t o  

do so.  



5 .  The extent t o  which the Fund has encouraged input from the pub l i c  
before promulgating ru les  and regulat ions and the extent  t o  which i t  
has informed the pub l i c  as t o  i t s  act ions and t h e i r  expected impact 
on the pub1 i c  

Since n e i t h e r  t h e  Board o f  D i r e c t o r s  nor  t h e  Fund Manager have chosen 

t o  promulgate r u l e s  and r e g u l a t i o n s ,  i n p u t  from the  p u b l i c  has no t  

been necessary.  The Board o f  D i r e c t o r s  and t h e  Investment Committee 

post  p u b l i c  n o t i f i c a t i o n s  o f  t h e i r  meet ings i n  accordance w i t h  the 

Open Meet ing Law t o  i n f o r m  the  p u b l i c  o f  t h e i r  mee t ings .  However, 

due t o  the smal I s i z e  o f  the  Board o f  D i r e c t o r s ,  two Board members 

c o n s t i t u t e  a  quorum and, t h e r e f o r e ,  even c o n v e r s a t i o n s  between 

members c o u l d  v i o l a t e  t h e  Open Meet ing  Law i f  adequate n o t i f i c a t i o n  

i s  not  made (see F i n d i n g  V l ,  page 6 7 ) .  

6 .  The extent t o  which the Fund has been able t o  invest igate  and 
resolve complaints that  are w i t h i n  i t s  j u r i s d i c t i o n  

T h i s  f a c t o r  does n o t  a p p l y  s i n c e  the  Fund i s  no t  a  r e g u l a t o r y  agency. 

7 .  The extent t o  which the Attorney General or  any other app l icab le  
agency o f  State government has the au tho r i t y  t o  prosecute ac t ions 
under enabling l e g i s l a t i o n  

T h i s  f a c t o r  does n o t  a p p l y  s i n c e  t h e  Fund i s  n o t  a  r e g u l a t o r y  o r  

enforcement agency. 

8 .  The extent t o  which the Fund has addressed de f i c ienc ies  i n  i t s  
enabling s ta tu tes  which prevent i t  from f u l  f  i I l ing i t s  s t a tu to r y  
mandates 

According t o  Fund o f f i c i a l s ,  i n  1986 the  Fund d r a f t e d  and suppor ted 

l e g i s l a t i o n  which extended the  b e n e f i t s  o f  the  Workers '  Compensation 

Law t o  i n d i v i d u a l  owners o f  bus iness  ( s o l e  p r o p r i e t o r s )  i f  these 

i n d i v i d u a l s  d e s i r e d  such coverage. P r i o r  t o  t h i s ,  t h e  Fund proposed 

l e g i s l a t i o n ,  enacted i n  1983, which e l i m i n a t e d  General Fund suppor t  

f o r  some Fund s e r v i c e s ,  i n c l u d i n g  te Iecommunicat ions,  motor  p o o l ,  

f i n a n c e ,  and l i b r a r y  and a r c h i v e s .  

9 .  The extent to  which changes are necessary i n  the laws o f  the Fund t o  
adequately comply w i t h  the fac tors  l i s t e d  i n  the Sunset Law 

Based on our a u d i t  work we recommend t h a t  the L e g i s l a t u r e  cons ide r  

t h e  f o l l o w i n g  changes t o  the  s t a t u t e s  o f  the  Fund and i t s  Board o f  

D i  r e c t o r s .  
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a Amend A .R .S .  $23-987 t o  requ i re  the Fund t o  pay an amount t o  the 

State General Fund equ iva len t  t o  the Federal income tax i t  would 

owe as a p r i v a t e  company (see Finding I  I ,  page 25) .  

a Amend A.R.S. $23-981.01 t o  requ i re  tha t  persons appointed to  the 

Board o f  D i r e c t o r s  be insured by the Fund f o r  a minimum o f  one 

year p r i o r  t o  t h e i r  appointment (see Finding V I ,  page 67) .  

a Amend A . R . S .  $23-981.01 t o  increase the s i z e  o f  the Board o f  

D i r e c t o r s  t o  a t  leas t  f i v e  members and prov ide  fo r  expanded 

pol i cyho lder representat ion  o f  speci f  ied  occupat ions and 

i n t e r e s t s  on the Board (see Finding V I ,  page 67 ) .  

10. The ex ten t  t o  which the te rm ina t i on  o f  the Fund would s i g n i f i c a n t l y  
harm the p u b l i c  hea l th ,  sa fe t y  o r  wel fare 

Termination o f  the Fund would not  s i g n i f i c a n t l y  harm p u b l i c  we l fa re .  

More than 100 p r i v a t e  insurance c a r r i e r s  are c e r t i f i e d  to  prov ide 

workers' compensation insurance to  Arizona employers. I n  a d d i t i o n ,  

there i s  an assigned r i s k  p lan  fo r  those employers who are unable to 

ob ta in  insurance from p r i v a t e  c a r r i e r s .  However, te rminat ing  the 

Fund could cause d i s rup t i ons  i n  the supply o f  workers '  compensation 

insurance, and may be p a r t i c u l a r l y  d i f f i c u l t  f o r  the employers 

engaged i n  hazardous i ndus t r i es  who tend to insure w i t h  the Fund (see 

Finding l I ,  page 25) .  

11. The extent  t o  which the l eve l  o f  regu la t i on  exerc ised by the Fund i s  
appropr iate and whether less o r  more s t r i n g e n t  l e v e l s  o f  regu la t i on  
would be appropr ia te  

This fac tor  does not apply s ince the Fund i s  not a regu la tory  agency. 

12. The extent  t o  which the Fund has used p r i v a t e  con t rac to rs  i n  the 
performance o f  i t s  d u t i e s  and how e f f e c t i v e  use o f  p r i v a t e  
cont rac tors  could be accomplished 

The Fund u t i l i z e s  the serv ices o f  a v a r i e t y  o f  p r i v a t e  cont rac tors  i n  

performing i t s  d u t i e s .  Major serv ices used by the Fund inc lude 

computer ass is tance,  ou ts ide  temporary he lp ,  legal  ass is tance,  

r e h a b i l i t a t i o n  counsel ing, and hosp i ta l  cost reviews. During 1987, 

the Fund spent over $2 m i  I  I  ion f o r  these serv ices .  



I n  a d d i t i o n ,  the Board o f  D i r e c t o r s  c o n t r a c t s  w i t h  an o u t s i d e  

a u d i t i n g  f i r m  t o  conduct an annual a u d i t  o f  t h e  Fund, a t  a  c o s t  o f  

$37,000 f o r  1987. The Board a l s o  u t i l i z e s  t h e  s e r v i c e s  o f  an o u t s i d e  

a c t u a r i a l  f i r m  t o  e s t a b l i s h  the reserves needed by the  Fund t o  cover 

losses which have a l r e a d y  occur red  b u t  have no t  y e t  been p a i d .  The 

Board p a i d  $67,500 f o r  a c t u a r i a l  s e r v i c e s  i n  1987. 

The Investment Committee, as mandated by s t a t u t e ,  uses t h e  s e r v i c e s  

o f  an investment counsel  t o  adv ise  i n  i n v e s t i n g  Fund monies,  a t  a  

c o s t  o f  approx imate ly  $112,000 i n  1987. 



FINDING I 

THE STATE COMPENSATION FUND I S  A STATE AGENCY, 

SUBJECT TO CONTROL BY THE LEGISLATURE 

The Ar i zona  L e g i s l a t u r e  can e x e r c i s e  s i g n i f i c a n t  c o n t r o l  over  t h e  S t a t e  

Compensation Fund. The Fund i s  a  S t a t e  agency, e s t a b l  i shed and o p e r a t i n g  

under s t a t u t o r y  a u t h o r i t y  g r a n t e d  by the  L e g i s l a t u r e .  As such,  t h e  

L e g i s l a t u r e  has broad c o n t r o l  over  the Fund. 

Fund Operates 
Under S t a t u t o r y  A u t h o r i t y  

The Fund was e s t a b l i s h e d  and i s  a u t h o r i z e d  t o  o p e r a t e  by s t a t u t e .  An 

a n a l y s i s  o f  A r i z o n a  s t a t u t e s  shows t h a t  t h e  Fund i s  a  S t a t e  

agency. ( I '  T h i s  a n a l y s i s  does n o t  suppor t  c o n t e n t i o n s  t h a t  t h e  Fund 

i s  a mutual  insurance company c o n t r o l l e d  by the p o l i c y h o l d e r s .  

Fund i s  a S t a t e  agency - The s t a t u t o r y  a u t h o r i z a t i o n  o f  t h e  Fund 

i d e n t i f i e s  i t  as a  S t a t e  agency e s t a b l i s h e d  t o  i n s u r e  employers a g a i n s t  

l i a b i l i t y  f o r  worke rs '  compensation and med ica l  b e n e f i t s .  As a  S t a t e  

agency, the  asse ts  o f  t h e  Fund a r e  p u b l i c  funds .  I n  a d d i t i o n ,  A r i z o n a  

law makes the  S t a t e  l i a b l e  f o r  t h e  losses s u s t a i n e d  by  t h e  Fund. 

Ar izona laws i n d i c a t e  t h a t  the  Fund i s  a  S t a t e  agency. Numerous 

s t a t u t o r y  p r o v i s i o n s  suppor t  t h i s  p o s i t i o n .  

a A . R . S .  923-981.A. The Fund i s  e s t a b l i s h e d  by the  L e g i s l a t u r e  f o r  
the  purpose o f  i n s u r i n g  employers a g a i n s t  
l i a b i l i t y  f o r  w o r k e r s '  compensat ion and med ica l  
benef i t s .  

( ' 1  T h i s  f i n d i n g  i s  g e n e r a l l y  based on a  l e g a l  a n a l y s i s  f rom t h e  A t t o r n e y  G e n e r a l ' s  

O f f i c e .  We requested a d v i c e  on t h e  L e g i s l a t u r e ' s  a u t h o r i t y  t o  t e r m i n a t e  t h e  Fund 

under t h e  Ar i zona  Sunset Law, and on t h e  s t a t u t o r y  and case l a w  a p p l i c a b l e  t o  t h e  

e x e r c i s e  o f  l e g i s l a t i v e  a u t h o r i t y .  I n f o r m a l  a d v i c e  was requested because a  fo rma l  

o p i n i o n  cou ld  n o t  be o b t a i n e d  w i t h i n  a u d i t  t i m e  c o n s t r a i n t s .  



A .R.S. $23-981 . E  The annual o p e r a t i n g  and c a p i t a l  o u t l a y  budget 
o f  the  Fund i s  approved by the  J o i n t  L e g i s l a t i v e  
Budget Comm i t  tee  . 

a A.R.S. 923-981.01 . A  The Fund i s  under t h e  s u p e r v i s i o n  o f  a Board o f  
D i r e c t o r s  appo in ted  by the  Governor.  

a A.R.S. 9 2 3 - 9 8 2 . A & B T h e  S t a t e  T reasure r  i s  the  c u s t o d i a n  o f  the  
Fund. A l l  monies c o l l e c t e d  by t h e  Fund and a l l  
d isbursements  made by the  Fund, except  f o r  
a u t h o r i z e d  investments ,  must go through the  
S t a t e  T r e a s u r e r .  

a A.R.S. 923-982.C An annual f i n a n c i a l  a u d i t  o f  the  Fund i s  f i l e d  
w i t h  the  S e c r e t a r y  o f  S t a t e  and t h e  lnsurance 
Department , and i s  open t o  pub I i c i n s p e c t  i  an .  

a A.R.S. 923-983.A The Fund sha l I  be ne i t h e r  more nor  l e s s  than 
s e l f - s u p p o r t i n g .  

A.R.S. 923-985 M a j o r i t y  o f  members o f  an Investment Committee, 
e s t a b l i s h e d  t o  s e t  investment p o l i c y  and 
superv ise  the  investment  a c t i v i t i e s  o f  t h e  Fund, 
a r e  appo in ted  by t h e  Governor.  

0 A.R.S. $23-986.A & D The insurance r e g u l a t o r y  p r o v i s i o n s  o f  T i t l e  20 
app ly  t o  the Fund t o  the same e x t e n t  as any 
mutual  c a s u a l t y  i n s u r e r  a u t h o r i z e d  t o  w r i t e  
workers '  compensation insurance.  However, i n  
t h e  event recommendations made b y  t h e  D i r e c t o r  
o f  lnsurance as a r e s u l t  o f  an examina t ion  o f  
t h e  Fund a r e  n o t  compl ied w i t h ,  t h e  D i r e c t o r  o f  
Insurance s h a l l  n o t i f y  the Governor,  P r e s i d e n t  
o f  the  Senate and Speaker o f  t h e  House. 

Because the Fund i s  a S t a t e  agency, the  a s s e t s  o f  the  Fund a r e  p u b l i c  

funds i n  the  hands o f  p u b l i c  o f f i c i a l s .  T h i s  p o s i t i o n  i s  suppor ted by 

the  f a c t  t h a t  a l l  monies c o l l e c t e d  and d isbursed  by t h e  Fund, except 

those f o r  a u t h o r i z e d  investments under A.R.S. $24-945, must go through 

the  S t a t e  T reasure r .  Fund o f f i c i a l s  a r e  p u b l i c  o f f i c i a l s  because the  

Board o f  D i r e c t o r s  i s  appo in ted  by t h e  Governor.  The Board i n  t u r n  

a p p o i n t s  the Fund Manager who i s  empowered t o  oversee the  d a i l y  

o p e r a t i o n s  o f  the  Fund. 



The Fund's s t a tus  as a  S t a t e  agency i s  f u r t h e r  suppor ted by the S t a t e ' s  

l i a b i l i t y  f o r  the losses sus ta ined  by the Fund. A.R.S. $23-981.C reads, 

i n  p a r t  

"A  Manager s h a l l  admin is te r  the s t a t e  compensation fund,  sub jec t  
t o  the a u t h o r i t y  o f  the Board o f  d i r e c t o r s ,  w i t h o u t  l i a b i l i t y  o f  
the s t a t e  beyond payment o f  losses sus ta ined  on account o f  the  
fund . " (emphas i s  added) 

This s t a t u t o r y  p r o v i s i o n  makes the  S t a t e  l i a b l e  f o r  losses sus ta ined  by 

the Fund beyond the amount o f  reserves")  and h e l d  by 

the Fund. I n  a d d i t i o n ,  p r o v i s i o n s  e s t a b l i s h i n g  procedures t o  be f o l l owed  

i f  the Fund becomes unable t o  meet i t s  l i a b i l i t i e s  a l s o  suppor t  the 

p o s i t i o n  t h a t  the S t a t e  i s  l i a b l e  f o r  c l a ims  aga ins t  the  Fund. When 

p r i v a t e  companies face inso lvency ,  the D i r e c t o r  o f  the Department o f  

Insurance can o rder  the company t a  cease ope ra t i ons .  However, i f  the 

Fund i s  i n  danger o f  becoming i n s o l v e n t ,  A.R.S. $23-986.D r equ i r es  the 

Insurance Department Di  r e c t o r  t o  make recommendat ions  t o  the Fund and 

n o t i f y  the Governor, Speaker o f  the House and P res i den t  o f  the Senate i f  

the Fund f a i l s  t o  comply w i t h  the  recommendations. 

Fund i s  not a mutual insurance company - Al though Fund o f f i c i a l s  

descr ibe i t  as a  mutual  insurance company, i t  i s  a  S t a t e  agency and no t  a  

mutual insurance o r g a n i z a t i o n .  There fo re ,  the  p o l i c y h o l d e r s  a r e  no t  

l i a b l e  f o r  losses sus ta ined  by the Fund, nor a r e  they e n t i t l e d  t o  

d iv idends .  

Al though the p r o v i s i o n s  o f  T i t l e  20 which r e g u l a t e  companies o f f e r i n g  

insurance i n  Ar i zona  app ly  t o  t he  Fund, t he  Fund 's  a u t h o r i z i n g  s t a t u t e s  

( ' 1  Reserves a r e  those  asse ts  s e t  a s i d e  t o  make f u t u r e  payments on l o s s e s  t h a t  have 
a1 ready occurred.  

('1 When d i s c u s s i n g  a  S t a t e  agency o p e r a t i n g  as an e n t e r p r i s e  fund,  such as t h e  S t a t e  
Compensation Fund, ba lance  i s  t h e  a p p r o p r i a t e  te rm f o r  those a s s e t s  which 
exceed l i a b i l i t i e s .  However, t h e  Fund i s  governed by A r i z o n a  insu rance  laws and 
r e g u l a t i o n s  which genera l1  y use t h e  te rm s u r o l u s  t o  r e f e r  t o  asse ts  i n  excess o f  
l i a b i l i t i e s .  T h i s  usage i s  common w i t h i n  t h e  insu rance  i n d u s t r y .  There fo re ,  t o  
ensure cons is tency  w i t h  A r i z o n a  l a w  and i n d u s t r y  p r a c t i c e ,  we have used t h e  term 
s u r p l u s  t o  d e s c r i b e  those  asse ts  which exceed 1  i ab i  1 i t i  es .  



do no t  e s t a b l i s h  the  Fund as a  mutual  insurance company. A mutual 

insurance company i s  g e n e r a l l y  de f i ned  as an e n t i t y  which i s  o rgan ized  

and operated f o r  the b e n e f i t  o f  i t s  p o l i c y h o l d e r s ,  who a re  by v i r t u e  o f  

t h e i r  p o l i c i e s  members o f  the company. Members u s u a l l y  e l e c t  t h e  Board 

o f  D i r e c t o r s  and a r e  l i a b l e  f o r  losses should the  company become 

i n s o l v e n t .  The payment o f  d i v idends  may be mandated by s t a t u t e  o r  be 

d i s c r e t i o n a r y w i t h  the  Board.  I f  the Board has d i s c r e t i o n ,  the r i g h t  t o  

rece ive  a  d i v i dend  c rea tes  no t r u s t  o r  p r o p e r t y  i n t e r e s t  o f  the 

po l  i cyho lder  i n  the su rp lus ! ' )  

Based on t h i s  d e f i n i t i o n ,  the Fund does no t  appear t o  be a  mutual 

insurance company because: 1 )  the Fund was c rea ted  by the L e g i s l a t u r e  and 

e x i s t s  as a  S t a t e  agency, 2 )  the  S t a t e ,  no t  the  p o l i c y h o l d e r s ,  i s  l i a b l e  

f o r  the payment o f  losses sus ta ined  by the  Fund, 3 )  the  Board members a re  

appo in ted  by the Governor r a t h e r  then e l e c t e d  by the p o l i c y h o l d e r s  and 4 )  

Fund p o l i c y h o l d e r s  a re  no t  e n t i t l e d  t o   dividend^.'^' 

L e g i s l a t u r e  Has Broad A u t h o r i t y  
Over The Fund 

Since the Fund i s  a  S t a t e  agency, the L e g i s l a t u r e  has broad a u t h o r i t y  

over the Fund. The L e g i s l a t u r e  has the  a u t h o r i t y  t o  te rm ina te  t he  Fund 

under the Ar izona Sunset Law, bu t  t he re  i s  no s t a t u t o r y  a u t h o r i t y  f o r  

s e l l i n g  the Fund. However, c o u r t s  i n  two s t a t e s  have upheld  l e g i s l a t i v e  

use o f  a  s t a t e  compensation f und ' s  s u r p l u s  monies f o r  o t h e r  pub1 i c  

purposes. 

A u t h o r i t y  t o  t e rm ina te  Fund - The L e g i s l a t u r e  may te rmina te  t he  Fund. 

The L e g i s l a t u r e  has s t a t u t o r y  a u t h o r i t y  t o  c o n t r o l  the d i s t r i b u t i o n  o f  

assets  upon d i s s o l u t i o n  o f  the Fund, and may be ab le  t o  o b t a i n  any 

remaining asse t s .  

( 1 )  See M e t h o d i s t  H o s o i t a l  o f  B r o o k l y n  v .  S t a t e  I n s u r a n c e  Fund. 64 N.Y. 2d 365. 486 

N.Y.S. 2d 905.909-910.476 N.E. 2d 304 ( C t .  ADD. 1985).  
( 2 )  A.R.S. 523-981.01.A. g r a n t s  t h e  Board d i s c r e t i o n  i n  d e c l a r i n g  d i v i d e n d s  t o  

p o l i c y h o l d e r s  b u t  does n o t  r e q u i r e  t h e  Board t o  pay d i v i d e n d s .  



The L e g i s l a t u r e ' s  a u t h o r i t y  over the Fund inc ludes  the  r i g h t  t o  t e rm ina te  

the Fund under the sunset p r o v i s i o n s  and repeal  the s t a t u t o r y  p r o v i s i o n s  

e s t a b l i s h i n g  the Fund. Under A.R.S. 941-2366.A.9, the S t a t e  Compensation 

Fund Board o f  D i r e c t o r s ,  the Fund Manager and the Investment Committee 

a re  scheduled t o  be te rm ina ted  on J u l y  1 ,  1990. Fur thermore,  A.R.S. 

941-2377.F p rov i des  t h a t  the Sunset p r o v i s i o n s  do no t  p r o h i b i t  the 

L e g i s l a t u r e  from t e r m i n a t i n g  an agency a t  an e a r l i e r  d a t e ,  o r  from 

cons ider ing  any o the r  l e g i s l a t i o n  r e l a t i v e  t o  the agency. Thus, the 

L e g i s l a t u r e  has the  a u t h o r i t y  t o  Sunset the Fund 's  a d m i n i s t r a t i v e  

func t ions  or  repeal  the s t a t u t o r y  p r o v i s i o n s  r e l a t i n g  t o  the Fund. 

The L e g i s l a t u r e  a rguab ly  may c o n t r o l  the d i s t r i b u t i o n  o f  asse ts  i f  i t  

te rminates the Fund. A.R.S. 923-1029.8 s t i p u l a t e s  t h a t  a l l  money i n  the 

Fund i s  sub jec t  t o  the d i s p o s i t i o n  o f  the  L e g i s l a t u r e  i f  the Fund 's  

enab l ing  l e g i s l a t i o n  i s  repealed.  Th i s  s t a t u t e  p rov i des  one b a s i s  f o r  

the argument t h a t  repeal  o f  the Fund 's  enab l ing  s t a t u t e s  would sub jec t  

i t s  assets t o  d i s p o s i t i o n  by the  L e g i s l a t u r e .  I f  the Fund were d i s s o l v e d  

and a l l  ou ts tand ing  c la ims  aga ins t  the  Fund were p r o p e r l y  reso lved ,  the  

remaining surp lus  may a rguab ly  be long  t o  the  S t a t e  because t he  Fund i s  a  

S ta te  agency whose l i a b i l i t i e s  a re  backed by the S t a t e .  

Ar izona s t a t u t e s  and case law p r o v i d e  l i t t l e  suppor t  f o r  the argument 

t h a t  the assets  would be long t o  the  p o l i c y h o l d e r s  upon t e r m i n a t i o n  o f  the 

Fund because: 1 )  the  Fund i s  a  S t a t e  agency, no t  a  mutual  insurance 

company, and 2) the  insurance c o n t r a c t s  w i t h  the Fund do no t  g i v e  

po l i c yho lde rs  any p r o p e r t y  i n t e r e s t  i n  the  Fund. 

I t  would be d i f f i c u l t  t o  es t ima te  what asse ts  would remain a f t e r  a l l  

ou ts tand ing  c la ims  aga ins t  the  Fund were p r o p e r l y  reso lved .  However, the 

loss reserves e s t a b l i s h e d  by the Fund, and requ i r ed  by s t a t u t e ,  f o r  

i n cu r red  but  unpaid  losses a re  a c t u a r i a l  l y  determined t o  be s u f f i c i e n t  t o  

cover such c l a ims .  There fo re ,  a t  l eas t  a  p o r t i o n ,  i f  no t  a l l ,  o f  the  

approx imate ly  $78 m i  l l i o n  i n  s u r p l u s  c u r r e n t l y  ma in ta ined  by the Fund may 

remain a f t e r  d i s s o l u t i o n  o f  the Fund and proper  r e s o l u t i o n  o f  a l l  c l a ims  

and l i a b i l i t i e s .  



Sale o f  Fund - The L e g i s l a t u r e ' s  a u t h o r i t y  over  the Fund would p robab ly  

not  inc lude  the sa le  o f  t h e  Fund t o  a  t h i r d  p a r t y .  ~ l t h o u g h  l e g i s l a t i o n  

has been in t roduced d u r i n g  recen t  l e g i s l a t i v e  sess ions t o  s e l l  the Fund, 

such l e g i s l a t i o n  may no t  p r o v i d e  adequate a u t h o r i t y  f o r  the s a l e  o f  the 

Fund as an ongoing e n t i t y .  A p r e l i m i n a r y  rev iew found no precedent i n  

case law i n w h i c h  a  s t a t e  a t tempted t o  s e l l  a  s t a t e  insurance fund as an 

ongoing s t a t e  agency. Fur thermore,  Ar izona case law c h a r a c t e r i z i n g  the  

Fund as a  p r i v a t e  t r u s t  fund cou ld  m i t i g a t e  arguments t h a t  the 

L e g i s l a t u r e  has a u t h o r i t y  t o  s e l l  the  Fund. 

Use o f  su rp l us  funds - The L e g i s l a t u r e  may have access t o  the  s u r p l u s  

mainta ined by the Fund w i t h o u t  t e r m i n a t i n g  i t .  The S t a t e ' s  l i a b i l i t y  f o r  

losses sus ta ined  by the Fund p rov i des  support  f o r  the argument t h a t  the 

L e g i s l a t u r e  may o b t a i n  a l l  o r  a  p o r t i o n  o f  t he  Fund 's  s u r p l u s .  I n  o the r  

s t a tes ,  the  l e g i s l a t i v e  t r a n s f e r  o f  insurance fund su rp l us  a l s o  p resen ts  

an argument t h a t  Fund s u r p l u s  monies may be ava i  l a b l e  t o  Ar i zona .  The 

New York and Oregon l e g i s l a t u r e s  have t r a n s f e r r e d  su rp l us  monies from 

t h e i r  s t a t e  insurance funds i n t o  t h e i r  r espec t i ve  genera l  funds. 

I n  1987, the S t a t e  Compensation Fund had approx imate ly  $21 .5  m i  l l i o n  o f  

excess su rp l us .  Accord ing t o  t he  D i r e c t o r  o f  the Department o f  

Insurance, A .R .S .  920-210 r e q u i r e s  the Fund t o  m a i n t a i n  a  $750,000 

surp lus .  A d d i t i o n a l l y ,  a  departmental  g u i d e l i n e  used t o  measure 

f i n a n c i a l  solvency suggests t h a t  a  c a r r i e r  m a i n t a i n  a  minimum o f  $1 o f  

su rp lus  monies f o r  each $3 o f  premium earned,  o r  a  r a t i o  o f  1  t o  

3 . " '  Aud i t o r  General a n a l y s i s  o f  the  Fund 's  1987 ba lance sheet found 

t ha t  the Fund r e t a i n e d  approx imate ly  $78.8 mi l l i on  i n  su rp l us  whi l e  

r e p o r t i n g  earned premiums o f  $171 . 8  m i  l l i on ,  a  r a t i o  o f  1  t o  2 .18 .  As 

such, f o r  the year end ing  December 31, 1987, the Fund's r epo r t ed  

( ' 1  Accord ing  t o  DO1 o f f i c i a l s ,  t h e  s u r p l u s  t o  premium r a t i o  o f  I t o  3 i s  a  s tandard  

used by r e g u l a t o r s  t o  e v a l u a t e  t h e  so lvency o f  a l l  c a r r i e r s .  When a  c a r r i e r  

exceeds t h i s  r a t i o ,  i t  sends a  s i g n a l  t o  r e g u l a t o r s  t h a t  an e v a l u a t i o n  o f  t h e  

c a r r i e r ' s  p r a c t i c e s  be i n  o r d e r .  A d d i t i o n a l l y ,  as a  p a r t  o f  t h e  Fund 's  anrlual 

reques t  t o  DO1 f o r  approva l  o f  a  s u b s t a n t i a l  d e v i a t i o n  ( d i s c o u n t )  f rom f i l e d  r a t e s ,  

D O 1  o f f i c i a l s  have r a i s e d  q u e s t i o n s  about t h e  Fund 's  s u r p l u s  t o  premium r a t i o .  

However, D O 1  o f f i c i a l s  s t r e s s e d  t h a t  t h e i r  concern i s  whether  t h e  Fund can suppor t  

such a  l a r g e  d e v i a t i o n  f r o m  e s t a b l i s h e d  r a t e s  and n o t  whether t h e  Fund m a i n t a i n s  

s u f f i c i e n t  s u r p l u s  t o  remain s o l v e n t .  



surp lus  exceeded Department o f  lnsurance g u i d e l i n e s  by approx imate ly  

$21.5 m i l l i o n .  ( 1 )  

The New York l e g i s l a t u r e  t r a n s f e r r e d  $190 m i l l i o n  from su rp l uses  o f  i t s  

S t a t e  lnsurance Fund ( t h e  equ i va l en t  o f  the  Ar i zona  S t a t e  Compensation 

Fund) t o  i t s  genera l  fund. I n  exchange, the L e g i s l a t u r e  p rov i ded  an 

annual $190 m i l l i o n  " d r y  a p p r o p r i a t i o n "  t o  be inc luded  as an asset  o f  the 

Fund, which would no t  a c t u a l l y  be p a i d  un less  the Fund 's  reserves  become 

deple ted.  Legal cha l l enges  t o  the t r a n s f e r  i n  New York were de fea ted  

based on a  dec i s i on  by the  c o u r t  t h a t :  1 )  the insurance fund was a  s t a t e  

agency and not  a  mutual  insurance company c o n t r o l  l ed  by the 

p o l i c y h o l d e r s ,  2 )  t he  insurance f u n d ' s  proceeds were h e l d  as s t a t e  monies 

aga ins t  which the p o l i c y h o l d e r s  had no p r o p e r t y  r i g h t s ,  and 3 )  the 

insurance fund 's  l i a b i l i t i e s  were those o f  the s t a t e  and no t  those o f  the 

p o l i c y h o l d e r s .  S i m i l a r  arguments cou ld  be made i n  r e l a t i o n  t o  the 

Ar izona Fund. 

The Oregon L e g i s l a t u r e  t r a n s f e r r e d  $81 m i l l i o n  o f  s u r p l u s  proceeds from 

i t s  Compensation fund ,  t he  S t a t e  Acc ident  lnsurance Fund (SAIF) ,  t o  i t s  

general  fund. The l e g i s l a t u r e  a l s o  imposed a  44 .5  percen t  f r a n c h i s e  tax  

on the fund 's  s u r p l u s  proceeds, t o  be e f f e c t i v e  o n l y  i f  the  s t a t u t e s  

t r a n s f e r r i n g  s u r p l u s  proceeds a re  dec la red  i n v a l i d  by the 

The $21.5 m i l l  i o n  r e p r e s e n t s  a  c o n s e r v a t i v e  e s t i m a t e  o f  t h e  excess s u r p l u s  
mainta ined by t h e  Fund. By s t a t u t e ,  t h e  Fund need o n l y  m a i n t a i n  $750,000 i n  
su rp lus .  Fur thermore,  t h e  S t a t e  i s  l i a b l e  f o r  l o s s e s  s u s t a i n e d  by  t h e  Fund, and 
the  Department o f  I n s u r a n c e  i s  r e q u i r e d  t o  n o t i f y  t h e  Governor,  t h e  P r e s i d e n t  of 
the  Senate and t h e  Speaker o f  t h e  House i n  t h e  even t  t h e  Fund i s  i n  danger o f  
becoming i n s o l v e n t .  As such, any a c t i o n  taken  a g a i n s t  t h e  Fund i n  t h e  even t  i t  d i d  
no t  meet t h e  Department o f  Insu rance  g u i d e l i n e  f o r  premium t o  s u r p l u s  r a t i o  would 
be l e f t  t o  t h e  Governor and t h e  L e g i s l a t u r e .  I n  a d d i t i o n ,  due t o  t h e  l o w  d i s c o u n t  
r a t e s  used by t h e  Fund i n  c a l c u l a t i n g  i t s  l o s s  reserves  ( s e e  Areas For  F u r t h e r  
A u d i t  Work, page 7 5 ) ,  i t  may be p o s s i b l e  t o  t r a n s f e r  a d d i t i o n a l  l o s s  reserves  t o  
su rp lus .  



cou r t s .  A l awsu i t  cha l l eng ing  t he  t r a n s f e r  o f  su rp l us  i n  Oregon i s  

p resen t l y  pending be fo re  i t s  S t a t e  Supreme Cou r t .  The Oregon A t t o rney  

General i s  a rgu ing  aga ins t  the appeal on the b a s i s  t h a t  the Oregon SAlF 

i s  an i n s t r u m e n t a l i t y  o f  the S t a t e  which by law can no t  be owned by the 

insured employers. Ra ther ,  the  insured  employers have a  c o n t r a c t  w i t h  

the SAlF which p rov i des  workers '  compensation insurance coverage f o r  a  

s p e c i f i e d  t ime p e r i o d .  The Oregon A t t o rney  General concludes t h a t  s i nce  

the emp loyer /po l i cyho lder  i s  no t  c o n t r a c t u a l l y  o r  s t a t u t o r i l y  e n t i t l e d  t o  

a  d i v i dend ,  the t r a n s f e r  o f  su rp l us  d i d  no t  v i o l a t e  any p r o p e r t y  

r i g h t s .  ( 1 )  

Ar izona case law i s  no t  c l e a r  on the t r a n s f e r  o f  Compensation Fund 

monies. The Ar i zona  Supreme Cour t  i n  Sims v .  Moeur (1933) and I n d u s t r i a l  

Commission v .  School D i s t r i c t  No. 48 (1941) h e l d  t h a t  the  Fund i s  a  t r u s t  

fund undertaken by the S t a t e  t o  be admin is te red  f o r  the  use and b e n e f i t  

o f  employees and employers/policyholders. ( 2 )  However, the Cour t  has 

a l so  recognized t h a t :  1 )  the L e g i s l a t u r e  e s t a b l i s h e d  the Fund and can 

a l so  te rm ina te  i t ,  2 )  the  Fund i s  p u b l i c  monies i n  the  hands o f  p u b l i c  

o f f i c i a l s  who admin is te r  i t ,  3 )  the Fund should  be s e l f - s u p p o r t i n g  and no 

more, and 4)  the Fund does no t  be long t o  those who admin is te r  i t ,  the 

insured employees or  the  emp loyer /po l i cyho lders .  These cases a re  n e a r l y  

50 years  o l d ,  and were decided w h i l e  the Fund was admin is te red  by the 

I n d u s t r i a l  Commission be fo re  i t  became a  separate  S t a t e  agency. However, 

cou r t s  have no t  cons idered the proper  d i s p o s i t i o n  o f  S t a t e  Fund monies 

upon i t s  t e r m i n a t i o n  o r  the use ~ f  s u r p l u s  monies f o r  non-Fund purposes: 

( 1 )  L e g i s l a t i v e  a t tempts  t o  t r a n s f e r  s u r p l u s  monies f r o m  t h e  s t a t e  insu rance  fund i n  

two o t h e r  s t a t e s ,  Oklahoma and Utah, were unsuccess fu l .  U n l i k e  New York and 

Oregon, t h e  s t a t e s  o f  Oklahoma and Utah have no l i a b i l i t y  f o r  l o s s e s  s u s t a i n e d  by 

t h e i r  r e s ~ e c t i v e  s t a t e  funds,  an i m p o r t a n t  f a c t o r  r a i s e d  i n  c o u r t  d e c i s i o n s .  
(2) A 1979 A t t o r n e y  General Op in ion  ( A r i z o n a  A t t o r n e y  General Op in ion  No. 179-091 

(R78-340)) a l s o  h e l d  t h a t  premiums p a i d  t o  t h e  Fund a r e  n o t  S t a t e  t a x  revenue under 

t h e  d e f i n i t i o n  s e t  f o r t h  i n  t h e  former  subsec t ion  E, d e l e t e d  i n  1980, of A.R.S. 

541-562. However, t h i s  o p i n i o n  addressed a  much nar rower  q u e s t i o n  - whether 

premiums were t a x  revenues. The o p i n i o n  d i d  n o t  address t h e  l a r g e r  l e g a l  i ssues  

addressed i n  o u r  i n f o r m a l  o p i n i o n ,  namely t h e  L e g i s l a t u r e ' s  a u t h o r i t y  o v e r  t h e  Fund 

and i t s  monies. 



RECOWENDAT I ON 

The L e g i s l a t u r e  shou ld  cons ide r  o b t a i n i n g  f u r t h e r  l e g a l  research  on the  

p o t e n t i a l  issues i n v o l v e d  i n  t e r m i n a t i n g  the  S t a t e  Fund. F u r t h e r  

research should address q u e s t i o n s  r e g a r d i n g  the  d i s p o s i t i o n  o f  Fund 

asse ts  upon t e r m i n a t i o n ,  the  L e g i s l a t u r e ' s  a u t h o r i t y  t o  t r a n s f e r  Fund 

asse ts  t o  the  General Fund and l e g i s l a t i v e  a u t h o r i t y  t o  s e l l  t h e  S t a t e  

Fund. 



FINDING I1 

THE LEGISLATURE SHOULD EVALUATE 

ARIZONA'S RELATIONSHIP WITH 

THE STATE COMPENSATION FUND 

The L e g i s l a t u r e  should  eva lua te  the S t a t e  o f  A r i z o n a ' s  r e l a t i o n s h i p  w i t h  

the S t a t e  Compensation Fund ( t h e  Fund).  The need f o r  the  Fund and i t s  

r o l e  i n  p r o v i d i n g  workers '  compensation insurance t o  Ar i zona  employers 

has changed s i g n i f i c a n t l y  s i nce  the  i n c e p t i o n  o f  the Fund. A l though the 

nature o f  the Fund has changed, i t  con t inues  t o  b e n e f i t  f rom i t s  

r e l a t i o n s h i p  w i t h  the  S t a t e .  Based on the e f f e c t  o f  these changes, the 

L e g i s l a t u r e  should cons ider  a l t e r i n g  the S t a t e ' s  r e l a t i o n s h i p  w i t h  the 

Fund. 

Need For Fund And I t s  R o l e  I n  Prov id ing  
Workers' Compensation Insurance 
Has Changed S i g n i f i c a n t l y  

The need f o r  the Fund and i t s  r o l e  i n  p r o v i d i n g  workers '  compensation 

insurance has changed s i g n i f i c a n t l y  s ince  the i n c e p t i o n  o f  the Fund. The 

Fund was i n i t i a l l y  e s t a b l i s h e d  t o  a c t  as a  source o f  l a s t  r e s o r t  f o r  

workers '  compensation insurance .  However, due t o  changes over t ime ,  the 

Fund i s  now A r i zona ' s  major  workers '  compensation c a r r i e r .  Th i s  

e v o l u t i o n  o f  the Fund i n d i c a t e s  t h a t  the need f o r  the  Fund has changed. 

Source o f  l a s t  r e s o r t  - The Fund was i n i t i a l l y  e s t a b l i s h e d  t o  serve as 

a  source o f  l a s t  r e s o r t  f o r  employers unable  t o  o b t a i n  workers '  

compensation insurance.  However, w h i l e  under the  a d m i n i s t r a t i o n  o f  the 

I n d u s t r i a l  Commission o f  A r i zona  ( I C A ) ,  the Fund h e l d  a  v i r t u a l  monopoly 

on workers '  compensation insurance.  Th i s  monopoly ended when the 

L e g i s l a t u r e  es tab l i shed  t he  Fund as a  separate  S t a t e  agency. 

The Fund was i n i t i a l l y  e s t a b l i s h e d  t o  i nsu re  A r i zona  employers who cou ld  

not o b t a i n  workers '  compensation insurance e lsewhere.  I n  1925 the 

L e g i s l a t u r e  adopted l e g i s l a t i o n  t h a t  r e q u i r e d  employers t o  o b t a i n  



insurance coverage f o r  i n j u r i e s  susta ined by t h e i r  employees. The 

Leg is la tu re  gave employers three a l t e r n a t i v e s  t o  secure such coverage: 1 )  

the Sta te  compensation ~ u n d , " '  2 )  p r i v a t e  insurance c a r r i e r s ,  and 3 )  

se l f - insurance,  p rov ided the employer cou ld  f u r n i s h  proof  o f  f i n a n c i a l  

a b i l i t y  t o  pay f o r  losses. 

According t o  the 1925 l e g i s l a t i o n ,  the Fund was es tab l i shed  " .  . . fo r  

the purpose o f  i n s u r i n g  employers aga ins t  l i a b i l i t y  f o r  compensation 

under t h i s  ac t  . . I '  Furthermore, a review o f  the 1925 l e g i s l a t i o n  

ind ica tes  tha t  p r i v a t e  c a r r i e r s  were not requ i red  t o  p rov ide  coverage to  

employers. Therefore,  i f  an employer cou ld  not  o b t a i n  coverage from a 

p r i v a t e  c a r r i e r  and d i d  not have the f i n a n c i a l  a b i l i t y  t o  se l f - i nsu re ,  

the Fund was the o n l y  remaining a l t e r n a t i v e .  

The 1925 l e g i s l a t i o n  e s t a b l i s h i n g  the Fund p laced i t  under the 

admin i s t ra t i ve  a u t h o r i t y  o f  the I C A .  The l e g i s l a t i o n  gave the ICA 

a u t h o r i t y  t o  set premium ra tes  fo r  bo th  the Fund and p r i v a t e  c a r r i e r s .  A 

review o f  the e a r l y  I C A  annual repor ts  reveals  t ha t  the Fund's share o f  

the workers' compensation insurance market grew from approximately 40 

percent i n  1927 t o  more than 97 percent i n  1934. Accor-ding t o  I C A  annual 

repor ts  and the Fund's  former c h i e f  counsel,  the ICA was ab le  t o  capture 

the vast m a j o r i t y  o f  the market by a1 lowing the Fund t o  o f f e r  

approximately a 10 percent d iscount  on i t s  premium ra tes  from the rates 

which the ICA set  f o r  p r i v a t e  c a r r i e r s .  

The Fund's 40-year monopoly dominat ion of  the Arizona workers' 

compensation insurance market ended when the Fund was es tab l i shed  as a 

separate S ta te  agency. I n  1968, the L e g i s l a t u r e  adopted l e g i s l a t i o n  that  

removed the Fund from the a d m i n i s t r a t i v e  a u t h o r i t y  o f  the I C A ,  thereby 

c rea t ing  the Fund as a separate S ta te  agency. The l e g i s l a t i o n  

( ' 1  The 1925 l e g i s l a t i o n  r e q u i r e d  t h e  S t a t e  o f  A r i zona  and a l l  p o l i t i c a l  s u b d i v i s i o n s  
t o  o b t a i n  t h e i r  w o r k e r s '  compensation coverage from t h e  Fund. 



a l so  removed the ICAts  a u t h o r i t y  t o  se t  insurance r a t e s " ) ,  thereby 

ending t he  Fund 's  monopoly over  the  Ar i zona  workers '  compensation 

insurance market.  

Al though the Fund no longer ma in ta i ns  a monopoly over the workers '  

compensation insurance market ,  i t  remains the major workers '  compensation 

insurance c a r r i e r  i n  Ar i zona .  I n  1986 the Fund had approx imate ly  36,000 

p o l i c y h o l d e r s .  Du r i ng  the same p e r i o d ,  the Fund repo r t ed  $145.3 m i l l i o n  

i n  earned premiums t o  the r a t i n g s  o r g a n i z a t i o n ,  approx imate ly  40 percent  

o f  a l l  earned premiums f o r  workers '  compensation insurance i n  A r i zona .  

The Fund has averaged approx imate ly  40 percent  o f  the  earned premium 

market s i nce  i t s  sepa ra t i on  from the  I C A  i n  1969. 

. Need for Fund has changed - The Fund 's  e v o l u t i o n  over t ime suggests 

t h a t  the  need f o r  the Fund has changed. The Fund no longer a c t s  as the 

source o f  l a s t  r e s o r t  t o  p r o v i d e  workers t  compensation insurance.  I n  

a d d i t i o n ,  the  Fund does no t  appear t o  represent  smal l  p o l i c y h o l d e r s  

beyond what i t s  t o t a l  market share would d i c t a t e .  

The Fund no longer a c t s  as the  source o f  l a s t  r e s o r t  f o r  workers '  

compensation insurance.  The 1968 l e g i s l a t i o n  t h a t  made t he  Fund a 

separate S t a t e  agency a l s o  e s t a b l i s h e d  an ass igned r i s k  p l a n .  Under t h i s  

p l a n ,  any employer who i s  re fused  coverage by the  Fund and two o r  more 

c a r r i e r s  i s  p laced i n  the ass igned r i s k  p l a n .  Assigned r i s k  employers 

are appor t ioned  among c a r r i e r s  au tho r i zed  t o  w r i t e  workers '  compensation 

insurance w i t h i n  Ar i zona  based on each c a r r i e r s  share o f  the  t o t a l  

premi urns wr i t t e n .  ( * '  Because o f  the  ass igned r i s k  p l a n ,  the Fund i s  

no longer r equ i r ed  t o  extend coverage t o  a1 I Ar i zona  employers.  

Cont rary  t o  c la ims  made by the  Fund, the Fund does no t  appear t o  

represent  smal l  p o l i c y h o l d e r s  beyond what i t s  t o t a l  market share would 

d i c t a t e .  Accord ing t o  da ta  ob ta i ned  from the  r a t i n g  o r g a n i z a t i o n ,  the 

( 1  Workers'  compensat ion insu rance  r a t e s  a r e  now submi t ted  by a  r a t i n g s  o r g a n i z a t i o n ,  

t o  which w o r k e r s '  compensat ion c a r r i e r s  must s u b s c r i b e ,  t o  t h e  Department o f  
Insu rance  f o r  rev iew and approva l .  

( 2 )  The r a t i n g  o r g a n i z a t i o n  used by t h e  S t a t e ' s  worke rs '  compensation insu rance  

c a r r i e r s  t o  submi t  r a t e  changes t o  the  Department o f  Insu rance  a d m i n i s t e r s  t h e  

ass igned r i s k  p l a n .  



N a t i o n a l  Counci l  on Compensation Insurance (NCCI), f o r  p o l i c y  years  1983 

through 1 9 8 5 , " )  t h e  Fund 's  share o f  sma l l  p o l i c y h o l d e r s  ( those  w i t h  

annual earned premium o f  $ 5 , 0 0 0 ' ~ )  o r  l e s s )  c l o s e l y  matched i t s  t o t a l  

market  share o f  p o l i c y h o l d e r s  (Tab le  4 ,  page 2 9 ) .  For example, i n  1985 

t h e  Fund insured 64 p e r c e n t  o f  smal l  p o l i c y h o l d e r s ,  a p o r t i o n  equal  t o  

i t s  t o t a l  market share .  However, smal l  p o l i c y h o l d e r s  accounted f o r  80 

percen t  o f  the m a r k e t .  I f  t he  Fund d i d  i n  f a c t  concen t ra te  on i n s u r i n g  

smal l  p o l i c y h o l d e r s ,  i t s  share o f  smal l  p o l i c y h o l d e r s  would exceed 65 

p e r c e n t .  The Fund 's  share o f  smal l  p o l i c y h o l d e r s  a l s o  equaled i t s  t o t a l  

market  share i n  1983 and 1984. 

Fund Continues To B e n e f i t  
From Relat ionship With S t a t e  

Al though the Fund has become A r i z o n a ' s  ma jo r  workers '  compensation 

c a r r i e r ,  i t  con t inues  t o  b e n e f i t  f rom i t s  pas t  and p resen t  r e l a t i o n s h i p  

w i t h  the S t a t e .  These b e n e f i t s  have r e s u l t e d  i n  c e r t a i n  advantages which 

have he lped the Fund s u s t a i n  a dominant market  share.  These advantages 

i n c l u d e :  1 )  a l a r g e  investment  p o r t f o l i o ,  d e r i v e d  i n  p a r t  from t h e  Fund 's  

p r i o r  monopoly, 2 )  exempt ion from Federa l  income taxes and a s i g n i f i c a n t  

s e c u r i t y  depos i t  r e q u i r e d  o f  p r i v a t e  w o r k e r s '  compensation insurance 

c a r r i e r s ,  and 3 )  r e c e i p t  o f  goods and s e r v i c e s  s u b s i d i z e d  by the  S t a t e  o f  

A r i z o n a .  

( 1 )  NCCI c o l l e c t s  p o l  i c y h o l  de r  d a t a  f rom a1 1 w o r k e r s '  compensat ion i n s u r e r s  i n A r i z o n a  
f o r  r a t e  making purposes,  and p r o v i d e s  s p e c i f i c  g u i d e l i n e s  on t h e  submiss ion o f  
t h i s  data .  As such,  NCCI r e p r e s e n t s  t h e  o n l y  source f o r  comparat ive d a t a  on 
worke rs '  compensat ion p o l i c y h o l d e r s .  The years  analyzed r e p r e s e n t  t h e  l a t e s t  
p e r i o d s  f o r  wh ich  N C C I  had complete  da ta .  

( 2 )  We used t h e  $5,000 earned premium l e v e l  s i n c e  t h e  v a s t  m a j o r i t y  o f  p o l i c y h o l d e r s  i n  

t h e  S t a t e  had earned premiums o f  l e s s  than $5,000 (earned premiums ranged f r o m  l e s s  
than $250 t o  more t h a n  $500,000).  I n  a d d i t i o n ,  premium d i s c o u n t s ,  o f f e r e d  t o  
" l a r g e r "  p o l  i c y h o l d e r s ,  b e g i n  a t  t h e  $5,000 earned premi um l e v e l .  However, we a1 so 
analyzed t h e  Fund 's  marke t  shares a t  1  ower earned premi um 1 eve1 s  ($250, $1,000, and 
$3,500) and found t h a t  t h e  Fund 's  share d i d  n o t  change a p p r e c i a b l y .  



TABLE 4 

SMALL POL l CYHOLDER REPRESENTAT l ON I N STATE COMPENSAT l ON FUND 
POLICY YEARS 1983 THROUGH 1985 

P o l i c y  Year 

T o t a l  Ar izona 
p o l i c y h o l d e r s  

T o t a l  SCF 
p o l  i c y h o l d e r s  

SCF Percentage 
o f  t o t a l  A r i zona  
p o l  i cyho lde rs (a )  

T o t a l  Ar izona 
p o l i c y h o l d e r s  w i t h  
earned premium l e s s  
than $5,000 

T o t a l  SCF 
p o l i c y h o l d e r s  w i t h  
earned premium less  
than $5,000 

SCF pe r  cen t age 
o f  t o t a l  A r i zona  
p o l i c y h o l d e r s  w i t h  
earned premium less  
than $5,00O(a) 

( a )  A1 1 percentage f i g u r e s  have been rounded. 

Source: A u d i t o r  General a n a l y s i s  o f  d a t a  o b t a i n e d  from NCCl f o r  p o l i c y  
years  (March through February )  1983, 1984 and 1985. 



Investment income - Income from investments has a1 lowed the Fund t o  

remain ext remely  c o m p e t i t i v e  by o f f e r i n g  s i g n i f i c a n t  premium reduc t i ons  

and d iv idends  t o  p o l i c y h o l d e r s .  The la rge  market share ma in ta ined  by the 

Fund, b o t h  be fo re  and a f t e r  the  1968 l e g i s l a t i o n ,  has requ i r ed  the  Fund 

t o  e s t a b l i s h  s i g n i f i c a n t  reserves f o r  , the f u t u r e  payment o f  losses which 

have a l ready  occur red .  I n  a d d i t i o n ,  the Fund ma in ta i ns  a  l a rge  amount o f  

su rp lus  monies (see F i n d i n g  I ,  page 1 5 ) .  These reserves and s u r p l u s  

monies comprise a  l a r g e  investment p o r t f o l i o  from which the Fund earns 

s i g n i f i c a n t  i n t e r e s t  income. For example, f o r  calendar year 1987 the 

Fund repor ted  i n t e r e s t  income o f  $58.4 mi l l ion" '  on investments t h a t  

t o t a l  l ed  more than $580 m i  l l i o n .  

I n  e f f e c t ,  t h i s  investment income a l l ows  t he  Fund t o  o f f e r  premium 

reduc t ions  and d i v i dends  t o  p o l i c y h o l d e r s .  S ince  1982 the Fund has g iven  

a l l  o f  i t s  p o l i c y h o l d e r s  a  s i z e a b l e  d e v i a t i o n  ( d i scoun t )  from the  premium 

ra tes  t h a t  a re  f i l e d  by the  r a t i n g s  o r g a n i z a t i o n .  Th is  r a t e  d e v i a t i o n  

has ranged from 17 .5  percen t  i n  1982 t o  32.5 percent  i n  1984. The 

cu r ren t  r a t e  d e v i a t i o n  i s  25 pe rcen t ,  and represen ts  one o f  the h i ghes t  

d e v i a t i o n s  o f f e r e d  by a  workers '  compensation insurance c a r r i e r  i n  

Ar i zona .  I n  a d d i t i o n ,  the  Fund has c o n s i s t e n t l y  p a i d  d i v i dends  t o  

p o l i c y h o l d e r s  each year s i n c e  1969. 

O f f e r i n g  such d i scoun t s  has two e f f e c t s .  F i r s t ,  i t  a l l ows  the  Fund t o  be 

one o f  the most c o m p e t i t i v e l y  p r i c e d  workers '  compensation c a r r i e r s  i n  

Ar izona.  Second, i t  s i g n i f i c a n t l y  reduces the  amount o f  premiums earned 

per p o l i c y  by the Fund w h i l e  l eav i ng  losses i ncu r red  by p o l i c y h o l d e r s  

una f f ec ted  by the d i s c o u n t s .  As such, the Fund operates a t  a  l e v e l  where 

i ncu r red  losses exceed premiums earned. However, as i l l u s t r a t e d  i n  Table 

5 ,  (page 31) the Fund has r e l i e d  upon investment income t o  compensate f o r  

these losses,  and i n  e f f e c t ,  f inance premium d e v i a t i o n s  and d i v i dends .  

( ' I  Approx imate ly  $2.1 m i l l i o n  o f  t h i s  investment  income was a l l o c a t e d  t o  a  group o f  

employers termed s e l  f - r a t e r s  who e s t a b l  i sh t h e i  r own l o s s  reserves  wh ich  a re  

ma in ta ined  and i n v e s t e d  by t h e  Fund. 



TABLE 5 

STATE COMPENSATION FUND 
OPERATIONAL ANALYSIS OF NET INCREASE I N  SURPLUS 

1987 AND 1986 

Premium revenues 
Less compensation and medica l  

b e n e f i t s  p a i d  

1987 1986 
( i n  thousands) ( i n  thousands) 

Excess o f  premiums over  (under )  
i ncur red  losses 9,640 (3,534) 

Ope r a t  i ng expenses : 
A d m i n i s t r a t i v e  
Premium taxes 

Net l oss  b e f o r e  investment and 
o t h e r  i n c ~ m e  (25,499) (33,672 

lnvestment and o t h e r  income: 
lnvestment 
0 the  r 

Net g a i n  35,742 29,212 

Less d i v i d e n d s  d e c l a r e d  30,000 20,000 

Net i nc rease  i n  s u r p l u s  $ 5.742 $ 9,212 

Source: A u d i t o r  General a n a l y s i s  o f  the  Ar i zona  S t a t e  Compensation Fund 
1987 Annual R e p o r t .  



The Fund 's  use o f  investment income t o  o f f s e t  i t s  o p e r a t i n g  d e f i c i t  and 

f inance annual d i v idends  r a i s e s  ques t ions  about compl iance w i t h  s t a t u t o r y  

requirements.  A.R.S. 923-983.A requ i r es  t h a t  the  Fund " .  . be n e i t h e r  

more nor l ess  than s e l f - s u p p o r t i n g . "  The l a rge  reserves ma in ta ined  t o  

cover f u t u r e  cos t s  o f  c l a ims  p rov ides  s u b s t a n t i a l  investment income. 

However, the  Fund may have ove rs ta ted  i t s  needed reserve amounts (see 

Areas For Fur ther  Aud i t  Work, page 75) and may be accumulat ing 

unnecessary su rp lus  amounts (see F i n d i n g  I , page 1 5 ) .  As a  resu I t , the 

Fund i s  ab le  t o  f i nance  b o t h  ope ra t i ng  losses and annual d i v i dends ,  

ac t i ons  which f u r t h e r  improve i t s  compe t i t i ve  advantage over p r i v a t e  

i nsurance compan i es . 

Exemptions - As a  S t a t e  agency, the Fund has remained exempt from 

pay ing Federa l  income taxes and from e s t a b l i s h i n g  a  s t a t u t o r i l y  r equ i r ed  

s e c u r i t y  d e p o s i t .  However, A.R.S. 923-987 requ i r es  the  Fund t o  determine 

the amount o f  Federal  taxes i t  would owe as a  p r i v a t e  insurance c a r r i e r .  

According t o  the Fund 's  o u t s i d e  a u d i t o r s ,  f o r  the year ended December 31, 

1987, the Fund would have owed more than $2  m i l l i o n  i n  Federal  

taxes.  "' I n  a d d i t i o n ,  due t o  changes i n  the tax  laws and a  p r o j e c t e d  

increase i n  premiums c o l l e c t e d ,  the equ i va l en t  Federa l  tax owed by the 

Fund f o r  1988 cou ld  be even h i g h e r .  

I n  a d d i t i o n  t o  no t  pay ing  Federa l  taxes ,  i t  appears the Fund i s  not  

requi  red t o  es tab l  i sh a s e c u r i t y  depos i t  t h a t  i s  s t a t u t o r i  l y  requ i  red o f  

p r i v a t e  workers '  compensation insurance c a r r i e r s .  A.R.S. 923-961.C 

requi  res  insurance c a r r i e r s  t o  p lace  secur i  t i e s  approved by the 

Department o f  Insurance w i t h  the  S t a t e  Treasurer o r  f i l e  an equ i va l en t  

su re t y  bond. The amount o f  the  s e c u r i t y  depos i t  i s  based on the  amount 

o f  premiums w r i t t e n  by the c a r r i e r .  However, because the Fund i s  not  

express ly  mentioned i n  A.R.S. 923-961.C and t he re  i s  no c l e a r  a p p l i c a t i o n  

o f  the s t a t u t e  t o  the  Fund, i t  would appear t h a t  the  s e c u r i t y  depos i t  

requirement does no t  app ly  t o  the ~ u n d . ' ~ '  A u d i t o r  General a n a l y s i s  

determined t h a t  i f  the  p r o v i s i o n s  o f  A.R.S. 623-961 a p p l i e d  t o  the Fund 

( 1 )  1987 was t h e  f i r s t  year  s i n c e  1983, when t h e  s t a t u t e  r e q u i r i n g  t h e  c a l c u l a t i o n  of 

Federa l  taxes became e f f e c t i v e ,  t h a t  t h e  Fund would have a c t u a l  1 y owed Federal 

taxes .  For  t h e  years  1983 th rough  1986, t h e  Fund r e p o r t e d  losses  s u f f i c i e n t  t o  

o f f s e t  t a x a b l e  income. 
('1 An A t t o r n e y  General r e p r e s e n t a t i v e  suggested t h a t  c l a r i f i c a t i o n  i s  needed o f  A . R . S .  

523-961 as i t  a p p l i e s  t o  t h e  Fund. 

3 2  



as w i t h  a l l  o the r  c a r r i e r s  o f f e r i n g  w o r k e r s '  compensation insurance i n  

Ar i zona ,  f o r  1988, t h e  Fund would have t o  p l a c e  a p ' p r o x i m a t e ~ y  $84.1 

m i  I l i o n  o f  s e c u r i t i e s  w i t h  the  S t a t e  T r e a s u r e r .  The purchase o f  an 

e q u i v a l e n t  su re ty  bond would cos t  t h e  Fund more than $420,000. ( 1 )  

Such a  bond would, however, reduce t h e  amount by which the  S t a t e  i s  

respons ib le  f o r  Fund l i a b i l i t i e s .  

State subsidies - Advantages t o  the  Fund a l s o  i n c l u d e  r e c e i p t  o f  goods 

and s e r v i c e s  t h a t  a r e  s u b s i d i z e d  by the  S t a t e  o f  A r i zona .  C u r r e n t l y ,  t h e  

Fund rece ives  p r o p e r t y  and c a s u a l t y  insurance coverage through 

p a r t i c i p a t i o n  i n  t h e  S t a t e ' s  s e l f - i n s u r a n c e  program, a t  a  p r i c e  

s i g n i f i c a n t l y  less  than the Fund c o u l d  p r o b a b l y  o b t a i n  i n  t h e  p r i v a t e  

market .  Because Fund employees a r e  p a r t  o f  the  S t a t e ' s  m e r i t  system, t h e  

Fund rece ives  c e r t a i n  s e r v i c e s  from the  Department o f  A d m i n i s t r a t i o n  - 

Personnel D i v i s i o n ,  and p a r t i c i p a t e s  i n  t h e  S t a t e ' s  r e t i r e m e n t ,  h e a l t h  

and l i f e  b e n e f i t s  programs. A l though exempt f rom the S t a t e ' s  procurement 

code, the  Fund b e n e f i t s  from the  S t a t e ' s  volume purchas ing  power by 

p e r i o d i c a l l y  making purchases from vendors who a re  on S t a t e  c o n t r a c t .  

F i n a l l y ,  Ar izona law r e q u i r e s  the  Fund t o  d e p o s i t  a l l  funds r e c e i v e d  and 

make a l l  payments th rough  t h e  S t a t e  T r e a s u r e r .  T h e r e f o r e ,  t h e  Fund 

rece ives  these s e r v i c e s  a t  no charge and o c c a s i o n a l l y  uses o t h e r  monies 

ma in ta ined  by the T reasure r  t o  cover payments made by t h e  Fund. The 

s u b s i d i e s  and the e s t i m a t e d  d o l l a r  b e n e f i t s  t o  the  Fund a r e  i l l u s t r a t e d  

i n  Table 6 (page 3 4 ) .  

( 1 )  I n  1988, the  L e g i s l a t u r e  amended A.R.S. $23-961, e f f e c t i v e  f o r  1989, changing t h e  
method f o r  c a l c u l a t i n g  t h e  s e c u r i t y  d e p o s i t  t o  i n c l u d e  l o s s  reserves  e s t a b l  i shed by 
t h e  c a r r i e r  as w e l l  as premiums w r i t t e n .  Accord ing  t o  c a l c u l a t i o n s  by Fund 
o f f i c i a l s ,  based on 1987 da ta ,  i f  t h e  s e c u r i t y  d e p o s i t  requ i rement  had a p p l i e d  t o  
t h e  Fund i t  would have t o  p l a c e  approx imate ly  $326.8 m i l l i o n  o f  s e c u r i t i e s  w i t h  t h e  
S t a t e  T reasure r .  A u d i t o r  General a n a l y s i s  c a l c u l a t e s  t h a t  an e q u i v a l e n t  s u r e t y  
bond would c o s t  t h e  Fund more than  $1.6 m i l l i o n .  



TABLE 6 

ESTIMATED SAVINGS TO THE FUND 
DUE TO STATE SUBSIDIES 

Agency 

Pe rsonne l 

Type o f  Subs i dy Annual Es t  imated Sav i ngs t o  Fund (a) 

P a r t i c i p a t i o n  i n  
h e a l t h ,  l i f e  and 
d i s a b i l i t y  b e n e f i t s  
programs 

Job rec ru i tmen t  

R i sk Management P rope r t y  and 
casua l t y  insurance 

S t a t e  Treasurer Cash management 

S t a t e  Purchasing Use o f  S t a t e  
purchas ing c o n t r a c t s  
and a d m i n i s t r a t i v e  
pe rsonne 1 

TOTAL 

( a )  Whi le  each e s t i m a t e  rep resen ts  t h e  sav ings t o  t h e  Fund o v e r  a  12-month p e r i o d ,  t h e  
data used t o  e s t a b l i s h  t h e  v a r i o u s  es t ima tes  was c o l l e c t e d  from t ime  p e r i o d s  t h a t  
ranged f rom f i s c a l  years 1987 th rough  1989. 

( b )  Th is  f i g u r e  rep resen ts  S t a t e  Personnel ' s  es t ima ted  c o s t  o f  $209 per  p o s i t i o n  f i l l e d  
f o r  f i s c a l  year  1986-87 mu1 t i p 1  i e d  by 148 ( t h e  number o f  employees h i r e d  by t h e  
Fund d u r i n g  t h a t  p e r i o d .  ) 

( c )  Th is  f i g u r e  rep resen ts  the  d i f f e r e n c e  between t h e  charges t o  t h e  Fund from R isk  
Management f o r  t h e  insu rance  coverage and t h e  l o w e s t  o f  t h r e e  es t ima tes  f o r  s i m i l a r  
coverage f rom insurance  companies ob ta ined  through an insu rance  b r o k e r .  The 
d i f f e r e n c e s  between t h e  R isk  Management charges and t h e  two h i g h e r  es t ima tes  were 
$1 72,000 and $225,000. 

Source: Aud i t o r  General a n a l y s i s  o f  da ta  ob ta i ned  from S t a t e  
Compensation Fund, DOA - R isk  Management D i v i s i o n ,  Personnel  
D i v i s i o n  and S t a t e  Purchas ing O f f i c e ,  S t a t e  T reasure r ,  and a  
p r i v a t e  insurance b r o k e r .  



Legislature Should Consider Altering 
The State's Relationship With The Fund 

The changes i n  the  n a t u r e  and r o l e  o f  t he  Fund and the environment i n  

which i t  operates may r e q u i r e  changes i n  the r e l a t i o n s h i p  between the 

Fund and the S t a t e  o f  A r i zona .  The L e g i s l a t u r e  should  cons ider  s teps  t o  

c u r t a i l  b e n e f i t s  the  Fund rece ives  from i t s  r e l a t i o n s h i p  w i t h  t he  S t a t e  

i n  o rder  t o  reduce the  Fund 's  compe t i t i ve  advantage over p r i v a t e  

i n s u r e r s .  The L e g i s l a t u r e  may a l s o  wish t o  rev iew the need f o r  the Fund 

g i ven  the a v a i l a b i l i t y  o f  workers '  compensation insurance th rough  the 

p r i v a t e  market.  

Curtail benefits - The L e g i s l a t u r e  should  cons ider  c u r t a i l i n g  the  

Fund's exemptions from requirements met by o the r  i n s u r e r s ,  and reduc ing  

S t a t e  support  o f  Fund ope ra t i ons  t h a t  g i v e  i t  a compe t i t i ve  advantage. 

Exemptions from Federa l  income tax saved the  Fund more than $2 m i l l i o n  i n  

1987. Requ i r ing  t he  Fund t o  pay the equ i va l en t  Federa l  income tax  t o  the 

S t a t e  General Fund would e l i m i n a t e  a s u b s t a n t i a l  compe t i t i ve  advantage. 

The L e g i s l a t u r e  shou ld  a l s o  c u r t a i l  S t a t e  suppor t  o f  Fund ope ra t i ons  t h a t  

g i v e  the Fund a c o m p e t i t i v e  advantage. Annua l l y ,  the Fund b e n e f i t s  from 

a t  l eas t  $1.4 m i l l i o n  i n  S t a t e  support  f o r  such f unc t i ons  as employee 

b e n e f i t s ,  purchas ing,  p r o p e r t y  and c a s u a l t y  insurance,  and cash 

management. Most o f  these b e n e f i t s  a re  no t  d i r e c t l y  p a i d  f ~ r  by taxpayer 

do1 l a r s ,  bu t  r a the r  a r e  i n - k i nd  b e n e f i t s  o r  sav ings  rece ived by t h e  Fund 

through i t s  p a r t i c i p a t i o n  i n  these a c t i v i t i e s .  However, c e r t a i n  s e r v i c e s  

p rov ided  t o  the Fund by S t a t e  Personnel ,  S t a t e  Purchasing and t h e  S t a t e  

Treasurer a re  subs id i zed  by taxpayer d o l l a r s .  The L e g i s l a t u r e  shou ld  

requi  r e  the Fund t o  reimburse those agencies f o r  those s e r v i c e s .  

Need for Fund - The con t inued  need f o r  the  S t a t e  Compensation Fund i s  a 

l e g i s l a t i v e  p o l i c y  ques t i on .  As a p o l i c y  q u e s t i o n ,  arguments can be made 

f o r  and against  c o n t i n u i n g  the Fund. One argument aga ins t  c o n t i n u i n g  the 

Fund i s  tha t  the need f o r  which i t  was c rea ted  no longer e x i s t s .  The 

Fund was es tab l i shed  t o  ensure t h a t  workers '  compensation insurance would 

be a v a i l a b l e  t o  a l l  A r i zona  employers. However, a t  l eas t  100 companies 

now o f f e r  workers '  compensation insurance,  and an assigned r i s k  p l a n  



ensures t h a t  a l l  employers w i l l  be ab le  t o  o b t a i n  t he  r equ i r ed  

i nsurance . ( 1 )  

A second argument i s  t h a t  the Fund's ex is tence  i s  c o n t r a r y  t o  more recent 

l e g i s l a t i v e  p o l  i c y .  The L e g i s l a t u r e  has es tab l i shed  a c l e a r  po l  i c y  t h a t  

l i m i t s  S ta te  agencies from o f f e r i n g  se r v i ces  t h a t  a re  a v a i l a b l e  from the 

p r i v a t e  s e c t o r .  A.R.S. 541-2752 p r o h i b i t s  S t a t e  agenc ies from competing 

w i t h  p r i v a t e  e n t e r p r i s e  un less  au tho r i zed  by law. A l though  the  Fund i s  

s p e c i f i c a l l y  a u t h o r i z e d  t o  o f f e r  such s e r v i c e s ,  the need f o r  the Fund t o  

do so has been lessened by the  changes i n  the wo rke rs '  compensat ion  

market s ince  1969. 

Arguments f o r  c o n t i n u i n g  the  Fund inc lude  the f a c t  t h a t  i t  p rov ides  

s i g n i f i c a n t  b e n e f i t s  t o  some Ar i zona  employers.  Because o f  i t s  la rge  

market share and investment p o r t f o l i o ,  many employers pay lower premiums 

and rece ive d i v i dends  through the  Fund. These b e n e f i t s  may no t  be w ide l y  

a v a i l a b l e  from the  p r i v a t e  s e c t o r .  The Fund a l s o  appears t o  i nsu re  the 

m a j o r i t y  o f  A r i zona  employers engaged i n  hazardous i n d u s t r i e s  such as 

underground and su r f ace  m in i ng ,  logg ing ,  and a i r c r a f t  ope ra t i ons .  The 

Fund's w i l l i n g n e s s  t o  insure  these employers enables _them t o  avo id  the 

h igher  cos ts  ~f  ass igned r i s k  insurance.  F i n a l l y ,  because o f  i t s  l a rge  

market share,  d i s c o n t i n u i n g  the Fund cou ld  d i s r u p t  the  supp ly  o f  workers '  

compensation insurance i n  Ar i zona .  

RECOWENDATIONS 

1 .  The L e g i s l a t u r e  should  cons ider  amending A.R.S. $23-987 t o  r e q u i r e  

the Fund t o  annua l l y  pay t o  the S t a t e  General Fund an amount 

equ iva len t  t o  the  Federal  income tax i t  would owe as a  p r i v a t e  

company. 

( ' )  Twenty s t a t e s  have compensation funds.  The 30 o t h e r  s t a t e s  r e l y  s o l e l y  on t h e  

p r i v a t e  insu rance  market  t o  p r o v i d e  workers '  compensation insu rance .  I n  t h e  l a s t  

45 years,  two s t a t e s  have e s t a b l i s h e d  compensation funds, Minnesota i n  1983 and 

Hawaii i n  1985. However, t h e  Minnesota Fund i s  i n c o r p o r a t e d  as a  mutual i nsu rance  

company, s u b j e c t  t o  t h e  same r e g u l a t o r y  c o n t r o l s  as p r i v a t e  i n s u r e r s ,  i n c l u d i n g  t h e  

payment o f  Federa l  income taxes .  The Hawai i  Fund has y e t  t o  b e g i n  o p e r a t i o n s  due 

t o  a  l a c k  o f  l e g i s l a t i v e  fund ing .  



2 .  The L e g i s l a t u r e  should  cons ide r  r e q u i r i n g  the  Fund t o  a n n u a l l y  

i d e n t i f y  and reimburse v a r i o u s  S t a t e  agenc ies f o r  the f u l l  c o s t  o f  

s e r v i c e s  rece ived  by the  Fund which a r e  p a i d  f o r  w i t h  taxpayer 

do1 l a r s .  

3 .  The L e g i s l a t u r e  should  c o n s i d e r :  

0 The need f o r  t h e  Fund g i v e n  t h e  a v a i l a b i l i t y  o f  workers '  

compensation insurance through the  p r i v a t e  marke t .  

0 Whether the  S t a t e  should  compete w i t h  p r i v a t e  i n s u r e r s  t o  

p r o v i d e  workers '  compensation insu rance .  



FINDING I l l  

THE STATE COMPENSATION FUND CAN SIGNIFICANTLY IMPROVE 

ITS CLAIMS MANAGEMENT BY ADOPTING PROCEDURES 

USED BY THE PRIVATE SECTOR 

The S t a t e  Compensation Fund ( t h e  Fund) does n o t  employ procedures 

commonly used by p r i v a t e  companies t o  manage c l a i m s .  Claims a r e  n o t  

assigned t o  s t a f f  i n  a  way t h a t  ensures a p p r o p r i a t e  e x p e r t i s e  o r  equal  

work loads.  Moreover,  the Fund 's  s u p e r v i s o r y  r e v i e w s ,  i n v e s t i g a t i o n s  and 

medical  management procedures a r e  weak. More a c t i v e  c l a i m s  management 

may reduce c la ims  c o s t s  and u l t i m a t e l y  reduce t h e  c o s t s  o f  i nsu rance  t o  

p o l i c y h o l d e r s .  

The Fund p a i d  over  $162 m i l l i o n  f o r  c l a i m s  d u r i n g  1987. The Fund 's  

c la ims  department e v a l u a t e s  c l a i m s  and determines t h e  amount o f  med ica l  

b e n e f i t s  and compensation t o  be p a i d  t o  p o l i c y h o l d e r s '  employees w i t h  

work - re la ted  i n j u r i e s .  There a r e  two ma jo r  c a t e g o r i e s  o f  c l a i m s :  ( 1 )  

c la ims  f o r  t h e  c o s t s  o f  med ica l  t rea tmen t  o f  employment r e l a t e d  i n j u r i e s  

o r  d iseases and ( 2 )  c l a i m s  f o r  t ime  l o s t  f rom work ( i n d e m n i t y  c l a i m s )  

which may a l s o  i n c l u d e  payment o f  medica l  c o s t s .  C la ims i n v o l v i n g  l o s t  

t ime a r e  more d i f f i c u l t  and t ime-consuming t o  hand le  than c l a i m s  f o r  

medical  c o s t s  o n l y .  

S t a t e  Fund c l a i m s  r e p r e s e n t a t i v e s  e v a l u a t e  c l a i m s  t o  de te rm ine  i f  

coverage a p p l i e s  and t o  de te rm ine  a p p r o p r i a t e  amounts. As o f  June 1988, 

the Fund had 93 s t a f f  i n  i t s  compensat ion u n i t ,  wh ich  processes c l a i m s .  

Represen ta t i ves  need t o  have t e c h n i c a l  e x p e r t i s e  t o  adequa te l y  e v a l u a t e  

c la ims  i n  o r d e r  t o  process them i n  a  t i m e l y  manner and t a k e  o t h e r  a c t i o n s  

t o  c o n t a i n  medica l  and compensat ion c o s t s .  

Claims Are Not Assigned 
I n  An E f f e c t i v e  Manner 

The Fund's method o f  a s s i g n i n g  c l a i m s  t o  i t s  r e p r e s e n t a t i v e s  may n o t  be 

e f f e c t i v e .  The c u r r e n t  assignment method does n o t  match the  c o m p l e x i t y  

o f  cases w i t h  the  r e p r e s e n t a t i v e s '  exper ience  as i s  done by companies 



repor ted  t o  have some o f  the  bes t  c l a ims  management p r a c t i c e s .  I n  

a d d i t i o n ,  the Fund does no t  t r a n s f e r  cases i f  the comp lex i t y  o f  t he  cases 

changes. 

The Fund assigns c l a ims  based on the  po l i c yho lde r / emp loye r ' s  l o c a t i o n  and 

name. For example, a c l a i m  made by an employee o f  "Acme Company" i n  

Glendale would be ass igned t o  the  desk handing p o l i c y h o l d e r s  whose names 

beg in  w i t h  the l e t t e r  A i n  the Glendale U n i t .  Th i s  method does no t  

d i s t i n g u i s h  among r e p r e s e n t a t i v e s '  a b i l i t y  and exper ience.  Ins tead ,  

r ep resen ta t i ves  handle  a1 l c la ims  f o r  the l o c a t i o n  and a lphabet  they a re  

assigned. Thus, a  new rep resen ta t i ve  w i t h  l i t t l e  exper ience may handle 

ext remely  complex and d i f f i c u l t  c l a ims ,  such as head, back,  and 

p a r a l y z i n g  i n j u r i e s  t h a t  can r e s u l t  i n  permanent d i s a b i l i t y  w i t h  

p o t e n t i a l  f o r  h i g h  compensation, medica l  and o the r  c o s t s .  

I n  c o n t r a s t ,  p r i v a t e  wo rke rs f  compensation i n s u r e r s  we con tac ted  and the 

Workers' Compensation Fund o f  Utah ass i gn  more complex and d i f f i c u l t  

c la ims  t o  t h e i r  more exper ienced r e p r e s e n t a t i v e s .  We asked an 

independent consu l t an t  s p e c i a l i z i n g  i n  workers '  compensation c l a ims  t o  

i d e n t i f y  companies which managed c l a ims  p a r t i c u l a r l y  w e l l .  She 

recommended f i v e  companies and we con tac ted  each o f  the f i v e .  Claims 

o f f i c i a l s  a t  each o f  these f i v e  p r i v a t e  workers '  compensation insurance 

companies i nd i ca ted  t h a t  they made assignments based on s e v e r i t y  o f  the 

c la ims  and r e p r e s e n t a t i v e s '  exper ience .  Accord ing t o  these o f f i c i a l s ,  

ass ign ing  cases i n  t h i s  manner ensures t h a t  r ep resen ta t i ves  w i t h  g rea te r  

e x p e r t i s e  handle the  c l a ims  t h a t  have the h i ghe r  p o t e n t i a l  c o s t s .  

The Fund a l s o  does no t  t r a n s f e r  cases i f  they become more complex. 

P r i v a t e  c a r r i e r s  reass ign  cases t o  more exper ienced rep resen ta t i ves  i f  

payment o r  reserve amounts esca la te ,  i n d i c a t i n g  t h a t  a  case i s  becoming 

more complex. I n  a d d i t i o n ,  a t  l eas t  one company we t a l k e d  t o  t r a n s f e r s  



cases t o  less  exper ienced rep resen ta t i ves  once an award i s  made and the 

case requ i res  l i t t l e  m o n i t o r i n g ,  thus a l l o w i n g  exper ienced c la ims  

represen ta t i ves  t o  concen t ra te  on cases t h a t  most r e q u i r e  t h e i r  s k i l l s .  

Fund o f f i c i a l s  c i t e  one major reason f o r  no t  r eass ign ing  cases. They 

s t a t e  t h a t  c la ims  rep resen ta t i ves  e s t a b l i s h  r appo r t  w i t h  p o l i c y h o l d e r s  

which ma in ta ins  good p o l i c y h o l d e r  r e l a t i o n s .  However, w h i l e  the  Fund 

r a r e l y  reass igns c l a ims  based on changes i n  t h e i r  s t a t u s  o r  t o  

r e d i s t r i b u t e  the work load,  our rev iew o f  Fund r e p o r t s  shows t h a t  i t  

f requen t l y  reass igns f i l e s  because the employer changes l o c a t i o n  o r  

name. Between A p r i l  1 and June 30,  1988 the  Fund t r a n s f e r r e d  563 c la ims  

among rep resen ta t i ves .  

More Superv isory  Review, B e t t e r  I n v e s t i g a t i o n s  And 
Stronger Medical  Management Procedures Are Needed 

The Fund's procedures f o r  managing c l a ims  o f t e n  do no t  f o l l o w  s tandards 

gene ra l l y  used throughout  the insurance i n d u s t r y .  Superv iso ry  rev iew 

appears t o  be l i m i t e d .  Many c la ims  a re  no t  i n v e s t i g a t e d  thorough ly  o r  i n  

a  t ime l y  manner. Moreover,  the Fund makes l i t t l e  e f f o r t  t o  manage the  

medical aspects o f  i t s  c l a ims .  

L i m i t e d  supe rv i so r y  rev iew - The Fund does no t  e f f e c t i v e l y  rev iew 

c la ims processed by i t s  s t a f f .  A l though some rev iew g u i d e l i n e s  have been 

recen t l y  developed, they a re  more l i m i t e d  than rev iew requirements used 

by p r i v a t e  insurance companies. 

P r i o r  t o  1988, supe rv i so r s  d i d  no t  r e g u l a r l y  rev iew a l l  c la ims  f i l e s .  

F i l e s  were g e n e r a l l y  reviewed by superv iso rs  o n l y  when rep resen ta t i ves  

s o l i c i t e d  t h e i r  adv ice . " '  Beg inn ing  i n  January 1988, supe rv i so r s  

( 1 )  I n  a  memorandum r e p o r t e d l y  c i r c u l a t e d  t o  c la ims  r e p r e s e n t a t i v e s  d u r i n g  i n i t i a l  

t r a i n i n g ,  t h e  Fund has e s t a b l i s h e d  12 c r i t e r i a  f o r  o b t a i n i n g  s u p e r v i s o r y  rev iew.  A 

rev iew o f  these  c r i t e r i a  i n d i c a t e s  t h a t  i n  a l l  cases t h e  s u p e r v i s o r  must r e l y  on 

t h e  c la ims  r e p r e s e n t a t i v e s  t o  i d e n t i f y  those i n s t a n c e s  i n  which s u p e r v i s o r y  rev iew 

i s  c a l l e d  f o r .  I n  a d d i t i o n ,  t h e  m a j o r i t y  o f  these  12 c r i t e r i a  i n v o l v e  

a d m i n i s t r a t i v e  p r o c e s s i n g  o f  t h e  c l a i m  and do n o t  r e q u i r e  t h e  s u p e r v i s o r  t o  
a c t u a l l y  rev iew t h e  c l a i m  f i l e .  As such, t h e  12 c r i t e r i a  do n o t  rep resen t  r e g u l a r  

s u p e r v i s o r y  r e v i e w  which can i d e n t i f y  p o t e n t i a l  problems and a l l o w  t h e  Fund t o  t a k e  

a p p r o p r i a t e  s teps  t o  p reven t  unnecessary c la ims  c o s t s .  



were d i r e c t e d  t o  randomly " a u d i t "  9 o r  10 f i l e s  f rom each desk eve ry  

month. I n  January o f  1989, the  Fund p l a n s  t o  b e g i n  r e q u i r i n g  s u p e r v i s o r s  

t o  rev iew a l l  cases o l d e r  than 120 days.  "' Accord ing  t o  Fund 

o f f i c i a l s ,  programming i s  c u r r e n t l y  b e i n g  developed f o r  the  Fund 's  

computer ized c l a i m s  p r o c e s s i n g  system which w i l l  a l l o w  i t  t o  a l e r t  c l a i m s  

s u p e r v i s o r s  o f  a l l  c l a i m s  which a r e  120 days o l d  o r  have reached t o t a l  

payments o f  $1 0,000, $25,000 and $1 00,000. 

Regular  s u p e r v i s o r y  rev iew can i d e n t i f y  p o t e n t i a l  problems and a l l o w  the  

i n s u r e r  t o  take a p p r o p r i a t e  s t e p s  t o  p r e v e n t  c o s t s  f rom e s c a l a t i n g  

u n n e c e s s a r i l y .  The p r i v a t e  c a r r i e r s  surveyed have methods t o  assure  a l l  

o r  most cases a re  seen by s u p e r v i s o r s  a t  r e g u l a r  i n t e r v a l s  (Tab le  7 ,  page 

43 ) .  These companies g e n e r a l l y  use two c r i t e r i a  f o r  rev iew.  One 

c r i t e r i o n  i s  based on the  l e n g t h  o f  t ime cases remain open o r  p e r i o d i c  

rev iew o f  a l l  open cases.  The second c r i t e r i o n  i s  the  rese rve  amount, o r  

what the  company expects  a  c l a i m  t o  c o s t .  G e n e r a l l y  o l d e r  cases o r  cases 

where expected c o s t s  exceed c e r t a i n  l e v e l s  a r e  t a r g e t e d  f o r  rev iew.  

( 1 )  Accord ing  t o  t h e  Fund's Cla ims Manager and former  Cla ims T r a i n i n g  Superv iso r ,  t h e  

Fund c u r r e n t 1  y  requ i  r e s  superv i  so ry  rev iew o f  c e r t a i  n  c la ims  once they  reach 120 
days. However, t h i s  r e v i e w  i s  l i m i t e d  t o  those  c la ims  which t h e  c l a i m s  

r e p r e s e n t a t i v e  i d e n t i  f i  es and be1 i e v e s  c o u l d  r e s u l t  i n  a  permanent impai rment 

award. 



TABLE 7 

Company 

A 

SUPERVISORY REVIEW GUIDELINES FOR SELECTED 
PRIVATE WORKERS' COMPENSATION INSURANCE CARRIERS 

Age o f  Cla im Amount o f  Reserves 

A 1  I f i l e s  open more than A t  $20,000 l o c a l  o f f i c e  
180 days manager rev iews  

A t  $100,000 home o f f i c e  
management rev iews  

A l l  f i  l e s  w i t h i n  f i r s t  S u p e r v i s o r  and manager rev iew 
30 days ;  t h e r e a f t e r  as rese rves  mon th ly  
necessary 

A l l  f i l e s  eve ry  90 days S u p e r v i s o r  rev iews  when rese rve  
amount reaches s p e c i f i e d  l i m i t  
f o r  r e p r e s e n t a t i v e  

A t  I f i l e s  eve ry  120 days S u p e r v i s o r  rev iews  mon th ly  
r e p o r t  o f  r e s e r v e s ;  manager 
r e v  i ews a t  $75,000 

A l l  f i l e s  eve ry  30 days A t  $25,000 s u p e r v i  S O P  rev iews 
except  permanent payment 
cases(a) , wh i ch a r e  
rev iewed every  90 days 

( a )  Permanent payment cases a r e  those where awards have been i ssued  and payments a r e  

made on a r e g u l a r  b a s i s .  

Source:  Compiled by  A u d i t o r  General  s t a f f  f rom i n f o r m a t i o n  o b t a i n e d  f rom 
the companies i n  June, 1988. 

Poor cla ims i n v e s t i g a t i o n s  - The Fund does n o t  adequa te l y  i n v e s t i g a t e  

c l a i m s  f o r  compensation payments. Severa l  a u d i t s  o f  t h e  Fund 's  c l a i m s  

management have n o t e d  t h a t  i n v e s t i g a t i o n s  a r e  o f t e n  n o t  done o r  a r e  

inadequate.  The F u n d ' s  l ack  o f  a t t e n t i o n  t o  t h i s  i m p o r t a n t  aspect  o f  



claims management c o n t r a s t s  w i t h  common p r a c t i c e s  w i t h i n  the insurance 

indus t ry  and can r e s u l t  i n  accep t i ng  i napp rop r i a t e  cases. 

Audi ts  o f  the Fund 's  c l a ims  p rocess ing  have c o n s i s t e n t l y  i d e n t i f i e d  

inadequate i n v e s t i g a t i o n s  as a  problem, p a r t i c u l a r l y  f o r  the more complex 

c la ims i n v o l v i n g  t ime l o s t  f rom employment. The A r i zona  Department o f  

Admi n i  s t  r a t  i on  Ri  sk Management D  i v i  s  i on (DOA-Ri sk Management) r e v i  ew o f  

c la ims aga ins t  the  S t a t e ' s  se l f - i n su rance  program(" i n  1985 found 

t h a t  the Fund's c l a ims  rep resen ta t i ves  r a r e l y  made needed i n i t i a l  

telephone i n q u i r i e s  t o  employers,  c l a iman ts ,  and w i t nesses .  I n  a d d i t i o n ,  

DOA concluded t h a t  when c l a ims  rep resen ta t i ves  requested spec ia l  

i n v e s t i g a t i o n s  from Fund i n v e s t i g a t o r s ,  the r e s u l t s  were u s u a l l y  l a t e  and 

poor l y  d ~ c u r n e n t e d . ' ~ '  Two years  l a t e r  DOA found t h a t  i n v e s t i g a t i o n s  

were s t i l l  i n f r equen t ,  t y p i c a l l y  made a t  the request o f  employers o r  i n  

unusual cases. ( 3  

The Na t i ona l  Counci l  on Compensation Insurance (NCCI) found s i m i l a r  

d e f i c i e n c i e s  i n  1987 when i t  aud i t ed  the  Fund 's  ass igned r i s k  c l a i m  

f i l e s .  NCCI found the  Fund 's  i n v e s t i g a t i o n s  were o f t e n  u n t i m e l y  and 

poor l y  documented. Accord ing t o  the r e p o r t ,  the Fund f a i  l ed  t o  document 

t ha t  bas i c  i n v e s t i g a t i v e  s teps  were taken w i t h i n  s tandard  t ime frames. 

The repo r t  a l so  no ted  t h a t  con tac t  w i t h  employers " .  . . cons i s t ed  ma in l y  

o f  wage v e r i f i c a t i o n  and t ime loss de te rm ina t i on  w i t h  o n l y  cu r so ry  

d iscuss ion  o f  i n j u r y  . . "  and t h a t  i n v e s t i g a t o r s '  con tac t s  w i t h  

phys ic ians  o f t e n  d i d  no t  document what caused the  i n j u r i e s .  F u r t h e r ,  

( 1 )  The S t a t e  Fund processes w o r k e r s '  compensation c la ims  f o r  DOA-Risk Management. 

To ensure t h a t  c l a i m s  a r e  processed i n  a  t i m e l y ,  e f f i c i e n t  manner, DOA c o n t r a c t s  

w i t h  a  s p e c i a l  i s t  i n  worke rs '  compensation c la ims  management t o  rev iew s e l e c t e d  

c l a i m s  and e v a l u a t e  Fund 's  performance. 
( 2 )  Accord ing t o  Fund management, t h e  Fund 's  i n v e s t i g a t i o n s  s e c t i o n  s o l i c i t s  feedback 

on t h e  q u a l i t y  and t i m e l i n e s s  o f  i n v e s t i g a t i o n s  from c l a i m s  and l e g a l  s t a f f  

r e q u e s t i n g  i n v e s t i g a t i o n s .  The r e s u l t s  o f  t h i s  survey i n d i c a t e  t h a t  those 

r e q u e s t i n g  i n v e s t i g a t i o n s  a r e  s a t i s f i e d  w i t h  t h e  qua1 i t y  and t ime1 i n e s s  o f  the  

i n v e s t i g a t i o n s .  However, t h i s  survey does n o t  d e f i n e  what c o n s t i t u t e s  t i m e l i n e s s  

o f  each i n v e s t i g a t i o n ,  n o r  does i t  cons ide r  t h e  c o m p l e x i t y  o f  each i n v e s t i g a t i o n .  
( 3 )  Our rev iew of t h e  1987 OOA a u d i t  d i s c l o s e d  t h a t  o f  t h e  c l a i m s  cases DOA reviewed 

and f e l t  war ran ted  an i n v e s t i g a t i o n ,  80 percen t  had u n t i m e l y  i n v e s t i g a t i o n s ,  83 
pe rcen t  had inadequate i n v e s t i g a t i o n s ,  and 76 percen t  con ta ined  no i n v e s t i g a t i o n  
r e p o r t  i n  t h e  c l a i m  f i l e .  



rep resen ta t i ves  had n o t  documented p r i o r  i n j u r y  i n v e s t i g a t i o n s  where 

necessary.  

Thorough, t i m e l y  i n v e s t i g a t i o n s  a r e  an impor tan t  component o f  c l a i m s  

management. One i n s u r e r  emphasized t h a t  an i n i t i a l  i n v e s t i g a t i o n  must be 

done " q u i c k l y  and c o m p l e t e l y "  b e f o r e  making a  d e c i s i o n  t o  accept  o r  deny 

a  c l a i m .  G e n e r a l l y ,  i n i t i a l  i n v e s t i g a t i o n s  a t  t h e  p r i v a t e  companies 

surveyed by A u d i t o r  General s t a f f  i n c l u d e  c o n t a c t i n g  the  c l a i m a n t ,  

employer, w i tnesses ,  and the  t r e a t i n g  p h y s i c i a n  w i t h i n  a  few days o f  

r e c e i v i n g  a  c l a i m .  F a i l u r e  t o  adequate ly  i n v e s t i g a t e  a  c l a i m  comp le te ly  

can lead t o  unnecessary c o s t s  as shown i n  the  f o l  lowing example.( ')  

An e l e c t r i c i a n  f o r  a  S t a t e  i n s t i t u t i o n  f i l e d  a  c l a i m  f o r  a  h e r n i a  
r e p o r t e d l y  s u s t a i n e d  on J u l y  14 ,  1987. The employee r e p o r t e d  the  
i n j u r y  t o  h i s  employer and o b t a i n e d  i n i t i a l  medica l  t rea tment  f o r  the  
i n j u r y  on August 28, 1987, 45 days a f t e r  the  r e p o r t e d  d a t e  o f  
i n j u r y .  The c l a i m a n t  underwent su rgery  f o r  the  h e r n i a  on September 
8 ,  1987. The o n l y  i n v e s t i g a t i o n  o f  t h e  c l a i m  was a  phone c a l l  t o  the  
c la imant  who s t a t e d  t h a t  he d i d  no t  immedia te ly  r e a l i z e  he had h u r t  
h imse l f  and d i s c o v e r e d  the  h e r n i a  lump sometime l a t e r .  The c l a i m a n t  
a l s o  s a i d  t h a t  he r e p o r t e d  t h e  i n j u r y  a f t e r  see ing h i s  d o c t o r  on 
August 28,  1987 and then had t o  t a l k  w i t h  h i s  superv'Lsor t o  de te rm ine  
the date  o f  t h e  i n j u r y .  The c l a i m  f i l e  c o n t a i n s  no documentat ion o f  
f u r t h e r  a t tempts  t o  i n v e s t i g a t e  the  c i rcumstances s u r r o u n d i n g  t h e  
i n j u r y  and why t h e  c la iman t  w a i t e d  45 days t o  o b t a i n  medica l  
a t t e n t i o n  and r e p o r t  the  i n j u r y  t o  h i s  employer .  On October 5 ,  1987, 
the Fund accepted t h e  c l a i m  f o r  b e n e f i t s .  

Comnent: The i n i t i a l  i n v e s t i g a t i o n  was inadequate because the  
c la ims r e p r e s e n t a t i v e  d i d  n o t  o b t a i n  s u f f i c i e n t  i n f o r m a t i o n  t o  
eva luate  the c l a i m .  The r e p r e s e n t a t i v e  o n l y  con tac ted  t h e  c l a i m a n t ,  
not  the employer o r  t r e a t i n g  p h y s i c i a n .  I n  a d d i t i o n ,  the  
r e p r e s e n t a t i v e  a p p a r e n t l y  d i d  no t  rev iew S t a t e  law govern ing  the  
compensabi l  i t y  o f  h e r n i a s  which requ i  res  t h a t  the  i n j u r y  r e s u l t  from 
a  s p e c i f i c  even t  and t h a t  the  onset o f  symptoms occur immedia te ly  
a f t e r  the  e v e n t .  Accord ing t o  R i s k  Management o f f i c i a l s ,  t h i s  
c o n d i t i o n  d i d  n o t  meet the requ i rements  o f  A.R.S. 523-1043 t h a t  
d e f i n e  c o m p e n s a b i l i t y .  F a i l u r e  t o  conduct an adequate i n v e s t i g a t i o n  
r e s u l t e d  i n  t h e  acceptance o f  a  non-compensable c l a i m ,  which c o s t  the  
S t a t e  o f  A r i zona  more than $2,700 i n  b e n e f i t s .  

( 1 )  I n  t h e i r  response t o  t h e  i n i t i a l  d r a f t  o f  t h e  a u d i t  r e p o r t ,  Fund o f f i c i a l s  

contended t h a t  a  l a t e  i n v e s t i g a t i o n  r e p o r t  does n o t  n e c e s s a r i l y  r e s u l t  i n  t h e  

acceptance o f  an i n v a l i d  c l a i m  s i n c e  t h e  c l a i m  can be denied and l a t e r  accepted i f  
the  i n v e s t i g a t i o n  r e p o r t  r e s o l v e s  t h e  b a s i s  f o r  t h e  i n i t i a l  d e n i a l  . However, 

accord ing  t o  an I n d u s t r i a l  Commission o f f i c i a l ,  deny ing a  c l a i m  under these 

circumstances would p robab ly  c o n s t i t u t e  an u n f a i  r c l a i m  p r o c e s s i n g  p r a c t i c e  

v i o l a t i o n  as d e f i n e d  by A . R . S .  523-930 s i n c e  t h e  d e n i a l  would know ing ly  be based 

on incomplete i n f o r m a t i o n .  
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Inadequate medical management - The Fund does no t  adequate ly  manage the  

medical aspects  o f  i t s  compensation c l a ims .  Claims r e p r e s e n t a t i v e s  and 

i n v e s t i g a t o r s  r a r e l y  s o l  i c i  t in fo rmat  ion  about c l a i m a n t s '  p r i o r  medica l  

cond i t i ons .  Moreover, the Fund lacks  medical  s t a f f  f o r  e v a l u a t i n g  cases 

and makes l i m i t e d  use o f  second o p i n i o n s .  

a Claims rep resen ta t i ves  and i n v e s t i g a t o r s  r a r e l y  s o l i c i t  p e r t i n e n t  

medical records .  For example, the 1985 and 1987 DOA a u d i t s  found 

t ha t  severa l  c l a iman ts  had undergone surgery  p r i o r  t o  the  i n j u r y  f o r  

which they sought compensation, y e t  no medica l  r e p o r t s  o r  records 

were s o l  i c i  ted  t o  determine i f  the  p rev ious  medica l  problem a f f e c t e d  

the new c l a i m .  No medica l  h i s t o r i e s  were sought i n  82 percent  o f  the  

f i l e s  sampled i n  1987 i n  which DOA f e l t  p r i o r  medica l  i n f o r m a t i o n  

should have been s o l i c i t e d .  DOA's c r i t e r i a  s t a t e s  t h a t  a  c la imant  

should be que r i ed  about medica l  h i s t o r y ,  p a r t i c u l a r l y  i f  the 

a t t e n d i n g  p h y s i c i a n  s t a t e s  t h a t  the c l a i m a n t ' s  h i s t o r y  may be a  

s i g n i f i c a n t  f a c t o r  a f f e c t i n g  recovery .  

The f i v e  p r i v a t e  c a r r i e r s  we spoke t o  use c r i t e r i a  s im i  l a r  t o  DOA's. 

They o b t a i n  medica l  records i n  ins tances ,  such as when t he re  i s  1 )  an 

i n d i c a t i o n  o f  a  p r i o r  i n j u r y  o r  c o n d i t i o n  t h a t  cou ld  impact the  

indemnity c l a im ,  2 )  a  poss ib i  I i t y  o f  permanent impai rment ,  o r  3 )  the 

i n j u r y  i s  severe.  One company s o l i c i t s  records  f o r  a l l  c la ims  o f  any 

s i g n i f i c a n c e ,  such as cases where the t ime l o s t  from work i s  more 

than 14 days. Another company ob ta i ns  records  f o r  a l l  t ime l o s t  

c l a ims .  

0 The Fund a l s o  lacks  medica l  e x p e r t i s e  needed f o r  e f f e c t i v e  c la ims  

management. U n l i k e  many workers '  compensation i n s u r e r s ,  the Fund 

does no t  employ nurses o r  o the r  medical  p r o f e s s i o n a l s  t o  a s s i s t  i n  

making judgments about c l a ims .  Nor does the  Fund make adequate use 

o f  independent medical  examinat ions t o  ~ b t a i n  second o p i n i o n s .  

P r i v a t e  i n s u r e r s  use nurses t o  v i s i t  c l a iman ts ,  t a l k  t o  p h y s i c i a n s ,  

and rev iew medica l  records i n  o rder  t o  eva lua te  c l a ims  and d i r e c t  

t rea tment .  Nurses a re  used because they have the e x p e r t i s e  t o  watch 

f o r  and i d e n t i f y  improper o r  non- re la ted  t r ea tmen t ,  assess a  



c l a i m a n t ' s  p rogress ,  and coo rd i na te  any r e h a b i l i t a t i o n  t h a t  may be 

requ i red .  I n  p a r t i c u l a r ,  o t he r  i n s u r e r s  r e f e r  c e r t a i n  types o f  cases 

t o  nurses o r  o the r  medica l  p r o f e s s i o n a l s .  These cases i nc l ude :  

i n j u r i e s  i n v o l v i n g  l oss  o f  ea rn ing  c a p a c i t y ,  cases w i t h o u t  f i r m  

diagnoses a f t e r  60 t o  90 days, and cases i n v o l v i n g  c a t a s t r o p h i c  

i n  j u  r y  , t rauma, and/or ex tended med i ca I  t reatmen t . DOA-R i sk 

Management recommended i n  i t s  1985 and 1987 aud i  t s  t h a t  the  Fund use 

nurses t o  manage medica l  c l a ims .  

Several  s t a t e  workers '  compensation agencies a l s o  make ex tens i ve  use 

o f  medical  pe rsonne l .  The Oregon S t a t e  Acc ident  Insurance Fund (SAIF 

Corpora t ion )  has one t o  four  nurses i n  each o f  i t s  s i x  o f f i c e s ,  an 

o r thoped ic  surgeon on s t a f f ,  and c o n t r a c t s  w i t h  severa l  o ther  

phys i c i ans .  The Minnesota S t a t e  lnsurance Fund uses a  s u b s i d i a r y  

o rgan i za t i on ,  which has a  p h y s i c i a n ,  c h i r o p r a c t o r ,  and s i x  nurses t o  

manage medical  c l a ims .  

The Fund ma in ta i ns  i t  uses the s e r v i c e s  o f  a  u t i l i z a t i o n  rev iew 

o rgan i za t i on  t o  a s s i s t  i n  medical  management o f  c l a i m s .  However, 

t h i s  se r v i ce  i s  l i m i t e d  t o  de te rmin ing  whether h o s p i t a l i z a t i o n  i s  

r equ i r ed  f o r  a  s p e c i f i c  procedure o r  c o n d i t i o n .  I t  does no t  

c o n s t i t u t e  the on-going medica l  management used by p r i v a t e  i n s u r e r s  

and o ther  sa tes .  

a Past a u d i t s  and rev iews have a l s o  recommended t h a t  the  Fund make more 

use o f  independent medica l  examinat ions ( IMEs).  DOA-Risk Management 

recommended t h i s  approach i n  1985 and 1987. The Fund 's  i n t e r n a l  

a u d i t o r s  found i n  1987 t h a t  medica l  ca re  was " f ragmented o r  

non-d i rected"  and recommended lMEs as a  means f o r  improv ing medica l  

management. I n  May 1988, the Fund e s t a b l i s h e d  an IME u n i t  

respons ib le  f o r  a s s i s t i n g  c l a ims  r e p r e s e n t a t i v e s  i n  schedu l ing  lMEs 

and o b t a i n i n g  r e p o r t s  o f  the examinat ions.  However, t h i s  u n i t  has no 

r e s p o n s i b i l i t y  f o r  de te rm in i ng  when lMEs a re  needed. 



Independent medica l  examinat ions s t reng then  an i n s u r e r ' s  a b i l i t y  t o  

manage medica l  aspects  o f  workers1  compensation c l a i m s .  Accord ing 

t o  o f f i c i a l s  i n t e r v i ewed  a t  t he  f i v e  p r i v a t e  companies and s t a t e  

funds i n  Utah, Oregon, Minnesota,  and C a l i f o r n i a ,  lMEs should be 

ordered i n  a  v a r i e t y  o f  c i rcumstances where there  a r e  ques t ions  about 

the na tu re  o f  t he  medical  problem o r  e f f e c t i v e n e s s  o f  t he  t rea tment .  

E f f e c t i v e  Claims Management Can Reduce Costs  

More a c t i v e  c l a ims  management i s  necessary t o  e f f e c t i v e l y  reduce the 

cos ts  o f  workers '  compensation insurance t o  p o l i c y h o l d e r s .  Ac t i ons  taken 

by the Department o f  A d m i n i s t r a t i o n  t o  ensure t h a t  t he  Fund adequately 

manages S ta te  workers '  compensation c la ims  appear t o  have reduced cos t s  

t o  the S t a t e ' s  se l f - i n su rance  program. 

F a i l u r e  t o  manage c l a ims  increases c o s t s  - F a i l u r e  t o  use good c la ims  

management p r a c t i c e s  can r e s u l t  i n  unnecessary cos t s ,  as i l l u s t r a t e d  i n  

the f o l l o w i n g  examples: 

On May 29,  1982 a  worker a t  a  S t a t e  medical  f a c i l i t y  r e p o r t e d l y  was 
i n j u r e d  w h i l e  a t t emp t i ng  t o  r e s t r a i n  a  p a t i e n t .  The Fund accepted 
the c l a im  10 days l a t e r .  S h o r t l y  a f t e r  accep t ing  t he  c l a i m ,  the Fund 
rece ived r e p o r t s  submi t ted  by the  c l a i m a n t ' s  p h y s i c i a n ,  a  c o n s u l t i n g  
phys i c i an ,  and a  p s y c h i a t r i s t  t h a t  desc r ibed  d i f f e r e n t  i n j u r i e s  and 
circumstances than c i t e d  by the c l a i m a n t .  

The c la ims r e p r e s e n t a t i v e  requested an o r t hoped i c  medica l  e v a l u a t i o n  
i n  A p r i l  1983. On May 23, 1983, the c la ims  r e p r e s e n t a t i v e  rece ived  
the r e s u l t s  o f  the o r t hoped i c  e v a l u a t i o n  i n  which the doc to r  
concluded t h a t  the c la imant  had a  back s t r a i n  b u t  no apparent 

0 

evidence o f  d i s c  d isease .  The doc to r  expected the c la imant  t o  become 
s t a b l e  w i t h i n  the  f o l l o w i n g  30 days w i t h  no permanent phys i ca l  
impairment. 

On June 14 ,  1983, the c la imant  was aga in  h o s p i t a l i z e d  f o r  back p a i n .  
An o r thoped ic  examinat ion found t h a t  the c la imant  con t inued  t o  s u f f e r  
from a  back s t r a i n  bu t  concluded the c l a i m a n t ' s  major  problem was 
p s y c h i a t r i c  i n  n a t u r e .  

I n  J u l y  1984, more than two years  a f t e r  the c l a i m  had been accepted 
f o r  b e n e f i t s ,  the  c la ims  r e p r e s e n t a t i v e  learned t h a t  the  c la imant  had 
been t r e a t e d  f o r  a  n e a r l y  i d e n t i c a l  i n j u r y  i n  another  s t a t e  and had 
rece i ved a  $20,000 se t  t l emen t . 



DOA-Risk Management r e f e r r e d  the c l a i m  t o  a  p r i v a t e  r e h a b i l i t a t i o n  
f i r m  f o r  medical management i n  August 1986. The c l a i m  was c l osed  on 
February 17, 1987 a f t e r  the c la imant  had been d ischarged by h i s  
phys i c i an  w i t h  no permanent d i s a b i l i t y .  The c l a iman t  appealed t h i s  
a c t i o n  t o  the I n d u s t r i a l  Commission which sus ta i ned  DOA's d e c i s i o n .  

Comment: Inadequate c l a i m s  management was e v i d e n t  a t  l eas t  t h ree  
t imes du r i ng  the d u r a t i o n  o f  t h i s  c l a i m .  F i r s t ,  the d i sc repanc ies  i n  
i n j u r i e s  and c i rcumstances repo r t ed  when the  c l a i m  was f i l e d  should  
have led  the r e p r e s e n t a t i v e  t o  i n v e s t i g a t e  the  f a c t s .  Second, the 
r ep resen ta t i ve  shou ld  have taken a c t i o n  t o  c l o s e  the case upon 
r e c e i p t  o f  the May 1983 o r t hoped i c  r e p o r t ,  i n d i c a t i n g  t h a t  the 
c l a i m a n t ' s  back problems were l i m i t e d .  T h i r d ,  the evidence o f  a  
n e a r l y  i d e n t i c a l  c l a i m  i n  another s t a t e  was another  reason f o r  
a c t i o n .  Ins tead,  the c l a iman t  was a l lowed t o  con t i nue  t reatment  f o r  
th ree  more years  a t  a  c o s t  o f  a lmost $90,000, b r i n g i n g  the t o t a l  
cos ts  o f  the c l a i m  t o  $147,700. 

CASE 3 

A S t a t e  employee f i l e d  a  c l a i m  f o r  a wo rk - re l a ted  back i n j u r y  i n  
December 1983. The employer informed the Fund c l a ims  r e p r e s e n t a t i v e  
t h a t  the c la imant  ( a )  had had four  p rev ious  back s u r g e r i e s ,  and ( b )  
had p rev i ous l y  made s ta tements  t h a t  she migh t  seek d i s a b i l i t y  based 
on these p r i o r  s u r g e r i e s .  Ne i t he r  the  c la imant  nor  employer was a b l e  
t o  e s t a b l i s h  a  s p e c i f i c  da te  o f  i n j u r y .  The Fund c l a ims  
rep resen ta t i ve  a l s o  r ece i ved  a  r epo r t  from the  c l a i m a n t ' s  p h y s i c i a n  
d e s c r i b i n g  four  p r e v i o u s  back su rge r i es  and a  n o n - i n d u s t r i a l  back 
i n j u r y .  The c l a i m  was accepted by the  Fund on February 1 ,  1984. No 
i n v e s t i g a t i o n  was conducted nor were p r i ~ r  medica l  records ob ta ined .  

For the next 15 months the  c la imant  was seen by f i v e  d o c t o r s  and 
cont inued t o  compla in  o f  ch ron i c  back p a i n  a l t hough  most o f  the 
doc to r s  cou ld  f i n d  l i t t l e  o r  no phys i ca l  e x p l a n a t i o n  f o r  the p a i n .  
One doctor  i n d i c a t e d  t h a t  the  c la imant  cou ld  r e t u r n  t o  work.  

I n  A p r i l  1985 an independent medical  examinat ion by four  phys i c i ans  
concluded t h a t  1 )  the  c l a i m a n t ' s  c o n d i t i o n  was s t a b l e ,  2 )  t h e r e  was 
no evidence o f  permanent i mpai rmen t  , and 3 the c  l aiman t was capab l e  
o f  r e t u r n i n g  t o  the  t ype  o f  work done p r i o r  t o  t he  r epo r t ed  i n j u r y .  

However, i n  June 1985 the  c l a i m a n t ' s  p h y s i c i a n  in formed the Fund t h a t  
the c la imant  needed back surgery  bu t  re fused  t o  say whether the 
surgery was r e l a t e d  t o  t he  c l a i m a n t ' s  p r i o r  back su rge r i es  o r  t o  the 
repor ted  i n j u r y .  A l though  o the r  medica l  and psycho log i ca l  r e p o r t s  
quest ioned the need f o r  t h e  su rge ry ,  surgery  was performed i n  October 
1985. The c la imant  developed se r i ous  pos t -ope ra t i ve  comp l i ca t i ons  
and cont inued t o  compla in  o f  back p a i n .  

I n  March 1986 DOA-Risk Management in te rvened  and d i r e c t e d  the  Fund t o  
r e f e r  the  c l a i m  t o  a p r i v a t e  r e h a b i l i t a t i o n  f i r m  and c losed  the  case 
i n  A p r i l  1987. The c l a iman t  appealed the d e c i s i o n  t o  the I n d u s t r i a l  
Commission ( I C A )  which r u l e d  t h a t :  

m The c l a i m a n t ' s  c o n d i t i o n  as a t t r i b u t e d  t o  the  r epo r t ed  
i n d u s t r i a l  i n j u r y  r e q u i r e d  no f u r t h e r  t reatment  a f t e r  A p r i l  1985. 



a The c la imant  had no t  sus ta i ned  any permanent impairment as a  
r e s u l t  o f  t he  repor ted  i n d u s t r i a l  i n j u r y .  

a The October ,  1985 surgery  was no t  r e l a t e d  t o  o r  r e q u i r e d  by the 
repor ted  i n d u s t r i a l  i n j u r y ,  a l t hough  the surgery  and a l l  
r e s u l t i n g  problems were t r e a t e d  and p a i d  f o r  as an i n d u s t r i a l  
r e s p o n s i b i l i t y  by the Fund. 

Comnent: I n t e r v e n t i o n  by DOA-Risk Management appears t o  have 
reso lved t h i s  p o o r l y  managed c l a i m .  Accord ing t o  R i s k  Management 
o f f i c i a l s ,  the c l a i m  rep resen ta t i ve  f a i l e d  t o  c l ose  the case when the 
independent med ica l  e v a l u a t i o n  team found the c la imant  capable o f  
r e t u r n i n g  t o  work i n  A p r i l  1985. The subsequent a u t h o r i z a t i o n  o f  
surgery r e s u l t e d  i n  thousands o f  d o l l a r s  o f  unnecessary medica l  and 
compensation expenses which,  accord ing  t o  the I C A  award, were 
u n j u s t i f i e d  by the  c i rcumstances.  The S t a t e  pa id  $99,200 as a  r e s u l t  
o f  the October 1985 surgery .  

DOA experience - The Department o f  A d m i n i s t r a t i o n  has a c t i v e l y  reviewed 

the  Fund's management o f  workers '  compensation c la ims  aga ins t  the S t a t e ' s  

se l f - i n su rance  program. S ince 1985, DOA has a u d i t e d  c l a ims  aga ins t  the 

S t a t e ' s  se l f - i n su rance  program and has a l s o  requested the  Fund ass ign 

exper ienced c l a i m  rep resen ta t i ves  and l ega l  s t a f f  t o  manage S ta te  

c la ims .  DOA's rev iew r e s u l t s  i n  more a c t i v e  c la ims  management f o r  S t a t e  

c la ims  than o ther  Fund p o l i c y h o l d e r s  r e c e i v e .  

Resu l t s  from DOA's e f f o r t s  suggest o the r  Fund p o l i c y h o l d e r s  would b e n e f i t  

i f  the Fund p r o v i d e d  more c la ims  management. Accord ing t o  Risk 

Management o f f i c i a l s ,  a c t u a l  b e n e f i t s  p a i d  by R isk  Management have been 

s i g n i f i c a n t l y  less  than the payments f o recas t  by i t s  o u t s i d e  a c t u a r i e s .  

The ac tua r i es  fo recas ted  payments o f  $8 .6  m i l l i o n  by June 1988. However, 

ac tua l  b e n e f i t  payments a t  t h a t  t ime were o n l y  $6.8 m i  l l  i o n ,  21 percent  

l ess  than expected 

The reduc t ion  occur red  d u r i n g  a  p e r i o d  when R isk  Management o f f i c i a l s  

i nd i ca ted  events  shou ld  have increased A r i z o n a ' s  compensation payments: 

( 1 )  the l i m i t s  on h o s p i t a l  and p h y s i c i a n  charges were inc reased ;  ( 2 )  the 

maximum wage b e n e f i t s  t h a t  cou ld  be p a i d  were increased;  and, ( 3 )  the 

number o f  employees covered by R i sk  Management increased.  A l l  o f  these 

should have increased the b e n e f i t s  p a i d  by the S t a t e  f o r  workers '  

compensation b e n e f i t s .  



RECOWENDATIONS 

1 .  The Fund should ass i gn  c l a ims  t o  employees based on the complex i t y  o f  

the c l a i m  and the employee's exper ience and e x p e r t i s e .  

2 .  The Fund should develop a  c l e a r  p o l i c y  f o r  supe rv i so r y  rev iew o f  

c la ims ,  i n c l u d i n g  

a Review c r i t e r i a  based on age o f  cases and p r o j e c t e d  cos t s .  

a I d e n t i f i c a t i o n o f  s p e c i f i c a r e a s  f o r  rev iew 

a Cont inue the development o f  i n f o r m a t i o n  systems t o  i d e n t i f y  

c la ims  t h a t  meet the rev iew c r i t e r i a .  

3 .  The Fund should es tab l  i s h  s p e c i f i c  guide1 ines  t o  ensure t h a t  each 

c l a i m  rece ives  a t  l e a s t  a  minimum l e v e l  o f  i n v e s t i g a t i o n ,  Gu ide l i nes  

should a l s o  p rov i de  d i r e c t i o n  f o r  a d d i t i o n a l  i n v e s t i g a t i o n  f o r  more 

complex o r  p o t e n t i a l l y  c o s t l y  c l a ims .  

4 .  The S t a t e  Fund should  s t r eng then  medical  management o f  c la ims  cases by 

a Ensur ing t h a t  c l a ims  rep resen ta t i ves  o b t a i n  complete medica l  

h i s t o r i e s  f o r  a l l  c l a i m s  where p r i o r  c o n d i t i o n s  may c o n t r i b u t e  

t o  the c u r r e n t  d i s a b i l i t y  o r  l i k e l i h o o d  o f  recovery .  

a H i r i n g  nurses o r  o t h e r  medical  p r o f e s s i o n a l s  t o  a s s i s t  c l a ims  

rep resen ta t i ves  i n  e v a l u a t i n g  medical  t r ea tmen t .  

a Develop ing g u i d e l i n e s  i d e n t i f y i n g  s i t u a t i o n s  where use o f  

medica l  s t a f f  i s  war ran ted .  



FINDING I V  

SIGNIFICANT WEAKNESSES EXIST I N  ACCESS CONTROL 

AND DISASTER RECOVERY PROCEDURES OF THE FUND'S 

COMPUTER SYSTEMS, INCREASING THE RISK OF 

FRAUD OR ABUSE 

S i g n i f i c a n t  weaknesses e x i s t  i n  two c r i t i c a l  c o n t r o l s  o f  the S t a t e  

Compensation Fund's ( t h e  Fund) e l e c t r o n i c  da ta  p rocess ing  system. 

Computer access c o n t r o l s  and p h y s i c a l  s e c u r i t y  a re  weak, exposing t he  

Fund t o  p o t e n t i a l  f r a u d  and abuse. I n  a d d i t i o n ,  d i s a s t e r  recovery  

c o n t r o l  procedures a re  inadequate.  

The S t a t e  Compensation Fund r e l i e s  h e a v i l y  on i t s  e l e c t r o n i c  d a t a  

process ing (EDP) system f o r  many ope ra t i ons ,  such as p rocess ing  c l a ims  

and payments and m a i n t a i n i n g  p o l  i c yho lde r  records .  Compute r i za t ion  

a l l ows  qu icker  and more e f f i c i e n t  da ta  s to rage ,  man ipu la t i on ,  and 

r e t r i e v a l .  I n  1987, the  Fund processed approx imate ly  57,000 compensation 

c la ims .  The Fund a l s a  processed approx imate ly  335,500 checks 

( represen t ing  compensation and medica l  payments, genera l  d isbursements ,  

p a y r o l l ,  and d i v i d e n d s ) ,  amounting t o  n e a r l y  $704 m i l l i o n .  ( 1 )  

Furthermore, the computer system m a i n t a i n s  c o n f i d e n t i a l  i n f o r m a t i o n  on 

cu r ren t  and p r i o r  p o l i c y h o l d e r s  and c l a iman ts .  

Aud i to r  General EDP s t a f f  reviewed the  Fund's computer system because the  

Fund r e l i e s  e x t e n s i v e l y  on EDP and i t s  d a t a  was used i n  the a u d i t .  The 

a u d i t o r s  concent ra ted on the adequacy o f  genera l  c o n t r o l s  used t o  p rov i de  

r e l i a b i l i t y  o f ,  and s e c u r i t y  ove r ,  the  da ta  be ing  processed. 

( 1 )  T h i s  amount i n c l u d e s  b e n e f i t  payments f o r  s e l  f - i n s u r e d  accoun ts ,  ass igned  r i s k  

c la ims ,  and c l a i m s  f rom p r i o r  y e a r s .  



Access Controls And Physical Secur i ty  Are Weak 

The Fund does n o t  adequa te l y  p r o t e c t  computer o p e r a t i o n s  from 

unau tho r i zed  access. Lack o f  adequate c o n t r o l  c r e a t e s  a  h i g h  exposure t o  

p o t e n t i a l  f r a u d  and abuse. 

Access controls  - P r o t e c t i o n  a g a i n s t  u n a u t h o r i z e d  access t o  computer 

da ta  shou ld  be s t a n d a r d  p r a c t i c e  t o  guard a g a i n s t  p o s s i b l e  f r a u d  and 

abuse. The Fund, however,  does n o t  use adequate s e c u r i t y  measures t o  

c o n t r o l  computer access even though these measures a r e  a l r e a d y  

a v a i l a b l e .  Norma l l y ,  u s e r s  shou ld  be a b l e  t o  g a i n  access t o  computer ized 

i n f o r m a t i o n  o n l y  th rough  e s t a b l i s h e d  passwords and a u t h o r i z a t i o n  

procedures.  However, c l a i m s  p r o c e s s i n g  s t a f f  a r e  n o t  r e q u i r e d  t o  l o g  on 

o r  e n t e r  passwords. The F u n d ' s  management i n f o r m a t i o n  system (MIS) s t a f f  

a re  r e q u i r e d  t o  l o g  on and e n t e r  passwords. However, they c i r cumven t  

t h i s  c o n t r o l  by u s i n g  p r e d e f i n e d  keys ( " h o t  keys " )  wh ich automat i c a l  l y  

supply t h i s  i n f o r m a t i o n  t o  t h e  t e r m i n a l .  

An adequate c o n t r o l  system shou ld  a l s o  be capable  o f  i d e n t i f y i n g  and 

logg ing  a t tempts  a t  u n a u t h o r i z e d  use.  For example, a t tempts  t o  g a i n  

access by e n t e r i n g  i n v a l i d  passwords shou ld  be logged and the  t e r m i n a l  

d isconnected o r  the  keyboard locked a f t e r  severa l  unsuccess fu l  a t t e m p t s  

t o  g a i n  e n t r y .  Jobs s u b m i t t e d  f o r  e x e c u t i o n  shou ld  be mon i to red  so t h a t  

any unau tho r i zed  a t t e m p t s  would be d e t e c t e d  and the r e l a t e d  job 

c a n c e l l e d .  No such c o n t r o l s  a r e  i n  p l a c e  a t  the  Fund. 

F u r t h e r ,  acco rd ing  t o  t h e  Fund 's  MIS s t a f f ,  r e p o r t s  o f  t e r m i n a l  a c t i v i t y  

( r e p o r t s  i d e n t i f y i n g  those access ing  computer d a t a  and what they do w i t h  

i t )  a r e  seldom produced.  EDP management shou ld  r e g u l a r l y  p r e p a r e  and 

review these types o f  r e p o r t s  t o  d e t e c t  u n a u t h o r i z e d  computer o p e r a t i o n s ,  

thus p r o v i d i n g  a  c o n t r o l  over  computer use.  

Easy access t o  computer d a t a  and i n s u f f i c i e n t  m o n i t o r i n g  o f  t e r m i n a l  use 

increase the  r i s k  o f  f r a u d .  A l though  Fund management m a i n t a i n s  t h e  r i s k  

o f  f r a u d  i s  low because they can t r a c k  changes t o  c l a i m s  i n f o r m a t i o n ,  we 

found some changes t o  c l a i m s  i n f o r m a t i o n  a r e  recorded and m a i n t a i n e d  f o r  

o n l y  a  s h o r t  p e r i o d  o f  t i m e ,  w h i l e  o t h e r  changes t o  d a t a  a r e  s i m p l y  no t  

t racked .  For example, changes made t o  addresses and benef i  t t e r m i n a t i o n  

dates a r e  no t  t r a c k e d .  I n  a d d i t i o n ,  a  t r a n s a c t i o n  f i l e  used t o  



record o ther  changes does no t  m a i n t a i n  a  h i s t o r y  o f  changes t o  a  

p a r t i c u l a r  c l a im .  Lack o f  adequate c o n t r o l  cou ld  make i t  p o s s i b l e  f o r  

employees t o  man ipu la te  c l a i m  f i l e  i n f o r m a t i o n .  For example, employees 

cou ld  change address i n f o r m a t i o n ,  thereby d i v e r t i n g  payments t o  

f i c t i t i o u s  people ,  o r  t o  themselves. S tud ies  o f  computer - re la ted cr imes 

i n  the Federal  government s u b s t a n t i a t e  t h i s  r i s k .  These s t u d i e s  found: 

1 )  most computer f rauds  i n v o l v e  man ipu la t i ons  i n  b e n e f i t  o r  p a y r o l l  

systems ( i  . e .  systems s im i  l a r  t o  the  F u n d ' s ) ,  and 2 )  a  good system o f  

c o n t r o l s  would p reven t  these cases o r  lead t o  t h e i r  d e t e c t i o n .  

Fund o f f i c i a l s  s t a t e  t h a t  they r e l y  on t h e i r  i n t e r n a l  EDP a u d i t o r  and 

t h e i r  ex te rna l  f i n a n c i a l  a u d i t o r s " )  t o  de te r  abuse. To da te  Fund 

management i s  unaware t h a t  any f r aud  has been commit ted. However, 

r e l i a n c e  on i n t e r n a l  and e x t e r n a l  a u d i t o r s  does no t  appear t o  p rov i de  

adequate p r o t e c t i o n  aga ins t  p o t e n t i a l  f r aud .  The Fund 's  e x t e r n a l  

a u d i t o r s  do no t  s p e c i f i c a l l y  t e s t  f o r  computer f raud  and the Fund 's  own 

EDP a u d i t o r  per forms min imal  t e s t i n g  t o  i d e n t i f y  i r r e g u l a r i t i e s  o r  c r imes .  

Physical secur i ty  - The Fund does no t  adequately p r o t e c t  access t o  

v i t a l  computer ope ra t i ons  and program documentat ion.  Access t o  computer 

opera t ions  should be a v a i l a b l e  o n l y  t o  au tho r i zed  persons t o  p r o t e c t  the 

f a c i l i t y .  Each en t rance  should  have some form o f  r e s t r i c t i o n  such as 

keys,  c ipher  l ocks ,  magnet ic ca rds ,  voice/hand p r i n t  i d e n t i f i c a t i o n  

systems, o r  s e c u r i t y  personne l .  Whi le  the  Fund has a c i phe r  l ock  on the 

door t o  the operat  i ons  a rea ,  Aud i t o r  General s t a f f  observed i t  un locked 

and unattended on severa l  occas ions,  a l l o w i n g  easy access by unau thor i zed  

persons. (A l though the  Fund has r e c e n t l y  begun t o  rep lace  t he  c i phe r  

locks w i t h  a  magnet ic ca rd  system, t h i s  system was no t  f u l l y  f u n c t i o n a l  

when we reviewed i t  i n  November o f  t h i s  y e a r . )  

Access t o  w r i t t e n  cop ies  o f  the computer programs (documentat ion) i s  a l s o  

no t  adequately r e s t r i c t e d .  The Fund 's  documentat ion i s  kep t  i n  an 

unlocked room w i t h  easy access. An Aud i t o r  General EDP a u d i t o r  observed 

( 1 )  The Fund c o n t r a c t s  w i t h  a  pub1 i c  accoun t ing  f i r m  t o  conduct an annual a u d i t  and 

prepare f i n a n c i a l  s ta tements.  



employees e n t e r i n g  t h i s  room t o  o b t a i n  supp l i es ,  which a re  a l s o  kept  

the re .  R e s t r i c t e d  access t o  documentat ion i s  necessary s i nce  i t  con ta i ns  

i n f o rma t i on  necessary t o  make changes t o  programs and d a t a  f  i l e  

s t r u c t u r e s .  Organ iza t ions  shou ld  m a i n t a i n  p r o t e c t e d  documentat ion 

l i b r a r i e s  and r e s t r i c t  access. 

F i n a l l y ,  some Fund programmers have access t o  the  computer room. 

According t o  i n d u s t r y  s tandards ,  t h i s  s i t u a t i o n  i s  unacceptab le .  Good 

c o n t r o l s  d i c t a t e  a  segrega t ion  o f  f unc t i ons  between computer systems 

ana lys ts  and programmers on the one hand, and computer ope ra to r s  on the 

o the r .  I d e a l l y ,  the  computer room should be r e s t r i c t e d  t o  computer 

opera t ing  personne l ;  systems a n a l y s t s  and programmers should  no t  be 

al lowed t o  e n t e r .  Th i s  r e s t r i e t i o n  p rov ides  a safeguard by making 

man ipu la t ion  o f  f i l e s  and programs d i f f i c u l t  by systems des igners  and 

programmers. 

D i sas te r  Recovery C o n t r o l s  Are Inadequate 

Although necessary and impo r tan t ,  the Fund lacks c o n t r o l s  f o r  computer 

d i sas te r  recovery .  D i s a s t e r  recovery  p lans  h e l p  ensure t h a t  bus iness can 

cont inue i n  the event o f  an EDP ca tas t rophe .  D i sas t rous  events  can be 

i n t e n t i o n a l  ( e . g . ,  bombings, f i r e s ) ,  n a t u r a l  hazards ( e .g . ,  hu r r i canes ,  

tornadoes, f l oods ,  ear thquakes) ,  o r  a c t s  o f  neg l igence  ( e . g . ,  d ropp ing  a 

d i sk  paek). Because the  Fund i s  h i g h l y  dependent on i t s  computer system, 

adequate cont ingency p l ans  must e x i s t .  P lann ing  i s  necessary t o  ensure 

tha t  adequate s e c u r i t y  measures and c o n t r o l s  a re  ma in ta ined  b o t h  d u r i n g  

and f o l l o w i n g  a computer d i s r u p t i o n .  The Fund, however, l acks  an 

adequate p l a n ,  the r e s u l t  o f  which cou ld  s i g n i f i c a n t l y  impai r  i t s  normal 

ope ra t i ons .  

The Fund 's  c u r r e n t  EDP d i s a s t e r  recovery p l a n  i s  inadequate.  F i r s t ,  no 

w r i t t e n  d i s a s t e r  recovery  p l a n  e x i s t s .  Secondly, the  Fund has in fo rma l  

arrangements w i t h  an o r g a n i z a t i o n  t o  use i t s  computer,  bu t  has not  

determined i f  the f a c i l i t y  cou ld  adequately process Fund da ta .  

Furthermore, t h i s  u n w r i t t e n  agreement does no t  i nc l ude  p e r t i n e n t  

i n f o rma t i on  l i k e  the  amount o f  t ime the Fund cou ld  use the computer,  how 

f r equen t l y  i t  would have computer access, o r  how long the arrangement 

cou ld  be ma in ta ined .  



The Fund, however, r e c e n t l y  took s teps t o  develop a  d i s a s t e r  recovery 

p l a n .  Fund o f f i c i a l s  es t ima te  t h a t  the p l a n  w i l l  be f u l l y  implemented i n  

e a r l y  1989. Once a  p l a n  has been developed, the Fund should  tho rough ly  

t e s t  i t  t o  ensure t h a t  i t  i s  workable and t h a t  expected con t ingenc ies  a re  

adequately addressed. Test r e s u l t s  should  be documented f o r  proper  

rev iew and c o r r e c t i v e  a c t i o n .  I n  a d d i t i o n ,  Fund management should  ensure 

t h a t  the p l an  i s  kep t  c u r r e n t  and complete.  

RECOWENDAT l ONS 

1 .  The Fund should e s t a b l i s h ,  document, and c o n t i n u a l l y  en fo r ce  s e c u r i t y  

c o n t r o l s  over computer access, i n c l u d i n g  

0 Imposing access r e s t r i c t i o n s  by i s s u i n g  i n d i v i d u a l  passwords 

requi  red f o r  system access. 

0 S t r i c t l y  e n f o r c i n g  r e s t r i c t i o n s  on access t o  ope ra t i ons  area and 

t o  w r i t t e n  program documentat ion.  

a Regu la r l y  p roduc ing  and rev iew ing  r e p o r t s  on t e rm ina l  a c t i v i t y .  

2 .  The Fund should develop an a u d i t i n g  p l a n  f o r  i t s  EDP system 

throughout the yea r .  A u d i t o r s  should  eva lua te  r i s k s  and i d e n t i f y  

p o t e n t i a l  o p p o r t u n i t i e s  f o r  system abuse. Procedures f o r  reduc ing  

the r i s k  o f  f raud  i n c l u d e  

a Random case v a l i d a t i o n  

0 I d e n t i f i c a t i o n  o f  workers '  t r a n s a c t i o n s  i n  the da ta  base 

0 L i m i t i n g  system access 

0 E n f o r c i n g s e c u r i t y  f ea tu res  

3 .  The Fund should develop a  w r i t t e n  d i s a s t e r  recovery p l a n  t h a t :  

a I d e n t i f i e s  c r i t i c a l  computer a p p l i c a t i o n s  



0 Provides step-by-step plans defining organizational unit 

responsibilities 

0 Identifies outside locations where EDP operations may continue 

0 Specifies security controls needed during recovery 



FINDING V 

THE FUND HAS NOT BEEN FISCALLY RESPONSIBLE 

IN SOME AREAS 

The S t a t e  Compensat i on  Fund ( t h e  Fund) has demonst r a t e d  quest i onab I e  

f i s c a l  r e s p o n s i b i l i t y  i n  some a reas .  The Fund appears t o  have evaded 

s t a t u t o r y  requirements i n  purchas ing severa l  o f f i c e  b u i l d i n g s .  

Furthermore, expenses f o r  employee awards and educa t ion  b e n e f i t s  seem 

excessive and, i n  some cases, may c o n s t i t u t e  g i f t i n g .  

The Fund Has Not Complied With Sta tutory  Requirements 
During Bui lding Purchases 

The Fund d i d  not  meet s t a t u t o r y  p r o v i s i o n s  w h i l e  purchas ing some o f f i c e  

b u i l d i n g s .  Recen t l y ,  the Fund bought t h ree  o f f i c e  b u i l d i n g s  t o  house 

i t s  business ope ra t i ons .  A l though S t a t e  law g r a n t s  the Fund a u t h o r i t y  t o  

buy rea l  p rope r t y ,  the  Fund d i d  no t  adequately comply w i t h  e i t h e r  c a p i t a l  

out  lay  budge t ing" '  o r  investment p r o v i s i o n s .  

Fund bui ld ing  purchases - Dur ing  1986, the  Fund purchased, f o r  cash, 

severa l  o f f i c e  b u i l d i n g s  f o r  i t s  ope ra t i ons .  The l a rges t  was the  Abacus 

Towers, located i n  uptown Phoenix,  purchased i n  l a t e  1986 t o  house the 

Fund's home o f f i c e  o p e r a t i o n s .  The Fund p a i d  approx imate ly  $31.5 m i l l i o n  

f o r  the 250,000 square f o o t  b u i l d i n g  w i t h  improvements. I n  a d d i t i o n ,  the 

Fund bought two o the r  b u i l d i n g s  d u r i n g  the  yea r ,  t o  house d i s t r i c t  

opera t ions  i n  Mesa and Show Low. These b u i l d i n g s  cos t  the  Fund 

approx imate ly  $1.5 mi l l i on .  

Budget requests not prepared - S t a t e  law r e q u i r e s  J o i n t  L e g i s l a t i v e  

Budget Committee (JLBC) approva l  f o r  Fund c a p i t a l  o u t l a y  expend i t u res .  

The Fund, however, d i d  no t  submit t h i s  r e q u i r e d  budget i n f o r m a t i o n  t o  

JLBC on i t s  b u i l d i n g  purchases. Ins tead ,  the  Fund presented the b u i l d i n g  

purchase t o  the JLBC chairmen as an investment - something which would 

not  need JLBC approva l .  

( ' 1  C a p i t a l  p r o j e c t s  i n c l u d e  r e a l  p r o p e r t y  such as l a n d ,  b u i l d i n g s  and improvements 



Real p rope r t y  a c q u i s i t i o n s  r e q u i r e  JLBC approva l .  A r i zona  Revised 

S t a t u t e  923-981(D) s t a t e s  t h a t  the Fund Manager . . . 

"may lease o r  acqu i r e  r e a l  p r o p e r t y  and acqu i r e  o r  cons t ruc t  
b u i l d i n g s  o r  o t h e r  improvements on the p rope r t y  as a re  necessary t o  
house, c o n t a i n  and m a i n t a i n  o f f i c e s  and space f o r  i t s  departmental  
and ope ra t i ona l  f a c i l i t i e s . "  

However, paragraph E o f  the s t a t u t e  r equ i r es  the Fund t o  prepare and 

submit a  " c a p i t a l  o u t l a y  budget . . . f o r  rev iew and approva l  by the 

J o i n t  L e g i s l a t i v e  Budget Committee . . I t  Accord ing t o  JLBC o f f i c i a l s  

and our review o f  Fund budget documents, the Fund d i d  no t  submit c a p i t a l  

o u t l a y  budget requests  f o r  any o f  the t h ree  b u i l d i n g s .  Fur thermore,  a  

review o f  JLBC committee minutes d i d  no t  show any d i scuss ion  o r  a c t i o n  

taken by the committee regard ing  the purchase a f  these b u i l d i n g s .  

Ins tead o f  s u b m i t t i n g  a  c a p i t a l  o u t l a y  request f o r  the Abacus b u i l d i n g ,  

Fund management in formed JLBC chairmen t h a t  the Fund was purchas ing  the 

b u i l d i n g  as an investment .  A September 15, 1986 memo from the  Fund 

Manager t o  the Board and lnvestment Committee notes t h a t  the Fund Manager 

met w i t h  JLBC chairmen t o  o u t l i n e  " . . the Fund 's  a c t i o n s  t o  date 

regard ing the purchase o f  a b u i  l d i n g  under the investment p r o v i s i o n s  o f  

the Insurance S t a t u t e s ,  T i t l e  20. ' '  (emphasis added) Such an a c t i o n  would 

no t  r equ i r e  c a p i t a l  budget rev iew and app rova l .  

No formal investment r e s o l u t i o n  - Fund o f f i c i a l s  contend c a p i t a l  o u t l a y  

budgets were no t  prepared because the b u i l d i n g s  were purchased as 

investments,  as no ted  above. I n  a d d i t i o n ,  i n  a  l e t t e r  t o  Fund 

p o l i c y h o l d e r s  announcing the Abacus purchase, the Chairman o f  the  Board 

o f  D i r e c t o r s  and Fund Manager s t a t e d  investment monies were used t o  

purchase the b u i l d i n g .  However, a t  the t ime o f  the b u i l d i n g  purchases, 

long term investments o f  Fund monies r equ i r ed  formal a c t i o n  by i t s  

Investment~Commit tee.  The Committee d i d  no t  r eso l ve  t o  buy any o f  the 

b u i l d i n g s .  ( 1 )  

A.R.S. 923-985 c r e a t e s  the Fund lnvestment Committee and o u t l i n e s  the 

Committee's purpose. According t o  the s t a t u t e ,  the lnvestment Committee 

We found no r e c o r d  t h a t  t h e  Fund sought Investment  Committee approval  f o r  t h e  Mesa 
and Show Low b u i l d i n g  purchases. 



s h a l l  " e s t a b l i s h  investment p o l i c y  and superv ise  the investment 

a c t i v i t i e s  o f  the s t a t e  compensation fund."  The s t a t u t e  f u r t h e r  

s p e c i f i e s  t h a t  " t he  investment commit tee, by r e s o l u t i o n ,  may i nves t  and 

re i nves t  the su rp lus  and reserves o f  the s t a t e  compensation fund i n  any 

lega l  investments au tho r i zed  under T i t l e  20 . . .If (emphasis added).  

Our review o f  the Abacus purchase shows: 

a The purchase was underway be fo re  the ma t t e r  was brought  t o  the 

lnvestment Committee f o r  a  vo te .  Board minutes show t h a t  Fund 

management had begun n e g o t i a t i o n s  and i n i t i a t e d  escrow proceedings by 

the da te  o f  the lnvestment Committee meet ing.  

a The purchase ran counter  t o  the lnvestment Committee's w r i t t e n  

investment p o l i c y  s t a t i n g  t h a t  a l l  a v a i l a b l e  monies "a re  t o  be 

inves ted  i n  f i x e d  income s e c u r i t i e s "  (bonds, f o r  example). B u i l d i n g s  

a re  no t  f i x e d  income s e c u r i t i e s .  

a lnvestment Committee m inu tes  do no t  show t h a t  the  Committee eva lua ted  

the Abacus purchase as compared t o  o ther  investment a l t e r n a t i v e s .  

r, F i n a l l y ,  the Committee d i d  not v o t e  t o  purchase the  b u i l d i n g s  as an 

investment.  A l though the Committee norma l l y  used formal r e s o l u t i o n s  

t o  au tho r i ze  investments ,  no such r e s o l u t i o n  a u t h o r i z i n g  the Abacus 

purchase as an investment was passed a t  the  September 19 ,  1986 

committee meet ing.  However, the  Committee d i d  approve f ou r  

r e s o l u t i o n s  a u t h o r i z i n g  o the r  investments a t  t h a t  same meet ing .  

Ins tead ,  the Committee passed a mot ion  " .  . . t o  adv ise  the  Board o f  

D i r e c t o r s  t h a t  the  lnvestment Committee sees no reason t o  oppose the  

b u i l d i n g  purchase w i t h  the  unders tanding t h a t  the Board has a f i r m  

b a s i s  f o r  i t s  d e c i s i o n . "  (emphasis added) Accord ing t o  one committee 

member, t h i s  language was used because 1 )  Committee members d isagreed  

about purchas ing the  b u i l d i n g  as an investment ,  and 2 )  the  Committee 

was informed by Fund o f f i c i a l s  t h a t  the purchase was a c t u a l l y  a  

dec i s i on  t o  be made by the Board o f  D i r e c t o r s ,  no t  the Investment 

Committee. 



Employee Awards And Tra i  n i ng And Educat ion Benef i t s  
Appear Excessive And May Be I l l e g a l  

I n  a d d i t i o n  t o  the b u i l d i n g s ,  o the r  Fund expend i tu res  a re  ques t i onab le .  

Employee awards and r e l a t e d  t r a i n i n g  expenses may be improper.  

Furthermore, the Fund's employee educa t ion  p o l i c y  appears excess ive .  

Employee awards and bene f i t s  - Some expenses r e s u l t i n g  from Fund 

t r a i n i n g  seem ex t ravagan t ,  and may be u n l a w f u l .  Use o f  Fund monies f o r  

some t r a i n i n g  a c t i v i t i e s  seems i napp rop r i a t e  as w e l l  as i l l e g a l .  

The Fund ho lds  severa l  t r a i n i n g  events  f o r  i t s  employees a n n u a l l y .  The 

l a rges t  event ,  r e f e r r e d  t o  as the " I n s t i t u t e " ,  i s  one t o  one-and-a-half 

days i n  d u r a t i o n .  A l l  grade 15 and above s t a f f  ( i d e n t i f i e d  as 

p ro fess i ona l  s t a f f ) ,  o r  about 350 persons, a t t e n d  the even t .  Accord ing 

t o  the Fund's t r a i n i n g  and educa t ion  a d m i n i s t r a t o r ,  t h i s  f u n c t i o n  

p rov ides  o p p o r t u n i t i e s  f o r  management t o  1 )  update s t a f f  on Fund 

ope ra t i ons ,  2 )  f o s t e r  communication among i t s  p r o f e s s i o n a l  s t a f f ,  3 )  

t r a i n  and mot i va te  s t a f f ,  and 4 )  recognize top  employees. The 1987 and 

1988 I n s t i t u t e s  were h e l d  a t  a  major Phoenix h o t e l .  To ta l  cos t s  f o r  the 

event were approx imate ly  $52,600 i n  1987 and $60,700 i n  1988 (Table  8 ,  

page 63 1 .  

Although the reasons g i v e n  f o r  h o l d i n g  the event seem reasonable ,  many 

r e s u l t i n g  expenses do n o t .  For example: 

a The Fund i n v i t e s  and pays f o r  the meals and lodg ing o f  o f f i c i a l s  from 

neighbor ing s t a t e s .  

a Each I n s t i t u t e  concludes w i t h  an evening banquet and dance a t  which 

ou ts tand ing  employees a re  presented such awards as engraved p laques ,  

Seiko watches, P i e r r e  Card in  luggage, and l ea the r  a t t ache  cases. 

a Lodging i s  p rov i ded  f r e e  t o  a l l  employees a t t e n d i n g  the  even t ,  

i n c l u d i n g  those l i v i n g  i n  the Phoenix m e t r o p o l i t a n  area!" 

( 1  Room r a t e s  f o r  t h e  1988 I n s t i t u t e  exceeded t h e  Department o f  A d m i n i s t r a t i o n ' s  pe r  

diem l o d g i n g  amount by $37. Accord ing  t o  t h e  Fund's t r a i n i n g  and educa t ion  

a d m i n i s t r a t o r ,  some Phoenix area employees, a t  t h e i r  o p t i o n ,  re imbursed t h e  Fund by 

approximate1 y t h i s  amount. However, t h e  Phoenix area employees were n o t  e l  i g i  b l  e 

f o r  &Q p e r  diem as t h e y  were n o t  on t r a v e l  s t a t u s .  
62 



Table 8 shows cos ts  f o r  b o t h  the  1987 and 1988 I n s t i t u t e s .  

TABLE 8 

STATE COMPENSATION FUND 
INSTITUTE EXPENSES - 1 9 8 7  AND 1 9 8 8  

Expense d e s c r i p t i o n  

Food and beverageda) 
Lodg i ng(a)  
P ro fess iona l  s e r v i  ces(b) 
Awards - 

Seiko watches 
Plaques, engraved 
Leather a t tache  cases 
Pens 
P i e r r e  Card in  luggage 
Other awards(c) 

Miscel laneous - 
For tune cook i es 

and chops t i ckdd) 
A r r i v a l  g i f t s  f o r  guests  
Table cen te rp ieces  
Popcorn machine r e n t a l  
0 the r 

TOTAL EXPENSES 

( a )  Amount i s  n e t  o f  employee spouse/guest reimbursements t o  t h e  Fund. 
( b )  Pro fess iona l  s e r v i c e s  i n  t h i s  t a b l e  i n c l u d e s  speaker fees ,  aud io  v i s u a l  equipment 

r e n t a l  fees,  mee t ing  room fees ,  and o t h e r  s i m i l a r  i t ems .  

( c )  Other  awards a r e  those g i v e n  t o  a l l  I n s t i t u t e  a t tendees .  For  1988, these awards 
were pocket  p lanner /ca lendars ;  f o r  1987, bus iness c a r d  ho lde r /address  books. 

( d )  Dur ing  t h e  1988 I n s t i t u t e ,  t h e  Fund had s p e c i a l l y  prepared f o r t u n e  cook ies ,  t h e  
f o r t u n e s  engraved w i t h  o u t s t a n d i n g  employee names and t h e  c h o p s t i c k s  engraved w i t h  
t h e  I n s t i t u t e ' s  theme. 

Source: Prepared by Aud i t o r  General s t a f f  u s i n g  Fund T r a i n i n g  and 
Educat ion f i n a n c i a l  r e p o r t s .  



Some o f  these expenses, e s p e c i a l l y  f o r  the  awards, appear t o  v i o l a t e  

c o n s t i t u t i o n a l  and s t a t u t o r y  p r o v i s i o n s .  A r t i c l e  9 ,  Sec t i on  7 o f  the 

Ar izona C o n s t i t u t i o n  p rov i des  t h a t  "Ne i the r  t he  S t a t e ,  nor . . . [any]  

o ther  subd i v i s i on  o f  t he  S t a t e  s h a l l  ever . . make any dona t i on  o r  

g r a n t ,  by subsidy o r  o therw ise ,  t o  any i n d i v i d u a l ,  a s s o c i a t i o n ,  o r  

co rpo ra t i on  . . ." (As i n d i c a t e d  i n  F i n d i n g  I ,  Fund monies a r e  p u b l i c  

monies.)  A.R.S. $38-601 p rov i des  t h a t  S t a t e  o f f i c e r s  o r  employees o f  any 

S ta te  i n s t i t u t i o n .  . . " s h a l l  n o t ,  under any p r e t e x t  r ece i ve  any s a l a r y  o r  

emolument i n  excess o f  the  s a l a r y  so p rov ided . "  

Other expenses, i f  no t  g i f t s  o f  p u b l i c  monies, appear t o  be ex t r avagan t .  

For example, i n  a d d i t i o n  t o  the I n s t i t u t e ,  i n  1988, Fund management 

hosted a  $1,000 luncheon a t  the  Fund's home o f f i c e  f o r  those employees 

not  i n v i t e d  t o  a t t e n d  the  I n s t i t u t e .  Fund o f f i c i a l s  cons idered the get  

toge ther  an a p p r e c i a t i o n  luncheon. No t r a i n i n g  occur red  d u r i n g  the 

meal.  Th is  expense, a l ong  w i t h  a l l  I n s t i t u t e  expenses, was charged t o  

the t r a i n i n g  and educa t i on  budget ca tegory .  

Furthermore, the Fund o c c a s i o n a l l y  hos ts  o the r  f unc t i ons  each y e a r .  Two 

such events inc lude  execu t i ve  meet ings,  meals inc luded ,  and luncheons t o  

honor graduates o f  v a r i o u s  in-house t r a i n i n g  and development courses.  

The Fund spent n e a r l y  $7,500 on s i x  such occas ions from January 1987 

through June 1988. 

Fund o f f i c i a l s ,  however, contend these expend i tu res  a re  necessary f o r  

Fund operat  ions and a l  lowab l e  under A .R.S. 5423-981 ( C )  and 23-981 . 0 1 ( B ) .  

A.R.S. 923-981(C) s t a t e s  " t h e  [Fund] manager has f u l l  a u t h o r i t y  over the 

fund and may do a l l  t h i n g s  necessary o r  convenient i n  the a d m i n i s t r a t i o n  

o f  the fund . . . I t ,  and A.R.S. 423-981 .01(0 )  p rov i des  the Fund Manager 

such powers as a re  necessary t o  c a r r y  out  the f u n c t i o n s  o f  t he  Fund. 

However, Fund s t a t u t e s  do no t  appear t o  p rov i de  s p e c i f i c  a u t h o r i t y  f o r  

these expendi t u r e s .  

Excessive educa t ion  b e n e f i t s  - The Fund may a l s o  be misus ing  monies i n  

i t s  employee educa t ion  program. Fund p o l i c y  a l l ows  f o r  generous 

educa t ion  b e n e f i t s  t o  i t s  employees. These b e n e f i t s ,  though, a re  

s i g n i f i c a n t l y  g r e a t e r  than t h a t  p rov ided  t o  employees o f  o t h e r  Ar izona 

agenc i  es .  



The Fund p rov ides  s i g n i f i c a n t  educa t ion  b e n e f i t s  t o  i t s  s t a f f .  Accord ing 

to  Fund p o l i c y ,  the Fund u s u a l l y  pays i n  advance, f o r  work r e l a t e d  

educat iona l  courses. The Fund w i  I I a l s o  pay i n  advance f o r  employees t o  

ob ta i n  undergraduate and graduate degrees. S p e c i f i c a l l y ,  the employee 

development program prov ides  f u l  I payment f o r  r e g i s t r a t i o n ,  t u i t i o n ,  

books and o ther  school  cos t s  f o r  Fund employees pas t  the s i x -month  

probat ionary  p e r i o d .  

Some employees have b e n e f i t e d  g r e a t l y  as a  r e s u l t  o f  t h i s  p o l i c y .  

Although no t  r equ i r ed  by the Fund t o  o b t a i n  c o l l e g e  degrees,  the  Fund has 

pa id  f o r  some employees t o  pursue undergraduate and graduate l eve l  

degrees. For example, from November 1985 through mid-1988, the Fund 

spent approx imate ly  $27,300 on f ou r  employees pursu ing  bus iness degrees 

a t  a  loca l  u n i v e r s i t y .  One employee a lone  rece ived  n e a r l y  $11,000 from 

January 1987 through February 1988. A t  one p o i n t  i n  1988, t he  Fund 

prepaid  the school $2,040 t o  r e g i s t e r  t h i s  employee i n  e i g h t  c l asses .  

Th is  was done t o  avo id  an a n t i c i p a t e d  t u i t i o n  inc rease .  The employee 

l e f t  employment w i t h  the  Fund s h o r t l y  t h e r e a f t e r  and d i d  no t  complete the 

courses. Al though the  schoo l  re imbursed the Fund approx imate l y  $700 o f  

the $2,048, the  Fund had no p l a n s ,  a t  the t ime o f  the  a u d i t ,  t o  pursue 

reimbursement from the i n d i v i d u a l  !" 

Fund educat ion b e n e f i t s  appear much g r e a t e r  than t h a t  p rov i ded  by most 

o ther  Ar izona agenc ies.  The Department o f  A d m i n i s t r a t i o n ' s  (DOA) s t a f f  

development and t r a i n i n g  s e c t i o n  s t u d i e d  f i s c a l  year  1987 t u i t i o n  

p o l i c i e s  o f  24 major  S t a t e  agenc ies.  ( 2 )  Our rev iew o f  DOA's summary 

repor t  i nd i ca tes  a l l  24 agencies opera te  on a reimbursement b a s i s ,  r a t he r  

than pay ing f o r  cos t s  i n  advance l i k e  the  Fund. Fur thermore,  the 

ana l ys i s  shows t h a t  o n l y  two agenc ies,  the Department o f  Economic 

Secu r i t y  and the Department o f  Educa t ion ,  p rov i de  f o r  t he  f u l l  payment 

Accord ing t o  t h e  Fund 's  T r a i n i n g  and Educa t ion  Admini s t r a t o r ,  t h e  Fund d iscovered  

i n  l a t e  October  o r  November 1988 t h a t  t h e  same i n d i v i d u a l  o b t a i n e d  a  re fund f rom 

the  U n i v e r s i t y  f o r  an e a r l i e r  course t h e  Fund had p a i d  f o r .  The Fund Manager, 

however, s t a t e d  i n  November t h a t  t h e  Fund i s  t a k i n g  a c t i o n  on t h i s  m a t t e r .  
( 2 )  The Fund i s  n o t  i n c l u d e d  i n  t h i s  a n a l y s i s .  Accord ing  t o  DOA, t h e  Fund was asked t o  

p rov ide  i n f o r m a t i o n  r e g a r d i n g  i t s  t u i t i o n  reimbursement p o l  i c y ,  b u t  f a i l e d  t o  

respond. 



o f  t u i t i o n  and o the r  school r e l a t e d  cos t s  s i m i l a r  t o  t he  Fund. The o the r  

22 agencies l i m i t  t u i t i o n  reimbursement t o  amounts ranging from $100 t o  

$400 per  yea r ,  o r ,  w i l l  pay between 50 and 100 percen t  o f  t u i t i o n .  Most 

pay o n l y  p a r t  o f  o r  none o f  o t he r  school  r e l a t e d  c o s t s .  

Four agencies r e q u i r e  employees t o  reimburse the  agency i f  the employee 

leaves employment w i t h  the  agency w i t h i n  s i x  months t o  one year  a f t e r  

complet i ng  reimbursed courses.  

RECOWENDATIONS 

Fund management should :  

0 E n s u r e c o m p l i a n c e w i t h  laws regard ing  r e a l  p r o p e r t y  a c q u i s i t i o n s  

f o r  ope ra t i ng  and investment purposes. 

0 Discan t inue  the p r a c t i c e  o f  p r o v i d i n g  employee awards and 

s i m i l a r  b e n e f i t s ,  o r ,  should  o b t a i n  s p e c i f i c  s t a t u t o r y  a u t h o r i t y  

f o r  con t i nu i ng  such p r a c t i c e s .  

e Revise i t s  employee t r a i n i n g  and e d u c a t i o n - p o l i c y  t o  be more 

cons i s t en t  w i t h  p o l i c i e s  used by o the r  S t a t e  agenc ies.  The Fund 

should g e n e r a l l y  opera te  on a reimbursement b a s i s ,  and cons ider  

e s t a b l i s h i n g  l i m i t s  on b e n e f i t s .  



FINDING VI  

THE BOARD OF DIRECTORS MAY 

NOT EFFECTIVELY REPRESENT POLICYHOLDERS 

The composi t ion o f  t h e  S t a t e  Compensation Fund Board o f  D i r e c t o r s  l i m i t s  

the Board 's  e f f e c t i v e n e s s  i n  r e p r e s e n t i n g  i t s  p o l  i c y h o l d e r s .  The Board 

i s  respons ib le  f o r  s u p e r v i s i n g  the  Fund and Board members a r e  meant t o  

represent  the  p o l i c y h o l d e r s .  However, weaknesses i n  the  appointment 

process have r e s u l t e d  i n  i n a p p r o p r i a t e  Board membership. I n  a d d i t i o n ,  

i t s  three-member s i z e  t h r e a t e n s  the B o a r d ' s  a b i l i t y  t o  comply w i t h  the  

Open Meet ing Law and may l i m i t  i t s  a b i l i t y  t o  t r a n s a c t  bus iness  on b e h a l f  

o f  the po l  i c y h o l d e r s .  

The Board O f  D i r e c t o r s  Has A Duty 
To Represent Po l icyho lders  

The Board o f  D i r e c t o r s  i s  the  govern ing  body f o r  t h e  Fund. S t a t e  law 

r e q u i r e s  the  Fund Board members t o  be p o l i c y h o l d e r s ,  o r  employees o f  

p o l i c y h o l d e r s ,  o f  t h e  Fund. T h i s  requ i rement  i n d i c a t e s  t h a t  Board 

members should be knowledgeable about t h e  Fund i n  o r d e r  t o  e f f e c t i v e l y  

represent  po l i cyho l d e r s .  

Ar izona Revised S t a t u t e  (A.R.S. )  $23-981.01.A s t a t e s  t h a t  t h e  Fund i s  

under " d i r e c t  s u p e r v i s i o n  o f  a  Board o f  D i r e c t o r s  which c o n s i s t s  o f  t h r e e  

members appointed by t h e  Governor f o r  terms o f  t h r e e  years . ' '  Each member 

" s h a l l  be a p o l i c y h o l d e r  o r  an employee o f  a  p o l i c y h o l d e r "  o f  the  Fund. 

T h i s  s t a t u t e  f u r t h e r  a u t h o r i z e s  the  Board t o  make o r  amend r u l e s  and 

r e g u l a t i o n s  f o r  t h e  conduct o f  the  Fund 's  bus iness  and d e c l a r e  the  

payment o f  d i v idends  t o  p o l  i c y h o l d e r s .  

The s t a t u t o r y  language suggests t h a t  Board members rep resen t  Fund 

p o l i c y h o l d e r s .  By r e q u i r i n g  Board members t o  be p o l i c y h o l d e r s ,  o r  

employees t h e r e o f ,  the  s t a t u t e  i s ,  i n  essence, r e q u i r i n g  them t o  be 



knowledgeable about the  Fund. Fund o f f i c i a l s  a l s o  s t a t e  t h a t  as 

r e p r e s e n t a t i v e s  o f  t h e  p o l  i c y h o l d e r s ,  t h e  B o a r d ' s  p r i m a r y  goa l  i s  t o  

opera te  the  Fund i n  accordance w i t h  the  laws and i n  t h e  b e s t  i n t e r e s t s  o f  

the p o l i c y h o l d e r s  and t h e i r  i n j u r e d  worke rs .  

Appointment Process Has Been Weak 

Appointment o f  Fund Board members has been i n a p p r o p r i a t e  and u n t i m e l y  i n  

severa l  i ns tances .  Some Board members appo in ted  by t h e  Governor have n o t  

met the s t a t u t o r y  requ i rement  t h a t  they be p o l i c y h o l d e r s  w h i l e  o t h e r s  met 

the requirement o n l y  by p u r c h a s i n g  p o l i c i e s  a t  the  t i m e  o f  appo in tmen t .  

Fur thermore,  de lays  i n  g u b e r n a t o r i a l  appo in tments  t o  the  Board have 

r e s u l t e d  i n  long p e r i o d s  w i t h  o n l y  two members, o r  w i t h  some members 

s e r v i n g  long a f t e r  the  exp i  r a t  i o n  o f  t'hei r  te rms.  

Some appointees d i d  not meet s t a t u t o r y  requirements - A l though  S t a t e  

law r e q u i r e s  Board members t o  be p o l i c y h o l d e r s ,  o r  employees o f  

p o l i c y h o l d e r s ,  some members have n o t  met t h i s  mandate. Twelve members 

have served on the  Fund 's  Board s i n c e  i t s  i n c e p t i o n  i n  1969. However, 

Fund records i n d i c a t e  t h a t  t h r e e  o f  these were n o t  p o l i c y h o l d e r s ,  o r  

employees o f  p o l i c y h o l d e r s ,  a t  t he  t ime  o f  t h e i r  appo in tmen ts .  Accord ing  

t o  a L e g i s l a t i v e  Counc i l  o p i n i o n ,  Board members must be p o l i c y h o l d e r s  a t  

the t ime o f  t h e i r  appo in tments .  ( 1 )  

Several  Board members met t h e  e l i g i b i l i t y  requ i rements  by p u r c h a s i n g  

p o l i c i e s  j u s t  p r i o r  t o  t h e i r  appo in tmen ts .  Fund r e c o r d s  i n d i c a t e  t h a t  

w h i l e  e i g h t  members can be documented as p o l i c y h o l d e r s ,  o r  employees 

t h e r e ~ f , ' ~ )  t h r e e  became p o l i c y h o l d e r s  between 7 and 30 days p r i o r  t o  

t h e i r  o f f i c i a l  appo in tments .  ( 3 )  

( I )  The L e g i s l a t i v e  Counci l  o p i n i o n  a l s o  s t a t e s  t h a t  members must remain Fund p o l i c y h o l d e r s ,  

o r  employees o f  p o l i c y h o l d e r s ,  f o r  t h e  e n t i r e  appointment  terms.  One member d i d  n o t  

m a i n t a i n  h i s  p o l i c y  w i t h  t h e  Fund f o r  more than t h r e e  years o f  h i s  f i v e - y e a r  tenure .  See 

Appendix I f o r  t h e  complete t e x t  o f  t h e  L e g i s l a t i v e  Counci l  Op in ion .  

S t a t e  Compensation Fund s t a f f  were unable t o  l o c a t e  documents r e l a t i n g  t o  t h e  p o l i c y h o l d e r  

s t a t u s  o f  one e a r l i e r  Board member. 
( 3 )  A l l  t h r e e  purchased domest ic  workers  p o l i c i e s .  Domestic workers  p o l  i c e s  a r e  a  1 i m i  t e d  

t ype  of p o l i c y  t h a t  covers domest ic  employees (e .g . ,  housekeepers and gardeners )  even i f  
a 

they a r e  employed o n l y  a  few t imes  p e r  month. 



A t  l eas t  two o ther  s t a t e s  r e q u i r e  a  d e f i n i t e  l eng th  o f  t ime as a  p o i i c y h o l d e r  

t o  qua1 i f y  as a  compensat i on  fund board member. Cal i f o r n i a  and Utah r e q u i r e  

t ha t  board members be p o l i c y h o l d e r s  f o r  a  minimum o f  one year  p r i o r  t o  

se r v i ng .  

The Board I s  Too Small 

The Board o f  D i r e c t o r s  appears t o  be too smal l  t o  f u n c t i o n  e f f e c t i v e l y .  As a  

three-member Board, i t  has d i f f i c u l t y  complying w i t h  A r i z o n a ' s  Open Meet ing 

Law. The Board a l s o  has problems o b t a i n i n g  a quorum t o  t r a n s a c t  bus iness .  

Since the Board needs t o  be en la rged ,  the  L e g i s l a t u r e  may w i sh  t o  cons ider  

r e q u i r i n g  tha t  the Board represent  s p e c i f i c  p o l i c y h o l d e r  i n t e r e s t s .  

Open Meeting Law - The Board 's  s i z e  makes i t  almost imposs ib le  t o  prevent  

v i o l a t i o n s  o f  A r i z o n a ' s  Open Meet ing Law. As a S t a t e  agency which i s  no t  

exempted from the requi rements  o f  the Open Meet ing Law, the Fund and i t s  

Board must comply w i t h  p r o v i s i o n s  t o  ensure t h a t  p u b l i c  bus iness i s  

t ransacted openly .  The Open Meet ing Law e s t a b l i s h e s  s p e c i f i c  requi rements  

f o r  meetings o f  S t a t e  Boards and commissions. For example, Boards must g i v e  

a t  l eas t  24 hours n o t i c e  f o r  meet ings and p r o v i d e  an agenda l i s t i n g  " s p e c i f i c  

mat te rs  t o  be d iscussed"  a t  the  meet ing.  Accord ing t o  A.R.S. $38-431.01.A, a  

meet ing i s  de f ined  as a  g a t h e r i n g  o f  a  quorum. For a  three-member Board such 

as the Fund's,  two members c o n s t i t u t e  a quorum. There fo re ,  whenever two 

Board members d iscuss  a Fund i ssue ,  even i n  a  te lephone conve rsa t i on ,  i t  may 

be construed as a  "quorum." I n  the  absence o f  t he  r e q u i r e d  24-hour n o t i c e  

and agenda, such d i scuss ions  v i o l a t e  Open Meet ing  Law. For t h i s  reason, a  

three-member Board o f  D i r e c t o r s  i s  no t  p r a c t i c a l  under the p r o v i s i o n s  o f  

A r i zona ' s  Open Meet ing Law. 

Limited a b i l i t y  to  transact business - The Boa rd ' s  s i z e  has a l s o  l i m i t e d  

i t s  a b i l i t y  t o  t r a n s a c t  bus iness .  Between 1981 and 1985, a t  l e a s t  15 Board 

meet ings were postponed o r  cance l l ed  f o r  lack o f  a  quorum; two meet ings have 

been delayed du r i ng  1988 f o r  the  same reason. One c u r r e n t  Board member noted 

t h a t  the Board should  be expanded t o  f i v e  members t o  reduce the  l i k e l i h o o d  o f  

t i e  vo tes  when one member i s  absent .  Even i f  t i e  vo tes  a re  avo ided ,  c r i t i c a l  

dec is ions  may be made by two members. For example, each year between 1984 



and 1988 o n l y  two members a t tended  meet ings where Fund d i v i dends  were 

dec lared.  Du r i ng  1985 and 1986, and h a l f  o f  1987, t he re  were on l y  two 

members se r v i ng  on the Board.  

a 
Pol i cyho lder  r ep resen ta t  i o n  - Expanding the Board would a l  l e v i  a t e  the  

problems w i t h  t he  Open Meet ing Law and the d i f f i c u l t i e s  i n  t r a n s a c t i n g  

business. An expanded Board would a l s o  p rov i de  the  o p p o r t u n i t y  f o r  g rea te r  

po l i c yho lde r  r e p r e s e n t a t i o n .  A l l  n i n e  c o m p e t i t i v e  S t a t e  workers '  a 
compensation funds t h a t  m a i n t a i n  Boards o f  Di r e c t o r s ,  have l a rge r  Boards than 

Ar izona. F i v e  o f  the n i ne  have fewer p o l i c y h o l d e r s .  (See Table 9 ) .  

TABLE 9 

NUMBER OF POL l CYHOLDERS AND BOARD MEMBERS 
OF COMPETlTlVE STATE FUNDS 

S t a t e  

Ar i zona 
Cal i f o r n i a  
Co l o  rado 
Mary land 
Michigan 
Minnesota 
New York 
Ok l  ahoma 
Oregon 
Utah 

Numbe r o f  
P o l i c y h o l d e r s  
(Approximate) 

Number o  f  
Board Members 

Named I n  
Appoin ted E l e c t e d  S t a t u t e  

( a )  Three o f  these  f i v e  a r e  appo in ted  by a  s p e c i f i e d  S t a t e  o f f i c i a l ;  two a r e  named 

S t a t e  o f f i c i a l s  o r  t h e i r  designees. 

Source: Compiled by Aud i t o r  General s t a f f  from i n f o r m a t i o n  ob ta ined  
from the  funds i n  A p r i l ,  1988. 



I f  the  Fund Board i s  expanded, the  L e g i s l a t u r e  may want t o  cons ide r  

amending the Fund 's  s t a t u t e s  t o  p r o v i d e  f o r  s p e c i f i c  r e p r e s e n t a t i o n  on 

the Board o f  D i r e c t o r s .  A r i z o n a  Board members do n o t  appear t o  be drawn 

from i n d u s t r i e s  r e p r e s e n t i n g  a  l a r g e  number o f  p o l i c y h o l d e r s ;  c u r r e n t  and 

recent  members i n c l u d e  a  r e t i r e d  bank e x e c u t i v e ,  a  r e t i r e d  r a i l r o a d  

e x e c u t i v e ,  and the  former Manager o f  the Fund. I n  c o n t r a s t ,  C a l i f o r n i a  

a t tempts  t o  r e c r u i t  f o u r  o f  i t s  f i v e  members f rom p a r t i c u l a r  i n d u s t r i e s  

(e .g . ,  a g r i c u l t u r e  and c o n s t r u c t  i o n )  wh ich a r e  c h a r a c t e r i s t i c  o f  l a r g e  

numbers o f  i t s  i n s u r e d s .  Board members i n  M i c h i g a n  rep resen t  geograph ic  

areas and a r e  a l s o  s e l e c t e d  from s m a l l ,  medium, and l a r g e - s i z e d  i n s u r e d  

employers t o  assure adequate r e p r e s e n t a t i o n  o f  t h e  d i v e r s e  s i z e  o f  

bus iness owners. 

RECOWENDAT IONS 

1 .  The L e g i s l a t u r e  shou ld  cons ide r  amending A . R . S .  523-981.01 t o  

r e q u i r e  t h a t  persons a p p o i n t e d  t o  the  S t a t e  Compensation Fund Board 

o f  D i r e c t o r s  be i n s u r e d  b y  the  Fund f o r  a  minimum o f  one year  p r i o r  

t o  t h e i r  appo in tments .  

2 .  The L e g i s l a t u r e  shou ld  c o n s i d e r  amending A . R . S .  523-981.01. 

0 Increase t h e  s i z e  o f  t h e  Board o f  D i r e c t o r s  t o  a t  l e a s t  f i v e  

members . 

0 Prov ide  f o r  expanded p o l i c y h o l d e r  r e p r e s e n t a t i o n  o f  s p e c i f i e d  

occupa t ions  and i n t e r e s t s  on the  Board o f  D i r e c t o r s .  



OTHER PERTINENT INFORMATION 

Dur ing  the a u d i t ,  we deve loped o t h e r  i n f o r m a t i o n  about  t h e  r e l a t i o n s h i p  

between the Fund Board o f  D i r e c t o r s  and the lnvestment  Committee. 

S t a t e  s t a t u t e s  c r e a t e  two s e p a r a t e  b o d i e s ,  b o t h  empowered t o  make 

d e c i s i o n s  impact ing the  o p e r a t i o n s  o f  the Fund. As i n d i c a t e d  i n  F i n d i n g  

V I ,  A.R.S. $23-981.01 e s t a b l i s h e s  a  three-person,  Governor -appo in ted 

Board o f  D i r e c t o r s  and g r a n t s  i t  a u t h o r i t y  t o  d i r e c t l y  s u p e r v i s e  the  

Fund. Charged w i t h  e n s u r i n g  t h e  o v e r a l l  w e l f a r e  o f  t h e  Fund, the Board 

may e s t a b l i s h  r u l e s  and r e g u l a t i o n s  g o v e r n i n g  Fund o p e r a t i o n s .  The Board 

a l s o  a p p o i n t s  a  Fund Manager t o  oversee d a i l y  o p e r a t i o n s ,  and i t  d e c l a r e s  

d i v i d e n d s  when a v a i l a b l e .  

I n  a d d i t i o n ,  A.R.S. $23-985 p r o v i d e s  f o r  an lnvestment  Committee t o  

oversee Fund i n v e s t m e n t s . .  Committee members i n c l u d e  t h e  Board o f  

D i r e c t o r s  C h a i r ,  t he  Fund Manager, and t h r e e  pe rsons ,  appo in ted  by t h e  

Governor, knowledgeable i n  i nves tmen ts  and economics.  The Commit tee 's  

d u t i e s  i n c l u d e  e s t a b l i s h i n g  investment  p o l i c y  and s u p e r v i s i n g  t h e  Fund 's  

investment a c t i v i t i e s .  S p e c i f i c a l l y ,  t he  Commit tee,  by  r e s o l u t i o n ,  may 

i n v e s t  Fund s u r p l u s  and rese rves  i n  investments  a u t h o r i z e d  by S t a t e  law. 

I n t e r n a l l y ,  Fund investment  p o l i c y  s t a t e s  t h a t  i nves tmen ts  a r e  compr ised 

o f  monies reserved f o r  f u t u r e  compensat ion payments t o  i n j u r e d  worke rs  o r  

t h e i r  s u r v i v o r s  and t o  meet Fund bus iness  needs. D u r i n g  1986 and 1987, 

f o r  example, t o t a l  investment  income averaged a p p r o x i m a t e l y  26.4  p e r c e n t  

o f  t o t a l  Fund income. 

Accord ing t o  a  L e g i s l a t i v e  C o u n c i l  o p i n i o n  (Appendix I ) ,  Board powers 

c o n f l i c t  w i t h  those o f  t h e  lnvestment  Commit tee.  The lnvestment  

Committee has complete c o n t r o l  ove r  investment  d e c i s i o n s  r e g a r d i n g  t h e  

approx ima te ly  $590 m i l l i o n  d o l l a r s  i n  s u r p l u s  and r e s e r v e s ,  w i t h  no f i n a l  

approva l  needed by the  Board.  The Board ,  however, i s  u l t i m a t e l y  

r e s p o n s i b l e  f o r  Fund o p e r a t i o n s .  S u r p l u s ,  rese rves  and investment  income 

s i g n i f i c a n t l y  impact Fund o p e r a t i o n s .  



Desp i te  concerns expressed by some Board members, t o  da te  no se r i ous  

problem has r e s u l t e d  from the e x i s t i n g  r e l a t i o n s h i p  between the  Board and 

t he  Investment Committee. The Board o f  D i r e c t o r s  and Investment 

Committee have ove r l app ing  memberships which ensures a t  l e a s t  some 

communication between them. 



AREAS FOR FURTHER AUDIT WORK 

D u r i n g  the course o f  the  a u d i t ,  we i d e n t i f i e d  t h r e e  p o t e n t i a l  i ssues t h a t  

we were unable t o  pursue because they  were beyond the  scope o f  ou r  a u d i t  

o r  we lacked s u f f i c i e n t  t i m e .  

a Does the Fund m a i n t a i n  excess loss reserves? 

As o f  December 31 ,  1987, t h e  Fund m a i n t a i n e d  over  $512 m i l l i o n  

d o l l a r s  i n  rese rves  f o r  t h e  f u t u r e  payment o f  compensat ion and 

medical  losses which have a l r e a d y  o c c u r r e d .  I n  e s t a b l i s h i n g  these 

rese rves ,  the  Fund recogn izes  t h a t  income f rom i n v e s t i n g  these 

monies w i l l  be earned and used t o  pay f o r  some o f  these losses .  The 

Fund d i s c o u n t s  t h e  r e s e r v e s  t o  r e f l e c t  a  p o r t i o n  o f  these e a r n i n g s .  

The d i s c o u n t  r a t e s  c u r r e n t l y  used by the Fund a r e  3 . 5  p e r c e n t  f o r  

compensation rese rves  and ze ro  pe rcen t  f o r  med ica l  r e s e r v e s .  

However, d i s c o u n t i n g  rese rves  a t  these r a t e s  may o v e r s t a t e  losses 

i n c u r r e d  by p o l i c y h o l d e r s  and may p r o v i d e  t h e  Fund w i t h  a  p r o f i t  

marg in  comparable t o  p r i v a t e  c a r r i e r s .  As a  r e s u l t  t h e  Fund may n o t  

be comply ing w i t h  A.R.S. $23-983(A) which r e q u i r e s  t h a t  i t  be 

n e i t h e r  more no r  l e s s  than s e l f - s u p p o r t i n g .  

The d i s c o u n t i n g  o f  l o s s  r e s e r v e s  a t  a  r a t e  which more a c c u r a t e l y  

r e f l e c t s  a c t u a l  investment  e a r n i n g s  i s  an i s s u e  wh ich  has been 

r a i s e d  a t  the  n a t i o n a l  l e v e l .  Congress addressed t h i s  i ssue  th rough  

the 1986 Tax Reform Act  by  r e q u i r i n g  insurance companies t o  d i s c o u n t  

l o s s  rese rves  f o r  t a x  purposes a t  a  r a t e  t i e d  t o  i n t e r e s t  e a r n i n g s  

o f  government s e c u r i t i e s .  I n  the  case o f  t h e  Fund, an a n a l y s i s  by 

the Fund 's  c o n s u l t i n g  a c t u a r y  i n d i c a t e s  t h a t ,  f o r  example, i f  t h e  

Fund d i s c o u n t e d  rese rves  a t  i t s  a c t u a l  r a t e  o f  r e t u r n  on inves tmen ts  

f o r  1987 o f  10.5  p e r c e n t ,  t he  Fund c o u l d  reduce e x i s t i n g  rese rves  by 

as much as $220 mi l l i o n .  The r e s u l t  o f  such a  r e d u c t i o n  i n  rese rves  

would be an e q u i v a l e n t  i nc rease  i n  s u r p l u s .  



Fu r the r  a u d i t  work,  i n c l u d i n g  the de te rm ina t i on  o f  t he  most 

app rop r i a t e  d i s c o u n t i n g  r a t e s  and the  impact on p o l i c y h o l d e r  

premiums, i s  needed t o  determine whether the  Fund should  increase 

i t s  d i scoun t i ng  o f  l o ss  reserves t o  reduce the i ncu r red  losses 

repor ted  aga ins t  p o l i c y h o l d e r s  and comply w i t h  s t a t u t e .  

a Does the Fund u t i l i z e  adequate procurement p o l i c y  and procedures? 

Our l i m i t e d  rev iew o f  the  Fund 's  procurement p o l i c y  and p r a c t i c e s  

i n d i c a t e s  some inadequac ies.  A l though the Fund i s  exempt from the 

S t a t e  procurement code, the Fund has developed i t s  own procurement 

p o l i c y  and procedures.  However, i t s  p o l i c y  appears weak i n  some 

a reas .  For example, i t  does no t  p r o v i d e  f o r  an appeal process f o r  

vendors,  o r  s p e c i f i c  requi rements  f o r  e v a l u a t i n g  and s e l e c t i n g  b i d s  

and p roposa ls ,  b o t h  o f  which a re  impor tan t  standards i d e n t i f i e d  i n  

the S ta te  procurement code and governmental purchas ing l i t e r a t u r e .  

I n  a d d i t i o n ,  the  Fund may lack adequate c o n t r o l  over procurement 

p r a c t i c e s .  Du r i ng  the a u d i t  we requested a l i s t i n g  o f  recent 

c o n t r a c t s .  The Fund 's  purchas ing o f f i c e  was unable t o  supp ly  a 

l i s t i n g  f o r  f i v e  weeks. The de lay  r e s u l t e d  ma in ly  because the 

Fund 's  purchas ing o f f i c e  does no t  m a i n t a i n  cop ies  o f  a i l  c o n t r a c t s  

and suppor t ing  documents and had t o  a s c e r t a i n  the  ex is tence  o f  many 

con t rac t s  by c o n t a c t i n g  i n d i v i d u a l  u n i t s  w i t h i n  the o r g a n i z a t i o n .  

Fu r t he r  a u d i t  work i s  needed t o  determine t he  adequacy o f  Fund 

procurement p o l i c i e s  and p r a c t i c e s .  

Are t he  r e h a b i l i t a t i o n  s e r v i c e s  p rov i ded  by  t he  Fund e f f e c t i v e ?  

The Fund's r e h a b i l i t a t i o n  se r v i ces  may be inadequate.  The purpose 

o f  r e h a b i l i t a t i o n  i s  t o  r e t r a i n  i n j u r e d  workers t o  enable them t o  

r e t u r n  t o  work ,  which then may reduce compensat i on  c o s t s .  However, 

the Fund has been c r i t i c i z e d  i n  recen t  a u d i t  r e p o r t s  as be ing  

i n e f f e c t i v e  i n  i d e n t i f y i n g  p o t e n t i a l  r e h a b i l i t a t i o n  cases, and 

u l t i m a t e l y  p r o v i d i n g  these se rv i ces .  Fu r t he r  a u d i t  work i s  needed 

t o  determine whether the  Fund 's  r e h a b i l i t a t i o n  s e r v i c e s  a re  

e f f e c t i v e .  
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SUMMARY 
STATE COMPENSATION FUND RESPONSE 

v Sublect T o  L e m a t i v e  Control 

This is not a finding but a s t a tement  of a known f a c t .  The only purpose for  
i t s  inclusion in t h e  audit is t o  a t t e m p t  t o  build a case  fo r  t h e  legislature t o  
conf iscate  Fund assets. The Fund does not disagree tha t  t h e  legislature has the  
authority t o  t e rmina te  t h e  Fund but believes tha t  t h e  negative impact of such 
action on the  Arizona workers' compensation program would f a r  outweigh the  
short  t e r m  fiscal  benefit  of taking t h e  Fund's remaining surplus. This course of 
action assumes tha t  such confiscation of surplus is possible. The  Fund believes 
tha t  this o r  any a t t e m p t  t o  utilize Fund monies fo r  any purpose o ther  than the 
t rus t  purposes fo r  which they were  collected will result in extensive litigation, in 
which the  trust  nature  of Fund assets will be upheld. There  is significant case  
law in Arizona and o ther  s t a t e s  which would preclude use of Fund monies for  
o the r  purposes. 

The Lepislature Should Evaluate The State's Relationshir, With The State 
ensation Fund 

The need f o r  t h e  Fund has not changed. The Fund's mission is, and always has 
been,  t o  provide a ready market for  workers' compensation insurance t o  Arizona 
employers a t  t h e  lowest possible cost .  The Fund does have a very successful 
investment program and utilizes the  income from tha t  program for  the  purpose 
f o r  which i t  is intended, t o  lower insurance costs  f o r  i t s  policyholders. In 
raising this issue, the  auditors appear more concerned about t h e  welfare of the  
for-profi t  private insurers than the  welfare of Arizona's employers. 

The Fund's exemption f rom federal  income tax  is not an advantage,  because most 
pr ivate  carr iers  do not pay the  t ax  either.  A requirement tha t  the  Fund pay an 
in-lieu t a x  t o  t h e  general  fund would be discriminatory. The Fund is willing t o  
voluntarily obtain a surety  bond t o  mee t  the  secur i ty  deposit requirements placed 
on o ther  carriers.  The Fund concurs tha t  i t  has  received subsidy f rom general  
fund services,  primarily because i t  is required by s t a t u t e  t o  use these services.  
The Fund believes i t  should not be  required o r  permit ted  t o  use these services,  
even if i t  were t o  pay f o r  them,  since the  pr ivate  s e c t o r  cannot similarly use 
t h e  services even if i t  too  pays fo r  them. 

Private Sector Procedures 

The Fund's claims management is ef fect ive  and employs those pract ices  common 
t o  private ca r r i e r s  and s t a t e  funds which a r e  bes t  suited t o  t h e  part icular needs 
of both Fund policyholders and claimants.  Case  assignment by employer, r a the r  
than complexity, has been found most suitable,  a f t e r  experience with both 
methods. Supervisory review is extensive and will be  more  extensive in 1989. 
Investigations a r e  t imely and a r e  ra ted  highly by the  recipients.  Outside medical 
consultants a r e  used extensively and this use will be expanded in 1989. 

The audit's character izat ion of claims management by two  questionably managed 
DOA claims, out of 15,000 over  a period of seven years, is misleading. 
According t o  DOA's own actuaries,  a savings of 21% of forecast  losses was due 
t o  Fund claims management.  
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Access Control And Disaster Recoverv Procedures For State Fund Data - a 
Access control  and disaster  recovery procedures a r e  not weak. The Fund has 
access  controls, passwords, operations logs and physical restr ict ion in place. The 
Fund was in process of developing a formal disaster  recovery program prior t o  
and during t h e  audit, and t h e  auditors were aware  of this. The Fund did not 
have such program in t h e  past f o r  the  simple reason t h a t  i t  did not have i t s  a 
own computer .  

Actions Have Not Been Fiscallv Responsim 

All Fund actions have been fiscally responsible. The Abacus Building was 
purchased as  an investment and was approved as an investment by t h e  Fund's 
investment commi t tee  and board of directors.  Fund training expenses have not 
been extravagant .  The expenditures fo r  out-of-state part icipants were in payment 
of thei r  services  in making presentations a t  training sessions. Lodging expenses 
f o r  employees were  training expenses and not travel  expenses. The i tems 
provided t o  employees were not g i f ts  but recognitions of performance,  and were 
no different than those provided by o ther  organizations, public and private. The 
Fund's education benefits  a r e  not excessive. The  pract ice  of paying benefits  in 
full and in advance violates no law and provides benefits  t o  all deserving 
employees on an equitable and nondiscriminatory basis. 

e Board Mav Not Adeguatelv Re~resent Policvholders 

The Fund agrees  with the  auditors' findings regarding the  board. The Fund does 
not,  however, control  board appointments, which a r e  under the  Governor's office.  
The Fund will propose legislation t o  address this a rea  and o ther  points raised by 
the  auditors. A summary of tha t  legislation is a t t ached  t o  this response. 
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G I: 'I'tie State Compensation Fund is a state agency subject to control 
by the legislature. 

This is not a finding but a statement of a known fact. 

The Fund Has ALWAYS Been a State Agjencv: The Fund believes that the sole 
purpose of this "findingu is an effort to build a case for a legislative attempt to 
take Fund assets, on the assumption that since the Fund is a State agency, the 
assets belong to the State and may be used for general purposes. 

Fund Does Not Believe the Jlegislature Should A t t e m ~ t  to Alleviate the 
Fiscal Problems of the State at the Ex~ense of 60% of Arizona's E w m  
While the Fund is not legally a mutual insurance company, it operates as a 
mutual company, so far as these employers are concerned. Since the assets of 
the Fund are comprised of employer premium payments and the investment 
earnings on those premium payments, the employers will most assuredly resist 
any effort to utilize those assets for purposes other than for which they were 
intended. Any effort to confiscate Fund assets will most assuredly result in 
extensive litigation. 

' v 
thout L l t ~ a t i o n  and Would Not Be SuccesSfrdL . .  . The audit discusses three 

methods by which the legislature might have access to Fund assets: 1) 
termination of the Fund; 2) sale of the Fund; and 3) confiscation of surplus 
while the Fund is in operation. 

The Fund Agrees That the Jleg-s the Authoritv to Terminate the Fund 
Jf It So Desires; The Fund also believes, however, that the scope of such 
action goes far  beyond the aspect of distribution of Fund assets and would be 
detrimental to the employers of the state, their workers and the general public 
as a whole, and also would totally undermine one of the nation's most stable 
workers' compensation systems. 

A.R.S. 23-1029.B does state that Fund assets are subject to legislative disposal in  
the event the Fund is terminated. Even so, the auditors are cautious in 
interpreting this statute on a literal basis, and suggest that further research is 
required to determine if this provision is legal. The Fund concurs with the 
auditors' caution and believes that the statute as written did not contemplate or 
recognize the source, purpose and trust nature of Fund assets. 

Sale of the Fund Would Probablv Be I l l e a  The auditors essentially dismiss the 
sale of the Fund as a viable alternative, citing no precedent in law for such 
sale, and Arizona case law which defines the Fund as a private trust fund. The 
Fund concurs with this conclusion. % 

o e There Is M re Legal Prec dent Against Confiscation of Fund Sur~lus  Than In 
Slbp~ort of Such Action: The audit discusses at length. the confiscation of Fund 
surplus while the Fund continues in  operation, and cites as support for such 
action the State's liability for Fund losses under A.R.S. 23-981.C, and two 
instances wherein surplus of other state funds was confiscated. The auditors 
mention but tend to discount two other instances wherein such efforts were 
unsuccessful, as well as two case law decisions by the Arizona Supreme Court 
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and a formal  opinion of the  Arizona Attorney ( h ' ~ e r ~ l  which would p r e c l ~ ~ d e  the  
confiscation of any Fund assets. 

The  S t a t e  Should Have No Liabilitv For  F W  Losses; T h e  pert inent provisions 
of A.R.S. 23-981.C should have been repealed when the  Fund separated from the  
Industrial Commission in 1969. This law was a carry-over f rom t h e  t ime  when 
the  S t a t e  was the  ac tua l  insurer, through i t s  Industrial Commission, and therefore 
should have been responsible f o r  losses. This provision was intended t o  be a 
guarantee  of losses by the  S t a t e ,  and never was intended t o  give t h e  S t a t e  
access  t o  Fund assets.  The provision should now be repealed, and t h e  Fund will 
include such repeal  in i t s  proposed legislation (See Appendix I). 

Cour t  Decisions in Oklahgrna and Utah Should Not Be Discounted: The  auditors 
discount these  decisions which ruled against confiscation of surplus, on the  
presumption tha t  t h e  basis of these decisions was t h a t  those s t a t e s  had no 
liability f o r  s t a t e  fund losses. It i s  t h e  belief of t h e  S t a t e  Fund tha t  these 
decisions were  based upon the  t rus t  nature  of the  funds. 

T h e  P u p o s e  For  Which Fund Revenues Are Collected Has Not ChangeB, . . The 
Arizona Supreme Court ,  in Sims v. Moeuc and b d u s t r i a l  C o m m w l o n  v. School 
Distr ict  No. 48, held t h a t  the  Fund was a t rus t  fund .... f o r  t h e  use and benefit  
of .  employees and employers/policyholders. The  auditors discount these  rulings on 
basis tha t  they a r e  nearly 50 years old. These rulings are ,  in f a c t ,  just a s  
applicable as they were  when rendered, because the  purpose f o r  which the 
monies a r e  collected is  exact ly  t h e  s a m e  as  i t  was 50 years  ago. 

A G e n e r a l 1 o n  1 
. . 79-091 (R78-340) Should Not Be Discounted; The 

auditors tend t o  discount this 1979 opinion, on basis tha t  i t  addresses what they 
define as a much narrower issue of t ax  revenue. The auditors ignore the  key 
finding of t h e  a t torney general  who, ci t ing the  aforementioned Supreme Court 
decisions and t h e  above referenced Oklahoma decision, opined tha t  the  revenues 
of the  Fund a r e  a t rus t  fund and "are not  f o r  t h e  s ta te ' s  own use". 

T h e  Fund Does Not Have Excess Surplus o r c e s s  Reserve; The auditors make 
reference t o  "excess surplus" and "excess reservesv,  and e laborate  on this topic 
in a concluding section ent i t led  "Areas Fur ther  Audit Workv. The auditors1 
comments  ref lect  a lack of understanding of t h e  r a t e  making process, t h e  fiscal 
solvency requirements of an insurance carr ier  and t h e  principles of insurance in 
general. The Fund explained t o  the  auditors, more  than once,  tha t  an increase 
in t h e  Fund's reserve discount f a c t o r  would have no impact  on incurred losses 
reported against policyholders, since t h e  rat ing bureau mandates  the  discount t o  
be  used in reporting losses. 

The  Auditors' S ta tements  Are  Contradictorv;  The  auditors imply tha t  the  Fund 
is required t o  maintain only $750,000 in surplus, ye t ,  in a contradictory 
s t a t e m e n t ,  appear  t o  suggest tha t  t h e  Fund could increase i t s  surplus by millions 
of dollars by increasing i t s  discount ra te .  I t  is a f a c t  tha t  e i ther  of these 
courses of action could ult imately have serious impact on t h e  solvency of the  
Fund. 

est lons And Comments  Are Contrarv  T o  The  Intent of 1983 
Law C- The auditors appear t o  suggest tha t  since t h e  S t a t e  is responsible 
f o r  Fund losses, t h e  Fund should not be subject t o  t h e  s a m e  solvency 
requirements as a pr ivate  insurer. In t h e  opinion of t h e  Fund, this logic makes 
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no sense and conflicts  with 3983 law changes which brought t h e  Fund r~nder  the  
provisions of t i t l e  20 and the  rules of the  di rector  of insurance to t h e  s a m e  
ex ten t  a s  any private insurer. I t  is the  di rector  of insurance who therefore  
should ascertain t h e  appropriateness of the  levels of Fund deposits, reserves and 
surplus, and not t h e  auditor general's office.  

ING II; The legislature should evaluate  Arizona's relationship with t h e  S t a t e  
Compensation Fund. 

The audit makes a number of incorrect  s t a t e m e n t s  and assumptions. 

The  Role of t h e  Fund Has Not C h a n ~ e d ;  The auditors re fe r  t o  t h e  Fund's 
original role as  a "source of las t  resort1'. This implies tha t  employers only c a m e  
t o  the  Fund if they could not obtain coverage elsewhere, which is untrue. The 
Fund was required t o  write any employer who requested coverage,  but there  was 
no requirement tha t  the  employer f irst  apply with a pr ivate  insurer. 

The audit s t a t e s  tha t  "due t o  changes over time", t h e  Fund is now Arizona's 
leading wri ter  of workers' compensation insurance. The  Fund in f a c t  has always 
been the  leading wri ter  because i t  has always met  i t s  purpose and mission, which 
is t o  provide a ready market  for  workers' compensation insurance t o  Arizona's 
employers a t  the  lowest  possible cost .  

The Need f o r  t h e  Fund is Grea te r  Than Ever; T h e  audit infers tha t  s ince  the re  
a r e  now over  100 companies who wri te  workers' compensation insurance and there  
also is an  assigned risk plan, the re  may b e  no need f o r  the  Fund. In f a c t ,  the  
events  which have taken place in t h e  Arizona market in recent  years suggest 
tha t  the re  is more  need than ever  fo r  t h e  Fund. The pr ivate  insurers have 
reduced thei r  writings o r  have withdrawn from the  market entirely,  and the  Fund 
has  fulfilled i t s  role, by providing insurance t o  those employers whose coverage 
was cancelled by t h e  private companies. Most, if not all, of these employers 
would have been forced into t h e  assigned risk plan, if the  Fund had not existed. 

The  Assigned Risk Plan is not a n Al ternate  Source; The auditors appear t o  
por t ray t h e  plan as  simply an a l ternat ive  source of insurance. I t  is in f a c t  a 
penalty program, wherein employers pay a surcharge of 20% over  filed r a t e s  and 
a r e  ineligible fo r  any dividends or  deviations. I t s  intended purpose is t o  provide 
a f inal  source  of coverage t o  a l imited group of employers who e i ther  refuse t o  
make any effor t  t o  control  losses o r  who represent an unknown risk which could 
severely impact  t h e  financial condition of any carr ier  who insured them. 

It  is notable tha t  when the  assigned risk plan was c rea ted  in 1969, the  
legislature in i t s  wisdom made i t  a requirement tha t  an  employer could not be  
placed in t h e  plan unless t h e  Fund declined coverage.  This wisdom and t h e  
Fund's continued fulfiIlment of i t s  mission t o  provide a ready market a re  clearly 
i l lustrated by the  f a c t  tha t  Arizona's assigned risk plan is t h e  lowest in the  
nation, in t e r m s  of the  percentage of employers in t h e  plan. Arizona's 1% 
contras ts  with 30, 40 o r  50% o r  more in s t a t e s  where pr ivate  insurers have an 
exclusive market.  
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T h e  Fund Does Represent Small  Policvholders: The audit  infers t h a t  t h e  Fund 
does not represent a disproportionate share  of small  policies. Since t h e  auditors 
refused t h e  Fund's request  f o r  the  d a t a  used t o  reach this conclusion, the Fund 
was unable t o  verify the  accuracy of t h e  information. The  Fund did follow up 
with t h e  source of t h e  data ,  the  NCCI and determined tha t  t h e  auditors did not 
properly in terpret  t h a t  da ta .  Therefore,  t h e  auditorst numbers a r e  incorrect  and 
thei r  conclusions probably wrong. 

Perceived Advantazes Fqioved bv t h e  F\and 

Invest& Income is  an A d v a n t u e  ... To t h e  Fund's m u r e d  EmDlovers: It is t rue  
tha t  the  Fund does maintain a very successful investment program and does 
uti l ize investment earnings t o  reduce costs  t o  i t s  policyholders. The auditors 
appear  t o  b e  saying tha t  this is wrong, and the  Fund should not be able t o  do 
this. The Fund disputes this contention.  In fulfilling i t s  mission of providing a 
mandatory social  insurance a t  the  lowest possible cost ,  t h e  Fund believes i t  t o  
be qui te  proper t o  uti l ize investment earnings t o  reduce employer costs. 

As t o  t h e  contention tha t  investment income provides a competi t ive advantage t o  
t h e  Fund, t h e  Fund believes tha t  t h e  auditors overlook t h e  f a c t  t h a t  i t  is the  
employers who insure with t h e  Fund who benefit  f rom this income. The Fund is 
disappointed tha t  the  auditors, who a re  t h e  appointed guardians of the  public 
in teres t ,  appear  t o  be more concerned with t h e  welfare of t h e  for-profit private 
insurers than t h e  cost  of workerst compensation insurance t o  Arizona's employers. 

Ion f rom Federal  Income Tax  is Not an Advan- The auditors assume 
t h a t  pr ivate  insurers pay income tax,  and few if any do. Pr ivate  insurers 
s t ruc tu re  thei r  portfolios and accounting records t o  pay l i t t l e  o r  no tax .  The 
report  does note  tha t  1988 would have been t h e  f i rs t  y e a r  t h e  Fund would have 
owed any tax,  so  the re  has not been even a perceived advantage prior t o  1988. 

. . .  e n t  t o  t h e  General  Fund in L ~ e u  of Federal  T a x  Would b e  D l s c r m a t o r y ;  
First  of all, this would represent just one more  effor t  t o  al leviate t h e  financial 
woes of t h e  general  fund a t  t h e  expense of 60% of Arizona's employers. In 
addition, unless private insurers also pay this tax,  i t  would be discriminatory 
against t h e  Fund, since pr ivate  insurers can legally avoid paying federal  tax.  

The Fund is WilKag to Meet  t h e  Securitv Deposit Re-ts of A.R.S. 23- 
961.C: The Fund is in t h e  process of obtaining quotations fo r  a su re ty  bond and 
intends t o  post such bond t o  voluntarily comply with t h e  s t a t u t e .  This will serve 
two  purposes: t o  e l iminate  any perceived advantage fo r  t h e  Fund over  private 
insurers and significantly reduce any liability the  S t a t e  may have fo r  Fund losses. 
In addition t h e  Fund will include in i t s  proposed legislation a change t o  A.R.S. 
23-961.C, t o  ref lect  tha t  the  s t a t u t e  does apply t o  t h e  Fund. This will 
compliment t h e  proposed change t o  A.R.S. 23-981.C, as  discussed in Finding I, 
which will remove all liability f o r  Fund losses from the  S t a t e .  (See Appendix I). 

The  Fund Avrees that I t  Should Receive  No Subsidies From G m r a l  F u  
Supported Functions; The Fund agrees tha t  i t  has .u t i l ized the  services of 
general  fund-supported activit ies.  With t h e  exception of s t a t e  purchasing 
contracts ,  the  Fund has been required by s t a t u t e  t o  use these  services. 
Although t h e  Fund is exempt  f rom the  s t a t e  purchasing, i t  has used s t a t e  
con t rac t s  and has offered t o  pay fo r  such use, but never has  been billed. 
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The Fund Should Not Be Required o r  Permi t t ed  to Use Anv General  Fund- 
o r t e d  m c t i o n ;  The recommendation t h a t  t h e  Fund continue t o  use and pay 

f o r  St  ate-subsidized services will not  el iminate the  Fund's perceived advantages 
over  t h e  private insurers, because private insurers cannot use these  services even 
if they pay fo r  them.  The  Fund should be required t o  purchase these services on 
the  open market,  t h e  s a m e  a s  pr ivate  insurers. In 1983, the  Fund supported 
legislation which eliminated some,  but not all, s ta tutor i ly  mandated services tha t  
the  Fund had been receiving. The Fund will propose legislation t o  el iminate all 
remaining subsidies (See Appendix I). 

T T The 
audit concludes discussion on this finding with arguments fo r  and against 
continuing the  Fund. In the  opinion of the  Fund, t h e  arguments against 
continuing the  Fund a r e  not valid, because they a re  based upon assumptions and 
conclusions which a r e  not t rue .  The arguments presented fo r  continuing the  
Fund a r e  valid, but do not include cer ta in  equally, if not more, important 
reasons. 

Workersf compensation is a mandated social  insurance and the  oldest form of no 
faul t  insurance. I t s  purpose is t o  protect  and benefit  employers, thei r  injured 
workers and, ult imately,  the  general  public as  a whole. I t  should therefore  be  
readily available a t  t h e  lowest  possible cost ,  and tha t  is t h e  role of a s t a t e  
compensation fund. Twenty s t a t e s  have shown the  wisdom of their  legislators by 
creat ing s t a t e  funds, including two new funds in this decade.  These twenty 
s t a t e s  have t h e  most s table  workers' compensation systems in t h e  country. 
Other  s t a t e s  such as  Maine, New Mexico, Texas, Louisiana and Florida a r e  
seriously studying t h e  creat ion of new s t a t e  funds in e f fo r t  t o  bring order t o  
thei r  chaot ic  workersf compensation systems. 

The national direction and trend is t o  more  s t a t e  funds, not less. There  is no 
valid reason for  Arizona t o  t ake  a backward s t e p  and wreak havoc on one of 
the  nation's most s table  workers' compensation systems, by making i t  the  
exclusive domain of the  for-profit private insurance sector .  

FINDING 111: The  S t a t e  Compensation Fund can significantly improve i t s  claims 
management by adopting procedures used by the  private sector .  

The auditors infer t h a t  Claims Management is deficient in four areas: (1) case  
assignment, (2) supervisory review, (3)  investigation and (4)  medical 
management.  The  Fund disagrees in all four areas.  The audit supports i t s  
findings with DOA's experience. The  Fund disagrees with t h e  relevance and 
conclusions of tha t  experience. 

Fund C ase  Assiv>ments Are in Accordance With Ind us t rv  Prac t i ces  and Result  
F rom Experience Under Both Svstems; Although t h e  audit agrees t h e  Fund 
method of case  assignment does establish good rappsr t  with policyholders, i t  
recommends assignment based on complexity. However, t h e  Fund has had di rect  
experience with t h e  assignment of cases  based on complexity. I t  was t h e  Fund's 
experience tha t  t h e  loss of good policyholder coordination o f f se t  the  advantages 
of complexity assignments. 
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The audit relies on four  unidentified workers' compensation carr iers  who allegedly 
assign on complexity. However, t h e  Fund's survey of t e n  workers' compensation 
ca r r i e r s  found t h e  following: Nine carr iers  assigned cases  by policyholder in 
the  s a m e  manner as  the  Fund, and one used claimant's location. None assigned 
cases  as  suggested by the  audit. One had assigned on t h e  complexity basis and 
returned t o  the  policyholder method f o r  t h e  s a m e  reasons. 

Supervisorv Review at the Fund is Not I1mi ted .  i s  Extensive and Will B e c o w  . . 
&lore E a e n s i v e  on 1/1/89; The audit finds supervisory review of Fund claims t o  
be  l imited compared with f ive  anonymous companies. The  Fund maintains tha t  
i t s  supervisory review is  not l imited and is in excess of t h a t  performed by those 
companies. The  companies have only two  o r  th ree  cr i ter ia  fo r  supervisory 
review. In contras t ,  t h e  Fund has thirteen,  reflecting a much broader range of 
supervisory review and input t o  the  claim management function. All reviews a re  
verif ied by an  internal  auditing function. 

The  F 
. . und's Investirgat ion Prac t i ces  Are  Not Infrequent . Inadequate. Usuallv I d a t e  

Out  of Llne W ~ t h  Industrv Standards: The audit f inds claims inadequately 
investigated,  results  vusuallyll l a t e ,  and investigation pract ices  t o  be  in contrast  
with the  insurance industry. The  Fund conducts fo rmal  investigations where 
necessary.  Since i t  is generally accepted tha t  only 5% of reported claims a re  
invalid, t h e  investigation of 18% of all claims is not inadequate. A claims 
specialist having 26 years  experience in workers1 compensation with seven carr iers  
maintains one-sixth of claims need formal  investigation. This is 17%, which is 
comparable t o  t h e  18% formally investigated by the  Fund. Other  s t a t e  funds 
conduct investigations on t h e  s a m e  percentage of cases  as does t h e  Arizona 
Fund. 

The Fund maintains a quality control  system using d a t a  from t h e  requestor of 
each investigation. The system shows 94% were ra ted as  excellent  o r  good, 6% 
were r a t e d  as  fa i r ,  and 0% were  ra ted as  bad. Of the  to ta l ,  only 11% were 
l a te ,  most being t h e  result of backlogs not re la ted t o  t h e  investigation. Fund 
disagrees reports a r e  "usually" l a te .  The audit's note  t h a t  denial of a claim 
pending completion of an investigation is an unfair claims pract ice  is wrong. 
Only "unreasonably" denying a claim without supporting information is unfair. 
R4-13-163.C.1. 

T h e e r n e n t  is Not Inadequate: The  audit  finds t h a t  in 18% 
of sampled fi les medical histories were sought. The Fund does not consider this 
t o  b e  inadequate. In t h e  f i r s t  place,  adequate medical histories may already be 
available in t h e  f i le ,  thus obviating t h e  need t o  solicit additional history. 
Second, only 20% of the  c la ims a r e  of t h e  more serious time-lost variety in  
which more  extensive medical work-up is required. The solici tat ion of additional 
medical history in 18% of cases, knowing tha t  o the r  medical  history may already 
be  present in t h e  f i le,  and realizing that  only 20% of cases involve serious 
c la ims tha t  may require additional medical history, is not inadequate. 

The Fund does make adequate  use of independent medical examinations and does 
obtain extensive second opinions. The Fund utilizes approximately 6,000 
independent medical examinations per  year,  over and above t h e  medical 
examinations being conducted by t h e  at tending physicians. In light of the  f a c t  
tha t  approximately 12,000 claims a r e  serious time-lost cases  per year,  t h e  use 
of 6,000 second opinions fo r  the  management of those c la ims is not  inadequate. 
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The  audit finds t h e  Fr~nd does not employ medical professionals t o  assist in 
medical management.  This is not correct .  The Fund has chosen t o  obtain this 
exper t ise  through outside sources,  including a utilization review organization 
s t a f f e d  by medical professionals who ca r ry  persuasive weight in managing claims 
already subjected t o  medical providers. In addition, the  Fund is now negotiating 
with a national organization f o r  assistance in t h e  medical management of back 
injuries. That organization will enhance the  already s t rong e f f o r t  of the  Fund t o  
a l t e r  the  medical direction of appropriate claims. 

The auditsf cri t icism on l imited use of rehabilitation nurses is inappropriate. The 
November 1988 Research Brief of the  Workers' Compensation Research Insti tute 
found no improvement in outcomes by even ear ly  intervention with rehabilitation 
nurses. Both compensation and medical benef i ts  were  actually g rea te r  in the  
claims with rehabilitation nurse intervention. 

T h e  DOA E x ~ e r i e n c e  is Not a Valid Basis For  a Performrance Audit of the 
dls Ent i re  Clalms M m a g x m n t  Operation 

. . : T h e  audit of Fund claims is l i t t le  
more than a reci ta t ion of prior audits  by DOA through i t s  "independent 
consult an t  . I f  

I t  is curious tha t  t h e  audit forecas t  claims payments t o  be  $8.6 million but that  
only $6.8 million were paid by the  Fund. Although this would seem t o  be  a 
cause  fo r  praise of Fund claims management,  i t  becomes a cause  fo r  cri t icism, 
on t h e  basis tha t  only by DOA intervention was the  Fund able t o  manage the  
c la ims b e t t e r  than expected.  In contras t ,  consulting actuar ies  m v e d  bv DOA, 
Milliman & Robertson, Inc., explained t h e  favorable claims experience in quite 
another  manner: "First, we believe the  current  favorable experience is 
due to t h e  cost  c o n t b e n t  DroFrarns implemented by t h e  State Fund ...". 
Nowhere in t h e  actuariesf  report  t o  DOA is found the  conclusion t h a t  the  Sta te ' s  
favorable claims experience is due t o  the  Risk Management Division's supervision 
of t h e  Fund's processing of S t a t e  claims. 

The audit's use of th ree  cases  f rom DOA experience a r e  noted t o  have occurred 
over  a period of seven years. The Fund submits tha t  th ree  cases out  of 
approximately 15,000 cases  processed f o r  DOA over  the  las t  seven years  is not a 
representa t ive  sample  by which t o  judge t h e  Fund's c la ims e f fo r t .  In addition, 
C a s e  I ref lects  DOA1s simplistic employer's concept of Workers' Compensation 
Law. DOA advises t h e  claim is invalid because i t  doesn't mee t  all the  
requirements of ARS 23-1043. That  is not t h e  law. The  law is tha t  "strict 
sa t is fact ion of all special  compensability requirements is unnecessary t o  be 
ent i t led  t o  compensation.ll Suuerstition Const. v. ICA, 139 Ariz. 337 (1984). 
That  c a s e  fu r the r  holds t h e  ul t imate  f a c t o r  is whether the  hernia is causally 
re la ted t o  t h e  industrial accident .  Also, cases  I1 and 111 have extenuating 
c i rcumstances  not mentioned by DOA. 

Finally, t h e  audit total ly ignores t h e  obligation of claims management tha t  "in 
workers1 compensation proceedings, the  objective is t o  have industry fully b e a r  i t s  
share  of human injury a s  a cost  of doing business, and compensation law is 
liberallv construed t o  achieve tha t  objective." Unigard.  Mut. Ins. Co. v. Martin, 
134 Ariz. 144 (1982). In this regard an Industrial Commission official  advised 
the  Fund has a disproportionately small  number of unfair c la ims processing 
allegations, compared t o  carr iers  in t h e  pr ivate  sec to r  which the  audit 
recommends t h e  Fund emulate .  
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DING IV; Significant weaknesses exist  in access control  and disaster  recovery 
procedures of t h e  Fund's computer  systems, increasing the  risk of fraud o r  abuse. 

There  is no question tha t  the  Fund is dependent on modern electronic da ta  
processing and has been a pioneer in t h e  development of this capability since i t s  
inception in 1969. The Fund's current  systems a r e  used by many companies, 
including pr ivate  insurance carriers,  as a model of t h e  'ideal' information 
network.  

Phvsical Securitv Are  Not Weak; While t h e  controls of any 
electronic d a t a  processing operation can be strengthened, t h e  access  controls and 
physical secur i ty  a t  the  Fund a r e  not  weak. As systems evolve and conditions 
change, these controls a r e  continuously reviewed and strengthened where the  
change is determined t o  be cost  ef fect ive .  

Access  Controls; Contrary  t o  t h e  audit finding, t h e  Fund does  protect  against 
unauthorized access  t o  computer d a t a  through t h e  use of passwords that  are  
assigned and changed randomly. Predefined keys a r e  used in a limited a rea  and 
do not allow general  unfet tered access t o  computer  data .  None of these keys 
will allow the  using individual t o  submit jobs fo r  execution o r  t h e  al teration of 
t h e  current  f i le  information, unless authorized and cleared through a separate  
operations screening process. 

Repor ts  of terminal activity a r e  reviewed (contrary t o  the  audit report)  by EDP 
management and, where applicable, operating depar tment  management t o  
determine uses of any specific terminal in t e rms  of context ,  t ime  and frequency. 

The finding indicated a general  lack of control on the  access t o  the  claims file. 
On the  contrary ,  all changes a re  automatically logged on to  a transactions file 
tha t  provides recovery and tracking capabilities. We can always determine what 
change was made,  when i t  was made, and who made the  change. Access t o  
these  designed update screens  is l imited t o  cer ta in  t imes  of the  day and from 
specific terminals.  Other  automated systems d e t e c t  duplicate payment requests 
by application. We believe tha t  the  Fund has significant controls in place tha t  
deal  with de te r rence  and detection.  

Physical Securitv;  Contrary  t o  t h e  finding, t h e  Fund does not provide unlimited 
access  t o  vital  computer  operations and programs. In f a c t ,  t h e  access door has 
a magnetic card  sys tem with these cards being issued t o  authorized personnel, 
and a log of all usage of this sys tem is reviewed on a regular basis. 
Authorized personnel does not include all Fund programmers.  The access t o  
wri t ten  program documentation was reported t o  be not adequately restr icted.  We 
disagree on t h e  risk identified but continue t o  monitor this and every access t o  
programs o r  documentation in the  future  for  appropriate change.  

Disas ter  Recoverv Controls Are Not Inadequate: It was almost refreshing t o  
note  a consideration of current  e f fo r t s  in the  audit review. This planning is 
well underway (as  noted in t h e  l imited reference in t h e  finding). Moreover, the  
Fund has many disaster  recovery i t ems  already available t h a t  were  ignored in the  
finding, including off s i t e  s torage of master  files, documentation,  controls, 
historical reports,  hard copy and micrographics information and the  ability t o  
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opera te  from several  (or all) of the  various distr ict  off ices  of t h e  Fund 
throughout the  s t a t e .  

FINDING V; The Fund has not been fiscally responsible in some areas.  

The Fund disagrees with this finding fo r  the  following reasons: 

Purchases: 
The purchase of the  Abacus building was approved by the  board of d i rectors  and, 
subsequently, by the  investment commit tee .  This information was documented in 
the  minutes of the  investment meeting held September  19,  1986, about one 
month prior t o  t h e  building purchase. It was fu r the r  documented in a l e t t e r  
f rom Mr. J a m e s  Adler, chairman of the  investment commi t tee ,  t o  t h e  Auditor 
General .  

No Formal Investment Resolution is RegLlired: The chairman of t h e  board of 
d i rectors  and the  manager  of t h e  Fund both serve  on t h e  investment commit tee .  
This commi t tee  was completely informed as  t o  the  need f o r  additional office 
space and t h e  investment potential  of t h e  purchase of t h e  Abacus building by 
the  Fund. As s t a t e d  previously, the  commi t tee  approved tha t  purchase, a s  
documented in the  minutes of the  meeting held on September  19, 1986. 

The commi t tee  determined tha t  no changes were  necessary in t h e  internal  
investment policy because such investments were seen as  ra re  events.  Contrary  
t o  t h e  finding, income from real  e s t a t e  is included as  investment income on 
s ta tu to ry  reports.  I t  is t h e  opinion of t h e  Fund's legal counsel tha t  minutes of 
meetings in which decisions a r e  made a r e  sufficient  documentation t o  mee t  the  
requirement fo r  an investment resolution. In addition, a specific resolution 
referencing t h e  decisions of the  board of d i rectors  the  investment commi t tee  
was produced in a t imely fashion. 

Finally, the  board of di rectors  or t h e  investment commi t tee  has t h e  s t a tu to ry  
authority t o  purchase buildings a s  investments,  according t o  A.R.S. 20-534. 

and Educatipn Beneflts  Are Not Excessm The 
major training event is designed to: 1) update  s taff  on Fund operations, 2) 
fos te r  communication among i t s  professional s t a f f ,  3)  t ra in  and mot ivate  s t a f f ,  
and 4) recognize top employee performance.  Such even t s  a r e  common for  
pr ivate  businesses and s t a t e  agencies. 

Officials  f rom neighboring s t a t e  funds a r e  invited t o  a t t end  and make 
presentations on t h e  subject  of workers compensation t o  provide training fo r  ail 
personnel at tending t h e  meeting.  These invitees travel  a t  thei r  own expense. 
Food and lodging is provided in exchange f o r  thei r  presentations. When the  
f a c t s  a r e  shown, this function is a bargain. 

Recognition of performance by memo, l e t t e r  of congratulation, engraved plaque, 
watch o r  briefcase a r e  commonplace throughout t h e  business world, and s t a t e  
government.  These i t ems  a r e  not g i f t s  but a r e  all re la ted t o  t h e  performance 
of thei r  duties, and a r e  more  pract ica l  than a plaque. T h e  motivational e f f e c t s  
of performance recognition, documented by continued outstanding performance by 
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many of these  s a m e  employees (and others) ,  make these expenditures not only a 
bargain, but a necessity. 

All expenditures involved in the  Insti tute and o ther  re la ted programs a r e  training 
costs  and a r e  not subject  t o  the  per diem t ravel  limitations. Moreover, they 
a r e  pa r t  of t h e  training budget approved by t h e  board of directors,  reviewed by 
JLBC analysts, and approved by the  JLBC. These expenditures a r e  not out of 
line o r  excessive. 

cation Benefits Are Not Excessive; The finding contends t h a t  the  Fund 
allows 'generous' education benef i ts  t o  i t s  employees, while s t a t ing  that  the  
Depar tment  of Economic Security and Depar tment  of Education provide the  
level of benef i t .  T h e  Fund is cri t icized f o r  paying costs  in advance where 
o ther  agencies reimburse a f t e r  the  f a c t .  Paying tuition costs  'in advancef ra ther  
than as a 'reimbursement' indicates a commitment  of Fund management t o  the  
program. More importantly, i t  provides an even handed, less discriminatory 
method t o  allow all qualified employees access  t o  this program. It is surprising 
the  o ther  s t a t e  agencies continue t o  use a sys tem t h a t  could be  considered 
discriminatory. Not every employee is financially able t o  pay t h e  up front costs 
of tuition and books, even when reimbursed la ter .  Should they be  denied the  
opportunity? 

The Fund does require a minimum passing grade (C), a direct  application of the 
program t o  the  workplace and o ther  qualifications f o r  approval of an employee 
t o  be  eligible f o r  education benefits. In addition, the  Fund will recover these 
costs  if an employee does not meet  t h e  minimum performance level. The 
program is designed t o  provide t h e  maximum return fo r  the  expenditure, keeping 
in mind tha t  even 'passive' discrimination has no place in Fund management 
policies. 

The auditors isolated on one employee fo r  whom it  was s t a t e d  tha t  $11,000 was 
paid over a specified period of t ime,  a f t e r  which t h e  employee l e f t  the  Fund. 
What was overlooked and not reported was t h e  f a c t  tha t  a portion of this money 
represented payment in advance of several  courses t o  negate  t h e  impact of 
announced increases in tuition. Also overlooked was t h e  f a c t  tha t  when the 
employee l e f t ,  t h e  Fund was reimbursed by the  program for  courses not yet  
taken.  In addition t h e  Fund is in process of recovering additional sums directly 
f rom the  employee. 

Fund management knows tha t  i t  is not possible t o  'out bid' pr ivate  employers 
fo r  employees in t h e  marketplace.  The only long t e rm solution is t o  provide the  
opportunity fo r  training, education, performance planning, evaluation and 
recognition fo r  a job done well. Again, these  expenditures a r e  not excessive o r  
improper. 

General Comment: There  a r e  contradictory positions taken by the  auditors in 
ce r ta in  a reas  of thei r  report .  In some areas,  cr i t ica l  findings and 
recommendations were  developed based upon comparing t h e  Fund t o  similar funds 
in o ther  s t a t e s ,  o r  by comparing the  Fund t o  private insurance companies. 

In t h e  case  of training expenses and tuition reimbursements,  the  intent  is t o  
compare  t h e  Fund t o  o ther  s t a t e  agencies, despite the  f a c t  tha t  t h e  mission of 
these  agencies may b e  totally opposite tha t  of the  Fund. The f a c t  that  the  
Fund's competi t ion (pr ivate  insurance companies) not only pay educational and 
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training benefits  f a r  beyond the  level found in t h e  Fund, but also financially 
reward the  completion of many of these  programs, was ignored in the  review. 

The auditors seem t o  be  suggesting tha t  the  Fund should opera te  like o ther  s t a t e  
funds py like pr ivate  insurance companies like a s t a t e  agency, If nothing 
else,  these  moving comparisons i l lustrate t h e  challenges t h e  Fund f a c e s  in 
a t tempt ing t o  opera te  as  a business, in a competi t ive business environment, while 
also a t t empt ing  t o  mee t  all the  s t a tu to ry  requirements of being a s t a t e  agency. 

DING VL; The board of d i rectors  may not ef fect ively  represent the  
policyholders. 

The auditorsf observations regarding the  present appointment process a r e  valid; 
however the  S t a t e  Fund has no control  over the  process. Board members a r e  
appointed directly by t h e  governor without input f rom,  o r  consensus of,  the  S t a t e  
Fund. The Fund's only role is t o  assist appointees in fulfilling t h e  l e t t e r  of the  
law by obtaining a policy a f t e r  being appointed. Likewise, t h e  Fund has no 
control  over  un-filled vacancies o ther  than t o  periodically con tac t  t h e  governor's 
off ice  and urge tha t  vacancies b e  filled. I t  is necessary f o r  members whose 
t e r m s  have expired t o  continue t o  serve,  if they a r e  willing t o  do so, in order 
m e e t  quorum requirements.  The legislative council opinion which was a par t  of 
the  audit report  indicates agreement  with this si tuation.  

R e a u i w e n t s  f o r  A,.ppointrnent; The Fund has no objections t o  a 
requirement tha t  appointees shall have been policyholders o r  employees thereof 
f o r  a minimum amount of t ime  prior t o  appointment. However, such a 
requirement would increase t h e  difficulty in filling such appointments by requiring 
tha t  a candidate be  currently act ive  in business as  an owner o r  employee. 
Based upon past experience,  these individuals have the  most difficulty in taking 
t ime  away f rom thei r  business t o  a t tend meetings, part icularly when they a re  
paid t h e  very nominal sum of f i f ty  dollars per day.  As a result ,  t h e  Fund will 
recommend in proposed legislation t h a t  t h e  daily compensation f o r  board members 
be  increased significantly t o  compensate fo r  this probable impact  (see  Appendix 
I ) .  

lncrease  in t h e  Size of the Board: The Fund supports t h e  auditorsf 
recommendation t o  increase the  board membership f rom th ree  t o  f ive  members. 
This change would bring the  board t o  a s ize  which is more representative of the  
policyholder base and would make i t  eas ier  t o  mee t  open meet ing and quorum 
requirements.  The  Fund will include this change in i t s  proposed legislation (see 
Appendix I). 

h dustrv or Occupational R e ~ r e s e n t a t i o n  on t he  Board, The Fund does not 
support t h e  appointment of board members t o  represent specif ic  industries o r  
occupations. This recommendation would lead t o  polarization of the  board along 
special in teres t  lines and would impair the  board's ability t o  serve  t h e  best  
in teres ts  of all policyholders. The S t a t e  Fund is not aware  of any benefits  which 
a r e  achieved by such specialization, even in t h e  exclusive s t a t e  funds where i t  
presently exists. 
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In addition t o  t h e  aforementioned changes which t h e  S t ~ t e  Fund will include in 
i t s  proposed legislation, t h e  Fund also will propose tha t  t h e  t e rms  of board 
members  be  increased t o  f ive  years  and staggered t o  provide f o r  t h e  expiration 

a 
of one t e rm each year.  

r Per t inent  1- The relationship between the  board of directors and 
investment commi t tee  was examined by the  auditors, and in the  Other  Per t inent  
J n f o r m a t i o ~  a rea  of t h e  report  indicates a possible conflict  with t h e  authority of 
these  t w o  appointed groups. T o  resolve this possible s t a tu to ry  conflict ,  the  Fund 

* 
will support  f u r t h e r  change by proposed legislation concerning the  
boardlcommit tee  relationship (see Appendix I). In addition t o  endorsing the  
recommended change f rom th ree  t o  f ive  board members,  t h e  Fund agrees that  
the  board has t h e  ul t imate  responsibility fo r  Fund operations, a portion of which 
is the  effect iveness  of t h e  investment program. It  is fu r the r  c lea r  tha t  the  board 
should determine overall  administrat ive policy, including investment guidelines, and a 
the  functions of t h e  investment commi t tee  can readily (with t h e  expanded board 
members) be a responsibility of t h e  board. In shor t ,  with th is  change, the  
investment commi t tee  would not be necessary. The outside investment advisory 
services,  d i rector  of investments position (and s taff  a s  needed), custodial bank 
services  and any o ther  necessary functions would be  the  responsibility of the  
fund manager,  under overall direction of the  board. • 
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APPENDIX I 

PROPOSED LEGISLATION 

The S t a t e  Compensation Fund (Fund) is Arizona's leading workers' 
compensation insurance carr ier  and is in di rect  competi t ion with more than 100 
private insurance companies. I t  is appropriate tha t  t h e  Fund be on a level 
playing field with tha t  of i t s  private competi tors.  In order  t o  accomplish that  
goal, all ac tual  o r  perceived advantages tha t  t h e  Fund, as  a s t a t e  agency, may 
have over i t s  compet i tors  need t o  be eliminated.  Such changes have been made 
in the  past  few years  in t h e  s t a t e s  of Oregon, Colorado, Minnesota and Utah. 
These proposed legislative changes will bring about a fa i r  and equitable level of 
competi t ion between t h e  Fund and i t s  private insurance competi tors.  

23-981. S t a t e  compensation fund; purpose; composition; administration; powers 
and dut ies  

A .  [No changel 
B. [No changel 
C.  A manager shall administer  the  s t a t e  compensation fund, subject t o  the  

authority of the  board of directors,  without liability of the  s t a t e .  trtyad 
The fund shall be applied 

t o  insurance and t o  payment of compensation and expenses as provided in this 
chapter.  The manager has full authority over  t h e  fund and may do all things 
necessary o r  convenient in the  administrat ion of t h e  fund, o r  in c o  nection with 5 the  compensation business t o  be  carr ied on by hint t h e  manaver under this 
chapter ,  and may adopt rules and regulations f o r  collect  ion, maintenance and 
disbursement of the  fund and perform all o the r  functions which the  laws of this 
s t a t e  specifically authorize o r  which a r e  necessary o r  appropriate t o  ca r ry  out 
the  functions so  authorized. 

D. [No change] 
E. The  operating and capi ta l  outlay budget of t h e  s t a t e  compensation fund 

shall b e  prepared on a calendar year  basis and submitted fo r  revifw and approval 
by the  [ P I  board of d i rectors  on or  before 
October  1 preceding the  budget year.  

23-981.01. Board of directors of s t a t e  compensation fund; manager of s t a t e  
compensation fund; appointment and powers 

A.  The s t a t e  compensation fund shall be  under t h e  di rect  supervision of a 
board of directors which consists of [+heel  five members appointed by the 
governor f o r  s-ered t e rms  of [tht-te] five years.  Each member  shall be a 
policyholder o r  an employee of a policyholder of t h e  s t a t e  compensation fund. 
Appointment t o  f i l l  a vacancy caused o ther  than by expiration of a t e rm is f o r  
t h e  unexpired portion of t h e  term.  The  t e rm of off ice  of t h e  directors shall 
begin Januarv 8 of the  vear  of a ~ ~ o i n t m e n t .  Of the  di rectors  a ~ p o i n t e d  t o  the  
board with t e r m s  bepinnine Januarv 8, 1990, one shall be appointed t o  a t e r m  
endin? Januarv 7. 1993. one appointed t o  a tecrn endin? Januarv 7. 1994. and 
one a ~ p o i n t e d  t o  a t e rm endinp Januarv 7. 1995.' Each ?ember of the  board is 
ent i t led  t o  receive  as  compensation [ftftyl th ree  hundred dollars per  day while 
in actual  a t tendance a t  meetings of the  board and . sha l l  be reimbursed fo r  
mileage and subsistence as allowed by law in traveling f rom his regular place of 
residence t o  meetings of the  board, o r  t o  the  place where he  discharges his 
duties, with the  compensa tkn  and expenses paid out of t h e  s t a t e  compensation 
fund. The  [gmemml board shall annually appoint the  chairman from among the  
members of the  board. The board may make rules and regulations not 
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inconsistent with law, as  i t  deems proper fo r  the  conduct of i t s  business and, by 
resolution, may declare  t h e  payment of dividends t o  policytlolders from the  
surplus of the  s t a t e  compensation fund. The board may amend o r  change the 
rules and regulations and may cause them t o  be  published and distributed. 

B. The board of d i rectors  of t h e  s t a t e  compensation fund shall appoint a 
manager of the  s t a t e  compensation fund, who has charge of t h e  daily operation 
of the  s t a t e  compensation fund. The manager shall have proven successful 
experience as an insurance executive a t  the  general  management level. The 
manager is ent i t led  t o  receive compensation as  determined [purmm+t-38- 
W-H] bv the  board,'l and may be  removed only f o r  cause  by t h e  board. The 
manager has such powers as a r e  necessary t o  ca r ry  ou t  the  functions of the  
s t a t e  compensation fund and shall include: 

1. The formulation and administration of a svs tem of ~ e r s o n n e l  
administrat ion and emplovee c o r n ~ e n s a t i o n  tha t  uti l izes merit  ~ r i n c i p l e s  ,qf 
personnel m a n a ~ e m e n t  and includes e r n ~ l o v e e  benefits  and ~ r i e v a n c e  procedures.o 

2. The formulation and administration of an  investment oolicv and 
supervision of the  investment activit ies of the  s t a t e  compensation fund. The 
manaeer  - mav invest and reinvest t h e  s u r ~ l u s  o r  reserves of the  s t a t e  
c o r n ~ e n s a t i o n  fund in anv l e ~ a l  investments authorized under Ti t le  20. C h a ~ t e r  3, 
Article 2." 

C. The  s t a t e  compensation fund is exempt f rom t h e  provisions of t i t l e  41, 
chap te r  1,  ar t ic le  5. 

23-982. 9 Audit of fund 
A. g 

€k Commencing with the  year  1970 and each year  the rea f te r ,  o r  more often 
if deemed necessary, t h e  manager of the  s t a t e  compensation fund shall 
cause  an audit of i t s  books of accounts, funds, and securit ies of the  s t a t e  
compensation fund t o  be  made by a competent  and independent f i rm of cert if ied 
public accounts,  t h e  cost  of t h e  audit t o  be a charge against the  s t a t e  
compensation fund. A copy of the  audit report  shall  be  filed in t h e  off ice  of 
the  s e c r e t a r y  of s t a t e  and a copy shall also be filed with the  insurance 
depar tment ,  and twenty copies shall be filed with the  manager of the 
compensation fund. Such audit shall be  open t o  the  public f o r  inspection. 

23-985. Investment commit tee;  powers and duties; counsel; report  11 

23-986. Applicability of t i t l e  20 t o  fund; exemption of o the r  s ta tutory  
provisions; insufficient assets; insurance director duties 

A .  [No change] 
B. [No change] 
C. [No change] 
D.  [No change] 
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E. The operations, transactions and affairs  of t h e  s t a t e  compensation fund 
a r e  exempt f rom the  following provisions: 

1. Ti t le  35. 
2. Ti t le  39, chapter  1 ,  ar t ic le  1. 
3. Ti t le  41, chap te r  4. t w k k h ~  2 W. 12 

4.  Tit le  41, chapter  8, j r j i c l e  3. 
5. Ti t le  41. chapter  3 . L .  
6. Ti t le  38. C h a ~ t e r  4.14 

Footnotes 

A.R.S. 23-981.C. is changed t o  absolve t h e  S t a t e  of Arizona of liability fo r  
Fund losses. The carr iers  which t h e  Fund competes  with do not have the  
benefit  of such a s a f e t y  net ,  and the re  is no valid reason why the  Fund should 
have tha t  benefit .  In 1983 legislation was passed placing t h e  operations of the  
Fund under t h e  s t a t u t e s  governing insurance operations, Ti t le  20. In addition, 
Ti t le  23 provides a guarantee  fund f o r  t h e  payment of benef i ts  by all carr iers  
through t h e  Industrial Commission. It is nei ther  necessary, nor fa i r  f o r  the  Fund 
t o  continue t o  have this s t a t e  benefit .  

A.R.S. 23-981.C. refers  t o  the  manager of t h e  Fund in t h e  masculine gender. 
The reference in this section t o  a masculine manager has  been deleted.  

A.R.S. 23-981.E. requires approval of the  Fund budget by t h e  Joint  Legislative 
Budget Commit tee .  This will be changed t o  require approval of tha t  budget by 
the  board of directors of the  s t a t e  fund. Consideration of such a budget by the  
legislature is an unnecessary expense t o  t h e  s t a t e  and this budget does not 
contain expenditures of s t a t e  revenues. The Fund -and all o the r  insurance 
operations a re  regulated by t h e  Arizona Depar tment  of Insurance and, therefore,  
i t  is unnecessary f o r  the  s t a t e  t o  be taking responsibility f o r  budget mat te r s  
which a r e  not pa r t  of s t a t e  appropriations. 

A.R.S. 23-981.01.A. is changed t o  increase t h e  members of t h e  board of 
d i rectors  f rom th ree  t o  f ive .  This brings the  Fund into  conformity with most 
o the r  s t a t e  compensation funds and makes i t  eas ier  t o  comply with open meeting 
laws, which require a quorum t o  conduct business. This change has been 
recommended by the  Office of the  Auditor General  in i t s  recently completed 
performance audit. This section also requires s taggered t e r m s  of f ive years. 
The t e r m s  will be s taggered fo r  b e t t e r  continuity, and t h e  t e r m  of off ice  must 
then be  increased t o  f ive years  t o  keep t h e  s taggered membership a t  full 
s t rength .  

The compensation of the  board members is increased f rom $50.00 per meeting 
t o  $300.00 per meeting.  This change is necessary t o  a t t r a c t  candidates on a 
competi t ive basis with boards of directors of private enterprises which may 
compete  f o r  t h e  same members.  Although $50.00 per  day may be adequate 
compensation fo r  members of governmental  boards, the  Fund will be competing 
with o ther  commercial  operations such as insurance companies f o r  i t s  board 
members. The $300.00 per day compensation is also consistent  with tha t  paid by 
o ther  quasi-governmental organizations. 

This section dele tes  the  appointment of a chairperson by the  governor and 
leaves tha t  appointment t o  the  board i tself .  Since t h e  board of directors is 
appointed by t h e  governor, t h e  selection of a chairperson by t h e  board is 
indirectly an appointment by the  governor. 
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A.R.S. 23-981.01.8. is changed t o  permit  the  manager's salary t o  be s e t  by the  
Fund's board of directors ra the r  than by t h e  S t a t e  of Arizona, Department of (b 
Administration. This change would provide t h e  Fund's board of directors g rea te r  
flexibility t o  hire t h e  best  qualified person fo r  the  position of manager and 
would e l iminate  a s t a t e  subsidy received by t h e  Fund in the  form of services 
rendered t o  perform this function by t h e  s ta te ' s  personnel division with a general 
fund expenditure. 

0 
A.R.S. 23-981.01.8. is also amended t o  provide t h a t  t h e  Fund administer i t s  

own personnel sys tem.  Presently, as a s t a t e  agency, t h e  Fund's employees a re  
under t h e  jurisdiction of t h e  s t a t e  personnel sys tem in all respects.  Since the  
Fund's personnel sys tem is being administered by t h e  s t a t e  personnel system by 
S t a t e  of Arizona employees a t  the  expense of the  general  fund, t h e  Fund is 
receiving a subsidy f rom the  s t a t e  which is not available t o  competing workers' 0 
compensation insurance carriers.  Fund employees will remain par t  of the  Arizona 
S t a t e  Ret i rement  System without subsidy f rom the  general  fund. This change is 
consistent  with the  recommendations of the  Auditor General .  

A.R.S. 23-981.01.8. is also amended t o  resolve a s t a tu to ry  conflict between the 
responsibilities of t h e  board of directors and the  investment commit tee .  The a 
board of directors has the  overall responsibility for  t h e  operation and results of 
the  Fund; however, t h e  board has no authority o r  control  over t h e  investment 
c o m m i t t e e  o r  the  investments made by tha t  commit tee .  A survey of o ther  s t a t e  
funds reveals t h a t  t h e  Arizona Fund is the  only one which has an investment 
commi t tee .  The s ta tu to ry  conflict  is resolved by the  repeal  of A.R.S. 23-985, 
which provides fo r  t h e  investment commi t tee ,  and t h e  .overall responsibility for a 
the  investment program being placed under t h e  manager with direction from the  
board. This change is also consistent with the  recommendations of t h e  Auditor 
General .  

lo A.R.S. 23-982 mandates tha t  the  s t a t e  t reasurer  serve  as  t h e  Fund's banker. 
All services  of t h e  treasurer's off ice  a r e  provided without charge t o  the  Fund a 
and, as a result ,  const i tu te  a subsidy t o  t h e  Fund which is not available t o  the 
Fund's competi tors.  This legislative change will  e l iminate  this subsidy and the 
Fund will seek i t s  own banking services. This change is consistent with the  
recommendations of the  Auditor General. 

l1 [Entire s t a t u t e  t o  be repealed] (See Footnote No. 9.) 

A.R.S. 23-986.E.3. is changed t o  exempt the  Fund from the  Arizona 
Depar tment  of Administration and Personnel Board. The Fund is presently 
exempt  f rom the  finance and property management provisions of ar t ic le  41. This 
change would e l iminate  a subsidy received by the  Fund fo r  personnel services 
(ar t ic le  5) .  The Fund is presently self-sufficient in i t s  automation functions. a 
Accordingly, the  Fund should be  exempt  from ar t ic le  2 (automation functions) and 
ar t ic le  8 (mobile home parks hearing officer function). This change is consistent 
with the  recommendations of the  Auditor General .  

l3 A.R.S. 23-9086.E.5 is added t o  exempt  t h e  Fund from t h e  Sta te ' s  risk 
management provisions. The Fund has been required t o  par t ic ipate  in the  Sta te ' s  
risk management program f o r  i t s  insurance coverage.  The Fund is being 
subsidized by this S t a t e  program - a program not accessible t o  the  fund's 
competing carr iers .  This change is consistent with the  recommendations of the  
Auditor General .  
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l4 A.R.S. 23-986.E.6.  is added to further enable the Fund to administer its own 
personnel services without state subsidy. Title 38, Chapter 4, mandates that 
Fund personnel receive salary, travel reimbursement, and health benefit packages 
subject to the provisions of the state personnel system and the Department of 
Administration - another program not accessible to the Fund's competing carriers. 
This change is consistent with the recommendations of the auditor General. 
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APPENDIX I 

LEGISLATIVE COUNCIL OPINION 



May 18, 1968 

TO: Douglas R. Norton, Auditor General 

FROM: k i z o n a  Legislative Council 

XE: Request for Research and Statutory Interpretrtion (0-88- 1) 

This rnemo is sent in response to a request made on your behalf by 'Nilliam 
Thomson in a memo dated April 18, 1988. 

FACT SITUATlON A: 

The state compensation fund (SCF) is under the direct supervision of a three 
member board of directors. Each member must be a policyholder or an employee of  a 
policyholder of  the SCF. Arizona Revised Statutes (A.R.S.) section 23-981.01. 

Since 1969, when the SCF ! m a s  separated from the industrial commission, several 
appointees to the board have purchased po..icies from the SCF after  being appointed. ln 
some instances a member of the board has cancelled his policy before the expiration of his 
term. 

QClESTlONS PRESENTED: 

1. May a board member be appointed who is not a policyholder or an employee of a 
policyholder of the SCF a t  the time of appointment? May a board member legally serve 
or: the b ~ a r d  i i  the member obtains an SZF poiicy subsequent to the member's 
appointment ? 

2. Must a member of the  board of directors remain an SCF policyholder or remain 
employed by an SCF policyhoider for the entire appointment term? 

3. If a board member is appointed without meeting the qualifications prescribed in 
A.2.S. section 23-981.01, what ef fec t  wouli this havc on his actions as a board member? 

4. Does the governor have the author:t7 to renove a board member? 

5 .  If the governor does not have ::le authority to remove board members ;ohat 
would be required for the governor to obtair. this authority? 

1. See discussion. 

2. Yes. 

3. See discussion. 



4. Yes. 

5. The governor already has this authority. 

DISCUSSION: 

A p e m n  must be a policyholder or an employee of a policyholder to be a member 
of the board of  d i rec ton of  the SCF. Although the language of the statute creating the 
qualifications controls, an officer uaudly must meet the eligibility requirements for his 
off ice a t  the time he is sworn into office or begins to sene .  67 C.J.S. section 13 (1978). (II 

A.R.S. section 23-981.01 requirrs that a "member" of the board be a policyholder 
or a.xi employee of a policyholder. me statute does not require that appointment of board 
members be made from policyholders or  employees of policyholders. If a person appointed 
to the board meets this requirement by the time he is sworn into office acd becomes a 
member of the board, he is qualified to Wrve. 0 

If a p e m n  appointed to the board does not meet the policy requirements a t  the 
time the person is sworn into office, the appointment is void. Even though an officer's 
original appointment is void, if he later qualifies and begins performing his duties, the 
off ice is not vacant. The officer can only be removed based on his appointment if a court 
of  competent jurisdiction declares the appointment void. State ex rel. Sullivan v. Moore, (I 
49 Ariz. 51, 64 P.2d 809 (1937); A.R.S. section 38-291. If an appointee to the board who 
is not qualified when he begins serving as a board member k t e r  becomes a policyholder or 
an employee o f  a policyholder, he may remain in office for the remainder of the term 
unless a court declares that his appointment was void or his office becomes vacant for 
some other reason prescribed in A.R.S. section 38-291. 

0 
2. A.R.S. section 23-981.01, subsection A states in part  tach member shall be a 

policyholder or an employee of  a policyholder of the state  compensation fund." This 
language clearly states that as long as a penon retains membership on the board the 
person must meet these requirements. 

3. Even though a person appointed to an tlffice dces 2ot =e%t the cpalific3tions fcr 
the office, the person may still be found to be a de facto officer. Juliani v. Darrow, 58 

0 

Ariz. 296, 119 P.Zd 565 (1941). A de faeto officer is one whose acts ate not those of a 
lawful officer but are held valid so far u they involve the interests of the public and third 
persons. State ex rel. Nelson v. J o r d q ,  104 Ariz. 193, 450 P.2d 383, appeal dismissed 396 
U.S. 5. A person may qualify as a de frcto officer if the appointment of the person is void 
because the penon is ineligible for the office and the person's ineligibility is unknown to 
the public. 

The acts of a person who is appointed as a member of the board and who is not a 
policyholder or a .  employee of a polic-~noider are valid as to third persons and the public 
if the person's ineligibility is generally mknown to the public. 

0 
4. Members of the board of di:ectors of the SCF are appointed by the gover5or 

without the approval of the senate. A.R.S. section 23-981.01e The governor has tne duty 
of supervising all executive officers. 4.R.S. section 41-101. 'h is  duty and the power to 
appolnt an offic5r imply the governor's power to remove the officer. Xhem .no Salley, 104 
Xrlz. 250 ,  451 P.2d 30 (1969). An off icer  appointed without the approval o f  the senate 



may be removtd by the governor except as  otherwise provided'by low. Holmes v. Osborn, 
57 Ariz. 522, 115 P.Zd 715 (1941). 

NO statutory provision prevents or regulates the removal of a board member. 
Because a board member is appointed by the governor without senate approval, the 
governor may remove a member who no longer qualifies for the office. 

5. See discussion of question 4. 

FACT SITUTAnON B: 

Arizona law provider for the continuance of appointments of officers after their 
term expires in article XXII, section 13, Constitution of Arizona, and PLR.S. section 
38-295. According to the SCF's legal counsel, these provisions apply to the SCF board of 
directors. However, the SCF differs from other s ta te  agencies in a number of ways. It is 
not supported nor is its board of directors compensated with k i z o n a  tax dollars but 
operates on insurance premiums and investment income. The SCF is also exempt from 
certain statutory provisions that apply to most other s ta te  agencies pursuant to A.R.S. 
sections 23-986 and 23-981.01. 

Currently, one board member whose term bas e-qired continues to serve on the 
board. Thb situation has also occurred in the past. For example, a t  one time a person 
served on the SCF board of directors for two years after his term expired. 

QUESnONS PRESENTED: 

1. Do article XXII, section 13, Constitution of Azizona, and A.R.S. section 38-29 5 
apply to the board of directors of the SCF? If not, is there any provision in .Arizona law 
that allows a board member to serve beyond the appointment term? 

2. If a provision exists, are there any time limitations beyond which an expired 
term may not be extended? ' 

I. A.R.S. section 38-295 applies to board members. 

2. No. 

DISCUSSION: 

The constitutional and statutory provisions providing for holding over in off ice are 
aot identical. Article XXIX, section 13, Constitution of  .4rizona, applies only to elected 
officers. Sweeny v. State, 23 Ariz. 435, 204 P. 1025 (19 22). Board sembers  are appointed 
so this provision does not apply to them. 

A.R.S. section 38-295, subsection B provides in part: 

Every officer shall continue to discharge the duties of the office, 
although the term has expired, until a successor has qualified. 



Office and officer ate defined as follows: 

"Office", "boud" or "commbioa" meam any office, board or 
commisrioo of the state, Or alp9 polltied subdivision thereof, the saiary or 
compensation of the incumbent or members of which is paid from a fund 
raised by taxation or by public revenue. 

"Officer" or "public officer" me- the incumbent of any office, 
member of any b o d  or cornmimion, or his deputy or assistant exercising 
the powers and duties of the officer, other than clerks or mere  employee^ of 
the officer. 

A.R.S. section 38-101. 

The board is a board of this state so whether membership on the board is an office 
and members are officers depends on whether the board members receive compensation 
which is paid from a fund raised by taxation or by public revenue. The members are 
compensated because each member is entitled to receive fifty dollars for everp day of 
actual attendance of board meetings. A.R.S. section 23-981.01, subsection A. Eoard 
members' compensation is paid from state compensation fund monies which are derived 
from premiums paid into the fund and income earned on these monies. A.R.S. section I) 
23-981, subsection B. 

These monies are certainly not raised by taxation so the question is whether SCF 
monies are pubiic revenues, The Arizona supreme court h u  held SCF monies to be public 
monies for some purposes but for other purposes the monies might not be public monies. 
Sims v. Mouer, 41 k i z .  486, 19 P.2d 679 (1933). a 

The - Sims case considered whether the use of SCF monies to pay for advertisements 
aimed at defeating an initative to repeal the workem' compensation law violated a statute 
prohibiting the misuse of public monies. The SCF w a s  under control of the industrial 
commission at that time. The court held that in relation to the commissioners the monies 
were public monies. Although the court found that the SCF is analogous in many ways to • 
a private insurance agency, it believed that the commissioners held a position of :.=ust 
established by statute in regard to the employees who were beneficiaries of the fund. So, 
tor the protection of these monies they are considered public monies. 

The purpose of requiring an incumbent to remain in office until a succeswr is 
qualified b to protect the public by ensuring that a vacancy in an office does not exist. ()1 
Graham v. Lockhart, 53 Atiz. 531, 91 P.2d 265 (1939). A sacancy on the SCF board could 
?revent the boud from conducting business because it l a c b  a quorum. The inability of 
the board to act could adversely affect the interests of SCF policyholders and :heir 
employees. Like the prohibition on the misuse of public monies examiaed in s, A.R.S. 
section 38-295 protect3 SCF monies for the beneficiaries of these monies. Therefore, for 
the purposes of this statute, these monies are also public aonies. 0 

Because public monies are used to pap the compensation of board members, they 
are officers as defined in A.R.S. section 38-101 and the holdover provisions of A.R.S. 
section 38-295 apply to them. 



2. The bidover provisions of A.R.S. section 38-29s w mandatory. An officer's 
resignation do- not affect thb duty. The only thing that relieves an officer ir the 
appointment of a qualified successor. Graham v. Lockhart, 538 Xriz. 531, 91 P.2d 265 
(1939). For this n u o n  t h e n  is no limit on how long a member of the SCF b o d  may 

) continue in office if a qualified successor is not appointed. 

FACT SITUATION C: 

The investment committee of the SCF is required to establish the invtbtment 
policp and supervise the investment activities of the SCF. A.R.S. section 23-985. The 

8 investment committee makes all investment decisions regarding the nearly six hundred 
million dollars in reserve and surplus monies currently invested. The board of directors of 
the SCF hiu direct supervision over the fund, however. 

QUESTTON PRESENTED: 

8 1. Docs the board of directors have anp authority over investment committee 
decisions ? 

ANSWER: 

1. No. 
I) 

DISCU SSSON: 

The SCF is "under the direct supervision of the board of directors". A.R.S. section 
23-q81.01. To administer the daily operations of the fund the board appoints the 
manager. His duties are prescribed as follows: 

A manager shall administer the state compensation fuad, subject to the 
authority of the board of directors . . . . The fund shall be applied to 
insurance and to payment of compensation and expenses as provided in this 
chapter. The manager has full authority over the fund and may do all things 
necessary or convenient in the administration of the fund, or in conn2c:ion 
with the compensation business to be carried on by him under this chapter, 
and may adopt rules and regulations for collection, maintenance and 
dlbursement of the fund, and perform all other functions which the laws of 
this s ta te  specifically authorize or which are necessary or appropriate to 
carry out the functions so authorized. 

I) A.R.S. section 23-981. 

The powen and duties of the investment committee are set out in X.R.S. section 
23-985: 

A. There is established an investment committee consisting of the 
manager and the chairman of the board of directors of the stato 
compensation fund and three members, to be appointed by the governor, who 
are know ledgeable in investments and economics. T"!Ie commit tee shall 
establish the investment policy and supervise the invest mel t  activities a f 
the s ta te  compensation fund. 



D. The investment committee shrlf meet a t  least once each month and 
may employ a director a t  investments and such other staff ar deemed 
n e c e s q  for the daily administration of the committee's activitio. 

E. Tbe investment committee shall retain indeptndtnt investment 
counsel a d  shall periodically review and apprai.. the imutrnent strategy 
being followed and the effectiveness of such services. investment counsel 
shall report at  least once a month to the investmat committee on 
investment results and related matters. 

F. tha iavestment committee, by resolution, may invest and reinvat 
the surplus or reserves of the state compensation fund in any legal 
investments authorized under title 20, chapter 3, article 2. 

G. Notwithstanding section 23-982, subsection .4, the investment 
committee may appoint a custodian for the safekeeping of all or any portion 
of the investments owned by the state compensation f a d .  The investment 
committee may create a partnership to act as a nominee and may register 
stocks, bonds and other investments in the name of such nominee. The state 
treaJurer shall pay all vouchers drawn on the fund for the purchase of 
securities. The director of investments may sell any of the investments of 
the state compensation fuad if authorized by resolution of the investment 
commit tee. 

The investment committee is provided with the specific duty to determine 
investment strategy and supervise investment of SCF monies. Inoestrnents are made by 
resolution of the investment committee. The committee k also authorized to employ a 
director and staff separate from that of the SCF. 

The board of directors has general supervisory authority over the fund hcludinq 
maintenance of the fund. These powers are in conflict with those of the investment 
committee. A d e  of statutory construction provider, that if both a general and special 
statute cover a certain subject they should be construed in harmcny. In these 
circumstances the special statute controls as an exception to the terns  of the general 
provision. Kndustrial Commission v. Arizona State ~ ighway Commission, 40 Ariz. 163, 10 
P.2d 1046 (1932). 

Applying this rule to the investment of SCF monies, the board of directors h a  
control over the fund except u provided in A.R.S. section 23-985. In matters concerning 
investment of SCF monies, the investment committee has the sole authority. 

This conclusion is supported by the dtsign of the committee. Investment requires 
experience and expertla. Three members are appointed by the governor to provide this 
expertise. The concerns of the SCF are represented by including the chairman of the 
board and the manager on the investment committee. Having provided for both of these 
interests on the committee it does not seem that the legislature would allow the 
committee's decisions to be overruled by the board whose members may have 30 

investment expertise. It is more likely that the Iegislature intended to have investment 
decisions made by the investment committee, the majority of whose member8 are 
required to have experience in these matters. 

cc: 'Jlilliam Thornson, Director 
Performance Audit Division 


