
L
icensing for health insurers falls under the 
jurisdiction of state insurance commissioners. The 
state insurance commissioners exercise significant 
authority and oversight, including approving 

premium rates, conducting financial and compliance 
examinations, and sometimes also initiating market studies.

Some insurers must also comply with the Model Audit Rule, 
which sets standards for governance and internal controls 
of the insurer, similar to Sarbanes-Oxley. If the health insurer 
provides Medicaid coverage, it also receives oversight from 
the state’s health department, which sets premium rates 
and mandates coverages. Many health insurers’ plans are 
entering the Medicare Advantage programs, which brings 
further oversight from the federal Centers for Medicare and 
Medicaid Services (CMS).

Many healthcare organizations are expanding their services 
to include health insurance, whether by offering employer-
sponsored plans, joining Medicaid plans or entering 
Medicare Advantage programs available to the public. 
Health insurance presents different business challenges and 
risks, along with opportunities to control costs, improve the 
quality of care and generate additional revenue.

Regulatory oversight
Generally, health insurance coverage offered to the public 
will be subject to state insurance department oversight.1 
Insurers accept premiums and also accept the risk to pay 
claims as claims emerge. Regulators ensure the insurers 
remain financially solvent and are able to pay those claims.

The National Association of Insurance Commissioners 
(NAIC) serves as the U.S. standard-setting and regulatory 
support organization. It was created and is governed by the 
chief insurance regulators from the 50 states, the District of 
Columbia and five U.S. territories. Through the NAIC, state 
insurance regulators establish standards and best practices, 
conduct peer reviews and coordinate their regulatory 
oversight. NAIC staff supports these efforts and represents 

1 Health Plans established only to self-insure an entity’s employees do not 
fall subject to state insurance department oversight, including licensing 
requirements.
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Has your institution entered the health insurance 

business? This is a very different business than 

providing healthcare. Baker Tilly is pleased to 

share information about health insurance and how 

to audit key aspects. The first article addresses the 

regulatory environment, including topics such 

as Model Audit Rule and State Examinations. 

Internal auditors can assist their institutions in 

assessing and testing internal controls.

Lester C. Schott is a Partner with Baker 
Tilly. He has over 30 years of experience 
in government auditing and insurance, 
including financial solvency regulation 
of insurance companies. You can reach 
Les at Lester.Schott@bakertilly.com and 
(410) 824-6011.

Mark E. Laccetti is a Partner with 
Baker Tilly. He has worked with audit 
committees, management and 
corporate counsel to help create 
consistent, transparent financial 
reporting of the highest quality. You 
can reach Mark at Mark.Laccetti@
bakertilly.com and (215) 557-2217.

Francis X. Bossle is an audit services 
director with BakerTilly. He provides 
internal audit and risk management 
services to the healthcare and higher 
education communities. He recently 
served as Executive Director of Internal 
Audit for the Johns Hopkins Institutions. 
You can reach Frank at Frank.Bossle@
bakertilly.com and (703) 923-8828.

40  New Perspectives Association of Healthcare Internal Auditors Summer 2016

Feature



the collective views of state regulators domestically and 
internationally. NAIC members, together with the central 
resources of the NAIC, form the national system of state-
based insurance regulation in the U.S.

Setting up a separate legal entity and licensing it to operate 
represent the first steps in establishing a health plan. The 
Uniform Certificate of Authority Application (UCAA) process 
allows insurers to file copies of the same application for 
admission in numerous states.

The new entity must meet capital and surplus requirements. 
The state insurance commission reviews the backgrounds 
of proposed management of the new entity to verify their 
qualifications. The insurance commissioner also reviews 
financial projections and approves premium rates. With the 
emergence of the Affordable Care Act, CMS may also review 
and approve the proposed rates.

The entity’s license itself can take several forms. For example, 
it could be licensed as a “property and casualty” or “life and 
health” company, authorized to write health insurance. Or it 
could be licensed as a health maintenance organization, a 
not-for-profit health service plan, or a single-service health 
plan (e.g., dental, vision).

The reconciliation of membership 
to premiums represents a 
critical internal control.

Each form of license may carry different restrictions on the 
types of products the licensee can write, as well as different 
minimum capital and surplus requirements. Before applying, 
it is important to become familiar with these requirements 
in the state where the entity seeks licensure.

Model Audit Rule
The Sarbanes-Oxley Act requires publicly traded companies 
to demonstrate adequate internal controls over the accuracy 
of financial reporting. These requirements cover the publicly 

traded insurers, but many insurers are not publicly traded 
companies. In 2010, the NAIC established requirements 
for any insurer with over $500 million in premiums to take 
similar steps to ensure accuracy of financial reporting. The 
Model Audit Rule requires: “1) annual audit of financial 
statements; 2) communication of internal control-related 
matters noted in an audit; and 3) management’s report of 
internal control over financial reporting.”2

Insurers must document, evaluate and test the internal 
controls over financial reporting. Further, management must 
make a positive statement on these controls each year in 
the annual statement filed with the insurance commissioner. 
Unlike companies subject to Sarbanes-Oxley, there is no 
requirement for an external auditor to certify these controls. 
The Model Audit Rule also imposes other requirements, such 
as audit committee independence.

Internal auditors for health plans may have been involved 
in the initial preparation of the control documentation 
required for the Model Audit Rule, and may have done 
the initial testing of the controls. Internal auditors should 
assess whether management periodically refreshes the 
documentation of internal controls, and test whether those 
controls continue to operate as intended.

State examination
The state insurance department conducts examinations of 
licensed insurers at least once every five years. Some states 
operate on a three-year cycle. If the insurer operates in 
multiple states, examiners from other states may be invited 
to participate in the examination.

The scope of these examinations has evolved from being 
financial statement audits that may overlap with the 
required external audits, to more prospective reviews of 
corporate governance and risk management. The examiners 
review the Model Audit Rule documentation. If they 
conclude the work is independent and of sufficient quality 
and scope to mitigate financial reporting risk, they will rely 
on it to the extent practicable and not duplicate the work. 

2 www.naic.org/store/free/MDL-205.pdf
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Rather, the examiners will focus significant resources on 
evaluating areas such as:

1. The independence of the insurer’s board of directors and 
its audit committee

2. The quality of management and management’s 
reporting to the board

3. Enterprise risk management

4. Succession planning

5. Strategic planning

6. Business continuity planning

7. Actuarial projections

8. Statutory accounting

State insurance examiners may also conduct targeted 
examinations. These occur when there is a specific concern, 
such as solvency, or numerous consumer complaints, for 
example if the insurer is not paying claims on a timely basis.

The results of state examinations are publicly available; 
however, any recommendations from the examiners may be 
issued in a confidential management letter to the company’s 
board of directors and not publicly disclosed. Insurers 
submit corrective action plans that the state insurance 
department analysts will review.

Internal auditors should review the results of these 
examinations and assess whether any corrective action 
plans are being adequately addressed.

Statutory accounting
Insurers follow accounting principles that are different 
from Generally Accepted Accounting Principles (GAAP). 
Statutory accounting principles focus more on liquidity 
and solvency, and may disallow certain assets allowed by 
GAAP. Publicly traded insurers are subject to both sets of 
accounting standards and will issue financial statements 
that follow both sets.

Actuarial projections
Insurers must estimate the frequency and severity of claims 
in setting premium rates. Capitation represents one process 
for setting premium rates, where the insurer receives 
premiums and then settles valid claims.

The actuarial projections of unpaid claims are the most 
important estimates in financial reporting for insurers. 
Recorded reserves must adequately cover both claims 
that have been filed but are not yet paid, and claims 
that have not yet been filed, which are referred to 
as Incurred But Not Reported (IBNR) claims. A future 
article will provide guidance on auditing the claims and 
reserving processes.

Medicaid Managed Care Organizations (MCOs)
Many healthcare providers have chosen to enter the 
Medicaid MCO business. Unlike commercial insurers, state 
health departments set coverages and premium rates for 
Medicaid MCOs.

In recent years, the number of state residents covered by 
Medicaid has seen considerable growth. For example, in 
Maryland, the number of Medicaid recipients has grown by 
33 percent to 1.1 million recipients in the past two years.

Membership in these MCOs may be controlled by the state. 
Challenges include MCOs’ ensuring that new members 
enroll on a timely basis and that ineligible residents are 
removed from the membership rolls. There may also be time 
lags between enrollment and receipt of the premium. The 
reconciliation of membership to premiums represents a 
critical internal control.

Conclusion
Health plans present an array of business challenges 
and regulatory expectations. For internal auditors, the 
related risks encompass a myriad of unique concepts and 
compliance areas that require specialized knowledge to 
address. NP

The actuarial projections of unpaid claims are the most important  
estimates in financial reporting for insurers.
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