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Appendix F

Estimate of economic Losses as of the Closing Date

Tables F.1 and F.2 on the following pages show the results of our 
estimate of the economic losses suffered by policyholders as a 
result of the Executive Life Insurance Company (ELIC) insolvency 
as of September 3, 1993, the date the ELIC Rehabilitation Plan 
(rehabilitation plan) closed and Aurora National Life Assurance 
Company (Aurora) assumed substantially all of the assets 
and liabilities of ELIC. We estimated the total losses as of 
September 3, 1993, to be $2.8 billion. Specifically, we estimated 
the losses to opt-in policyholders at September 3, 1993, to be 
$882 million, and we estimated the losses to opt-out policies to be 
$1.9 billion.

Our calculation of estimated opt-in policyholder losses is the sum 
of several factors. The first factor that is included in our calculation 
is the increase in mortality charges for opt-in life policies during 
the interim period.22 Mortality charges are a feature of life insurance 
policies. Because the insurance company bears the risk of the 
insured’s death at any time, there is a cost associated with any time 
period during which that risk is borne. To the extent that these 
charges are greater than would be expected had ELIC not become 
insolvent, they represent a loss to policyholders.

We also included the lost account value interest that resulted 
from the insolvency due to decreased crediting rates. This loss 
was determined using the difference between the industry average 
interest rates and the rates that annuity policies actually earned 
under the rehabilitation plan. Lost interest that resulted from 
delayed or reduced payments and the difference between what 
policyholders earned under the rehabilitation plan and what they 
would have earned had ELIC not become insolvent are important 
factors that affect policyholder losses.

Our estimation of opt-in losses at closing also includes the 
department’s calculation of the shortfall in policy value, which is the 
department’s calculation of the difference between what the original 
ELIC policy promised and what the restructured ELIC policy 
provided. This amount was reduced by the guaranty association 
enhancement amount, which was contributed by the participating 
guaranty associations and administered by the National 

22	 The interim period was the period between the date when ELIC was conserved (April 11, 1991) and 
the date when the rehabilitation plan took effect (September 3, 1993).
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Organization of Life and Health Insurance Guaranty Associations 
(national guaranty organization).23 We estimate the total losses to 
opt-in policyholders as of the closing date to be $882 million.

The estimation of losses to opt-out policyholders was much less 
complicated. We started with the expected account value at 
industry average rates that policyholders would have held had ELIC 
not become insolvent and reduced this amount by the payments 
received by opt-out policyholders prior to the closing date. We 
estimated total losses for opt-out policyholders as of the closing 
date to be $1.9 billion.

Table F.1
Calculation of Estimated Losses to Opt-In Policyholders as of   
September 3, 1993 
(Dollars in Millions)

Item  Opt-In 

Number of policies 303,171 

Increased mortality charges during interim period $51 

Lost account value interest resulting from the Executive Life Insurance 
  Company’s insolvency $107 

Shortfall $2,757 

National guaranty organization enhancement amount ($2,033)

Estimated losses to opt-in policyholders $882 

Sources:  Policy Detail File, other documentation from the Department of Insurance and Aurora, and 
calculations based on these sources.

Note:  The inputs to our calculation of the estimated policyholder losses are as reported by Aurora 
and are of undetermined reliability. Our procedures were limited to examining selected checks paid 
to opt-in policyholders and source documentation was not available to verify the accuracy of the 
data we utilized from the Policy Detail File relating to policyholder losses.

23	 The term “participating guaranty associations” refers to the state guaranty associations that 
participated in the ELIC Enhancement Agreement. The role of the National Organization of 
Life and Health Insurance Guaranty Associations and its relationship to the state guaranty 
associations is discussed more fully in the Introduction.
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Table F.2
Calculation of Estimated Losses to Opt-Out Policyholders as of   
September 3, 1993 
(Dollars in Millions)

Item  Opt-out 

Number of policies 27,276

Estimated expected Executive Life Insurance Company account value  
  as of September 3, 1993 $3,551 

Value of pre-closing payments to opt-out policyholders as of  
  September 3, 1993 ($1,604)

Estimated losses to opt-out policyholders $1,947

Sources:  Policy Detail File, other documentation from the Department of Insurance and Aurora, and 
calculations based on these sources.

Note:  The inputs to our calculation of the estimated policyholder losses include payments made by 
the commissioner that we determined to be reliable, and payments as reported by Aurora, which 
are of undetermined reliability. Our procedures for evaluating payments made by Aurora were 
limited to examining selected checks paid to opt-out policyholders who terminated their Aurora 
policies at the opt-out determination date, and source documentation was not available to verify 
the accuracy of the data we utilized from Aurora’s Policy Detail File relating to policyholder losses.
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(Agency response provided as text only.)

Department of Insurance 
300 Capitol Mall, Suite 300 
Sacramento, California 95814

January 24, 2008

Ms. Elaine Howle* 
State Auditor 
Bureau of State Audits 
555 Capitol Mall, Suite 300 
Sacramento, California 95814

Dear Ms. Howle:

The California Department of Insurance and its Conservation and Liquidation Office have reviewed the 
Bureau of State Audit’s draft report entitled, “Department of Insurance: Former Executive Life Insurance 
Company Policyholders Have Incurred Significant Losses, and Distributions of Funds Have Been 
Inconsistently Monitored and Reported.”

The audit is an extensive retrospective review of the management of the Executive Life Insurance Company 
(“ELIC”) estate spanning a timeframe of nearly 17 years and oversight by five insurance commissioners. It 
includes a detailed analysis of all funds paid into and out of the estate and an estimate of policyholder losses 
arising from the insolvency of ELIC. We are pleased to note that after this extensive review of the ELIC estate, 
the audit report contains no findings of inappropriate use of estate funds or any negative findings regarding 
the proper and prompt distribution of funds to policyholders.

We intend to implement the four recommendations set forth in the report. As your auditors learned, by any 
standard the ELIC liquidation is extraordinarily complex. There are some instances in which the report does 
not provide a full and accurate context or is erroneous. We have enclosed a detailed response with specific 
substantive comments to help you address these deficiencies.

Should you have any questions or comments, please feel free to contact me.

Sincerely,

(Signed by: Steve Poizner)

STEVE POIZNER 
Insurance Commissioner

*	 California State Auditor’s comments begin on page 101.
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CALIFORNIA DEPARTMENT OF INSURANCE 
Response to Bureau of State Audits Report 2005-115.2

Department of Insurance: Former Executive Life Insurance Company Policyholders Have Incurred 
Significant Losses, and Distributions of Funds Have Been Inconsistently Monitored and Reported.

I.	 SECTION 1 - EXECUTIVE SUMMARY 

A.	B ACKGROUND

Executive Life Insurance Company (ELIC or Company) was the largest life insurance insolvency of its time. 
The Company was placed into conservation on April 11, 1991 and has remained such under five different 
Insurance Commissioners. At that time, the California Commissioner of Insurance (“Commissioner”) pursued 
two goals: (1) stabilize the Company’s financial position and marshal the available assets in order to minimize 
the losses that ELIC policyholders would otherwise suffer, and (2) rehabilitate the Company to avoid any 
lapse in the insurance coverage of policyholders, thus  providing policyholders the greatest likelihood of 
future financial security. To this end, ELIC entered into a rehabilitation phase and was subsequently placed 
into liquidation on December 6, 1991.

At conservation, ELIC’s approximately 330,000 policyholders (or contract holders) were spread throughout 
46 states and its assets were excessively concentrated in high yielding junk bonds. The Company’s 
policyholder liabilities consisted of an extremely complex and varied book of business;  there were over 
1,000 different policy types that yielded high and attractive returns to the policyholders. To protect their 
interests, the Commissioner effectively directed his resources to address this problem. As discussed in more 
detail below, the Commissioner achieved this goal.

At the time of ELIC’s liquidation, the individual state guaranty associations, represented by the National 
Organization of Life and Health Insurance Guaranty Associations (NOLHGA), were activated to provide 
continuing coverage to policyholders in exchange for subrogation rights of the covered policyholders. 

Over a 17-year period, the Commissioner aggressively acted in the best interests of policyholders. For 
example, the Commissioner filed lawsuits against a number of companies to recover money for the estate. 
The Commissioner’s lawsuit against Altus Finance S.A. (Altus) and other companies has recovered more than 
$700 million to date for the estate.

Throughout its rehabilitation and liquidation, ELIC has been governed by two operational documents: 
the court-approved ELIC Rehabilitation Plan and the ELIC Enhancement Agreement (collectively, the “ELIC 
Agreements”). Over time, both documents have been amended with court approval. Throughout the 
17-year history of the ELIC insolvency, the Commissioner has scrupulously abided by the terms of those 
agreements. 

Subsequent to the sale and transfer of the Company’s opt-in policies to Aurora National Life Assurance 
Company (Aurora) on September 3, 1993 and the termination of benefits to those policyholders who 
elected to opt-out of the Rehabilitation Plan, the majority of the remaining ELIC estate assets were managed 
by three court-approved trustees. One trustee was appointed by the Commissioner, one by NOLHGA 
and one by the Contract Holders Representative Committee. Among other things, the Rehabilitation Plan 
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requires: (1) the Commissioner, as rehabilitator, to convey all or a portion of ELIC estate’s retained assets 
to the trustees through the establishment of the ELIC Trust, the Real Estate Trust and the Base Asset Trust 
(Enhancement Trusts); (2) the trustees to assume all or a portion of ELIC Retained Liabilities; and (3) the 
trustees to liquidate the principal ELIC assets and take such other actions to conserve and protect the 
principal and provide for the orderly liquidation of any and all such assets. 

From 1991 to 1997, the ELIC estate was managed outside the CLO by Special Deputy Insurance 
Commissioners. Management responsibility was transferred to the CLO in August 1997 to prepare the 
estate for closure. The trustees, during their tenure, had monetized the majority of ELIC estate assets and 
distributed in excess of $1.1 billion to policyholders. But for the Commissioner’s civil lawsuit against Altus et 
al., the ELIC estate would have been closed and the Commissioner discharged of all responsibilities.

B.	 THE BSA REPORT’S THREE FINDINGS 

The BSA Report makes three findings:

1.	 The Commissioner used ELIC’s assets to continue insurance coverage, reduce policyholder losses and 
pay administrative costs;

2.	 Policyholders experienced significant losses as a result of the ELIC insolvency; and 

3.	 The Commissioner has not consistently monitored, reported on or accounted for the distribution of 
ELIC assets. 

C.	OVE RVIEW OF THE COMMISSIONER’S RESPONSE 

With respect to the first finding, the Commissioner does not dispute that he used ELIC’s assets to continue 
insurance coverage, reduce policyholder losses and pay administrative costs. Indeed, those were precisely 
the actions that the Commissioner was obligated to undertake to protect the interests of ELIC’s 330,000 
policyholders. He did so effectively.

The report’s second finding – that policyholders experienced significant losses as a result of the ELIC 
insolvency – reflects the regrettable reality that insurance company insolvencies typically result in losses 
to policyholders. But, as reflected in the report’s first finding, the Commissioner took aggressive steps, 
including filing litigation, to increase recoveries for the estate and to minimize losses to ELIC’s policyholders. 
Despite the insolvency, ELIC policyholders have recovered approximately 90% of their statutory losses and 
approximately 86% of their economic losses, as defined by BSA.

The Commissioner disputes the BSA Report’s third finding that the Commissioner has not consistently 
monitored, reported on or accounted for the distribution of ELIC assets..  Contrary to the BSA’s assertions,   
the Commissioner’s monitoring, reporting on and accounting for the distribution of ELIC assets were 
both appropriate and effective. In suggesting otherwise, the BSA picks and chooses a handful of asserted 
improper actions from among the myriad indisputably appropriate, policyholder benefit maximizing 
decisions by the Commissioner over a 17-year period  

The BSA’s approach fails to put the Commissioner’s actions in context. For example, the BSA criticizes 
the Commissioner for not preparing reports concerning certain trusts. The BSA fails to explain that the 
Commissioner considered preparing such reports, but concluded that it would be costly to do so and would 
provide only minimal benefit to policyholders. This decision served the interests of ELIC’s policyholders. 

2
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Perhaps most noteworthy is what the BSA Report does not find. It does not find any misappropriation of 
funds with respect to the ELIC estate or any wrongdoing with respect to use of funds in the ELIC estate. 
The 111 pages of analysis result in four modest “recommendations.”  One of those recommendations – 
that the Commissioner “continue its practice” of auditing the ELIC estate on a periodic basis – affirms the 
Commissioner’s proper handling of the ELIC estate.

In sum, the Commissioner welcomes several of the BSA’s recommendations and the recognition in parts of the 
BSA Report of the Commissioner’s appropriate oversight of this extraordinarily complex insolvency proceeding. 
However, much of the Report is a flawed effort aided by 17 years of hindsight. It makes issue of practices by the 
Commissioner that, in context, were insignificant and/or had no adverse effect on the ELIC estate. 

D.	 SUMMARY COMMENTS TO THE REPORT

BSA Findings - Chapter 1: The Commissioner Used the Executive Life Insurance Company’s Assets to 
Continue Insurance Coverage, Reduce Policyholder Losses, and Pay Administrative Costs 

The analysis prepared by the BSA audit team used data obtained from a variety of audited and unaudited 
financial reports issued prior to 1997 and from the CLO general ledger for the period 1997 through 2006. The 
Commissioner has no reason to believe the analysis is incorrect.

BSA Findings - Chapter 2: Policyholders Have Experienced Significant Economic Losses as a Result of 
the Executive Life Insurance Company’s Insolvency

This chapter was prepared by BSA with the assistance of its consultants, Hemming Morse, Incorporated 
(HMI). The Commissioner and his consultant were given significant access to HMI and the model and,  
while this did not constitute a detailed review, we are comfortable that the results produced are not 
unreasonable given the assumptions used and the limitations of a model as compared to a policyholder by 
policyholder calculation.

The losses estimated by BSA using the HMI model are based on economic losses as if ELIC never went 
into bankruptcy. The primary difference between the BSA estimate and the Department’s statutory-based 
estimate is the accumulation of interest on losses incurred in 1993 to the loss estimate date. We question 
the appropriateness of including the accumulation of interest in loss estimates. Accumulated interest 
depends on the date of calculation and tends to inflate the figure for losses. An earlier calculation would 
result in a lower loss estimate and a calculation at a later date will increase the loss estimate. As noted above, 
from a legal standpoint, California law fixes losses at the date of insolvency. If one lost $100 in the stock 
market in 1993 and someone asked about that loss today, one would say one lost $100 not $240 ($100 with 
accumulated interest at 6% for 15 years). 

BSA Findings - Chapter 3: The Insurance Commissioner Has Not Consistently Monitored, Reported 
on, or Accounted for the Distribution of the Assets of the Executive Life Insurance Company Estate

1.	 Monitoring of Distributions

We strongly disagree with the BSA finding that the Commissioner did not adequately monitor Aurora’s 
compliance with the ELIC agreements. The Commissioner has a two-fold relationship to Aurora: he is both 
receiver and regulator. As receiver, the Commissioner’s role with respect to overseeing the opt-in policies 
transferred to Aurora is expressly prescribed by the Rehabilitation Plan and the Enhancement Agreement. 
Neither of these documents allows or provides for the Commissioner, as receiver, to review or audit the 
records of Aurora which is an on-going domestic insurance company. 

4
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Aurora, as a domestic insurance company, has been and is monitored by the Commissioner, as regulator. 
Such oversight is defined within the California Insurance Code and has been consistently applied. At the 
time of the closing of the Rehabilitation Plan, the parties recognized that Aurora would be regulated in 
the same manner as any other domestic life insurance company. This was memorialized in Exhibit N to 
the Agreement to Facilitate Closing. Exhibit N states that the Insurance Commissioner would regulate 
Aurora as follows: “…only in accordance with, and pursuant to those insurance laws, rules, regulations and 
directives of the State of California that are generally applicable to California domiciled life, annuity and 
disability insurers…”. Pursuant to this requirement, the Department of Insurance has performed periodic field 
examinations. In addition, the Department of Insurance required annual audits of Aurora by its independent 
auditors, Ernst & Young. Aurora was also subject to various other industry-required third party examinations. 
Each of these examinations and reviews has resulted in no material adverse findings.

Generally accepted auditing standards require that independent auditors have a strong understanding of 
the agreements that are in place and test transactions at the insurance contract or policy level as deemed 
necessary. Since inception, Aurora has received annual “clean” opinions from its independent auditors, with 
no material weaknesses being noted. 

2.	 Reporting on Distributions

The Commissioner acknowledges that certain reports were not made for two pass-through trusts and for 
the First Executive Corporation (FEC) Litigation Trust. The Commissioner believes, nonetheless, that pertinent 
information regarding the ELIC estate assets  was available to policyholders. 

During the life of an estate, it is prudent for the Commissioner to make decisions that will benefit the interest 
of the policyholders, provided that the benefits outweigh the costs. Because of the pass-through nature of 
these trusts referenced by BSA, the Commissioner did not report the trust activities to the beneficiaries. The 
Commissioner believes that furnishing the reports would not have provided meaningful information to the 
beneficiaries because the main requirement of these trusts was to distribute funds. This information was 
provided to each policyholder receiving payment in a detailed analysis of the source of the funds within 
each payment check stub. In closing these trusts, the Commissioner will address the non-reporting to 
beneficiaries of these trusts in the application to close the trust. 

3.	 Accounting for Distributions

The Commissioner acknowledges that over the life of the ELIC estate the accounting practices, including 
those for distributions, have varied. Nevertheless, the BSA and Department of Finance (DOF) examiners were 
able to obtain information needed to complete their reviews. The DOF has issued clean review opinions for 
the ELIC estate and each of its grantor trusts for calendar years 2005 and 2006.

C.	B SA RECOMMENDATIONS

BSA Recommendation 1:  To increase assurance that Aurora follows key provisions in the ELIC agreements, 
the Commissioner should seek the right to review Aurora’s future distributions of ELIC estate funds and 
review those distributions to ensure that it adds the proper amount of interest to the funds and distributes 
the funds correctly.

7
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Commissioner’s Response:  The Commissioner and the CLO have effectively monitored Aurora’s compliance 
pursuant to the terms of the ELIC Agreements. The Commissioner will seek an agreement to oversee future 
Aurora distributions.

BSA Recommendation 2:   In order to ensure that information is available to policyholders and other parties 
interested in the disposition of ELIC’s assets, the Commissioner should, as soon as practical after the end of 
each year and upon the termination of any trust, complete a report that includes the assets and liabilities, 
the amount of all distributions, if any, made to the trust beneficiaries, and all transactions materially affecting 
the trust and estate.

Commissioner’s Response:  The Commissioner will comply with the recommendation.

BSA Recommendation 3:  In order to ensure that the financial information reported by the Conservation & 
Liquidation Office is accurate, the Commissioner should continue its practice of auditing the ELIC estate, and 
any trusts that remain open, on a periodic basis as implemented by the current Chief Executive Officer.

Commissioner’s Response:  The Commissioner agrees and will continue to review the ELIC estate and its related 
grantor trusts annually or upon closing.

BSA Recommendation 4:  In order to ensure that it accurately records distributions in its primary accounting 
system, and ensure correct financial reporting, the CLO should periodically reconcile the distributions 
reported in its general ledger to its subsidiary databases.

Commissioner’s Response:  The Commissioner disagrees with the underlying premises of this 
recommendation. The BSA found that distributions had been properly made, but criticized the organization 
of the accounting records. The CLO will continue its practice of reconciling distributions to the Trust 
Administration System (TAS) subsidiary databases and to the general ledger. The CLO has reformatted the 
financial presentation of the ELIC financial statements and has established separate accounts in the ELIC 
estate general ledger for each future distribution. 

II.	 SECTION 2 – SPECIFIC SUBSTANTIVE COMMENTS 

Responses to specific findings in which BSA is in error or does not provide full and accurate context.

A.	B SA Finding - POLICYHOLDERS HAVE EXPERIENCED SIGNIFICANT LOSSES AS A RESULT OF THE 
EXECUTIVE LIFE INSURANCE COMPANY’S INSOLVENCY (Pages 46 - 60)1 

This chapter was prepared by BSA and its consultants, Hemming Morse, Incorporated (HMI). The 
Commissioner and his consultant were given significant access to HMI and the model and, while this did  
not constitute a detailed review, we are comfortable that the results the model produced are not 
unreasonable given the assumptions used and the limitations of a model as compared to a policyholder by 
policyholder calculation.

1	 Page numbers referenced are those appearing in the BSA draft report dated January 10, 2008, which is the only complete draft received by 
the Commissioner and the CLO.
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We believe that the title of this chapter should indicate that not all policyholders incurred a loss. 
Approximately 30% of the policyholders (including both opt-in and opt-out policyholders), representing 
13% of statutory liability, were fully covered by guarantee associations and incurred no loss whatsoever. 

As noted in the BSA report, the loss estimates as of August 22, 2005 contained in the Department’s letter 
to Senators Speier and Cox are based on Conservation Date Statutory Reserve (CDSR) statutory losses, as 
defined by the Rehabilitation and Enhancement agreements and California Law Section 1019, reduced by 
subsequent distributions from guaranty associations and litigation proceeds. The letter states that the $936 
million shortfall experienced by ELIC policyholders “…represents the amount of shortfall as of September 30, 
1993 if all subsequent distributions had been paid to the policyholders on that date.”   The BSA report notes 
that their calculation of that amount on that date differs by only $14 million. 

Losses estimated by BSA using the HMI model are based on economic losses as if ELIC never went into 
bankruptcy. The primary difference between the BSA estimate and the Department’s statutory-based 
estimate is the accumulation of interest on losses incurred in 1993 to the loss estimate date (August 2005 or 
December 31, 2006, as applicable). The BSA estimate also includes an estimate of the losses attributable to 
contract adjustments to credited rates and other terms which are not included in the Department’s estimate 
above. The BSA analysis does not include a $305 million distribution made in 2007 since their calculation 
ends at December 31, 2006.

We question the appropriateness of including the accumulation of interest in loss estimates. Accumulated 
interest depends on the date of calculation and tends to inflate the figure for losses. An earlier calculation 
would result in a lower loss estimate and a calculation at a later date will increase the loss estimate. As noted 
above, from a legal standpoint, California law fixes losses at the date of insolvency. If one lost $100 in the 
stock market in 1993 and someone asked about that loss today, one would say one lost $100 not $240  
($100 with accumulated interest at 6% for 15 years). 

Nevertheless, the BSA estimate of 86% of ELIC policy value recovered as of August 22, 2005 compares 
favorably to the Commissioner’s estimate of 90% as noted in the August 22, 2005 letter to Senators Speier 
and Cox.

B.	B SA Finding - THE COMMISSIONER HAS NOT CONSISTENTLY ENSURED THAT AURORA 
COMPLIES WITH THE ELIC AGREEMENTS (Pages 63 - 75) 

1.	B SA Finding - The Commissioner Has Monitored Aurora’s Compliance with Some 
Aspects of the ELIC Agreements but Has Not Consistently Ensured That Aurora 
Complied with the Agreements (pp. 66 - 70)

2.	B SA Finding - According to the Department, the ELIC Agreements Do Not Contain 
Language That Allows the Commissioner to Monitor Aurora’s Compliance with Key 
Provisions (pp. 70 - 72)

3.	B SA Finding - There Is Less Assurance for the 1998 Through 2006 Period That 
Aurora Distributed ELIC Estate Funds in Accordance With Key Provisions of the ELIC 
Agreements (pp. 72 - 74)

10
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Commissioner’s Responses:

The Commissioner ensured through numerous financial audits and reviews – all done in accordance 
with industry standards – that Aurora has properly performed its obligations within the terms of the ELIC 
Agreements. Neither the Rehabilitation Plan nor the Enhancement Agreement contemplates that the 
Commissioner, as receiver, will review or audit Aurora’s records. 

While acknowledging that neither the Rehabilitation Plan nor the Enhancement Agreement require such 
monitoring, the BSA uses their absence to assert that the Commissioner, in his capacity as receiver, failed to 
ensure that Aurora properly paid interest and properly calculated distributions. They further opine incorrectly 
that the Commissioner did not monitor distributions. This assertion and opinion ignore the intent of the 
Agreements and the Commissioner’s role as regulator.

Discussion:

•	 Right to Review

Neither the Rehabilitation Plan nor the Enhancement Agreement provides that the Commissioner review 
or audit Aurora’s records, nor do they contain any language regarding monitoring of Aurora’s performance 
by the Commissioner. Monitoring Aurora was the job of the regulator. The ELIC Agreements, which are 
129 pages and 159 pages respectively, were negotiated by the Commissioner, NOLHGA and Aurora, and 
approved by the Los Angeles County Superior Court in the ELIC proceeding. The Commissioner is bound 
by the terms of these agreements. BSA opines that the Commissioner, in his capacity as receiver, failed to 
ensure that Aurora properly paid interest and properly calculated distributions. They also opine (incorrectly) 
that the Commissioner did not monitor distributions. In doing so, BSA fails to cite any provision in the 
agreements that requires or permit such reviews or audits. Further, BSA ignores the work that was performed 
by Aurora’s independent auditors (which is part of the Commissioner’s oversight as regulator of Aurora). 
Page 68 of the BSA report states:

The tasks performed during these examinations and audits included identifying 
the ELIC estate funds that Aurora has received and presenting a high-level 
summary of Aurora’s uses of those funds, including the amounts that have 
been paid to the national guaranty organization and the participating guaranty 
associations. These examinations do not separately identify the amounts paid to 
policyholders or the interest Aurora earned on the ELIC funds it had received.

This statement is inaccurate and out of context. BSA did not review the work papers of the independent 
auditors. The independent auditors indicated to us that they tested Aurora’s records at a policyholder level as 
part of their annual audit.

As the BSA was advised by the Commissioner, the Rehabilitation Plan specifies two very limited audit rights 
for the Commissioner. Rehabilitation Plan Sections 9.2.6 and 9.3 allow the Commissioner to seek an audit 
(in the manner specified in the Rehabilitation Plan) with respect to Aurora’s calculation of profit sharing 
and mortality profit sharing. In contrast to these limited rights however, the Enhancement Agreement -- a 
three-party agreement between the Commissioner, NOLHGA, and Aurora’s holding company (and is also 
signed by Aurora) -- gives specific audit rights to NOLHGA. These rights are specified in Section 13.1 of the 
Enhancement Agreement as follows:

12
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. . . Newco [Aurora] no more frequently than annually, shall allow NOLHGA on 
behalf of the Participating Guaranty Associations and NOLHGA . . . to review, audit 
and copy documents, records, files, computer programs,  and the methodology 
developed by Newco . . . which pertain to (i) the  Participating Guaranty 
Associations’ obligations to Covered Contract Holders (including but not limited 
to ... the Covered Contract Holder’s  account value and benefit payments, records 
of amounts paid to  such Covered Contract Holders and the other items set forth in 
Section 9.3 hereof . . . ), (ii) the computation of payments due pursuant to Section 
5.1,  . . . (iv) Newco’s application of such [guaranty association] funds (and funds 
to be applied pursuant to . . . Articles 10 and 17) to the Contracts of Participating 
Covered Contract Holders; (v) Newco’s payment of such amounts to Participating 
Covered Contract Holders . . . “  [emphasis added]

NOLHGA’s review rights broadly cover Aurora’s performance and the designation of such review rights 
to NOLHGA, and thus the guaranty associations which had ongoing payment obligations, were reasonable. 

As noted in various parts of the BSA Report, Aurora’s performance of the Rehabilitation Plan and the 
Enhancement Agreement has been reviewed through multiple examinations. The Commissioner, in his 
capacity as a regulator, conducted financial reviews of Aurora for periods ending in 1994, 1997, 2002, and 
2005. These examinations were performed in accordance with the NAIC Examiners Handbook, which relies 
extensively on auditor judgment. The NAIC Examiners Handbook promotes the use of work performed by 
others to minimize the duplication of work. Moreover, as a regulated insurance company, Aurora has been 
audited annually by certified public accountants; it has always received an unqualified audit opinion. In a 
recent conversation with the audit partner of the certified public accounting firm, Ernst & Young LLP, who 
conducted the financial audits of Aurora, it was confirmed that while the audit report did not provide the 
details of the work performed, they did perform detailed testing at the policyholder level (including testing 
of the account value increments (AVI’s) and interest calculations). Generally accepted auditing standards 
were applied to render a clean opinion on Aurora’s operation.

As noted in the BSA Report, the Commissioner, as receiver, undertook a comprehensive audit of Aurora’s 
performance in connection with the 1998 settlement of an indemnity claim by Aurora pursuant to the 
terms of the Rehabilitation Plan. Aurora initially made an indemnity demand for $520 million and, pursuant 
to the Rehabilitation Plan, had the right to take the full amount of the demand from policyholders. The 
Commissioner settled Aurora’s claim for $75 million (with court approval) and at that time, when a Plan-
imposed five-year moratorium period was set to expire, the Commissioner and Aurora agreed to settle 
certain other then-outstanding matters and agreed to conduct  an overall review of Aurora’s performance 
to date. CLO believed that it was an opportune time to request an audit of Aurora  because the estate 
responsibilities had recently been transferred to CLO from the Special Deputy Insurance Commissioner 
who was responsible for ELIC’s operation up to that time. In the 1998 audit, the Commissioner reviewed the 
following matters: (a) the restructuring percentage; (b) the final restructuring percentage; (c) the total ELIC 
Conservation Date Statutory Reserves; (d) the Opt-Out percentage; (e) the method of calculating Opt‑Out 
Excess Cash Amount; (f ) the First Opt-Out Amount Percentage; (g) the first and second participation 
(profit-sharing) credits; (h) the participation statutory net income for 1993 – 1996; (i) the actual distributable 
amounts for 1993 – 1996; the APWL Mortality Profit Amount for 1993 – 1996; (j) the SPWL Mortality Profit 
Amount for 1993 – 1996; (k) the APWL Mortality participation factor; (l) the SPWL Mortality participation 
factor; (m) the opt-out recoverable loan percentage; (n) the AVI’s; the method of calculating total liquidation 
value advances;(o) the recoverable liquidation value advances; and (p) Article 25 and 26 payments. AVI’s are 
the additions that Aurora paid or credited to policyholders as the result of the receipt of additional funds 
from the ELIC Trust, the Base Assets Trust and the Real Estate Trust. Hence, the Commissioner did audit 
Aurora’s calculation and payment of interest and its distributions to policyholders. 
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As also noted in the BSA Report, the Commissioner undertook a comprehensive review in 2007 of Aurora’s 
distribution of some of the proceeds of the Altus litigation (i.e., the proceeds that were available after the 
Commissioner won the arbitration with NOLHGA). This review was not provided for in the ELIC Agreements. 
The Commissioner and NOLHGA agreed to allow a portion of the Altus proceeds to be distributed to 
policyholders before the arbitration was completed and agreed that the other portion would be distributed 
after the arbitration was completed (the agreement was approved by the Los Angeles County Superior 
Court.)  The distribution formula in the Enhancement Agreement was not designed to permit a split 
distribution such as this. Therefore, the Commissioner, Aurora and NOLHGA had to modify the formula 
(which was approved by the Court). In this unique circumstance, the Commissioner was able to negotiate an 
agreement with Aurora to permit his comprehensive review. 

The Commissioner has no rights set forth in the ELIC agreements to monitor or oversee Aurora; however, 
as acknowledged in the BSA Report, he believes he has a general right to assure that Aurora performs its 
obligations under the ELIC Agreements. The BSA Report appears to have mischaracterized the Commissioner’s 
statement in this regard. The BSA Report cites the Commissioner as stating that “neither the court-approved 
Rehabilitation Plan . . . the ELIC Enhancement Agreement … nor the agreements with third parties . . . 
give the commissioner general rights to review or audit compliance of the Aurora National Life Assurance 
Company (Aurora) with the provisions of the ELIC agreements.” [emphasis added]  (BSA Report pp. 61 - 62.)  
The Commissioner stated that the agreements do not provide the right to review Aurora “records.”  The 
Commissioner’s statement was in response to prior discussions with BSA in which the BSA appeared to assert 
that the Commissioner’s fiduciary duty in liquidating ELIC extended to overseeing Aurora’s operations. In 
those discussions, BSA was advised that Aurora is a separate company, it is not a “rehabilitated” ELIC, and the 
Commissioner’s fiduciary duty, as receiver/rehabilitator, does not extend to supervising or overseeing Aurora. 

As previously stated to the BSA, and as set forth in the BSA Report (pp. 70 - 71), had the Commissioner’s 
financial examinations of Aurora, the annual audits of Aurora by its certified public accountants, and 
NOLHGA’s audit rights been insufficient to assure that Aurora was performing the agreements, then we 
believe the Commissioner, as receiver, could assert a right to review Aurora’s performance. As we stated, and 
BSA reports,  the nature and extent of such a right depends on the facts and circumstances then at hand 
and we would be likely to face legal opposition from Aurora. 

•	 Monitoring of Third Party Agreements

In footnotes, BSA acknowledges that the “third party agreements” are not part of the Rehabilitation Plan or 
the Enhancement Agreement (although they are provided for therein) and they have no bearing on how 
much a policyholder receives as a result of ELIC’s insolvency. BSA defines a third party as “either a company 
that offered ELIC policies to its employees or a state guaranty association.”  This is imprecise. Most third 
parties fit into one of three categories: property and casualty companies that fund a liability with an ELIC 
structured settlement, a corporate retirement plan, or a state guaranty association.

Third party agreements, which contain no monitoring provisions, pertain mostly to persons who received 
their ELIC policies as part of structured settlements or in connection with pension plans. In both situations, 
a person (a tortfeasor or a pension plan sponsor) purchased an ELIC policy to satisfy an obligation owed to a 
claimant or employee. The Commissioner created a program (approved by the Los Angeles County Superior 
Court) known as “gap subrogation” in which the person that purchased the ELIC policy (a “gap payor”) for 
the policyholder would make up the difference between what the policyholder received before the ELIC 
insolvency and what it received under the Rehabilitation Plan (the “gap.”)  Although it was encouraged by 
the Commissioner, participation in gap subrogation was voluntary.. The gap payor would pay the gap to the 
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ELIC policyholder. Because the gap payment brought the policyholder to 100% of its ELIC contract amounts, 
the gap payor received a right to all or part of future distributions to the policyholder (but not to exceed the 
gap payment.)  The gap program also allowed a percentage reimbursement to a gap payor who pays only 
a portion of the gap payment by signing an Indemnification and Acknowledgement Agreement. The gap 
payor was required to file an annual certification with Aurora stating that it made the payments required 
by its gap agreement. If a certification was not filed, Aurora, as administrator, notified the Commissioner 
and under the Commissioner’s guidance, placed any payments due to the gap payor in suspense until the 
certification was received and/or the matter was investigated. There are numerous instances in which the 
Commissioner investigated and resolved these situations to insure that the policyholder had been fully 
provided for.

Aurora administers the gap subrogation program, the cost of which is provided for by the gap payor. Aurora 
pays monies that are due to the gap payor as a result of the payor’s certified gap payments. The amount due 
in connection with a policy, whether it is due to a policyholder or a gap payor, is not increased or decreased 
(either by principal amount or interest) as a result of a gap agreement. Furthermore, as noted in other areas 
within this response, oversight by the Commissioner, as regulator, through periodic reviews and annual 
independent audits of Aurora provides a reasonable level of assurance that substantive errors would be noted. 

•	 Performance of  ELIC Agreements  

The BSA Report refers to a statement in a letter from the Commissioner that there has been “constant 
communication and cooperation between Aurora and the receiver ... over the years concerning the 
implementation and operation of the rehabilitation plan and enhancement agreement. Nonetheless, 
as conservator, rehabilitator, and liquidator of the ELIC estate, the commissioner is responsible for the 
distribution of ELIC estate assets.”(p. 71 - 72). The Commissioner’s letter did not imply that communication 
and cooperation substituted for review and controls. The Commissioner’s letter cited the financial 
examinations, audits and reviews of Aurora over many years and stated that the receiver, working 
with Aurora, had reviewed numerous detailed transactions that typically involved in-depth reviews of 
policyholder values, and AVI’s (including interest calculations.)  The letter simply cited additional indicia 
of the integrity of Aurora’s staff and their performance of the ELIC Agreements. The communication and 
cooperation were never considered to be a substitute for audit or review.

The BSA report states that the Commissioner, as receiver, . . . should have ensured that he had the authority 
to monitor Aurora’s distribution of ELIC funds and compliance with the ELIC agreements, or ensured that 
he could administer the distributions based on data maintained by Aurora.” (p. 72.)  (The Commissioner, 
as regulator, agreed that Aurora would be regulated like any other insurer and therefore he could not 
monitor distributions.)  An Insurance Commissioner exercises discretion in the rehabilitation and liquidation 
of an insurance company to provide the most optimal and likely recovery for policyholders. The current 
Commissioner is not familiar with the negotiations from 1991 through 1993 that led to the final versions of 
the Rehabilitation Plan and the Enhancement Agreement that were approved by the Los Angeles County 
Superior Court. The Commissioner does not know, for example, whether the absence of monitoring 
provisions in the Rehabilitation Agreement was the subject of negotiation between the parties and whether 
it was possible to have such provisions in the agreements. As noted elsewhere, monitoring by NOLHGA was 
expressly provided for in the Enhancement Agreement. Regardless, at the time it was industry practice to 
leave monitoring of such agreements to the authority of the Commissioner in his capacity as a regulator, 
not as a rehabilitator or liquidator. Given industry practice, entering into the ELIC agreements was a proper 
exercise of the Commissioner’s discretion. Evidence for this can be found repeatedly in the regulatory 
reviews;; the 1998 audit; the review rights provided to NOLHGA; the annual independent audits by Aurora’s 
certified public accountants; the “clean opinions”; and the absence of any problems noted in reviews or by 
BSA’s Report. 
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Moreover, the Commissioner is not confident that, prior to the issuance of this BSA Report, Aurora would 
have voluntarily agreed to modify the Rehabilitation Plan to permit audits. Similarly, the Commissioner 
cannot reasonably estimate whether he would have been able to obtain a court order to modify the 
Rehabilitation Plan over Aurora’s objection. As noted in the BSA Report, the Commissioner believes that he 
can assert a right to review Aurora’s performance, but the nature of the right and the likelihood of success 
would depend on specific facts and issues (p. 71). 

The Commissioner disagrees with the statement that the Commissioner should have “ … ensured that he 
could administer the distributions based on data maintained by Aurora.”  Opt-in policyholders were Aurora 
policyholders, Aurora – not the Commissioner – was obligated to make distributions to such policyholders. 
A plan in which the Commissioner would make distributions to Aurora’s policyholders (opt-ins) is not 
reasonable, workable or cost effective. 

4.	B SA Finding - As a Part of a Complex Settlement Agreement, the Commissioner Granted Aurora 
a Release From Liability That May Further Limit the Ability to Monitor Aurora’s  Distribution of 
ELIC Funds (pp. 74 - 75)

Commissioner’s Response and Discussion:

BSA has no basis for assuming that the settlement would have proceeded without such a release, nor does it 
have a basis to contend that the settlement should have been abandoned if the release was required.

BSA notes that releases of prior conduct, both known and unknown, are common in settlement agreements, 
“ . . . especially [ones] involving large amounts agreed to in this settlement.”  (p. 74)  As part of the Altus 
litigation in which Aurora agreed to pay net $78,750,000 to the ELIC estate, the Commissioner gave a release 
of both known and unknown claims (see, pp. 62 and 74 - 75). The release provided by the Commissioner 
is indeed common and was required by Aurora as a condition to settlement. Providing the release was a 
reasonable exercise of discretion by the Commissioner.

The BSA Report states that the release “ . . . may further hinder the commissioner’s ability to monitor 
Aurora’s compliance with the ELIC Agreements” (p. 62). The Commissioner disagrees. The release covers 
matters arising before February 14, 2005, with the exception that the Commissioner may take enforcement 
action with respect to any of the  following matters arising after February 14, 2004 (one year earlier):  (1) a 
policyholder complaint against Aurora; (2) a complaint “from outside the Department”; and (3) matters 
arising from the Commissioner’s periodic examination of Aurora. 

As previously noted, Aurora’s compliance with the provisions of the Rehabilitation Plan and the 
Enhancement Agreement has been part of the annual audit of Aurora by its certified public accountants. 
Aurora’s compliance with the provisions of the Rehabilitation Plan and the Enhancement Agreement was 
extensively audited by the Commissioner in 1998, and Aurora underwent numerous financial examinations 
by the Commissioner, as regulator. None of the audits disclosed a failure of Aurora to comply with the 
Rehabilitation Plan or the Enhancement Agreement, and accordingly, providing a release in exchange for 
receiving $78.75 million and avoiding the risks of litigation was reasonable. 
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C.	B SA Finding - INFORMATION ON ELIC ESTATE OPERATIONS IS LACKING DUE TO INCONSISTENT 
REPORTING AND AUDITING (Pages 75 – 82) 

1.	B SA Finding - The Commissioner Did Not File an Examination of ELIC in 1990 (pages 75 - 76)

Commissioner’s Response and Discussion:

This title is confusing and misleading. The examination in process at that time would have been “as of” 
December 31, 1990 – for the years 1988 – 1990. At that time there was no time requirement for when the 
examination should be completed and filed. But common practice for the Commissioner was to complete 
an examination within nine to twelve months after the “as of” date (December 31, 1990), which would put 
the completion of the examination in the period of October 1 to December 31, 1991. It would have been 
impossible for the Commissioner to file the Examination Report in 1990 since the draft Examination Report 
reflected an “as of” date of December 31, 1990, and the financial statements (Annual Statement) submitted 
by ELIC was not filed with the Commissioner until March 1, 1991. The Commissioner took regulatory action 
in April 1991. 

Regarding the filing of Examination Reports, the Commissioner has broad discretion in determining the 
form, scope and nature of examinations. There was no requirement to file an Examination Report in 1990 
or 1991. Pursuant to Insurance Code Section 734.1(c) (1), the Commissioner can terminate or otherwise 
suspend any examination in order to pursue other legal or regulatory action. The Commissioner was 
appointed conservator of ELIC in April 1991, and the need for filing an Examination Report was not critical to 
the Commissioner’s duties as conservator.

2.	 (a) BSA Finding - Managers of the ELIC Estate Have Not Consistently Reported on the 
Disposition of ELIC’s Assets (Pages 76 - 80)

	 (b) BSA Finding - Managers of the ELIC Estate Have Not Consistently Audited the Estate  (Pages 80 - 82)

Commissioner’s Response:

(a) The BSA is correct in stating that the Commissioner reported under some trusts and not others. The 
Commissioner believes the omission to report on pass-through trusts did not deny policyholders valuable 
information. The pass-through trusts are fundamentally different than the Enhancement Trusts. 

(b) Audits were performed for 1997 – 2000 on a consolidated basis. 

Over the life of an estate, the Commissioner has the discretion to make decisions that will positively benefit 
the interest of the policyholders. The Commissioner believes that not furnishing the reports and audits 
during certain periods did not harm the beneficiaries.

Insurance Code Section 1037 provides that the Commissioner has broad discretion in performance of his 
duties as receiver. 
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Discussion:

Holdback Trust and Opt-Out Trust

The BSA Report notes that certain reports for the Holdback Trust and the Opt-Out Trust (grantor trusts of 
ELIC) were not prepared (p. 62). The Commissioner believes that the BSA Report may leave the impression 
that the Holdback Trust and the Opt-Out Trust performed similar functions as the ELIC Trust, Base Assets 
Trust, and Real Estate Trust (collectively, the “Enhancement Trusts”) and that they had similar responsibilities. 
This is not the case. The purpose of the Enhancement Trusts was to identify, pursue, collect and monetize 
assets for the benefit of the ELIC estate, including through litigation. As noted in the BSA Report, the 
Enhancement Trusts collected in excess of $1.1 billion dollars for the benefit of the ELIC policyholders. In 
contrast, the Holdback Trust and the Opt-Out Trust were devices to hold money temporarily for subsequent 
distribution (pass-through trusts). Neither trust was charged with collecting or monetizing assets. The trusts 
were essentially parking places while issues were resolved that affected, in the case of the Holdback Trust, all 
ELIC policyholders, and in the case of the Opt-Out Trust, opt-out policyholders. Both trusts allowed for the 
segregation of expenses that were only chargeable against the activities of the trusts. 

Because of the limited nature, purpose and function of the Holdback Trust and the Opt-Out Trust, and given 
the facts discussed below, the fact that audits were not performed did not jeopardize ELIC policyholders and 
did not deprive them of pertinent information or information that would have been of significant value. 

The Holdback Trust was a grantor trust of Aurora administered by the Commissioner as trustee. It was 
created in 1994 to hold ELIC assets while certain litigation challenges to the terms of the Rehabilitation Plan 
were pending on appeal. Subsequently, in 1996, the Holdback Trust was amended (with court approval) 
to provide that it would hold funds that would otherwise have been distributed to policyholders as AVI’s 
until such time as certain indemnity demands that Aurora anticipated making were resolved. In 1998, when 
Aurora’s indemnity demands were resolved, all funds in the Holdback Trust were disbursed except for funds 
that were due to ELIC policyholders that could not be located. Since 1998, the Commissioner vigorously 
continued to attempt to locate the missing policyholders. Presently, with Aurora’s assistance, the Holdback 
trust is scheduled for closure. 

The Opt-Out Trust was created in 1994 to hold assets to be disbursed to opt-out policyholders. It also is a 
cost center for charging expenses that apply only to opt-out policyholders. The Opt-Out Trust received funds 
from the Enhancement Trusts, and with those trusts being closed, it now receives funds from the ELIC estate. 
It was required to distribute funds to policyholders “as soon as practicable” which, in practice, has been a 
short period of time. With each distribution, policyholders were advised of their principal, interest, reserves 
and expenses.

During the period 1997 - 2000, the Holdback and the Opt-Out Trusts were audited in connection with 
annual financial audits of the ELIC estate by certified public accountants. Information regarding those trusts 
was available to ELIC policyholders and the public. After 2000, audits were not performed on the Holdback 
and Opt-Out Trusts until 2005 when the Department of Finance completed its review of the financial 
statements. Although the Commissioner acknowledges that the trust agreements required that reports be 
made, reports would not have provided significant information to policyholders. 

1. 	 As to the Holdback Trust, reports would not have advised individual policyholders of the funds being 
held for them individually. 
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2. 	 Like the Opt-Out Trust, with each distribution from the Holdback Trust, policyholders were advised of 
their principal, interest, reserves and expenses. 

3. 	 After the Holdback Trust distributed its assets in 1998, funds that remained belonged to policyholders 
that could not be located. Reports to those that could not be located would have been meaningless. 

4. 	 Similarly, reports by the Opt-Out Trust would not have been meaningful when the Opt-Out Trust only 
held funds for the administration of the ELIC estate. 

FEC Litigation Trust Agreement

The FEC Litigation Trust Agreement (FEC Trust) was established September 11, 1992 between FEC and 
the Commissioner in his capacity as conservator, rehabilitator and liquidator of ELIC. The purpose of the 
FEC Trust was to facilitate implementation of Article 111 of the Joint Plan of Reorganization for FEC. The 
implementation is to (1) collect the proceeds of certain litigation claims, (2) retain and liquidate non-
litigation assets, and (3) preserve, hold and distribute the trust assets to ELIC policyholders in accordance 
with the provisions of the trust. The Commissioner was appointed trustee. 

Administration of the FEC Trust was transferred to CLO in August 1997 by which time the majority of the 
assets were collected. The distribution of the funds to policyholders did not occur for a period of time 
because of uncertainties that existed in the FEC Trust relating to the distribution methodology. The terms 
of the FEC Trust were completed before finalization of the ELIC Rehabilitation Plan, and it specified a 
distribution methodology that was later rejected by the California Court of Appeals in connection with the 
Rehabilitation Plan. As a result, the FEC Trust had to be formally amended through the FEC bankruptcy court 
to reflect those changes. Completing the appropriate changes to the FEC Trust took additional time as the 
FEC bankruptcy court proceeding was closed. The FEC Trust was also amended in the Los Angeles County 
Superior Court which had concurrent jurisdiction over the matter

Upon obtaining court approval to amend the FEC Trust, the distribution of funds was completed. BSA states, 
“Additionally, although the FEC Litigation trust agreement does not require annual reports to policyholders, 
Article 7 requires the commissioner to provide a report every year to Aurora and a committee established by 
the trust showing all payments made resulting from or received from litigation claims and other receipts of 
disbursements in connection with the trust. Once completed, copies of the FEC Trust annual reports are also 
to be on file with the commissioner, and as a public document this report would be available at the request 
of trust beneficiaries. A former general counsel for the department stated that there are no records that 
the reports were ever completed. By not producing the reports that are required by the distribution trust 
agreements, policyholders and other beneficiaries have not been kept informed of the disposition of ELIC 
assets as intended by the trust agreement.” (p 78),

We informed BSA of the following:

1.	 While we recognize that Article 7 requires quarterly and annual reports to beneficiaries of the trust,  
provision 7.2 states; “At the sole discretion of the trustee, he may produce  and furnish to any or all of 
the policyholders the Quarterly Reports, the Annual Reports or any extracts there from or summaries 
thereof.”

2.	 Based on Article 7.2, CLO decided from a cost-benefit standpoint to defer the reporting requirement to 
increase the distributable amounts to the beneficiaries.
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3.	 The distribution checks mailed to policyholders included on the check stub sufficient detailed 
information to identify the source of the funds, interest  earned, pro-rata expense incurred and 
calculation of final amount.

4.	 Presently, FEC Litigation Trust Account is scheduled for closure. Funds held for individual policyholders 
that cannot be located will be escheated to the State.

D.	B SA Finding - INCONSISTENT ACCOUNTING PRACTICES AND INCONSISTENT AVAILABILITY OF 
SUPPORTING DOCUMENTS HINDER A COMPLETE ACCOUNTING OF THE ELIC ESTATE   
(Pages  82 - 85)   

Commissioner’s Response and Discussion:

1.	 Internal Control Matters (pp. 7 and 85)

Comments contained in the BSA report do not adequately describe the significant improvements to the 
CLO’s accounting and internal control policies and practices that have been in effect at the CLO since mid 
2005. BSA did not do a formal review of CLO’s internal controls.

The CLO acknowledges that various examiners issued reports stating that there were control weaknesses 
during the period 1997 to 2004. The latest of these reports was an internal control review report issued 
covering the 2004 calendar year issued by DOF auditors in early 2005. Since then, the CLO has taken 
aggressive actions to correct each and every finding contained in the DOF reports. DOF completed an 
additional internal control review which concluded that none of the findings contained in their report for 
that review were considered material control weaknesses.

In 2005, the CLO restructured its entire internal control environment. It formeda Board and Audit Committee 
that meet quarterly; hired seasoned financial employees; restructured the Accounting and Finance 
Department; engaged a firm to perform a review of the CLO’s internal controls in a manner similar to the 
requirements of Sarbanes-Oxley Section 404; and  developed quarterly internal financial statements on each 
estate under the management of the CLO. 

In addition, the DOF noted to the CLO’s Audit Committee that there have been significant improvements in 
controls and operating procedures since its 2004 internal control review work.

For calendar years 2005 and 2006, the CLO requested that the DOF auditors review complete financial 
statements for ELIC, its grantor trusts as well as for each of the other estates for which the CLO is responsible. 
The DOF completed its reviews and issued clean reports for all estates, including ELIC and its grantor trusts, 
with one exception relating to a non-ELIC entity for which the CLO is still in process of verifying conservation 
date balances.

2.	O ther Accounting Matters

This chapter of the BSA Report contains comments regarding several other accounting matters. 
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Inconsistent financial reporting (p. 82):

We agree that over the life of the ELIC estate, different managers responsible for oversight of the ELIC estate 
have not used consistent methods for accounting for the assets, liabilities and operations of the ELIC estate 
and their related grantor trusts.

Cash flow statements (pp. 20 and 83):

In 2005, independent of the BSA audit, cash flow statements were prepared for each estate being 
administered by the CLO, including the ELIC estate and its related grantor trusts. The cash flow statements 
were prepared in a format consistent with financial reporting standards established by Generally Accepted 
Accounting Principles (GAAP). The BSA was given the GAAP-based cash flow statements for ELIC and its 
related grantor trusts. The BSA later requested cash flow statements in a different format which we agreed 
might better serve the purpose of their review. In order to complete this request which the BSA describes as 
four month project, it was necessary for the CLO to analyze and reformat over 83,000 general ledger entries 
for the 10 year period 1997 through 2006. This work was done in addition to performing the day-to-day 
tasks associated with the other 24 estates managed by the CLO. This was a complex project that was done 
using database analysis software. The resulting cash flow statement was then carefully reviewed to ensure 
its accuracy. The project was completed in addition to the many other demands made upon Accounting 
Department personnel during that period as part of the normal ongoing operations of the CLO.

The BSA tested the data in the cash flow statements provided as well as the contents of the CLO general ledger. 
The CLO produced support documentation for each and every transaction requested by the BSA for testing.

Inconsistent availability of data (p. 84):

Regarding comments about the inconsistent availability of supporting data, we agree that it might be 
possible to better organize the information and supporting data produced by CLO systems. As noted in the 
BSA report “. . . there is no specific requirement for structuring the accounting records, maintaining subsidiary 
accounts that separately tracks payments…” (p. 84). On the other hand, we note that in spite of the fact that 
the ELIC estate documents requested by BSA were generated over a period in excess of 10 years, the CLO 
was able to produce all documents requested to support its testing. 

As noted above, the Department of Finance was able to issue unqualified reports on their reviews of 
the ELIC estate and its related grantor trusts which provide verifiable evidence that data needed for an 
accounting of the ELIC entities is in deed available at the CLO.

Lack of separate general ledger accounts for recording disbursement payments (p. 84)

The BSA auditors reviewed the reconciliations of disbursements to policyholders to its TAS databases (which 
was tested and found reliable by the BSA auditors). Disbursements to Aurora are single accounting entries 
which require no reconciliation in as much as the amounts are self evident. We agree that distributions could 
be more easily tracked if separate disbursement accounts were established for the ELIC estate.
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Comments

California State Auditor’s comments on the 
response from the department of insurance

1

2

3

To provide clarity and perspective, we are commenting on 
the response from the California Department of Insurance 
(department). The numbers below correspond to numbers we have 
placed in the margin of the department’s response.

While the department may disagree with some aspects of the 
report, as is our long-standing administrative practice, we 
communicated with appropriate parties throughout the audit and 
listened to and addressed any meritorious concerns to ensure that 
our report was fair and accurate. Further, our audit was conducted 
in accordance with generally accepted government auditing 
standards, which require sufficient, competent, and relevant 
evidence to provide a basis for the auditor’s conclusions. Thus, 
our report contains factual information, supported by interviews, 
documentation, and analysis.

The department asserts that the insurance commissioner’s 
(commissioner) monitoring, reporting, and accounting for the 
distribution of Executive Life Insurance Company’s (ELIC) assets 
were both appropriate and effective. In our report we conclude 
that inconsistent monitoring of Aurora National Life Insurance 
Company’s (Aurora) distribution of ELIC estate funds has resulted 
in less assurance that funds were distributed correctly from 1998 
through 2006 as compared to other periods (pages 48 – 49); 
inconsistent reporting has resulted in a lack of information available to 
policyholders and others interested in the ELIC estate (pages 50 – 53); 
and inconsistent accounting practices and inconsistent availability 
of supporting documents hinder a complete accounting of the ELIC 
estate (pages 55 – 57). 

The department is incorrect when it states that we fail to put the 
commissioner’s actions in context. To the contrary, as we state on 
page 52, the Conservation and Liquidation Office’s (CLO) ELIC 
estate trust officer stated that the reports required by the Opt‑Out 
and Holdback Trust agreements were not produced because of 
cost considerations, which included the cost of mailing reports to 
policyholders. In order to give context to this comment, we also 
stated that the CLO could pursue alternatives to mailing the reports, 
such as posting the reports on its Web site or posting a notice on its 
Web site that would allow only those beneficiaries that desired them 
to request copies of the report. Throughout the report we provide the 
department’s perspective on the issues.
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The department mischaracterizes our recommendation that the 
commissioner continue its practice of auditing the ELIC estate 
on a periodic basis. Contrary to the department’s assertion, this 
recommendation does not affirm the commissioner’s proper 
handling of the ELIC estate. In the report we disclose that financial 
statement audits have not been consistently completed over the 
life of the ELIC estate. Audits of the Opt-Out and Holdback trusts 
were not completed from 1997 through 2004; the independent 
audits of ELIC’s combined financial statements for the years 1997 
through 2000 were not comprehensive; and there were no audits 
of the ELIC estate conducted from 2001 through 2004 (page 54). 
While our audit was in progress, the CLO’s chief financial officer 
requested the Department of Finance to conduct a separate review 
of each ELIC entity covering the 2005 and 2006 period, and plans 
to continue these reviews yearly until the trusts are closed. Hence, 
our recommendation refers to the recent actions of the CLO to 
audit the estate.

We disagree with the department’s assertion that much of our 
report is a flawed effort aided by 17 years of hindsight, and that 
the report makes issue of practices by the commissioner that, in 
context, were insignificant and/or had no adverse effect on the 
ELIC estate. For example, we do not agree that limited oversight 
of $225 million in distributions is insignificant, nor do we think 
the failure to report on ELIC’s operations and the disposition of 
its assets would be viewed by the policyholders who suffered great 
losses as insignificant. 

The department contradicts information it previously provided to a 
State Senator when it questions the appropriateness of including the 
accumulation of interest in loss estimates. In 2005 the department 
stated in a letter to a California Senator (Appendix E of the report 
on page 74) that its estimate of policyholder losses was somewhat 
artificial because it represented the amount of shortfall that would 
have existed as of September 3, 1993, if all of the subsequent 
distributions had been paid to policyholders on that date and does 
not reflect the amount by which benefits due to policyholders 
would have increased over time. In other words, its estimate of loss 
did not adjust distributions to reflect the time value of money. By 
including the accumulation of interest in our analysis, we provide 
a more complete picture of the economic losses policyholders 
have incurred.

The department mischaracterizes the report when it states that 
we found the commissioner did not adequately monitor Aurora’s 
compliance with the ELIC agreements. Specifically, we were unable to 
conclude whether the department’s monitoring was adequate, because 
while the department asserted that it monitored Aurora’s compliance 
with the ELIC agreements during the 1998 through 2006 period, it 

4

5

6

7



103California State Auditor Report 2005-115.2

January 2008

could not provide documentation to support its assertion. From the 
documentation that the department was able to provide, it is clear 
that the department’s four field examinations and the annual audits of 
Aurora by its independent auditors did not conclude whether Aurora 
complied with the ELIC agreements when it distributed ELIC estate 
funds. When asked, the department could not provide documentation 
to substantiate its assertion that these examinations evaluated Aurora’s 
compliance with the ELIC agreements. 

It is also clear that the audit CLO commissioned in 1998, and 
its current examination of Aurora’s October 2007 distribution, 
both include substantially more monitoring than the department 
asserted it or Aurora’s independent auditors did during the 1998 
through 2006 period. Based on those facts, we correctly conclude 
that the department’s monitoring has been inconsistent, and that 
there is less assurance for the 1998 through 2006 period that Aurora 
distributed ELIC estate funds in accordance with key provisions of 
the ELIC agreements. 

The department mischaracterizes the scope of our report when it 
states that we found that distributions had been properly made. The 
scope of our audit included determining the sources and uses of 
ELIC estate funds between April 11, 1991, when the commissioner 
conserved ELIC, and December 31, 2006. However, we do not 
conclude that distributions were properly made.

It is our long-standing administrative practice to allow auditees 
five business days to respond to a draft report. It is correct that the 
draft report was delivered to the department on January 10, 2008, 
with its response due by the close of business on January 16. 
However, the department fails to acknowledge that prior to delivering 
the completed draft on January 10, we met with representatives of the 
department on numerous occasions and, when appropriate, shared 
written drafts of the issues we intended to publish in the final audit 
report. In fact, the department and the CLO had the opportunity 
to see a draft containing all the issues as early as November 9, 2007. 
Finally, as is our standard process, we consistently communicated 
with the department regarding issues we intended to report on.

We believe the title of the chapter is accurate. Further, we are 
uncertain of the source of the department’s claim that 30 percent 
of policyholders, including both opt-in and opt-out policyholders, 
representing 13 percent of statutory liability, were fully covered 
by guaranty associations and incurred no loss whatsoever. In the 
department’s 2005 letter to a State Senator, it states “92.45 percent 
of the policyholders that opted-in to the plan received all payments 
that they would have received had ELIC not become insolvent.” As 
such, the department’s response is inconsistent with information it 
previously provided to a State Senator. 
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As we state in comment 6, by including the accumulation of 
interest in our analysis we provide a more complete picture of the 
economic losses policyholders have incurred. If a policyholder 
had a $100 loss in 1993, they were unable to earn interest on that 
$100 beginning in 1993. This lost interest increases policyholder 
losses because it reduces the value of the account and payments 
received from the policy from what they would have been if the 
policy had not been restructured.

The department has mischaracterized our report. As the 
department notes in its response, the ELIC liquidation is 
extraordinarily complex. Thus, we believed it was important to 
report on how the commissioner interprets the ELIC agreements 
rather than form our own opinion. Thus, on page 47, we state that 
“according to the department’s legal counsel, the ELIC agreements 
do not give the commissioner, in his role as conservator, 
rehabilitator, and liquidator (receiver) of the ELIC estate, general 
rights to review or audit Aurora’s records.” Further, the department 
incorrectly states that we “opine incorrectly that the commissioner 
did not monitor distributions.” This is not an “opinion.” As explained 
in comment 1, we report on what the commissioner did based on 
the evidence we reviewed. As stated on page 49, the commissioner 
did not monitor these activities and distributions and therefore 
cannot provide policyholders and others the same level of assurance 
that the $225 million in ELIC estate funds that Aurora distributed 
during the period from 1998 through 2006 was distributed in 
accordance with the ELIC agreements.  

Again, the department has mischaracterized our report. We did not 
“opine that the commissioner, in his capacity as receiver, failed to 
ensure that Aurora properly paid interest and properly calculated 
distributions.”  As indicated in comment 12, we present the facts 
as we found them. Based on those facts, we conclude on page 48 
that if the commissioner had obtained the right to monitor the 
distributions or alternatively, had retained the right to have the 
CLO make the distributions, the commissioner could have provided 
the policyholders with greater assurance that the funds were 
distributed as required by the ELIC agreements. Finally, we did not 
ignore the work of the Aurora’s independent auditors—in fact on 
page 45 we acknowledge that work as well as the four examinations 
the commissioner, as regulator, performed under Section 730 of 
the California Insurance Code (insurance code). On page 46 we 
do point out, however, that the audits and examinations do not 
state that they assessed whether Aurora complied with the specific 
provisions of the ELIC agreement relating to distribution of funds.
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After the commissioner’s receipt of our draft report on 
January 10, 2008, the CLO voiced concern regarding the generality 
of this statement. Upon consideration, we agreed that the statement 
could be interpreted differently than intended and we subsequently 
deleted it. We informed the CLO of this change before it submitted 
its response.

During the course of our audit, we asked the CLO and examiners 
from the department to provide documentation of any testing 
of Aurora’s compliance with the ELIC agreements for the period 
from 1998 through 2006, but none were provided. As we state on 
page 46, we asked the department’s chief examiner if he had any 
additional documentation showing that the department examined 
or determined whether Aurora adhered to specific provisions of 
the ELIC agreements in the annual audits, periodic examinations, 
or other reviews. He could not provide any documentation 
establishing that the department examined or determined whether 
Aurora adhered to specific provisions of the ELIC agreements for 
this time period.

We agree that the enhancement agreement provides audit rights to 
the National Organization of Life and Health Insurance Guaranty 
Associations. However, as we state on pages 46 and 47, “although 
the national guaranty organization may have reviewed Aurora’s 
distributions of ELIC funds to policyholders and other interested 
parties, neither the CLO nor the department had any copies of 
any reviews that the national guaranty organization might have 
conducted and reported on.” Hence, the department could produce 
no evidence that they had received or reviewed these reports.

We agree that testing of Aurora’s compliance with the rehabilitation 
plan was completed in 1998. In the report we note that the CLO 
hired an independent auditor to conduct an audit to assess Aurora’s 
compliance with the rehabilitation plan for the period from 
September 1993, when the rehabilitation plan for ELIC took effect, 
through December 31, 1997 (page 45). However, as we state on 
page 46, neither the four examinations the department performed 
nor the yearly audits submitted by Aurora from 1998 through 2006 
state that they assessed whether Aurora complied with the specific 
provisions of the ELIC agreements. Therefore, the department’s claim 
that the commissioner did audit Aurora’s calculation and payment of 
interest and its distributions to policyholders is misleading. 

We agree that the CLO is currently reviewing Aurora’s October 2007 
distribution of ELIC estate funds. However, we do not state that it is a 
comprehensive review. We cannot comment on its comprehensiveness, 
as the department has not provided any documentation to support the 
work being performed during this review.
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On pages 43 and 47, we have changed the phrase that the 
commissioner says does not accurately reflect his statement. The 
phrase now reads: “the general rights to review or audit Aurora’s 
records.” We are disappointed that this was not brought to our 
attention earlier, as we have made numerous efforts to ensure 
that we accurately summarized the commissioner’s statement in 
our report and could have easily made this change, as we made 
other changes, during the period that the commissioner had the 
draft report for review (see comment 9). In fact, this specific 
language was originally sent to the commissioner’s staff on 
December 13, 2007, for confirmation of its accuracy, but the staff 
declined to make changes at that time, preferring instead to make 
any changes to our summary of the commissioner’s statement when 
they had the entire draft report in hand. 

Furthermore, the department is confusing the issues. On page 41 
we state that the commissioner has a fiduciary duty to protect 
ELIC policyholders by preserving and managing the assets of 
the ELIC estate and, as trustee, to ensure that the CLO records the 
amounts and sources of funds it receives for the ELIC estate 
and reports how it uses those funds to policyholders and other 
interested parties. However, in the report we do not “assert that 
the commissioner’s fiduciary duty in liquidating ELIC extended 
to overseeing Aurora’s operations.” Thus, it is unclear why the 
commissioner raises discussions that we had with his staff in which 
we were attempting to understand the commissioner’s obligations 
under the insurance code so that we could accurately portray his 
fiduciary obligations as a receiver and rehabilitator in our report. 
Finally, the commissioner’s statement was in response to a written 
summary of discussions that we had with the commissioner’s staff 
about numerous issues. In accordance with audit standards, we 
provided this summary to the commissioner’s staff in an attempt to 
confirm that we were accurately stating what the staff had verbally 
communicated to us. That written summary did not “assert that 
the commissioner’s fiduciary duty . . . extended to overseeing 
Aurora’s operations.” 

It is unclear how the commissioner would have been able to 
determine the sufficiency of the department’s examinations, Aurora’s 
annual audits, and the national guaranty organization’s audit rights 
in assuring that Aurora was complying with the ELIC agreements. 
As we state on page 46, neither the four examinations that the 
department performed nor the yearly audits submitted by Aurora 
state that they assessed whether Aurora complied with the specific 
provisions of the ELIC agreements regarding how it distributed the 
funds for the period from 1998 through 2006. Further, as we state on 
pages 46 and 47, although the national guaranty organization may 
have reviewed Aurora’s distributions of ELIC funds to policyholders 
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and other interested parties, neither the CLO nor the department 
had any copies of the reviews that the national guaranty organization 
might have conducted and reported on.

The department mischaracterizes our report when it states that 
we acknowledge that third-party agreements are not part of the 
rehabilitation plan or the enhancement agreement. As the footnote 
on page 41 indicates “we categorize the third-party agreements 
with the rehabilitation plan and enhancement agreement for 
ease of reference. However, unlike the rehabilitation plan and the 
enhancement agreement, the third party agreements are not part of 
the restructuring of ELIC.” 

The definition of third parties that we provide is not imprecise as 
the department alleges. As we state on page 27, “typically, a third 
party is either a company that offered ELIC policies to its employees 
or a state guaranty association.” While our definition is simpler than 
the one provided by the department, it is not imprecise. 

On pages 47 and 48 of the report we summarize portions of the 
commissioner’s statements relating to examinations, reviews, 
and audits of Aurora and his confidence in Aurora’s performance 
under the ELIC agreements. We do not suggest or imply that the 
commissioner believes that “communication and cooperation 
substituted for reviews and controls.” In fact, we agree with 
the department that communication and cooperation does not 
substitute for reviews and controls. 

The phrase that the department refers to was changed as part of 
our quality control review of the draft audit (see comment 9). We 
informed the department of the change the day the response was 
due, but the department chose to still respond to the language in 
the draft audit. On page 48 we now say: 

“Neither we nor the department were able to determine 
whether the commissioner sought the right to monitor 
the distribution of ELIC funds from 1998 to 2006 or, 
in the alternative, considered having the CLO make 
the distributions based on data maintained by Aurora. 
However, if the commissioner had obtained the right to 
monitor those distributions or to have the CLO make the 
distributions, the commissioner could have provided 
the policyholders with greater assurance that the funds 
were distributed as required by the ELIC agreements.

As stated on page 48, neither we nor the department know whether 
the commissioner considered either of these two approaches to 
monitoring, including whether he considered having the CLO make 
the distributions. However, we stand by our conclusion that if the 
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commissioner had obtained the right to monitor distributions or have 
them made by the CLO, the commissioner could have provided the 
policyholders with greater assurance.

The department mischaracterizes our report. Our report does 
not say or imply that we assumed that “the settlement would have 
proceeded without a release” nor did we imply or contend that “the 
settlement should have been abandoned if the release was required.” 
Instead, on page 50, we merely report the fact that there was a 
release and, as the department points out, we state that releases 
from liability for previous conduct, whether known or unknown, 
are common in settlement agreements, especially involving the 
large amounts agreed to in this settlement. 

On page 50, we modified our report to state that the release may 
hinder the commissioner’s ability to monitor Aurora’s “past” 
compliance with the ELIC agreements. Further, as noted on page 11, 
to obtain the data we needed from Aurora to perform this audit, 
we entered into a memorandum of understanding (MOU) with 
Aurora and the department. The MOU contains clauses reflecting 
that we believe “that as a matter of law the bureau is entitled to” 
the information we were able to obtain under the MOU. Based 
on Section 8545.2 of the Government Code, we believed that we 
had access to the records of Aurora to the same extent that the 
commissioner would have access to those records. That statute 
gives us access to all records of public entities, as well as access to 
the records and property of any public or private entity or person 
subject to review or regulation by the public agency or public entity 
being audited or investigated to the same extent that employees 
or officers of that agency or public entity have access. Aurora 
disagreed with our position, and in another clause: 

“disputed the assertion that the bureau is entitled 
as a matter of law to the information that the 
bureau has requested because Aurora has 
received a general release from the ELIC Estate 
and the Commissioner, for all matters relating to 
time periods prior to February 14, 2005 (other 
than certain policy holder and other complaints 
with respect to actions occurring on or after 
February 14, 2004).”  

The parties to the MOU agreed to disagree on whether the bureau 
had a legal right to obtain the data, and Aurora agreed to provide 
that data pursuant to the terms of the MOU.

We agree that the title was not precise, and have corrected it for 
clarity. Our intent in this section is to disclose that this report, 
which would have provided public information on the financial 
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condition of ELIC immediately before it was declared insolvent, was 
not filed. We do not state that the commissioner did not comply 
with the insurance code in not filing the report.

The trust agreements require these reports, and the reports had been 
consistently performed until the CLO took over the estate in 1997. 
Therefore, while the department believes the decision to discontinue 
reporting on these trusts after 1996 did not deny policyholders 
valuable information, and states that the commissioner had the 
authority to discontinue these reports, information on ELIC estate 
operations is lacking. The decision to discontinue the reports has 
resulted in less information available to policyholders and others 
interested in the disposition of ELIC estate assets. 

We do not conclude that policyholders were jeopardized by not 
performing these audits. However, we do state on page 54 that these 
audits are required by the trust agreements, and discontinuing 
the audits did not allow the commissioner to ensure that ELIC’s 
financial statements were accurate and further reduced the amount 
of publicly available information on the disposition of the ELIC 
estate’s assets. 

The department acknowledges that the trust agreements required 
the reports to be made, but asserts that the reports would not have 
provided significant information to policyholders. Since these 
reports would have included the assets and liabilities as well as 
the distributions made to trust beneficiaries, it is unfortunate that 
the department assumed that policyholders would not have been 
interested in this information. 

We understand that the reports are not required, and we 
understand the department’s assertion that it did not produce the 
reports for cost reasons. Our concern is that information on the 
disposition of ELIC estate operations is lacking due to inconsistent 
reporting. Additionally, taking each of the ELIC trusts in isolation, 
the department’s decision to not produce reports for each 
individual trust may not seem to significantly impact the amount 
of information available on the sources and uses of ELIC estate 
assets; however, in combination, the CLO’s decision to not produce 
reports on the Opt-Out Trust, the Holdback Trust, and the First 
Executive Corporation Litigation Trust from 1997 through 2004 
has a compounding affect on the lack of information available to 
policyholders and others interested in the ELIC estate. 

We disagree. On page 57 we acknowledge that the CLO’s chief 
financial officer reported that the CLO has taken various steps to 
improve internal controls and accounting procedures. 
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The department’s statement is disingenuous. If the department had 
prepared cash flow statements in 2005 independent of our audit, 
it neither informed us that it had done so nor provided the cash 
flow statements when we requested them. Additionally, if the CLO 
would have had information on its sources and uses of cash readily 
available, it would not have required four months to produce this 
basic accounting information.
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