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January 20, 2000

Mr. Henry Neal Conolly
Executive Director
State Insurance Fund
One Watervliet Avenue Extension
Albany, NY  12206

Re:  Administrative Expenditures
       Report 98-S-65

Dear Mr. Conolly:

Pursuant to the State Comptroller’s authority as set forth in Article V, Section 1 of the State
Constitution and Article II, Section 8 of the State Finance Law, we have audited the State
Insurance Fund's (Fund) compliance with Article VI, Section 88 of the Workers' Compensation
Law which limits the incurrence of the Fund's administrative expenses to 25 percent of its earned
premiums.  Our audit covered the period of January 1, 1997 through December 31, 1998.

A. Background

The Fund, a self-supporting nonprofit agency, was established by the State of New York
in 1914 as a guaranteed source of workers’ compensation insurance to New York State employers,
“at the lowest possible rates consistent with the maintenance of a solvent fund and of reasonable
reserves and surplus.”  The Fund is administered by a board of nine commissioners.  The
Commissioner of Labor of New York State is a member by virtue of his office, with the other
members being appointed by the Governor with the consent of the State Senate.

The Fund, with offices in New York City, Albany, Binghamton, Buffalo, Hauppauge,
Hempstead, Rochester, Syracuse, and White Plains, has 185,000 policyholders and is the largest
provider of workers’ compensation insurance in New York State, constituting one-third of the
market.  As an agency of the State, all liabilities of the Fund are guaranteed by the State should
the Fund become insolvent.  The Fund is staffed by 2,800 employees and has more than $8.6
billion in assets.

Article VI, Section 88 of the Workers’ Compensation Law limits the incurrence of the
Fund’s administrative expenses to 25 percent of its earned premiums.  Administrative expenses
include salaries, travel, telephone, printing, advertising, insurance, equipment, and others.  In
1998, the Fund reported nearly $233 million as administrative expenses - - 24.1 percent of its
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earned premiums of $965 million, up from the roughly $200 million (11.7 percent of earned
premiums) reported in 1994.  As shown in the following table, although the Fund's reported
administrative expense rate is below the 25 percent limit, as the Fund's market share and earned
premiums have declined over the last several years, the Fund's administrative expense rate is
approaching the 25 percent limit:

1994 1995 1996 1997 1998

Policy Holders 197,000 190,000 188,000 185,000 181,215

Percentage of Market 44.4% 41.8% 37.3% 35.3% 32.5%

Earned Premiums $1.7 billion $1.7 billion $1.4 billion $1.1 billion $965 million

Administrative Expenses $201 million $217 million $230 million $228 million $233 million

Administrative Rate 11.7 % 12.7 % 16.4 % 20.7 % 24.1%

B. Audit Scope, Objective and Methodology

Our financial-related audit focused on the Fund's compliance with Article VI, Section 88
of the Workers' Compensation Law related to administrative expenses, for the period January 1,
1997 through December 31, 1998.  Our objective was to determine whether the Fund properly
classifies its administrative expenses and limits those expenses to 25 percent of its earned premiums.
To achieve this objective, we interviewed Fund officials and staff, and reviewed the classification
of a judgmental sample of Fund expenditures.

We conducted our audit in accordance with generally accepted government auditing
standards.  Such standards require that we plan and perform our audit to adequately assess those
Fund operations which are included within the audit scope.  Further, these standards require that
we understand the Fund's internal control structures and its compliance with those laws, rules and
regulations that are relevant to those operations which are included in our audit scope.  An audit
also includes assessing the estimates, judgments, and decisions made by management.  We believe
our audit provides a reasonable basis for our findings, conclusions, and recommendation.

C. Internal Control and Compliance Summary

Our consideration of the Fund's internal control structure did not identify major
weaknesses.

D. Results of Audit

With our sample, we found 127 payments totaling $440,000 for 1997 and $404,000 for
1998 for items that appear to be inappropriately classified.  Although these findings are not material
in that they do not cause the administrative cap to be breached once corrected, the errors do result
in an understatement of the Fund’s reported administrative expenses and rate.



-3-

Fund expense items must be properly classified as to whether or not they are administrative
expenses so that an accurate administrative expense rate can be calculated.  Article VI, Section 81
of the Workers’ Compensation Law exempts expenses related to real estate and rent, including
costs related to the operation and maintenance of premises used by the Fund, from the
administrative expense rate provisions of Section 88 (i.e., real estate and rent expenses are not to
be considered administrative expenses).  Our audit found that some expenses classified by the Fund
as real estate and rent expenses, should have been properly classified as administrative expenses.
However, the amounts we identified as incorrectly classified did not have a material effect on the
Fund's overall administrative expense rate for our audit period.

According to Expenditure Transaction Analysis reports provided to us by Fund officials,
real estate and rent categories for the years 1997 and 1998 totaled about $24.3 million and
$23.9 million, respectively.  There are four accounts under the real estate category and five
accounts under the rent category: Owned Utility Expense; Owned Maintenance Expense; Owned
OGS Electric; Owned Other Real Estate; Rent Lease Expense; Rent Economic; Rent Utility; Rent
Maintenance; and Rent Other.  We selected a judgmental sample of 65 transactions containing
items that did not appear to belong in the real estate and rent accounts.  From these accounts, we
obtained from Fund officials the related Vendor Payment History reports for 1997 and 1998.  We
reviewed these Vendor Payment History reports, which totaled over $7 million in 1997 and
$6 million for 1998, and identified 127 payments made to 31 vendors for items that appeared to
be administrative expenses as opposed to those associated with real estate or rent.  The total of
these 127 payments was $440,000 for 1997 and $404,000 for 1998.  For example, in 1997 the
Fund paid Kardex Systems Inc., $76,533 for equipment purchases classified under the Owned
Maintenance Expense account.  In the same year, furniture purchases from the State Department
of Correctional Services totaling $95,755, and copiers from the Xerox Corporation totaling
$50,750, were classified as Owned Other Real Estate account expenses.  Other expenses
incorrectly charged to real estate and rent accounts included moving expenses, art, draperies, and
a microwave.

The extent to which administrative expenses are incorrectly charged to the real estate and
rent accounts, understates the Fund's reported administrative expenses and rate.  As the Fund's
administrative expenditure rate nears 25 percent, the proper classification of each expense item
becomes even more significant.

In responding to this observation, Fund officials stated that some of the exceptions we cited
were capital improvements that enhanced the use of a building and were permanent in nature, and
thus included in real estate or rent expense account totals.  We did not identify such expenses.
Rather, the items we cited and took exception to were furniture purchases and equipment rental
and repairs, and should be appropriately classified as administrative expenses.



-4-

Recommendation

Review expenditures in the real estate and rent expense accounts and reclassify any misclassified
administrative expense transactions to the appropriate accounts.  In the future, ensure that expenses
are properly classified.

A draft copy of this report was provided to Fund officials for their review and comment.
Their  comments have been considered in preparing this report, and are included as Appendix A.
Fund officials agreed with our recommendation.  They also discussed two significant adjustments
they believe need to be considered in the calculation of the Fund’s administrative expense rate.
They state there should be an adjustment made for the administrative expenses incurred by the
Fund when processing claims for New York State employees, since the Fund does not receive
“earned premiums” for the administration of these claims.  They also indicate an adjustment should
be made when, to retain policy holders, a management decision is made to discount premiums,
when the Fund could have attempted to maintain a higher premium volume and a lower
administrative expense rate, by paying dividends instead.  The Law, which limits the incurrence
of the Fund’s administrative expenses to 25 percent of its earned premiums, was enacted in 1923
and much has changed since then.  Since we were not presented with this information during the
course of our fieldwork, we can not respond to the reasonableness of the officials’ suggested
adjustments in this report.  However, we encourage Fund officials to justify and seek legislative
changes regarding the computation of the administrative expense rate when they believe such
changes have merit.

Within 90 days after final release of this report, as required by Section 170 of the Executive
Law, the Executive Director of the State Insurance Fund shall report to the Governor, the State
Comptroller, and the leaders of the Legislature and fiscal committees, advising what steps were
taken to implement the recommendation contained herein, and if it was not implemented, the
reasons therefore.

Major contributors to the report were Walter Mendelson, John Gimberlein, Roseline David,
Ira Lipper, and Richard Moriarity.

We wish to thank the management and staff of the State Insurance Fund for the courtesies
and cooperation extended to our auditors during the audit.

Very truly yours,

Frank J. Houston
Audit Director

cc:  Carole E. Stone


