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Perspective 2005
The 2005 legislative session promises to be a block buster from an insurance and financial-services perspective.  Topics elevated by the New York Attorney General investigation -- broker disclosure, fiduciary duties, and contingent commissions -- will likely headline the insurance agenda.  A host of previously debated issues are sure to be rerun during 2005 as well, including workers’ compensation rate regulation, proposals to eliminate brokers fees at the State Compensation Insurance Fund, and efforts at improving the regulation of group self-insurance plans.  Technical issues regarding the implementation of SB 899 (Poochigian) – Governor Schwarzenegger’s workers’ compensation reform – will also likely arise.  Beyond workers’ compensation, another high profile topic in the wake of the San Diego fires 13 months ago is underinsurance for total homeowner losses after a disaster.  Some less publicized subjects that were debated in 2004 and likely will be rehashed this year are also discussed below.  Political experience teaches lobbyists to expect the unexpected; some unanticipated debate will surface this year, prompted by a court decision, bad sets of facts, or a natural disaster that could take prominence in the political debate.  

The Political Scene

Last year at this writing political uncertainty reigned.  Gray Davis, a political veteran less than one year removed from reelection had just lost his office in an historic recall election.  Governor Arnold Schwarzenegger now stood as the second-most powerful politician in America, yet he boasted almost no political record.  The new governor had campaigned on the promise to upset “business as usual” in Sacramento and to “blow up boxes” in order to address the state’s many vexing and intractable problems, but no one had any real sense of how this movie star would govern.  Democrats at first responded cautiously, unsure as to how to deal with a political rival of unparalleled public stature who had won the votes of many Democrats.   
Governor Schwarzenegger embraced bipartisanship in word and initially in deed as he promised to work with the legislative leadership to address California’s major problem areas.  Early in 2004 he negotiated a new spending limitation and defeated an initiative designed to reduce the two-thirds vote necessary to approve the California budget.  Schwarzenegger later successfully negotiated major reform of the state’s workers’ compensation laws, but in the process the Governor threatened to run his own initiative should the Democrats fail to reach an accommodation with him.  In mid-summer, however, Democratic leaders handed the Governor his first setback in blocking an on-time budget and were successful in fighting off many of the Governor’s proposed reductions in state services.  Over the course of the year the Governor developed a unique political style – Schwarzenegger pushes his vision for change, urges bipartisanship and negotiates honestly, all the while suggesting that if compromise to his liking does not emerge he will go over the heads of legislators and take his case directly to the people through the initiative process.
The November, 2004 elections -- with 100 legislative races plus fifteen initiatives and one referendum on the ballot -- provided an early measure of the Governor’s power.  While political custom calls for the sitting Governor to announce his position on all ballot measures, Schwarzenegger put his prestige on the line by assuming responsibility for the defeat of four of the higher profile measures.  Proposition 66 would have limited the “three-strikes” formula that increases prison sentences to violent or serious felonies only.  The measure led until late in the campaign, when opponents went on the air with an advertisement featuring the Governor that turned the tide.  Schwarzenegger also was the face of the campaigns against Propositions 68 and 70, two measures that would have expanded Indian gaming but suffered decisive defeats.  The Governor won a final, narrow victory with Proposition 72, a referendum that stopped enactment of the SB 2 health-insurance mandate on business.  More notable than his victories was the fact that Schwarzenegger took on some of the most powerful political interests in the state, including labor, trial attorneys, Indians, card rooms and horse racing interests.  He goes where other politicians usually fear to tread.

Schwarzenegger didn’t bat 1000 November.  His campaigns on behalf of Republican candidates didn’t yield any pickups for his party in the legislature, though he did help defend a few wobbly incumbents.  And his word is not simply a command for California voters – the open primary, which the Governor endorsed, but didn’t campaign for, also went down to defeat.  That said, the election evidence supports the conclusion that when Schwarzenegger associates himself directly and forcefully with a position the California electorate follows.  
Last year’s history suggests that Schwarzenegger will continue to move aggressively during 2005.  His State of the State Address, with its direct attacks on the public-employee unions, education funding formulas, and legislative redistricting -- a Democrat trinity -- indicates a politician confident in his power and certain in his direction.  Inside the legislature, however, democratic leaders have apparently decided to fight back.  They interpret Schwarzenegger’s inability to affect legislative races as evidence that the public supports Democrat policies and expects the legislature to challenge Schwarzenegger on issues.  A dynamic is now in play where the Democrat legislators believe they have little personally to fear from the Governor at the ballot box, while critical Democratic constituencies, such as labor and trial attorneys, who have no sway with the administration, push the party to hold the line on issues.  
The circumstances described above offer a prescription for legislative deadlock.  Instead of seeking compromise, expect Democratic leaders to insist on challenging the Governor by sending him a series of measures opposed by the business and insurance communities.  The Governor, in response, will attempt to identify the legislature as obstructionist and shift his focus to the initiative process.  Administration sources indicate that the Governor, if forced to take the initiative route, would prefer to call for a special election this November.  Under this scenario, initiative submission and signature gathering will need to be completed by the end of May.  Things could get ugly – and very interesting for political observers – were the normal legislative and budget debates in the legislature to occur simultaneously with an initiative war.  
ISSUES FOR 2005 
WORKERS’ COMPENSATION

The more things change, the more they stay the same.  Debate over reform of the California workers’ compensation system will command much attention during 2005.  This will follow an unprecedented four-year period during which the legislature enacted four significant bills that altered benefits paid to injured workers, established caps on vender services, limited utilization, and reformed medical delivery and disability benefits.  Comp reform seems to have become a never-ending process.
Expect this year’s major fights to be waged on two fronts, insurance rate regulation and the technical implementation of the SB 899 (Poochigian) reforms.  Last week organized labor and the applicant attorneys mounted a first attack on insurers with the introduction of SB 46 (Alarcon).  Senator Richard Alarcon, Chairman of the Senate Labor and Industrial Relations Committee, proposes in SB 46 to establish a commission comprised of the governor, attorney general, and insurance commissioner that would regulate workers’ compensation insurance rates in California.  Taking advantage of the unusually high level of media gathered in the Capitol for the Governor’s State of the State Address, proponents of SB 46 scheduled a 10:00 a.m. press conference on the same day of the speech to announce the legislation.  Proponents also reserved a hearing room for the day and invited media to hear injured workers blast last year’s reforms for allegedly leading to injured worker suicides and cutbacks in disability benefits.  This event marked the beginning of what will likely be a year-long campaign to undermine and limit last year’s comp reform legislation and deny the Governor the political credit that would come from successful reform.
Labor representatives have talked in private of opposing any legislation affecting workers’ compensation, regardless of the merits, unless and until rate regulation becomes law.  This so-called moratorium is not yet the official labor position but, official or not, expect labor to consider leveraging any workers’ compensation proposal this year.  Labor could decide to go even further and affirmatively support legislation hostile to insurance interests.  Likely first on the list here would be support for caps on broker fees or elimination of broker commissions that the State Compensation Insurance Fund now pays.  

What works in the legislature doesn’t necessarily work in the Governor’s Office, however.  While the Democrat majorities in the Assembly and the Senate might be persuaded to support rate regulation, the Schwarzenegger administration has so far indicated that it is comfortable with recent market developments in comp.  Rates have gone done, the SCIF has shed a significant amount of risk, and more progress can be expected during the year as the benefits of the SB 899 reforms develop through the comp system.  Schwarzenegger does not agree philosophically with price regulation, and he has previously expressed the belief that it would take approximately eighteen months for insurers to react fully to the implementation of SB 899.  That suggests that SB 46 stands little chance of becoming law this year; it’s significance will be whether labor and applicant attorneys demand a moratorium in return.  
HOMEOWNERS INSURANCE

The Southern California wildfires that raged in late 2003 sparked a series of bills during the 2004 session.  Constituent complaints prompted most of this legislation, which ranged in subject from the payment of insurance benefits and disclosure of coverage limits to mediation of claims and restrictions on cancellation and non-renewal of homeowners insurance coverage following a disaster.  Insurance Commissioner John Garamendi, of course, took center stage in pushing several bills that he dubbed the Homeowners Bill of Rights.  The commissioner attempted to create support for his legislation by sponsoring town hall meetings with policyholders in the areas affected by the firestorms.  
Although the legislature ultimately passed and the Governor signed four bills addressing homeowners’ issues, the insurance commissioner and key legislators, such as Senator Jackie Speier, Chair of the Senate Insurance Committee, have indicated a continuing concern.  

There is little doubt that 2005 will see additional legislative efforts and further insurance commissioner activity in this area.  One of the first bills introduced when the legislature reconvened on December 6, 2004 was SB 2 (Speier).  Senator Speier and her staff spent a significant amount of time during the legislative interim attempting to mitigate ongoing disputes between insurers and fire victims.  For them, SB 2 reflects some lessons learned; it would require all homeowners’ insurance contracts to provide a minimum of twenty-four months additional living expenses and mandate that any replacement-of-value mechanism such as Marshall and Swift to have its estimation systems approved by the insurance commissioner.  

Insurance Commissioner Garamendi has made no secret of his intent to alter the insurance-to-value processes that he believes left so may fire victims with insufficient coverage.  The commissioner is expected to press for legislation that would impose a duty on insurance producers or insurers to ensure that coverage sold is sufficient to replace or rebuild a home in the event of a total loss.  This position is somewhat ironic in that the CDI staff during Garamendi’s term has made a habit in market-conduct reviews of citing insurers for practices resulting in over insurance.   
BROKER DISCLOSURE

Across the nation, broker disclosure issues and contingent compensation plans have become a leading topic in the insurance debate.  This trend has been particularly strong in California, where Insurance Commissioner Garamendi raced to associate himself with New York Attorney General Eliot Spitzer.  Garamendi has staked his claim to this issue by proposing a broad set of regulations and by bringing an enforcement action against a San Diego broker selling group health and disability benefits to major employers.  
The commissioner’s proposed regulations would impose new fiduciary obligations on producers representing more than one insurer, alter the burden of proof relative to material facts, and require insurance producers to recommend the best available insurer in response to a request for insurance coverage.  Thus far the commissioner’s proposed regulations have generated little support from consumer groups or legislators, while earning the unanimous opposition of insurer and producer trade associations.  Although the commissioner and his top legal staff are aggressively pushing his proposed regulations with the National Association of Insurance Commissioners (NAIC) and the industry, opponents have made a strong argument that the department lacks the authority necessary to alter statutory definitions and burden of proof standards or to impose new affirmative duties on producers.  No doubt a few legislators will see the current controversy as a rationale for legislation requiring additional disclosure, imposing new duties on producers or prohibiting contingent compensation.  Some legislation might ultimately emerge, but most likely only after negotiations and compromise with the affected parties.  This issue won’t go away, however, as both New York Attorney General Eliot Spitzer and Commissioner John Garamendi have promised expanded investigations and additional enforcement actions and criminal prosecutions.  
OTHER INSURANCE MEASURES
As indicated above, many commentators expect the 2005 legislative session to be one driven by confrontation rather than cooperation.  In such an environment, Democrats will look to confront the Governor by forcing him to veto an array of “reform” bills and then characterizing him as beholden to business interests.
Just this week Fabian Nuñez, Speaker of the Assembly, announced new committee assignments. In an effort to streamline the legislative process, the Speaker reduced the size and number of committees while limiting the number of committees on which any one legislator could serve.  Whether intended or not, these moves significantly lowered Republican representation on most committees and consequently reduced the influence of the moderate democratic members. These changes might encourage liberal legislators to reintroduce bills that were defeated in committee last year. Below find a description of some of the less high-profile proposals that could return this year.

CALIFORNIA INSURANCE GUARANTEE ASSOCIATION 
The California Insurance Guarantee Association (CIGA) has been under siege the last few years as it responded to some 28 insurance company insolvencies.  During 2003, the legislature provided invaluable assistance when it increased the CIGA surcharge on workers’ compensation premiums and authorized CIGA to go to the bond market to raise additional capital.  These changes have allowed CIGA to meet its obligations on an estimated 60,000 plus claims per month. Over the last year CIGA has paid out in the neighborhood of $100 million a month to cover the claims of injured workers. 
Notwithstanding the situation described above, there are several issues which could affect CIGA’s financial condition. Last session some 67 school districts sponsored legislation that would have required CIGA to pay approximately $8 million in claims arising from loss portfolio transfer policies that the districts had purchased from Fremont Insurance to cover self-insured obligations for long tail claims. As a result of strenuous objections from both employers and insurers, the bill was shelved late in the session but will likely reappear this year. 
The Fremont insolvency has also negatively affected a number of employers that had purchased longshoremen and harbor workers (LS&H) coverage from the company.  These employers want the legislature to create a new fund within CIGA to cover unpaid LS&H claims. Both Washington state and Alaska have passed this type of legislation. 
CIGA also has a particular issue when it takes over claims payment for any large deductible policy. Under current law, when CIGA takes over payment of a large-deductible policy it must pay even the deductible portion of the claim.  The insured is not relieved of its liability, but its deductible payments go into the estate of the insurance company instead of directly to CIGA.  Both CIGA and the Commission on Health and Safety and Workers’ Compensation have identified this practice as a cause of cash-flow problems at CIGA.  Expect legislation that would require the employer to pay the deductible directly to CIGA as reimbursement toward the payment of covered claims. 
Litigation Issues

The California trial lawyers last year supported two key bills that both insurers and the Civil Justice Association, a coalition of employers advocating tort reform issues, opposed.  

SB 1368 (Ortiz) would have allowed for substitute service of process on an insurer when that insurer has acknowledged the existence of a claim and has not denied coverage. The bill would have further required that any insurer, within five business days after receiving substitute service, to request that the insured accept service.  Moderate Democrats joined with Republicans on the Assembly Floor to defeat SB 1368. 
SB 494 (Escutia) would have given any health-care provider that had rendered services to a Medi-Cal beneficiary for injuries that a third-party caused the right to file a lien against the patient’s civil recovery for all reasonable and necessary charges.  Current law limits the hospital’s fee to the Medi-Cal reimbursement rate.  While hospitals have a decent argument for billing beyond the Medi-Cal rate, lawyers supported this bill because it would accelerate the build up of civil damages.  Governor Schwarzenegger vetoed SB 494, but it may return in 2005. 

Multi-Tenant Housing

Late last session, AB 421 (Steinberg) was amended to prohibit insurance companies from discriminating in underwriting coverage for affordable housing projects. These amendments included an absolute ban on cancellation, non-renewal, or charging a higher premium for policies covering a subsidized-housing development that rents to low income or disabled tenants. Faced with strong insurer objections to these blanket restrictions, Assemblyman Steinberg scaled back his bill to require only that the insurance commissioner conduct a market study on property and liability insurance for entities that provide low-income rental housing.  The legislation called specifically for a determination of the availability of such insurance as compared to the overall market for multi-tenant housing. The California Department of Insurance (CDI) convened a study group on the issue and soon will be issuing a data call for insurers. AB 421 requires that the CDI complete its study and report to the legislature no later than July 1, 2005.  Depending on the results of this study, follow-up legislation could be introduced this session. 
Senior Financial Abuse

The financial-services community won a key victory on AB 2474 (Wolk). This legislation would have required any person who provides financial services -- including insurance agents, title insurance company officers, and investment officers -- to report any instance of suspected elder financial abuse to Adult Protective Services or local law enforcement agencies.  Although worthy in its intent, the legislation failed to provide immunity to the financial services professionals required to report.  This defect led to the defeat of AB 2474 in the Senate Judiciary Committee.  Assemblymember Wolk, however, has indicated that she intends to reintroduce this bill in 2005. 
Wrap-up Insurance Policies 

AB 2147 (Kehoe) passed both houses of the legislature and was signed by the Governor last year. This law now requires insurers under a wrap-up insurance policy to report workers’ compensation losses and payroll information for each contractor and subcontractor to the rating organization on a timely basis and in accordance with the uniform statistical plan. It also requires insurers, within ten days and upon request, to provide each contractor and subcontractor with copies of or access to the reports covering workers’ compensation losses and payroll information for that contractor or subcontractor participating in the wrap-up insurance program. Proponents of last year’s bill, which included union contractors, are back again in 2005. This year they are expected to introduce legislation requiring a general contractor who uses a wrap-up insurance policy to provide credit to each subcontractor based on the subcontractors own X-mod rather than the X-mod of the wrap-up program. Such legislation is consistent with past efforts by labor to ensure that contractors that utilize employee leasing companies pay workers’ compensation premiums based on the X-mod of the contracting employer. 
Group Self-Insurance

The need to reform group self-insurance laws prompted a major legislative debate during 2004.  California authorized group self-insurance in the mid-1990s, at approximately the same time that the legislature first permitted the use of large-deductible workers’ compensation policies. Large-deductible plans have come to command a significant market share of workers’ compensation policies.  In comparison, the use of group self-insurance lagged, with no group plans filed in California until 2003. Current California regulations covering group self-insurance impose a high threshold for entry and contain a number of provisions that make it particularly difficult for small- or medium-size businesses to access the program.  Notwithstanding these barriers to entry, the last two years have seen a number of group self-insurance administrators overcome these impediments and begin successfully to form groups.  Today, there are at least ten plans operating in California; businesses participating include auto dealers, plastic manufacturers, contractors, nursing homes, banks, and agricultural interests. 
Legislation in 2004, SBX4 11 (Poochigian), sought to make a number of changes in group self-insurance that would make the system more user friendly.  Just as important, the bill would have implemented an ongoing system of regulation to insure the solvency of these programs. Despite earning broad support throughout the legislative process – the bill passed off the Assembly Floor without a single “NO” vote -- SBX4 11 became a casualty of a last-minute political play.  Labor interests, which had not opposed the bill until the last night of session, took the position during the final week of session that no workers’ compensation related legislation could proceed unless and until the legislature imposed rate regulation on workers’ compensation insurers.  That was enough for the Chairman of the Senate Labor and Industrial Relations Committee, Senator Richard Alarcon, who used a parliamentary tactic to delay a concurrence vote on the Senate Floor and pull the bill back to his committee literally at midnight on the final legislative night.  Time ran out for proponents, but the logic of the bill still carries. Assemblyman Ron Calderon has already put these reforms in his AB 82, which he recently introduced. It is also expected that Senator Charles Poochigian, author of last year’s legislation, will again carry a bill on this subject. 
LIFE SETTLEMENT
In 2003 the California Department of Insurance (CDI) sponsored a bill which would have expanded California’s viatical statute to include life settlements. The life settlement industry opposed the legislation, arguing that life settlements are a unique product and that any regulation of these transactions should be based on the new National Association of Insurance Commissioners (NAIC) Model Act. No bill on the topic moved in 2003 or 2004 but life-settlement representatives have been in discussions with the department aimed at developing a compromise.  The time for legislation appears to be now; expect Assemblyman Juan Vargas, Chairman of the Assembly Insurance Committee, to carry a bill for the life settlement industry that will provide for regulation of life settlements in California based on the NAIC Model Act.   The Vargas bill will leave the viatical statute on-the-books but it will establish a bright line between viaticals and life settlements.

LOW-COST AUTOMOBILE INSURANCE
No legislation has been introduced as yet, but CDI rumors suggest that the department might sponsor a bill this year to expand its low-cost automobile insurance program.  Current law allows for a pilot program, in Los Angeles and San Francisco counties only, under which the California Automobile Assigned Risk Plan (CAARP) can issue a minimum-limits policy.  To be eligible, a person must be 19 years or older, have been licensed to drive for at least 3 years, and boast a good-driver record.  In Los Angeles, the policy is priced at $347; in San Francisco, it costs $314.  Many exclusions apply to the policy, including that its coverage be limited to the named driver and that the vehicle insured not be valued in excess of $3500.
The rumored plan would first expand the program to eight counties and after several years make it available statewide.  

HOMEOWNER ASSOCIATIONS
Current law authorizes a homeowner association (HOA) to place a lien on a property and pursue non-judicial foreclosure when a member fails to pay HOA assessments.  Various notice and appeal provisions are already on the books, but a few hard cases have occurred in the last 10 years where individuals have lost their homes, and significant equity, as a result of foreclosures brought to collect delinquent payments of several hundred dollars.  The homeowners in these cases typically claimed a lack of actual notice.
Governor Schwarzenegger last September vetoed AB 2598 (Steinberg), legislation that would, in practical effect, have prohibited homeowner associations from utilizing non-judicial foreclosure.  The experience of common-interest developments indicates that a small but consistent percentage of the membership resists paying assessments.  Foreclosure, or more accurately the threat of foreclosure, prompts these residents to pay.  Absent an efficient and cost-effective method to compel payment, an HOA with delinquent members would have no alternative but to assess its other members a higher fee to offset revenue losses.  

Lenders, trustee associations, property managers and other interested parties are working with the Administration to develop some additional notice protections so as to avoid any more hard cases.  But expect the proponents of AB 2598 to make another run at banning foreclosure.  With the Governor already on the record opposing that approach, expect some compromise to be reached and signed into law.
© 2005 Norwood & Mattoch

All Rights Reserved
(916) 447-5053

info@nmlobby.net
www.nmlobby.net
