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2002 IN REVIEW:
CONSUMER PROTECTION IN CHANGING MARKET
CONDITIONS

Robert Hoagland, Chairman

National insurance market difficulties dramatically increased claims inventories
and associated responsibilities at the Texas Property and Casualty Insurance
Guaranty Association (Association) this year. The insurance insolvencies for
which the Association was triggered continued the trend of out-of-state
commercial carriers that left a wake of workers compensation and liability claims
after their demise. Liability claims acquired included an influx of medical
malpractice claims from the PHICO (PA) and Legion (PA) insolvencies.

Increases in the Association’s claims payments for the year were significant and
produced a sum greater than our prior three years of disbursements.
Expenditures for the new 2002 estates alone were greater than $20 million for
the year and another $40 million in losses were paid related to the Reliance
receivership acquired in late 2001.

The transfer of workers compensation claims posed challenges to the
Association throughout the year. Benefits for claimants of the Petrosurance
Casualty Company (OK) were halted several weeks prior to the issuance of a
liquidation order in that state and a warning of a similar cessation of benefits for
a greater number of Texas claims was published in a court filing in the Legion
(PA) receivership. As in the Reliance liquidation, the Association worked in
conjunction with the Texas Department of Insurance (TDI) and the Texas
Workers Compensation Commission (TWCC) to mitigate the disruptions to
Texans affected by these failures.

The nature of policy coverages of these newest insolvencies tested the
Association even greater than payment disruption matters. The existence of
“large deductible” provisions and other complex policy features served as the
basis for a distinctly more prominent role of insureds and the dispersion of files
in the hands of numerous third party administrators (TPAs) with direct
relationships to these insureds. These arrangements have resulted in
differences of opinion as to their treatment in estates between guaranty
associations and receivers with substantial financial implications to member
insurers.

The Association effectively employed a six-year old business model to meet
challenges posed by new insolvencies, which arrived in rapid succession to the
“largest-ever” Reliance proceeding in 2001. The flexibility of this model is key to
the Association’s ability to maintain maximum readiness to assume new
responsibilities from additional liquidations in 2003 and beyond.
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NEW INSOLVENCY ACTIVITY

As suggested by the timeline at left, and in descriptions of new estate activity that
follow, 2002 was punctuated by a steady stream of new business activity and an
array of challenging issues emanating from six new insolvent estates.

PHICO Insurance Company (February 5)—This Pennsylvania insurer marked the
second liquidation with policyholder liabilities in the billions of dollars to originate
from that state in just several months. The Association was triggered to handle
over one thousand medical malpractice and a smaller block of workers
compensation claims. PHICO was licensed in all states. Many of the medical
malpractice claims related to “national accounts” of large multi-state insureds
presented residency issues for the state guaranty fund system. This estate also
produced issues surrounding “tail coverage” associated with extended reporting
endorsements. The Association’s six-month “stay of litigation” provision reduced
payment activity for much of 2002 but indications of greater payments in 2003 are
projected with an ultimate exposure of approximately $70 million.

Petrosurance Casualty Company (March 15)—This Oklahoma insurer was
engaged primarily in workers compensation business. A majority of the company’s
outstanding claim files became subject to Association coverage and the
Association performed an atypical role in this non-Texas estate of arranging for the
transfer of files both for this and other affected state guaranty associations.
Claims exposure in this estate is expected to approach $50 million with no current
indication of receivership assets available to offset expenditures.

Paula Insurance Company (June 25)—A California carrier, Paula produced
several hundred workers compensation claims for the Association with estimated
costs approaching $15 million.

National Automobile & Casualty Insurance Company (June 28) —This California
liquidation left minimal claims exposure to the Association.

Colonial Casualty Insurance Company (September 19)—The Association’s
exposure for this Texas-based insolvency is expected to range above $30 million
for approximately 500 workers compensation only claims.

Legion Insurance Company/Villanova Insurance Company (October 25)—The
Association’s triggering for these affiliated companies occurred in an unusual
fashion through an ancillary liquidation order. These companies, collectively
referred to as Legion, were placed into rehabilitation in Pennsylvania March 28th
with an order that ended payments for most claims. The Rehabilitator applied for
an order of liquidation on August 30 citing a backlog of $125 million in unpaid
claims as well as a lack of funds to pay ongoing workers compensation
obligations. Despite amicus briefs by the National Association of Insurance
Commissioners (NAIC), the National Conference of Insurance Guaranty Funds
(NCIGF), and the National Organization for Life and Health Guaranty Associations
(NOLHGA), the court did not grant the liquidation order forcing states with the
ability to trigger without liquidation orders to implement those provisions. As a
result, the Association and five other guaranty associations began processing
Legion claims while only periodic workers compensation indemnity benefits were
paid in other states. Action by the Texas Insurance Commissioner in filing for an
ancillary receivership proceeding and the subsequent order triggering the
Association in October allowed the Association to step in and avoid disruption in
workers compensation benefits to an estimated one thousand Texans.
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KEY ISSUES
Large Deductible Policies

Files transferred to the Association in 2002 from Reliance, and later in the year from Petrosurance
Casualty and Legion, include a significant array of large deductible policies that are, in effect, “virtual self-
insurance” arrangements for insureds. Claims emanating from these policies are requiring unorthodox
handling due in large part to problematic communications with insureds. A measure of consumer
protection was fulfilled, as claimants entitled to benefits from those insolvencies are either being paid by
the guaranty association or the insured directly. However, the changed nature of these insurance
products has increased handling costs and raised questions about responsibilities once strictly within the
purview of receivership proceedings.

A disagreement during 2002 between the Pennsylvania receiver and insurance guaranty funds regarding
the treatment of deductibles for purposes of estate allowances has added another element of complexity
in receivership affairs. These allowances have traditionally inured to the benefit of the affected states. A
twist encountered in the Legion insolvency involves the presence of a large deductible policy with a
corresponding “deductible buyback” policy issued by an offshore insurer captive with an ownership stake
of Legion insureds.

Transitions

Activity continued in 2002 to distinguish the responsibility of processing Reliance claims, including those
of workers compensation. While exact numbers are known, the general understanding of the receiver is
that more open Reliance files continue in the hands of TPA’s funded directly by insureds (“Insured
Funded” claims) than are in the inventories of guaranty associations. The influx of large multi-state
receiverships significantly increased the amount of NCIGF coordinating committee activities in taking on
these estates. The Association and other funds have experienced two instances of transfers of several,
or many, of these files at one time: either when claims exceed deductibles or when insureds are placed
into bankruptcy. This trend is expected to continue for years and may reflect greater numbers depending
upon certain events.

The Petrosurance Casualty transition was unusual in requiring the Association to take on duties normally
handled by receivers in securing covered claims. In order to avoid further disruptions to Texas claimants
whose benefits were terminated in early March, the Association took on the task of marshalling claims
files, including taking delivery of a tractor trailer full of records for sorting and delivery to this and other
affected associations.

CLAIMS ACTIVITY

Claims Inventory Activity

The Association began 2002 with a total of 6,431 claims, added 9,973 new claims and 318 reopened
claims, and closed 6,717 claims. The Association closed out the year with 10,005 property and
casualty/workers compensation (WC) and unearned premium (UEP) claims, representing a 55.6% net
increase or 3,574 claims. The line of business experiencing the greatest growth again was workers’
compensation claims, which accounted for almost 62 % of net claims growth. Figure 1: 2002 Claims
Activity Review, below, provides a review of claims activity by line of business for 2002.



Figure 1: 2002 Claims Activity Review

Environ- UEP: Other
Auto Other mental WwC UEP: Auto Lines UEP: WC Total
Beginning
Claims 1,084 602 743 3,925 0 1 76 6,431
Inventory—
1/1/02
New
. 1,340 2,425 189 5173 606 2 238 9,973
Claims
Reopened 36 155 0 127 0 0 0 318
Claims
Claims 1,270 1,301 242 3,035 558 2 309 6,717
Closed
Ending
Claims 1,190 1,881 690 6,190 48 1 5 10,005
Inventory—
12/31/02

During 2002, the Association experienced a 341 % increase in medical bills from medical providers and
pharmaceutical companies that required processing for payment. Billings totaling $81,844,568 for the
year were processed utilizing an array of medical bill review and cost containment processes that
reduced total medical bill payments to $34,570,648, representing total savings of approximately $47.3
million or 58% of all medical billings.

Claims Expense

A closer review of expenses and reserves reflects the rapid growth of business activity from 2001 to
2002. Claims payments and loss adjustment expenses grew from $35 million to $93 million,
representing a one-year increase of 165%. During 2002, claims payments by line of business were 9%
auto, 8% other, and 83% workers’ compensation. The predominant level of workers’ compensation
payments is projected to continue in 2003 and beyond.

Monthly payments for the
year averaged $7.4 million.
For twelve months ending
December 31, 2002, six

Figure 2: Payments on Estates for 2002
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Reserves

The Association began the year with $415 million in reserves, and ended the year with $635 million in
reserves, which represents a 53% increase for 2002. During the coming year, based on patterns of
insolvency activity, the Association is confident that total reserves will continue to increase during the
remainder of 2003.

STAFFING

Never before has the Association’s staffing model that was adopted in 1996 been called upon to
underpin ongoing operations like it has during the past several years and, in particular, 2002. This
model, built on three foundation blocks, enables the Association to balance the effective and efficient
processing of claims with a responsible approach to increasing regular employee staffing levels.

Foundation of TPCIGA’s Staffing Model

A contingent Temporary
A core team workforce of administrative
of cross- contract staff to support
trained claims specialist the claims
professionals claims processing
adjusters effort.

The rapid, dramatic change in claims activity that included taking on 10,291 new claims, a smattering of
reopened claims, and closing of 6,717 claims necessitated a striking increase in competent, well-trained
personnel within a relatively short period of time. This was accomplished with the addition of 18 full-time
employees, by the addition of 6 administrative temporary staff, and by the expansion of contract
relationships with vendors in the Association’s Third Party Administrator Pool that resulted in the addition
of 36 claims professionals assigned to the work of the Association. In total, our employee and contingent
workforce increased 80%, from 75 to 135. Figure 3: Claims Volume vs. Staffing on the following page
graphically depicts the correlation between the progressive increase in overall claims and associated
workforce increases. The scale of current operation is in stark contrast to that which existed just two
short years earlier. At the end of 2000, the Association’s staff was comprised of 42 employees, 6 claims
contractors, and 1 administrative temporary staff position, for a total workforce of 49. A comparison of
our 2000 staffing level with that of 2002 equates to an increase of 86 employee and contingent staff
positions.

Staff retention remains high for our 10-year-old organization, with employees averaging more than 5
years of service. The Association celebrated its Ten Year Anniversary on August 7, 2002, at which time
14 employees were recognized for ten years of service. This underscores the Association’s success in
attracting and retaining a well-trained, stable workforce that remains focused on key values: focus on
customer service, fiscal responsibility, continuous improvement, respect and fairness.



Figure 3: Claims Volume vs Staffing
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EARLY ACCESS DISTRIBUTIONS FROM ESTATES
The Association obtains its funds from
three sources: member company
assessments, investment income, and Figure 4: Sources of Funds - 1993-2002
distributions of funds from the receivership
estates. Early Access generally refers to
distributions of funds from the receivership
estate to guaranty funds during the course Assessments
of a receivership. When early access $322.9 Distributions
distributions are received during the mﬂhgn $446.7
course of the receivership, the need for 33.0% million
assessments diminishes. Early access 45.7%
distributions provide needed funds to pay
claims during the life of the estate and

allow the Association to earn investment
income from the distributions as the estate
progresses. Figure 4: Sources of
Funds — 1993 to 2002, at right, illustrates
that $446.7 million or 46% of the
Association’s  funding comes  from
distributions with the majority being the
result of Early Access. Assessments to
member companies provided 33% while
investment income provided 21%.

Investment
Income
$208.7
million
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Figure 5: Distributions from Estates
1993-2002 (in millions)

Top 10 Estates Distributions

Texas Employers Insurance (TX) $ 154.1
Employers Casualty Company (TX) § 84.3

National County Mutual (TX) $ 196
American Guardian (TX) $ 136
Transit Casualty (MO) $ 123
Guaranty County Mutual (TX) $ 103
Employers National Insurance (TX) § 9.6
National Allied (TX) $ 74
Mission National (CA) $ 73

Insurance Corp. of America (TX) $§ 59
TOTAL $ 3243

Figure 5: Distributions from Estates at
left lists the 10 estates that have the
largest total distributions over the last ten
years. Figure 6: Sources of Funds by
Year, shows the Association’s revenue
activity by year since 1993. In 2002, the
Association received a total of $9.6 million
from 16 estates including $3.1 million from
PHICO Insurance Company and $2.4
million from Standard Financial Indemnity
Corporation.

The trend of new estate business derived
predominantly from non-Texas receiver-
ships continued in 2002 and unfortunately
resulted in reduced distributions to offset
needs to assess member insurers. While
Texas-domiciled liquidations in prior years
provided steady distributions of estate
funds, a similar experience has not
occurred regarding Reliance and the out-
of-state insurers impaired in 2002.
Throughout the vyear, the Association

collected only $9.6 million in estate distributions. By comparison, Payments associated with claims
originating from non-Texas domiciled estates during 2002 exceeded $76.3 million or approximately

84% of all payments.

Figure 6: Sources of Funds by Year (in millions)
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ASSESSMENTS

The Association levied an assessment of 1'% percent of the assessable workers’ compensation premium
in 2002, providing approximately $59 million to pay workers’ compensation claims. This is slightly less

than the Association expects to payout in claims in 2003 for this line of business. Unlike 2001, there was
no auto or other lines assessment in 2002.

Due to the importance of assessments as a source of funds for the Association, and considering
nationwide trends, the prospects for future assessments are increased. The Alliance of American
Insurers reported in April of this year that nationwide assessments in 2001 were the most since 1987,
totaling $735 million in 2001 and $328 million in 2000. All indications are that this national trend will
continue as a result of existing and possible new large insolvencies. Any assessment levied for 2003 or
the near future will be driven largely by recent receivership events: (Reliance (10/2001), PHICO
(1/2002), Petrosurance (2/2002), Colonial Casualty (8/2002) and Legion (10/2002)) and events occurring
in 2003. As a measure of the relative magnitude of recent activity, Figure 7: Reserve Progression
Since Reliance was Impaired, graphically dramatizes the fact that that claim reserves for Reliance and

subsequent estates placed in receivership during 2002 have eclipsed outstanding reserves for all
receivership estates that preceded Reliance.

Assessments are an important source of funds for the Association. Assessments have totaled $323
million or 33% of Association funds since 1993 (Figure 4). Any assessments levied for 2003 will be
based on 2002 written premium data. Any such assessment is likely to be approved by the Board during
the 4th Quarter of 2003 to allow maximum time to evaluate future funding needs.

Figure 7: Reserve Progression Since Reliance was Impaired (4Q01)
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TRENDS AND FORECAST

Indications are that 2003 will continue

Figure 8: The Origin & Costs of Impairments ($000)

the trend seen in 2001-2002 of 1998 —2002
commercial property  casualty 1998 1999 2000 2001 2002
insolvencies for which the Companies
Association will be triggered. Trade Impaired in
publications note considerable ™ 0 0 0 0 1
reserving deficiencies in the industry Companies
for commercial lines as well as Impaired Out-
recurring articles regarding note- of-State 0 0 3 5 6
worthy insurers withdrawing from Total

. . . Companies
ongoing business and entering a Impaired In &

paired In

runoff ph.ase. .The costs of these Out-of-State 0 0 3 5 7
insolvencies with concentrations of
troubled lines of b_usiness _such as Cost of Texas
workers compensation, medical mal- Impaired
practice and other liability lines Companies* - - - - $32,890
typically increase for several years Cost of Out-
after impairment as long-talil of-State
exposures become clearer. Figure Impaired
8: The Origin and Costs of Companies $- $-  $31,514 $202,214 $191,989
Impairment, 1998-2002, reviews the Total Costs In
number of in-state and out-of-state & Out-of-State
impaired companies and the relative Companies $- $-  $31,514 $202,214 $224,879

costs of each over the 5-year interval. *Includes amounts paid and outstanding liabilities.

BOARD OF DIRECTORS

The Texas Property and Casualty Insurance Guaranty Association, as authorized by Article 21.28-C of
the Texas Insurance Code, is governed by a nine member Board of Directors. The Board consists of five
members elected by the insurance industry and confirmed by the Commissioner of Insurance, and four
members appointed by the Commissioner of Insurance. Board members’ duties are to oversee the
Association’s guarantee of performance of contractual obligations arising from property and casualty
insurance policies issued to or benefiting Texas residents. Continuity of leadership within the Board is
promoted by the use of staggered terms for members. During 2002, there were no new elections or
appointments of Board members.

Officers

In accordance with the Association’s Plan of Operation, the Board elects from its membership a
chairperson, vice-chairperson, and a secretary-treasurer. Current officers are as follows:

Robert Hoagland, Chair

Brian Boales, Vice Chair
James M.O. Rubin, MD, Secretary/Treasurer

Committees

The Board of Directors divides its responsibilities up among four standing and two ad-hoc committees.
The standing committees and their current membership are as follows:



Executive Claims & Legal Finance & Audit Personnel

Robert Hoagland, Chair Brian Boales, Chair James M.O. Rubin, James Langford, Chair

Brian Boales, Vice Chair James Langford Chair Patrick Brockett
James M.O. Rubin, James M.O. Rubin Robin Curle Lee Ann Alexander
Secretary/Treasurer C. Wayne Smith

Two ad-hoc committees, the Nominating Committee and the Governmental Affairs Task Force, were
constituted in 2002. Members of the Nominating Committee, which is responsible for nominating officers
for the full Board’s consideration, currently includes the Chair, Denise Ruggiero; Robin Curle; and,
James Langford.

The Governmental Affairs Task Force stood down for most of 2002, but was recomposed again at the
Board’s December 2002 meeting, in preparation for the Texas Biennial Seventy-Eighth Legislature.
Board members designated for service on the task force included Denise Ruggiero, Chair; James
Langford; Patrick Brockett; and Lee Ann Alexander. In preparation for the session, the Board identified a
series of legislative fixes that, if enacted, would clarify or fine tune Article 21.28-C of the Texas Insurance
Code. The successful passage of a bill into law, Senate Bill 1192, would ultimately hinge on the
cooperation and assistance of the Texas Department of Insurance and the Texas Workers’
Compensation Commission to address the Association’s legislative interests.

Board Meetings

The Board of Directors historically has met in regular session four times annually and may, as necessary,
hold additional and emergency meetings. During 2002, the Board met only four times in regular session.
The dates of the meetings were February 7, May 9, August 8, and December 12. Meetings for the
remainder of 2003 are scheduled for August 7 and December 11.

Audit Activity

The Board of Director’s audit program for 2002 called for the completion of an Annual Financial Audit for
the 2002 calendar year. This audit was completed April 17, 2003, and the audit report presented to the
Board of Directors at its May 22, 2003 Board Meeting. West Davis and Company rendered an
unqualified opinion with no significant findings or adjustments. A copy of the Financial Audit can be
found beginning on Page 11 of the Annual Report. The Board, on recommendation of its Fraud Auditor,
Investigative Options, Inc, deferred performing a fraud audit for 2002. Investigative Option’s
recommendation to forgo a fraud audit for one year was made at the conclusion of their audit report on
May 9, 2002, at which time they reported no significant findings. The Board of Directors has engaged a
Fraud Audit that will be completed in August 2003.



