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SUWARY 

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 

Ar izona Department o f  lnsurance (DO1 ) 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. T h i s  performance 

a u d i t  was conducted as p a r t  o f  t h e  Sunset rev iew s e t  f o r t h  i n  A r i zona  

Revised S t a t u t e s  (A .R .S . )  5941-2351 through 41-2379. 

The Department o f  lnsurance was c r e a t e d  i n  1913 and p laced  under the 

d i r e c t i o n  o f  the A r i z o n a  C o r p o r a t i o n  Commission. A 1968 c o n s t i t u t i o n a l  

amendment c r e a t e d  an independent Department o f  lnsurance respons ib le  f o r  

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

the S t a t e  o f  A r i z o n a .  As o f  August 31 ,  1989, t h i s  r e s p o n s i b i l i t y  i n c l u d e d  

the r e g u l a t i o n  o f  2 ,548 insurance companies. A d d i t i o n a l l y ,  as o f  f i s c a l  

year 1988-89, 31,648 l i f e  and d i s a b i l i t y ,  and 17,324 p r o p e r t y  and c a s u a l t y  

l i censees were r e g i s t e r e d  w i t h  the  department.  

Our p r e l i m i n a r y  work i n d i c a t e d  t h a t  the department f u n c t i o n s  w e l l  i n  a  

number o f  a reas .  For example, DO1 r o u t i n e l y  conducts f i n a n c i a l  

examinat ions t o  a s c e r t a i n  t h e  f i n a n c i a l  s t a t u s  o f  domest ic i n s u r e r s .  The 

department conducts these examinat ions more f r e q u e n t l y  than many o t h e r  

s t a t e s '  insurance r e g u l a t o r y  agencies i n  an e f f o r t  t o  p r o t e c t  consumer 

i n t e r e s t s .  F u r t h e r ,  u n l i k e  many s t a t e s ,  the department m o n i t o r s  c e r t a i n  

aspects o f  i n s u r e r s '  p r a c t i c e s  by per fo rm ing  market conduct and r a t e  

examinat ions.  I n  t h e  a rea  o f  consumer awareness, DO1 r e g u l a r l y  p u b l i s h e s  

i n f o r m a t i o n  on comp la in ts  r e c e i v e d  about insurance companies and a l s o  

p u b l i s h e s  v a r i o u s  premium comparisons.  We d i d ,  however, determine t h a t  

improvements can be made i n  the  h a n d l i n g  o f  consumer c o m p l a i n t s .  

Because Automobile lnsurance Rates Are Not S igni f icant ly  Affected by 
the Type of  Rating System Used, Other Reforms Should Be 
Considered (see pages 7 through 19) 

Al though r a t e  r e g u l a t i o n  i s  o f t e n  a  focus o f  d i s c u s s i o n s  about 

c o n t r o l l i n g  automobi le  insurance r a t e s ,  o t h e r  re forms may be needed t o  

address the  r i s i n g  cos t  o f  automobi l e  insurance i n  A r i z o n a .  Most s t a t e s  

r e g u l a t e  automobi le  insurance r a t e s  i n  some form. U n t i l  r e c e n t l y ,  t h e  

t r e n d  i n  r e g u l a t i o n  was toward r e l i a n c e  on c o m p e t i t i o n  as a  means o f  



p reven t i ng  excess ive r a t e s .  Th i s  approach was seen as more e f f i c i e n t  and 

less  c o s t l y  than requ i  r i n g  i nsu re r s  t o  o b t a i n  s t a t e  approva l  be fo re  

changing r a t e s .  Twenty-six s t a t e s ,  i n c l u d i n g  Ar i zona ,  use a  compe t i t i ve  

approach, w h i l e  24 s t a t e s  con t inue  t o  use some form o f  p r i o r  app rova l .  

Recen t l y ,  severa l  s t a t e s  have moved back t o  p r i o r  approva l  i n  o rder  t o  

c o n t r o l  the cos t  o f  automobi le  insurance.  However, d i s cuss ions  w i t h  

insurance expe r t s  and a  rev iew o f  numerous s tud ies  and a r t i c l e s  show tha t  

r a tes  a re  no t  s i g n i f i c a n t l y  a f f e c t e d  by the system used. Some exper ts  

a l s o  warn t h a t  s t r onge r  r e g u l a t i o n  may c rea te  adverse r e s u l t s  such as 

less  insurance a v a i l a b i l i t y ,  more r e s t r i c t i v e  e l i g i b i l i t y  c r i t e r i a ,  and 

expanded use o f  h i ghe r  cos t  assigned r i s k  insurance.  

Rather than focus ing on the type o f  r a t i n g  system, many insurance exper ts  

suggest t h a t  reforms a re  needed t o  address the u n d e r l y i n g  cos t  f a c t o r s  

behind r a t e  increases.  These expe r t s  s t r o n g l y  support  no - f au l t  insurance 

as a  way t o  make insurance more e f f i c i e n t  and a f f o r d a b l e .  No - f au l t  

insurance p rov ides  payment t o  an i n j u r e d  p a r t y  through h i s  o r  her own 

insurance company, r ega rd l ess  o f  f a u l t ,  and l i m i t s  the i n j u r e d  p a r t y ' s  

r i g h t  t o  recover damages through the c o u r t s .  S u i t s  may be i n s t i t u t e d  

on l y  i n  cases where medica l  losses exceed a  s p e c i f i e d  t h resho ld  o r  a  

c e r t a i n  l eve l  o f  i n j u r y  i s  sus ta ined .  Thresholds a re  u s u a l l y  s t a t e d  i n  

monetary terms ( c u r r e n t l y  $2,000 i n  the one s t a t e  u t i l i z i n g  a  monetary 

t h r e s h o l d ) ,  i n  ve rba l  terms d e s c r i b i n g  s p e c i f i c  l e v e l s  o f  i n j u r y  ( f o r  

example, "permanent and se r i ous  damage"), o r  a  combinat ion o f  b o t h .  

T h i r t e e n  s t a t e s  c u r r e n t l y  have some form o f  n o - f a u l t  automobi le  insurance 

and v a r i o u s  s tud ies  have shown n o - f a u l t  systems t o  be an e f f e c t i v e  means 

f o r  reduc ing insurance c o s t s .  However, n o - f a u l t  insurance i s  no t  a  

panacea. Some s t a t e s  have found t h a t  n o - f a u l t  a c t u a l l y  r e s u l t e d  i n  

h i ghe r  insurance c o s t s ,  p r i m a r i l y  because the t h resho ld  f o r  i n s t i t u t i n g  

l awsu i t s  has been too  low t o  s u b s t a n t i a l l y  a f f e c t  l ega l  c l a ims  f o r  

i n j u r i e s .  As a  r e s u l t ,  n e a r l y  every s t a t e  t h a t  has adopted n o - f a u l t  has 

e i t h e r  increased i t s  monetary t h resho ld ,  changed t o  a  ve rba l  t h resho ld ,  

o r  es tab l i shed  a  combinat ion monetary/verbal  t h resho ld .  



Insurance expe r t s  and p r o f e s s i o n a l  l i t e r a t u r e  a l s o  suggest t h a t  o ther  

measures can reduce insurance cos t s  and, u l t i m a t e l y ,  premiums. These 

inc lude  v a r i o u s  t o r t  re fo rms,  such as l i m i t i n g  noneconomic losses,  as 

w e l l  as improved t r a f f i c  management and p reven t i on  o f  auto t h e f t  and 

f r aud .  Thus, the  Ar i zona  L e g i s l a t u r e  should cons ider  a l l  p o t e n t i a l  

causes o f  h i g h  automobi le  insurance r a t e s  be fo re  focus ing  on any 

p a r t i c u l a r  remedy. 

Ac t i ons  Are Needed t o  Reduce Delays o f  Complaint 
Cases Refe r red  t o  t he  A t t o rney  Genera l ' s  O f f i c e  (see pages 21 through 29) 

Many o f  the most se r i ous  compla in t  cases r e f e r r e d  t o  the  A t to rney  General 

a re  delayed e x c e s s i v e l y .  O v e r a l l ,  21 o f  the 53 cases i n v o l v i n g  

m i sapp rop r i a t i on  o f  funds and m is rep resen ta t i on  o f  f a c t s  to  p o l i c y h o l d e r s  

r e f e r r e d  t o  the A t t o rney  General d u r i n g  1987 and 1988 were delayed f o r  

t ime per iods  rang ing  from 100 t o  over 500 days. For example, the 

A t to rney  General has delayed a c t i o n  f o r  n e a r l y  one and a  h a l f  years  

concerning a  case i n  which DO1 charged t h a t  an un l i censed  i n d i v i d u a l  

m isappropr ia ted  monies by f a i l i n g  t o  pay the S t a t e  o f  Ar izona an 

est imated $39,000 i n  taxes and p e n a l t i e s .  

A major cause o f  the  de lays appears t o  be t h a t  DO1 ' s  l ega l  needs exceed 

the number o f  a t t o r n e y s  assigned by the  A t to rney  General t o  DOI. Both 

DO1 and the A t t o rney  Genera l ' s  O f f i c e  s t a t e  t h a t  DO1 needs more lega l  

suppor t .  However, the  A t to rney  Genera l ' s  o f f i c e  ma in ta i ns  t h a t  i t  cannot 

p rov i de  more than the two a t t o r n e y s  a l ready  ass igned.  Severa l  p o s s i b l e  

op t i ons  f o r  address ing D O l ' s  l ega l  needs e x i s t  and should  be cons idered.  

I f  the A t to rney  Genera l ' s  o f f i c e  cannot ass ign more s t a f f  t o  DOI, then 

one s o l u t i o n  would be f o r  DO1 t o  c o n t r a c t  w i t h  p r i v a t e  a t t o r n e y s .  A 

second a l t e r n a t i v e  would be f o r  DO1 t o  c rea te  an a t t o r n e y  p o s i t i o n  w i t h i n  

the department t o  h e l p  prepare compla in t  cases f o r  p rosecu t i on .  T h i r d ,  

DO1 could  fund an a d d i t i o n a l  a t t o r n e y  p o s i t i o n  i n  the A t t o rney  Genera l ' s  

o f f i c e .  

The addi t i ona l  l ega l  se r v i ces  needed by DO1 cou ld  be funded by 

e s t a b l i s h i n g  a  r e v o l v i n g  fund,  supported by department-imposed 

p e n a l t i e s .  The Department o f  Banking uses t h i s  method t o  fund the 

a d d i t i o n a l  l ega l  se r v i ces  i t  r e q u i r e s .  



High S t a f f  Turnover,  Heavy Workload, and a  Manual 
System Slow Complaint  Hand l ing  (see pages 31 th rough  36) 

I n  a d d i t i o n  t o  the s i g n i f i c a n t  de lays o c c u r r i n g  w i t h  more se r i ous  

comp la in ts ,  DO1 i s  no t  r e s o l v i n g  many r o u t i n e  comp la in ts  w i t h i n  the 

expected t ime frames. Whi le  the department has e s t a b l i s h e d  an in fo rma l  

30 work ing  day s tandard f o r  r e s o l v i n g  r o u t i n e  comp la in ts ,  48 percent  o f  

these compla in ts  exceed the s tandard by an average o f  about 5 . 5  weeks. 

Much o f  the de lay  i n  r e s o l v i n g  these compla in ts  i s  due t o  un t ime l y  

responses from insurance companies and l i censees ,  A l though DO1 requ i r es  

a  response from companies and l icensees w i t h i n  15 work ing days, 41 

percent  o f  the companies and l i censees  take longer t o  p rov i de  a  f i n a l  

response. 

Al though DO1 at tempts  t o  f o l l o w  up on these compla in t  i n q u i r i e s ,  h i gh  

turnover  among the depar tment 's  i n v e s t i g a t o r s  and a  heavy workload impact 

DOl ' s  a b i l i t y  t o  reso lve  comp la in ts  i n  a  t i m e l y  manner. Dur ing  f i s c a l  

year 1988-89, f o r  example, the depar tment 's  s i x  i n v e s t i g a t o r s  handled 

approx imate ly  8,000 w r i t t e n  comp la in ts .  Th is  work load i s  compounded by 

t u rnove r .  I n  1987, the department exper ienced 100 percent  turnover  i n  

i t s  i n v e s t i g a t o r s .  Two more res igned  i n  1988. Another problem i s  the 

depar tment 's  c u r r e n t  use o f  a  manual system f o r  t r a c k i n g  the 8,000 

w r i t t e n  comp la in ts .  DO1 has begun t o  address these problems. However, 

f u r t h e r  e f f o r t s  a re  needed t o  a l l e v i a t e  them. 
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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  Ar i zona  Department o f  Insurance (001)  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. T h i s  

performance a u d i t  was conducted as p a r t  o f  t he  Sunset Review s e t  f o r t h  i n  

A r i z o n a  Revised S t a t u t e s  (A .R .S . )  §§41-2351 through 41-2379. 

The Department o f  Insurance was c r e a t e d  i n  1913 and p l a c e d  under the 

d i r e c t i o n  o f  the A r i z o n a  C o r p o r a t i o n  Commission. I n  1968, A r i z o n a  v o t e r s  

approved a c o n s t i t u t i o n a l  amendment tha t  c r e a t e d  an independent 

Department o f  Insu rance .  A r i z o n a  S t a t e  C o n s t i t u t i o n  A r t i c l e  15,  S e c t i o n  

5 e s t a b l i s h e s  t h a t  a l l  i n s u r e r s  o p e r a t i n g  w i t h i n  the  S t a t e  o f  A r i zona  

s h a l l  be s u b j e c t  t o  " l i c e n s i n g ,  c o n t r o l  and s u p e r v i s i o n "  by a department 

o f  insurance as e s t a b l i s h e d  by  law. A r i z o n a  Rev ised S t a t u t e  920-101 

s t a t u t o r i l y  e s t a b l i s h e s  the depar tmen t .  

The department has e x t e n s i v e  r e g u l a t o r y  r e s p o n s i b i l i t y  wh ich has grown 

s i g n i f i c a n t l y  i n  r e c e n t  y e a r s .  As o f  August 31,  1989, the  department was 

r e s p o n s i b l e  f o r  r e g u l a t i n g  2,548 insurance companies. I n  a d d i t i o n ,  as o f  

June 30,  1989, 31,648 l i f e  and d i s a b i l i t y ,  and 17,324 p r o p e r t y  and 

c a s u a l t y  l i censees  ( a g e n t s ,  b r o k e r s ,  s o l i c i t o r s ,  f i r m s ,  c o r p o r a t i o n s ,  o r  

o t h e r s  l i c e n s e d  t o  t r a n s a c t  i nsu rance  bus iness )  were r e g i s t e r e d  w i t h  the  

depar tment .  Tab le  1 (see page 2 )  i l l u s t r a t e s  these and o t h e r  recen t  

department work load s t a t i s t i c s .  

Organization 

The department i s  headed by a d i r e c t o r  who i s  appo in ted  by t h e  Governor.  

A deputy d i r e c t o r  a s s i s t s  the d i r e c t o r ,  oversees the a d m i n i s t r a t i o n  o f  

t h e  two Ar i zona  guaran ty  funds,  and c o o r d i n a t e s  a l l  r e c e i v e r s h i p s ,  

conserva to rsh i  ps ,  and superv i  s  i ons conducted by the  department . ( 1  

( ' 1  A r i zona  has two guaranty  funds - t h e  P r o p e r t y  and Casual ty  Guaranty Fund, and t h e  
L i f e  and D i s a b i l i t y  Guaranty Fund. These funds assess member i n s u r e r s  t o  o b t a i n  
monies f o r  o p e r a t i n g  cos ts  and t h e  payment o f  p o l i c y h o l d e r  c l a i m s  when i n s u r e r s  
become i n s o l v e n t  and a r e  unable t o  meet t h e i r  o b l i g a t i o n s .  



TABLE 1 

DEPARTMENT OF INSURANCE 
SELECTED WORKLOAD INDICATORS 

FISCAL YEAR 1988-89 
(unaud i ted) 

Cur ren t  l i c e n s e s :  
L i f e  and d i s a b i l i t y  
P r o p e r t y  and c a s u a l t y  

L icenses issued:  
New 
Renewal 

N r i t t e n  comp la in ts  r e c e i v e d  

Telephone i n q u i r i e s  and comp la in ts  r e c e i v e d  

F i I i ngs r e c e i v e d  : ( a )  

L i f e  and d i s a b i l i t y  
P r o p e r t y  and c a s u a l t y  

Examinat ions comple ted:  
F i n a n c i a l c b )  
Market  conduc t ( c )  

Companies' and a g e n t s '  l i c e n s e s  suspended o r  
revoked, o r  companies p l a c e d  i n  
r e c e i v e r s h i p  

( a )  A f i l i n g  i s  t h e  te rm genera l1  y used t o  denote t h e  request  and r e l a t e d  documentat ion 

f o r  an insurance r a t e  change o r  t h e  use o f  a  new insurance  p o l i c y  ( o r  s i m i l a r  

forms)  by i n s u r e r s .  D O 1  rev iews  r a t e  f i l i n g s  t o  ensure t h a t  r a t e s  w i l l  n o t  be 
inadequate,  excess ive,  o r  u n f a i r l y  d i s c r i m i n a t o r y .  Form f i l i n g s  a r e  rev iewed and 

approved by DO1 t o  p r o t e c t  consumers from mi s l  eadi ng, ambiguous, o r  d e c e p t i v e  

insu rance  forms. 
( b )  F i n a n c i a l  examinat ions a r e  a  rev iew o f  an i n s u r e r ' s  f i n a n c i a l  s t a t u s .  Such exams 

a s s i s t  DO1 i n  m o n i t o r i n g  t h e  f i n a n c i a l  so lvency o f  an i n s u r e r .  
( c )  Market  conduct examinat ions a r e  used by DO1 t o  eva lua te  market  conduct p r a c t i c e s  o f  

i n s u r e r s  and t h e i  r deal i ngs wi t h  p o l  i cyho lde rs  and c la iman ts .  

Source:  Department o f  Insurance Budget Request fo r  f i s c a l  year 1991 



DO1 i s  d i v i d e d  i n t o  s i x  d i v i s i o n s  - Hear ing ,  Corporate  and F i n a n c i a l  

A f f a i r s .  Rece ive rsh ip ,  Consumer A f f a i r s  and I n v e s t i g a t i o n s ,  Rates and 

Regu la t i on ,  and I n f o r m a t i o n  Systems. 

0 The Hearing D i v i s i o n  conducts a l l  a d m i n i s t r a t i v e  hear ings  h e l d  by 

DO!, issues o r d e r s ,  and p rov ides  l e g a l  ass is tance  t o  the  o ther  

d i v i s i o n s .  I n  a d d i t i o n ,  t h i s  d i v i s i o n  a s s i s t s  i n  d r a f t i n g  

insurance- re la ted  l e g i s l a t i o n  and r e g u ! a t i o n s .  The Hear ing D i v i s i o n  

has two employees. 

m The Corporate and F i n a n c i a l  A f f a i r s  D j \ ~ i S i o n  i s  respons ib le  f o r  

mon i to r ing  the f i n a n c i a l  s t a t u s  and s o l v e n c y  o f  insurance companies 

s e l l i n g  insurance i n  Ar i zona .  Pa r t  o f  t h i s  r e s p o n s i b i l i t y  i nc ludes  

a s s i s t i n g  the d i r e c t o r  i n  supe rv i s i on ,  conse rva to r sh ip ,  and 

r e h a b i l i t a t i o n  a c t i o n s  aga ins t  f i n a n c i a l l y  t r o u b l e d  o r  i nso l ven t  

i nsu re r s .  The 13 d i v i s i o n  s t a f f  a l s o  assess and a u d i t  premium taxes 

and o ther  fees,  f i n e s ,  and charges. 

m The Rece ive rsh ip  D i v i s i o n  i s  respons ib le  f o r  o r g a n i z i n g  and t r a c k i n g  

a l l  r ece i ve r sh ips ,  conserva to rsh ips  and superv is ions  commenced by the 

department. The d i v i s i o n  c o n s i s t s  o f  two l i m i t e d  appointment 

p o s i t i o n s  which a re  no t  inc luded  i n  the depar tment ' s  count o f  

au thor i zed  FTEs. 

(I The Consumer A f f a i r s  and I n v e s t i g a t i o n s  D i v i s i o n  adm in i s t e r s  the 

department 's consumer ass is tance  programs and conducts i n v e s t i g a t i o n s  

f o r  a d m i n i s t r a t i v e  hear ings  o r  l i t i g a t i o n  regard ing Ar i zona  insurance 

law v i o l a t i o n s .  Th i s  d i v i s i o n  has 20 employees. 

0 The Rates and Regu la t i on  D i v i s i o n  i s  comprised o f  t h ree  s e c t i o n s :  

L icens ing,  L i f e  and D i s a b i l i t y ,  and Proper ty  and Casua l t y .  The 

d i v i s i o n  I icenses agents ,  b roke rs ,  a d j u s t e r s ,  and o t h e r  appl  i c a n t s .  

The d i v i s i o n  a l s o  reviews and approves a d v e r t i s i n g ,  p o l i c y  forms, 

r a t e s ,  and c o n t r a c t s  ( f o r  c e r t a i n  insurance l i n e s )  u t i l i z e d  by 

i nsu re r s .  Other d i v i s i o n  r e s p o n s i b i l i t i e s  inc lude  s u p e r v i s i n g  market 

conduct and r a t e  exami na t  ions,  and conduct i ng premi um compar i sons and 

a v a i l a b i l i t y  s t u d i e s .  Twenty-seven s t a f f  per form these f u n c t i o n s .  



e The l n f o r m a t i o n  Systems D i v i s i o n  i s  r e s p o n s i b l e  f o r  implement ing the 

depar tmen t ' s  automat ion p l a n .  The d i v i s i o n  i s  s t a f f e d  w i t h  2  l i m i t e d  

appointment employees. 

I n  a d d i t i o n  t o  d i v i s i o n  s t a f f ,  16 DO1 bus iness o f f i c e  and a d m i n i s t r a t i v e  

s t a f f  a s s i s t  the d i r e c t o r  and deputy d i r e c t o r .  

The department conducts most o p e r a t i o n s  i n  i t s  Phoenix o f f i c e .  However, 

DO1 m a i n t a i n s  a  smal l  Tucson o f f i c e ,  p r i m a r i l y  t o  i n v e s t i g a t e  and handle 

consumer comp la in ts  i n  southern A r i z o n a .  

S t a f f i n g  

Department s t a f f i n g  l e v e l s  have grown i n  recen t  y e a r s .  The department 

had 61 a u t h o r i z e d  f u l l - t i m e  e q u i v a l e n t  (FTE) p o s i t i o n s  d u r i n g  f i s c a l  year  

1987-88. For f i s c a l  year 1988-89, DO1 was a u t h o r i z e d  69 FTE p o s i t i o n s ,  

an increase o f  8 new p o s i t i o n s  (see Table 2 ,  page 5). For f i s c a l  year  

1989-90, DO1 was a u t h o r i z e d  a  t o t a l  o f  78 FTE p o s i t i o n s ,  a  g a i n  o f  9  new 

p o s i t i o n s .  These new p o s i t i o n s  c o n s i s t e d  o f  t h r e e  i n v e s t i g a t o r s ,  two 

insurance a n a l y s t s ,  an examiner t e c h n i c i a n ,  and t h r e e  c l e r k s .  I n  

a d d i t i o n  t o  i t s  FTE p o s i t i o n s ,  DO1 i s  a u t h o r i z e d  two l i m i t e d  appointment 

p o s i t i o n s  f o r  i t s  Rece ive rsh ip  d i v i s i o n  and two f o r  i t s  l n f o r m a t i o n  

Systems d i v i s i o n .  DO1 a l s o  u t i l i z e s  approx imate ly  40 independent 

c o n t r a c t o r s  t o  pe r fo rm f i n a n c i a l ,  market conduct ,  and r a t e  examinat ions 

o f  i n s u r e r s .  These examiners a re  p a i d  through a  r e v o l v i n g  fund 

admin is te red  by the department.  Insurance companies pay exam c o s t s  t o  

the r e v o l v i n g  fund .  

Budget 

The department rece ives  a  General Fund a p p r o p r i a t i o n .  Revenues from 

insurance premium taxes ,  l i censes ,  o the r  fees ,  charges,  and c i v i  l 

p e n a l t i e s  a r e  depos i ted  i n t o  the General Fund. Accord ing t o  the  

department ' s  budget request f o r  f  i sca l year 1989-90, f  i sca I year 1987-88 

gross premium t a x  r e c e i p t s  t o t a l e d  over $86.8 m i  l l i o n  do1 l a r s ,  whi I e  

l i c e n s e s ,  fees ,  and o t h e r  charges amounted t o  over  $3 .2  m i l l i o n .  Premium 

tax r e c e i p t s  f o r  1989 are expected t o  t o t a l  over  $99 m i  l l i o n .  For  i t s  

o p e r a t i o n s ,  the  department spent $2,397,566 d u r i n g  f i s c a l  year 1988-89. 

Table 2 (see page 5) c o n t a i n s  a  summary o f  recent  DO1 e x p e n d i t u r e s .  



A u d i t  Scope and Purpose 

T h i s  performance a u d i t  was conducted t o  e v a l u a t e  the Department o f  

Insurance o p e r a t i o n s ,  f o c u s i n g  on these t h r e e  o b j e c t i v e s .  

TABLE 2 

DEPARTMENT OF INSURANCE 
STATEMENT OF FTEs AND ACTUAL EXPENOITURES 

FISCAL YEARS 1986-87, 1987-88, AND 1988-89 
(unaud i t ed ) 

1986-87 1987-88 1988-89 

FTE P o s i t i o n s  6  1  6 1 69 

Persona l  s e r v i c e s  $1,366,729 
Employee-related 272,297 
P r o f .  & o u t s i d e  s e r v i c e s  27,583 
T r a v e l ,  i n - s t a t e  6,040 

o u t - o f - s t a t e  15,745 
Other  o p e r a t i n g  352,327 
Equ i  pmen t 22,316 

TOTAL $2.063.037 

Source:  A r i zona  F i n a n c i a l  I n f o r m a t i o n  Systems and the  S t a t e  o f  A r i z o n a ,  
A p p r o p r i a t i o n s  Repor t  f o r  the F i s c a l  Year Ended June 30 ,  1989 

a To i d e n t i f y  c u r r e n t  t rends  and research  r e g a r d i n g  au tomob i le  

insurance r a t e  r e g u l a t i o n .  

a To determine i f  t h e  department e f f e c t i v e l y  hand les  s e r i o u s  consumer 

comp la in ts .  

r To e v a l u a t e  DO1 t i m e l i n e s s  i n  i n v e s t i g a t i n g  consumer c o m p l a i n t s .  

The a u d i t  scope focused on these t h r e e  a reas  f o r  s e v e r a l  reasons.  Our 

p r e l i m i n a r y  work i n d i c a t e d  t h a t  the department appeared t o  be f u n c t i o n i n g  

w e l l  i n  some a reas .  For example, DO1 r o u t i n e l y  conducts  f i n a n c i a l  

examinat ions t o  a s c e r t a i n  the  f i n a n c i a l  s t a t u s  o f  domest ic  i n s u r e r s .  The 

department conducts these examinat ions more f r e q u e n t l y  than many o t h e r  

s t a t e s '  insurance r e g u l a t o r y  agencies i n  an e f f o r t  t o  p r o t e c t  consumer 



i n t e r e s t s .  F u r t h e r ,  u n l i k e  many s t a t e s ,  the department has been a c t i v e  

i n  m o n i t o r i n g  c e r t a i n  aspects  o f  i n s u r e r s '  p r a c t i c e s  by p e r f o r m i n g  market 

conduct examina t ions .  I n  the a r e a  o f  consumer awareness, DO1 r e g u l a r l y  

pub l i shes  i n f o r m a t i o n  on comp la in ts  rece ived  about insurance companies 

and a l s o  p u b l i s h e s  v a r i o u s  premium comparisons.  

I n  a d d i t i o n  t o  the  t h r e e  o b j e c t i v e s ,  we addressed t h e  12 s t a t u t o r y  Sunset 

Fac to rs  (pages 43 through 4 9 ) .  T h i s  r e p o r t  a l s o  c o n t a i n s  the  s e c t i o n  

Other P e r t i n e n t  I n f o r m a t i o n  (page 37)  regard ing  DOI ' s  e f f o r t s  i n  

implementing t h e  recommendations con ta ined  i n  two p r e v i o u s  performance 

a u d i t  r e p o r t s  o f  the  department ( r e p o r t s  79-4 and 80-6 ) .  The s e c t i o n  

Areas For F u r t h e r  A u d i t  Work (page 39 )  addresses i ssues  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 because o f  

lack  o f  t ime .  

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 

governmental 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 d i r e c t o r  and 

s t a f f  o f  the Department o f  Insurance 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 .  



FINDING I 

BECAUSE AUTOMOBILE INSURANCE RATES ARE NOT SIGNIFICANTLY 

AFFECTED BY THE TYPE OF RATING SYSTEM USED, 

OTHER REFORMS SHOULD BE CONSIDERED 

Al though r a t e  r e g u l a t i o n  i s  o f t e n  a  focus o f  d i s c u s s i o n s  on c o n t r o l l i n g  

insurance r a t e s ,  o t h e r  re fo rms  a f f e c t i n g  r a t e s  may be needed t o  address 

the r i s i n g  c o s t s  o f  a u t o  i nsu rance  i n  A r i zona .  Over the y e a r s ,  the  t r e n d  

i n  automobi I e  insurance has been t o  move f rom p r i o r  approva l  r a t i n g  

systems t o  c o m p e t i t i v e  systems. More r e c e n t l y ,  because the h i g h  c o s t  o f  

auto  insurance has c r e a t e d  consumer demand f o r  lower r a t e s ,  the  focus i n  

some s t a t e s  f o r  a l l e v i a t i o n  o f  t h i s  concern has been on the r a t e  approva l  

process.  To assess t h i s  i s s u e ,  we con tac ted  s e v e r a l  i nsu rance  e x p e r t s  

and reviewed more than 50 s t u d i e s  and a r t i c l e s .  We found t h a t  r a t e s  a r e  

n o t  s i g n i f i c a n t l y  a f f e c t e d  by the  use o f  any p a r t i c u l a r  type o f  r a t e  

r e g u l a t i o n  system, and t h a t  o t h e r  re forms a r e  necessary t o  reduce r a t e s  

and premiums. ( 1 )  

Most s t a t e s  r e g u l a t e  au tomob i le  insurance r a t e s  t o  some degree t o  ensure 

t h a t  insurance w i l l  be a v a i l a b l e  and a f f o r d a b l e  t o  consumers. Three main  

p r i n c i p l e s ,  as adopted by the N a t i o n a l  A s s o c i a t i o n  o f  Insu rance  

Commissioners ( N A I C )  i n  1945, gu ide  s t a t e  r a t e  r e g u l a t i o n .  These 

p r i n c i p l e s  s t a t e  t h a t  r a t e s  must be 1 )  adequate ( t o  m a i n t a i n  i n s u r e r  

so lvency ) ,  b u t  2 )  n o t  e x c e s s i v e  ( n o t  unnecessar i  l y  h i g h  so as t o  produce 

e x o r b i t a n t  p r o f i t s ) ,  n o r  3 )  u n f a i r l y  d i s c r i m i n a t o r y  ( p r i c e  d i f f e r e n c e s  

must r e f l e c t  expected l o s s  and expense d i  f  f e r e n c e s ) .  

Most s t a t e s  have adopted v a r i o u s  r a t i n g  systems t o  r e g u l a t e  a u t o m o b i l e  

insurance.  These r a t i n g  systems f a l l  i n t o  two genera l  c a t e g o r i e s  - p r i o r  

approva l  (noncompet i t i v e )  and compet i  t i v e  - a l  though severa l  v a r  i a t  i o n s  

o f  each e x i s t .  P r i o r  approva l  systems r e q u i r e  t h a t  r a t e  changes be f i l e d  

w i t h  the  s t a t e ' s  i nsu rance  r e g u l a t o r y  agency p r i o r  t o  use.  The insu rance  

commissioner then e i t h e r  approves o r  d i sapproves  the  proposed r a t e s .  

Compet i t i ve  systems r e l y  on market  f o r c e s  t o  s e t  r a t e s  under t h e  

( 1 )  See B i  bl iography . 
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assumption t h a t  t h e r e  i s  adequate compe t i t i on  w i t h i n  the  i n d u s t r y .  Under 

t h i s  r a t i n g  system, i nsu re r s  may o r  may no t  be r e q u i r e d  t o  f i l e  r a tes  

w i t h  the s t a t e  insurance commissioner. However, under a l l  types o f  

compet i t i ve  systems, new r a t e s  may be used by an insurance company 

w i thou t  the commiss ioner 's  p r i o r  app rova l .  I f  a  new r a t e  does no t  meet 

the three p r i n c i p l e s  o f  r a t e  r e g u l a t i o n ,  the commissioner can 

subsequently d i s a l l o w  i t  and r e q u i r e  the  i nsu re r  t o  make p o l i c y h o l d e r  

premium adjustments .  

Trends I n  Regu la t i on  

Several t rends i n  automobi l e  insurance r a t e  regu l a t  i on  have appeared. 

Before 1960, p r i o r  approval  systems were commonplace. Many s t a t e s  moved 

toward compe t i t i ve  systems du r i ng  the 1960s through the mid-1980s. I n  

recent years ,  however, some s t a t e s  have re tu rned  o r  a re  cons ide r i ng  a  

r e t u r n  t o  g rea te r  r e g u l a t i o n  because o f  consumer d i s s a t i s f a c t i o n  over 

h i gh  premiums. 

Move toward c o m p e t i t i v e  systems i n  t he  pas t  - Most s t a t e s  u t i l i z e d  

p r i o r  approval  approaches f o r  r a t e  rev iews u n t i l  t he  1960s. Th i s  was 

be l ieved  t o  be an app rop r i a t e  method t o  ensure reasonable r a t e s .  

However, d u r i n g  the  1960s, s t a t e  l e g i s l a t u r e s ,  f o l l o w i n g  the general  

t rend  toward d e r e g u l a t i o n ,  began moving towards the adop t ion  o f  

compet i t i ve  r a t i n g  laws f o r  automobi le  and most o t h e r  p r o p e r t y  and 

casua l t y  insurance l i n e s .  S ta tes  adopted compe t i t i ve  laws because i t  was 

f e l t  tha t  adequate compe t i t i on  would prevent  excess ive r a t e s  and t ha t  

such systems a re  more e f f i c i e n t  and less  c o s t l y  t o  adm in i s t e r  than p r i o r  

approval systems. '" Th i s  t r end  con t inued  through the mid-1980s. By 

1984, 25 s t a t e s  had implemented compe t i t i ve  r a t i n g  laws f o r  some 

insurance l i n e s .  A r i zona  enacted i t s  compe t i t i ve  r a t i n g  law i n  1980. 

Cu r ren t l y ,  some i n t e r e s t  i n  s t ronger  r e g u l a t i o n  - More r e c e n t l y ,  some 

s t a t e s  have moved t o  s t r i c t e r  r e g u l a t i o n  f o r  automobi le  insurance i n  an 

e f f o r t  t o  curb h i g h  and r a p i d l y  i nc reas ing  r a t e s .  Aud i t o r  General s t a f f  

( 1  I n  t h e  l a t e  1960s, a  Na t iona l  A s s o c i a t i o n  o f  Insurance Commissioners (NAIC) s tudy 

o f  p r o p e r t y  and c a s u a l t y  r a t e  r e g u l a t i o n  concluded t h a t  c o m p e t i t i o n  w i t h i n  t h e  

market should a c t  as t h e  predominant r e g u l a t o r y  dev ice.  U l t i m a t e l y ,  i n  1980, the  
NAIC adopted a  model s t a t u t e  f o r  a  c o m p e t i t i v e  r a t i n g  system. 
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completed a survey o f  the insurance regu la t scy  agencies i n  the 50 s t a t e s  

and the D i s t r i c t  o f  Columbia. " '  The survey r e s u l t s  i n d i c a t e d  t h a t  

four s t a t e s  have changed from compe t i t i ve  systems t o  less  compet i t i v e  or  

noncompe t i t i ve sys terns s  i  nce 1986. Mary land,  New Mex i  co , and Ca l i f o r n  i a 

changed from compe t i t i ve  t o  p r i o r  approva l  systems. (') Kentucky 

changed t o  a  less  compe t i t i ve  f l e x - r a t i n g  system. ( 3 )  O f f i c i a l s  from 

these s t a t e s  s t a t e d  t h a t  the changes were made i n  an at tempt  t o  s low r a t e  

and premium increases,  and s imp ly  to  make insurance cheaper.  

While fou r  s t a t e s  have r e c e n t l y  increased r e g u l a t o r y  e f f o r t s ,  two s t a t e s  

- Iowa and Rhode I s l a n d  - have s h i f t e d  from p r i o r  approva l  t o  compe t i t i ve  

systems. According t o  o f f i c i a l s  from these s t a t e s ,  the reasons the 

changes were made was because o f  the i n e f f i c i e n c i e s  and h i g h  cos t s  o f  the 

former p r i o r  approval  systems. The r e s u l t s  o f  our su rvey ,  and one 

conducted i n  1989 by the Na t i ona l  Conference o f  S t a t e  L e g i s l a t u r e s ,  found 

tha t  a t  l eas t  s i x  o ther  s t a t e s ,  i n c l u d i n g  Ar i zona ,  a re  c u r r e n t l y  s t udy ing  

poss ib l e  changes t o  t h e i r  automobi l e  r a t e  r e g u l a t i o n  system. 

Table 3 (see page 1 0 )  shows the  c u r r e n t  s t a t u s  o f  automobi le  insurance 

r a t e  r e g u l a t i o n  i n  the 50 s t a t e s  and the D i s t r i c t  o f  Columbia. The t a b l e  

i nd i ca tes  t h a t  s l i g h t l y  more than h a l f  o f  the s t a t e s  u t i  l i z e  competi t i v e  

systems, w h i l e  the remainder " t i  l i z e  noncompet i t i ve  systems.(4) 

( 1 )  See Appendix f o r  a  d i s c u s s i o n  and copy o f  t h e  survey.  
( 2 )  P r i o r  approval  r e g u l a t i o n  i n  C a l i f o r n i a  i s  t h e  r e s u l t  o f  t h e  passage o f  P r o p o s i t i o n  

103 i n  t h e  November 1988 e l e c t i o n .  
(3 )  A  f l e x - r a t i n g  system i s  d e s c r i b e d  as a  b l e n d i n g  o f  open c o m p e t i t i o n  and p r i o r  

approval  systems, r e q u i r i n g  r a t e  change appt-oval by t h e  r e g u l a t o r  on1 y  i f  t h e  

change exceeds s p e c i f i e d  percentage ranges. Proponents o f  f l e x - r a t i n g  contend t h a t  
i t  w i l l  promote f u l l ,  y e t  f a i r  c o m p e t i t i o n ,  w h i l e  f a c i l i t a t i n g  meaningfu l  rev iews 

o f  s u b s t a n t i a l  r a t e  ad justments  - up o r  down - i n  o r d e r  t o  a v e r t  r a t e  inadequacy o r  

excess over  t h e  l o n g  r u n .  F l e x - r a t i n g  i s  m a i n l y  used f o r  commercial p r o p e r t y  and 

c a s u a l t y  1  i nes. 
(4 )  Compet i t i ve  c l a s s i f i c a t i o n s  of r a t e  r e g u l a t o r y  laws  i n c l u d e  such systems as no 

r e g u l a t i o n ,  i n f o r m a t i o n  f i l i n g  o n l y  (use and f i l e ) ,  o r  no f i l i n g  ( o f  r a t e  

documents). Noncompet i t ive c l a s s i f i c a t i o n s  would i n c l u d e  systems such as p r i o r  
approva l ,  modi f i  ed p r i o r  approval  , s t a t e  set  rdtes, and genera l  1  y ,  f i 1  e  and use 

laws.  F l  e x - r a t i  ng systems a r e  a  c ross  between c o m p e t i t i v e  and n o n c o m p e t i t i v e  

systems. 



TABLE 3 

TYPE OF AUTOMOBILE INSURANCE RATE REGULATION 
USED BY THE 50 STATES AND THE DISTRICT OF COLUMBIA 

AS OF AUGUST 1989 

No Open 
R e g u l a t i o n  Compet i t ion  Flex-rat ing 

I I l i n o i s  Ar i zona Kentucky 
Arkansas 
Colorado 
Connect icut  
De l aware 
F l o r i d a  
Georg ia  
Hawai i 
l  daho 
l nd i ana 
l owa 
Ma i  ne 
M ich igan  
Minnesota 
M issour i  
Montana 
Nevada 
Oh i o  
Oregon 
Rhode I s l a n d  
Utah 
Ve rmon t 
V i r g i n i a  
Wisconsin 
Wyom i ng 

P r i o r  State 
App r ova l Set( a )  

A l  abama Massachusetts 
A l aska Texas 
Gal i f ~ r n i a ( ~ )  
Kansas 
Lou i s  i ana 
Maryland 
M i s s i s s i p p i  
Nebraska 
New Hampshire 
New Je r  sey(c) 
New Mexico 
New York 
N. C a r o l i n a  
N .  Dakota 
Ok l ahoma 
Pennsy I van i  a  
S .  C a r o l i n a  
S .  Dakota 
Tennessee 
Washington 
Washington, D.C. 
W .  V i r g i n i a  

( a )  S t a t e  s e t  r a t e s  a r e  r a t e s  s e t  by a  s t a t e  agency t h a t  a l l  i n s u r e r s  must use.  

( b )  C a l i f o r n i a  was an open c o m p e t i t i o n  s t a t e  b e g i n n i n g  i n  1947. However, as a  r e s u l t  

o f  t h e  passage o f  P r o p o s i t i o n  103 i n  a  1988 e l e c t i o n ,  C a l i f o r n i a  v o t e r s  changed the  

r a t i n g  system t o  p r i o r  approva l .  
( c )  New Jersey d i d  n o t  respond t o  o u r  survey.  The 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  

f o r  New Jersey was ob ta ined  f rom t h e  N a t i o n a l  A s s o c i a t i o n  o f  Insu rance  

Commissioners and i s  c u r r e n t  as o f  January 1989. 

Source: Prepared by Aud i t o r  General s t a f f  from Aud i t o r  General 
automobi le insurance survey,  completed August 1989 



Current  Research I n d i c a t e s  No S i g n i f i c a n t  
D i f f e r e n c e  I n  R a t i n g  Systems 

Current  research  does n o t  c l e a r l y  e s t a b l i s h  e i t h e r  o f  the  r e g u l a t o r y  

approaches as s u p e r i o r .  General  l y  , z o s t  research  shows t h a t  no 

s i g n i f i c a n t  d i f f e r e n c e  e x i s t s  between the  two  r a t e  r e g u l a t i o n  systems, 

and when a  d i f f e r e n c e  does e x i s t ,  i t  u s u a i i y  i n d i c a t e s  t h a t  c o m p e t i t i v e  

approaches p r o v i d e  more consumer v a l u e .  Fu r the rmore ,  some i n f o r m a t i o n  

suggests t h a t  noncompet i t i ve  systems a r e  p c t e n t i a l l y  ha rmfu l  as w e l l  as 

more c o s t l y .  

Repor ts  show no d i f f e r e n c e  i n  systems - Var ious  s t u d i e s  and insu rance  

exper ts  i n d i c a t e  t h a t  no one t ype  o f  r a t i n g  system i s  most e f f e c t i v e  a t  

c o n t r o l l i n g  insurance c o s t s  and r a t e  f l u c t u a t i o n s .  One insurance e x p e r t  

we con tac ted  s t a t e d  t h a t  the t y p e  o f  r e g u l a t o r y  system used makes l i t t l e  

d i f f e r e n c e  i n  c o s t s .  No c o r r e l a t i o n  e x i s t s  between the two. ( ' )  O ther  

i n d u s t r y  observe rs  agree.  A January 1388 insu rance  i n d u s t r y  j o u r n a l  

( B e s t ' s  Review) s t a t e s  t h e r e  i s  no c l e a r  consensus on the  most e f f e c t i v e  

method o f  r a t e  r e g u l a t i o n .  The a r t i c l e  c i t e s  i n d u s t r y  and s t a t e  

insurance r e g u l a t o r y  agency s t u d i e s  t h a t  i n d i c a t e  t h a t  p r i o r  approva l  

systems a r e  no more e f f e c t i v e  i n  c o n t r o l l i n g  r a t e  f l u c t u a t i o n s  than  a r e  

c o m p e t i t i v e  systems. 

Several  o t h e r  s t u d i e s  suppor ted these same c o n c l u s i o n s .  These s t u d i e s  

analyzed the  impact o f  r a t e  r e g u l a t i o n  systems on p r i c e  by compar ing l o s s  

r a t i o s .  A l o s s  r a t i o  r e f l e c t s  the  p r o p o r t i o n  o f  t h e  premium d o l l a r  

re tu rned  t o  insurance consumers i n  the  form o f  l o s s  payments. 

Accord ing ly ,  t h i s  r a t i o  ( a  h i g h e r  r a t i o  means g r e a t e r  consumer v a l u e )  

shows some o f  the d i r e c t  b e n e f i t s  t h a t  au tomob i le  i nsu rance  consumers 

have o b t a i n e d  i n  r e t u r n  f o r  t h e i r  premium payments. I n  each o f  the  

f o l l o w i n g  t h r e e  s t u d i e s ,  no s i g n i f i c a n t  d i f f e r e n c e  o c c u r r e d  among 

c o m p e t i t i v e  versus n o n c o m p e t i t i v e  s t a t e s ,  o r  where such a  d i f f e r e n c e  d i d  

occur ,  the  c o m p e t i t i v e  approach gave consumeis a  somewhat g r e a t e r  v a l u e .  

( I )  J e f f e r y  O'Connel l  , Pro fessor  o f  Law, U n i v e r s i t y  o f  V i r g i n i a  
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o P h i l i p  R .  OIConner, Palmer B e l l e v u e  C o r p o r a t i o n ,  i n  the s t u d y  "Rate 
R e g u l a t i o n  and Consumer Value I n  Automobi le  Insurance :  A Review o f  
Twelve Years (1975-86) o f  Loss R a t i o s  I n  A l l  S t a t e s "  (1989) concludes 
t h a t  the type o f  r a t e  r e g u l a t i o n  e i t h e r  has no sys temat i c  e f f e c t  on 
loss  r a t i o  l e v e l s  o r  tends t o  have the e f f e c t ,  i n  c o m p e t i t i v e  s t a t e s ,  
o f  i nc reas ing  l o s s  r a t i o s  somewhat, i n d i c a t i n g  g r e a t e r  consumer v a l u e .  

o Kenneth Me ie r ,  i n  h i s  book The P o l i t i c a l  Economy o f  R e g u l a t i o n :  The 
Case o f  Insurance (19881, concludes t h a t  i n  no case a re  the  r a t e s  i n  
r e a u l a t e d  s t a t e s  s i q n i f i c a n t l y  d i f f e r e n t  from t h e  r a t e s  i n  less  
r e g u l a t e d  s t a t e s ,  a f i n d i n g  c o n s i s t e n t  w i t h  o t h e r  empi r i c a l  
l i t e r a t u r e .  The c l e a r  c o n c l u s i o n  i s  t h a t  r e g u l a t i o n ,  i n  g e n e r a l ,  has 
no impact on the p r i c e  o f  i nsu rance .  

0 Robert  C .  Witt and H a r r y  M i l l e r ,  i n  a  December 1980 CPCU Journa l  
a r t i c l e  t i t l e d  " A  Comparat ive A n a l y s i s  o f  R e l a t i v e  Costs Under 
Compet i t i ve  and Non-Compet i t ive Rate R e g u l a t o r y  Laws" found,  u s i n g  
d a t a  f o r  a l l  s t a t e s  from t h e  p e r i o d  1971 through 1978, t h a t ,  
s t a t i s t i c a l l y ,  t h e r e  i s  b a s i c a l l y  no r e l a t i v e  c o s t  d i f f e r e n c e  between 
t h e  two c l a s s i f i c a t i o n s  o f  r a t e  r e g u l a t o r y  laws.  The a u t h o r s  
conclude t h a t  based on t h i s  f i n d i n g ,  " t h e r e  appears t o  be no 
e m p i r i c a l  economic j u s t i f i c a t i o n  f o r  the  r e g u l a t i o n  o f  automobi I e  
insurance r a t e s  by r e g u l a t o r y  a u t h o r i t i e s ,  e s p e c i a l l y  when 
c o n s i d e r i n g  the c o s t s  o f  r e g u l a t i n g  r a t e s . "  

A l though most r e p o r t s  found no s i g n i f i c a n t  d i f f e r e n c e  between r a t i n g  

systems, a  r e p o r t  by t h e  U.S. General Account ing O f f i c e  (GAO) gave mixed 

r e s u l t s  regard ing premium reduc t  i ons  due t o  types o f  r a t i n g  systems. I n  

i t s  r e p o r t  Auto Insurance:  S t a t e  R e g u l a t i o n  A f f e c t s  Cost and A v a i l a b i l i t y  

(1986) ,  GAO conducted two d i f f e r e n t  ana lyses o f  the e f f e c t  o f  

noncompet i t i ve  and c o m p e t i t i v e  r a t i n g s  systems on insurance c o s t s .  

However, the  chairman o f  the  Ar i zona  Study Commission on P r i v a t e  

Passenger Automobile Insurance ,  who i s  a  s t a t i s t i c a l  exper t  and Ar i zona  

S t a t e  U n i v e r s i t y  p r o f e s s o r ,  s a i d  t h a t  the  ana lyses used by GAO a r e  

p r o b l e m a t i c ,  and the r e s u l t s  o f  t h e  ana lyses a r e  n o t  r e l i a b l e .  One o f  

the analyses found t h a t  average premiums f o r  p h y s i c a l  damage insurance 

were s t a t i s t i c a l l y  s i g n i f i c a n t l y  h igher  i n  noncompet i tve  s t a t e s ,  b u t  

found no s t a t i s t i c a l l y  s i g n i f i c a n t  d i f f e r e n c e  i n  l i a b i l i t y  coverage 

c o s t s .  The second a n a l y s i s ,  a  m u l t i p l e  r e g r e s s i o n  a n a l y s i s ,  showed no 

s i g n i f i c a n t  d i f f e r e n c e s  i n  the  c o s t  o f  p h y s i c a l  damage coverage between 

c o m p e t i t i v e  and p r i o r  approva l  s t a t e s  except i n  one case.  The c o s t  o f  

l i a b i l i t y  coverage was g e n e r a l l y  h igher  i n  s t a t e s  t h a t  used c o m p e t i t i v e  

approaches, w i t h  the s i z e  o f  t h e  c o s t  d i f f e r e n c e  dependent on the  degree 

o f  u r b a n i z a t i o n  o f  a  s t a t e .  



Stronger  r a t e  r e g u l a t i o n  may r e s u l t  i n  nega t i ve  consequences - Some 

insurance expe r t s  a l s o  warn t h a t  s t r onge r  rate-making r e g u l a t i o n  w i l l  

l i k e l y  have adverse consequences t h a t  may outweigh any b e n e f i t s  o f  such a  

move. For example, a  1989 s tudy on au to  insurance issued by the Insurance 

In fo rmat ion  I n s t i t u t e  found t h a t  the r e s u l t s  o f  some a t tempts  t o  keep 

p r i c e s  down through r e g u l a t o r y  p r i c e  c o n t r o l s  have been n e g a t i v e .  The 

repo r t  cont inues t h a t  t h i s  has r e s u l t e d  i n  less  insurance ,  t i g h t e r  

e l i g i b i l i t y  c r i t e r i a ,  c ross -subs id ies  from low- r i sk  t o  h i g h - r i s k  d r i v e r s ,  

expanded res i dua l  markets ,  and s u b s t a n t i a l  i n su re r  o p e r a t i n g  d e f i c i t s  

t ha t  u l t i m a t e l y  produce h i ghe r  premiums. 

I n  f u r t h e r  support  o f  t h i s  v iew,  an insurance exper t  suggests i n  a  recent 

paper t ha t  r e g u l a t i o n  o f  v o l u n t a r y  automobi le  insurance market r a t e s  w i l l  

reduce vo lun ta r y  market coverage a v a i l a b i l i t y  and t h u s ,  w i l l  f o r ce  some 

d r i v e r s  i n t o  the r es i dua l  market ,  such as an ass igned r i s k  p l a n .  The 

paper a l s o  warned t h a t  . p e r s i s t e n t  l i m i t a t i o n s  on r a t e  increases below 

l e v e l s  cons i s t en t  w i t h  growth i n  expected c l a i m  c ~ s t s  a r e  l i k e l y  t o  cause 

i nsu re r s  t o  wi thdraw from a  s t a t e ,  may incrgase insurance company 

inso lvenc ies ,  o r  bo th . " )  Another insurance expe r t  c i t e d  s imi  l a r  

i n f o rma t i on  i n  a  recent  bus iness j o u r n a l  a r t i c l e . ' "  

I n  a d d i t i o n  t o  these p o t e n t i a l  prob lems,  i t  t y p i c a l l y  cos t s  more t o  

admin is te r  a noncompet i t i ve ,  o r  p r i o r  approva l  type system. Many s t u d i e s  

a re  qu ick  t o  p o i n t  ou t  t h i s  concern.  A d d i t i o n a l  insurance department 

s t a f f  a re  needed t o  rev iew and approve the r a t e  f i l i n g s  w i t h i n  s p e c i f i e d  

t ime pe r i ods .  O f f i c i a l s  responding t o  our survey s t a t e d  t h i s  t o  be 

t r u e .  I n  C a l i f o r n i a ,  f o r  example, d i r e c t  cos t s  o f  changing t o  p r i o r  

approval  r e s u l t e d  i n  insurance department budget increases o f  $2.1 

m i l l i o n  and 43 ~ t a f f . ' ~ '  Mary land 's  budget increased by about $1 

m i l l i o n  when i t  implemented a  p r i o r  approva l  system. I f  a  t y p i c a l  

( 1 )  S c o t t  E. H a r r i n g t o n ,  "Rate R e g u l a t i o n ,  No-Faul t ,  and t h e  Automobi le  Insurance 

Af  f o r d a b i l  i t y  Problem," unpubl i s h e d  w o r k i n g  paper o f  t h e  U n i v e r s i t y  o f  South 
Carol i n a ,  C o l l  ege o f  Bus iness A d m i n i s t r a t i o n ,  January 1989. 

( 2 )  J. David Cummins, "Whatas D r i v i n g  Auto insu rance  Lip," The Wall  S t r e e t  J o u r n a l ,  

January 5, 1989. 
( 3 )  I n  a d d i t i o n  t o  t h e  d i r e c t  c o s t s ,  an a d d i t i o n a l  $15.6 m i l l i o n  i n  resources  have been 

a l l o c a t e d  t o  o t h e r  depar tmenta l  f u n c t i o n s  t h a t  s s p p o r t ,  a t  l e a s t  i n  p a r t ,  t he  new 
p r i o r  approval  system. Examples o f  these i n c l u d e  equipment,  a d m i n i s t r a t i v e ,  
a c t u a r i  a1 , and 1 egal  s e r v i  ces. 



p r i o r  approva l  system were t o  be implemented i n  A r i z o n a ,  DO1 o f f i c i a l s  

es t ima te  i t  c o u l d  c o s t  over  $1 m i l l  i o n  f o r  37 a d d i t i o n a l  s t a f f  a lone. " )  

Experts Ca l l  For Other 
l nsurance Re forms 

Research i n d i c a t e s  t h a t  s i m p l y  changing r a t e  rev iew and approva l  methods 

w i l l  n o t  a f f e c t  the cos t  o f  insurance because such changes do no t  address 

u n d e r l y i n g  problems. Some e x p e r t s  suggest t h a t  the  implementat ion o f  a  

good n o - f a u l t  system i s  key t o  reduc ing  cos ts  and improv ing  a f f o r d a b i l i t y  

and ava i  l a b i l i t y .  I n  a d d i t i o n ,  o t h e r  measures may a l s o  be b e n e f i c i a l  t o  

t h i s  e f f o r t .  

Support for no-fault - Some researchers  s t r o n g l y  suppor t  a  good 

n o - f a u l t  system as a  way t o  make automobi le  insurance more e f f e c t i v e  and 

a f f o r d a b l e .  I n  pas t  y e a r s ,  a  number o f  s t a t e s  have moved t o  n o - f a u l t  

automobi le  insurance.  E x p e r t s  s t u d y i n g  these s t a t e s  have found t h a t  good 

n o - f a u l t  systems can impact t h e  c o s t  o f  auto  insu rance .  

N o - f a u l t  insurance i s  a  form o f  automobi l e  insurance i n  which a p e r s o n ' s  

economic losses,  such as medica l  expenses, and l o s s  o f  income, a r e  p a i d  

by h i s  o r  her i n s u r e r  ( t h r o u g h  personal  i n j u r y  p r o t e c t i o n  - "PIP")  

regard less  o f  who was a t  f a u l t .  Such a law l i m i t s  the  a b i l i t y  o f  an 

i n j u r e d  p a r t y  t o  sue f o r  recovery  o f  damages and f o r  p a i n  and s u f f e r i n g .  

Thus, the  law avo ids  the  n e c e s s i t y  o f  d e t e r m i n i n g ,  through l i t i g a t i o n ,  

who i s  a t  f a u l t  i n  an a c c i d e n t .  S u i t s  f o r  p a i n  and s u f f e r i n g  can o n l y  be 

i n s t i t u t e d  when medical  t ype  losses exceed the " t o r t  t h r e s h o l d "  amount. 

Thresholds may be monetary ( c u r r e n t l y  $2,000 i n  t h e  one n o - f a u l t  s t a t e  

( 1 )  These es t ima tes  were based on a  p r i o r  approval  l a w  i n  which r a t e s  must be approved 
w i t h i n  30 days b e f o r e  t h e i r  e f f e c t i v e  da te  ( t h e y  u s u a l l y  "deem," o r  become 
e f f e c t i v e ,  i f  n o t  d i sapproved  by t h i s  t i m e ) ,  and no h e a r i n g  i s  r e q u i r e d .  The 
es t ima tes  do n o t  i n c l u d e  o t h e r  c o s t s ,  such as a d d i t i o n a l  computer usage, t h a t  would 
a1 so be needed. 



u t i l i z i n g  a  monetary t h r e s h o l d ) ,  v e r b a l  ( d e s c r i b i n g  the k i n d  o r  l e v e l  o f  

i n j u r y  o f  the a c c i d e n t  v i c t i m ,  f o r  exampie, "permanent and s e r i o u s  

damage" o r  d i s f  i g u r e m e n t ) ,  o r  a  combinat i o n  o f  inonetary and verba l ' . ' )  

C u r r e n t l y ,  13 s t a t e s  have some form o f  n o - f a u l t  au tomob i le  insurance and 

most a r e  mandatory p l a n s .  Our survey found t h a t  n i n e  o f  these s t a t e s  

have a  combinat ion o f  monetary and v e r b a l  t h r e s h o l d s .  Three s t a t e s  have 

ve rba l  o n l y  t h r e s h o l d s :  M i c h i g a n ,  New York ,  and F l o r i d a .  Massachusetts 

i s  the o n l y  n o - f a u l t  s t a t e  w i t h  a  monetary o n l y  t h r e s h o ~ d . ' ~ )  

S c o t t  H a r r i n g t o n ,  an insurance e x p e r t  and p r o f e s s o r  a t  the  U n i v e r s i t y  o f  

South C a r o l i n a ,  m a i n t a i n s  t h a t  the most e f f e c t i v e  way t o  reduce c o s t s  

would be f o r  s t a t e s  t o  adopt t r u e  n o - f a u l t  au to  insu rance ,  o r  a t  l e a s t  

some type o f  t o r t  re fo rm.  He b e l i e v e s  the  p r i m a r y  cause o f  h i g h  

insurance cos ts  i s  the  r a p i d  r i s e  i n  b o d i l y  i n j u r y  l i a b i l i t y  c l a i m s .  

Higher medical  expenses, l i t i g a t i o n  c o s t s ,  and p a i n  and s u f f e r i n g  awards 

have g r e a t l y  c o n t r i b u t e d  t o  these c l a i m s  c o s t s .  ' 3 '  Other e x p e r t s ,  

P ro fessor  David Cummins o f  t h e  Wharton School and P r o f e s s o r  J e f f e r y  

OtConnel l  o f  the U n i v e r s i t y  o f  V i r g i n i a ,  share t h i s  v i e w .  

Var ious s t u d i e s  a l s o  recommend n o - f a u l t  3s an impor tan t  element i n  

insurance reform. 

( l )  A l though reduced l e g a l  c o s t s  i s  one p o t e n t i a l  b e n e f i t  o f  n o - f a u l t ,  severa l  o t h e r  
goa ls ,  o r  b e n e f i t s ,  e x i s t .  These i n c l u d e  t h e  payment o f  medica l  c o s t s  and l o s t  

wages t o  more peop le ,  t h e  avoidance of l o n g  de lays  i n h e r e n t  i n  t o r t  l i t i g a t i o n ,  and 

t h e  assurance t h a t  v i c t i m s  s u f f e r i n g  s i m i  l a r  i n j u r i e s  w i l l  r e c e i v e  comparable 

l e v e l s  o f  b e n e f i t s .  O f f i c i a l s  o f  some s t a t e s  s t a t e d  these o t h e r  b e n e f i t s  as t h e  

major  reason t h e y  implemented n o - f a u l t  i nsu rance .  
( 2 )  I n  a d d i t i o n  t o  these  13 s t a t e s ,  a t  l e a s t  7 o t h e r s  u t i l i z e d  PIP insu rance ,  b u t  do 

n o t  l i m i t  an i n s u r e d ' s  r i g h t  t o  sue. S t ~ c h  systems a r e  r e f e r r e d  t o  as "add-on" 

systems. A l though  n o t  s t r i c t l y  n o - f a u l t  systems (because t h e r e  i s  no l i m i t a t i o n  on 

l a w s u i t s ) ,  some p r o f e s s i o n a l  l i t e r a t u r e  r e f e r s  t n  add-on systems as a  t ype  o f  
n o - f a u l t .  O f f i c i a l s  o f  a t  l e a s t  s i x  s t a t e s  a l s o  t o l d  us t h a t  t h e i r  s t a t e s  were 

e i t h e r  s t u d y i n g  o r  c o n s i d e r i n g  a d o p t i n g  n o - f a u l t .  
( 3 )  Accord ing t o  B e s t ' s  Insu rance  Manaaement R ? ~ ~ r t s  (!!arch 1989), "Economic F a c t o r s  i n  

Property/Casual t y  Insu rance  Claims Cos ts . "  fi-oin 1381 through 1988, t h e  indexes 
( p e r c e n t  i n c r e a s e )  f o r  p h y s i c i a n s '  s e r v i c e s  iG4.7%;, hospi  t a l  room r a t e s  (83 .5%) ,  

au to  body work (41 .7%) ,  and l e g a l  s e r v i c e s  (79.0%) have exceeded t h e  genera l  

Consumer P r i c e  Index  (30.2%).  



a I n  the  book, The P o l i t i c a l  Economy o f  R e g u l a t i o n :  The Case o f  
Insurance (19881, Kenneth J .  Meier  concludes t h a t  b o t h  h i s  and o ther  
research c o n v i n c i n g l y  demonstrates t h a t  p o l i c y h o l d e r s  b e n e f i t  from 
rea l  forms o f  n o - f a u l t  i nsurance ,  t h a t  i s ,  those t ha t  I i m i  t 
l i t i g a t i o n .  He f u r t h e r  s t a t e s  t h a t  the consuming p u b l i c  would be 
we l l  served by w e l l - d r a f t e d ,  n o - f a u l t  laws i n  the s t a t e s .  

a The U.S .  Department o f  T ranspo r t a t i on ,  i n  i t s  1985 r e p o r t ,  
Compensating Auto Acc ident  V i c t i m s :  1984 Fol low-up Repor t  on No-Fault 
Auto lnsurance Exper iences,  found t h a t  n o - f a u l t  has l ed  to  reduc t ions  
i n  the  number o f  l awsu i t s  and, t hus ,  t o  s i g n i f i c a n t  sav ings i n  cou r t  
and o the r  p u b l i c  l ega l  c o s t s  p a i d  by the taxpayer .  Al though the 
study found t h a t  n o - f a u l t  s t a t e s ,  on average, had h igher  t o t a l  
insurance premiums than t r a d i t i o n a l  s t a t e s ,  t h i s  seemed t o  be due t o  
s t a tes  w i t h  unbalanced n o - f a u l t  l a w s . ( ' )  However, i n  n e a r l y  a l l  
o ther  aspec ts ,  i n c l u d i n g  f a s t e r  payments t o  more insurance v i c t i m s ,  
no - f au l t  was shown as supe r i o r  t o  the r egu la r  t o r t  system. 

e The A l l i a n c e  o f  American I n s u r e r s ,  i n  The Cost o f  No-Faul t  (1984) and 
"Reexamining the Cost B e n e f i t s  o f  No-Faul t , "  CPCU Jou rna l ,  (March 
1989),  found t h a t  c e r t a i n  types o f  n o - f a u l t  were e f f e c t i v e  i n  
reducing insurance c o s t s .  These s t u d i e s  concluded t h a t  cost  savings 
gene ra l l y  occur i n  those s t a t e s  t h a t  have adopted a  s t r ong  t o r t  
t h resho ld ,  p a r t i c u l a r l y  a  ve rba l  t h r e s h o l d .  However, i n  s t a t e s  w i t h  
weak t h resho lds ,  cos t s  under n o - f a u l t  a re  l i k e l y  t o  be h igher  than 
under the  t o r t  systems they rep laced .  Both s t u d i e s  a l s o  found t h a t ,  
when comparing es t imated  t o r t  i n j u r y  coverage pure premium t o  
n o - f a u l t  i n j u r y  coverage pure premium, the t h ree  s t a t e s  w i t h  ve rba l  
th resho lds  showed s u b s t a n t i a l  cos t  sav ings under n o - f a u l t .  For those 
s ta tes  w i t h  monetary t h resho lds ,  the number o f  s t a t e s  t h a t  showed 
cost sav ings decreased as the t h resho ld  amount decreased, and i n  most 
add-on s t a t e s  i t  was determined t h a t  n o - f a u l t  was t y p i c a l l y  more 
c o s t l y .  

I n  a d d i t i o n  t o  the above s t u d i e s ,  i n i t i a l  f i n d i n g s  o f  the Ar izona Study 

Commission on P r i v a t e  Passenger Automobi le Insurance a l s o  suppor t  

no - f au l t  i nsurance .  The commission s t a t e s  i n  i t s  i n t e r i m  repo r t  dated 

March 1989, t h a t  n o - f a u l t  would be a  fundamental s o l u t i o n  t o  h i gh  

insurance c o s t s .  I n  one o f  i t s  recommendations, the commission s t a t e s  

t ha t  n o - f a u l t  insurance o f f e r s  promise o f  r e a l  sav ings i n  the p r o v i s i o n  

( 1 )  " B a l a n ~ e ' ~  i n  a  n o - f a u l t  system r e f e r s  t o  t h e  e x t e n t  t o  which t h e  cos ts  o f  n o - f a u l t  

b e n e f i t s  (med ica l ,  wage rep lacement ,  e t c . )  a r e  g r e a t e r  than ,  equal t o ,  o r  l e s s  than 
t h e  sav ings  made p o s s i b l e  by t h e  r e s t r i c t i o n  on t o r t  recovery  ( p a i n  and s u f f e r i n g  

l a w s u i t s  and awards) .  There fo re ,  t h e  sav ings i n  "unbalanced" s t a t e s  f rom 

r e s t r i c t i o n s  on o r  r e d u c t i o n s  i n  t o r t  r e c o v e r i e s  i s  n o t  as g r e a t  as t h e  c o s t  o f  

n o - f a u l t  P I P  b e n e f i t s .  Some s t u d i e s  i n d i c a t e  t h a t  h i g h  d o l l a r  and ve rba l  

t h r e s h o l d s  a r e  g e n e r a l l y  a  f a c t o r  i n  a c h i e v i n g  ba lance i n  a  n o - f a u l t  s t a t e .  

A1 though an a p p r o p r i a t e  thresh01 d  may be t h e  s i n g l e  most i m p o r t a n t  f a c t o r  i n  

d e t e r m i n i n g  ba lance,  o t h e r  f a c t o r s  may a l s o  impact ba lance i n  a  p a r t i c u l a r  s t a t e .  



and consumption o f  au tomob i le  insurance.  I t  c o n t i n u e s  t h a t  " n o - f a u l t  

insurance i s  the one a l t e r n a t i v e  which does appear t o  o f f e r  r e a l  sav ings  

i n  b o t h  t h e  a d m i n i s t r a t i o n  o f  an insurance program and i n  the c o s t  o f  

t h i s  p roduc t  t o  the consumer." 

A l though a  c o n s i d e r a b l e  amount o f  research tends t o  suppor t  n o - f a u l t  as a  

u s e f u l  a l t e r n a t i v e  i n  the  s t r u g g l e  t o  reduce t h e  c o s t s  o f  au tomob i le  

insurance,  some s t a t e s  have encountered mixed r e s u l t s  w i t h  n o - f a u l t .  For 

example, some s t a t e s  have exper ienced s i g n i  f  i c a n t  premium increases as a  

r e s u l t  o f  n o - f a u l t .  I n  many o f  these cases,  the  reason f o r  t h i s  i s  t h a t  

n o - f a u l t  th resho lds  f o r  t o r t  recovery  have o f t e n  been too low t o  

s u b s t a n t i a l l y  impact b o d i l y  i n j u r y  l i a b i i i t y  c l a i m s ,  e s p e c i a l l y  when 

b e n e f i t  l e v e l s  a r e  h i g h . " '  To h e l p  a l l e v i a t e  t h i s ,  many n o - f a u l t  

s t a t e s  have been s t r e n g t h e n i n g  t h e i r  n o - f a u l t  t h r e s h o l d s .  S ince  the 

f i r s t  n o - f a u l t  system was adopted i n  1971 by Massachuset ts ,  most s t a t e s  

t h a t  have adopted and c o n t i n u e  t o  use n o - f a u l t  have e i t h e r  increased 

t h e i r  monetary t h r e s h o l d ,  moved t o  a comb ina t ion  monetary /verbaI  

t h r e s h o l d ,  o r  moved t o  a  v e r b a l  t h r e s h o i d  i n  an e f f o r t  t o  make t h e i r  

systems more e f f e c t i v e  and e f f i c i e n t .  A t  l e a s t  f o u r  s t a t e s  a r e  c u r r e n t l y  

c o n s i d e r i n g  changing t o  a  v e r b a l  threshold . ' "  

Other measures may a l s o  be b e n e f i c i a l  - I n  a d d i t i o n  t o  the  p o t e n t i a l  

b e n e f i t s  and cos t  sav ings  o f  n o - f a u l t ,  o t h e r  measures may a l s o  be u s e f u l  

i n  t h e  e f f o r t  t o  reduce au tomob i le  insurance c o s t s ,  and u l t i m a t e l y  r a t e s  

and premiums. For example, t h e  r e s u l t s  o f  our  survey and o t h e r  research 

show t h a t  some s t a t e s  e i t h e r  have a t tempted  o r  a r e  a t t e m p t i n g  

( 1 )  I n  a d d i t i o n ,  come c r i t i c s  of n o - f a u l t  contend t h a t  o t h e r  problems e x i s t  w i t h  such a  
system. C r i t i c s  a l l e g e  n o - f a u l t  may r e d u t ?  d r i v e r  r e s p o n s i b i l i t y  and l e a d  t o  more 

acc iden ts ,  f o r c e  i n d i v i d u a l s  t o  purchase p r o t e c t i o n  a g a i n s t  t h e  i r r e s p o n s i  b l e  a c t s  

o f  o the rs ,  and n o t  l e s s e n  t h e  number o f  l a w s u i t s .  
( 2 )  Accord ing  t o  t h e  DO1 d i r e c t o r ,  a  c o n s t ~ t u t ? o ~ a l  amendment may be r e q u i r e d  i f  

A r i zona  was t o  adop t  a  n o - f a u l t  system. S p e c ~ t : c a l ! y ,  A r t i c l e  11, S e c t i o n  31 o f  
the  Ar i zona  C o n s t i t u t i o n  p r o v i d e s  t h a t  "no law s h a l l  be enacted i n  t h i s  S t a t e  

l i m i t i n g  t h e  amount o f  damages t o  be recovered f o r  caus ing  the  dea th  o r  i n j u r y  o f  

any person."  I n  a d d i t i o n ,  A r t i c l e  X V I I I ,  S e c t i o n  6 s t a t e s  t h a t  " t h e  r i g h t  o f  

a c t i o n  t o  recover  damages f o r  i n j u r i e s  s h a l l  never  be abrogated,  and t h e  amount 

recovered s h a l l  n o t  be s u b j e c t  t o  any s t a t u t o r y  l i m i t a t i o n . "  



comprehensive t o r t  re fo rm.  S ince 1982, a t  l eas t  n i n e  S ta tes  have enacted 

l e g i s l a t i o n  p l a c i n g  l i m i t a t i o n s  on noneconomic damage ( p a i n  and 

s u f f e r i n g )  awards o r  amending o r  e l i m i n a t i n g  j o i n t  and severa l  

l i a b i l i t y .  " O f f i c i a l s  we t a l k e d  w i t h  i n  severa l  o t he r  s t a t e s  s a i d  

these reforms were made i n  an e f f o r t  t o  h e l p  make insurance more 

a f f o r d a b l e  by reduc ing  insurance company payouts .  A t  l eas t  fou r  o ther  

s t a t e s  have i n t r oduced  s i m i l a r  l e g i s l a t i o n  d u r i n g  1989.") 

Automobile t h e f t  i s  another s i g n i f i c a n t  cos t  f a c t o r  i n  automobi le 

insurance,  and i s  s a i d  t o  be the  fas tes t -g row ing  cr ime i n  the U.S.  

According t o  t he  Insurance I n f o r m a t i o n  I n s t i t u t e ,  the l a r g e s t  component 

o f  comprehensive insurance cos t  i s  compensation f o r  t h e f t .  I n  a d d i t i o n ,  

the Na t iona l  Automobi le The f t  Bureau and o ther  a n a l y s t s  have determined 

t ha t  f raudu len t  a c t i v i t i e s  account f o r  15 t o  20 percent  o f  a l  I auto 

insurance ,payments. As w i t h  t o r t  re fo rm,  some s t a t e s  have e i t h e r  

implemented o r  a re  cons ide r i ng  va r i ous  a n t i t h e f t  and a n t i f r a u d  

i n i t i a t i v e s  t o  reduce these abuses. 

F i n a l l y ,  o t he r  f a c t o r s ,  though no t  d i r e c t l y  r e l a t e d  t o  insurance,  can 

a l s o  impact automobi le  insurance c o s t s  and should a l s o  be cons idered when 

s tudy ing  insurance re fo rm.  For example, t r a f f i c  management concepts,  

i n c l u d i n g  changes i n  speed l i m i t s  and p u b l i c  educa t ion  aga ins t  drunk 

d r i v i n g ,  may reduce the  number and ser iousness o f  automobi le  acc i den t s .  

The L e g i s l a t u r e  should  cons ider  o the r  p o s s i b l e  re forms t o  the insurance 

system i n  a d d i t i o n  t o  the type o f  r a t i n g  system used f o r  automobi le  

insurance.  Other f a c t o r s  t h a t  should  be cons idered i nc l ude :  

a. No-Fault insurance,  p a r t i c u l a r l y  a  p l a n  w i t h  a  s t r o n g  ve rba l  t h resho ld  

A l i a b i l i t y  i s  s a i d  t o  be " j o i n t  and s e v e r a l "  when t h e  c r e d i t o r  may sue one o r  more 

o f  t h e  p a r t i e s  t o  t h e  1  i a b i l  i t y  s e p a r a t e l y ,  o r  a l l  o f  them t o g e t h e r  a t  h i s  o r  h e r  

o p t i o n .  
( 2 )  As i s  t h e  case w i t h  n o - f a u l t  i nsu rance ,  a  c o n s t i t u t i o n a l  amendment may be r e q u i r e d  

i f  a t o r t  r e f o r m  program i n v o l v i n g  a  l i m i t a t i o n  on damages i s  pursued i n  A r i zona .  



FINDING I1 

ACTIONS ARE NEEDED TO REDUCE DELAYS OF COMPLAINT 

CASES REFERRED TO THE ATTORNEY GENERAL'S OFFICE 

The Ar izona Department o f  Insurance (DOI) cou ld  reduce de lays  o f  se r i ous  

complaint  cases r e f e r r e d  t o  the  A t to rney  Genera l ' s  o f f i c e .  Some 

complaint  cases a re  de layed f o r  hundreds o f  days w i t h i n  the A t t o rney  

Genera l ' s  o f f i c e .  Many o f  these de lays  can be a t t r i b u t e d  t o  the f a c t  

t h a t  DOl ' s  need f o r  lega l  s e r v i c e s  exceeds the number o f  a t t o r n e y s  

assigned t o  DOI. However, DOI ' s  f a i l u r e  t o  e s t a b l i s h  p r i o r i t i e s  and 

f o l  low up on cases r e f e r r e d  t o  the A t to rney  General has a l s o  c o n t r i b u t e d  

t o  the de lays .  

DO1 i s  respons ib le  f o r  ensu r i ng  e q u i t a b l e  t reat inent o f  A r i zona  c i t i z e n s  

who purchase insurance.  One method used by DO1 f o r  t h i s  purpose i s  

i n v e s t i g a t i n g  comp la in ts  r ece i ved  from consumers. W i t h i n  DOI, 

i n v e s t i g a t i o n s  o f  consumer comp la in ts  a re  conducted by the Consumer 

A f f a i r s  and I n v e s t i g a t i o n s  D i v i s i o n .  Accord ing t o  D o l t s  f i s c a l  year 

1990-91 budget reques t ,  the  d i v i s i o n  handled over 8,000 w r i t t e n  

compla in ts  and responded t o  over  99,000 telephone i n q u i r i e s  and 

compla in ts  d u r i n g  f i s c a l  year 1988-89. A d d i t i o n a l l y ,  d u r i n g  t h i s  p e r i o d  

the d i v i s i o n  was success fu l  i n  a s s i s t i n g  Ar izona c i t i z e n s  i n  o b t a i n i n g  

over $8.6 m i  l  l i o n  i n  se t t l emen ts  from i n s u r e r s .  As noted below, more 

ser ious  comp la in ts  ( those  i n v o l v i n g  p o s s i b l e  s t a t u t o r y ,  o r  a d m i n i s t r a t i v e  

r u l e  o r  r e g u l a t i o n  v i o l a t i o n s )  a re  r e f e r r e d  by DO1 t o  the A t t o rney  

Genera l 's  o f f i c e .  

Complaint Cases Re fe r red  t o  
A t to rney  General Are Excess i ve l y  Delayed 

Many se r i ous  compla in t  cases r e f e r r e d  t o  the A t t o rney  General a re  

delayed. A l though the  A t t o rney  General i s  respons ib le  f o r  p rosecu t i ng  

se r ious  v i o l a t i o n s  o f  insurance laws, a c t i o n  i s  sometimes delayed f o r  

t ime pe r i ods  ranging from 100 t o  over 500 days. 



At to rney  General r e s p o n s i b i l i t y  - The A t to rney  General i s  s t a t u t o r i l y  

respons ib le  f o r  p r o v i d i n g  l ega l  rep resen ta t  ion t o  the Department o f  

Insurance.  Th i s  r e p r e s e n t a t i o n  encompasses a  wide v a r i e t y  o f  issues 

i n c l u d i n g ,  f o r  example, a d m i n i s t r a t i v e  and c o u r t  a c t i o n s  i n v o l v i n g  

p o t e n t i a l l y  i nso l ven t  i n s u r e r s ,  ma t t e r s  i n v o l v i n g  mergers,  a c q u i s i t i o n s ,  

w i thd rawa ls  and o t h e r  f i n a n c i a l  r e g u l a t o r y  requi rements ,  and 

a d m i n i s t r a t i v e  and c o u r t  a c t i o n s  r e l a t i n g  t o  p o l i c y  forms and r a t e s .  The 

A t t o rney  General a l s o  serves as genera l  counsel f o r  the two guaranty  

funds. I n  a d d i t i o n ,  the  A t t o rney  General i s  respons ib le  f o r  p rosecu t i ng  

v i o l a t i o n s  o f  A r i z o n a ' s  insurance laws. Ar izona Revised S t a t u t e s  

(A.R.S. )  920-152.A. reads,  i n  p a r t :  

" I f  the d i r e c t o r  has cause t o  b e l i e v e  t h a t  a  person has v i o l a t e d  any 
penai p r o v i s i o n  o f  t h i s  t i t l e  o r  o the r  laws r e l a t e d  t o  insurance 
. . .  he s h a l l  c e r t i f y  the f a c t s  o f  such v i o l a t i o n  t o  the a t t o r n e y  
gene ra l ,  who s h a l l  b r i n g  and prosecute such a c t i o n  as may be requ i r ed  
f o r  the purpose o f  pun i sh i ng  the v i o l a t i o n  (emphasis added)." 

I n  a d d i t i o n ,  A.R.S. 520-152.C. reads:  

"The a t t o rney  genera l  s h a l l  prosecute o r  defend a l l  proceedings 
brought  pursuant t o  o r  r e s u l t i n g  from enforcement o f  t h i s  t i t l e  when 
requested by the d i r e c t o r  (emphasis added)."  

Complaints i n v o l v i n g  p o s s i b l e  insurance law v i o l a t i o n s ,  g e n e r a l l y  

r ep resen t i ng  the more se r i ous  compla in t  cases handled by DOI, a re  

r e f e r r e d  t o  the A t t o rney  Genera l .  A f t e r  rev iewing and accep t i ng  the 

case, the A t to rney  General d r a f t s  a  No t i ce  o f  Hear ing f o r  the d i r e c t o r ' s  

s i g n a t u r e ,  n o t i f y i n g  the  accused p a r t y  o f  the charges aga ins t  h im or  

h e r .  The A t to rney  General then prosecutes the case, u s u a l l y  i n  an 

a d m i n i s t r a t i v e  hea r i ng  be fo re  the depar tment 's  hear ing  o f f i c e r .  

Ser ious  compla in ts  move s l o w l y  - Many o f  the most se r i ous  compla in t  

cases r e f e r r e d  t o  the  A t t o rney  General a re  excess ive ly  de layed.  O v e r a l l ,  

21 o f  the 53 cases i n v o l v i n g  m i sapp rop r i a t i on  o f  funds and 

m is rep resen ta t i on  o f  f a c t s  t o  p o l i c y h o l d e r s  r e f e r r e d  t o  the A t to rney  

General du r i ng  1987 and 1988 were delayed f o r  more than 100 days. A t  

l eas t  some o f  the de lay  appears t o  r e s u l t  from the A t to rney  Gene ra l ' s  

slowness i n  i s s u i n g  No t i ces  o f  Hear ings.  For example, i n  almost every 

c losed  case i n  which a N o t i c e  o f  Hear ing was issued, more than 25 days 



passed between r e f e r r a l  o f  the case t o  the A t to rney  General and issuance 

o f  the n o t i c e  (see Table 4 ,  page 2 4 ) .  i l i  The average de lay  was 72 

days. One case took 236 days. These d e l 3 y s  occur red  even though 

A t to rney  General o f f i c i a l s  i n d i c a t e  t h a t  when adequate i n v e s t i g a t i o n s  

have been per formed,  they should  be ab le  t o  d r a f t  a  N o t i c e  o f  Hear ing f o r  

the d i r e c t o r ' s  rev iew w i t h i n  one work ing  day. A t t o rney  General o f f i c i a l s  

a t t r i b u t e d  the de lays  i n  i s s u i n g  the No t i ce  o f  Hear ing  t o  a  combinat ion 

o f  o ther  DO1 work be ing  more c r i t i c a l  and a  lack o f  s t a f f .  They noted 

t h a t  some non-complaint  cases ( f o r  exampie, those i n v o l v i n g  f i n a n c i a l l y  

i nso l ven t  i n s u r e r s )  may a f f e c t  thousands o f  p o l i c y h o l d e r s  and rece ive  

h igher  p r i o r i t y  than many compla in t  cases. %hen s t a f f  a re  work ing on 

these cases, t he re  i s  no one t o  work on complain t  cases. 

( ' I  A t  t h e  t i m e  o f  o u r  a n a l y s i s ,  of  t h e  53 complaint  cases rev iewed,  15 remained open. 
The A t t o r n e y  General d e c l i n e d  t o  p rosecu te  3 cases and 35 cases were c losed .  
However, o f  t h e  35 c losed  cases, a N o t i c e  o f  Hear ing  was n o t  i ssued  i n  8 cases, 
u s u a l l y  because a Consent Order  was s igned by t h e  l i c e n s e e  b e f o r e  t h e  case reached 
t h i s  p o i n t .  



TABLE 4 

N W E R  OF DAYS TO I SSUE NOT l CE OF HEAR1 NG 
I N  SERIOUS CASES REFERRED TO THE ATTORNEY GENERAL 

DURING 1987 AND 1988 

Numbe r o f  Days 
t o  Issue Number o f  Percentage o f  

N o t i c e  o f  Hear ing (a1  Closed Cases T o t a l  

1 - 25 
26 - 50 
51 - 100 

101 - 200 
More than 200 

T o t a l s  

( a )  Th is  represen ts  t h e  number of days from the d a t e  the  case was r e f e r r e d  t o  t h e  

A t to rney  General u n t i l  a  N o t i c e  o f  Hear ing  was issued.  

Source:  A u d i t o r  General a n a l y s i s  o f  a l l  m i s a p p r o p r i a t i o n  and 
m i s r e p r e s e n t a t i o n  compla in t  cases r e f e r r e d  t o  t h e  A t t o r n e y  
General d u r i n g  ca lendar  years  1987 and 1988 

A rev iew o f  cases s t i l l  open shows even more s e r i o u s  d e l a y s .  As shown i n  

Table 5  (page 251, 15 m i s a p p r o p r i a t i o n  and m i s r e p r e s e n t a t i o n  cases 

r e f e r r e d  t o  the A t t o r n e y  General i n  1987 and 1988 have been open, on 

average, f o r  n e a r l y  300 days.  These delayed cases rep resen t  s e r i o u s  

v i o l a t i o n s  o f  insurance laws, as i l l u s t r a t e d  i n  the  f o l l o w i n g  case 

examples . 

CASE 1  

On August 27,  1987, DO1 r e f e r r e d  a  case t o  the A t t o r n e y  General 
charg ing  an insurance agency w i t h  m i s a p p r o p r i a t i o n  by hav ing  f a i l e d  
t o  pay the  S t a t e  o f  A r i zona  over $39,000 i n  s u r p l u s  l i n e s  taxes and 
p e n a l t i e s  ( c o l l e c t e d  by the agent from p o l i c y h o l d e r s  and t o  be 
r e m i t t e d  t o  t h e  S t a t e  by the agen t )  d u r i n g  the p e r i o d  1984 through 
mid-1987. A d d i t i o n a l l y ,  DO1 contended t h a t  the  agency had t r a n s a c t e d  
insurance bus iness  w i t h o u t  a  l i c e n s e  and had p laced  insurance through 
an unau thor i zed  insurance company. Dur ing  the  course o f  t h e i r  
i n v e s t i g a t i o n ,  DO1 found evidence t o  suggest t h a t  the  p r i n c i p a l  
i n d i v i d u a l  beh ind  the  agency was n o t  l i censed  t o  t r a n s a c t  insurance 
bus iness i n  A r i z o n a  and had l o s t  h i s  l i c e n s e  i n  ano ther  s t a t e  f o r  
m i s a p p r o p r i a t i o n  o f  premiums i n  1985. 



TABLE 5 

N W E R  OF DAYS SERIOUS CASES PENDING 
AFTER REFERRAL TO THE ATTORNEY GENERAL 

DURING 1987 AND 1988 

Complaint  
Case 

Number o f  Days Pending 
w i t h  A t t o rney  General(a) 

Average Days Open 2 93 

( a )  T h i s  r e p r e s e n t s  t h e  number of days f r o m  t h e  d a t e  t h e  case was r e f e r r e d  t o  t h e  

A t t o r n e y  Genera l  u n t i l  Feb rua ry  1 7 ,  1989, t h e  d a t e  o f  o u r  a n a l y s i s .  

Source: Aud i t o r  General a n a l y s i s  o f  a l l  m i s a p p r o p r i a t i o n  and 
m is rep resen ta t i on  compla in t  cases r e f e r r e d  t o  the A t t o rney  
General d u r i n g  1987 and 1988 

On February 17, 1989, 54q days (approx imate ly  1 . 5  years )  a f t e r  
r e f e r r a l ,  Aud i t o r  General s t a f f  reviewed the  case and found t h a t  no 
formal a c t i o n  had been taken by the  A t to rney  Genera l .  Accord ing t o  
A t t o rney  General o f f i c i a l s ,  the  de lay  was due t o  the t echn i ca l  n a t u r e  
o f  the  case and inadequate t ime t o  conduct l ega l  research needed t o  
proceed w i t h  p rosecu t ion .  

CASE 2 

I n  October 1987, DO1 rece ived  a  compla in t  from a  consumer charg ing  a  
l i censed  agent o f  m i sapp rop r i a t i ng  $6,500 g i ven  t o  the agent i n  June 
1983. The po l i c yho lde r  was unaware o f  the  m i s a p p r o p r i a t i o n  u n t i l  
check ing h i s  account i n  September 1987. I n  e a r l y  May 1988, a f t e r  
i n fo rma l  n e g o t i a t i o n s  w i t h  the agent and h i s  a t t o r n e y ,  001 was 
successfu l  i n  o b t a i n i n g  r e s t i t u t i o n  o f  the p o l i c y h o l d e r ' s  money p l u s  
i n t e r e s t  t o t a l l i n g  n e a r l y  $12,000. 



On May 25, 1988, DO1 r e f e r r e d  the case t o  the A t t o r n e y  General t o  
b e g i n  formal a c t i o n  a g a i n s t  the  a g e n t ' s  l i c e n s e .  

On February  17,  1989, 268 days a f t e r  r e f e r r a l ,  A u d i t o r  General s t a f f  
reviewed the  case and f o u n d  t h a t  the  A t t o r n e y  General had taken no 
formal  a c t i o n  on the  case. Accord ing t o  A t t o r n e y  General o f f i c i a l s ,  
de lays  i n  t h i s  case occur red  because o t h e r  assignments f rom DO1 were 
perce ived  t o  be more impor tan t  and t h e r e  was i n s u f f i c i e n t  t ime t o  
work on t h i s  case. 

Delays Are Caused 
by Several Factors 

A major  cause o f  the  d e l a y s  appears t o  be a  lack o f  resources f o r  DO1 

l e g a l  work w i t h i n  t h e  A t t o r n e y  Genera l ' s  o f f i c e .  However, some o f  the  

d e l a y s  may be caused by a  lack  o f  d i r e c t i o n  by DOI. 

Attorney General s t a f f i n g  - The biggest cause z f  d e l a y s  appzars t o  be 

t he  imbalance between the  l e v e l  o f  A t t o r n e y  General s t a f f i n g  and the DO1 

l e g a l  work load.  C u r r e n t l y ,  the A t t o r n e y  General a l l o c a t e s  approx imate ly  

two a t t o r n e y s  t o  rep resen t  001. "' B o t h  DO1 and A t t o r n e y  General 

o f f i c i a l s  f e e l  the depar tmen t ' s  requ i rements  g r e a t l y  exceed t h e  work load 

c a p a c i t y  o f  two a t t o r n e y s .  As a  r e s u l t ,  l eng thy  de lays  occur  i n  many o f  

t h e  assignments made by D01. Fur thermore,  A t t o r n e y  General o f f i c i a l s  

f e e l  t h a t  they w i l l  be unable  t o  add s t a f f  f o r  DO1 a t  t h i s  t i m e .  

Severa l  o p t i o n s  f o r  address ing  D O l ' s  l e g a l  needs a r e  a v a i l a b l e  i f  the 

A t t o r n e y  General i s  unable  t o  ass ign  a d d i t i o n a l  s t a f f  t o  DO1 m a t t e r s .  

One o p t i o n  would be t o  c o n t r a c t  w i t h  p r i v a t e  a t t o r n e y s .  The A t t o r n e y  

G e n e r a l ' s  o f f i c e  has e s t a b l i s h e d  c o n t r a c t s  f o r  p r i v a t e  a t t o r n e y s  t o  

p r o v i d e  l e g a l  s e r v i c e s  t o  the  S t a t e .  DO1 has o c c a s i o n a l l y  used these 

c o n t r a c t s  t o  o b t a i n  a t t o r n e y s  t o  represent  i t  i n  r e c e i v e r s h i p  cases. 

However, i f  DO1 c o n t r a c t e d  f o r  l e g a l  s e r v i c e s  a t  the  same r a t e  o b t a i n e d  

by the  A t t o r n e y  General ( a t  a  minimum o f  about $100 per  h o u r ) ,  a  

f u l  I - t ime  a t t o r n e y  would cos t  over $175,000 annual l y .  

( 1 )  The l e v e l  o f  s t a f f i n g  ass igned t o  DO1 m a t t e r s  was inc reased  by .5 o f  a  p o s i t i o n  i n  
l a t e  1988. P r i o r  t o  t h i s  t ime ,  1 .5  a t t o r n e y s  were ass igned t o  conduct  DO1 l e g a l  
work. I n  a d d i t i o n  t o  t h e  two a t t o r n e y s  c u r r e n t l y  ass igned t o  r e p r e s e n t  001, an 

a s s i s t a n t  c h i e f  counsel s t a t e d  t h a t  he a l s o  conducts some DO1 l e g a l  work when 
necessary. 



A second o p t i o n  would be f o r  DO1 t o  fund an a d d i t i o n a l  a t t o r n e y  p o s i t i o n  

w i t h i n  the A t t o r n e y  Genera l ' s  o f f i c e .  The Departments o f  Bank ing and 

Real E s t a t e  c u r r e n t l y  use t h i s  approach t o  meet some o f  t h e i r  l e g a l  

needs. Accord ing t o  the  A t t o r n e y  G e n e r a l ' s  o f f i c e ,  an a d d i t i o n a l  

a t t o r n e y  would c o s t  approx imate ly  $45,000 t o  $48,000 a n n u a l l y  ( i n c l u d i n g  

r e l a t e d  expenses).  

A t h i r d  a l t e r n a t i v e  would be t o  c r e a t e  an a t t o r n e y  p o s i t i o n  w i t h i n  DO1 t o  

handle  comp la in t  cases.  The Ar i zona  C o r p o r a t i o n  Commission's S e c u r i t i e s  

D i v i s i o n  has i t s  own a t t o r n e y s  who prepare cases f o r  p r o s e c u t i o n  by t h e  

A t t o r n e y  Genera l .  Accord ing t o  the  DO1 d i r e c t o r ,  a  depar tmenta l  a t t o r n e y  

would reduce t h e  work load on the A t t o r n e y  General s t a f f  and c o u l d  lessen 

de lays  i n  h a n d l i n g  compla in t  cases.  A t  t he  S e c u r i t i e s  D i v i s i o n ,  t h e  

s t a r t i n g  s a l a r y  and r e l a t e d  expenses f o r  a  m i d - l e v e l  a t t o r n e y  i s  

approx imate ly  $37,850 ( i n c l u d i n g  r e l a t e d  expenses).  For  DO1 t o  u t i l i z e  

such a  p o s i t i o n ,  e i t h e r  s p e c i a l  a u t h o r i z a t i o n  from t h e  A t t o r n e y  Genera l ,  

o r  l e g i s a t i o n  exempt ing DO1 from A .  R .  S .  541-192.E. would be 

necessary .  "' Accord ing t o  the DO1 d i r e c t o r ,  DO1 has requested t h r e e  

a t t o r n e y  p o s i t i o n s  i n  i t s  f i s c a l  year 1990-91 budget r e q u e s t .  

Funding f o r  any o f  t h e  t h r e e  a l t e r n a t i v e s  above c o u l d  be accompl ished by 

e s t a b l i s h i n g  a  r e v o l v i n g  fund suppor ted by the  c i v i l  p e n a l t i e s  c o l l e c t e d  

by the depar tment .  T h i s  would no t  o n l y  h e l p  p r o v i d e  the  needed l e g a l  

s e r v i c e s ,  b u t  would a l s o  have the  e f f e c t  o f  r e q u i r i n g  those who c r e a t e  a  

need f o r  the  enforcement program t o  h e l p  pay p a r t  o f  i t s  c o s t s .  The 

Department o f  Bank ing c u r r e n t l y  has such a  r e v o l v i n g  fund.  

Another o p t i o n  would be t o  r e q u i r e  A r i z o n a ' s  two guaran ty  funds t o  pay 

t h e  cos t  o f  t h e i  r A t t o r n e y  General rep resen ta t  i o n . ( 2 '  The A t t o r n e y  

( 1  A.R.S.  $41-192.E. s t a t e s  t h a t  "no s t a t e  a y e n ~ y  o t h e r  than  t h e  A t t o r n e y  General 

s h a l l  employ l e g a l  counsel o r  make an expendi t u r ~ .  . . f o r  1  egal  s e r v i c e s .  " 
( 2 )  A r i zona  has two insu rance  guaran ty  funds e s t a b i i s h e d  by law:  t h e  P r o p e r t y  and 

Casua l t y  Fund and t h e  L i f e  and D i s a b i l i t y  Fund. The funds '  purpose i s  t o  p r o t e c t  

p o l i c y h o l d e r s  i n  t h e  event  o f  an insu rance  company's i n s o l v e n c y  by making payments 

t o  p o l i c y h o l d e r s  o f  i n s o l v e n t  companies. The funds a r e  suppor ted by a  d i r e c t  

assessment on companies w r i t i n g  these insu rance  p o l  i c i e s .  The assessments a1 so pay 
t h e  a d m i n i s t r a t i v e  cos ts  o f  each fund.  Hokevet-, n e i t h e r  fund c u r r e n t l y  pays f o r  

i t s  A t t o r n e y  General r e p r e s e n t a t i o n .  



General c u r r e n t l y  serves as general  C O U ~ S ~ I  t o  the guaranty  funds which 

r e q u i r e  approx imate ly  20 percent  o f  one o f  the two a t t o r n e y s '  t ime .  The 

DO1 deputy d i r e c t o r  f e e l s  s t a t u t o r y  a u t h o r i t y  c u r r e n t l y  e x i s t s  f o r  the 

two guaranty  funds t o  pay f o r  r ep resen ta t i on  p rov i ded  by the A t to rney  

Genera l .  The department has suggested such an arrangement t o  the 

management o f  the guaranty  funds, bu t  no a c t i o n  has been taken y e t  t o  

o b t a i n  payment from the funds. 

A l though b o t h  DO1 and the A t to rney  Genera l ' s  o f f i c e  agree t h a t  the 

department r equ i r es  a d d i t i o n a l  l ega l  suppor t ,  the  l e v e l  o f  suppor t  needed 

has no t  been determined.  An A t to rney  General o f f i c i a l  es t ima tes  t h a t  a t  

l eas t  one a d d i t i o n a l  a t t o r n e y  i s  needed t o  meet D01 's  work load.  However, 

n e i t h e r  the department nor the A t to rney  Genera l ' s  o f f i c e  has analyzed the 

workload c rea ted  by DOI l ega l  work. There fo re ,  any es t imates  o f  

a d d i t i o n a l  s t a f f i n g  made a t  t h i s  t ime a re  t e n t a t i v e  because they a re  no t  

based on workload a n a l y s i s .  

Lack o f  DO1 p r i o r i t i e s  and follow-up - I n  a d d i t i o n  t o  i n s u f f i c i e n t  

A t to rney  General s t a f f i n g  l e v e l s ,  DO1 may have a l s o  c o n t r i b u t e d  t o  the 

ex tens i ve  de lays because i t  has no t  es tab l i shed  p r i o r i t i e s  and fo l lowed 

up on cases r e f e r r e d  t o  the A t to rney  General f o r  p rosecu t i on .  L i t t l e  

evidence e x i s t s  t o  suggest t h a t  DO1 p r i o r i t i z e s  compla in t  cases i n  

r e l a t i o n s h i p  t o  o the r  assignments made t o  the A t t o rney  General .  

According t o  A t to rney  General o f f i c i a l s ,  they r ece i ve  assignments from 

f i v e  sources w i t h i n  D O I ,  each want ing p r i o r i t y  o f  t h e i r  work over the 

o t h e r s .  

Fur thermore,  l i t t l e  documentat ion e x i s t s  t o  suggest t h a t  DO1 a c t i v e l y  

fo l l owed up on compla in t  cases t h a t  had been w i t h  the A t t o rney  General 

f o r  long pe r i ods  o f  t ime .  Al though many cases had been r e f e r r e d  over s i x  

months ago, the o n l y  documentat i on  suppor t ing  DO1 f o l  low-up was a  January 

1989 memo t o  the A t to rney  General i n q u i r i n g  as t o  the s t a t u s  o f  severa l  

compla in t  cases. 

RECWENDATIONS 

1.  DO1 and the A t to rney  Genera l ' s  o f f i c e  should  rev iew and analyze the 

depar tment 's  need f o r  l ega l  se r v i ces  t o  determine the number o f  s t a f f  



r e q u i r e d .  The r e s u l t s  o f  t h i s  a n a l y s i s  should  be used as a  b a s i s  f o r  

i n c reas ing  t he  l ega l  resources a v a i l a b l e  t o  the depar tment .  

2 .  DO1 should eva lua te  the  a l t e r n a t i v e s  f o r  o b t a i n i n g  a d d i t i o n a l  l ega l  

se r v i ces  f o r  the department i n c l u d i n g :  

a Request ing the A t t o rney  Gene'ral's o f f i c e  t o  ass i gn  more s t a f f  t o  

DO I 

a C o n t r a c t i n g  w i t h  p r i v a t e  a t t o r n e y s  

a Funding a d d i t i o n a l  A t to rney  General s t a f f  

a Obta in i ng  a u t h o r i z a t i o n  from the  A t to rney  Genera l ,  o r  reques t ing  

l e g i s l a t i v e  exemption from A.R.S. 541-132.E. t o  add an a t t o r n e y  

p o s i t i o n  t o  the  DO1 s t a f f  

a Requ i r i ng  the  two guaranty  funds t o  pay f o r  l e g a l  se r v i ces  

p rov ided  by the A t to rney  General 

3 .  DO1 should e s t a b l i s h  a  system f o r  p r i o r i t i z i n g  work r e f e r r e d  t o  the 

A t to rney  General and f o l l o w  up on cases r e f e r r e d  t o  t he  A t to rney  

General . 

4 .  The L e g i s l a t u r e  should  cons ider  e s t a b l i s h i n g  a  r e v o l v i n g  fund, 

supported by c i v i l  p e n a l t i e s  c o l l e c t e d  by the  depar tment ,  t o  be used 

t o  fund l e g a l  se r v i ces  needed f o r  the  depar tment ' s  enforcement 

e f f o r t s .  



FINDING I l l  

HIGH STAFF TURNOVER, HEAVY WORKLOAD, AND A MANUAL SYSTEM 

SLOW COMPLAINT HANDLING 

I n  a d d i t i o n  t o  the de lays  exper ienced w i t h  the more s e r i o u s  comp la i n t s ,  

DO1 i s  s low i n  r e s o l v i n g  many r o u t i n e  comp la in ts .  Inadequate s t a f f i n g  

l e v e l s  coupled w i t h  a  manual system o f  t r a c k i n g  compla in t  f i l e s  appear t o  

be the p r imary  causes o f  un t ime l y  compla in t  hand l i ng .  

The process f o r  hand l i ng  r o u t i n e  comp la in ts  i s   ell e s t a b l i s h e d .  A f t e r  a 

w r i t t e n  compla in t  i s  rece ived ,  d i v i s i o n  management ass igns  i t  t o  an 

i n v e s t i g a t o r .  The i n v e s t i g a t o r  then n o t i f i e s  the compla inant  t h a t  an 

i n v e s t i g a t i o n  has s t a r t e d .  A t  the same t ime ,  a l e t t e r  i s  sent t o  the  

p a r t y  o r  p a r t i e s  t he  compla in t  i s  aga ins t  n o t i f y i n g  them o f  the compla in t  

and reques t ing  a  response. Once DO1 rece ives  a  response, the  

i n v e s t i g a t o r  eva lua tes  the case and makes a  d e c i s i o n .  The i n v e s t i g a t o r  

sends the complainant a  l e t t e r  o u t l i n i n g  t he  company's response and h i s  

o r  her d e c i s i o n .  The complainant has f i v e  days t o  appeal the  d e c i s i o n  

be fo re  the i n v e s t i g a t i o n  i s  cons idered c l osed .  

Department I s  Unable t o  Resolve Almost H a l f  o f  Rou t i ne  
Complaints w i t h i n  Es tab l i shed  Standard 

DO1 f a i l s  t o  reso lve  n e a r l y  h a l f  o f  a l l  consumer comp la in ts  i t  rece ives  

i n  accordance w i t h  i t s  e s t a b l i s h e d  s tandards .  DO1 has f a l l e n  s h o r t  o f  

meet i ng these s tandards l a r g e l y  because o f  de lays  i n  r e c e i v i n g  responses 

from insurance companies and l i censees .  

DO1 has es tab l i shed  in fo rma l  standards t o  ensure the t i m e l y  r e s o l u t i o n  o f  

consumer compla in ts .  Accord ing t o  the a s s i s t a n t  d i r e c t o r  o f  the Consumer 

A f f a i r s  and I n v e s t i g a t i o n s  D i v i s i o n ,  r o u t i n e  consumer comp la in ts  handled 

by the d i v i s i o n  should  be reso lved  and a response sent t o  the complainant 

w i t h i n  30 work ing days ( 6  weeks) o f  r e c e i p t . " '  Th i s  30 work ing  day 

( 1  Rou t ine  consumer comp la in ts  a r e  g e n e r a l l y  those  comp la in ts  which do n o t  i n v o l v e  a  

p o t e n t i a l  v i o l a t i o n  o f  s t a t u t e  o r  a d m i n i s t r a t i v e  r u l e  and r e g u l a t i o n .  Fo r  example, 

such compla in ts  may i n v o l v e  c l a i m  s e t t l e m e n t s  o r  premium d i s p u t e s .  



standard i s  based upon severa l  f a c t o r s  which i n c l u d e  p rocess ing  and 

a n a l y s i s  t ime  by d i v i s i o n  i n v e s t i g a t o r s  and s t a f f ,  as w e l l  as 15 work ing 

days g i ven  t o  insurance companies and insurance l icensees t o  respond t o  

0 0 1 ' s  i n q u i r y  regard ing  the  comp la i n t .  ( 1 )  

DO1 has f a l l e n  short o f  meeting standards - Whi le  an i n f o rma l  30 

work ing day s tandard f o r  r e s o l v i n g  comp la in ts  has been e s t a b l i s h e d ,  DO1 

has f a l l e n  s h o r t  o f  accompl ish ing t h i s  s tandard.  An a n a l y s i s  o f  r o u t i n e  

compla in ts  handled by DO1 i n d i c a t e s  the average t ime t o  r eso l ve  

compla in ts  exceeded 37 work ing days. Much o f  the de lay  c o n s i s t s  o f  the 

t ime i t  takes t o  o b t a i n  responses from insurance companies and 

l i censees .  However, DO1 may n o t  have t he  necessary a u t h o r i t y  t o  o b t a i n  

more t i m e l y  responses i n  some cases. 

An Aud i t o r  General a n a l y s i s  o f  r o u t i n e  consumer comp la in ts  c losed  by DO1 

d u r i n g  1988 i n d i c a t e s  t h a t  48 percen t  o f  comp la in ts  exceeded the  30 

work ing day s tandard by 27 work ing  days. As i l l u s t r a t e d  i n  Table 6 

(page 33) ,  149 o f  the  308 sampled compla in ts  exceeded t he  ~ t a n d a r d . ' ~ )  

Delays i n  rece iv ing  responses - Much o f  the  de lay i n  r e s o l v i n g  these 

compla in ts  i s  due t o  the t ime i t  takes t o  o b t a i n  responses from insurance 

companies and l i censees .  Upon n o t i f i c a t i o n  o f  a  comp la in t  f i l e d  aga ins t  

them, DO1 r e q u i r e s  the company o r  l i censee  t a  p rov i de  a response w i t h i n  

15 work ing days. However, as i l l u s t r a t e d  i n  Table 7 (page 34) ,  i n  41 

percent  o f  a  sample o f  comp la in ts ,  companies and l i censees  took more than 

18 work ing days t o  p rov i de  a  f i n a l  response t o  DOI. ( 3 )  l n  many cases, 

DO1 a t t r i b u t e s  i t s  i n a b i l i t y  t o  o b t a i n  t i m e l y  responses from companies 

and l i censees  t o  i n v e s t i g a t o r  t u r n o v e r .  Turnover l i m i t s  the  depar tment ' s  

a b i l i t y  t o  f o l l o w  up because when i n v e s t i g a t o r s  leave the department,  

t h e i r  caseloads a re  neg lec ted  u n t i l  reass igned t o  o the r  i n v e s t i g a t o r s .  

( 1 )  D O 1  i s s u e s  1  i censes and r e g u l a t e s  insu rance  agents ,  b rokers ,  a d j u s t e r s ,  s o l i c i t o r s ,  

s e r v i c e  r e p r e s e n t a t i v e s ,  and r i s k  management c o n s u l t a n t s .  

( 2 )  We analyzed a  s t a t i s t i c a l  sample o f  356 c l o s e d  consumer comp la in ts .  However, some 
o f  t h e  comp la in t  f i l e s  d i d  n o t  c o n t a i n  p e r t i n e n t  dates necessary f o r  t h i s  p o r t i o n  

o f  t h e  a n a l y s i s ,  o r  o t h e r  analyses p resen ted  i n  t h i s  F i n d i n g .  
( 3 )  An a d d i t i o n a l  t h r e e  work ing  days was added t o  t h e  15 w o r k i n g  day requ i rement  t o  

r e f l e c t  m a i l i n g  t ime  f rom D O 1  t o  t h e  company o r  l i c e n s e e .  



TABLE 6 

DO1 RESOLUTION TIME OF A SAMPLE OF ROUTINE COMPLAINTS 
CLOSED IN CALENDAR YEAR 1988 

Number o f  Working Days Number o f  Closed Percentage o f  
t o  Resolve Complaints(a) Cornplaints(b) T o t a l  

0 - 30 
31 - 40 
41 - 50 
51 - 60 
61 - 75 
76 - 100 
Over 100 
TOTAL 

( a )  Th is  rep resen ts  t h e  number of work ing  days f r o m  t h e  d a t e  t h e  comp la in t  was 

r e c e i v e d  u n t i l  a  l e t t e r  was m a i l e d  t o  t h e  comp la inan t  c o n t a i n i n g  DOT'S p o s i t i o n  on 

t h e  r e s o l u t i o n  o f  t h e  comp la in t .  H o l i d a y s  were n o t  exc luded f rom t h e  a n a l y s i s .  
( b )  Of t h e  356 t o t a l  c l o s e d  comp la in ts  i n  t h e  sample, 308 o f  t h e  c o m p l a i n t  f i l e s  

con ta ined  t h e  i n f o r m a t i o n  necessary t o  conduct t h i s  a n a l y s i s .  

Source: Aud i t o r  General a n a l y s i s  o f  a s t a t i s t i c a l  sample o f  consumer 
compla in ts  c losed  by DO1 d u r i n g  ca lendar  year 1988 

Even i f  DO1 cou ld  f o l l o w  up on compla in t  i n q u i r i e s  i n  a more t i m e l y  

manner, i t  may no t  have the necessary a u t h o r i t y  t o  o b t a i n  t i m e l y  

responses f o r  approx imate ly  one-ha l f  o f  t he  comp la in ts .  P r e s e n t l y ,  i f  

the consumer compla in t  i n vo l ves  an insurance c l a i m ,  the  U n f a i r  Claims 

P r a c t i c e s  Act g i ves  DO1 the  a u t h o r i t y  t o  r e q u i r e  a response w i t h i n  15 

work ing days. I f  an insurance company o r  l i censee  does no t  respond 

w i t h i n  t h i s  t ime p e r i o d ,  DO1 can take such enforcement a c t i o n s  as i s s u i n g  

a N o t i c e  o f  Hear ing and imposing c i v i l  p e n a l i t i e s .  However, i n  

compla in ts  no t  i n v o l v i n g  a c l a i m ,  DO l ' s  a u t h o r i t y  i s  less  c l e a r .  

According t o  the DO1 d i r e c t o r ,  s t a t u t o r y  a u t h o r i t y  c l e a r l y  o u t l i n i n g  

s teps t h a t  DO1 cou ld  take  t o  en fo rce  the 15 work ing day response 

requirement would h e l p  reduce de lays  i n  the comp la in ts  hand l i ng  

process.  Yet ,  as d iscussed below, such a u t h o r i t y  may no t  be 

( 1 )  Cur ren t1  y ,  however, t h e r e  i s  no d i f f e r e n c e  i n  response t imes  between c l a i m s  f a l l i n g  

under t h e  U n f a i r  C la ims P r a c t i c e  A c t  and those which do n o t .  



TABLE 7 

INSURANCE COMPANY AND LICENSEE RESPONSE TIME 
TO DO1 CONSUMER COMPLAINT INQUIRIES FOR A SAMPLE 

OF COMPLAINTS CLOSED I N  CALENDAR YEAR 1988 

Number o f  Working Days 
To Receive F i n a  l Response ( a )  

0 - 18 
19 - 25 
26 - 30 
31 - 40 
41 - 50 
Over 50 
TOTAL 

Number o f  C  l osed Percentage o f  
Complaints(b) T o t a l  

( a )  Th is  r e p r e s e n t s  t h e  number o f  w o r k i n g  days from t h e  d a t e  D O I  s e n t  an o f f i c i a l  
n o t i c e  i n f o r m i n g  t h e  insu rance  company o r  l i c e n s e e  t h a t  a  comp la in t  had been 

f i l e d  u n t i l  a  f i n a l  response was r e c e i v e d  upon which 001 c o u l d  r e s o l v e  t h e  

comp la in t .  H o l i d a y s  were n o t  exc luded f rom t h e  a n a l y s i s .  
( b )  O f  t h e  356 t o t a l  c losed  compla i r i ts  i n  t h e  sample, 337 o f  t h e  comp la in t  f i l e s  

con ta ined  t h e  i n f o r m a t i o n  necessary t o  conduct  t h i s  a n a l y s i s .  

Source: Aud i t o r  General a n a l y s i s  o f  a  s t a t i s t i c a l  sample o f  consumer 
comp la in ts  c losed  by DO1 d u r i n g  ca lendar  year  1988 

e f f e c t i v e  u n t i l  DO1 improves c u r r e n t  s t a f f i n g  and i n f o r m a t i o n  systems 

inadequacies.  

Inadequate S t a f f i n g  Leve l s  and a  Manual System o f  
T rack ing  Compla in ts  Have Con t r i bu ted  t o  Un t ime l i ness  

lnadequate s t a f f i n g  l e v e l s  w i t h i n  the Consumer A f f a i r s  and I n v e s t i g a t i o n s  

D i v i s i o n  have c o n t r i b u t e d  t o  the  de lays  i n  r e s o l v i n g  consumer 

comp la in ts .  A d d i t i o n a l l y ,  the d i v i s i o n ' s  use o f  a  manual system t o  t r a c k  

compla in ts  has f u r t h e r  c o n t r i b u t e d  t o  the un t ime l i ness  o f  responses. 

lnadequate s t a f f i n g  l e v e l s  have c o n t r i b u t e d  t o  de lays  - High turnover  

among the d i v i s i o n ' s  i n v e s t i g a t o r s  has c o n t r i b u t e d  t o  comp la in t -hand l ing  



u n t i m e l i n e s s .  I n  a d d i t i o n ,  t h e  d i v i s i o n  may n o t  have a  s u f f i c i e n t  number 

o f  i n v e s t i g a t o r s  t o  ensure t h e  t i m e l y  r e s o l u t i o n  o f  c o m p l a i n t s .  DO1 has 

a t tempted t o  address these prob lems.  

DO1 has exper ienced c o n s i d e r a b l e  t u r n o v e r  o f  i t s  i n v e s t i g a t o r s  i n  the  

pas t  two y e a r s .  I n  1987, a l l  s i x  a u t h o r i z e d  i n v e s t i g a t o r  p o s i t i o n s  

became v a c a n t ,  r e s u l t i n g  i n  a  t u r n o v e r  r a t e  o f  100 p e r c e n t .  I n  1988. two 

o f  the  s i x  i n v e s t i g a t o r  p o s i t i o n s  became v a c a n t ,  a  tu rnover  r a t e  o f  

approx imate ly  33 p e r c e n t .  Accord ing t o  t h e  d i v i s i o n ' s  a s s i s t a n t  

d i r e c t o r ,  the  s u b s t a n t i a l  t u r n o v e r  r a t e s  have reduced the  d i v i s i o n ' s  

a b i l i t y  t o  process c o m p l a i n t s  i n  a  t i m e l y  manner because a d d i t i o n a l  t ime  

i s  needed f o r  remain ing i n v e s t i g a t o r s  t o  become f a m i l i a r  w i t h  the  cases 

o f  i n v e s t i g a t o r s  who leave .  Fur thermore,  new i n v e s t i g a t o r s  r e q u i r e  

t r a i n i n g  and a r e  unable  t o  p e r f o r m  a t  the i e v e l s  o f  exper ienced s t a f f .  

The a s s i s t a n t  d i r e c t o r  s t a t e d  t h a t  he b e l i e v e s  the  most s i g n i f i c a n t  

reason f o r  t h e  h i g h  t u r n o v e r  r a t e  among i n v e s t i g a t o r s  i s  the  p o s i t i o n ' s  

low s a l a r y  l e v e l .  

Beyond the  problem o f  s t a f f  t u r n o v e r ,  DO1 may l a c k  s u f f i c i e n t  s t a f f  t o  

handle t h e  number o f  c o m p l a i n t s  r e c e i v e d  a n n u a l l y .  I n  the  three-year  

p e r i o d  between f i s c a l  year 1985-86 and f i s c a l  year  1987-88, the number o f  

w r i t t e n  comp la in ts  r e c e i v e d  by DO1 s t e a d i  l y  i nc reased  from 5,986 t o  

6,817, a  14 percen t  i nc rease .  However, d u r i n g  t h e  same t ime p e r i o d  the  

number o f  i n v e s t i g a t o r  p o s i t i o n s  remained a t  s i x .  F u r t h e r ,  t h i s  

increased work load came on t o p  o f  a  workload wh ich  appears h i g h e r  than 

t h a t  o f  o t h e r  agenc ies.  For  example, f o r  f i s c a l  year  1987-88, the  

Department o f  Real E s t a t e  r e c e i v e d  approx imate ly  2,185 w r i t t e n  comp la in ts  

and had a  s t a f f  o f  11 i n v e s t i g a t o r s .  

DO1 has a t tempted t o  address the  problems o f  t u r n o v e r  and i n s u f f i c i e n t  

s t a f f .  I n  e a r l y  1988 i n  response t o  the  h i g h  t u r n o v e r  o f  i n v e s t i g a t o r s ,  

the department was success fu l  i n  upgrad ing t h r e e  o f  the  s i x  i n v e s t i g a t o r  

p o s i t i o n s  from l n v e s t i g a t o r  I I s  t o  I n v e s t i g a t o r  I l I s .  A d d i t i o n a l  I y ,  t h e  

department requested and r e c e i v e d  t h r e e  new i n v e s t i g a t o r  p o s i t i o n s  f o r  

f  i sca l year  1989-90. 



Manual system t o  t r a c k  comp la in ts  - A second f a c t o r  c o n t r i b u t i n g  t o  

DOl ls  un t ime l y  p rocess ing  o f  consumer comp la in ts  i s  i t s  use o f  a  manual 

system t o  t r a c k  comp la i n t s .  C u r r e n t l y ,  DO1 processes over  8,000 w r i t t e n  

comp la in ts  annua l l y  w i t h o u t  the  use o f  any automated systems. Complaint 

f i l e s  a re  generated by c l e r i c a l  s t a f f  and an index card  system i s  used t o  

record  and t r a c k  the  compla in t  f i l e  i n v e n t o r y .  Wi th  t h i s  system, 

d i v i s i o n  management i s  unable t o  determine the age o f  the  compla in ts  

i nven to r y  o r  t o  q u i c k l y  determine the s t a t u s  o f  an i n d i v i d u a l  

i n v e s t i g a t o r ' s  case load.  Accord ing t o  DO1 o f f i c i a l s ,  each i n v e s t i g a t o r  

i s  respons ib le  f o r  managing h i s  o r  her caseload, w i t h  most u s i n g  t i c k l e r  

f i l e s  on t h e i r  desk ca lendars  t o  keep t r a c k  o f  the p rogress  o f  t h e i r  

cases. 

The implementat ion o f  a  new computer system may a l l e v i a t e  compla in t  

p rocess ing  de lays  a t t r i b u t e d  t o  t h i s  manual system. Accord ing t o  DO1 

o f f i c i a l s ,  an agencywide automat ion p r o j e c t  t h a t  was i n i t i a t e d  t h i s  year 

w i l l  i n c l ude  the automat ion o f  the  comp la in t -hand l ing  p rocess .  Al though 

p l ans  have no t  been f o rma l i zed  a t  t h i s  w r i t i n g ,  DO1 o f f i c i a l s  a n t i c i p a t e  

t h a t  the system w i l l  a l l o w  t r a c k i n g  o f  i n d i v i d u a l  comp la in ts  as w e l l  as 

management r e p o r t i n g  on the e n t i r e  compla in t  i n v e n t o r y .  A d d i t i o n a l l y ,  

the  system should reduce p rocess ing  t ime  o f  comp la in ts ,  DO1 expects  t h i s  

p a r t  o f  the system t o  be implemented by September 1990. 

RECOWENDATIONS 

1.  DO1 should  con t i nue  e f f o r t s  t o  develop an automated system f o r  

compla in t  p rocess ing  and f o r  o b t a i n i n g  management r e p o r t s  on the 

s t a t u s  o f  the comp la in t  i n ven to r y .  

2 .  DO1 should  con t i nue  i t s  e f f o r t s  t o  increase the  number o f  

i n v e s t i g a t o r s ,  as w e l l  as p o s s i b l e  upgrades o f  those p o s i t i o n s ,  

cons ide r i ng  the  a n t i c i p a t e d  e f f e c t s  planned automat ion w i l l  have on 

s t a f f i n g  needs. 

3 .  The L e g i s l a t u r e  should  cons ider  g r a n t i n g  DO1 s t a t u t o r y  a u t h o r i t y  

comparable t o  t h a t  under the U n f a i r  Claims P r a c t i c e s  Act t o  a l l o w  

enforcement a c t i o n s  on consumer comp la in ts  t h a t  do no t  i n v o l v e  c l a ims .  



OTHER PERTINENT INFORMATION 

Dur i ng  the  a u d i t ,  we developed i n f o r m a t i o n  about DO l ' s  e f f o r t s  i n  

implementing the  recommendations con ta ined  i n  two p rev i ous  performance 

a u d i t  r e p o r t s .  These r e p o r t s ,  issued by the A u d i t o r  General i n  1979 and 

1980 a re  Repor t  79-4, The A r i zona  Department o f  Insurance,  and Report  

80-6, Department o f  Insurance Consumer Complaint F u n c t i o n .  

The 1980 r e p o r t  f o l l owed  up on t he  p r i o r  a u d i t  r e p o r t  t o  determine i f  DO1 

implemented t he  recommendations made i n  1979. The r e p o r t  i n d i c a t e d  t h a t  

the  department g e n e r a l l y  had implemented the recommendations o f  Report  

79-4 r e l a t i n g  t o  consumer comp la i n t s .  I n  a d d i t i o n ,  i t  noted t h a t  DO1 had 

a l s o  g r e a t l y  improved r e g u l a t i o n  o f  agents and companies, as w e l l  as 

consumer ass i s t ance .  

Dur ing  our c u r r e n t  a u d i t ,  we found t h a t  DO1 has con t inued  w i t h  e a r l i e r  

recommended changes and has made f u r t h e r  improvements. For example, some 

s i g n i  f  i cant  changes i n  insurance laws have been made. Some o f  these 

changes i n c l u d e  the  c o l l e c t i o n  o f  premium taxes on a  q u a r t e r l y  b a s i s  

r a the r  than annua l l y  f o r  most companies, the use o f  compe t i t i ve  r a t i n g  

systems r a t h e r  than p r i o r  approva l  systems f o r  most p r o p e r t y  and casua l t y  

l i n e s ,  and t he  adop t ion  o f  p r o v i s i o n s  r e l a t i n g  t o  the  U n f a i r  Claims 

P r a c t i c e s  A c t .  

DO1 implementat ion o f  some a u d i t  recommendations has changed severa l  

departmental  f u n c t i o n s  and processes.  Regarding l i c e n s i n g ,  c o n d i t i o n a l  

l i censes  a re  issued t o  p o t e n t i a l  l i censees  p r i o r  t o  a c t u a l  l i c e n s i n g ,  

pending the  r e s u l t s  o f  a p p l i c a n t  f i n g e r p r i n t  checks. A l s o ,  a p p l i c a n t  

f i n g e r p r i n t i n g  i s  now per formed by a  law enforcement agency o r  p r i v a t e  

company, and l i censee  t e s t i n g  i s  now conducted by a  p r i v a t e  company 

s p e c i a l i z i n g  i n  such t e s t i n g .  

DO1 has a l s o  s t rengthened i t s  consumer comp la in ts  process and has 

improved i t s  consumer ass i s t ance  programs. The department employs 

consumer s p e c i a l i s t s  t o  p r o v i d e  ass i s t ance  t o  t he  p u b l i c .  DO1 now 



ana lyzes  and p u b l i s h e s  i n f o r m a t i o n  about c o m p l a i n t s  a g a i n s t  companies, 

and a l s o  uses t h i s  i n f o r m a t i o n  t o  i d e n t i f y  companies f o r  market  conduct 

examinat i o n s .  To a i d  consumers i n  compar i son shopping,  the  agency a l s o  

p u b l i s h e s  persona l  a u t o  and homeowner's premium comparisons a t  l e a s t  once 

a y e a r .  I n  a d d i t i o n ,  t h e  p u b l i c  a l s o  b e n e f i t s  from the  rev iew and 

e v a l u a t i o n  o f  p o l i c y  forms by department s t a f f .  Such rev iews  a r e  

conducted t o  ensure t h a t  p o l i c y  forms a r e  n o t  m i s l e a d i n g ,  and t h a t  the  

language used i n  the  forms i s  c l e a r  and unambiguous. 

A l though  t h e  department has implemented most o f  the  recommendations 

c o n t a i n e d  i n  t h e  p r i o r  a u d i t  r e p o r t s ,  i n  some cases,  i t s  a c t i o n s  have 

been l i m i t e d .  For example, i t  appears t h a t  DO1 does n o t  use d a t a  on 

t o t a l  comp la in ts  f o r  each agent t o  m o n i t o r  and r e g u l a t e  agent conduc t .  

Fu r the rmore ,  DOI does no t  s p e c i f i c a l l y  document te lephone comp la in ts  

r e c e i v e d .  O v e r a l l ,  however, t h e  department appears t o  have made 

s u b s t a n t i a l  p rogress  i n  implement ing recommendations f rom the  p r e v i o u s  

a u d i t  r e p o r t s .  



AREAS FOR FURTHER AUDIT WORK 

Dur ing  the course o f  the  a u d i t ,  we i d e n t i f i e d  four  p o t e n t i a l  issues t ha t  

we were unable  t o  pursue because they  were beyond the  scope o f  our a u d i t  

o r  because we lacked s u f f i c i e n t  t ime .  

0 I s  DO1 adequate ly  funded and s t a f f e d  t o  r e g u l a t e  the  insurance 
i n d u s t r y  i n  Ar i zona?  

Some s t u d i e s  i n d i c a t e  t h a t  more resources shou ld  be u t i l i z e d  i n  

r e g u l a t i n g  the  insurance i n d u s t r y  i n  Ar i zona .  A recent  n a t i o n a l  

s tudy o f  s t a t e  insurance departments found t h a t  most insurance 

r e g u l a t o r s  lack the necessary personnel  and t o o l s  t o  p rov i de  adequate 

consumer p r o t e c t i o n  and t o  mon i t o r  i n s u r e r s  f o r  i n so l vency .  

The s tudy suggests t h a t  a t  l e a s t  10 percent  o f  the  amount o f  a  

s t a t e ' s  premium tax  c o l l e c t i o n s  should  be a v a i l a b l e  f o r  insurance 

r e g u l a t i o n .  DO1 fund ing  (General Fund) amounts t o  about 3 percent  o f  

premi um tax  c o l  l e c t  i ons .  When compared t o  the 45 s t a t e s  ( i n c l u d i n g  

the D i s t r i c t  o f  Columbia) i nc l uded  i n  the s tudy ,  34 (75%) s t a t e  

insurance r e g u l a t o r y  agencies had h i ghe r  budget t o  premium tax 

c o l l e c t i o n  r a t i o s  than Ar i zona .  I n  a d d i t i o n ,  when expressed as a  

r a t i o  o f  budget t o  t o t a l  s t a t e  p o p u l a t i o n ,  39 s t a t e s  spent more than 

Ar i zona ,  o f t e n  many t imes o v e r .  

DO1 o f f i c i a l s  contend t h a t  t he  department lacks  enough s t a f f  t o  

per fo rm i n v e s t i g a t i o n s  and rev iew r a t e  and form f i l i n g s .  I n  

a d d i t i o n ,  i t  appears t h a t  DO1 may need a d d i t i o n a l  a n a l y s t s  t o  review 

i nsu re r  f i n a n c i a l  i n f o r m a t i o n  and conduct premium tax  a u d i t s .  Some 

o f  these a s s e r t i o n s  were suppor ted i n  the March 1987 Report  o f  the 

Ar i zona  P rope r t y  and Casual ty  Insurance Rate Adv iso ry  Counc i l .  The 

r e p o r t  s t a t e s  t h a t  DO1 d i d  no t  have adequate resources f o r  e f f e c t i v e  

r a t e / p r i c e  r e g u l a t i o n .  Fur thermore,  the  s i z e  o f  DOI ' s  s t a f f  was 

s i g n i f i c a n t l y  sma l le r  than r e g u l a t o r y  departments i n  o the r  s t a t e s  

even c o n s i d e r i n g  d i f f e r e n c e s  i n  p o p u l a t i o n  and insurance a c t i v i t y .  



F u r t h e r  a u d i t  work i s  necessary t o  1 )  determine s p e c i f i c  s t a f f i n g  and 

o t h e r  resource needs, 2) c a l c u l a t e  t o t a l  a d d i t i o n a l  cos ts  o f  these 

resources ,  and 3) p l a n  f o r  p o t e n t i a l  i n t e g r a t i o n  o f  these resources 

i n t o  the department.  

a Have the guaranty funds and the department acted responsibly 
regarding the sharing o f  information about insurance companies that 
may be having f inancial  d i f f i c u l t i e s ?  

S t a t u t o r i  l y ,  the  guaranty  funds '  boards o f  d i r e c t o r s  a re  r equ i r ed  t o  

i n f o r m  001 o f  any company which the boards and i t s  members f e e l  cou ld  

be f a c i n g  a p o s s i b l e  i nso l vency .  I n  essence, the boards have a 

r e s p o n s i b i l i t y  t o  n o t i f y  DO1 o f  i n f o rma t i on  they become aware o f  

r ega rd i ng  f i n a n c i a l l y  t r o u b l e d  c a r r i e r s  o r  c a r r i e r s  conduct ing 

a c t i v i t i e s  t h a t  cou ld  lead t o  inso lvency .  However, some board 

members a re  concerned t h a t  because they a re  employees o f  competing 

companies, sha r i ng  such i n f o r m a t i o n  cou ld  lead t o  a n t i t r u s t  charges 

a g a i n s t  t h e i r  r espec t i ve  member companies. 

I n  a d d i t i o n ,  i n  a t  l eas t  one i n c i d e n t ,  some board members o f  one fund 

f e l t  t h a t  DO1 ac ted  i n a p p r o p r i a t e l y  w i t h  i n f o r m a t i o n  supp l i ed  by the 

fund about a  p o s s i b l e  i nso l vency .  Du r i ng  a recent  fund meet ing,  two 

members s t a t e d  t h a t  a f t e r  n o t i f y i n g  DO1 o f  p o s s i b l e  problems w i t h  the 

company, DO1 named the members i n  a  f o l  low-up l e t t e r  t o  the company. 

Because o f  t h i s ,  the two members s a i d  they would be h e s i t a n t  t o  share 

i n f o r m a t i o n  w i t h  DO1 i n  the  f u t u r e .  F u r t h e r  a u d i t  work i s  necessary 

t o  determine whether o the r  s t a t e s  have s i m i l a r  r e p o r t i n g  requirements 

and, i f  so,  how they address the issues o f  p o s s i b l e  a n t i t r u s t  

v i o l a t i o n s  and c o n f i d e n t i a l i t y  o f  r e p o r t i n g .  A d d i t i o n a l  work should 

a l s o  i nc l ude  o b t a i n i n g  l ega l  op i n i ons  on these i ssues .  

a Does DO1 perform market conduct examinat ions in  such a manner as to 
properly protect - Arizona - consumers from inappropriate practices by 
insurance companies? 

Al though  DOI conducts more market conduct examinat ions annua l l y  than 

most o the r  s t a t e s ,  we i d e n t i f i e d  severa l  areas o f  concern regard ing  

t he  manner i n  which DO1 per forms these examinat ions.  I n  the f i v e  



examinat ions we rev iewed,  i t  appeared t h a t  DO1 o f f i c i a l s  l i m i t e d  the  

scope o f  the examina t ion  t o  f i r s t  p a r t y  t o t a l  loss  au tomob i le  c l a i m s ,  

an a r e a  i n  which v i o l a t i o n s  a r e  o f t e n  found. Other areas such as 

s a l e s ,  a d v e r t i s i n g ,  u n d e r w r i t i n g ,  and r a t i n g  were g i v e n  l e s s  

a t t e n t i o n ,  a l t h o u g h  the  NAlC Model Market  Conduct Examinat ion 

Handbook suggests t h a t  these a reas  be reviewed as a  p a r t  o f  a  

complete examina t ion .  

Once market conduct examinat i ons  have been completed,  the  amount o f  

p e n a l t i e s  and f i n e s  imposed by DO1 may not  be e q u i t a b l e .  For 

example, i n  one examina t ion  rev iewed,  company o f f i c i a l s  v i o l a t e d  

insurance s t a t u t e s  by improper l y  d e d u c t i n g  o r  f a i l i n g  t o  document 

n e a r l y  $36,000 o f  payments t o  c l a i m a n t s  i n  56 f i l e s  i d e n t i f i e d  by DO1 

examiners.  The i n s u r e r  agreed t o  make r e s t i t u t i o n  and was f i n e d  

$5,000. I n  a  second case a  company t h a t  improper I y  deducted o r  

f a i  l e d  t o  document a p p r o x i m a t e l y  $3,600 o f  c l a i m  payments i n  27 

c l a i m s  and agreed t o  make r e s t i t u t i o n  was f i n e d  $3,000. A l though the  

f i r s t  v i o l a t i o n  i n v o l v e d  t e n  t imes  the  amount o f  t h e  second case and 

t w i c e  the  number o f  c l a i m s ,  the  f i n e  imposed on t h e  f i r s t  company 

does n o t  appear t o  r e f l e c t  the  d i f f e r e n c e  i n  the  s e v e r i t y  o f  the  

v i o l a t i o n s .  

F i n a l l y ,  DO1 may n o t  be comp le t ing  adequate fo l l ow-up  t o  ensure 

compl iance w i t h  o r d e r s  issued as a  r e s u l t  o f  a  market  conduct 

examina t ion .  For example, i n  one examina t ion  reviewed, DO1 found a 

company had n o t  compl ied w i t h  a  consent o rder  s igned  approx imate ly  

two years  e a r l i e r .  F u r t h e r  a u d i t  work i s  needed t o  determine the  

adequacy o f  market  conduct examina t ions  completed by DOI. 

a Are c a p i t a l  and s u r p l u s  amounts r e q u i r e d  o f  i n s u r e r s  by t h e  S t a t e  
adequate? 

Ar i zona  r e q u i r e s  i n s u r e r s  t o  m a i n t a i n  c e r t a i n  amounts o f  c a p i t a l  and 

s u r p l u s  i n  o r d e r  t o  w r i t e  insurance i n  the  S t a t e .  These requ i rements  

a r e  in tended t o  h e l p  p r o t e c t  p o l i c y h o l d e r s  i f  an i n s u r e r  becomes 

i n s o l v e n t .  Accord ing t o  i n f o r m a t i o n  o b t a i n e d  from a DO1 o f f i c i a l ,  

A r i z o n a  c a p i t a l  and s u r p l u s  requ i rements  a r e  o f t e n  l e s s  than t h a t  



r equ i r ed  by many o t h e r  s t a t e s .  For example, A r i zona  ranks i n  the bot tom 

20 percen t  o f  the t o t a l  genera l  amount o f  c a p i t a l  and su rp l us  

requi rements  f o r  l i f e  and d i s a b i l i t y  i n su re r s  among the 50 s t a t e s .  

Regarding requi rements  f o r  p r o p e r t y  and casua l t y  i nsu re r s  f o r  bo th  s i n g l e  

and m u l t i p l e  l i n e  c a r r i e r s ,  a t  l eas t  10 s t a t e s  have h igher  c a p i t a l  

requ i rements  and 26 s t a t e s  have h i ghe r  su rp l us  requi rements .  

Increases i n  these s t a t u t o r y  requirements would l i k e l y  increase an 

i n d i v i d u a l  i n s u r e r ' s  f i n a n c i a l  r e s p o n s i b i l i t y  and reduce Guaranty Fund 

assessments and payouts .  F u r t h e r  a u d i t  work i s  needed t o  determine the 

adequacy o f  A r i z o n a ' s  c a p i t a l  and su rp l us  requi rements ,  and the impact ,  

i f  any,  changes i n  these amounts would have on the  insurance i n d u s t r y  and 

the guaranty  funds. 



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  (A.R.S.)  541-2354, the  

L e g i s l a t u r e  shou ld  c o n s i d e r  the  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  A r i z o n a  Department o f  lnsurance (001) 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 .  O b j e c t i v e s  and pu rpose  i n  e s t a b l i s h i n g  t h e  department 

The A r i z o n a  Department o f  lnsurance was c r e a t e d  by the L e g i s l a t u r e  i n  

1913, as p a r t  o f  t h e  A r i z o n a  C o r p o r a t i o n  Commission. I n  1968, 

A r i z o n a  v o t e r s  approved a  c o n s t i t u t i o n a l  amendment removing DO1 from 

the  d i r e c t i o n  o f  t h e  C o r p o r a t i o n  Commission and e s t a b l i s h i n g  i t  as a  

separa te  agency. 

The department was e s t a b l i s h e d  t o  r e g u l a t e  t h e  insurance i n d u s t r y  i n  

A r i z o n a .  As p r o v i d e d  i n  the  A r i z o n a  S t a t e  C o n s t i t u t i o n ,  a l l  i n s u r e r s  

s e l l i n g  w i t h i n  t h e  S t a t e  s h a l l  be s u b j e c t  t o  l i c e n s i n g ,  c o n t r o l ,  and 

s u p e r v i s i o n  by a  department o f  i nsu rance .  F u r t h e r ,  A.R.S. T i t l e  20 

a u t h o r i z e s  the  A r i z o n a  Department o f  lnsurance t o  l i c e n s e  insurance 

companies and a g e n t s ,  p r o v i d e  consumer a s s i s t a n c e ,  i n v e s t i g a t e  

c o m p l a i n t s  f rom the  p u b l i c ,  rev iew and approve insurance forms and 

r a t e  f i l i n g s ,  m o n i t o r  the  f i n a n c i a l  s t a t u s  o f  i n s u r e r s ,  oversee the 

guaran ty  funds,  and c o l l e c t  premium taxes  and o t h e r  fees .  

The department has d e f i n e d  i t s  o b j e c t i v e s  as:  

a To a d m i n i s t e r  A r i z o n a  insurance laws 

a To p r o t e c t  A r i z o n a  c i t i z e n s  who purchase insurance 

0 To p r o v i d e  p r o f e s s i o n a l  a s s i s t a n c e  t o  persons who purchase 

i nsu rance 

a To s t i m u l a t e  t h e  insurance marke tp lace  by encourag ing c o m p e t i t i o n  

( 1 )  Should the Legislature decide to  terminate the department, a const i tu t ional  

amendment will be necessary. 



2 .  The e f f e c t i v e n e s s  w i t h  which the department has met i t s  ob ject ive  
and purpose and the e f f i c i e n c y  w i t h  which the department has operated 

The department has met i t s  o b j e c t i v e  o f  p r o t e c t i n g  and a s s i s t i n g  the 

pub1 i c .  I t  has moni tored the insurance i n d u s t r y  and p rov ided  

consumer ass i s t ance .  Du r i ng  f i s c a l  year 1987-88, f o r  example, DO1 

reviewed over  34,000 r a t e  and form f i l i n g s ,  issued approx imate ly  

10,000 new and 15,000 renewal l i censes ,  and mon i to red  the  f i n a n c i a l  

s t a t u s  o f  over  2,500 i nsu re r s .  I n  a d d i t i o n ,  each year DO1 conducts 

and p u b l i s h e s  premium comparisons and s t u d i e s  o f  v a r i o u s  types o f  

coverage a v a i l a b l e  i n  the  Ar i zona  insurance marke t .  

S ince our  p r e v i o u s  a u d i t s  i n  1979 and 1980 ( r e p o r t s  79-4 and 80-6, 

r e s p e c t i v e l y ) ,  DO1 has made improvements i n  many o f  i t s  ope ra t i ons .  

For example, DO1 now uses a p r i v a t e  company t o  ci+nduct I icensee 

examina t ion  t e s t i n g .  I n  the  area o f  consumer , r o t e c t i o n  and 

awareness, DO1 pub l i shes  the number o f  comp la in ts  rece ived  annua l l y  

aga ins t  insurance companies. I n  an e f f o r t  t o  s t reng then  i t s  

r e g u l a t o r y  and consumer p r o t e c t i o n  e f f o r t s ,  the department supported 

the adop t i on  o f  the U n f a i r  Claims P r a c t i c e s  Act i n  1981. Th is  

p rov ides  the  department w i t h  g r e a t e r  a u t h o r i t y  over the marke t ing  o f  

insurance p o l i c i e s  and the payment o f  c la ims  by i n s u r e r s .  (See a l s o  

Other P e r t i n e n t  i n f o r m a t i o n ,  page 3 7 . )  

However, our  rev iew revealed t h a t  the department cou ld  improve i t s  

consumer comp la in t  i n v e s t i g a t i o n s .  Al though the department handles 

thousands o f  w r i t t e n  compla in ts  a n n u a l l y ,  we i d e n t i f i e d  ways i t  cou ld  

improve t h e  t i m e l i n e s s  o f  i t s  comp la in t  i n v e s t i g a t i o n s .  

a The department cou ld  reduce the de lay  o f  se r i ous  consumer 

comp la in ts  by hav ing a l l  requests and assignments to  the 

A t t o rney  Genera l ' s  o f f i c e  made and p r i o r i t i z e d  by a s i n g l e  

source w i t h i n  the  department.  I n  a d d i t i o n ,  the department and 

the A t t o rney  General should  eva lua te  a l t e r n a t i v e s  t o  reduce 

de lays  w i t h i n  the A t t o rney  Genera l ' s  o f f i c e .  Poss ib le  



a l t e r n a t i v e s  i n c l u d e :  1 )  DO1 fund ing  an A t to rney  General 

p o s i t i o n ,  2 )  c o n t r a c t i n g  f o r  a d d i t i o n a l  l ega l  se r v i ces  w i t h  a  

p r i v a t e  a t t o r n e y ,  and 3 )  h i r i n g  a  departmental  a t t o r n e y  (see 

F i n d i n g  I I ,  page 21 ) .  

a The department cou ld  exped i te  i t s  hand l i ng  o f  r o u t i n e  consumer 

comp la in ts  by c o n t i n u i n g  i t s  e f f o r t s  t o  o b t a i n  and r e t a i n  

i n v e s t i g a t o r s .  A d d i t i o n a l l y ,  the department should  con t i nue  i t s  

e f f o r t s  t o  develop an automated system f o r  the comp la in t -  

hand l i ng  p rocess ,  which should at low i n d i v i d u a l  compla in t  

t r a c k i n g  and the  a b i l i t y  t o  prepare management s t a t u s  r e p o r t s  o f  

the e n t i r e  compla in t  i n ven to r y  (see F i n d i n g  I l l ,  page 3 1 ) .  

Department management a l s o  f e e l s  t h a t  t he  department as a  whole cou ld  

be more e f f e c t i v e  and e f f i c i e n t  i n  meet ing i t s  o b j e c t i v e s  i f  i t  had 

more s t a f f .  A l though DO1 has requested and rece ived  some a d d i t i o n a l  

s t a f f  p o s i t i o n s  i n  recent  yea rs ,  department management contends t h a t  

s t a f f i n g  l e v e l s  have no t  increased i n  p r o p o r t i o n  t o  the demands 

p laced  upon the department (see Areas For Fu r t he r  Aud i t  Work, page 

39).  

The extent  to  which the department has operated w i t h i n  the publ ic  
i n t e r e s t  

DO1 has g e n e r a l l y  operated w i t h i n  the p u b l i c  i n t e r e s t ,  accompl ish ing 

t h i s  i n  a v a r i e t y  o f  ways. For example, the  department conducts and 

pub l i shes  automobi le  and homeowner's premium comparisons t o  a s s i s t  

consumers i n  o b t a i n i n g  coverage f o r  the b e s t  p r i c e .  

I n  a d d i t i o n ,  DO1 he lps  p r o t e c t  the p u b l i c  by imposing requirements on 

i n s u r e r s  and m o n i t o r i n g  those requi rements .  Examples o f  t h i s  i nc l ude  

v e r i f y i n g  c a p i t a l  and su rp l us  amounts r equ i r ed  t o  be ma in ta ined  by 

i n s u r e r s ,  r o u t i n e l y  examining i nsu re r  f i n a n c i a l  i n f o r m a t i o n  t o  

i d e n t i f y  p o t e n t i a l  so lvency problems, conduc t ing  market conduct and 

r a t e  examinat ions o f  i n s u r e r s ,  and r e q u i r i n g  i nsu re r s  t o  d i s c l o s e  

c e r t a i n  m a t e r i a l  i n f o r m a t i o n  t o  p rospec t i ve  p o l i c y h o l d e r s  p r i o r  t o  

s e l l i n g  p o l i c i e s .  



4 .  The extent to  which rules and regulations promulgated by the 
department are  consistent with the Legis la t ive  mandate 

A.R.S. $20-143 g r a n t s  the  d i r e c t o r  broad rule-making a u t h o r i t y .  

S p e c i f i c a l l y ,  t h e  law s t a t e s  t h a t  the d i r e c t o r  "may make reasonable 

r u l e s  necessary f o r  e f f e c t u a t i n g  any p r o v i s i o n "  o f  T i t l e  20. 

Accord ing t o  t h e  department,  the L e g i s l a t u r e  a l s o  au tho r i zed  the 

d i r e c t o r  t o  promulgate r u l e s  on s p e c i f i c  s u b j e c t s ,  such as Medicare 

supplement insurance and l i fe-care fac i l i t i es .  I n  add i t i on ,  the 

d i r e c t o r  has promulgated c e r t a i n  r u l e s ,  as r equ i r ed  by the 

L e g i s l a t u r e ,  on the  sub jec t s  o f  b a i l  bond agents ,  s e r v i c e  companies, 

and the r e a d a b i l i t y  o f  insurance forms. 

The A t t o rney  General reviews a l l  r u l e s  proposed by DO1 t o  c e r t i f y  

t h a t  1 )  the department has the power t o  promulgate the r u l e s ,  2)  the 

r u l e s  a re  c o n s i s t e n t  w i t h  the depar tment 's  s t a t u t o r y  a u t h o r i t y ,  and 

3 )  the r u l e s  a re  app rop r i a t e  i n  form. 

5 .  The extent to which the department has encouraged input from the 
publ ic before promulgating rules and regulations and the extent to 
which i t  has informed the public as to i t s  actions and thei r  expected 
impact on the publ ic 

DO1 appears t o  have ensured adequate p u b l i c  inpu t  on proposed r u l e s  

and r e g u l a t i o n s .  Accord ing t o  department management, the department 

encourages p u b l i c  i npu t  ve ry  e a r l y  i n  the rule-making process.  I n  

f a c t ,  be fo re  the  d i r e c t o r  decides t o  beg in  the formal process, DO1 

ho lds  p u b l i c  meet ings t o  s o l i c i t  p r e l i m i n a r y  comments on proposed 

r u l e s .  A n o t i c e  i s  pub l i shed  regard ing  t h i s  meet ing and copies a re  

sent t o  i n t e r e s t e d  persons. The p u b l i c  comment i s  then reviewed and 

eva lua ted .  

I f  the d i r e c t o r  dec ides t o  proceed w i t h  a proposed r u l e  and DO1 

rece ives  approva l  from the Governor 's  Regula tory  Review Counc i l ,  DO1 

then ho lds  a formal p u b l i c  hea r i ng .  DO1 c i r c u l a t e s  n o t i c e  o f  t h i s  

hea r i ng  t o  i n t e r e s t e d  persons and t o  a p p l i c a b l e  i n d u s t r y  and consumer 

groups. I f  s i g n i f i c a n t  p u b l i c  i n t e r e s t  i s  expected, the department 

w i l l  issue a p ress  re lease on the  proposed r u l e .  Fo l l ow ing  the 

hea r i ng  the department w i l l  g e n e r a l l y  a l l o w  a s h o r t  t ime p e r i o d  i n  



which i t  w i l l  accept w r i t t e n  comments. When a  new r u l e  i s  c e r t i f i e d ,  

the department t y p i c a l l y  issues a  p ress  re lease  summarizing i t s  

e f f e c t  . 

6 .  The extent to which the department has been able to investigate and 
resolve complaints that are within i t s  jur isdict ion 

The department has been a b l e  t o  i n v e s t i g a t e  and r e s o l v e  most consumer 

c o m p l a i n t s  i t  r e c e i v e s .  D u r i n g  f i s c a l  year 1987-88, the depar tmen t ' s  

Consumer A f f a i r s  and I n v e s t i g a t i o n s  D i v i s i o n  handled approx imate ly  

7,000 w r i t t e n  comp la in ts  from insurance consumers. However, t h e  

department c o u l d  improve t h i s  f u n c t i o n  by r e s o l v i n g  comp la in t  

i n v e s t i g a t i o n s  more r a p i d l y  (see F i n d i n g s  i I and I I I ,  pages 21 and 

31,  r e s p e c t i v e l y ) .  

7 .  The extent to which the Attorney General or any other applicable 
agency o f  s tate  government has the authori ty to prosecute actions 
under enabling legis la t ion 

The A t t o r n e y  General has the  a u t h o r i t y  t o  p rosecu te  a c t i o n s  on b e h a l f  

o f  DOI. A.R.S. $20-152 a u t h o r i z e s  the A t t o r n e y  General t o  p rosecu te  

T i t l e  20 v i o l a t i o n s ,  b r i n g  c i v i l  a c t i o n s  t o  e n j o i n  the  v i o l a t i o n ,  and 

p rosecu te  o r  defend a l l  a c t i o n s  r e s u l t i n g  from enforcement o f  T i t l e  

20 p r o v i s i o n s .  Fur the rmore ,  A.R.S. 920-401.04 p r o v i d e s  t h a t  the  

A t t o r n e y  General may e n f o r c e  t h e  o r d e r s  o f  the d i r e c t o r  i n  S u p e r i o r  

C o u r t .  Other c r i m i n a l  and c i v i l  enforcement s t a t u t e s ,  i n  a d d i t i o n  t o  

T i t l e  20 p r o v i s i o n s ,  a r e  a l s o  a v a i l a b l e  t o  the  department.  A DO1 

A t t o r n e y  General r e p r e s e n t a t i v e  i n d i c a t e d  t h a t  t h e  A t t o r n e y  General 

has a  s u f f i c i e n t  l e v e l  o f  p r o s e c u t o r y  a u t h o r i t y  t o  meet D O l ' s  needs. 

8 .  The extent to which the department has addressed deficiencies i n  i t s  
enabling statutes which prevent i t  from f u l f i l l i n g  i t s  statutory 
mandates 

DO1 has a c t i v e l y  addressed d e f i c i e n c i e s  i n  the  insurance s t a t u t e s  

over t h e  y e a r s .  For  example, 11 b i l l s  proposed by the department 

from 1986 through 1988 were enacted by the L e g i s l a t u r e .  Changes 

r e s u l t i n g  from these new laws were i n  the areas o f  l i c e n s e  renewals,  

hea l th -ca re  s e r v i c e  o r g a n i z a t i o n s  ( f o r m e r l y  r e f e r r e d  t o  as h e a l t h  

maintenance o r g a n i z a t i o n s ,  o r  HMOs), long-term c a r e ,  and fees .  



DO1 submi t ted  9 p roposa ls  f o r  c o n s i d e r a t i o n  d u r i n g  the 1989 

l e g i s l a t i v e  sess i on .  Three o f  these b i l l s  a r e  designed t o  increase 

consumer p r o t e c t i o n  f o r  hea l th -ca re  s e r v i c e  o r g a n i z a t i o n  en ro l l ees  

( i n  the event o f  i n so l vency ) ,  long-term care  p o l i c y h o l d e r s  and 

p o t e n t i a l  po l  i c y h o l d e r s ,  and Ar i zona  res i den t s  w i t h  group h e a l t h  

coverage under o u t - o f - s t a t e  employer group t r u s t s .  Another b i l l  

changes medica l  m a l p r a c t i c e  r a t e  s t a t u t e s  so t h a t  the d i r e c t o r  can 

more e a s i l y  determine whether o r  no t  " f r e e  compe t i t i on "  e x i s t s  and 

whether a  r a t e  i s  "excess ive. "  These b i  I I s  i I l u s t r a t e  the 

depar tment ' s  e f f o r t s  i n  address ing u s e f u l  s t a t u t o r y  changes. 

9 .  The extent  to  which changes are  necessary i n  the laws o f  the 
department to  adequately comply wi th  the fac tors  l i s t e d  i n  the Sunset 

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 :  

a Grant DO1 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 ,  comparable t o  the 

a u t h o r i t y  i t  c u r r e n t l y  has under the U n f a i r  Claims P r a c t i c e s  

A c t ,  t o  take enforcement a c t i o n s  aga ins t  insurance companies and 

l i censees  who do no t  p rov ide  t i m e l y  responses t o  those consumer 

compla in t  i n q u i r i e s  no t  f a l l i n g  under the  a c t  (see F i n d i n g  I l l ,  

page 3 1 ) .  

1 0 .  The extent  t o  which the terminat ion o f  the department would 
s i g n i f i c a n t l y  harm the publ ic  h e a l t h ,  safety or we l fare  

Regu la t ing  the  insurance i ndus t r y  i s  necessary t o  p r o t e c t  the pub l i c  

i n  t r a n s a c t i o n s  which can s i g n i f i c a n t l y  a f f e c t  t h e i r  f i n a n c i a l  

w e l f a r e .  Pursuant t o  federa l  law, r e g u l a t i o n  o f  the insurance 

bus iness r e s t s  e x c l u s i v e l y  w i t h  the s t a t e s .  Acco rd i ng l y ,  a l l  50 

s t a t e s  r e g u l a t e  the insurance i ndus t r y  t o  v a r y i n g  degrees. 

Termina t ing  the  department would impact the p u b l i c  w e l f a r e  because 

the federa l  government would most l i k e l y  no t  assume regu la to r y  

r e s p o n s i b i l i t y .  I f  DO1 were te rm ina ted ,  another S t a t e  agency would 

be needed t o  r e g u l a t e  the insurance i ndus t r y  f o r  consumer p r o t e c t  ion 

purposes. 



11.  The extent  t o  which the level  o f  regu la t ion exercised by the 
department i s  appropriate and whether less or  more s t r ingent  leve ls  
o f  regu la t ion would be appropriate 

Our a u d i t  work suggests t h a t  the c u r r e n t  l e v e l  o f  r e g u l a t i o n  i s  

g e n e r a l l y  a p p r o p r i a t e .  However, ques t ions  remain as t o  the most 

e f f e c t i v e  methods f o r  r e g u l a t i n g  insurance r a t e s  (see F ind ing  I ,  

page 7 ) .  

1 2 .  The extent  t o  which the department has used p r i v a t e  contractors i n  
the performance o f  i t s  du t ies  and how e f f e c t i v e  use o f  p r i va te  
cont rac tors  could be accomplished 

DO1 uses p r i v a t e  c o n t r a c t o r s  t o  per fo rm c e r t a i n  f u n c t i o n s .  For 

example, the department c o n t r a c t s  w i t h  a  p r i v a t e  t e s t i n g  company t o  

t e s t  l i cense  a p p l i c a n t s .  I n  a d d i t i o n ,  t he  department r e g u l a r l y  uses 

approx imate ly  40 independent c o n t r a c t o r s  t o  conduct f i n a n c i a l ,  r a t e ,  

and market conduct exami na t  ions o f  i n s u r e r s .  "' Accord ing t o  the  

depar tment ,  t h i s  s i t u a t i o n  has proven t o  be more c o s t - e f f e c t i v e  than 

us i ng  S t a t e  employees. On an as needed b a s i s ,  DO1 a l s o  c o n t r a c t s  

w i t h  c o u r t  r e p o r t e r s  f o r  p u b l i c  hear ings  and w i t h  s p e c i a l i s t s  f o r  

ass i s t ance  w i t h  companies i n  r e c e i v e r s h i p ?  o r  under supe rv i s i on  o r  

conse rva to r sh ip .  

( 1 )  A.R.S. 520-148 a l l o w s  DO1 t o  c o n t r a c t  f o r  such s e r v i c e s .  These independent 

c o n t r a c t o r  examiners a r e  compensated by t he  Insurance  Examiners '  Revo lv ing  Fund 
pursuan t  t o  A . R . S .  $20-159. The r e v o l v i n g  fund i s  re imbursed f o r  examinat ion c o s t s  

by t h e  insu rance  companies. 
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Mr. Douglas R. Norton 
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Phoenix, Arizona 85012 

Dear Mr. Norton: 

The Arizona Department of Insurance ("Department") 
appreciates the opportunity to respond to the report of the 
performance audit conducted by the Office of the Auditor 
General. The Department generally concurs with the findings and 
recommendations contained in the report. We strongly concur 
with the report's finding that the Department needs additional 
staff and funding to enhance our regulatory function. 

Additionally, the Department has begun to address many of 
the concerns noted in the report. In fact, prior to and during 
the audit we began and, in some cases have already completed, 
many of the report's recommendations. Thus, rather than address 
all the points raised i.n the report, we offer the following 
comments and observations to clarify specific statements 
contained in the report. 

FINDING 1 

The report makes a specific finding and recommendations 
regarding the regulation of automobile insurance rates. The 
Department agrees that legislative action is necessary to 
address the high cost of automobile insurance, and also agrees 
that all options should continue to be considered as is being 
done by the Arizona Study Commission on Private Passenger 
Automobile Insurance. It is important to recognize that under 
Arizona's competitive rate system described in the report, the 
law mandates that a rate shall not be held to be excessive if 
competition exists in the area covered by the rate. For this 
reason, in the area of automobile insurance, disapproval of a 
rate must be based upon a finding that the rate is inadequate or 
unfairly discriminatory. 



The Department concurs with the recommendation that any 
reform of laws relating to automobile insurance must include 
provisions to combat insurance fraud because of fraud's 
significant impact on high automobile insurance rates. 

FINDING I1 

The Department recognizes, as does the second finding of 
the report, that delay in bringing administrative or judicial 
proceedings is a problem and the Department is working with the 
Attorney ~eneral's Office to try to reduce the delay. While the 
Department is very pleased with the efforts and representation 
provided by the two attorneys who currently represent the 
Department, the workload (both in terms of the number and 
seriousness of cases) is simply too great to allow for anything 
but a very gradual reduction in the delay. 

The Department has taken several steps to alleviate the 
problem of insufficient attorney resources. On some emergency 
cases, Department personnel have been appointed Special 
Assistant Attorneys General. For example, the Department' s 
Deputy Director and Chief Hearing Officer acted as Special 
Assistant Attorneys General in the ~epartment's litigation in 
the Maxicare bankruptcy. More directly and as set forth in the 
report, the ~epartment's budget request for fiscal year 1991 
includes a request for three attorneys. These attorneys would 
not function as Assistant Attorneys General, i.e. would not give 
legal advice to nor represent the Department during either 
jiudicial or quasi judicial proceedings which is the function of 
the Attorney General. Rather, they would assist the various 
divisions of the Department to speed and better prepare the 
cases to be sent to the Attorney ~eneral's Office and assist the 
Assistant Attorneys General with the preparation of Notices of 
Hearing, petitions and complaints to Superior Court and other 
aspects of the cases. When and if appointed by the Attorney 
General as Special Assistant Attorneys General, they could also 
directly reduce the current backlog of cases. In addition, 
these attorneys could draft the ~epartment's rules required by 
statute so that when such rules are submitted to the Attorney 
General's Office for certification, less time will need to be 
spent by the Attorney General's Office reviewing, modifying and 
rewriting the rules for certification. Finally, it is the 
Department ' s understanding that the division of the Attorney 
~eneral's Office representing the Department has requested 
funding for an additional attorney to represent the Department. 
We have provided the Attorney General's Office with data to 
support this request. 

The Department does not feel that contracting with private 
counsel for representation on routine cases is the most 
efficient solution to the attorney resource problem. Although 
this method is useful in some circumstances, we agree with the 
report's finding that contracting with one full-time private 
attorney would cost in excess of $175,000 whereas one full-time 



staff attorney could be hired for approximately $37,850. 
Moreover, full-time staff attorneys either at the Department or 
at the Attorney General's Office would develop the requisite 
expertise beyond that of most attorneys available in the 
marketplace. 

The Department intends to continue its efforts to obtain 
funding for an additional attorney from the two guaranty 
associations. Such an attorney, in addition to providing 
representation to the guaranty associations, could assist in 
other guaranty fund and insurer insolvency related activities. 

PRIORITIZATION OFCASES 

The Department has pr ior i t i zed  cases since mid-1988. --- 

In addition to working on the problem of an insufficient 
number of attorneys, the Department has taken steps to 
prioritize cases and other matters referred to the Attorney 
General's Office. Since the appointment of the current Director 
of Insurance in mid-1988, the Department has been in the process 
of implementing and refining prioritization procedures to be 
used by Department staff in referring matters to the Attorney 
General's Office. 

We recognized that permitting each Division of the 
Department to refer matters to the Attorney General with 
priorities established by each Division rather than by the 
Department as a whole created the potential for conflicting 
priorities. As a result, each Division, with the exception of 
the Consumer Affairs and Investigations Division, directs all 
matters to be referred to the Attorney General's Office, 
including hearing files and requests for informal legal 
opinions, to a member of the Director's staff. The member of 
the ~irector's staff reviews the matter and determines its 
priority in light of the ~epartment's other matters, then refers 
the matter to the Attorney General's Office, indicating its 
priority. 

The Consumer Affairs and Investigations Division continues 
to refer hearing files directly to the Attorney General. The 
reasons for this include the large volume of hearing files this 
Division refers to the Attorney General, and the practice of 
having a senior investigator review and discuss the hearing 
files with the assistant attorney general as part of the 
referral process. If, however, the Consumer Affairs and 
Investigations Division needs to assign a case a higher priority 
when referring it to the Attorney General, this must be done 
through the Director's staff member responsible for prioritizing 
all the Department's cases. This permits the Department to 
assign priorities on a Departmental basis. In addition, the 
Consumer Affairs and Investigations Division must direct all 



requests for informal legal opinions to the Director's staff 
member, as do all of the other Divisions. 

The Department has implemented a trackinq system - 

As part of the ~epartment's efforts to better track matters 
referred to the Attorney General's Office, the Department 
prepares a monthly report that reflects the status of such 
matters. This report indicates the date and nature of any 
activity that occurred regarding hearing files and requests for 
informal opinions pending with the Attorney General's Office. 
Although this reporting process is fairly new, it is anticipated 
that it will permit us to better monitor and follow up on 
matters that have been referred to the Attorney General. We 
wish to thank the Auditor ~eneral's staff for its valuable input 
on this matter. 

Almost all cases referred to the Attorney General's Office are 
serious. Thus, prioritization of cases by the Department will 
not reduce delays in resolving serious complaints. 

We agree with the Auditor General that prioritization of 
complaints referred to the Attorney General is necessary and 
that the Department should take steps to ensure that such 
prioritization occurs and is well documented. The Department 
has, as noted above, established such a prioritization system. 
However, we also believe that because almost all cases referred 
to the Attorney General involve serious violations of the 
insurance laws, prioritization, no mater how refined, will not 
reduce delays in the resolution of serious cases. Every case 
involving insurer or licensee misconduct is serious and 
important to the Department. However, because of the 
Department's severely limited resources (in terms of numbers of 
investigators and attorneys), matters that adversely affect a 
large number of people will generally be given a higher priority 
by the Department when referred to the Attorney General's Office 
than other serious cases with a less pervasive impact. Cases 
of broad impact include cases involving insurer insolvency (such 
as Maxicare), allegations of widespread misappropriation or 
misrepresentation (such as Arizona Insurance Advisors which 
resulted in revocation of all insurance licenses and in 
restitution to consumers of approximately $50,000) and takeovers 
of Arizona's domestic insurers (such as the current $23 billion 
takeover attempt of B.A.T and Farmers Insurance Companies). 
These major cases often arise suddenly and require immediate 
action to protect the public health, safety and welfare. 
Therefore, they may be given priority over older cases involving 
isolated incidences of misconduct or even more recent cases of 
narrower impact. This in no way means that these lower priority 
cases are not serious or important, and certainly the Department 
makes every effort to see that they are resolved in a timely 
manner. 



FINDING I11 

The Department essentially concurs with the third 
finding, especially with those portions of it which find that 
the Department has an insufficient number of investigators to 
handle the evergrowirig workload. The Department is continuing 
its efforts to solve the problems in this area. Three current 
investigators have recently been promoted to Investigator 111s 
from Investigator 11s. The Department has also obtained three 
additional investigator positions as requested in this year's 
budget; two of these positions have very recently been filled 
and interviews for the third position are ongoing. We hope 
these actions will increase morale by reducing the caseload for 
each investigator. 

The report accurately notes that in 1987 the turnover rate 
for investigators was 100%. We are happy to report that from 
June 1988 to June 1989 the turnover rate for investigators has 
decreased to 13%. Moreover, once the above noted additional FTE 
investigator positions are filled ( which is currently 
occurring), we anticipate an ever1 lower turnover rate due to 
the resultant reduction in case backlog and the increased 
potential for career advancement. 

In our 1991 budget request, we requested as a first 
priority three additional consumer specialists. If these 
positions are funded, the persons filling them will assist in 
dealing with the ever increasing number of telephone and written 
inquiries hence freeing more time for the investigators to 
resolve more complex complaints and violations. 

AUTOMATION OF CONSUPER AFFAIRS 

The report notes that one cause of delay in resolving 
consumer complaints is the manual system of tracking complaint 
files. The Department agrees that given the large volume of 
complaints the Department receives, a manual system for tracking 
these complaints is both inefficient and ineffective. 

The Department is  i n  the process of automating. 

In November, 1988, the Department submitted a three-year 
automation plan to the Data Management Division of the 
Department of Administration. This plan, which is presently 
being updated, sets forth in detail the objectives and 
schedules for automating the Department. In December 1988, the 
Del:artmer~ t, with the assistance and approval of the Data 
Management Division, acquired an IBM AS/400 mini-computer. The 
computer, as well as the salaries of the system operator, 
project leader, programmers and analysts, are currently paid 
from a computer fund created by the legislature from assessments 
collected from insurers and licensees. 



The automation plan recognizes that the Department's 
ability to track an investigation from complaint to resolution 
on a manual system is extremely limited due to the number of 
files and persons involved. Automation will allow the tracking 
of the status of each complaint and will provide an aging report 
for more complex and lengthy investigations. Thus, many of the 
functions currently performed manually, including the 
preparation and mailing of routine forms, will become 
automated. When a complai~lt is forwarded to an insurer and a 
response is requested within a certain period of time, the 
automated tracking system will generate a reminder for the 
investigator on the date the response is due. If the response 
is not received when due, the investigator will take the 
necessary follow-up action. 

The Department agrees that legislation is needed to require 
insurers and other regulated persons and entities to respond 
promptly to regulatory questions and requests for information. 
Without such authority, the Department could take no action if 
such requests were ignored. The Department will therefore 
request such legislation and thanks the Auditor General's staff 
for its excellent suggestion in this area. 

OTHER PERTINENT INFORMATION 

The Department concurs with the comments in this section. 

The Department defers comment on these areas until a full 
audit can be accompl.ished with respect to them except to note 
that the Department believes it is significantly underfunded 
when the scope and importance of its regulatory functions are 
considered. 

SUNSET FACTORS ---- 

The Department fully concurs with the comments related to 
the Sunset Factors. The termination of the Department would 
leave Arizona consumers without any protection in connection 
with the business of insurance. Such a situation is simply 
untenable. 

CONCLUSION 

We would like to compliment the Auditor General's staff on 
the professional work they have done during the performance 
audit and for their constructive attitude and problem solving 
approach to the audit. We recognize that certain problems 
exist, mainly with delay in the completion of investigatory 



matters and related proceedings involving litigation and believe 
these problems are caused by insufficient numbers of attorneys 
and investigators. We have and will continue to attempt to 
increase these resources. Considering the Department's 
resources, the vast scope and importance of the its regulation, 
the large number of licensed individuals and entities under its 
jurisdiction and the tremendous number of complaints and 
inquiries received, we believe the Department effectively 
regulates the business of insurance in Arizona. The Department 
very much appreciates the report's recognition of the funding 
and staffing inadequacies and will continue on-going action to 
implement all recommendations made. 



1275 WEST WASHINGTON 

@fpettix, firironn 85OU7 

Oc tobe r  20,  1989 

The Honorab le  Douglas  R .  Norton 
A u d i t o r  G e n e r a l  
2700 Nor th  C e n t r a l  Ave. 
S u i t e  700 
Phoen ix ,  A Z  85004 

Dear Mr. Nor ton:  

A t t o r n e y  G e n e r a l  C o r b i n  h a s  r e q u e s t e d  me t o  respond t o  
F i n d i n g  11 of t h e  pe r fo rmance  a u d i t  r e p o r t  on t h e  Department  of 
I n s u r a n c e .  However, f i r s t  I want t o  t hank  your  s t a f f  f o r  
mee t ing  w i t h  Mr. C o r b i n ,  P a t r i c k  Murphy and  me on Oc tobe r  1 2 ,  
1989.  The l a t e s t  v e r s i o n  of F i n d i n g  11 r e f l e c t s  some of t h e  
s u g g e s t i o n s  we made l a s t  w e e k .  We a p p r e c i a t e  t h e  time t h e y  
s p e n t  w i t h  u s ,  and t h e  c o n s i d e r a t i o n  shown. 

We s t i l l  have some s e r i o u s  c o n c e r n s  a b o u t  some of t h e  
c o n c l u s i o n s  r eached  i n  F i n d i n g  11, and c o n s e q u e n t l y  w e  a r e  
s u b m i t t i n g  comments which a r e  e n c l o s e d .  

Again,  t h a n k  you f o r  your  c o n s i d e r a t i o n .  

Very t r u l y  y o u r s ,  

W .  Mark Sendrow 
A s s i s t a n t  Ch ie f  Counse l  
F i n a n c i a l  F r a u d  D i v i s i o n  

c c .  Bob Corb in  
P a t r i c k  Murphy 



Attorney General's Resvonse to Auditor General's Audit - 

Legal Services to the Arizona Department of Insurance 

The audit overemphasizes the importance of the 

"complaint cases" in connection with legal services provided by 

the Attorney General to the Arizona Department of Insurance 

("DOI"). These cases comprise approximately 20% of our 

workload for DOI. Thus, the audit examines one limited area of 

the Attorney General's representation of DOI. 

The audit report's basic assumption appears to be that 

the complaint cases are the most important matters handled by 

DOI, and that each is equally important. Both assumptions are 

incorrect. Although many of the complaint cases involve 

serious violations of law, their impact on the public is 

usually less severe than an insurance company insolvency. 

Comparing the two cases cited by the Auditor General with 

insolvency cases dramatically illustrates this point. Contrary 

to the audit report, Case 1 involved a claim for approximately 

$10,000 in unpaid taxes, plus the possibility of a $30,000 

civil penalty. Case two involved a single misappropriation 

which the former Insurance Director originally settled without 

revoking the agent's license, and only requested further 

disciplinary action when the restitution was not paid. 

Contrast these cases with the recent Maxicare and 

Modern Pioneer Life insolvencies which affected the health and 

financial well being of thousands of policyholders. Maxicare 

insured 65,000 Arizona residents, and Modern Pioneer provided 



health insurance to thousands of policyholders in Arizona and 

over 20 other states. It is often difficult, if not 

impossible, to predict when an insolvency will arise, and 

occupy an assistant attorney general for months to the 

exclusion of other cases. When such an emergency occurs the 

complaint cases discussed in the audit will invariably be 

delayed. 

Another fallacy in the audit report is the assumption 

that every complaint case is very serious Some cases may 

involve the misappropriation of hundreds of thousands of 

dollars and numerous victims. Other cases may involve smaller 

losses and fewer victims. Consequently, the more serious cases 

receive priority attention which invariably results in delaying 

the prosecution of other cases such as those described in the 

audit report. 

Case 1 in the audit report is an example of the type 

of case which is assigned a lower priority. That case is not a 

typical misappropriation case in which an insured is left 

without insurance coverage because his premium has been 

misappropriated by an insurance agent. As noted, Case 1 

involved the non-payment of taxes; the unauthorized sales of 

insurance ceased; and no one had been defrauded. Since the 

case did not involve fraud, and since there is no statute of 

limitations barring the collection of the taxes or the 

assessment of penalties, it was given a low priority. 

A third fallacy is that each complaint case when 



submitted to the Attorney General is ready for prosecution. In 

fact, many of these cases require further preparation which 

delays their prosecution. Indeed, many cases are either sent 

back to DO1 for additional preparation, or investigated further 

by the Attorney General's Office. 

The comment at page 23 of the audit report that it 

should only take one day for the Attorney General to issue a 

notice of hearing is misleading unless placed in context. A 

one day turnaround presupposes that every case is ready for 

prosecution which is rarely true; that the Attorney General's 

support staff has nothing else to do, but to process files from 

DOI; that available attorneys are not otherwise engaged in 

other cases; that there are attorneys available to handle the 

resulting administrative hearings; and that DO1 refers only one 

case at a time. 

Not only are some complaint cases more important than 

others, DO1 often gives a higher priority to administrative and 

court actions relating to insolvent insurance companies; 

administrative and court actions relating to policy forms and 

rates; court actions to enjoin and unauthorized and fraudulent 

conduct; and other matters concerning financial and regulatory 

requirements (mergers, acquisitions, withdrawals, regulation of 

third party administrators, regulation of life care contracts, 

regulation of service companies, etc.). 

The audit report also ignores the statutory priority 

given to certain other cases, such as license denials. A.R.S. 

5 20-161(B) provides that the director "shall . . . hold a 
- 3 -  



hearing upon written demand therefor by a person aggrieved by 

any act . . . or order of the director . . . . (S)uch hearing 

shall be held within thirty days after receipt by the director 

of" a demand for a hearing. Under this statute, applicants who 

have been denied licenses are entitled to a prompt hearing. By 

enacting A.R.S. § 20-161(B), the legislature has assigned a 

higher priority to license denial cases than those discussed in 

the audit. This statutory priority affects the Attorney 

General's ability to prosecute the complaint cases, because the 

denial cases have the first call on resources. 

The Attorney General would like to increase legal 

services for DOI, but has been unable to do so due to the 

State's budget constraints. The Attorney General is unable to 

shift available staff to represent DOI, because other agencies 

would suffer a reduction in their already inadequate legal 

services. 

The Attorney General supports DOI's efforts to obtain 

additional staffing outlined on page 27 of the audit report, 

provided that DO1 does not seek an exemption from A.R.S. 

§ 41-192.E. It is the Attorney General's understanding that 

the Director of Insurance does not want to be exempted from 

A.R.S. 3 41-192.E, but is only seeking authority to employ a 

person with legal training who would supervise the Consumer 

Affairs Division. 

In summary, the delays in prosecuting the complaint 

cases result from the volume of work received from DOI. The 



delay in prosecuting the specific cases examined in the audit 

report also results from the fact that those cases are simply 

not the most important cases referred from DO1 to the Attorney 

General. Delaying them in favor of other cases, such as 

insurance company insolvencies, was deemed to be in the public 

interest by DO1 and the Attorney General. 



APPEND l X 

SURVEY METHODOLOGY 

I n  an at tempt  t o  determine the type o f  automobi le  r a t e  r e g u l a t i o n  and 

l ega l  systems c u r r e n t l y  used by o the r  s t a t e s ,  and any insurance reforms 

they a re  c o n s i d e r i n g ,  we conducted a te lephone survey o f  the 50 s t a t e s  

and the D i s t r i c t  o f  Columbia. A i l  b u t  one s t a t e ,  New Jersey ,  responded 

t o  our survey.  I n  a d d i t i o n  t o  responding t o  the su rvey ,  some s t a t e s  sent  

r e p o r t s  and s t u d i e s  f o r  our rev iew.  

Our goal  was t o  o b t a i n  i n f o rma t i on  about auto insurance i n  t h ree  areas.  

F i r s t ,  we sought i n f o rma t i on  rega rd i ng  the major changes made t o  each 

s t a t e ' s  auto insurance r a t e  r e g u l a t i o n  system s i nce  1986. Second, we 

sought i n f o rma t i on  regard ing  t o r t  re fo rm enacted by the  s t a t e s  s i nce  1982 

and reforms c u r r e n t l y  be ing  s t u d i e d  which may have an impact on auto 

insurance.  The t h i r d  area i nvo l ved  n o - f a u l t  insurance.  We at tempted t o  

i d e n t i f y  the types o f  n o - f a u l t  used by the s t a t e s ,  and the impact 

n o - f a u l t  has had on auto insurance c o s t s .  I n  a d d i t i o n ,  we ob ta ined  

i n f o rma t i on  on the r a t i n g  system c u r r e n t l y  i n  use i n  each s t a t e .  

To o b t a i n  t h i s  i n f o rma t i on ,  we designed the survey w i t h  i npu t  from the 

d i r e c t o r  and o the r  o f f i c i a l s  o f  the Ar i zona  Department o f  Insurance,  and 

the chairman o f  the Ar i zona  Study Commission on P r i v a t e  Passenger 

Automobile Insurance.  A d r a f t  o f  t he  survcy was then submi t ted  t o  the 

Department o f  Insurance f o r  rev iew.  

Because o f  t ime c o n s t r a i n t s ,  we u t i l i z e d  a te lephone survey .  Surveyors 

were i n s t r u c t e d  t o  a t tempt  t o  conduct the survey w i t h  department heads 

( d i r e c t o r s ,  commissioners, supe r i n t enden t s ) .  Hawever, we were unable t o  

o b t a i n  i n f o r m a t i o n  d i r e c t l y  from the department heads o r  o the r  top  

o f f i c i a l s  i n  some s t a t e s ,  and thus ,  we had t o  r e l y  on responses from 

o the r  department personnel .  

Fo l l ow ing  rev iew and a n a l y s i s  o f  t he  responses, a d d i t i o n a l  c a l l s  were 

made t o  s p e c i f i c  s t a t e s  t o  o b t a i n  c l a r i f i c a t i o n  o f  responses and/or 

a d d i t i o n a l  i n f o r m a t i o n .  

A copy o f  the survey ins t rument  i s  inc luded  



SURVEY OF STATE AUTOMOBILE INSURANCE 
RATE REGULATION 

S t a t e  Date 

Contact  Name Phone number 

Contact  T i t l e i A g e n c y  

SECT ION I 

1 .  Has your  s t a t e  made major  changes i n  the system used t o  r e g u l a t e  automobi le  
insu rance  r a t e s  s i n c e  m? 
Examples: From p r i o r  approva l  t o  open c o m p e t i t i o n ;  from open c o m p e t i t i o n  t o  

some form o f  p r i o r  a p p r o v a l .  

Yes ( ) No ( ) 

I f  y e s ,  p lease  answer t h e  f o l l o w i n g  q u e s t i o n s .  I f  no ,  go on t o  q u e s t i o n  2 .  

1 A .  D e s c r i b e  the  changes made, i n c l u d i n g  the system p r i o r  t o  the  change and the  
system a f t e r  t h e  change. 

18.  Why were these changes made? What s p e c i f i c  problems was your s t a t e  a t t e m p t i n g  
t o  address? 

1 C .  What were t h e  r e s u l t s  o f  t h e  changes? S p e c i f i c a l l y ,  d i d  t h e  changes a f f e c t  
a u t o  r a t e s ?  D i d  the  changes a f f e c t  premiums p a i d  by the p u b l i c ?  

Have any formal e v a l u a t i o n s  o f  the r e s u l t s  o f  the  changes been conducted? 
Yes ( No ( 1 

I D .  I f  y e s ,  p lease  d e s c r i b e  t h e  general  f i n d i n g s .  (Ask f o r  copy and the  name o f  
e v a l u a t o r . )  • 



1 E .  I f  no e v a l u a t i o n s  have been conducted, what i s  bas i s  f o r  de te rmin ing  impact o f  
changes? 

D i d  the  changes a f f e c t  the resources ( i e ,  funds, personne l ,  e t c . )  needed by 
your s t a t e  t o  r e g u l a t e  au to  insurance ra tes?  

( ) Yes, a d d i t i o n a l  resources were needed t o  implement the changes. 
( ) Yes, less  resources were needed as a  r e s u l t  o f  the  changes. 
( No. 

I F .  I f  needed resources changed, p lease descr ibe  the type o f  change (eg,  a d d i t i o n a l  
s t a f f  needed t o  conduct a d d i t i o n a l  rev iews,  s t r eam l i ned  procedures reduced 
needed s t a f f ,  e t c . )  What was the  a c t u a l  change i n  s t a f f  l e v e l s  and i n  t he  
amount budgeted? 

2 .  I s  your s t a t e  c u r r e n t l y  s t udy ing  any changes t o  i t s  system o f  e s t a b l i s h i n g  
automobi l e  r a tes?  Yes ( ) No ( ) 

I f  yes,  p lease  desc r i be  the  proposed changes and why they a re  under 
c o n s i d e r a t i o n .  

3 .  Does your s t a t e  r e q u i r e  m o t o r i s t s  t o  have automobi le  l i a b i l i t y  insurance? 
Y e s  N o 0  

I f  yes,  what l i m i t s  a re  requ i red?  

4 .  Does your s t a t e  r e q u i r e  m o t o r i s t s  t o  have un insured m o t o r i s t  insurance? 
Yes ( ) No ( ) 

I f  yes,  what l i m i t s  a re  requ i red?  



5 .  Does your  s t a t e  have a s p e c i a l  u n i t  t h a t  i n v e s t i g a t e s  automobi le  insurance 
f  raud? 

( ) Yes, i n  the Department o f  Insurance 
( ) Yes, i n  another  agency. 

Name o f  agency: 
( ) No, no agency i n  t h i s  s t a t e  has s p e c i f i c  r e s p o n s i b i l i t y  f o r  i n v e s t i g a t i n g  

au tomob i le  insurance f r aud .  
( ) Don ' t  know. 

5A. I f  yes,  p lease  desc r i be  t he  reasons why i t  was e s t a b l i s h e d  and the resources 
devoted t o  i t  ( i e ,  s t a f f ,  budge t ) .  

H a s t h e f r a u d u n i t b e e n b e n e f i c i a l ?  Yes ( 1 No ( ) 

5B. I f  yes,  what have been i t s  b e n e f i t s ?  

SECT l  ON l I 

6 .  Has your s t a t e  changed i t s  t o r t  system o r  implemented o the r  major reforms 
a f f e c t i n g  au to  insurance s i nce  E? - 

Yes ( 1 No ( 1 

Examples: I n s t i t u t i n g  n o - f a u l t  insurance,  l i m i t i n g  amounts recovered, e t c  

I f  yes ,  p lease  answer the  f o l l o w i n g  ques t i ons .  I f  no,  go on t o  ques t i on  7 .  

6A. Descr ibe the changes made, i n c l u d i n g  the  system p r i o r  t o  the change and the 0 
system a f t e r  the change. 

a 
6B. Why were these changes made? What s p e c i f i c  problems was your s t a t e  a t t emp t i ng  

t o  address? 



6C. What were the r e s u l t s  o f  the  changes? S p e c i f i c a l l y ,  d i d  the changes a f f e c t  
auto r a tes?  D i d  the changes a f f e c t  premiums p a i d  by the  pub1 i c ?  

Have any formal e v a l u a t i o n s  o f  the  r e s u l t s  o f  the  changes been conducted? 
Yes ( No ( 1 

60. I f  yes ,  p lease desc r i be  the  r e s u l t s  g e n e r a l l y .  (Ask f o r  copy and the name o f  
e v a l u a t o r .  

6E.  I f  no e v a l u a t i o n s  have been conducted, what i s  b a s i s  f o r  de te rmin ing  impact o f  
changes? 

D id  the  changes i n  the t o r t  system a f f e c t  the resources ( i e ,  s t a f f i n g ,  fund ing)  
needed by your s t a t e  t o  r e g u l a t e  au to  insurance ra tes?  

( ) Yes, a d d i t i o n a l  resources were needed t o  implement the changes. 
( ) Yes, less  resources were needed as a  r e s u l t  o f  the  changes. 
( 1 No. 

6F. I f  needed resources changed, p lease  desc r i be  the type o f  change (eg, a d d i t i o n a l  
s t a f f  needed t o  conduct a d d i t i o n a l  rev iews ,  s t r eam l i ned  procedures reduced 
needed s t a f f ,  e t c )  What was the  a c t u a l  change i n  the number o f  s t a f f  and the 
amount budgeted? 

7 .  I s  your s t a t e  c u r r e n t l y  s t u d y i n g  any changes t o  i t s  t o r t  system o r  o the r  
changes in tended t o  a f f e c t  au to  r a tes?  

Yes ( > No ( 1 

I f  yes,  p lease  descr ibe  t he  proposed changes and why they a re  under 
c o n s i d e r a t i o n .  



8 .  Does your s t a t e  c u r r e n t l y  have a n o - f a u l t  system f o r  r e s o l v i n g  automobi le  
c la ims? Yes ( ) No ( ) 

I f  yes,  p lease answer the  f o l l o w i n g  ques t ions .  I f  no,  go on t o  ques t i on  9 .  

8A. When was t he  n o - f a u l t  system i n s t i t u t e d ?  
I s  your s t a t e ' s  n o - f a u l t  system mandatory o r  o p t i o n a l ?  
( ) Mandatory f o r  a l l  m o t o r i s t s  
( ) O p t i o n a l ,  m o t o r i s t s  may chose e i t h e r  n o - f a u l t  o r  t h i r d  p a r t y  insurance 

cove rage.  

88. Does your s t a t e ' s  n o - f a u l t  system a l  low i n j u r e d  p a r t i e s  access t o  the t o r t  
system? Yes ( No ( 1 

I f  yes,  how i s  access determi ned? 
( ) Losses exceed spec i f i ed amount 

What amount? 

( ) Verbal  t h resho ld  (eg,  "permanent and s e r i o u s  damage") 
What i s  s p e c i f i c  d e s c r i p t i o n  o f  th resho ld?  

( ) Combinat ion v e r b a l / d o l l a r  amount 
P lease desc r i be .  

8C. Does your s t a t e ' s  n o - f a u l t  system permi t  a t t o r n e y  involvement i n  the c la ims  
process? Yes ( No ( 1 

I f  yes,  under what cond i t ions? 

8D. Does your s t a t e ' s  n o - f a u l t  system permi t  recovery  o f  noneconomic losses? 
a 

Yes ( ) No ( 

I f  yes,  under what c i rcumstances? 

8E. P r i o r  t o  adop t ing  i t s  n o - f a u l t  system d i d  your s t a t e  have any c o n s t i t u t i o n a l  
p r o v i s i o n s  guaran tee ing  c i t i z e n s  the r i g h t  t o  recover damages through the c o u r t  
system? Yes ( 1  No ( 1  

a 
I f  yes,  how was t h i s  r i g h t  r e c o n c i l e d  w i t h  the n o - f a u l t  system? 



What has been the  e f f e c t  o f  n o - f a u l t  i n  your  s t a t e ?  
1 .  Were any sav ings r e a l i z e d  immediately? 
2 .  Have ra tes  con t inued  t o  increase? I f  so, has the r a t e  o f  

increase been f a s t e r  o r  s lower  than under the t o r t  system? 
3 .  Have r a t e s  decreased? 
4 .  Has the s i z e  o f  c la ims  decreased o r  increased? 
5 .  Have l ega l  fees  increased o r  decreased as a  percent  o f  premium? 

Please desc r i be .  

Have any formal eva lua t i ons  o f  the r e s u l t s  o f  the changes been conducted? 
Yes ( > No ( 1 

8G. I f  yes ,  p lease desc r i be  the general  f i n d i n g s .  Ask f o r  copy and the name o f  
e v a l u a t o r .  

8H. I f  no eva lua t i ons  have been conducted, what i s  b a s i s  f o r  de te rm in i ng  impact o f  
changes? 

9 .  Do you have any a d d i t i o n a l  comments o r  observa t ions  about your s t a t e ' s  
exper ience w i t h  i t s  automobi le  r a t e  r e g u l a t i o n  system t h a t  would be h e l p f u l  t o  
the  Ar i zona  L e g i s l a t u r e  i n  rev iew ing  o p t i o n s  f o r  reduc ing  the c o s t  o f  t h i s  
insurance i n  Ar izona? 
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