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HEALTH INSURANCE CHALLENGES:
BUYER BEWARE

WEDNESDAY, MARCH 3, 2004

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 9:37 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Charles E.
Grassley (chairman of the committee) presiding.

Also present: Senators Kyl, Thomas, Rockefeller, and Daschle.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Good morning, everybody. I thank all of you for
coming and the great interest there is in this problem that faces
us.

I want to suggest that our hearing has at least three purposes:
to expose the significant and growing problems of unauthorized and
bogus health plans and their damaging effect; educating people, in-
cluding employers, about unauthorized and bogus health plans, ba-
sically what they look like; and empower people with information
how not to fall prey to one, and if you have already been scammed,
what you should do next.

There is much to be done at the State level, at the Federal level,
and by insurance companies, among others. Good-faith efforts have
been made, and I commend the efforts made by the Department of
Labor, the National Association of Insurance Commissioners, and
the States, generally.

But at the very same time, we can, and we must, do much more
to protect everyday people who are becoming victims. In other
words, we need to stop bogus health insurance scams.

The problem is growing. The General Accounting Office reports
that from 2000 to 2002, more than 200,000 policyholders were
taken by bogus health insurance scams. Unauthorized health in-
surance and a bogus health insurance plan are entities that sell
health insurance to individuals, unions, associations, and others
with the intent not to pay claims, or at least not to pay all the
claims that they ought to pay, but in most instances pay very few
percentage.

This is not a new phenomenon, but a continuously growing one.
Here is what I am talking about. I would like to show you a pam-
phlet, this pamphlet that was distributed by one of these phony
health insurance plans. It is shiny, looks very official, and paints
a very pretty picture.

o))
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Recently, the staff in my office received a piece of literature ad-
vertising health insurance at a very extremely low cost. This plan
is even advertising that will accept people with all preexisting con-
ditions.This came across the committee fax machine just last week.

To the average person, these two examples, and a lot of others,
look like fabulous opportunities to get lots of health coverage and
other benefits at very low prices. Unfortunately, these items are
from phony insurance companies.

The proliferation of the Internet, the increasing number of unin-
sured, and the ever-increasing costs of health care make the perfect
breeding ground for these scams to be born and to grow.

So, we have this hearing as a wake-up call to America and as
a reminder that there are unscrupulous individuals who inten-
tionally inflict emotional and financial harm upon businesses and
individuals. We must focus on awareness, on education, and, most
importantly, aggressive oversight to prevent bogus plans from tak-
ing people’s hard-earned money.

Today, 43 million Americans are desperate for affordable health
insurance coverage. In addition, the number of people covered by
government health insurance plans is on the rise.

With more and more people being taken by these bogus health
plans, the system is being pressured. More and more people will
become uninsured and end up on Federal assistance programs.

Let us not forget that there are also tax and health policy impli-
cations. The predators are defrauding the taxpayers. The IRS is not
able to catch. The victims are taking deductions, in other words.
When all is said and done, some victims may even end up in the
ranks of Medicaid.

We also need to target the scam artists who do a disservice to
all the good insurance companies that are out there. On a personal
note, I want to point out that no insurance company is safe from
bogus health plans.

Employers Mutual, LLC, a scoundrel that scammed thousands of
people, took its name from a reputable Iowa insurer, Employers
Mutual Casualty Company, that has been in business in my State
for 90 years. The real Employers Mutual has received more than
75 complaints from people confusing it with Employers Mutual, the
scam.

By using the same of a reputable company, bogus plans aim to
confuse consumers, take their money, and run. Any person taken
by a bogus plan is one victim too many. It is easy to forget that
there are human lives and untold stories behind statistics.

That is why we will hear this morning from a panel of everyday
Americans dealing with the horrible consequences of bogus health
plans. They will tell us very troubling, and all too common stories.
Each has come before this committee to remind us that no one is
safe from the wrath of an unauthorized health plan and the trouble
that it leaves behind.

At my request, along with the request of Senators Bond and
Snowe, the General Accounting Office has issued a fact report as-
sessing the effects of unauthorized health plans.

I welcome Ms. Kathryn Allen, who will testify about the latest
GAO report. The GAO report is a fact report. It is a first step in
looking at this complex problem. Also, the GAQ’s Office of Special
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Investigation will discuss the investigation of this one scam that I
have already referred to.

The Department of Labor’s Assistant Secretary Ann Combs is
with us, too. The Department’s responsibility is enforcing the Fed-
eral requirements for insurance and group plans. It found, in
ERISA and implementing initiatives, ways to combat the growing
problem and they see this as one of paramount importance.

We welcome testimony from the National Association of Insur-
ance Commissioners, also from the Texas Department of Insurance,
to discuss efforts to educate consumers and pursue these bogus
plans. Finally, we will hear testimony from Mila Kofman about her
work in this important area.

Now, I would like to say that this hearing is not about what
some people might think it is. This hearing is not about association
health plans, as some have asked me and members of my staff.

Legislating creation of these types of plans is not before this com-
mittee. That is before another committee that has jurisdiction. In-
stead, this hearing is about predators, predators who are feeding
on everyday citizens across our country.

I want to close by saying that it is extremely important and valu-
able to maintain a dialogue among the insurance industry, regu-
latory agencies, Congress, and consumers and their advocates
about the problems that persist.

I hope this hearing will help continue and expand that dialogue
and provide a road map for what still needs to be done. We need
to stop the bleeding and do it now.

Senator Rockefeller?

OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER IV, A
U.S. SENATOR FROM WEST VIRGINIA

Senator ROCKEFELLER. Thank you, Mr. Chairman. It was just oc-
curring to me as you talked, and reviewing your history, when you
get onto something, whether it is in the Defense Department or
some kind of activity which does not please you, I think I would
rather be on your side than on the other side.

The CHAIRMAN. Thank you. I would welcome that.

Senator ROCKEFELLER. The word is called relentless. Absolutely
relentless.

I will put my statement in the record. I will simply say that we
have a company in West Virginia which I think talks about what
you are talking about, Corbin Limited of West Virginia.

Actually, they are a very prestigious company. They went bank-
rupt in 2004 and 444 employees were left with $2 million in med-
ical bills. It was solely regulated by the Department of Labor. We
do things in a very, very different way in our State. So, this is a
hearing of interest and importance, and I thank the Chairman for
having it.

The CHAIRMAN. Well, thank you.

[The prepared statement of Senator Rockefeller appears in the
appendix.]

The CHAIRMAN. Senator Thomas?

Senator THOMAS. Thank you, Mr. Chairman. I really do not have
a statement. I listened very closely to yours. I have to tell you that
my reaction, not knowing much about it, is that we have people
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that have oversight over this thing. We have the Department of
Labor, we have State insurance organizations. I really do not un-
derstand.

I think the question is, why have they not done their job? That
is why you have regulatory people there. I will be very interested
in knowing why they have not stepped in and done something here.
It seems to me that is really the issue.

The CHAIRMAN. All right.

We have an opportunity now to hear from two people who have
gone out of their way and were willing to come and tell us about
the personal problems that these scam artists have caused for them
and their families. We thank you for coming to tell your story.

Marie Almond and Joan Piantadosi. If I pronounced your name
wrong, would you please correct the record? But I am going to term
these people victims. They may want to term themselves some
other way.

But they do have a very real story that you need to hear so you
know what we are dealing with. The world needs to hear it because
there are a lot of other people out there that these two people can
be speaking for.

Would you start, Marie? Then I will go to Joan. We will let both
of you testify, and then if colleagues have questions we will go to
questions at that point.

STATEMENT OF MARIE ALMOND, VICTIM OF UNAUTHORIZED
HEALTH INSURANCE PLAN

Ms. ALMOND. My name is Marie Almond, and I appreciate the
opportunity to take part in the hearing to share my experience as
a victim of a health insurance scam created and operated by Em-
ployers Mutual.

In 2001, I owned a small medical consulting firm with two other
individuals. In March of that year, our company purchased a small
business health insurance plan from Employers Mutual and began
paying premiums.

My life quickly turned upside down in the next 4 months when
I found that I had breast cancer in July. I was devastated and suf-
fered tremendous emotional stress. Unfortunately, my stress would
only compound itself when I realized Employers Mutual was not
paying my claims.

To date, there are outstanding medical bills of $71,000 that I in-
curred on procedures related to my breast cancer, my treatment,
and other medical emergencies during the time that Employers
Mutual should have been paying the claims.

Soon after discovering that I had breast cancer in July of 2001,
I underwent surgery, chemotherapy, and radiation treatment. As
expected, these procedures are very costly, totaling $65,000.

As soon as I received my medical bills, I sent them to Employers
Mutual for payment. Acting under the facade of a legitimate health
insurer, Employers Mutual promptly responded by sending me a
notice that the claims were being processed.

Since Employers Mutual was purporting to be a legitimate com-
pany and there was no indication at that time it was operating a
health insurance scam, I believed that in the future these claims
would be paid.
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Unfortunately, I would soon learn that Employers Mutual’s
claims of processing my bills were nothing more than a front to buy
time for the company to receive premiums.

I distinctly felt that something was wrong, and I learned that the
medical bills had not been paid during the next 3 months. Clearly,
it did not take that long to process claims.

I desperately needed answers, so I contacted the Tennessee In-
surance Commissioner’s office to find out about Employers Mutual.
To my horror, I learned that Employers Mutual was a Nevada com-
panlz and not licensed to sell insurance in Tennessee. My heart
sank.

Still needing answers to my questions about Employers Mutual,
I decided to contact the Nevada Insurance Commission’s office to
learn more. I learned that the State of Nevada had ordered Em-
ployers Mutual to stop operating its scam business.

Unfortunately, I soon learned that I had another problem with
Employers Mutual which would escalate when my doctor said I
needed to have another procedure immediately.

My doctor strongly recommended that I receive the treatment in
the hospital in Germantown, Tennessee. I feared that I would ulti-
mately be responsible for paying for this procedure.

The hospital subsequently refused to admit me because of out-
standing medical claims related to my breast cancer. With no other
option, and as a last resort, I reluctantly agreed to have a proce-
d}lln'e performed in the physician’s office. I simply had no other
choice.

My frustrations with Employers Mutual mounted because the
cost of the procedure was $6,000, and I was at my wit’s end. All
during this time, Employers Mutual continued to purport that it
was a legal health insurance provider, claiming that my out-
standing claims, now of $71,000, were being processed.

Employers Mutual carried on this charade to January of 2002.
However, the curtain fell on January 21, 2002 when the company
finally admitted that a temporary restraining order had been
issued against it and told me that I would not receive any benefits
until the lawsuit against them had been resolved.

At my age, the prospect of not being insured is daunting. As a
small business owner, I knew the cost of coverage for my business
would be exorbitant, yet I needed insurance and I needed it quick-
ly. With no other recourse, I had to leave the company that I start-
ed and go to one of my company’s competitors just to get insurance.

I cannot begin to explain the emotional turmoil that I suffered
when I left the company that I started, forging meaningful rela-
tionships, just to obtain health insurance. To me, I was paying the
ultimate price for Employers Mutual’s scam operation.

Between January 2002 and October 2002, I was uninsured. For-
tunately, there were no medical emergencies at this time. If there
had been, I would have been financially responsible for them. As
of October, 2002, Blue Cross/Blue Shield of Georgia became my in-
surer.

After experiencing Employers Mutual, I was happy to be insured
by a reputable company. However, for almost a year I feared that
I would be financially responsible, until my preexisting coverage
with Blue Cross/Blue Shield. These fears subsided in November of
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2003 when Blue Cross/Blue Shield began paying the claims associ-
ated with my preexisting condition.

I would like to thank you for the opportunity to share my experi-
ence, and I would be happy to answer any questions.

The CHAIRMAN. Do you realize that you are one of the few wit-
nesses that finish right at the bell? [Laughter.]

Ms. ALMOND. That is a good sign.

The CHAIRMAN. Yes.

Now, Joan, would you proceed, please?

STATEMENT OF JOAN PIANTADOSI, WIFE OF ALBERT
PIANTADOSI, VICTIM OF UNAUTHORIZED HEALTH INSUR-
ANCE PLAN

Mrs. PIANTADOSI. Mr. Chairman and members of the committee,
my name is Joan Piantadosi. As a victim of the health insurance
scam created and operated by Employers Mutual, I appreciate the
opportunity to take part in this hearing.

In 2001, I was paying insurance premiums on behalf of my fam-
ily and employees to Employers Mutual, believing it was a legiti-
mate health insurer. During that time, my husband experienced a
medical trauma resulting in the need of a liver transplant.

During this time, the medical trauma was exacerbated by emo-
tional turmoil when we discovered that Employers Mutual was not
a legitimate insurer. Due to the company’s failure to pay our med-
ical claims, there are more than $500,000 in unpaid bills for my
husband’s medical care.

Our story began in July, 2001 when insurance agents contacted
me regarding a health insurance plan being offered by Employers
Mutual. According to one of the agenda, I could save 30 percent on
my health insurance. The agent told me that the insurance was of-
fered through several associations composed of thousands of indi-
viduals whose group associations entitled them to very low rates.

Upon learning of an impending rate increase by Humana, and
that Employers Mutual premiums would be significantly lower, I
decided to switch coverage from Humana to Employers Mutual on
behalf of my family and two employees and our family business.

On August 1, 2001, I began paying premiums. In November of
2001, my husband began experiencing severe neck and shoulder
pain. Our doctor referred us to an orthopedic surgeon, who admin-
istered an epidural in an attempt to provide some relief.

Employers Mutual pre-approved the epidural, as well as the of-
fice visits to our doctor and the orthopedic surgeon. When the epi-
dural failed to alleviate my husband’s neck and shoulder pain, he
began taking over the counter pain relievers.

Unbeknownst to us, the painkillers aggravated his preexisting
liver condition. We would learn afterwards that, over the course of
a few weeks, my husband’s already poorly-functioning liver would
shut down completely.

Before the liver problems became apparent, the orthopedic sur-
geon thought that my husband would benefit from another epidural
for his neck and shoulder pain. For several weeks, I tried in vain
to reach someone at Employers Mutual to obtain pre-approval for
the procedure.
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When 1 finally spoke with an Employers Mutual representative
on December 19, 2001, I was referred to a court-appointed fidu-
ciary. To my alarm, I was advised the company was shutting down
and would not pay any claims submitted after December 31, 2001.

Armed with a letter from the court-appointed fiduciary, we were
able to get the second epidural on December 21, 2001. On Christ-
mas Eve, my husband slipped into a coma due to complications
from the failing liver. On Christmas Day, he underwent a 12-hour
surgery at a Ft. Lauderdale hospital. On New Year’s Eve, after 6
days being comatose, my husband regained consciousness.

The doctors informed us that he needed to be evaluated to deter-
mine whether a liver transplant would be possible. The evaluation
had to be conducted in Miami at Jackson Memorial Hospital. How-
ever, the hospital would not admit him until Employers Mutual
pre-approved payment for the medical bills.

Again, I had to find a way to hold Employers Mutual account-
able. First, I personally attempted to obtain pre-approval for the
transplant evaluation from the court-appointed fiduciary. When
those efforts were unsuccessful, I had my attorney telephone the fi-
duciary on behalf of my husband and myself. Understandably, we
were desperate.

On January 11, 2002, the court-appointed fiduciary sent a pre-
approval for the transplant evaluation. However, the pre-approval
did not guarantee payment. My husband was admitted to the hos-
pital on January 12, 2002. He stayed there for 2 weeks while an
evaluation was conducted.

After being told he would be placed on the transplant recipient
list, he was sent home. In early February of 2002, we were in-
formed that since the lack of insurance coverage, we would have
to pay a deposit of $150,000 before my husband could enter the
hospital liver transplant inpatient program. We simply did not
have $150,000 to cover the deposit. Consequently, my husband was
removed from the recipient list.

Like the preceding months, the next 2 weeks were an emotion-
ally tumultuous time for us. We feared, among other things, that
my husband might die while we were attempting to deal with the
predicament of being uninsured, despite having paid premiums to
what appeared to be a legitimate health insurer.

Fortunately, our story ends on a positive note. First, Eileen
Lieberman, a Broward County commissioner, intervened on behalf
of my husband and he was placed back on the transplant recipient
list. Second, we were able to obtain new insurance in February of
2002 which took effect shortly after on March 1, 2002. Third, and
most importantly, my husband underwent a successful liver trans-
plant on April 10, 2002. Thankfully, the new insurance company
covered the surgery.

Again, thank you for giving us the opportunity to share our expe-
rience with you concerning the health insurance fraud. I would be
happy to answer any questions you might have. Our medical bills
during this time period exceeded $800,000.

Bills of about £500,000 were incurred during the time that Em-
ployers Mutual should have provided coverage, and remain unpaid.
Although our new insurance company covered $300,000 of medical
bills, we were saddled with personal debt that totaled $33,000 for
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medical expenses incurred while we were without any type of in-
surance from January, 2002 to March, 2002.

Thank you for the opportunity to be here.

The CHAIRMAN. Thank you, Joan and Marie.

We will take 5-minute turns for questions.

I only have two questions. I think they would come into the cat-
egory of not necessarily getting new information from you, but
highlighting some things that you have said. I would like to have
both of you to answer both of the questions.

Once you found out that your health insurance was a scam, did
you know who to call in your State or the Federal Government?
Did you have any idea of what to do? And if you did not, where
did you get the information to pursue what you have told us about?

Ms. ALMOND. Well, I have been in the health care industry for
30 years, so I just instinctively knew to call the commissioner in
Tennessee.

The CHAIRMAN. All right.

Ms. ALMOND. I am not sure that I would have known that if I
had not been in health care.

The CHAIRMAN. All right.

And you, Joan?

Mrs. PIANTADOSI. No, I did not know who to call. What I did, was
I sent a telegram to my President and I cc’'d it to my Governor of
Florida. Through that, I was fed information on who to call in Tal-
lahassee, the Insurance Commission, and in Ft. Lauderdale. But
through that telegram, I was led in the right direction.

The CHAIRMAN. Now I would like to have each of you take a mo-
ment, because of your experiences with this problem and how it
highlights the problem that is before this committee and the Con-
gress, and even before our States, and even for something for legiti-
mate insurance companies to help us stay on top of, and tell us,
what advice would you give people across the country if they, like
you, ?are victimized by bogus health plans, based upon your experi-
ence?

Ms. ALMOND. I would go to the State insurance commissioner.
The thing that always has bothered me, or bothered me, is I got
an agent. An agent actually came to our office and sold us this
plan. Well, you go to an agent because they are supposed to know
what they are doing.

The CHAIRMAN. Is there anything about your initial purchase
from the scam company you bought insurance from that you see
now as something that alerted you to the fact that it was a scam
as opposed to the real thing that you can tell us that people might
look out for?

Ms. ALMOND. Well, the low cost. We paid, for three people, $800
a month.

The CHAIRMAN. One of the rules is, if it is too good to be true

Ms. ALMOND. It probably is.

The CHAIRMAN. Yes.

Joan?

Mrs. PIANTADOSI. Well, my advice to the consumer would be to
call their insurance commission. If they are dealing through an
agent, get the agent’s name and all of their information, the insur-
ance policy, and call and just make sure it is legitimate, because
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the packages that are sent out, the faxes that are sent over, look
real, sound real, and there is a human being on the other end of
the phone telling you it is real. So, I would check it out with the
insurance commissioner of your State.

The CHAIRMAN. All right.

Senator Rockefeller, then Senator Thomas.

Senator ROCKEFELLER. Thank you, Mr. Chairman.

An observation, and one question to you, Ms. Piantadosi.

Mr. Chairman, it just amazes me that we talk up here about peo-
ple having health insurance problems, and so much of it is generic
or in the abstract because we do not have people specifically before
us.

We have our constituents that come to see us, but often they do
not bring their health problems to us or they do not want to come
to Washington to do that. They cannot afford to come to Wash-
ington to do that.

It just strikes me how many folks there are out there, not the
44 million uninsured that we always talk about, but how many
folks that are out there who are trying to make things work, run
up against a catastrophe. Eight hundred thousand dollars? I mean,
good grief. That is why a hearing like this is very, very, very im-
portant to us.

The question I wanted to ask you, is I was very interested by
your response because in your second answer to the Chairman’s
question you said, well, I contacted the insurance commissioner of
the State, which would be a very good thing to do.

Your first response was that you telegrammed, I think, your Gov-
ernor and the President. That, to me, was very interesting. That
is what a lot of people do. I was a Governor for 8 years and people
get in touch with your office.

In a small State like the one I come from, they think that, well,
that means the next day they will get something back in the mail,
if not a personal phone call. But life does not usually work like
that.

So the question I have for you is, how long did it take you to
hear from your Governor and from the Office of the President? I
do not care who sent the response, but that gave you the informa-
tion which you said was helpful. How long?

Mrs. PIANTADOSI. I would say about 10 days, I got the first phone
call.

Senator ROCKEFELLER. Well, that is fast. I am surprised by that.

Mrs. PIANTADOSI. It could have been sooner, but I will say, in
about 10 days I got a call.

Senator ROCKEFELLER. Where do you come from?

Mrs. PIANTADOSI. I come from Massachusetts, but I have resided
in Florida for 21 years.

Senator ROCKEFELLER. Well, those are two rather large States.

Mrs. PIANTADOSI. So, it is a mix.

Senator ROCKEFELLER. All right. Well, they are well-run, I guess.
All right. Thank you very much.

The CHAIRMAN. Senator Thomas?

Senator THOMAS. Well, thank you both. Certainly those are very,
very difficult situations that you found yourself in.
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Do you believe, if there is an insurance company/policy operating
in your State, they should be legitimized, that they should be reg-
istered, that they should be authorized to be there?

Ms. ALMOND. Yes.

Senator THOMAS. And whose responsibility do you believe that
would be?

Ms. ALMOND. The State.

Senator THOMAS. The insurance commissioner, would you not
imagine? Is that not what it is for?

Ms. ALMOND. The insurance commissioner of the State.

Senator THOMAS. And what about you? Do you think that there
should be some entity that says, if you are going to operate in our
State—you indicated your insurance companies were not legiti-
mate. You indicated they were a scam. So, would you not think
they ought to have been reviewed before they could operate there?

Mrs. P1ANTADOSI. That was one of my questions when I found
out, why was I not told, or why does the consumer not know that
these people were not licensed.

Senator THOMAS. Why are they even there?

Mrs. PiIaANTADOSI. I was told they were licensed in Florida and
there was a cease and desist. But that was not sent out to the con-
sumer.

Senator THOMAS. Cease and desist to what, do you know?

Mrs. PIANTADOSI. Yes. Cease and desist for them to sell the in-
surance in the State of Florida.

Senator THOMAS. But they were still selling it?

Mrs. PIANTADOSI. Yes.

Senator THOMAS. Thank you. No more questions.

The CHAIRMAN. All right.

Our Democratic Leader just came. I want to give him a chance,
before you leave the table, if he wants to ask you some questions.
You have gotten a chance to get settled. Just get your breath.

Senator DASCHLE. Thank you, Mr. Chairman. I will. I appreciate
your kindness, but I will allow the testimony to go forward. I do
not have any questions at this particular time.

The CHAIRMAN. What I would do then, is thank you. But I am
going to put in the record, and also I hope it is in our packet that
we put out at the tables, I have got seven tips. I do not know
whether there is any magic number about seven tips. It could be
10. Maybe you folks that are victims could add another 20 to it.

But I have seven tips here to avoid being a victim of a health
insurance scam. I will put them in the record. I am not going to
take time to read them now. So, at least minimally, people will
have something to check against if they have any questions about
this.

[The information appears in the appendix.]

The CHAIRMAN. So, I thank you.

I am going to call the next panel. While the next panel is coming,
again, we usually give the courtesy of a statement to the Leaders
if they have to come and say something and run. We understand.
If you want to go ahead now, I would be glad to have you go ahead
now.
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OPENING STATEMENT OF HON. TOM DASCHLE, A U.S.
SENATOR FROM SOUTH DAKOTA

Senator DASCHLE. Mr. Chairman, thank you very much. I know
that this is a busy day for you, too, because you have a bill on the
Senate floor. But I want to commend you for calling this hearing.

I think it is really one of the most important short-term issues
that this committee and the Congress has to address. I look for-
ward to having more time to examine the GAQ’s findings and con-
clusions and to hearing more from the other witnesses that we
have before us today.

I especially want to thank the victims of these scams for coming
forward, as they have this morning. There is no doubt that we face
some extraordinary challenges with regard to health care.

I cannot go home and not hear from people who have lost family
members because of extraordinary medical problems that could not
be addressed because they did not have the resources, double-digit
increases in the cost of health insurance, businesses having to
make difficult choices between literally dropping employees or pay-
ing for higher costs for benefits. So, there is no doubt that we have
some very serious problems.

But, based on the GAO prepared testimony, it is clear that the
Department of Labor, the States, and the NAIC have some very
major challenges to address as we look to the scams that are now
in existence as a result of efforts being made to thwart the enforce-
ment of sound regulatory policy.

The important roles that States play in regulating insurance is
one of the reasons that I think we need to oppose legislation to ex-
empt the association health plans from State regulation.

The National Governors Association, the National Association of
Insurance Commissioners, represented here today by Wisconsin’s
Fred Nepple, the National Associations of Attorneys General, and
virtually every other State-wide organization has come out in oppo-
sition to this exemption.

I think we need to take this opportunity to explore what we can
do to strengthen both our State and our Federal prevention and en-
forcement efforts, and I really look forward to opportunities that
this testimony will afford us in looking more carefully at options
available in public policy.

But, again, Mr. Chairman, I appreciate your interest in holding
this hearing and look forward to the testimony this morning from
the witnesses who have come.

The CHAIRMAN. Your statement gives me a chance to highlight
something I said in my opening comments that you would not have
had a chance to hear.

It happens that I am making a special point to make clear to ev-
erybody that this is not a hearing about association health plans,
this is about scam artists, and mostly because associated health
plans are under the jurisdiction of the other committee, the Health
Committee. So, just to clarify, we are not getting into that. Thank
you, Mr. Leader.

We have Kathryn G. Allen, Director of Healthcare—Medicaid
and Private Health Insurance Issues of the U.S. General Account-
ing Office. This report that is going to be released today was asked
for by Senators Bond and Snowe as well.
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Then we have Robert Cramer, Managing Director, Office of Spe-
cial Investigations of the U.S. Accounting Office. Then we have
Ann L. Combs, Assistant Secretary, Department of Labor, Wash-
ington, DC.

I have got longer introductions for you that I am going to put in
the record. You are very important people. Particularly, as you
know, Ms. Allen, I rely very much on your agency to help in the
oversight that we do. So, we thank you for doing your good work,
and particularly reporting today. Go ahead.

[The information appears in the appendix.]

STATEMENT OF KATHRYN G. ALLEN, DIRECTOR,
HEALTHCARE—MEDICAID AND PRIVATE HEALTH INSUR-
ANCE ISSUES, U.S. GENERAL ACCOUNTING OFFICE, WASH-
INGTON, DC

Ms. ALLEN. Thank you, Mr. Chairman and members of the com-
mittee. It is a pleasure to be here today as you address this very
important topic of how employers and individuals who are seeking
affordable health coverage have been exploited by unauthorized or
so-called bogus entities selling health benefits.

With the double-digit premium increases in the past few years,
lower-priced policies that appear to provide comprehensive cov-
erage can seem very attractive to those seeking affordable cov-
erage.

But, Mr. Chairman, as you have already said this morning, if low
premiums seem to be too good to be true, they probably are. These
unauthorized entities typically begin to market their plans and
they begin to collect large amounts of premiums in their early
phases, and they pay some small claims at first so as not to arouse
suspicion.

But before long, as we have already heard, they begin to delay,
and they ultimately default on, payments of large amounts of le-
gitimate medical claims, often in the millions of dollars.

When this happens, many parties are harmed. This includes the
policyholders themselves and their family members, who can end
up with thousands of dollars in unpaid bills; employers, who found
that they have paid much in premiums for non-existent coverage
for their employees; and health care providers themselves, who are
at increased risk of not being paid for services they have already
rendered.

My remarks today will summarize the findings of the report that
is being released today. Our findings are based on our survey of the
insurance departments of all 50 States and the District of Colum-
bia, as well as our work with the Department of Labor and with
selected States.

My remarks will address three issues: the extent of the problem
nationwide, characteristics that some of these unauthorized or
bogus entities have in common, and, finally, actions that State and
Federal Governments have taken to identify and stop these entities
from spreading.

My colleague, Mr. Cramer, will then elaborate on how many of
these issues have played out in one of the most problematic entities
that we have already heard about this morning, Employers Mutual.
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First, from the year 2000 to 2002, the States and the Department
of Labor identified 144 unique or different entities nationwide that
were selling health benefits coverage, although they were not li-
censed by the States and they were not authorized to provide cov-
erage.

The harm caused by these entities was extensive. These 144 enti-
ties covered at least 15,000 employers and about 202,000 policy-
holders nationwide. This covers far more lives than the 202,000,
because often policyholders represent more than one individual.

At the time of our work, these entities had left more than $250
million in medical claims unpaid, only about 20 percent of which
had been recovered on behalf of policyholders.

The harm was, indeed, widespread and growing during this 3-
year period. Every State was affected, with at least five entities op-
erating in every State in the Nation. Seven States had 25 or more
entities operating within their borders.

The number of unauthorized entities doubled during the period
of our review, from 31 identified in the year 2000 to over 60 new
ones identified in 2002.

Second, the entities took various steps to enhance their appear-
ance of legitimacy. Some used names similar to well-known firms
in order to appeal to individuals’ good faith in established, rep-
utable businesses.

These entities often marketed their products through licensed
agents and they often established relationships with networks of
health care providers or other companies that provide administra-
tive services for employers.

To increase their attractiveness, they typically set their pre-
miums well below market rates and they market to employers and
individuals, including small businesses who are likely to be seeking
affordable health coverage.

They often appeal to individuals in industries or professions that
are more likely to be uninsured, such as the construction or trans-
portation industries.

Third, and finally, the unauthorized entities often characterize
themselves in a way to give the appearance of being exempt from
State regulation. States, however, in reviewing these operations
generally found them to in fact be subject to State regulation,
which enabled them to then take action against them.

Once identified, the States and Department of Labor, both indi-
vidually and collaboratively, took action against these entities and
sought to increase public awareness to prevent their spread.

For example, State insurance departments issued cease and de-
sist orders which commanded them to essentially stop operation for
more than 40 of these entities. However, these cease and desist or-
ders typically apply only to entities operating within individual
State borders.

States also have filed civil and criminal cases and they have
fined or revoked the licenses of agents who received commissions
from marketing these entities. During this period, the Department
of Labor also obtained court orders to stop the activities nationwide
of three large entities, each of which was operating in more than
40 States.
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In closing, Mr. Chairman, it is clear that increased demand for
more affordable health coverage has created an environment ripe
for exploitation. As a result, too many employers and individuals
have paid far too much for non-existent health care coverage.

In such an environment, it is important that the Federal and
State governments work together to remain vigilant to prevent,
identify, and stop these entities from operating.

They must also continue to urge individuals, employers, and in-
surance agents to verify the legitimacy of these entities offering
coverage before committing to purchase their products.

Mr. Chairman, this concludes my prepared statement.

The CHAIRMAN. Thank you, Ms. Allen.

[The prepared statement of Ms. Allen appears in the appendix.]

The CHAIRMAN. Now, Mr. Cramer?

STATEMENT OF ROBERT J. CRAMER, MANAGING DIRECTOR,
OFFICE OF SPECIAL INVESTIGATIONS, U.S. GENERAL AC-
COUNTING OFFICE

Mr. CRAMER. Good morning, Mr. Chairman and members of the
committee. Thank you for the opportunity to appear here today to
summarize some of the evidence that the Office of Special Inves-
tigations at GAO has gathered concerning Employers Mutual,
which was one of the most widespread of the 144 unauthorized
companies we know of that have recently sold bogus health insur-
ance to the public.

Four individuals, who I will refer to as the principals, operated
Employers Mutual during the year 2001, collecting about $16 mil-
lion in health insurance premiums in every State of the Union and
the District of Columbia from over 22,000 people.

Today, Employers Mutual, which is under investigation by law
enforcement authorities, has been shut down. There are, however,
more than $24 million in health insurance claims against Employ-
ers Mutual that have never been paid.

Following the pattern of companies that offer bogus health insur-
ance, Employers Mutual, as has been mentioned, took the name of
a well-established Iowa insurance company, which of course had
absolutely no connection with Employers Mutual.

Notably, both in 1998 and again in 2000, one of the principals
of Employers Mutual was barred from conducting any insurance
business in the State of California, having been found to do so on
two occasions without authorization. Nevertheless, Employers Mu-
tual set up two offices in California and essentially operated its
business within that State.

Again, following the pattern of those who offer bogus health in-
surance plans, two of the Employers Mutual principals formed 16
associations that had names that covered workers in a wide array
of industries and professions, such as farmers, construction work-
ers, mechanics, and food service employees.

Employers Mutual principals were named as the managing mem-
bers of these associations and created on paper health insurance
plans for workers who would join these associations.

The principals contracted with legitimate firms to market these
plans to employers nationwide. Employers Mutual did not obtain
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State licenses to operate health insurance businesses and claimed
that it was exempt from regulation by the Department of Labor.

One of the principals, who was not a licensed actuary, had no
formal training, set the premiums for the 16 associations by going
online and calculating the average rate charged by insurance com-
panies and reducing them so that Employers Mutual, of course, of-
fered the lowest prices.

The principals also formed two companies that purported to pro-
vide networks of health care providers for people insured by Em-
ployers Mutual. At least one of them had no employees and pro-
vided absolutely no services, but was paid hundreds of thousands
of dollars by Employers Mutual.

Additionally, the principals formed two other companies which
purported to provide investment services for Employers Mutual.
However, all four of these companies were found by the District
Court in Nevada to be vehicles to illegally divert premiums.

Over here on the right is a chart, the one labeled “Proceeds of
Employers Mutual Insurance Scam.” It gives a general idea of the
flow of the money. On the very bottom of it, there are 16 little
boxes representing the 16 associations that were formed.

There is a line going up with the box in the middle showing ap-
proximately $16.1 million that Employers Mutual received. The
other four bottom boxes show actual legitimate expenses that were
paid by Employers Mutual. They did pay out $4.8 million in insur-
ance claims and they did pay $1.4 million to insurance agents, bro-
kers who sold the insurance, as well as about $600,000 for claims
processing.

The upper part of the chart shows the ill-gotten gains here.
There are four boxes in the upper portion of the chart. Those are
the four companies that the principals formed to illegally divert
proceeds of the insurance plans. Then, at the top, the four prin-
cipals were ordered by the District Court in Nevada to pay over $7
million which documents showed had been diverted to them.

When the Nevada insurance regulators became aware of Employ-
ers Mutual, they issued a cease and desist order in June of 2001.
Other States subsequently also issued cease and desist orders
against Employers Mutual.

In December of 2001, based on a petition from the Department
of Labor, the U.S. District Court for the District of Nevada granted
a temporary restraining order against the company and its prin-
cipals, freezing their assets and prohibiting them from conducting
further business.

Just to sum up, in addition to Joan Piantadosi and Marie Al-
mond, the two victims who testified here, there are thousands of
other victims of Employers Mutual. In our interviews of those vic-
tims, we have heard tales of sickness, shock at the discovery that
there was no health insurance, debt, ruined credit histories, and
sometimes personal bankruptcies, and, of course, anxiety that
made a sickness far worse than it should have been simply because
people were buying what turned out to be illusory health insurance
from Employers Mutual.

Thank you for the opportunity to testify.

[The prepared statement of Mr. Cramer appears in the appen-
dix.]
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The CHAIRMAN. I want to wait for questions. But did anybody go
to jail because of this, or is this not considered criminal activity?

Mr. CRAMER. There is a pending criminal investigation by the
authorities ongoing at this point in time.

The CHAIRMAN. All right.

Ms. Combs?

STATEMENT OF ANN L. COMBS, ASSISTANT SECRETARY,
DEPARTMENT OF LABOR, WASHINGTON, DC

Ms. ComBs. Thank you. Good morning, Chairman Grassley,
Leader Daschle, and members of the committee. Thank you for in-
viting me to testify today on behalf of the Department of Labor’s
Employee Benefits Security Administration, which has adminis-
tered the Employee Retirement Income Security Act, or ERISA, for
30 years.

The CHAIRMAN. Can I interrupt you for just a minute?

Ms. ComBs. Certainly.

The CHAIRMAN. I am going to have Senator Kyl take over be-
cause I have to go to the floor to manage the FSC/ETI bill. So, I
am going to excuse myself. I will submit questions for answer in
writing.

Ms. ComBs. Thank you. And thanks, again, for the opportunity
to be here.

The CHAIRMAN. Thank you very much. Just proceed.

Ms. ComBs. All right. Thank you.

I would like to ask that my full statement and the educational
materials that we have produced be included in the record.

[The prepared statement of Ms. Combs appears in the appendix.]

Ms. ComBs. ERISA has successfully encouraged the development
of quality employment-based health benefits for most Americans,
but despite its overall success, small businesses and self-employed
individuals remain vulnerable to insurance fraud.

In my testimony today I am going to highlight what DOL, and
in particular the Employee Benefits Security Administration, are
doing to protect small businesses, workers, and their families.

As we have heard from today’s very compelling witnesses, insur-
ance scams come with profound human costs. All too often, victims
of health insurance scams discover they have been lied to when fac-
ing pressing health needs.

It is only after they have received care and the hospital or the
doctor bills them for the full amount, or that they have requested
approval of a medical procedure when they informed that they
have no insurance, that workers are made painfully aware that
they have been defrauded.

A major illness or surgery can cost hundreds of thousands of dol-
lars. These situations devastate workers and their families, threat-
ening their financial security. There is no higher priority at the
DOL than finding the people who perpetrate these scams and shut-
ting them down.

Health insurance scams typically occur when a corrupt promoter
falsely promises low-cost health insurance coverage, collects pre-
miums from unwitting businesses and workers, and then fails to
make good when the claims are filed.
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Given the high cost of securing coverage and market conditions
that put them at a disadvantage, small employers and workers in
small businesses are the most vulnerable to these scams.

In this environment, it is no wonder that health insurance scam
artists can find small employers who are willing to jump at what
looks like a great deal, but which turns out to be, as the Chairman
said, too good to be true.

In practice, many of these scams are multiple employer welfare
arrangements, or MEWASs, under the statute. MEWASs are entities
that provide health benefits to employees of two or more unrelated
employers who are not parties to collective bargaining agreements.

States and the Federal Government jointly regulate MEWAs.
While States can require MEWA operators to be licensed and can
oversee their financial soundness, the Department of Labor en-
forces our fiduciary provisions, which require them to prudently
handle any plan assets and act in the sole interest of the plan
beneficiaries.

In addition to DOL and the States, other Federal agencies such
as the Justice Department and the National Association of Insur-
ance Commissioners are involved in our enforcement efforts.

I am proud of the hard work and the cooperation all of the agen-
cies, both State and federal, have demonstrated in our efforts to
prevent, investigate, and prosecute individuals who prey on vulner-
able workers and their families.

DOL takes a three-pronged approach to stopping health insur-
ance scams. First, we focus on prevention by educating employers
and consumers so that they can avoid being taken advantage of.

Second, we aggressively pursue civil and criminal enforcement
actions, working with the States and the NAIC to shut them down.
Third, we support legislation to create a secure and affordable al-
ternative for small businesses so that they can find health insur-
ance that is secure and that will pay benefits when they are due.
That is the association health plan legislation.

First, let me focus on prevention. We work hard to educate pur-
chasers of insurance. Secretary Chao personally provided detailed
guidance and a fact sheet with tips on how to avoid being taken
advantage of to over 80 leaders of America’s small business com-
munity and asked them to distribute that information to their
memberships.

We also publish and distribute educational materials explaining
the law and Federal and State regulation of MEWAs, and we have
guidance for workers on what to do when their claims have not
been paid or they lose their coverage.

All of these materials are available on our Web site and are dis-
tributed in outreach sessions that we hold with consumers, small
employers, service providers, and insurance commissioners
throughout the country.

The second prong of our approach is enforcement. We conduct
thorough investigations, exchange relevant information with States
and other Federal agencies, file civil complaints, and bring criminal
indictments.

From 1990 through December, 2003, we have conducted 621 civil,
and 107 criminal investigations of health plans that have affected
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nearly 2 million participants and their families, and we have iden-
tified violations involving almost $140 million.

Over the years, DOL and the States have developed strong work-
ing relationships. We exchange case-specific information regarding
ongoing investigations on a regular basis. We participate in NAIC
quarterly meetings to exchange information about health issues
that are of concern to the regulators, and our staffs meeting infor-
mally whenever the need arises.

Our field offices also regularly conduct MEWA training sessions
with outside agencies to discuss investigations. For example, our
Atlanta and Dallas regional offices sponsored a conference recently
with nearly a dozen regional State representatives to discuss these
issues.

We also have made presentations to the FBI’s Health Care Fraud
Task Force regarding these issues, and we conduct a training ses-
sion for them at their Federal center in Glenco.

We undertake projects such as these on an ongoing basis to keep
our investigators and the other regulators that we work with up to
speed on the latest issues and, as I said, to share information about
cases.

When we uncover a corrupt situation, we seek a temporary re-
straining order from a Federal court to freeze the assets of both the
insurance operation and its promoters. The goal is to shut them
down.

We work closely with State insurance departments and the
NAIC, and we typically ask the court to appoint an independent fi-
duciary, who then takes charge of the plan, marshals the assets for
the payment of claims, and works to hold individuals personally
liable for losses.

We share our investigative findings with the States to help them
obtain the cease and desist orders that they can get to deal with
operations within the borders of their States.

Cooperation has been crucial in the investigation of Employers
Mutual. I was going to discuss that, but Mr. Cramer has gone
through that today. We were very involved in that, including get-
ting the temporary restraining order, asking the court to appoint
an independent fiduciary, and we were successful getting a judg-
ment in the Federal court in Nevada, ordering the principals of
Employers Mutual to pay $7.3 million in losses.

Since that time, the independent fiduciary has established that
the losses totaled $26 million, and the Secretary will amend her re-
quest for the court to increase the judgment to cover the full
amount.

We also stand ready to assist the States and the independent fi-
duciary, both of whom have ongoing actions against the over 303
agents who sold these policies, to recover additional monies for the
victims of this abuse.

Health insurance scams threaten the economic security and the
health of America’s workers and small businesses. Insurance fail-
ures, as we heard this morning so graphically, hurt real people who
simply cannot absorb these large-dollar losses. We always remem-
ber that our job is not about statistics. Our mission is to protect
hardworking Americans and their families.
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We are committed to shutting down these health scams and
stand ready to work with Congress to expand access to affordable,
quality health insurance that has rigorous protections from fraud
and abuse and strong enforcement provisions as well so we are able
to make sure that promises that are made to people about their
health insurance are kept.

Thank you for the opportunity to testify today and for allowing
me to go over my time. I look forward to your questions.

Senator KYL. Thank you, Ms. Combs.

Senator Rockefeller may have to leave shortly, so if it is all right
with Senator Thomas, I will call first on Senator Rockefeller, then
Senator Thomas.

Senator DASCHLE. Thank you, Mr. Chairman.

In West Virginia, the State insurance commissioner, which is not
a particularly large office, closely monitors, as do you, Ms. Combs,
every health insurance company for small employers, which is
what an AHP is.

For example, they require every insurer to submit information
every quarter on their financial status. They follow up with on-site
audits. If an insurer does not meet our financial standards, the
State works out a plan of recovery to make sure that funds are
available to pay consumers and providers.

The commissioner also can, and has in the past, taken over man-
agement of the insurance company to protect consumers. So, that
is one side.

Now, my understanding is that AHPs are essentially self-report-
ing with respect to the Department of Labor. DOL is not expected
in the legislation to be a proactive regulator. The AHP is, in fact,
itself, to notify the Department of Labor when they have a prob-
lem, which could take months, or more.

I do not understand. Since when have we relied on insurance
companies to regulate themselves, if I am correct? I would think
that you would be concerned about consumers joining AHPs be-
cause, in effect, the history has been one of health claims not being
paid. Then all of a sudden you are getting asked by the public, by
the Congress, and others, what happened? Why were you not more
accountable to the public?

Ms. ComBs. Well, first, AHPs can offer fully insured products,
and we expect that many of them would. If they offer a fully in-
sured product, that insurance product would continue to be regu-
lated and overseen by the States. So, we envision a very active role
for the States in continuing the work that they do in overseeing in-
surance products.

The legislation does also allow for self-insured AHPs, similar to
self-insurance that is available to large employers and collectively
bargained plans. That would be overseen by the Department of
Labor.

There are several provisions in the legislation that we believe
would work to prevent the kinds of situations we have seen like
Employers Mutual. First, and importantly, every association health
plan, whether insured or self-insured, would be required to file a
certification with the Department of Labor.

One of the big problems that we have——
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Senator ROCKEFELLER. You mean, certification at the beginning
of their existence?

Ms. ComBs. Exactly.

Senator ROCKEFELLER. What about along the way?

Ms. ComBs. They have to file annual reports. But we know who
they are. One of the big problems with the current situation, with
employers mutual and others, has been—and I think you will hear
this from the States as well—that we are always coming in after
the fact after we hear complaints from consumers, because these
people, frankly—not to put too fine a point on it—are crooks.

They are not licensed by the States. They do not sign up. So, we
will know and will be able to isolate who they are and they will
be a viable alternative.

Association health plans will be required to register with the
Federal Government. We will keep a list and they have to file an-
nual reports.

They do have to have a qualified actuary who has to certify then
to us, with penalties that are associated, about their reserves, their
solvency, and their claims-paying ability. There would be, for the
first time, Federal solvency standards for self-insured health insur-
ance. There is no such thing now under ERISA. So, association
health plans would have solvency standards.

There would be a requirement that they have stop-loss insurance
and there would be a fund created which would require all associa-
tion health plans to pay a premium so that, in the event one went
insolvent, the premiums for the stop-loss insurance would continue
to be paid so we could pay out that tail of claims that was in the
pipeline and had yet to be filed.

The legislation also gives us the ability to contract with State in-
surance departments or others, as needed, to make sure that the
requirements of the legislation are being met.

Senator ROCKEFELLER. Would the AHP be required to report to
you if they are having any difficulties at all?

Ms. ComMBS. There are reporting requirements on an annual
basis. If there are situations where there is a precipitous spike in
claims or a drop in reserves, they do have, I believe I am correct,
reporting requirements. But we can certainly fill that in for the
record what, specifically, the cycle is on reporting.

Senator ROCKEFELLER. The annual basis thing would worry me
a little bit. A lot can happen in a year.

Ms. ComMmBs. Certainly, one of the things, as I said in my testi-
mony, we view the legislation as creating a viable, secure alter-
native. It is one of the reasons it is so important, is the reason peo-
ple become victims of these horrible scam operators, is they are
vulnerable. They are looking for affordable health insurance and
they are taken in.

We really need to work together, I believe, to create a secure,
sound alternative. We want to work with the States and with you,
obviously, to make sure that the association health plan legislation
has sufficient protections and sufficient penalties included in it so
that we can avoid these kinds of situations.

If we can get to a position where people either buy the fully in-
sured product or they have to buy product from something that is
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regulated by the Federal Government, we can isolate and put the
bad actors out of business and dry up the demand.

Senator ROCKEFELLER. Real quickly. Do you have any concept of
how many people you actually have working full-time on this mat-
ter in the Department of Labor?

Ms. ComMmBs. Well, we have, right now, 930.

Senator ROCKEFELLER. On only this problem.

Ms. ComBS. Only on MEWAs? We have a MEWA coordinator in
each region—we have 10 regions—whose job is to solely coordinate
the efforts. But both of our enforcement staffs work on this on an
ongoing basis, and we have about 600 people, in general, who work
on enforcement. They are not dedicated solely to MEWAs or the
health insurance scams. But we do have a coordinator in each of-
fice whose sole job is to coordinate that.

We also have benefit advisors. If I can just beg your indulgence.
We have over 100 benefit advisors around the country who deal
with individuals who call us with concerns or complaints.

When we see a pattern of complaints about one insurer, that will
trigger an investigation. That is when we go in. We currently have
130 open cases right now, civil cases, and another 28 criminal
cases, looking at these scams. It is a very high priority for us.

Senator KYL. Thank you.

Senator Thomas, do you have any questions?

Senator THOMAS. Just very briefly.

Ms. Allen and Mr. Cramer identified some of the problems there,
144 different things in every State. Yet, you have talked about how
great a job is going on here. I do not understand that. It does not
seem to me like whatever is happening is working.

There has to be something more, particularly between States. So,
I guess I am asking you, why are you so optimistic about what you
are doing when this 1s the result?

Ms. ComBs. Well, I would not say I am optimistic. I think we
work very well cooperatively and we have done a good job, given
the tough situation.

Senator THOMAS. I am talking about results. I am not talking
about how cooperative you are. I am talking about the results.

Ms. ComBs. Well, we have had 87 criminal indictments.

Senator THOMAS. But you have got 144 out there still operating.

Ms. ComBs. It is a growing problem. As health insurance costs
grow and as people are struggling to find affordable health
insurance

Senc?tor THOMAS. What about licensing? They say they are not li-
censed.

Ms. ComBs. Well, the licensing is done by the States.

Senator THOMAS. Absolutely.

Ms. CoMBs. And I do not mean to push that off on the States.

Senator THOMAS. But you have got this big, coordinated thing.
Why do we not get that operating? I just am very impatient with
what is going on here because there is an opportunity to do some-
thing and apparently we are not enforcing the things that we are
capable of doing.

Ms. ComBs. I share your frustration. However, these people are
not licensed because they are crooks. They do not want to be li-
censed. So, we have to find them and shut them down.
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Senator THOMAS. You have got 600 people out there in your
group, besides the States. It does not take too long to figure out
who is advertising or who is putting it out there that is not li-
censed.

Ms. ComBs. Right. I think that is why we have worked hard on
the education piece that Chairman Grassley mentioned. It is very
important that we get the word out for people to help them avoid
being taken advantage of, and we do think there needs to be a leg-
islative alternative.

We are very committed to creating a new vehicle for small busi-
nesses, in particular, to get affordable health insurance so that
they will not be subject to these scam artists. We do think there
needs to be a change in the law.

Senator THOMAS. I am sorry, but I just cannot really understand
what you are saying. You are supposed to be licensed, right?

Ms. CoMBS. An insurance company. Yes.

Senator THOMAS. Yes. Is that not part of the answer?

Ms. CoMBS. Absolutely.

Senator THOMAS. Then why is that so hard to enforce? I have
been involved in this a little bit. It just does not seem to me like
you are being realistic about the possibilities of doing something
that is not too hard to understand.

Ms. ComBs. Well, again, our hook here is ERISA, so we are not
the agency that enforces licensure.

Senator THOMAS. I understand that. But you say you are cooper-
ating and working with the States.

Ms. ComBS. Yes. Absolutely.

Senator THOMAS. You are exactly right. When you get the asso-
ciation thing, you are going to have more of a problem than you
have now. And if you cannot handle the problem you have now,
how are you going to do that?

Ms. ComBs. Well, the certification is essentially a Federal li-
cense. If you do not have a certification, then an AHP can shut you
down.

Senator THOMAS. Apparently licenses do not work.

Ms. ComBs. Well, we will be able to shut you down if we get a
complaint. If we see an advertisement like the Senator had, we can
shut them down.

Senator THOMAS. You are able to shut them down now.

Ms. ComBs. It takes longer.

Senator THOMAS. You are not, but you can work with the States.

Ms. ComBs. It is a frustrating situation. It is.

Senator THOMAS. I would say so.

Ms. ComBs. I do not mean to argue with you.

Senator THOMAS. I am not arguing either. I am just saying, you
went through all the good things you are doing, but the results are
not good.

Ms. CoMBS. No. The results are not good. It is a tragedy.

Senator THOMAS. All right.

Senator KYL. Thank you. We have a problem in that there is ac-
tivity on the floor which will probably preclude the Chairman from
coming back to chair the hearing, and both Senator Thomas and
I will have to leave in the not-too-distant future.
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Therefore, what I am going to ask is for any other members to
submit questions of this panel in writing. You will have an oppor-
tunity to respond to those questions in writing.

Unless you have anything else you would like to say at this
point, what I would like to do is make sure that the third panel
can come forward and make their presentations before we have to
adjourn the hearing.

So, let me thank all three of you for being here. You may get
some questions in writing. If so, we will look forward to your an-
swers to those.

Thank you again for being here.

Ms. ComMmBs. Thank you very much.

Senator KYL. As this panel is leaving, I will call forward Fred
Nepple, who is chair of the ERISA Working Group, National Asso-
ciation of Insurance from Austin, Texas; Jose Montemayor, the
Commissioner of Insurance of the Texas Department of Insurance
in Austin, Texas; and Mila Kofman, assistant research professor of
the Health Policy Institute at Georgetown University here in
Washington, DC.

We welcome all three of you. If we stick to the clock and the
lights, we should be able to get all the testimony in before the
hearing needs to be adjourned. So, I welcome all three of you.

Mr. Nepple, let us begin with you. We will just go down the line
aﬁd conclude with Ms. Kofman, if that would be all right with you
all.

Mr. NEPPLE. Thank you, Senator.

Senator KyL. Thank you.

STATEMENT OF FRED NEPPLE, CHAIR OF ERISA WORKING
GROUP, NATIONAL ASSOCIATION OF INSURANCE, AND GEN-
ERAL COUNSEL, WISCONSIN OFFICE OF THE COMMIS-
SIONER OF INSURANCE

Mr. NEPPLE. Good morning, members of the committee. My name
is Fred Nepple. I am general counsel for the Wisconsin office of the
Commissioner of Insurance. I am also chair of the National Asso-
ciation of Insurance Commissioners ERISA Working Group.

It is in this capacity that I come before you today to discuss the
NAIC’s efforts to assist in the identification, elimination, and pros-
ecution of unauthorized health plans.

Unauthorized health plans have had a destructive ripple effect
impacting every aspect of the health care system, consumers, em-
ployers, providers, licensed health plans, and the States.

The number and scope of unauthorized health plans has spiked
as health insurance premiums continue to rise at a double-digit
pace. States and the Federal Government have been aggressive in
their response, but the problem persists and we should do more.

All of the unauthorized health plans discussed in the GAO re-
port, though they take on several different forms, have two factors
in common: they offer a plan that claims to provide health benefits
subject to ERISA, and they all claim to be exempt from State in-
surance regulation under ERISA.

The operators of unauthorized health plans rely on aggressive as-
sertions of ERISA preemption to convince licensed agents and oth-
ers to market their plans without alerting regulators.
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When the State insurance regulators or the U.S. Department of
Labor challenge operators, they commonly resist investigations and
discovery with claims of ERISA preemption. They delay by claim-
ing to have troubled information systems, poor claims records, in-
adequate accounting procedures, and litigation among themselves.

Operators of these plans are prepared to engage in extended liti-
gation with regulators to further delay enforcement actions. This
gains some additional time to collect premiums and dissipate assets
while unfunded claims mount.

To address the problem of unauthorized health plans, the NAIC
has implemented a number of initiatives. First, points of contact.
The NAIC maintains a list of contacts in each State which is post-
ed on its Web site.

This list identifies an individual in every State insurance depart-
ment who is familiar with the issue of fraudulent plans and who
can answer questions from the public and the insurance agent com-
munity.

Most insurance departments have this information on their Web
site, as well as in their publications. This has proved to be an im-
portant tool for accelerating identification of suspicious plans.

Bulletins for consumer and agent education. The NAIC has de-
veloped bulletins for use by State insurance departments to draw
attention to the issue of fraudulent plans and to provide guidance.

The consumer alert warns consumers about ERISA and union
plan scams, has suggestions on how to be a smart shopper and to
avoid fraudulent plans, and advises consumers to report to their
State insurance department attempts to sell them fraudulent and
often so-called union plans.

The agent alert reminds agents of their duty to inform State in-
surance departments any time they are approached by a suspicious
entity.

Direct consumer education. The NAIC has budgeted almost
$300,000 to initiate a national media campaign on unauthorized in-
surance. This effort has just begun and will run through June,
2004.

This project includes media campaign development, media pro-
duction, media relations, and Web site development. As a first step
in the campaign, the NAIC printed a brochure, “Make Sure Before
you Insure,” which identifies signs of potential fraud and ways con-
sumers can protect themselves. Needless to say, many State insur-
ance departments have already conducted this type of media cam-
paign.

Information for licensed insurers. The NAIC sent to all NAIC
members in June, 2003 a model regulatory alert for stop-loss car-
riers and third party administrators. The alert reminds stop-loss
carriers and third party administrators that, as part of their com-
mitment to good business practices, they are obligated to review
their internal controls and business practices to ensure they do not
become unwitting accomplices of illegal health plans. Many State
insurance departments have already utilized this bulletin.

Information for regulators. The NAIC distributes the ERISA
handbook, which is currently being updated, which highlights for
regulators the different types of unauthorized entities that seem to
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be most prevalent and provides additional guidance on recognizing
and shutting down fraudulent plans.

Information sharing among States and the Federal Government.
The NAIC helps coordinate information-sharing among States and
the Department of Labor on a continual basis.

Information is exchanged about suspect entities, individuals,
third party administrators, agents, marketing firms, stop-loss car-
riers, re-insurers, and provider groups, essentially everyone in-
volved in every aspect of what is often a complex, convoluted, and
extensive scam. Over the years, States have become more focused
on sharing information through these efforts.

The NAIC also engages in interstate coordination on specific in-
vestigations and is in the process of developing a model law that
will stiffen and ease prosecution of unauthorized insurance.

In conclusion, unauthorized health plans are a growing problem
that negatively impacts the public and the health care system. The
NAIC works closely with the States and Federal Government to fa-
cilitate the prevention, identification, and elimination of unauthor-
ized health plans.

I thank you for giving me the opportunity to speak today and I
welcome the discussion that this hearing brings to us.

Senator KYL. Thank you, Mr. Nepple. I would welcome discus-
sion too, but because of the time, I might announce in advance, you
may get some questions in writing as well. I will have to leave in
a moment. I will turn the chair over to Senator Thomas.

But Mr. Montemayor, it is yours. Thank you.

[The prepared statement of Mr. Nepple appears in the appendix.]

STATEMENT OF JOSE MONTEMAYOR, COMMISSIONER OF
INSURANCE, TEXAS DEPARTMENT OF INSURANCE, AUSTIN, TX

Mr. MONTEMAYOR. Thank you, Mr. Chairman. Thank you, mem-
bers. I really appreciate the opportunity to be here. I did submit
a full statement for the record, but Senators, we need your help.
We really do.

The view from the trenches is not so much that the problem is
not that the States cannot stop the illegal ERISA plans from oper-
ating in their jurisdictions. The real problem is that the shield of
a potential exemption from State regulation under ERISA cur-
rently creates the opportunity for scams to operate for a rather
long period of time before they are recognized formally as illegal,
and before formal action can be taken against them.

So, we do have the authority to shut these scams down and we
do stop them, but we normally cannot do so until after a great deal
of harm has been done.

In Texas, we have issued cease and desist orders against many
of these plans. We have put one which is in Texas into a receiver-
ship. We have ordered millions of dollars in penalties against those
who sold the plan. In 2003 alone, the last year, I issued over 100
orders against licensed insurance agents who sold unauthorized in-
surance, basically ordering three things.

I ordered them to pay, themselves, the unpaid claims, I issued
fines to all of them, which are normally offset as they made claims
payments, and in many cases I revoked their license.
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The perpetrators, as it was pointed out to you, all have this com-
mon theme. They all sort of grabbed onto this ERISA preemption.
They got great-looking documents that they put out to the public,
and they are quite believable. They are very convincing and cre-
ative.

The examples abound. You heard about Employers Mutual. We
put one in receivership ourselves called American Benefits Plan,
and there is another plan called TRG. Clearly, most of the problem
is, the people that wound up being victimized, as you learned, were
the small employers who probably do not realize that most other
employer plans or union plans are not available for sale to the gen-
eral public.

Legitimately, you and I cannot buy into, say, the Coca-Cola
health plan or the Teamsters health plan unless you are either an
employee of Coke or you are a Teamster. That is the bridge, the
leap forward that is being taken here that normally winds up with
all of that harm. That is the common method.

Most of these people thought they were getting a great deal on
health insurance. Many State departments of insurance were un-
aware that these plans were within their borders until all the com-
plaints started flooding in. So, even then, it takes time to prove
that the plans were operating as non-exempt MEWAs as opposed
to exempt single employer or union plans.

I have got five solutions for you where we really need your help.
Number one, we would request that the committee consider ex-
panding powers of the Department of Labor to take action against
illegal ERISA plans.

Currently, most of the focus appears to be on the breach of fidu-
ciary duty or fraud in order to take civil or criminal action. This
is, of course, a far cry from what we are able to do at the States.

At the States, we can merely show that the insurer is either in-
solvent or it is in hazardous financial condition and we can shut
it down just on that. It is so much easier to demonstrate that a
plan is broke as opposed to the breach of fiduciary duties. I think
similar authority should be given to the DOL.

It is always particularly important because you have got to re-
member that ERISA health plans have no statutory requirements
to maintain reserves to pay their claims, or that there is no guar-
anty fund protection should they actually fail.

The second recommendation is that DOL should also be given au-
thority to issue preliminary cease and desist orders against plans
that are in a financially hazardous condition. While this will not
take care of the whole problem, it will at least stop them in their
tracks from signing up new victims as they go on before we do
eventually shut them down.

Third, there should be some specific criminal or civil penalties for
falsely holding themselves out to be legitimate ERISA plans. I
mean, you and I cannot hold ourselves out to be doctors, or a law-
yer, or an accountant. You cannot hold yourself to be something
you are not without incurring a penalty. There is no such penalty
for holding yourself out to be a legitimate ERISA plan without ac-
tually being one.

Fourth, I recommend that ERISA plans be required to make up
a preliminary filing. You heard this before. Disclosing, for example,
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who will be operating the plan, who will be insured by this plan,
and what back-up insurance do they have?

As mentioned previously, one of the factors that allows the quick
growth of unauthorized plans is the inability of employers and con-
sumers to check. For example, in Texas we have got a 1-800 line
and we are online. You can always call our 1-800 line or get online
and figure out who is legitimate, who is not, who is licensed.

In the case of ERISA plans, there is a gap of about 19 months.
I think there is a Form 5500 that they can file after a year of oper-
ation, and then 7 months later they are required to make a filing.

There is a 19-month gap there where they can virtually operate
under the radar and they can truthfully say to anybody that comes
to shop, there is no place for you to call and check on us, you are
just going to have to take my word on it.

The fifth recommendation, just briefly. The States must be given
explicit authority to subpoena jurisdictional information. Typically
what happens, we even get a lot of resistance, even saying, as we
start investigating the purported ERISA plans to even determine
if they are a MEWA or an illegal MEWA, is that they are protected
from even having to give us some information because the Federal
law preempts our authority even to ask. So, it is very, very prob-
lematic.

So, in conclusion, I appreciate you giving me this opportunity. It
is a huge problem. We have taken a number of actions. There are
some definite things that can be done in the here and now to im-
prove on what we have got and get to the very issues we are asking
about that cause us an enormous amount of frustration. Thank
you, Senator.

Senator THOMAS. Thank you.

[The prepared statement of Mr. Montemayor appears in the ap-
pendix. |

Senator THOMAS. Ms. Kofman?

STATEMENT OF MILA KOFMAN, ASSISTANT RESEARCH PRO-
FESSOR, HEALTH POLICY INSTITUTE, GEORGETOWN UNI-
VERSITY, WASHINGTON, DC

Ms. KOFMAN. Thank you very much. As you can tell from my
voice, I have laryngitis, so my statement will be pretty brief.

Senator THOMAS. Do you have insurance? [Laughter.]

Ms. KOFMAN. Luckily, I am married to a Federal employee.
Thank you. [Laughter.]

My name is Mila Kofman and I am an assistant research pro-
fessor at Georgetown University’s Health Policy Institute. My ex-
pertise is with private health insurance and my most recent re-
search has focused on health insurance scams.

Thank you for investigating this serious problem. It is an honor
for me to be here to share with you findings of my research. It is
also terrific that the GAO findings are completely consistent with
my research findings, which I reported on last year.

I would respectfully request that my written statement and the
Commonwealth report summarizing the research findings be made
part of the record.

Senator THOMAS. It shall be.

Ms. KorMAN. Thank you.



28

4 [The prepared statement of Ms. Kofman appears in the appen-
ix.]

Ms. KOFMAN. An influx in phony health plans is a symptom of
a larger problem, which is the lack of affordable health insurance,
desperate employers and people looking for alternatives to keep
themselves and their families insured.

You heard from two victims this morning. I can give you lots and
lots of other victims. One person decided to forego cancer treatment
when he learned that his health coverage was phony. He did not
want to burden his family to be responsible for his additional bills
for cancer treatment. He is now dead.

I have another person I spoke to who now has long-lasting, life-
long physical conditions. She cannot see out of one of her eyes. So,
the victims you heard from this morning are the lucky ones, the
survivors. Many are not going to survive the cycle of scams.

Many victims, I know, are still uninsured as a result. They do
not have access to employer-based health insurance and, because
of existing medical conditions, they cannot find new insurance in
the individual market. The ones that do are surcharged or their ex-
isting conditions are not covered. So, it is an ongoing problem even
after the scam is shut down.

I will not go into the details of the facade of legitimacy that these
scams operate under. You heard from the GAO and some of the
other folks here.

I do want to talk briefly about the operators of the scams. The
scams I looked at, they are all repeat offenders. They have done it
bef%re. They know how to do it, and that is how they can get away
with it.

You heard from the GAO about one of the principals of Employ-
ers Mutual. He was shut down by the California Insurance Depart-
ment in 1999, then was shut down again in 2000 for running a
similar scam. That is the same year he started Employers Mutual.

They sometimes change their names, they sometimes move to
new States, other times they do not even bother. They just change
the name of the scam and stay in the same office selling phony
health insurance again and again.

Where does the money go? You heard Employers Mutual col-
lected over $16 million in premiums and only paid a small portion
of that in claims and legitimate expenses. Well, they run pretty
slim operations. One company had a P.O. box and no employees
and was taking in millions of dollars. Another company had a
small office in a shopping center, again, a national scam, taking in
millions of dollars.

They live the lifestyle of the rich and not-so-famous. They have
country club memberships. They take worldwide vacations. They
buy expensive houses. One operator bought a castle in Ireland.
They rent expensive properties behind gated communities. They
pay off expensive mortgages. They buy expensive cars. That is
where the premiums go.

The ones who do not spend the money hide the assets offshore
in offshore bank accounts. They are very good at that. They move
assets around very quickly. In one case, the Federal District Court
judge ordered assets to be frozen. In response to that, the operators
moved assets around into new banks and new bank accounts.
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Well, this Federal judge was pretty smart. The next order seizing
assets and freezing them was done under seal. In fact, he issued
subsequent orders and they are still under seal, which means that
the operators do not know that the assets have been frozen.

I agree with you, Senator Thomas, government response is not
as good as it should be. Although there is a lot of efforts by States
and some by the Department of Labor to address this problem, un-
fortunately government institutions—Federal Government institu-
tions, that is—are not doing what they are supposed to do to pro-
tect the victims.

The biggest problem is that operators of these scams are still out
there and they can do the same thing again and again. They have
not been indicted. These people are still not in jail.

Civil actions do not stop them. You need more Federal actions
and you need faster actions by the Federal Department of Labor.
It is unacceptable that it takes 2 years to go to Federal court to
shut an entity down.

The same entity that States shut down 2 years ago, the Depart-
ment of Labor just recently went to Federal court to shut down. By
then, it is too late. All the assets have been hidden or spent. That
does not help victims. Thank you. My time is up. I am happy to
take questions.

Senator THOMAS. Well, thank you. Thank you all very much. I
think you have shed a lot of light on this. Ms. Kofman, if the States
see someone that looks like they are operating illegally, but they
say they are working under ERISA, can they not get a response as
to whether they are or are not right away?

Ms. KOFMAN. It takes time. It is just a delay tactic. These opera-
tors know that, as long as they can stay out there and stay out of
State court, they can hide assets and spend the money. It does take
time to get a determination that these things are not ERISA.

In many instances, these operators remove State cases to Federal
court to delay State action. One State spent half a million dollars
litigating the ERISA question.

Senator THOMAS. Mr. Commissioner, I get the impression that
that is kind of what you hear when someone is doing something.
ERISA does not list them, does not know?

Mr. MONTEMAYOR. There is that gap, that long gap of time that
they are not required to register.

Senator THOMAS. Just to identify whether they are in ERISA or
not?

Mr. MONTEMAYOR. Right. They are self-anointed, originally. They
are not required to file anything with anybody until their first fil-
ing, which I think is a 5500, or something like that, which is due
at the end of their first year of their operations.

That is not due in for another 7 months after that, so you can
almost go about 19 months completely legitimately as a declared
ERISA plan. I mean, we have packed a lot of convenience into
ERISA to facilitate groups coming together and getting that cov-
erage, and I think that they have just been using that. I think if
they register initially right off the bat before they sign up the first
person, it would help tremendously.
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Senator THOMAS. I see. This is part of the problem. This is one
of the difficulties for the States to really function with some of
them. Is that correct?

Mr. NEPPLE. That is correct, Senator. In fact, right now, I opened
an investigation on Monday on a union plan that we learned was
sold to several people in the State of Wisconsin. I brought in two
Wisconsin agents and questioned them on Monday. I expect I am
going to issue a demand for records from the union when I get
back.

I expect the unions can claim that it is exempt under ERISA and
refuse to produce the records, which puts me in the position of
proving the negative as to whether they, in fact, are a collectively
bargained plan established pursuant to a collective bargaining
agreement.

I will do that. It will take time. Meanwhile, fortunately, only five
people in the State of Wisconsin who have been covered will be
moved to our high-risk plan or other coverage.

Senator THOMAS. That is interesting. They talked about the coop-
erative activity. Is there a relationship, pretty close, between your
State operations and DOL?

Mr. MONTEMAYOR. No question about it. We talk to those folks
every single week. In my department, I have got a coordinator just
for the Texas Department of Insurance, assigned full-time to noth-
ing but that, and about 20 people part-time supporting him on the
civil side.

On the criminal side, I have got a full-fledged criminal team on
my fraud division after this very same thing, putting cases together
to give them to a prosecutor and prosecuting them. In our efforts,
we always tie in with the DOL folks in the Dallas office and coordi-
nate that.

Senator THOMAS. Well, I really appreciate your listing the things
you think for remedies. That is really where we are. We all know
we have got a problem. The first panel laid that out pretty well.

But the solutions. Do you basically agree with the five things he
mentioned?

Mr. NEPPLE. I think they are very worthwhile areas that we
should work on, carefully, Senator.

Senator THOMAS. Ms. Kofman, do you have any suggestions other
than that in terms of resolving the problem?

Ms. KOFMAN. Yes. I think there is a perception out there that the
Justice Department is not prosecuting these cases, and I think
there is good reason for that perception, because we have not seen
any criminal indictments on these current operators. So one of the
suggestions I have for you is to ask the Justice Department why
they are not going forward with these cases.

In one Federal case, the District Court judge had to order the
U.S. Attorney’s Office to open a criminal investigation based on evi-
dence that he saw in a private civil case where there was evidence
of money laundering, fraud, health care fraud, wire fraud, all sorts
of RICO violations. A Federal judge had to order the Justice De-
partment to investigate. That is a big problem.

Senator THOMAS. Yes. Well, this seems like this is different than
someone who unlawfully goes in and does a couple of things and
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disappears. These are people that are out there, and so on. It
seems like there ought to be some remedies, and I appreciate that.

Well, thank you so much. The record will stay open, unusually,
for 3 weeks in case someone wants to ask you some more questions.

But it is my understanding that the Chairman has a plan to look
at this issue further and ensure that the responsible agencies have
the tools to do the jobs that are there.

So, we thank you very much for being here and look forward to
working with you in finding some remedies for the things that are
wrong. Thank you very much.

The committee is adjourned.

[Whereupon, at 11:09 a.m., the hearing was concluded.]
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offer attractively priced premiums
but do not fulfill the expectations
of those buying health insurance.
‘These unauthorized entities—also
known as bogus entities or
scams—inay not meet the financial
and benefit requirements typically
associated with health insurance
products or other arrangements
that are authorized, licensed, and
regulated by the states.

This testimony is based on.GAO's
recent report Private Health
Insurance: Employers and
Individuals Are Vulnerable to

¥z horized or Bogus Entiti
Selling Coverage, GAO-04-312
(Feb. 27, 2004). In this testimony,
GAO was asked to identify the
number of entities that operated
from 2000 through 2002 and the
number of employers and
policyholders affected, approaches
and ¢haracteristics of these
entities’ operations, and the actions
federal and state governments took
against these entities. GAO
analyzed information obtained
from the Departrnent of Labor
{DOL) and from-a survey of
insurance departments in the
states; interviewed officials at DOL
and at insurance departments in
Colorado, Florida, Georgia, and
Texas; and examined the
operations of one of the largest
entities—Employers Mutual, LLC.
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To view the full product, including the scope
and methodology, click on the link above.
For more information, contact Kathryn G,
Alien at (202) 512-7118 or Robert J. Cramer
at (202) 512-7455.
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PRIVATE HEALTH INSURANCE

Unauthorized or Bogus Entities Have
Exploited Employers and Individuals
Seeking Affordable Coverage

What GAO Found

DOL and the states identified 144 unique entities not authorized to sell health
benefits coverage from 2000 through 2002. Although every state was
affected by at least 5 of these entities, these entities were most often
identificd in southern states. These unauthorized entities covered at least
15,000 exployers and more than 200,000 policyholders. The entities also left
at least $252 million in unpaid medical clairos, only about 21 percent of
which had been recovered at the time of GAO's 2003 survey.

In most cases, the operators characterized their entities as one of several
types to give the appearance of being exempt from state regulation, but
states found that they actually were subject to state regulation. Other
characteristics that were common among at least some of these entities
included

+ adopting names that were familiar to consumers or similar to legitimate
firms,

« marketing their products through licensed agents and with other health
care or administrative service companies,

e setting premiums below market rates,

« marketing to employers or individuals that were particularly likely to be
seeking atfordable insurance aiternatives, and

« paying initial claims while collecting additional premiums before ceasing
claims payments.

Employers Mutual adopted many of these characteristics as it collected
approximately $16 million in premiums from over 22,000 people in 2001,
leaving more than $24 millicn in medical claims unpaid.

Both federal and state governments—individually and collaboratively—took
action against these entities and sought to increase public awareness. For
example, state insurance departments issued cease and desist orders against
41 of the 144 entities, and DOL obtained court orders against three large
entities from 2000 through 2002. States also took other actions against some
entities’ operators and agents that received commissions for marketing these
entities. Further state or federal actions remain possible as many
investigations remain ongoing. States and DOL primarily focused their
prevention efforts on improving public awareness, including the need for
consumers, employers, and insurance agents to verify an entity’s legitimacy
with insurance departments.

United States General Accounting Office
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Mr. Chairman and Members of the Committee:

We are pleased to be here today as you address how employers and
individuals have been exploited by unauthorized or bogus entities selling
health benefits. As private health insurance premiums have risen at
double-digit rates in recent years, employers and individuals who have
sought to purchase more affordable coverage have fallen prey to certain
entities that may offer attractively priced premiums but do not fulfiil the
expectations of those buying health insurance coverage. These
unauthorized entities—also sometimes referred to as bogus entities or
scams—may price their products below market rates to attract purchasers
but may not meet the financial and benefit requirements typically
associated with health insurance products or other arrangements that are
authorized, licensed, and regulated by the states. When these entities do
not pay legitimate claims for the costs of care that policyholders incur, the
harm can affect several parties: individuals may be held responsible for
their own medical bills, which can mean owing thousands of dollars;
employers may find that they have paid premiums for nonexistent
coverage for their employees; and health care providers may be at
increased risk of not being paid for services already rendered. In addition,
federal and state governments may need to invest significant public
resources to investigate and shut down these unauthorized entities.

Our testimony will summarize findings of a report that we are releasing
today that examines the prevalence of these entities and their impact on
employers, especially small employers, and policyholders.’ At your
request, Mr. Chairman, together with Senator Snowe, Chair of the Senate
Committee on Small Business and Entrepreneurship, and Senator Bond,
we examined (1) the number of unauthorized entities selling health
benefits that federal and state governments identified from 2000 through
2002, the number of employers and policyholders affected, and the amount
of unpaid clairas involved, (2) approaches and characteristics of these
entities' operations, and (3) the methods federal and state governments
have employed to identify such entities and to stop or prevent them from
continuing to operate. We surveyed each state's insurance department in

'U.S. General Accounting Office, Private Health Insurance: Employers and Individuals
Ave Vulnerable to Unauthorized or Bogus Entities Selling Coverage, GAO-04-312
(Washington, D.C.: Feb. 27, 2004). We conducted our work for the report from January 2003
through February 2004 in ac with lly accepted go auditing
standards.

Page 1 GAO-04-512T
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2003, including that of the District of Columbia,’ and also obtained data
{rom the Department of Labor’s (DOL) Employee Benefits Security
Administration (EBSA), which conducts civil and criminal investigations
of employer-based health plans.’ We consolidated information from DOL
and the states to determine the unduplicated number of entities identified
from 2000 through 2002 and the numbers of affected employers and
policyholders.* We also asked states to provide information on a related
type of problematic arrar t—discount arr ts that may be
misrepresented as insurance. We interviewed officials with EBSA,
including those in three of its regional offices (Atlanta, Dallas, and San
Francisco); the National Association of Insurance Commissioners (NAIC);
insurance departments in four states that were identified as being affected
by a relatively large number of these entities (Colorado, Florida, Georgia,
and Texas); and other experts and associations, including those
representing insurance agents and administrators of employers’ health
benefits. Because many of the federal and state investigations regarding
these entities were ongoing at the time we did our work, we generally do
not name specific entities except in situations in which publicly disclosed
actions have been taken against an entity. We also examined in detail the
operations of one of the largest entities identified during this period,
Employers Mutual, LLC, and the actions federal and state governments
took to stop it from operating.

In summary, DOL and the states identified 144 unique entities not
authorized to sell health benefits coverage from 2000 through 2002.
Although every state was affected, with at least five entities marketed in
each state, these entities were most often identified in southern states.
Specifically, of the seven states with at least 25 entities, five were located
in the South. These 144 unauthorized entities covered at least 15,000
employers and more than 200,000 policyholders frorm 2000 through 2002.
At the time of our 2003 survey, DOL and the states reported that the

’Throughout this testimony, we include the District of Columbia in our discussion of states;
we refer to each state's insurance department, division, or office as an insurance
department.

“In conducting our state survey, we asked states to use the following definition: “an
unauthorized health benefits plan is defined as an entity that sold health benefits, collected
premiums, and did not pay or was likely not to pay some or all covered claims. These
entities are alsc known as insurance scams.” We asked EBSA to provide information using
a similar definition.

‘States provided data on the number of policyhelders and DOL provided data on the
number of participants; we refer 1o the combined data as policyholders in this testimony.

Page 2 GAO-04-512T
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identified entities did not pay at least $252 million in medical claims and
only about $52 million—about 21 percent of the total unpaid claims—had
been recovered on behalf of policyholders and those covered by the
policies.

Most unauthorized entities characterized themselves as one of several
types of arrangements and some had other approaches in cornmon. For
example, the operators of these entities often characterized the entities in
one of several ways that gave an appearance of being exempt from state
insurance regulation when they should have been subject to regulation.
Some entities selected names that resernbled legitimate insurers or
employee benefit firms and recruited insurance agents, administrative
services companies, and health care provider networks to enhance their
appearance of legitimacy to consumers and employers. The entities
typically set their prices below market rates to be attractive especially to
employers or individuals seeking more affordable health insurance
alternatives. One of the largest entities, Employers Mutual, used a name
similar to the long-established, lowa-based Employers Mutual Casualty
Company; established associations to sell its products; marketed its
products through licensed insurance agents and contracted with other
companies for administrative services; and, according to court documents,
set premiums by underpricing the average of sample rates posted on the
Internet. According to court documents and DOL, during a 10-month
period in 2001, Employers Mutual collected approximately $16 million in
premiums from over 22,000 people and did not pay more than $24 million
in medical claims for which they were liable.

Both federal and state governments—individually and collaboratively—
took action against these entities and sought to increase public awareness.
For example, state insurance departments issued cease and desist orders
against 41 of the 144 unique entities identified from 2000 through 2002.
Such an order, however, only applies to the activity in the issuing state.
States reported also taking other actions, such as filing cases against the
entities’ operators in civil or criminal courts or fining agents or revoking
their licenses for selling unauthorized coverage. DOL obtained court
orders against three large entities from 2000 through 2002 that prevented
their operations nationwide. Further actions remain possible as many
investigations remain ongoing. States and DOL primarily focused their
prevention efforts on iraproving public awareness, inchuding the need for
consumers, employers, and insurance agents to verify an entity's
legitimacy with insurance departments.

Page 3 GAO-04-512T
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Background

States regulate the insurance products that many employers and
individuals purchase. Each state’s insurance department enforces the
state’s insurance statutes and rules. Among the functions state insurance
departments typically perform are licensing insurance companies,
managed care plans, and the agents who sell their products; regulating
insurers’ financial operations to ensure that funds are adequate to pay
policyholders’ claims; reviewing premium rates; reviewing and approving
policies and marketing materials to ensure that they are not vague and
misleading; and implementing various consumer protections, such as
assisting people who do not receive health benefits that are covered
through insurance products or by providing an appeals process for denied
claims.’

The federal government regulates most private employer-sponsored
pension and welfare benefit plans (including health benefit plans) as
required by the Employee Retirement Income Security Act of 1974
(ERISA). These plans include those provided by an employer, an
employee organization (such as a union), or muitiple employers through a
multiple employer welfare arrangement (MEWA).” DOL is primarily
responsible for administering Title I of ERISA. Among other requirements,
ERISA establishes plan reporting and disclosure requirements and sets
fiduciary standards for the persons who manage and administer the plans.®
These requirements generally apply to all ERISA-covered employer
sponsored health plans, but certain requirements vary depending on the
size of the employer or whether the coverage provided is through an
insurance policy or a self-funded plan where the employer assumes the
risk associated with paying directly for at least some of their employees’
health care costs. In addition, ERISA generally preempts states from
directly regulating employer-sponsored health plans (although maintaining

*State insurance regulators established NAIC to help promote effective insurance
regulation, to encourage uniformity in approaches to tation, and to help dli
states’ activities. Among other things, NAIC develops model laws and regulations to assist
states in formulating their policies to regulate insurance.

*Pub. L. No. 93-406, 88 Stat. 829,

"MEWAs are plans or other arrangements that provide health and welfare benefits to the
employees of two or more employers. Under ERISA, MEWAS do not include certain plans
that the Secretary of Labor finds are collecti or plans b

or maintained by a rural electric ¢ ive or a rural teleph ¢ association,

*Under ERISA, 2 fiduciary generally is a.ny person who exercises discretionary authority or
control resp: g the ion of an employee benefit plan or the
management or d;sposmon of the plan 's assets.

Page 4 GAO-04-512T
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states’ authority to regulate insurers and insurance policies). Therefore,
under ERISA, self-funded employer group health plans generally are not
subject to the state oversight that applies to insurance companies and
health insurance policies. The federal and state governments coordinate
their regulation of MEWAs, with states having the primary responsibility to
regulate the fiscal soundness of MEWAs and to license their operators, and
DOL enforcing ERISA’s requirements.

DOL and States
Identified 144 Unique
Unauthorized Entities
Operating from 2000
through 2002 That
Left More Than

$250 Million in Unpaid
Claims

DOL and the states identified 144 unauthorized entities from 2000 through
2002. This likely represents the minimum number of unauthorized entities
operating during this period because some states did not report on entities
that they were still investigating. The number of unauthorized entities
newly identified by DOL and the states each year almost doubled from
2000, when 31 were newly identified, through 2002, when 60 were newly
identified.

DOL and the states found that every state had at least 5 entities operating
in it. Specifically, the number of entities per state ranged from 5 in
Delaware and Vermont to 31 in Texas. (See fig. 1.) Many entities marketed
their products in more than one state, and some operated under more than
one name or with more than one affiliated entity. These entities were
concentrated in certain states and regions. Seven states had 25 or more
entities that operated during this period; 5 of these states were located in
the South. In addition to the 31 entities in Texas, 30 were in Florida, 29
each in linois and North Carolina, 28 in New Jersey, 27 in Alabama, and
25 in Georgia.

Page § GAO-04-512T
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et At A A Y e
Figure 1: Number of Unauthorized Entities That Operated in Each State, 2000-2002

" o
R = o 51 oraunonized enties
5 to 24 unauthorized entities

to 14 unauthorized entities i

Sourcs: GAG analysis of DOL and state data.

Note: Some of the unauthorized entities operated in more than one state so the total number of
entities identified by DOL and the states exceeds the total of 144 unique entities.

At least 15,000 employers purchased coverage from unauthorized entities,
affecting more than 200,000 policyholders from 2000 through 2002. The
number of individuals covered by unauthorized entities was even greater
than the more than 200,000 policyholders covered because the
policyholder could be an emaployer that purchased coverage on behalf of
its employees or the policyholder could be an individual with dependents.
Therefore, any one policyholder could represent more than one individual.
The states reported that more than half of the entities they identified
frequently targeted their health benefits to small employers.

At the time of our 2003 survey, DOL and states reported that the 144
entities had not paid at least $252 million in medical claims. This
represents the minimum amount of unpaid claims associated with these
entities identified from 2000 through 2002 because in some cases DOL and
the states did not have complete information on unpaid claims for the
entities they reported to us. Federal and state governments reported that

Page 8 GAO-4-512T
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about 21 percent of unpaid claims had been recovered from entities
identified from 2000 through 2002—$52 million of $252 million. These
recoveries could include assets seized from unauthorized entities that
have been shut down or frozen from other uses. Licensed insurance agents
who have marketed products offered by these entities have also
reimbursed unpaid claims either voluntarily or through state or court
action.’ Additional assets may be recovered frorm the entities identified
from 2000 through 2002 because investigations and federal and state
actions remain ongoing." However, it is likely that many of the assets will
remain unrecovered because federal and state investigators report that the
entities often are nearing bankruptcy when detected or otherwise have
few remaining assets with which to pay claims.

A few entities were responsible for a large share of the affected employers
and policyholders and the resulting unpaid claims. Of the 144 unique
entities, 10 alone covered about 64 percent of the employers and about 56
percent of the policyholders. They also accounted for 46 percent of the
unpaid claims,

In addition to the unauthorized entities selling health benefits, 14 states
reported that discount plans were inappropriately marketed as health
insurance products in sorme raanner. Unlike legitimate insurance, discount
plans do not assume any financial risk nor do they pay any health care
clairs, Instead, for a fee they provide a list of health care providers that
have agreed to provide their services at a discounted rate to participants.
In response to our survey, 40 states reported that they were aware that
discount plans were marketed in their state. While discount plans are not
problematic as long as purchasers clearly understand them, 14 of these
states reported that some discount plans were misrepresented as health
insurance. For example, some discount plans were marketed with terms or
phrases such as “medical plan,” “health benefits,” or “pre-existing
conditions immediately accepted.” However, state insurance departments
do not regulate discount plans because they are not considered to be
health insurance. Thus, while state insurance departments might be aware
that discount plans operated within their borders, they would not
necessarily be able to quantify the extent to which they exist.

*The four states whose officials we interviewed had laws imposing penalties on agents and
others who represented such products.

“Most states and DOL reported to us from March through June 2003.

Page 7 GAO-04-512T
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Most Unauthorized
Entities Characterized
Themselves as One of
Several Types of
Arrangements and
Some Had Other
Approaches in
Common

The 144 entities that federal and state governments identified from 2060
through 2002 varied in size and specific characteristics, but most were
variations of one of four types of arrangements and some had other
approaches in common that enhanced their appearance of legitimacy and
attractiveness to prospective purchasers. For example, about 80 percent of
the entities characterized themselves as one of four arrangements—
associations, professional employer organizations, unions, or single-
employer ERISA plans—or some combination of these arrangements.
According to DOL and the states, specifically:

27 percent of the entities characterized themselves as association
arrangements through which employers or individuals bought health
benefiis through existing legitimate associations or through newly created
associations established by the unauthorized entities. Although some of
these entities claimed that this structure would shield them from oversight
by federal or state governments, these associations would be subject to
federal and state oversight if they were determined to be MEWAs.

26 percent of the entities were identified as professional employer
organizations, also known as employee leasing firmas, which contracted
with employers to administer employee benefits and perform other
administrative services for contract employees. However, professional
employee organizations could be subject to federal and state requirements
if, in addition to providing administrative services, they managed assets or
controlied benefits for multiple employers.

9 percent of the entities identified claimed to be union arrangements that
would be exempt from state regulation. However, they lacked legitimate
collective bargaining agreements and were therefore subject to state
oversight. :

8 percent of the entities identified characterized themselves as single-
employer ERISA plans and claimed to be administering a self-funded plan
for a single employer. Such plans, when administered with funds from one
employer for the benefit of one employer’s workers, are exerapt from state
insurance regulation under ERISA. However, assets for several employers
were commingled in these entities, making them MEWAs subject to state
regulation.

10 percent of the entities were reported as a combination of one of these
or other types of arrangements.

Page 8 GAQ-04-512T
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The operators of these entities often characterized the entities as one of
these common types to give the appearance of being exempt from state
regulation, but often states found that they actually were subject to state
regulation as insurance arrangements or MEWAs.

These entities sometimes took other steps to enhance their appearance of
legitimacy and make their products attractive to prospective purchasers.
For example, some entities

adopted names that were familiar to consumers or similar to those of
legitimate firms;

marketed their products through licensed agents;

established relationships with networks of health care providers and with
companies that provide administrative services for employers offering
health benefits;

set premiurns below market rates;

marketed to employers or individuals that were particularly likely to be
seeking affordable insurance alternatives, such as small employers,
workers in industries such as construction or transportation who are
disproportionately more likely to be uninsured, and self-employed
individuals; and

paid initial claims while collecting additional premiums before ceasing
claims payments.

One of the most widespread entities during the period we examined that
illustrates some of these approaches was Employers Mutual, incorporated
in Nevada in July 2000. According to court documents and DOL, four
individuals (“the principals”) operated Employers Mutual and, during a
10-month period from January through October 2001, collected a total of
approximately $16 million in premiuras in every state from over 22,000
people, Today, more than $24 million in medical claims against Employers
Mutual remain unpaid.

The name Employers Mutual is similar to the name of a long-established
lowa-based insurance company marketed throughout the United States,
Employers Mutual Casualty Company, which had no affiliation with
Employers Mutual. Notably, both in 1998 and in 2000, one of the
Employers Mutual principals was found to have engaged in the health care

Page 9 GAO-34-512T
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insurance business in California without a license and was barred from
engaging in any insurance business in that state.

Two of the principals formed 16 associations having names relating to
workers in a wide array of industries and professions, such as farmers,
construction workers, mechanics, and food service employees. Principals
were named as the “managing members” of all 16 associations and created
an employee health benefit plan for each association. The principals
contracted with legitimate firms to process claims and to market the plans
to employers nationwide. Employers Mutual claimed that it was exempt
from DOL regulation.

One of the principals, who was not a licensed actuary and had no formal
training, set the premiurns for the 16 plans after he calculated the average
of sample rates posted by insurance companies on the Internet and
reduced them to ensure that Employers Mutual offered low prices. The
principals also formed two companies, Columbia Health Network and
‘Western Health Network, that purported fo provide networks of health
care providers for people insured by Employers Mutual. Additionally, the
principals formed two other companies, Graf Investments and WRK
Investments, which purported to provide investment services. However,
these companies were found to be vehicles for the illegal diversion of over
$1.3 million of plan assets.”

‘When Nevada insurance regulators became aware of Employers Mutual,
they found that it was transacting insurance business without a certificate
of authority as required by Nevada law” and issued a cease and desist
order against Employers Mutual in June 2001." Subsequently, other states
also issued cease and desist orders against Employers Mutual. In
December 2001, based on a petition from DOL, the U.S. District Court for
the District of Nevada granted a teraporary restraining order against
Employers Mutual and its four principals.” The restraining order
temporarily froze the assets of all the principals and prohibited them from

"Chao v. Graf, No. 01-0698, (D. Nev. Sep. 10, 2003) (order granting permanent injunction).
“Nev. Rev. Stat. §} 685B.030, 685B.035 (2003).

BCease and Desist Order: Employers Mutual, L. L.C.,, Nevada Department of Business and
Industry Division of Insurance case no. 01.658 (June 14, 2001).

“Chao v. Graf, No. 01-0698, (D. Nev. Dec. 13, 2001} (order granting temporary restraining
order).
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conducting further activities related to the business. It also appointed an
independent fiduciary to administer Employers Mutual and associated
entities and, if necessary, implement their orderly termination. On
September 10, 2003, the district court issued a default judgment granting a
permanent injunction against the principals and ordered them to pay $7.3
million in losses suffered as a result of their breach of fiduciary obligations
to beneficiaries.” The fiduciary has also sued and sought settlements from
insurance agents who marketed or sold Employers Mutual’s plan for
damages and relief from unpaid or unreimbursed claims. Employers
Mutual is also under investigation by law enforcernent authorities.
Appendix I includes a chronology of events from Employers Mutual's
establishment to state and federal actions to shut it down.

States and DOL Share
Responsibility for
Identifying, Stopping,
and Preventing the
Establishment of
Unauthorized Entities

Both federal and state governments have responsibility for identifying
unauthorized entities and stopping and preventing them from exploiting
businesses and individuals. DOL's EBSA conducts civil and criminal
investigations of employer-based health benefits plans that are alleged to
violate federal law as part of its responsibilities for enforcing ERISA. For
example, EBSA may identify entities whose operators have breached their
ERISA fiduciary responsibilities, which generally require managing benefit
plans and assets in the interest of participants. State insurance
departments investigate entities and individuals that violate state
insurance or MEWA requirements, such as selling insurance without a
license. Because some entities may violate both federal ERISA
requirements and state insurance requirements, both EBSA and states may
investigate the same entities or coordinate investigations. Of the 144
unique entities DOL and states identified, the states identified 77 entities
that DOL did not, DOL identified 40 that the states did not, and both the
states and DOL identified another 27.

States and DOL often relied on the same method to learn of the entities’
operations—through consumer complaints. States also received
complaints about these entities from several other sources, such as agents,
employers, and providers. In addition, NAIC played an important role in
the identification process by helping to coordinate and distribute state and
federal information on these entities, and states and DOL also reported
that they coordinated directly. For example, DOL submitted quarterly
reports to NAIC that identified all open civil investigations, the individuals

Chao v. Graf, No. 01-0698, (D. Nev. Sept. 10, 2008) (order granting permanent injunction}.
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being investigated, and the EBSA office conducting the investigations.
NAIC shared this and other information fromn EBSA regional offices with
state investigators throughout the country.

After identifying the unauthorized eniities, the primary mechanism states
used to stop them from continuing to operate was the issuance of a cease
and desist order. Generally, a state cease and desist order tells the
operator of the entity, and affiliated parties, to stop marketing and selling
health insurance in that state and in some cases explicitly establishes their
continuing responsibility for the payment of claims and other obligations
previously incurred. Such an order, however, only applies to the activity in
the issuing state. Thirty states reported that they issued a total of 108
cease and desist orders that affected 41 of the 144 unique entities.”® About
58 percent of policyholders and nearly half of the total unpaid claims were
associated with these 41 entities. States also took other actions against
some entities, sometimes in conjunction with issuing cease and desist
orders. For example, in 48 instances, states responding to our survey
reported that they took actions against or sought relief from the agents
who sold the entities’ products, including fining thern, revoking their
licenses, or ordering them to pay outstanding claims. States also reported
that they took actions against the entity operators in 25 instances and filed
cases in court in 14 instances to pursue civil or criminal penalties,

DOL often relied on states to stop unauthorized entities through cease and
desist orders while it conducted investigations, usually in multiple states,
o obtain the evidence needed to stop these entities’ activities nationwide
through the federal courts—that is, by seeking injunctive relief and, in
some cases, pursuing civil and criminal penaities.” DOL’s enforcement
actions apply to all states. To obtain a temporary restraining order or
injunction, DOL must offer sufficient evidence to support its claim that an
ERISA violation has occurred and that the government will likely prevail
on the merits of the case. As of December 2003, DOL had obtained

PIwelve states that identified unauthorized entities did not report issuing cease and desist
orders regarding the entities they identified, and nine states did not report identifying
unauthorized entities.

An injunction is an order of a court requiring one to do or refrain from doing specified
acts. Injunctive relief sought by DOL against horized entities includ 'y
restraining orders, which may be issued without notice to the affected party and are
effective for up to 10 days; preliminary injunctions, which may be issued only with notice
to the affected party and the opportunity for a hearing; and permanent injunctions, which
are granted after a final determination of the facts,
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temporary restraining orders against three entities for which investigations
were opened from 2000 through 2002. In two of these cases, DOL also
obtained preliminary injunctions and in one case ultimately issued a
permanent injunction. Each of these actions affected people in at least 41
states. (See table 1.) These three entities combined affected an estimated
25,000 policyholders and accounted for about $39 million in unpaid claims.
Documenting that a fiduciary breach took place can be difficult, time-
consuming, and labor-intensive because DOL investigators often must
work with poor or nonexistent records, uncooperative parties, and
multiple trusts and third-party administrators. As of August 2003, EBSA
was continuing to investigate 51 of the 69 entities it had investigated from
2000 through 2002. As a result, further federal actions remain possible.”®

Table 1: Temp y T g Orders and inj for Three Entities, as of D 2003
Temporary Preliminary Permanent

Unauthorized Number of restraining order injunction injunction

entity states affected  Issued" obtained obtained Other results

Employers Mutual 51 December 2001 February 2002° September 2003  In September 2003, a
tederal court ordered
the principals to pay
about $7.3 million.

QTR Truckers 44 June 2002 None None In September 2002,

Heatth and Weifare one defendant

Fund agreed to pay an
amount that was less
than 1 percent of the
unpaid claims.

Service and 41 October 2002 Qctober 2002° None None

Business Workers of

America Local 125

Benefit Fund

Source: EBSA.

these porary orders froze the unauthorized entity's assets; removed the
p the from ing the entity; and appointed an independent fiduciary
o manage the entity, account for assets, and pay claims.

»

F inary inj i of fiduciary and prevented heaith care providers from
taking action against parficipants to colfect unpaid bills.

Pr Y inj! ion ordered of the entity and prevented health care providers from
taking action against participants to collect unpaid bills or other actions.

Ypor example, in addition to the three investigations that had yielded temporaty restraining
orders or injunctions, EBSA had referred four other case investigations to the DOL
Solicitor's Office for p ial action and obtained in five cases.
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To help prevent unauthorized entities from continuing to operate, the four
states we reviewed—Colorado, Florida, Georgia, and Texas—and DOL
alerted the public and used other methods. These states, which were
among the states with a moderate or high number of entities, and DOL
emphasized the need for consumers and employers to check the
legitimacy of health insurers before purchasing coverage, thus helping to
prevent unauthorized entities from continuing to operate. To help states
increase public awareness, NAIC developed a model consumer alert in the
fall of 2001, which it distributed to all the states and has available on its
Web site. Insurance departments in the four states took various actions to
prevent unauthorized entities from continuing to operate. Each of these
states issued news releases to alert the public about these entities in
general and to publicize the enforcement actions they took against specific
entities. The four states’ insurance departments also maintained Web sites
that allow the public to search for those companies authorized to conduct
insurance business within their borders, and some states also released
public service announcements via radio, television, or billboards. In
addition to increasing public awareness, the four state insurance
departments warned insurance agents through bulletins, newsletters, and
other methods about these entities, the implications associated with
selling their products, and the need to verify the legitimacy of all entities.
DOL primarily targeted its prevention efforts to employer groups and small
eraployers. For example, to help increase public awareness about these
entities, on August 6, 2002, the Secretary of Labor notified over 70
business leaders and associations, including the U.S. Chamber of
Commerce and the National Federation of Independent Business, about
insurance tips that the department had developed and asked them to
distribute the tips to small employers. Also, the EBSA regional offices
initiated various activities within the states in their regions. For exarple,
EBSA's Atlanta regional office sponsored conferences that representatives
from 10 states and NAIC attended,

Concluding
Observations

Recent double-digit premium increases for health coverage have
encouraged employers, particularly small employers, and individuals to
search for affordable coverage. At the same time, however, these premium
increases have created an environment that makes them vulnerable to
being exploited by unauthorized or bogus entities. This has been reflected
by the increasing number of these entities identified by federal and state
governments in recent years. As a result, tens of thousands of employers
and hundreds of thousands of individuals have paid premiums for
essentially nonexistent coverage. As many employers and individuals
continue to seek affordable health coverage alternatives in this
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environment of rising premiums, it is especially important that federal and
state governments remain vigilant in identifying, stopping, and preventing
the establishment of these entities and continue fo caution individuals,
eniployers, and their agents to verify the legitimacy of entities offering
coverage.

Mr. Chairman, this completes our prepared statement. We would be happy
to respond to any guestions you or other Members of the Committee may
have at this time.
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Appendix I: Chronology of Key Events
Regarding Employers Mutual, LLC

Figure 2 sumiarizes key events regarding Employers Mutual, one of the
most widespread unauthorized entities operating in recent years.
Employers Mutual collected approximately $16 million in premiums from
over 22,000 people in 2001, and left more than $24 million in unpaid
medical claims.
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Figure 2: Key Events of Employers Mutual, LLC from Establishment to Closure

2000

July 28, 2000
Employers Mutual is
established in Nevada.

December 27, 2000
Principals begin to establish
associations that had trust
agreements with Employers
Mutual,

2001 2002

January - October 2001 January 2002
Employers Mutual collects  U.S. District Court holds
approximately $16 million in  hearing.

premiums from over 22,000

policyholders. February 1, 2002

U.S. District Court issues
preliminary injunction.

Aprii 30, 2002
U.S. District Court issues
quasi-bankruptcy order.

January - Qctober 2001
Employers Mutual pays
principals’ investment firms.

May 2001
Principals establish two
provider networks,

June 14, 2001

Nevada issues cease
and desist order against
Employers Mutual.

August - November 2001
Alabama, Colorado, Florida,
Qklahoma, Texas, and
Washington take action
against Employers Mutual,

October 3, 2001
Claims processing firm
terminates contract with
Employers Mutual.

November 21, 2001
Nevada seizes Employers
Mutual's assets held in
Nevada banks.

December 13, 2001

U.S. District Court for the
District of Nevada® grants a
temporary restraining order
against Employers Mutual
and appoints an
independent fiduciary.

December 20, 2001
Nevada surrenders to
independent fiduciary the
Employers Mutual assets
it seized.

2003

March 3, 2003
Independent fiduciary files
civil comptaint against
Employers Mutual's
principals and insurance
agents and brokers that
marketed the 16 plans.

September 10, 2003

U.S. District Court issues a
default judgment granting a
permanent injuction against
Employers Mutual. Principals
ordered to pay $7.3 mitfion.

Octobher 20, 2003

U.S. District Court orders the
civif suit to mediation in
February 2004.

Source: U,8. District Coust, independent fiduciary, and seven states.
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Note: inciudes i ion from the prefiminary injunction, the injunction, and cease and
desist orders from Alabama, Colorado, Florida, Nevada, Okiahoma, Texas, and Washington.

*Ali references to the U.S. District Court in this figure refar to the U.S. District Court for the District of
Nevada.
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PRIVATE HEALTH INSURANCE

Employers and Individuals Are
Vuilnerable to Unauthorized or Bogus
Entities Selling Coverage

What GAO Found

DOL and the states identified 144 unique entities not anthorized to seli health
benefits coverage from 2000 through 2002. The number of entities newly
identified increased each year, almost doubling from 31 in 2000 to 60 in 2002.
Many of these entities targeted employers and policyholders in multiple
states, and, of the seven states with 25 or more entities, five were located in
the South.

DOL and the states reported that the 144 unique entities

* sold coverage to at least 15,000 employers, including many small employers;

» covered more than 200,000 policyholders; and

» left at Jeast $252 million in unpaid medical claims, only about 21 percent of
which had been recovered at the time of GAO's 2003 survey.

States and DOL often identified these entities based on consumer complaints,
DOL often relied on states to stop these entities within their borders while DOL
focused its investigations on larger entities operating in multiple states and, in
three cases, obtained court orders to stop these entities nationwide. Most of the
states’ prevention activities were geared to increasing public awareness and
notifying the agents who sold this coverage, while DOL focused its efforts on
alerting employer groups and small employers.

In commenting on a draft of this report, DOL, the National Association of
Insurance Commissioners, Florida, and Texas highlighted their efforts to
increase public awareness, coordinate investigations, and take enforcement
actions regarding these entities.

Number of Unauthorized Entities That Operated in Each State, 2000-2002

rd N “%g.

Bl 25 to 31 unauthorized entities
15 to 24 unauthorized entities
5 to 14 unauthorized entities

Source. GAO analysis of DOL and siate data.

Note: Some of the unauthorized entities operated in more than one state so the total number of
entities identified by DOL and the states exceeds the total of 144 unique entities.
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United States General Accounting Office

Washington, D.C. 20548

February 27, 2004

The Honorable Charles E. Grassley
Chairman

Committee on Finance

United States Senate

The Honorable Olympia J. Snowe

Chair

Committee on Small Business and Entrepreneurship
United States Senate

The Honorable Christopher S. Bond
United States Senate

As health insurance premiwms in the private health insurance market
increased at double-digit rates over the past several years, some employers,
particularly small employers with fewer than 50 employees, have faced
difficulty in obtaining affordable coverage. Small employers cited cost as
the major obstacle they faced in providing health care coverage to their
employees. As they looked for affordable options, some emmployers and
individuals have purchased health care coverage from certain entities that
have not complied with state insurance law or with federal and state
requirements for coverage provided to multiple employers. These
unauthorized entities—also sometinaes referred to as bogus entities or as
scams or frandulent insurers—may price their products below market rates
but may not meet financial and benefit protections typically associated
with health insurance products that are authorized, licensed, and regulated
by the states. These entities collect premiums from individuals or
employers but may not pay sorme or all legitimate claims filed by the
policyholders or those covered by the policies.

According to several media reports during the past few years, employers
and individuals may increasingly be targeted by entities not authorized to
sell health coverage. These entities were also particularly problematic in
two earlier periods during the past 30 years—the mid-1970s to early 1980s
and the late 1980s to early 1990s, When these entities do not pay legitimate
claims, different parties can be harmed, including individual policyholders
who may be held responsible for their own medical bills, which can mean
owing thousands of dollars. Providers are also at increased risk of not
being paid for services already rendered. Concerned about this situation,
you asked us to determine the prevalence of these entities and their impact
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on employers, especially small employers, and policyholders. Specifically,
we examined

1. the number and types of unauthorized entities selling health benefits
that federal and state governments identified from 2000 through 2002;

2. the number of employers, including small employers, and policyholders
covered by these entities, the amount of associated unpaid claims, and
the amounts recovered from these entities; and

3. the methods federal and state governments have employed to identify
such entities and to stop or prevent them from continuing to operate.

To identify the number of unauthorized entities from 2000 through 2002, we
analyzed information we obtained from the federal and state governments.
We obtained federal-level data from the Department of Labor’s (DOL)
Employee Benefits Security Administration (EBSA). EBSA conducts civil
and criminal investigations of employer-based health benefits plans, which
include entities that did not meet federal and state requirements.’ To obtain
state-level data, we surveyed and received responses from officials at
departments of insurance or equivalent offices in all 50 states and the
District of Colurnbia.? Because multiple states and EBSA provided
information on some of the sarne entities, we relied on several different
sources, along with our judgment regarding similar entity names, to
consolidate the federal and state information and identify the number of
unique entities. Some states did not report on entities that they were still
investigating. Therefore, the number we report likely represents the
minimum number of unauthorized entities operating from 2000 through
2002. We also asked states to provide information on a related type of
problematic arrangement—discount arrangements that may be
misrepresented as insurance. To determine the types of entities, the
number of employers and policyholders covered, the amount of unpaid
claims, and the amounts recovered from these entities, we analyzed the
data EBSA and the states reported to us, DOL and the states could not

'EBSA regulates employer-based pension and welfare benefits plans, which include
employer-based health benefits. Specifically, the Office of Enforcement in EBSA, among
other activities, conducts investigations through its regional offices to find and correct
violations of federal law that relate to eraployer-based pension and welfare benefits plans.

*Throughout this report, we include the District of Columbia in our discussion of states; we
refer to each stale’s insurance department, division, or office as an insurance department.
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provide comparable data on how many people in total were affected by
these entities. Therefore, we combined the data that states reported on the
number of policyholders with the data that DOL reported on the number of
participants and refer to them throughout this report as policyholders.
Most states and DOL reported to us from March through June 2003. The
data we report likely underestimate the total numbers of employers and
policyholders covered as well as the amounts of unpaid claims and
amounts recovered to pay for these claims because neither EBSA nor
states could provide this information for some entities. To identify the
methods that the federal and state governments employed to identify these
entities and to stop and prevent them from continuing to operate, we
analyzed information obtained from DOL, our state survey, state insurance
departments’ Web sites, and other research, as well as through interviews
with federal and state officials; officials of several associations, including
the National Association of Insurance Comunissioners (NAIC); and experts
on these entities. We interviewed federal officials at DOL headquarters and
at three EBSA regional offices—Atlanta, Dallas, and San Francisco—and
state officials at insurance departments in four states—Coloradoe, Florida,
Georgia, and Texas. We selected the EBSA regional offices and states based
on recommendations from federal and state officials and others we
contacted who suggested that these regions and states had been affected
by relatively more of these entities. We also interviewed association
officials and several experts who had published research addressing
unauthorized or fraudulent entities.® We also reviewed relevant literature.
While we obtained information on the methods that federal and state
governments employed to identify these entities and to stop and prevent
them from operating, we did not evaluate the effectiveness of these
methods.

Appendix 1 provides more detailed information on our methodology. We
performed our work from January 2003 through February 2004 in
accordance with generally accepted government auditing standards.

Results in Brief

DOL and the states identified 144 unique entities not authorized to sell
health benefits coverage from 2000 through 2002. Over these 3 years, the
number of such entities newly identified each year almost doubled from 31

*See Mila Kofman, Kevin Lucia, and Eliza Bangit, “Health Insurance Scams: How
Government Is Responding and What Further Steps Are Needed,” The Commonwealth
Fund (2003), for a recent review of related issues.
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in 2000 to 60 in 2002. Many of these entities operated in more than one state
and some operated under more than one name or with more than one
affiliated entity. These entities most often marketed their products in
southern states. For example, of the seven states that had 25 or more
entities, five were located in the South. The operators of these entities
often characterized the entities in one of several ways that gave an
appearance of being exempt from state insurance regulation when they
should have been subject to regulation. The most common
characterizations were as (1) associations, in which these entities either
sold their products through associations they created or through
established associations of employers or individuals, and (2) professional
employer organizations, which contracted with employers to administer
employee benefits and perform other administrative services for contract
employees. Relatedly, 14 states also reported that at least some discount
plans, in which the purchaser receives a discount from the full cost of
certain health care services from participating providers, were
isrepresented as insurance, and 8 of these states identified small
employers as a particular target of these misrepresented discount plans.

DOL and the states reported that the 144 unauthorized entities covered at
least 15,000 employers and more than 200,000 policyholders from 2000
through 2002. The states reported that more than half of the entities they
identified frequently targeted their health benefits to small employers. At
the time of our 2003 survey, DOL and the states reported that the identified
entities did not pay at least $252 million in medical claims and only about
$52 million—about 21 percent of the total unpaid claims—had been
recovered on behalf of policyholders and those covered by the policies. Ten
of the 144 entities covered about 64 percent of the affected employers and
about 56 percent of the policyholders, and accounted for 46 percent of the
unpaid claims.

States and DOL employed similar methods to identify these unauthorized
entities and to prevent them from operating, but used different methods to
stop their activities. To identify these entities, state insurance departments
and DOL often relied on consumer complaints. The primary action states
took to stop the entities’ activities was to issue cease and desist orders.
State insurance departments issued these orders against 41 of the 144
unigue entities identified from 2000 through 2002. Such an order, however,
only applies to the activity in the issuing state. DOL relied on the states to
issue cease and desist orders while it conducted investigations to obtain
evidence that it could use to stop these entities in multiple states through
the federal courts. DOL obtained court orders against three entities from
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Background

2000 through 2002. Each of these three entities affected consumers in more
than 40 states; combined, the three entities affected an estimated 25,000
policyholders and accounted for about $39 million in unpaid clairas.
Because most of the DOL investigations were ongoing as of August 2003,
further actions remain possible. States and DOL primarily focused their
prevention efforts on improving public awareness, including the need for
consumers, employers, and insurance agents to verify an entity’s legitimacy
with insurance departments.

We provided a draft of this report to DOL, NAIC, and the four state
insurance departments whose officials we interviewed. DOL, NAIC,
Florida, and Texas provided written comments. DOL identified initiatives it
has taken to improve coordination with states and law enforcement
agencies, and also summarized its criminal enforcement actions. NAIC,
Florida, and Texas commented that the report illustrated the extent to
which unauthorized entities have harmed individuals and small employers,
and they provided additional information on how the federal and state
governments have coordinated and collaborated in their efforts and noted
other public awareness and criminal enforcement efforts they have
undertaken.

Generally, employers can provide health coverage in two ways. They can
purchase coverage from health insurers, such as local Blue Cross and Blue
Shield plans; other private insurance carriers; or managed care plans, such
as health maintenance organizations. Alternatively, they can self-fund their
plans-~that is, they assume the risk associated with paying directly for at
least some of their employees’ health care costs—and typically contract
with an insurer or other company to administer benefits and process
claims. When small employers offer health coverage, most tend to purchase
insurance rather than self-fund. Only about 12 percent of the
establishments at firms with fewer than 50 employees that offered
coverage in 2001 had a self-funded plan,* compared with about 58 percent
of the establishments at firms with 50 or more employees. Moreover, about

*An establishment is 2 workplace or physical location where business is conducted or
operations are performed. A firm i desa s headt and all divisi
subsidiaries, and branches and may consist of one or more establishments under common
ownership or control.
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76 percent of the establishments at the largest firms—those with 500 or
more employees—offered at least one self-funded plan.®

States regulate the insurance products that many employers purchase.®
Each state’s insurance department enforces the state’s insurance statutes
and rules. Among the functions state insurance departments typically
perform are licensing insurance companies, managed care plans, and
agents who sell these products; regulating insurers’ financial operations to
ensure that funds are adequate to pay policyholders’ claims; reviewing
premium rates; reviewing and approving policies and marketing materials
to ensure that they are not vague and misleading; and impl ting
consumer protections such as those relating to appeals of denied claims.”

The federal government regulates most private employer-sponsored
pension and welfare benefit plans (including health benefit plans) as
required by the Eraployee Retirement Income Security Act of 1974
(ERISA).* These plans include those provided by an employer, an employee
organization (such as a union), or multiple employers through a multiple
employer welfare arrangement (MEWA).? DOL is primarily responsible for
administering Title I of ERISA. Among other requirements, ERISA
establishes plan reporting and disclosure requirements and sets

*Agency for Healthcare Research and Quality, 2001 Emp Sp d Health b

Data. Private-Sector Data by Firm Size, Industry Group, Ownership, Age of Firm, and
Other Characteristics (Rockville, Md.: 2003),

http://www.meps.ahrg. data/ic/2001/index100.htm (downloaded Sept. 3, 2003).

*The McCarran-Ferguson Act, March 9, 1945, Ch. 20, § 2, 59 Stat. 33, 34, establishes the
primary authority of the states to regulate the business of insurance, unless federal law
provides otherwise.

"State insurance regulators established NAIC to help promote effective insurance
regulation, to encourage uniformity in approaches to regulation, and to help coordinate
states’ activities. Among other things, NAIC develops model laws and regulations to assist
states in formulating their policies to regulate insurance.

®Pab. L. No. 93-406, 88 Stat. 829.

"MEWAs, which can be insured or self-funded, are plans or other arrangements that provide
health and welfare benefits to the employees of two or more employers. Under ERISA,
MEWAs do not include certain plans that the Secretary of Labor finds are the result of
collective bargaining agr or plans lished or maintained by a rural electric
cooperative or a rural teleph i} iation.
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fiduciary standards for the persons who manage and administer the plans.
These requirements generally apply to all ERISA-covered employer-
sponsored health plans, but certain requirements vary depending on the
size of the employer or whether the coverage is through an insurance
policy or a self-funded plan. In addition, ERISA generally preempts states
from directly regulating emaployer-sponsored health plans (while
maintaining states’ ability to regulate insurers and insurance policies).
Therefore, under ERISA, self-funded employer group health plans generally
are not subject to the state oversight that applies to the insurance
companies and health insurance policies. Prior to 1983, a number of states
attempted to subject MEWAS to state insurance law requirements, but
MEWA sponsors often claimed ERISA-plan status and federal preemaption.
A 1983 amendment to ERISA made it clear that health and welfare benefits
provided through MEWAs were subject to both federal and state
oversight.* The federal and state governments now coordinate the
regulation of MEWAs, with states having the primary responsibility to
regulate the fiscal soundness of MEWAs and to license their operators and
DOL enforcing ERISA's requirements.

DOL and States
Identified 144 Unique
Unauthorized Entities
Operating from 2000
through 2002

DOL and the states identified 144 unauthorized entities from 2000 through
2002. Many of these entities marketed their products in more than one
state, and some operated under more than one name or with more than one
affiliated entity. These entities operated most often in southern states. The
number of such entities newly identified each year grew from 31 in 2000 to
60 in 2002. About 80 percent of these entities characterized themselves as
one of four arrangements or some combination of the four. In addition,
some states reported that discount plans misrepresented their products as
health insurance.

*IInder ERISA, a fiduciary generally is any person who exercises discretionary authority ox
control respecting the ar ini ion of an employee benefit plan or the
management or disposition of the plan's assets.

YPub. 1. No. 97473, § 302, 96 Stat. 2605, 2612.
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Unauthorized Entities Were
Concentrated in the South
and the Number Identified
Grew Rapidly from 2000
through 2002

DOL and 42 states' identified 144 unique unauthorized entities from 2000
through 2002. Many of these entities marketed their products in more than
one state, and sorae operated under more than one name or with more than
one affiliated entity. This likely represents the minimum number of
unauthorized entities operating from 2000 through 2002 because some
states did not report on entities that they were still investigating. Of the 144
unique entities, the states identified 77 entities that DOL did not, DOL
identified 40 that the states did not, and both the states and DOL identified
another 27.

Unauthorized entities identified by DOL and the states from 2000 through
2002 operated in every state, ranging from 5 entities in Delaware and
Vermont to 31 in Texas. (See fig. 1.) Some of the unauthorized entities
operated in more than one state so the total number of entities identified by
DOL and the states exceeds the total of 144 unique entities. Unauthorized
entities were concentrated in certain states and regions. Seven states had
25 or more entities that operated during this period; 5 of these states were
located in the South. In addition to the 31 entities in Texas, there were 30 in
Florida, 29 each in Illinois and North Carolina, 28 in New Jersey, 27 in
Alabama, and 25 in Georgia.

Nine of the 51 states responding to our survey did not report identifying any unauthorized
entities from 2000 through 2002, However, entities identified by DOL through its multistate
investigations operated in these states.
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Figure 1: of L That Op d in Each State, 2000-2002

=

R 551 creuthoriced entiies
m 15 to 24 unauthorized entities

510 14 unauthorized entities

Snurce: GAO analysis of DOL and state dala.

Note: Some of the unauthorized entities operated in more than one state so the total number of entities
identitied by DOL and the states exceeds the total of 144 unique entities.

The number of unauthorized entities newly identified by DOL and the
states each year almost doubled from 2000 through 2002. The number
increased significantly from 2000 to 2001, and it continued to increase from
2001 to 2002. (See fig. 2.)

Page 9 GAO-04-312 Unauthorized Entities Selling Health Benefits



68

Figure 2: Number of Newly identified Unique Unauthorized Entities, 2000-2002
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Source: GAQ anaiysis of DOL and state data.

Note: The total excludes three unauthorized entilies because one state did not provide the year it
identified them.

Several DOL officials, state officials, and experts pointed to rapidly
increasing health care costs and the weak economy as two factors
contributing to the recent growth in the number of identified unauthorized
entities. They suggested that the pressure of rising premiumas and
decreasing revenues may have increased employers’ demand for more
affordable employee health benefits, particularly among small employers,
and thereby created an environment where unauthorized entities could
spread. From 2000 through 2002, firms with fewer than 50 workers
experienced an average annual increase in their workers' health benefits of
about 13.3 percent, whereas firms with 50 or more workers experienced an
average annual increase of 10.9 percent.® The United States economy also
showed signs of weakness in the third quarter of 2000 when it experienced
growth of 0.6 percent, and suffered a recession in 2001. The economy’s
subsequent recovery in 2002 was marked by moderate economnic growth
but rising unemployment. Negative or weak growth in employers’ revenues,

PWe based our calculation on data reported in Kaiser Family Foundation and Health
Research and Eds ional Trust, Health Benefits 2000 Annual Survey, Employer
Health Benefits 2001 Annual Survey, and Employer Heolth Benefits 2002 Annual Survey
{(Menlo Park, Calif. and Chicago: 2000, 2001, and 2002).
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compounded by rising premiums particularly for small employers, created
an attractive environment for unauthorized entities, as small employers
and others sought cheaper employee health benefit options.

Entities Characterized
Themselves as One of
Several Common Types of
Arrangements

About 80 percent of the unauthorized entities identified by DOL and the
states characterized themselves as associations, professional employer
organizations, unions, single-employer ERISA plans, or some combination
of these arrangements. The operators of these entities often characterized
the entities as one of these common types to give the appearance of being
exempt from state regulation, but often states found that they actually were
subject to state regulation as insurance arrangements or MEWAs. Under
ERISA, both states and the federal government regulate MEWAs, with
states focusing on regulating the fiscal soundness of MEWAs and licensing
their operators and DOL enforcing ERISA's requirements.

Specifically, as shown in table 1, 27 percent of the entities identified by the
states and DOL characterized themselves as associations in which
employers or individuals bought health benefits through existing
associations, or through newly created associations established by the
unauthorized entities. For example, Employers Mutual, LLC, an entity that
operated in 2001, sold coverage through an existing association. Employers
Mutual also created 16 associations as vehicles for selling its products. (See
app. 1I for a more detailed discussion of Employers Mutual, LLC.) In
addition, 26 percent of the entities identified were professional employer
organizations, also known as employee leasing firms, which contracted
with employers to administer employee benefits and perform other
administrative services for contract employees. Another 9 percent of the
entities identified claimed to be union arrangements that would be exempt
from state regulation. However, they lacked legitimate collective
bargaining agreements and were therefore subject to state oversight. Eight
percent of the entities identified characterized themselves as single-
employer ERISA plans and claimed to be administering a self-funded plan
for a single employer. Such plans, when administered with funds from one
employer for the benefit of that employer’s workers, are exempt from state
insurance regulation under ERISA. However, assets for several employers
were commingled in these entities, making them MEWAS subject to state
regulation.
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Table 1: Types of Unauthorized Entities identified by DOL and States, 2000-2002

Entity type Number Percentage
Association 39 27
Professional employer organization 37 26
Union 13 9
Single-employer ERISA 11 8
Combination® 14 10
Other*funknown 30 21
Total 144 100°
Source: GAD survey of states and DOL data,

*C i of two ar more ized entity types, for example, “association™

ion" is any
and “professional employer organization.”

*Some examples of “other” include individual and small group i and third-party
for single-employer ERISA plans that states identified as unauthorized.

*Percentages do not add to 100 percent due 1o rounding.

Some States Reported That
Discount Plans
Misrepresented Themselves
as Health Insurance

Some discount plans, in which the purchaser receives a discount from the
full cost of certain health care services from participating providers, were
misrepresented as insurance. Unlike legitimate insurance, discount plans
do not assume any financial risk nor do they pay any health care claims.
Instead, for a fee they provide a list of health care providers that have
agreed to provide their services at a discounted rate to participants. In
response to our survey, 40 states reported that they were aware that
discount plans were marketed in their state, and 14 states reported that
some discount plans were inappropriately marketed as health insurance
products in some manner. Amnong these 14 states, 8 reported that the
inappropriately marketed discount plans targeted small employers. While
discount plans are not problematic as long as purchasers clearly
understand the plans, these 14 states reported that some discount plans
were marketed as health insurance with terms or phrases such as “medical
plan,” “health benefits,” or “pre-existing conditions immediately accepted.”
(See app. III for more information on discount plans.)
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Unauthorized Entities
Covered Thousands of
Employers and
Policyholders, Leaving
Hundreds of Millions of
Dollars in Unpaid
Claims

At least 15,000 employers, including many small employers, purchased
coverage from unauthorized entities, affecting more than 200,000
policyholders from 2000 through 2002. The states reported that more than
half of the organizations they identified frequently targeted their heaith
benefits to small employers. At the time of our 2003 survey, DOL and states
reported that the 144 entities had not paid at least $252 million in raedical
claims, and only about 21 percent of these claims, about $52 miltion, had
been recovered on behalf of those covered by these entities. Ten of the 144
entities covered the majority of employers and policyholders and
accounted for aimost one half of unpaid claims.

Based on our survey of states and information from DOL, we estimate that
unauthorized entities sold coverage to at least 15,158 employers. The states
reported that more than haif of the entities they identified targeted their
health benefits to small employers.” Furthermore, unauthorized entities
covered at least 201,949 policyholders across the United States from 2000
through 2002, The number of individuals covered by unauthorized entities
was even greater than the number of policyholders covered because a
policyholder could be an employer or an individual with dependents.
Therefore, any one policyholder could represent more than one individual.

At the time of our 2003 survey, DOL and state officials reported that
unauthorized entities had not paid at least $252 million in medical claims.
This represents the minimum amount of unpaid claims associated with
these entities identified from 2000 through 2002 because in some cases
DOL and the states did not have complete information on unpaid claims for
the entities they reported to us.

Federal and state governments reported that about 21 percent of unpaid
claimas had been recovered from entities identified from 2000 through
2002—3$52 million of $252 million.”® These recoveries could include assets
seized from unauthorized entities that had been shut down or frozen from
other uses. Licensed insurance agents have also settled unpaid claims
voluntarily or through state or court action. However, the amount of unpaid
claims recovered could grow over time as ongoing investigations are
resolved. Investigations of unauthorized entities are complex and require

“DOL could not quantify the share of employers purchasing from unauthorized entities that
were small employers.

“Most states and DOL reported to us from March through June 2003,
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significant resources and time to thoroughly probe because operators often
maintain poor records and hide assets, sometimes offshore. DOL and state
officials explained that by the time they become aware of an unauthorized
entity—often when medical claims are not being paid—the entity is
sometimes on the verge of bankruptcy and may have few remaining assets
with which to pay claims. Thus, while some additional assets may be
recovered from the entities identified from 2000 through 2002, it is likely
that many of the assets will remain unrecovered.

Ten large entities identified by DOL and the states covered a majority of
employers and policyholders and accounted for nearly half of unpaid
claims. Of the 144 unique entities, 10 covered about 64 percent of the
employers and about 56 percent of the policyholders. They also accounted
for 46 percent of the unpaid claims. (See table 2.) Some of these large
entities grew rapidly and existed for short periods. For example, from
January through October 2001, Employers Mutual enrolled over 22,000
policyholders; covered about 1,100 employers; and amassed over

$24 million in unpaid claims, none of which have been paid.

Tabie 2: Impact of 10 Large Unauthorized Entitles, 2000-2002

Dollars in miltions

Employers Policyholders Unpaid claims®
Ten entities 838 112,429 55.7 $116.0 46.0
All others 36.2 89,520 443 $136.2 54.0
Total 100.0 201,949 100.0 $252.2 100.0

Source: GAO anatysis of DOL and state data.

Note: Neither DOL nor states were able to report the number of employers or poficyholders or the
amount of unpaid claims for some unautherized entities.

*DOL data were as of June 2003 and most state data were reparted from March through June 2003.
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States and DOL
Employed Similar
Methods to Identify
Unauthorized Entities
and Prevent Them
from Operating, but
Different Methods to
Stop Them

States and DOL took generally similar actions to identify unauthorized
entities and prevent them from operating, but they followed different
approaches to stop these entities’ activities. States and DOL often relied on
the same method to learn of the entities’ operations—through consumer
complaints. In addition, NAIC played an important role in the identification
process by helping to coordinate and distribute state and federal
information on these entities. To stop the operations of these entities, state
agencies issued cease and desist orders, while DOL took action through the
federal courts. Both state and DOL officials said that increased public
awareness was important to help prevent such entities from continuing to
operate.

States and DOL Relied on
Similar Methods to Identify
Unauthorized Entities

States Identified Entities
Primarily through Consumer
Complaints, as Well as through
Other Methods

States and DOL identified unauthorized entities through similar methods.
‘While states reported that most often they became aware of the entities’
operations from consumers’ complaints, they also received complaints
about these entities from several other sources, such as agents, employers,
and providers. DOL also often learned of these entities through consumer
complaints. In addition to information obtained through NAIC, state
insurance departments and EBSA regional offices relied on each other to
learn of the entities’ activities.

States identified entities operating within their borders through several
different methods, including complaints from consumers, information
coordinated by NAIC, information from DOL, and a combination of these
and other methods. States most often identified unauthorized entities
operating within their borders through consumer complaints. (See table 3.)
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DOL Identified Entities through
Consumer and State Contacts

Table 3: Methods States Used to Identify Unauthorized Entities, 2000-2002

Number of entities identified through the method

identification method alone or with other d

Consumer complaints 164
NAIC information 98
DOL information 49
Insurance agent complaints 46
Other® 45
Employer complaints 28
Provider complaints 16

Source: BAQ analysis of state Survey rasponses.
Note: In total, states reparted 288 unauthorized entities operating within their borders. We determined

that, after for duplicate i among states and DOL, 144 unique entities operated
from 2000 through 2002,
*Other” includes i itication through an i P contact with another state, and other

methods.

In addition to consurner complaints, states relied on other sources to help
identify the unauthorized entities, with NAIC being the second most
frequent source of information. In December 2000, NAIC started to share
information from state and federal investigators on these entities with all
states and DOL. In about 71 percent of the 98 cases where states reported
using the NAIC information to identify unauthorized entities, they also
reported using information from one or more other sources—most often
consumer complaints. In addition, DOL and insurance agents, either alone
or in combination with other identification methods, helped states identify
the entities. For example, DOL subritted quarterly reports to NAIC that
identified all open civil investigations, the individuals being investigated,
and the EBSA office conducting the investigations. NAIC shared this and
other information from EBSA regional offices with state investigators
throughout the country.

Federal investigators also often identified unauthorized entities through
consumers’ complaints. According to EBSA officials, consureers call DOLs
customer service lines when they have complaints or questions and speak
with benefits advisers about the ernployer-based health benefits plans in
which they are enrolled. Regional directors in EBSAs Atlanta, Dallas, and
San Franeisco offices said they open investigations when benefit advisers
cannot resolve the complaints.
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Federal investigators also relied on states to help identify unauthorized
entities, An EBSA headquarters official told us that states usually alerted
federal investigators to the entities operating within their regions. The
directors of the three EBSA regional offices we interviewed said they had
received referrals from state insurance department officials within their
regions.

State Insurance
Departments Issued Cease
and Desist Orders to Stop
Unauthorized Entities,
While DOL Took Action
through the Federal Courts

States Issued Cease and Desist
Orders to Stop Activities of
Unauthorized Entities

States generally issued cease and desist orders fo stop the activities of
unauthorized entities. In contrast, DOL obtained injunctive relief through
the federal courts by obtaining temporary restraining orders (TRO) or
preliminary or permanent injunctions to stop unauthorized entities’
activities. DOL often relied on states to stop unauthorized entities through
cease and desist orders while it conducted investigations, usually in
multiple states, to obtain the evidence needed to stop these entities’
activities nationwide through the courts.

After identifying the unauthorized entities, the primary mechanism states
used to stop them from continuing to operate was the issuance of cease
and desist orders. Generally, these cease and desist orders told the
operators of the entities, and affiliated parties, to stop marketing and
selling health insurance in that state and in some cases explicitly
established their continuing responsibility for the payment of claims and
other obligations previously incurred. About 71 percent of the states (30 of
42 states) that reported unauthorized entities operating within their
borders from 2000 through 2002 issued at least one cease and desist order
to stop an entity’s activities during that time. 'The number of cease and
desist orders issued by each of the 30 states ranged from 1 to 11, averaging
about 4 per state. Alabama, [llinois, and Texas, three states in which more
than 25 unauthorized entities operated, reported issuing the most cease
and desist orders. A cease and desist order applies to activities only within
the state that issues the order. Therefore, in several cases, more than one
state issued a cease and desist order against the same entity. For example,
14 states reported that they each issued a cease and desist order to stop
Employers Mutual’s operations within their borders. States issued a total of
108 cease and desist orders that affected 41 of the 144 unique entities
nationwide. About 58 percent of policyholders and nearly haif of unpaid
claims were associated with these 41 entities.

State insurance departments generally had the authority to issue cease and

desist orders. The insurance department officials we interviewed in
Colorado, Florida, Georgia, and Texas said that the insurance
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DOL Stopped Unauthorized
Entities’ Activities through
Federal Courts

commissioner or holder of an equivalent position could issue a cease and
desist order when there was enough evidence to support the need. From
2000 through 2002, these four states told us that they issued 25 cease and
desist orders against about 58 percent of the entities they identified.
According to these insurance department officials, the time needed to
obtain a cease and desist order varied depending on such factors as the
complexity of the entity to be stopped, a state’s resources for conducting
investigations, and whether others had already conducted investigations.

States typically shared information on the cease and desist orders they
issued with NAIC. NAIC has developed a system to capture information on
various state insurance regulatory actions, including cease and desist
orders issued. States have access to the information reported through this
systern.

States took other actions against the entities, sometimes in conjunction
with issuing cease and desist orders. For example, in 48 instances states
responding to our survey reported that they took actions against or sought
relief from the agents who sold the entities’ products, including fining
them, revoking their licenses, or ordering them to pay outstanding claims.’
States also reported that they took actions against the entity operators in 25
instances and filed cases in court in 14 instances.

DOL can take enforcement action to stop an unauthorized entity’s activities
through the federal courts—that is, by seeking injunctive relief and, in
some cases, pursuing civil and criminal penalties. An injunction is an order
of a court requiring one to do or refrain from doing specified acts.
Injunctive relief sought by DOL against unauthorized entities includes
TROs, which may be issued without notice to the affected party and are
effective for up to 10 days; preliminary injunctions, which may be issued
only with notice to the affected party and the opportunity for a hearing; and
permanent injunctions, which are granted after a final determination of the

The four states whose officials we interviewed had laws that specified the consequences
that unauthorized entities, or the agems and others who represented them, would face. For
example, Florida enacted a statute to increase the penalty for certain agents and others
representing unauthorized insurers from a di-ch to a third-deg
felony, punishable by up to 5 years in prison and up to a $5,000 fine, effective October 1,
2002. Fla. Stat. ch. 626.902(1)(2), (b) (2003) (as amended by 2002 Laws, ch. 2002-206). An
existing Florida statute already required certain persons representing nnauthorized insurers
in the state to be held financially responsible for unpaid claims. Fla. Stat. ch. 626.901(2)
(2003). Some agents purchase professional liability insurance-—called errors and omissions
coverage—that in some cases may pay outstanding medical claims.

Page 18 GAO-04-312 Unauthorized Entities Seiling Health Benefits



77

facts. DOLis enforcement actions apply to all states affected by the entity.
To obtain a TRO, DOL must offer sufficient evidence to support its claim
that an ERISA violation has occurred and that the government will likely
prevail on the merits of the case. Documenting that a fiduciary breach took
place can be difficult, time-consuming, and labor-intensive because DOL
investigators often must work with poor or nonexistent records,
uncooperative parties, and multiple trusts and third-party administrators.

As of December 2003, DOL had obtained TROs against three entities for
which investigations were opened from 2000 through 2002. In two of these
cases, DOL also obtained preliminary injunctions and in one case a
permanent injunction. {See table 4.) Each of these actions affected people
in at least 41 states. These three entities combined affected an estimated
25,000 policyholders and accounted for about $39 million in unpaid claims.

Table 4: TROs and inj for Three 1 ized Entities, as of December 2003
Number of Preliminary Permanent
states injunction injunction
Unauthorized entity affected TRO issued® obtained obtained Other results
Employers Mutual 51  December February 2002° September in September 2003, a federal court
2001 2003 ordered the principals to pay about
$7.3 million
OTR Truckers Health and 44 June 2002 None None In Sep er 2002, one defend;
Welfare Fund agreed to pay an amount that was less
than 1 percent of the unpaid claims
Service and Business 41 October 2002 October 2002° None None
Workers of America Local
125 Benefit Fund
Source: EBSA.

“Generally, these TROs froze the unautherized entity's assets; removed the operators; prevented the
operators from managing the entity; and appointed an independent fiduciary to manage the entity,
account for assets, and pay claims.

irminary i i of fiduciary and p
taking action against participants to coliect unpaid bils,

Prefiminary ordered of the entity and prevented health care providers from
1aking action against participants to collect unpaid bills or other actions.

health care from

DOL and state officials told us that they coordinate their investigations and
other efforts. For example, one EBSA regional director said his office has
met with the states in the region and, when needed, provides information to
help states obtain cease and desist orders to stop unauthorized entities.
Furthermore, DOL officials said that they rely on the states to obtain cease
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and desist orders to stop these entities’ activities in individual states while
conducting the federal investigations. For example, DOL and states
coordinated and cooperated extensively during the investigation of
Employers Mutual and provided mutual support in obtaining cease and
desist orders and the TRO. Several states issued cease and desist orders
against this entity before DOL obtained the TRO. In addition, DOL officials
said DOL does not take enforcement action in some cases where (1) states
have successfully issued cease and desist orders to protect consumers
because no more action is needed to prevent additional harm, (2) the entity
was expected to pay claims, or (3) the entity ceased operations.

From 2000 through 2002, EBSA opened investigations of 69 entities.'” These
investigations involved 13 entities in 2000, 31 in 2001, and 25 in 2002."
Overall, EBSA reported 67 civil and 17 criminal investigations opened from
20600 through 2002 involving the 69 entities. Civil investigations of these
entities focused on ERISA violations, particularly breaches of ERISAs
fiduciary requirements,’® while criminal investigations focused on such
crimes as theft and embezzlement. In some cases, unauthorized entities can
face simultaneous civil and criminal investigations. As of August 2003,
EBSA was continuing to investigate 51 of these entities. As a result, further
federal actions remain possible. For example, in addition to the three
investigations that had yielded TROs or injunctions, EBSA had referred
four other case investigations to the DOL Solicitor's Office for potential
enforcement action and obtained subpoenas in five cases.

States and DOL Alerted the
Public and Used Other
Methods to Help Prevent
Unauthorized Entities from
Continuing to Operate

To help prevent unauthorized entities from continuing to operate, officials
in the insurance departments we interviewed in four states—Calorado,
Florida, Georgia, and Texas—took various actions to alert the public and to
inform insurance agents about these entities. NAIC developed modet
consumer and agent alerts to help states increase public awareness. DOL
primarily targeted its prevention efforts to employer groups and small
employers. The states and DOL emphasized the need for consumers and

"The states also identified 27 of these 69 entities.

*Based on the percentage of total investigative staff days spent on unauthorized entities,
EBSA estimated that its field office costs for these investigations totaled about $4.2 million
for fiscal years 2000, 2001, and 2002 and the first 10 months of fiscal year 2003.

¥For example, a fiduciary’s failure to operate the plan prudently and for the exclusive
benefit of the plan participants would be a fiduciary violation.

Page 20 G:AQ-04-312 Unauthorized Entities Selling Health Benefits



79

States Alerted Consumers and
Agents and Benefited from NAIC
Efforts

employers to check the legitimacy of health insurers before purchasing
coverage, thus helping to prevent unauthorized entities from continuing to
operate.

Insurance department officials we interviewed in four states took various
actions to prevent unauthorized entities from continuing to operate. Each
of these states issued news releases to alert the public about these entities
in general and to publicize the enforcement actions they took against
specific entities. To help states increase public awareness, NAIC developed
amodel consumer alert in the fall of 2001, which it distributed to all the
states and has available on its Web site. (See app. IV.) The four states’
insurance departments also maintained Web sites that allow the public to
search for those companies authorized to conduct insurance business
within their borders. These states have also taken other actions to increase
public awareness. For example, in April 2002, Florida released a public
service announcement to television news markets throughout the state to
warn about these entities. In addition, in the spring of 2003, Florida placed
billboards throughout the state to warn the public through its “Verify
Before You Buy” campaign. (See fig. 3.)
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Figure 3: Florida’s Public

paign against U horized Entities

Think you’re Covered?
Don’t go bare / TS

Make sure your insurance
company is licensed in Florida

Source: Florida Department of Financial Services.

In addition to increasing public awareness, the four state insurance
departments alerted insurance agents about unauthorized entities. Using
bulletins, newsletters, and other methods, these states warned agents
about these entities, the implications associated with selling their products,
and the need to verify the legitimacy of all entities. Georgia, for example,
sent a warning to insurance agents in May 2002, which highlighted the
characteristics of these entities, reminded agents that they could lose their
licenses and be held liable for paying claims when the entities do not pay,
and noted that the state insurance department Web site contained a list of
all licensed entities. NAIC also developed a model agent alert to help agents
identify these entities. A national association representing agents and
brokers and many state insurance departments distributed this alert. The
Web sites for the four states’ insurance departments contained information
on the enforcement actions they took against agents. The Texas insurance
department’s Web site, for example, provided the disciplinary actions that
the state took as of August 2003 against individuals who acted as agents for
unauthorized insurers, These agents were fined, ordered to make
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DOL Alerted Employer Groups
and Provided Guidance and
Assistance to States and Others

restitution, lost their licenses, or faced a combination of some or all of
these actions.

DOL primarily focused its efforts to prevent unauthorized entities from
continuing to operate on employer groups, small emaployers, and the states.
To help increase public awareness about these entities, on August 6, 2002,
the Secretary of Labor notified over 70 business leaders and associations,
including the U.S. Chamber of Commerce and the National Federation of
Independent Business, about insurance tips that the department had
developed and asked them to distribute the tips to small employers.
Consistent with the advice states provided, among other things, the tips
advised small employers to verify with a state insurance department
whether any unfamiliar companies or agents were licensed to sell health
benefits coverage. (See app. V.) Also, the three EBSA regional offices we
reviewed had initiated various activities within the states in their regions.
For example, EBSA's Atlanta regional office sponsored conferences that
representatives from 10 states and NAIC attended. Federal and state
representatives discussed ERISA-related issues and their investigations at
these conferences. Furthermore, since 2000, DOL initiated several
technical assistance efforts to help states and others better understand
ERISA-related issues. These efforts are intended to help prevent
unauthorized entities from avoiding state regulation.”

Agency and Other
External Comments

We provided a draft of this report to DOL, NAIC, and the four state
insurance departments (Colorado, Florida, Georgia, and Texas) whose
officials we interviewed. DOL, NAIC, Florida, and Texas provided written
comments on the draft. Colorado and Georgia did not provide cormments
on the draft.

“For example, D()L updated and rereleased its publication, Muitiple Employer Welfare
Under the Es Retirement Income Security Act (ERISA): A Guide to
Fedeml and State Regulation (Washington, 13.C.: 2003), which is intended to facilitate state
and efforts r ding MEWAS as well as federal and state
eoordination. DOL distributed the publication to states and provided copies to others who
made requests through DOUs tollfree hotline. Also, from January 2000 through October 15,
2003, DOL issued 13 advisory opinion and & fon letters ding E!
and state insurance regulation of MEWAS to assist state regulators and prosecutors in
enforcing state i laws against horized entities. DOL has issued over 100
letters on MEWAS or similar types of arrangements since ERISA was enacted in 1974
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DOL identified initiatives it has taken to improve coordination with states
and law enforcement agencies and highlighted its criminal enforcement
actions. We modified the report to include additional examples of this
coordination, such as the Atlanta EBSA regional office’s meetings with
states and coordination on investigation and enforcement actions. We
recognize other activities are underway, such as making available
electronic information that MEWASs are required to report to EBSA and
sharing information with law enforcement agencies, but it was not the
purpose of this report to identify the full range of DOL activities related to
MEWASs and coordination with states on employer benefit and insurance
issues. Although DOL also provided additional information on its criminal
enforcement actions, we did not inchide these data in the report because
these enforcement actions did not all relate to the investigations of the 69
entities DOL opened from 2000 through 2002 that were the focus of our
analysis. DOLs coruments are reprinted in appendix VL

NAIC's written cornments provided additional information on efforts it has
taken to increase awareness of unauthorized insurance and acimowledged
the difficulties associated with determining the number of unique
unauthorized entities. NAIC noted that it began a national media carpaign
on unauthorized insurance that will run from January through June 2004
and, as part of the campaign, it developed a new brochure for consumers
entitled “Make Sure Before You Insure.” In addition, NAIC is updating its
ERISA Hondbook, which contains basic information about ERISA and its
interaction with state law, to highlight different types of unauthorized
entities and to provide guidance to state regulators on recognizing and
shutting down these entities. Because NAIC recently initiated its media
campaign and its scope was continuing to develop at the time we
completed our work, we did not incorporate this information in the body of
the report. In addition to the report’s description of consumer and agent
alerts that NAIC had distributed, NAIC also noted that in June 2003 it
distributed a model regulatory alert to all its members that emphasized the
need for third-party administrators and others to ensure that they do not
become unwitting supporters of these entities. NAIC also suggested that
the report include a more comprehensive list of state insurance regulation
and laws. While the draft report included key functions that state insurance
departments perform in regulating health insurance, it was beyond the
scope of this report to comprehensively address the extent and variety of
state insurance requirements affecting health insurance. We did, however,
add a reference in the final report to consumer protection laws that states
are responsible for enforcing. Finally, NAIC commented that many entities
may be operating under multiple names, which makes it difficult to
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precisely count the number of such entities. As discussed in the draft
report, our estimates of the number of unique unauthorized entities
attempted to account for this complexity by consolidating information
from multiple states or DOL where there was information to link entities.
We added additional information to the report’s methodology to highlight
the steps we took to determine the number of these entities.

Written comments from the Florida Department of Financial Services
noted that there has been cooperation among the federal and state
governments in addressing the problems associated with unauthorized
entities, stating that no state or federal agency effort could succeed without
regulators sharing information. In addition, Florida stressed how
unauthorized entities rely on associated entities and persons to succeed
and proliferate. For example, unauthorized entities used licensed and
unlicensed reinsurers, third-party administrators, and agents to help
defraud the public. Florida indicated that these structures made it difficult
for states to detect the entities.

In its written comments, the Texas Department of Insurance suggested that
we further elaborate on legal actions states have taken against
unauthorized entities. In addition to issuing cease and desist orders, Texas
stressed that states have (1) used restraining orders and injunctions,
similar to DOL, to stop unauthorized entities, (2) assessed penalties against
operators of these entities, and (3) taken actions against agents who sold
unauthorized products. For example, in 2002, Texas placed a major entity
into receivership, seized its assets, and initiated actions to recover more
assets. In 2003, Texas finalized penalties against the operators of
Employers Mutual. In addition, Texas explained that states have devoted
significant resources to penalizing agents who have accepted commissions
from unauthorized entities. In addition to actions we reported, the Texas
Departinent of Insurance indicated that it has taken other steps to increase
consumer awareness of these entities. For example, Texas said that it had
issued a bulletin to all health insurance companies and claims
administrators warning about unauthorized entities and provided public
information to various news organizations, assisting them with their
reporting on these entities, Texas also highlighted the criminal
investigations the state has conducted and wrote that its insurance fraud
division has referred cases to DOL and others, While the report includes
illustrative examples of key legal actions, including actions against agents
involved with unauthorized entities, and public awareness efforts taken by
the states, we primarily focused on the more common actions taken by
states as reported in response {o our survey.
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DOL and the other reviewers also provided technical comments that we
incorporated as appropriate.

As agreed with your offices, unless you publicly announce its contents
earlier, we plan no further distribution of this report until 30 days after its
date. We will then send copies to the Secretary of Labor, appropriate
congressional committees, and other interested parties. We will also make
copies available to others upon request. In addition, this report will be
available at no charge on GAO's Web site at hitp://www.gao.gov.

Please call me at (202) 512-7118 or John E. Dicken at (202) 512-7043 if you
have additional questions. Joseph A. Petko, Matthew L. Puglisi, Rashmi
Agarwal, George Bogart, and Paul Desaulniers were major contributors to
this report.

Kt A Mo

Kathryn G. Allen
Director, Health Care—Medicaid
and Private Health Insurance Issues
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Methodology for Identifying Unauthorized

Entities

To identify the nuraber of unique unauthorized entities nationwide from
2000 through 2002 and to obtain information, such as the number of
eraployers covered and unpaid claims, pertaining to each of these entities,
we obtained and analyzed data from state and federal sources. We obtained
state-level data through a survey we sent to officials located in insurance
departments or equivalent offices in all 50 states and the District of
Columbia and federal-level data from the Department of Labor’s (DOL)
Employee Benefits Security Administration (EBSA). We also obtained
information from the states on a related type of problematic arrangement-—
discount plans that sometimes are misrepresented as health insurance.

Survey of State
Insurance Departments

To obtain data on unauthorized entities and other types of problematic
plans in each state, we e-mailed a survey to individuals identified by the
National Association of Insurance Commissioners (NAIC) as each state
insurance department’s multiple employer welfare arrangement (MEWA)
contact. A NAIC official indicated that these individuals would be the most
knowledgeable in the states on the issue of unauthorized entities. All the
states responded to our survey.

Part I of the survey asked for selected data elements on the entities. We
asked the states to use the following definition: “an unauthorized health
benefits plan is defined as an entity that sold health benefits, collected
premiums, and did not pay or was likely not to pay some or all covered
clairs. These entities are also known as health insurance scams.” First, we
asked officials in each state to tell us how many of these entities covering
individuals in the state they identified during each of 3 calendar years—
2000, 2001, and 2002. For each entity the state identified during the 3-year
period, we requested information such as the (1) number of ernployers
covered, (2) number of policyholders covered, (3) total amount of unpaid
claims in the state, and (4) arnount of unpaid claims recovered. We also
obtained information on the type of the entity, how the state identified the
entity, and what actions the state took regarding the entity. Part IT of the
survey collected information on other types of problematic plans—
including discount plans—and whether these other types of plans targeted
small employers.

To determine the number of entities states identified in each calendar year,
we relied on states to determine at what stage of their investigative process
they would deem an entity to be unauthorized. Therefore, states could have
reported both those entities they determined were unauthorized after

completing an investigation and against which they took formal action and
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those entities still being investigated and for which no formal action had
been taken.

Federal Data on
Unauthorized Entity
Investigations

To obtain federal-level data on unauthorized entities, we asked EBSA to
provide data from the civil and criminal case investigations it opened from
2000 through 2002 involving these entities. To identify which of its civil and
criminal investigations of employer-based health benefits plans fell within
the scope of our research, we asked EBSA to use a similar definition of
unauthorized entities as included on our state survey. For each of the civil
and criminal investigations of these entities EBSA opened during the 3-year
period, we asked EBSA to provide the same type of data about
unauthorized entities that we requested on the survey we sent to all the
states.! In addition, we asked EBSA to identify all the states that were
affected by each entity it was investigating—information that states could
not easily provide. Furthermore, where EBSA was conducting both civil
and criminal investigations of an entity, we asked it to report that entity
only one time.

Because EBSA and states provided the names of entities that were still
under investigation at the time of our survey, we agreed not to report the
names of any of these entities unless the investigation had already been
made public. Therefore, we report only the names of three unauthorized
entities for which DOL had issued media releases when it obtained
temporary restraining orders (TRO) or injunctions to stop their activities.

Consolidating State
and Federal Data on
Unauthorized Entities

To determine the number of unauthorized entities that operated from 2000
through 2002, we analyzed information on the entities identified by the
states and investigated by EBSA. Specifically, we analyzed the names of 288
entities that states identified and 69 entities that EBSA investigated.? In
many cases, two or more states or EBSA reported the name of the same
entity. We compared the entity names and, using several data sources—for

'EBSA provided the data that it coliected on the number of participants in these entities,
whereas states reported on the number of policyholders. We consolidated the data reported
by DOL and states and refer to these data as policyholders.

2Nine of the 51 states responding to our survey did not identify any unauthorized entities

from 2000 through 2002. EBSA conducted three separate investigations that we determined
related to different components of one large entity identified by several states.
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example, copies of the cease and desist orders states provided to NAIC,
interviews of state officials, survey responses that included multiple names
for the same entity, and media reports—and our judgment regarding similar
names, consolidated them into a count of unique entities. Based on this
analysis, we consolidated the 357 entity names identified or investigated by
the states and EBSA to 144 unique unauthorized entities nationwide,
including 77 entities identified only by the states; 40 entities investigated
only by EBSA; and 27 entities identified by one or more states and also
investigated by EBSA.

To identify the total number of employers covered, policyholders covered,
amount of unpaid claims, and recoveries on the claims for the 144 unique
unauthorized entities identified nationwide from 2000 through 2002, we
consolidated the data provided by the states and EBSA. To develop
unduplicated counts for each of the data elements, we developed a data
protocol. We matched the names of the states that reported each of these
27 entities to the names of the states in which EBSA reported that these
entities operated. Because the EBSA data generally were more consistent
and comprehensive—particularly since not all states reported on some of
the multistate entities reported by EBSA—we used the EBSA-reported data
rather than the state-reported data for each element. However, if a state
reported an entity to us and EBSA did not report that it was aware that the
entity operated in that state, we included that state’s data. Also, where
EBSA data were missing for a data el t, we included state-reported
data in our totals when provided.”

To identify the year that each of the 144 unauthorized entities was
identified, we used the earliest year either EBSA or a state reported for
when each of the 144 entities was identified. To determine how many
entities operated in each state, we combined the EBSA data and the data
reported by the states. Because some of the entities EBSA investigated
were nationwide or were in multiple states, the number of entities we
report as operating in each state is greater than the number of entities
states directly identified on our survey. For example, while nine states
reported to us that they did not identify any entities from 2000 through

3For example, for one of the 27 entities that both EBSA and states identified, EBSA reported
that it operated in 13 states, 7 of which also reported this entity to us. In addition, 1 other
state, not identified by EBSA, reported this entity to us and we included this state’s data.
Also, because EBSA did not provide any data on the number of employers and policyholders
for this entity, we used the data reported by the 8 states.
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2002, EBSA indicated that several of the entities it was investigating
operated in these states.

The data we report for each of the elements—the number of eraployers
covered, policyholders covered, amount of unpaid claims, and recoveries
on the clai may be underesti 1. EBSA and some states reported
that some of the data were unknown for each of these elements. In
addition, while the states provided most of the requested data, they did not
provide some of the data for some entities. Furthermore, in several cases,
EBSA and the states provided a range in response to our request for data.
When they did this, we used the lowest number in the range. For example,
whereas EBSA reported unpaid claims for one of these entities from

$13 million to $20 million, we reported unpaid claims as $13 million, In
some cases, EBSA and the states reported that the data they provided were
estimated.
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Employers Mutual, LLC and Federal and State

Actions

Employers Mutual, LLC was one of the most widespread unauthorized
entities operating in recent years, covering a significant number of
employers and policyholders and accounting for millions of dollars in
unpaid claims during a 10-month period in 2001. According to court
documents and DOL, four of the entity’s principals were associated with
the collection of approximately $16 million in preriums from over 22,000
people and with the entity’s nonpayment of more than $24 million in
medical claims. DOL and states took actions to terminate Employers
Mutual’s operations and an independent fiduciary was appointed by a U.S.
district court in December 2001 to administer the entity and, if necessary,
implement its orderly termination. In September 2003, the court ordered
the principals to pay $7.3 million for their breach of fiduciary
responsibilities.

Employers Mutual
Created Associations,
Hired Firms, and Paid
Companies Established
by Its Principals

Employers Mutual was established in Nevada in July 2000 and began
operations in January 2001.! The name Employers Mutual is similar to
Employers Mutual Casualty Corapany, a long-established Iowa-based
insurance company marketed throughout the United States, which had no
affiliation with Employers Mutual. By February 2001, Employers Mutual
had established 16 associations covering a wide array of industries and
professions, such as the American Coalition of Consumers and the National
Association of Transportation Workers, that created employee health
Dbenefit plans for association members to join.” Employers Mutual was
responsible for managing the plans offered through these 16 associations,
which claimed to be fully funded and were created to cover certain medical
expenses of enrolled participants, Employers Mutual ultimately claimed
that its association structure did not require it to register or to seek
licensure from states, and that it also precluded the entity from DOL

'Prior to Employers Mutual’s creation, one of its principals was associated with other
unauthorized entities.

“The other associations were the American Association of Agriculture, the Association of
Automotive Dealers and Mechanics, the Association of Barristers and Legal Aids, the
Communications Trade Workers Association, the Construction Trade Workers Association,
the Association of Cosmetologists, the Culinary and Food Services Workers Association, the
Association of Educators, the Association of Health Care Workers, the National Alliance of
Hospitality and Innk the A iation of M: and Wh the
Association of Real Estate Agents, the Association of Retail Sellers, and the National
Coalition of Independent Truckers. Employers Mutual also sold coverage through existing
associations such as the National Writers Union, an association representing approximately
7,000 freelance writers.
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regulation under the Employee Retirement Income Security Act of 1974
(ERISA).

Employers Mutual's principals contracted with legitimate firrs to market
the plans and process the claims, and with their own companies
purportedly to provide health care and investment services. Licensed
insurance agents marketed the 16 plans nationwide. Employers Mutual
hired a firm to process the claims from members of its associations’
employee health benefits plans and to handle other administrative tasks
from January 2001 until the firm terminated its services in October 2001 for,
among other reasons, nonpayment of a bill. According to court filings,
Employers Mutual also contracted with four firms, purportedly health care
provider networks and investment firms, established and owned by
Employers Mutual principals. A district court later cited evidence that the
provider networks were paid despite the fact that one of them had no
employees and provided no services to plan members.? Furthermore, the
district court noted that no contracts between the investment firms and
Employers Mutual were presented into evidence and no information was
introduced concerning the services these firms performed for this entity.

Employers Mutual
Collected About

$16 Million in
Premiums but Did Not
Pay over $24 Million in
Medical Claims

From the time Employers Mutual commenced operations in January 2001
through October 2001, more than 22,000 policyholders in all 50 states and
the District of Columbia paid approximately $16.1 million in premiums.
According to court documents and the independent fiduciary appointed to
administer Employers Mutual, one of this entity's principals allegedly set
the premiums for the 16 plans after he calculated the average of sample
rates posted by other insurance corapanies on the Internet and reduced
them to ensure that Employers Mutual would offer corpetitive prices.

DOL has determined that of the $16.1 million collected in premiums,
Employers Mutual paid about $4.8 million in medical claims. According to
DOL, the principals made payments for other purposes besides the
payment of claims, including about $2.1 million in marketing, about

$0.6 million in claims processing, and about $1.9 million to themselves or
their companies. Approximately $1.9 million in Employers Mutual’s assets
had been recovered by the independent fiduciary since his appointment in

*Chao v. Graf, No. 01-0698, 2002 WL 1311122 (D. Nev. Feb. 1, 2002) (order granting
preliminary injunction).
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L
States, Then DOL,

Acted against
Employers Mutual

December 2001 through February 2004.* The independent fiduciary and
DOL reported that they were prevented from fully accounting for the
money collected and paid out by Employers Mutual, its principals, and
contracted companies due to the scope of its operations and the disarray
and incompleteness of the records they were able to recover.

The independent fiduciary reported that insurance claims totaling over
$24 million remain unpaid as of February 2004. He paid $134,000 to a
prescription service provider immediately after his appointment, and no
additional medical claims have been paid. In March 2003, the fiduciary filed
suit in federal court to recover the unpaid claims from the insurance agents
who marketed Employers Mutual plans.

When Nevada insurance regulators became aware of Employers Mutual,
they found that it was transacting insurance business without a certificate
of authority as required by Nevada law.® Nevada therefore issued a cease
and desist order against Employers Mutual in June 2001.% In August 2001,
Florida insurance regulators found that Employers Mutual was engaged in
the business of insurance, including operating as a MEWA, without a
certificate of authority’ as required by Florida law.® Florida ordered
Employers Mutual to stop selling insurance within Florida's borders
pending an appeal by the entity, although at the time the state did not find
evidence of delays or failures to pay medical claims. Other states, including
Alabama, Colorado, Oklahoma, Texas, and Washington, filed cease and
desist orders against Employers Mutual by December 2001.

*The independent fiduciary has spent about $1.8 million of the $1.9 million seized, primarily
for the i ive cost of ing approxi ly 100,000 claims that had not been
adjudicated and for legal and other costs, with approximately $0.3 million remaining as of
February 2004. The U.S. District Court in Nevada ordered the independent fiduciary to
process all unadjudicated claims in its February I, 2002 order granting a preliminary
injunction,

*Nev. Rev. Stat. §§ 685B.030, 685B.035 (2003).

SCease and Desist Order: Eraployers Mutual, L.L.C., Nevada Department of Business and
Industry Division of Ingurance case no. 01.658 (June 14, 2001).

"framediate Final Order in the matter of Employers Mutual, L.L.C., Florida Department of
Insurance case no. 42659-01-CO (Aug. 14, 2001).

*Fla. Stat. ch, 624.401, 624.437 (2003).
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On November 21, 2001, the Nevada Commissioner of Insurance signed an
Order of Seizure and Supervision seizing and taking possession of
Employers Mutual funds held in Nevada bank accounts and granting the
Nevada Commissioner supervision over the assets of Employers Mutual in
Nevada.” Nevada also reported that it engaged in a discussion involving 26
state insurance departments that led to an agreement with Employers
Mutual to facilitate payments of claims nationwide. On December 13, 2001,
the U.S. District Court for the District of Nevada granted a TRO against
Frployers Mutual and its four principals,® and on December 20, 2001; the
Nevada Commissioner surrendered all of Eraployers Mutual's assets that
she had recently seized to the independent fiduciary. In the TRO, DOL
alleged that the principals

s used plan assets to benefit themselves;

* failed to discharge their obligations as fiduciaries with the loyalty, care,
skill, and prudence required by ERISA; and

* paid excessive compensation for services provided to Ermployers
Mutual.

The TRO temporarily froze the assets of all the principals involved in this
entity and prohibited them from conducting further activities related to the
business. It also appointed an independent fiduciary to administer
Employers Mutual and associated entities and, if necessary, implement
their orderly termination.

After a subsequent hearing, the U.S. District Court for the District of
Nevada issued a preliminary injunction on February 1, 2002, leading to the
interim shutdown of Employers Mutual nationwide.”* On April 30, 2002, the
same court issued a quasi-bankruptcy order establishing a procedure for
the orderly dissolution of the plans and payment of claims with assets

*Employers Mutual, L.L.C., Nevada Department of Business and Industry Division of
Insurance case no. 01.6568 (Nov. 21, 2001).

“Chao v. Graf, No. 010698, (D. Nev. Dec. 13, 2001) (order granting temporary restraining
order).

UChao v. Graf, No. 01-0698, 2002 WL 1311122 (D. Nev. Feb. 1, 2002) (order granting
preliminary injunction).
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recovered by DOL and the independent fiduciary.”* On September 10, 2003,
the court issued a default judgment granting a permanent injunction
against the principals and ordered them to pay $7.3 million in losses
suffered as a result of their breach of fiduciary obligations to
beneficiaries.”

In March 2003, the independent fiduciary filed suit in Nevada on behalf of
the participants against Employers Mutual's principals alleging, among
other things, that they participated in racketeering, fraud, and conspiracy.
The independent fiduciary also sued the insurance agents, who either
marketed or sold the plans, for malpractice as part of that action. The
fiduciary has requested damages and relief for unpaid or unreimbursed
claims. In October 2003, the court ordered the suit to mediation in February
2004. The fiduciary and some agents, before the beginning of mediation,
reached a proposed settlement that was before the court for approval as of
February 2004.

Figure 4 contains a chronology of events from Employers Mutual's
establishment to state and federal actions to shut it down.

“Chao v. Graf, No. 01-0698 (D. Nev. Apr. 30, 2002) {order ishing a quasi-b ptey).
“Chao v. Graf, No. 01-0698 (D. Nev. Sept. 10, 2003) (order granting permanent injunction).
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