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January 3, 2007

The Honorable Tom Craddick

Speaker, Texas House of Representatives
Members of the Texas House of Representatives
Texas State Capitol, Rm. 2W.13

Austin, Texas 78701

Dear Mr. Speaker and Fellow Members:

The Committee on Business & Industry of the Seventy-Ninth Legislature hereby submits its
interim report including recommendations for consideration by the Eightieth Legislature.

The issues surrounding the charges studied are very complex. It comes without surprise that
not every member of the committee agreed on every finding and recommendation. This
includes the Chair.

After the committee hearings and the initial draft, suggestions for revisions, comments, and
input were solicited from all committee members. Rather than incorporating suggestions
into the report, three members of the committee chose to provide statements to attach to the
report detailing differences. Those statements follow the report's findings and
recommendations.

Although, the Committee researched every issue thoroughly, sometimes facts come to light
after the deadline has passed. In the case of Interim Charge #1 (regarding contract-for-deed
legislation) the Committee has become aware of some concerns not detailed in this report,
and this issue will continue to be studied. This study, as submitted, lays a solid foundation
for further deliberation and offers the framework for policy decisions and legislative action.

Respectfully submitted,

y %%7/

Chair Helen Giddings

Helen Giddings, Chair

Gary Elkins, Vice-Chairman

Members: Kevin Bailey, Dwayne Bohac, Armando "Mando" Martinez, Burt Solomons, Larry Taylor, Hubert Vo, William "Bill" Zedler.
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INTRODUCTION

At the beginning of the 79th Legislature, the Honorable Tom Craddick, Speaker of the Texas
House of Representatives, appointed nine members to the House Committee on Business &
Industry. The committee membership included: Representatives Helen Giddings, Chair;
Gary Elkins, Vice-Chair; Kevin Bailey; Dwayne Bohac; Armando "Mando" Martinez; Burt
Solomons; Larry Taylor; Hubert Vo; and William "Bill" Zedler.

During the interim, Speaker Craddick assigned the Committee on Business & Industry the
following five charges:

1) Monitor the implementation of House Bill 1823, 79th Legislature, to determine if there is
a need to further legislate the protection of homebuyers who purchase dwellings under the
"rent-to-own" or "contract-for-deed" procedures. There should be particular attention paid to
assure that no unintended consequences materialize.

2) Study the problem of identity theft, and recommend any legislative changes needed to
combat the problem. (Joint Interim Charge with the House Committee on State Affairs)

3) Monitor the Texas workers' compensation system reforms and implementation of House
Bill 7, 79th Legislature, by the Texas Department of Insurance and other state agencies.
(Joint Interim Charge with the House Committee on Insurance)

4) Study the powers and practices of homeowner associations in Texas and the possible need
for legislation, such as the proposed Texas Uniform Planning Community Act, to address the
rules, enforcement, restrictions and other matters within the authority of a homeowner
association. (Joint Interim Charge with the House Committee on Land and Resource
Management)

5) Monitor the agencies and programs under the committee's jurisdiction. (These agencies
are the State Office of Risk Management, the Risk Management Board, the Texas Workers'
Compensation Commission, now the Division of Workers' Compensation within the Texas
Department of Insurance, the Texas Mutual Insurance Company Board.)

This report represents the final conclusions and recommendations for each charge and
supporting documentation.
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HOUSE COMMITTEE ON BUSINESS & INDUSTRY

CHARGE 1

CHARGE 2

CHARGE 3

CHARGE 4

CHARGE 5

INTERIM STUDY CHARGES

Monitor the implementation of House Bill 1823, 79th Legislature, to
determine if there is a need to further legislate the protection of homebuyers
who purchase dwellings under the "rent-to-own" or "contract-for-deed"
procedures. There should be particular attention paid to assure that no
unintended consequences materialize.

Study the problem of identity theft, and recommend any legislative changes
needed to combat the problem. (Joint Interim Charge with the House
Committee on State Affairs)

Monitor the Texas workers' compensation system reforms and
implementation of House Bill 7, 79th Legislature, by the Texas Department
of Insurance and other state agencies. (Joint Interim Charge with the House
Committee on Insurance)

Study the powers and practices of homeowner associations in Texas and the
possible need for legislation, such as the proposed Texas Uniform Planning
Community Act, to address the rules, enforcement, restrictions and other
matters within the authority of a homeowner association. (Joint Interim
Charge with the House Committee on Land and Resource Management)

Monitor the agencies and programs under the committee's jurisdiction.
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INTERIM CHARGE 1: Monitor the implementation of House
Bill 1823, 79th Legislature, to determine if there is a need to
further legislate the protection of homebuyers who purchase

dwellings under the "rent-to-own" or "contract-for-deed"
procedures. There should be particular attention paid to
assure that no unintended consequences materialize.

Background

A contract-for-deed procedure is a way of financing a piece of property. Under a standard
contract, the purchaser finances the house through a bank or other lending company. The
bank gives the seller the funds, and the seller executes a standard warranty deed which makes
certain guarantees to the buyer. The buyer then holds legal title to a house that is guaranteed
to be, among other things, properly subdivided and platted.’

Under a contract-for-deed financing arrangement, the purchaser pays periodic payments to
the seller. The seller retains title to the property, and the buyer only obtains title after all
payments are made.

Sellers often use rent-to-own or leases with an option to buy as a similar financing
arrangement. Under H.B. 1823, these types of transactions are all defined as "executory
contracts" and treated the same.

The rent-to-own, lease option, or contract-for-deed conveyance was often used by low
income buyers who cannot obtain credit through a standard home loan. However, there is a
great potential for abuse. House Bill 1823 instituted greater protections for the buyers in
these arrangements to prevent abuse.

Problems with Contracts-for-Deed, Generally

This section refers to problems with contracts-for-deed - however, the same problems can
arise with other similar conveyances, such as lease options and rent-to-own contracts.

Preferential to the Seller

The contract-for-deed is preferential to the seller, and can often put the buyer at a
disadvantage, even if the seller is acting appropriately. For example, a buyer may miss a
payment due to various circumstances. Under a normal sale using a warranty deed, the bank
would assess a fine and allow the buyer to pay the payment late. If many payments were
missed, the bank may proceed to foreclose judicially, with all the protections of the judicial

! Mike Lee, "Contracts for Deed: Extinction Long Overdue," Texas Tech Law Review, Volume 37, Number
4, Summer 2005, pp. 1233-34.
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system available for the buyer. Under a contract-for-deed, a seller is within his or her rights
to cancel the contract and take back the property if a payment is late. The terms in the
contract-for-deed must be followed exactly, or the seller may legally rescind the contract.
This aspect of the contract-for-deed does not allow any room for error on the part of the
buyer, and can be a windfall for the seller.

The buyer under a contract-for-deed has none of the benefits of homeownership. For

example, the buyer cannot use the equity in the house to gain a home equity loan, or sell the
house and move elsewhere.”

Unscrupulous Sellers

A seller not only has many opportunities to cancel the contract if the buyer does not follow
its terms exactly, but the seller has the incentive to cancel the contract because it is a windfall
to the seller. If the seller can find a reason to cancel the contract when the buyer is close to
paying off the property, the seller walks away with all the payments plus retains the original
title to the property, which the seller can now contract to another tenant.

Because of this power imbalance, it is easy for an unscrupulous seller to prey on a buyer by
rescinding the contract over a trivial matter.

Under a warranty deed, in order to foreclose on a property, a bank or other creditor must do
so judicially. In such a case, the court can oversee the procedure to make sure the foreclosure
is legally authorized. In a contract-for-deed, the seller can essentially take back the house
without the protections of the judicial process.

When the Legislature began to enact laws to protect buyers under a contract for deed,
unscrupulous sellers began to use a lease option arrangement. These are contingent contracts
as well, with similar problems. Sellers could charge tenant homebuyers thousands of dollars
for a no3nrefundable option fee. Sellers could declare these fees forfeit for the most minor
default.

Unmarketable Deeds

Under a warranty deed, the deed must be marketable or it cannot be transferred from the
seller to the buyer. Under a warranty deed, the seller makes certain assurances such as that
the land is properly platted, that no other person owns the land, and that the land is
unencumbered (unless those encumbrances are disclosed). However, under a contract-for-
deed, no transfer occurs until the final payment on the property is made. At that point, the
buyer may find out that the deed is not marketable, and that the transfer cannot take place.

A common example of this situation is a property owner who builds multiple houses on the
same plot of land and then sells these houses under contract-for-deeds. However, the zoning

2 Texas ACORN, 4 Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 1.
* Texas ACORN, 4 Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 1.
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ordinances prohibit multiple dwellings on that plot of land, and therefore the land cannot
legally be subdivided into multiple pieces of property.* At the end of the contract, the seller
cannot transfer under a warranty deed because he cannot produce good title to the parcel.

Encumbrances and Foreclosures

Because the seller still holds the deed to the property under a contract-for-deed, he or she
could encumber the property without the permission or notification of the buyer. A
lienholder also may have no knowledge of the contract-for-deed, and has no responsibility to
notify the buyer. It was also unclear who was supposed to pay the taxes on the property. If
the taxes were not paid, the property may be foreclosed.

As aresult of this, a contract-for-deed may be completed, and the buyer may finally own the
property, only to realize that the property is encumbered. Worse, the seller could default on
the mortgage of the property; in that case, the property was foreclosed and the buyer ejected
without notice or the ability to make payments to settle the debt.’

Colonias

The result of these contracts-for-deed were colonias which were low income neighborhoods
which were created along the Texas-Mexico Border. Often low income persons could
purchase the land under a contract-for-deed and build their houses as the materials were
obtained. Developers of colonias did not provide adequate water or sewage, leading to
unsanitary conditions. ¢

Approximately 400,000 Texans live in colonias. There are more than 2,294 Texas colonias,
located primarily long the United States-Mexico border.”

Texas Legislation

Texas Property Code Protections
Beginning with the 70th Legislature, the Texas Legislature began taking proactive steps
towards addressing the issues with contracts-for-deed. These were primarily aimed at

improving conditions in colonias.

Legislation passed in 1995 included notice provisions for foreclosure under a contract-for-

4 Mary Alice Robbins, "Good Deeds: New Law Will Curb Executory Contract Abuses," Texas Lawyer,
August 15, 2005, p. 4; Texas ACORN, 4 Report on The Impact of H.B. 1823, 79th Regular Session, August
21, 2006, p. 2.

> Mary Alice Robbins, "Good Deeds: New Law Will Curb Executory Contract Abuses," Texas Lawyer,
August 15, 2005, pp. 2, 4.

¢ Mike Lee, "Contracts for Deed: Extinction Long Overdue," Texas Tech Law Review, Volume 37, Number
4, Summer 2005, pp. 1234-35.

" Texas ACORN, 4 Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 1.
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deed, a specified time period for curing a default, a partial reimbursement for payments made
in the case of foreclosure, disclosure and accounting statement requirements, the right of the
buyer to rescind, fines for failure to timely transfer title after final payment on the contract,
and a Spanish-language requirement for contracts, notices, and other documents.?
Amendments in 2001 modified and strengthened these provisions, enhanced penalties, and
required documents to be in the buyer's native language, not just in Spanish.’

However, sellers were able to skirt these provisions by using lease contracts with the option
to buy.'”

House Bill 1823, 79th Legislature

House Bill 1823 added protections for buyers under a contract for deed which addressed
many of the above listed concerns. The highlights of this law are:

e The definition of "executory contracts" includes lease option and rent-to-own
contracts, so buyers under these conveyances are also protected.

e The purchaser has a right to convert the contract at any time to a deed for sale by
tendering the remainder of the purchase price.

e The purchaser may demand an accounting of how much is owed.

The purchaser has the right to cancel the contract and get a refund of the payments,
any payments toward property taxes, and the value of any improvements if the
property is improperly platted. The seller may opt to fix the deficiency or refund the
money.

e Only certain types of liens are allowed on the property and they must be fully
disclosed prior to sale. The purchaser may pay the lienholder directly and deduct that
from the amount owed to the seller, should the seller not make timely payments. The
seller must notify the buyer of foreclosure, default, or other loan events.

Results of H.B. 1823

Complaints to the Texas Low Income Housing Information Service have dropped
substantially due to this legislation."' Reports from Texas Acorn indicate that this legislation
is helping to protect buyers under these contracts from abuses.'” It appears that this
legislation has been successful in achieving its purpose, and that no unexpected problems
have arisen.

8 Mike Lee, "Contracts for Deed: Extinction Long Overdue," Texas Tech Law Review, Volume 37, Number
4, Summer 2005, pp. 1239-44.

® Mike Lee, "Contracts for Deed: Extinction Long Overdue," Texas Tech Law Review, Volume 37, Number
4, Summer 2005, pp. 1244-47.

1 Texas ACORN, 4 Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 2.

! Conversation with John Henneberger, Texas Low Income Housing Information Service.

12 Conversation with Virginia Goldman, Texas ACORN of Houston.
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Lease Options

Although previous legislation provided protections for contract-for-deed conveyances, lease
options were not included. H.B. 1823 prohibits a seller from forfeiting an option fee for late
payments, increasing the price of the home, or penalizing the tenant buyer for exercising a
right. Many unscrupulous sellers had used lease options instead of contracts for deed, and
this law had a dramatic effect on these practices."

Executory Contract Conversion

At any time, without penalty, the purchaser of an executory contract may convert the sale to a
recorded legal title. Sellers may no longer institute prepayment penalties."* This provision is
beginning to have a dramatic effect on contract for deed buyers. However, many buyers are
still not aware of this right. Hopefully, over time, buyers will become aware of their rights
and convert their executory contracts.'’

Government Disclosure of Platting

Prior to the enactment of H.B. 1823, the City of Houston would not disclose to a buyer under
an executory contract whether a specific lot in the city was properly platted. H.B. 1823
required the city or municipality to disclose such information to a buyer under an executory
contract, as the city or municipality is already required to do for an owner of the property.'®

Right to Cancel for Improper Platting

H.B. 1823 authorizes a buyer under an executory contract to rescind the contract at any time
if the buyer learns the land is not properly platted. However, because most purchasers want
to keep their home, this remedy is not often used. If a purchaser does decide to recoup his
losses, he will not have to hire an attorney, as was the case prior to H.B. 1823, but rather he
can simply ask the seller for the money back, and does not have to vacate the property until
the sums are paid back."”

Seller Must Maintain Property Without Liens

Prior to H.B. 1823, liens were problematic because a buyer had no control over whether liens
were taken out on the property or whether they were paid off. H.B. 1823 prohibits a potential
seller from executing an executory contract with a potential purchaser if the seller does not
own the property in fee simple free from any liens and encumbrances. There are certain
exceptions, including a loan for the original purchase price. However, the law now provides

13 Texas ACORN, A Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 2.
1 Texas Property Code, Section 5.081.
15 Texas ACORN, 4 Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 3.
16 Texas ACORN, 4 Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 2.
17 Texas ACORN, 4 Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 3;
Texas Property Code, Section 5.083(d)
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for explicit disclosures to the buyer of the loan, as well as obligates the seller to pay the loan
or notify the buyer if the seller fails to do so, and authorizes the seller to cure deficiencies
with the loan company.'® This provision has been very successful in deterring unscrupulous
sellers, but at the same time allows those who want to sell their homes under an executory
contract to do so."

Reduction in Penalty for Failure to Deliver Statement

H.B. 1823 also changed the law to make it more fair to sellers. Prior to H.B. 1823, sellers
were penalized $250 per day for failure to provide an annual accounting statement to a buyer.
This resulted in large and unfair penalties for the seller. H.B. 1823 modified the law to
provide for penalties of $100 when a seller who conducts less than two transactions in a 12
month period fails to give the annual statement.* Those sellers who conduct two or more
transactions in a 12 month period are subject to the $250 a day penalty, but the total penalty
may not exceed the value of the property.!

Recommendations

1) Continue to monitor this legislation in case unexpected consequences do occur.
Particular attention should be paid to ensuring that buyers under these executory
contracts are aware of their rights.

18 Texas Property Code, Section 5.085.

' Texas ACORN, 4 Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 3.
0 Texas ACORN, A Report on The Impact of H.B. 1823, 79th Regular Session, August 21, 2006, p. 2;
Texas Property Code, Section 5.077(c).

2! Texas Property Code, Section 5.077(d).
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INTERIM CHARGE 2: Study the problem of identity theft,
and recommend any legislative changes needed to combat the
problem. (Joint Interim Charge with the House Committee on
State Affairs)

Background

Identity theft is a growing problem in the United States, and in Texas in particular. In 2004,
9.3 million Americans were reportedly victims of identity theft, resulting in costs over $52.6
billion.”? Texas ranks fourth of the 50 states for the highest number of complaints filed per
100,000 citizens.” "The Houston area and the Dallas-Fort Worth Metroplex ranked fourth
and fifth nationally, among cities, for identity theft complaints per 100,000 inhabitants."**

In 2003, almost 10 million Americans discovered they were the victim of some sort of
identity theft within the previous year.”> The total cost of this crime approaches $50 billion
per year, with the average loss from the misuse of personal information being $4800. While
many victims do not have to pay out-of-pocket expenses, the average out-of-pocket expense
is $500. Victims on average spent 30 hours straightening out their problems with identity
theft, with some victims spending upwards of 60 hours.® (See APPENDIX A.)

Types of 1dentity Theft

Identity theft falls into the following categories:

e Use of an existing credit card or bank account

e Opening a new credit card or bank account

e Other fraud, including misuse of the victim's identity when charged with a crime, in
renting an apartment or home, when obtaining employment, and other misuses.

By far, creation of a new account or other fraud are the most detrimental offenses. Usually
these offenses are less quickly discovered, criminals are able to exploit the data for longer,
time spent by victims dealing with the identity theft is longer, losses are higher than other
forms of identity theft, and out-of-pocket expenses are more frequent.”’ Those who are
victims of new accounts or other frauds are also more likely to have credit card problems, be
harassed by a creditor, have a loan rejected, or even be the subject of a criminal
investigation.”® (See APPENDIX A.)

22 Crime Victims' Institute, Identity Theft Report, June 14, 2006.

% Federal Trade Commission, Identity Theft Victim Complaint Data: Figures and Trends In Texas, January
1 - December 31, 2005, Washington DC, January 25, 2006, Figure 4a.

24 Crime Victims' Institute, Identity Theft Report, June 14, 2006.

% Federal Trade Commission, Identity Theft Survey Report, September 2003, p. 4.

% Federal Trade Commission, Identity Theft Survey Report, September 2003, p. 6.

%7 Federal Trade Commission, Identity Theft Survey Report, September 2003, pp. 24-26, 41-46.

28 Federal Trade Commission, Identity Theft Survey Report, September 2003, pp. 47-48.
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How Identity Theft Happens

Identity theft happens when sensitive information is acquired by persons who exploit it.
Generally, the information is released in one of the following ways:

e Data collection. Consumers fail to adequately safeguard their information and may
give out unnecessary personal information to others.

e Data safeguarding. Legitimately collected data must be safeguarded adequately to
ensure that it is not misused. Physical protections such as locks are used, and
computerized data is often encrypted with a password protection.

e Data disposal. Companies must make sure that records are not available to the
general public when they are disposed of. For example, a company should not
dispose of paper records without first shredding the documents.

In general, most problems seem to occur with data safeguarding, when data is accessed
illegally.”

Accessing Personal Data

Personal data can be accessed legally or illegally. Sometimes data accessed legally can be
used in an illegal manner, while other times the data is used for legitimate purposes, such as
law enforcement.

Legal Access to Personal Data

Personal data can be accessed legally. Examples of this are public records and publicly
available information. Public records include birth and death records, property records, tax
lien records, motor vehicle registrations, voter registrations, licensing records, and court
records. Publicly available information is found in places accessible to the general public,
such as a phone book or the internet.*

The availability of this data is a problem mainly due to the increasing prevalence of
information resellers. Before computers were widespread, public records were difficult to
obtain, and often involved a physical trip to the site of the record. Information resellers, on
the other hand, gather a variety of publicly available information about individuals, and then
offer that information to subscribers in an easily searchable database. The ease of accessing
the private information makes it more likely that the information will indeed be accessed.”’

% Leslie Pettijohn, Consumer Credit Commissioner, Testimony Before the Business and Industry
Committee and the State Affairs Committee, April 25, 2006.

30 United States Government Accountability Office, Report to Congressional Committees: Personal
Information, Agency and Reseller Adherence to Key Privacy Principles, April 2006, p.8.

3! United States Government Accountability Office, Report to Congressional Committees: Personal
Information, Agency and Reseller Adherence to Key Privacy Principles, April 2006, p.7.
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Illegal Access to Personal Data

Most of these data collection methods do not involve complex computer hacking or
specialized skills. The following are common methods of data collection:

Pretexting: Pretexters call a business posing as the consumer and ask for personal
information.

Phishing: Thieves create a webpage that masquerades as the home page of a
legitimate business. E-mails are sent out directing potential victims to the fake
website where victims unwittingly provide identifying information.

Old Computers: It is easy to pull personal information off the hard drives of
discarded computers.

Stealing company data: One attack by hackers, company insiders, or thieves of
equipment can access databases where personal information is stored.

Spyware: A software program that can be used for legitimate purposes to tailor
advertising to a consumer's tastes, but can also be used to raid the user's hard drive.
Skimming: Criminals can use handheld magnetic card readers to gain information
from debit or credit cards. Criminals have also rigged automatic teller machines to
read the magnetic strips.*> Skimming can easily happen when a consumer gives his
or her credit card to a restaurant to pay a tab or to a bartender to keep open a tab
because the credit card is out of the consumer's possession for an extended period of
time. >

Mail Theft: Criminals can steal bank statements, credit card offers, new checks, and
tax information.

Dumpster Diving: Criminals rummage through trash to gain sensitive information.
Physical Theft: Wallets or purses can be stolen from the individual, or sensitive
documents could be stolen from the person's house.

Change of Address Form: A criminal may fill out a change of address form to divert
mail to another location. The customer then does not receive the statements in the
mail and may take longer to discover the theft.**

When information is not hacked through sophisticated means, human error is often to blame.
Pretexting is highly effective because a phone representative will often feel sorry for the
"consumer" and hand out information contrary to company policy.

It should be noted that one fourth of the respondents in the 2003 Federal Trade Commission
study who had been the victim of financial fraud knew the offender: in half of these instances
the offender was a friend, relative, or neighbor.3 >

32 Office of the Consumer Credit Commissioner, Legislative Report: Reviewing Identity Theft and Senate
Bill 473, December 30, 2004.

33 Helen Chernikoff, "Warning: Hands off, ID thieves," Austin American-Statesman, July 15, 2005.

34 Federal Trade Commission, 4bout Identity Theft, www.consumer.gov/idtheft/con_about.htm.

35 Dean Foust, "ID Theft: More Hype Than Harm," Business Week, July 3, 2006.
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Effects of Identity Theft

A thief can use personal information in a variety of ways:

e changing the billing address on a victim's credit card account, so that the thief can run
up charges on the credit card account without the consumer's knowledge

opening new credit cards in the victim's name

taking out loans in the victim's name

establishing utility service in the victim's name

opening bank accounts in the victim's name and writing bad checks

counterfeiting checks in the victim's name

filing for bankruptcy in the victim's name

obtaining an identification card, such as a driver's license, in the victim's name
getting a job or filing fraudulent tax returns under a stolen identity

giving the victim's name to the police during an arrest, causing a warrant to be issued
in the victim's name if the thief does not show up for a court date®

It can be very expensive and time-consuming to recover from an identity theft. Victims of
identity theft can have difficulty for years in obtaining loans due to credit destroyed by an
identity thief. Also bearing the brunt of expenses are banks, which refund to consumers
funds that are fraudulently obtained by identity thieves. Likewise, check verification services
cover amounts in fraudulent checks if the subscriber business has purchased that insurance.

Data Exposure versus Data Misuse

An issue that is both comforting and troubling is the lack of "follow through" by criminals
following a data exposure. There have been several high profile data loss cases in which the
data was never accessed or used fraudulently. Often, the victim of the data exposure
immediately notifies his or her bank or credit card company, making it difficult for a would-
be criminal. Also, even if the data falls into the wrong hands, often it is encrypted and is
difficult to access.”” While it is beneficial that many security breaches do not lead to identity
theft, it would be better to minimize data exposure.

Recent High Profile Texas Cases

Texas Guaranteed Student Loan Company

On May 24, 2006, Texas Guaranteed Student Loan Corporation had a piece of equipment
disappear, on which was stored personal information (names and social security numbers) for
1.3 million people. In many cases, the accounts in question had been closed more than a
decade ago. The lost device was password-protected, but the information was not

36 Federal Trade Commission, About Identity Theft, www.consumer.gov/idtheft/con_about.htm.
37 Dean Foust, "ID Theft: More Hype Than Harm," Business Week, July 3, 2006.
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encrypted.®

Although the records do not seem to have been accessed, such a case brings up concerns
about how data should be safeguarded.®

University of Texas at Austin, McCombs Business School

In April, 2006, electronic records of nearly 200,000 people were accessed illegally at the
University of Texas' McCombs School of Business. Information accessed included names,
biographical information, and social security numbers. The data had been accessed by a
hacker in the Far East. The school accepted responsibility and took action to alert those
whose information had been exposed.*’

Legislation on Identity Theft

Federal Legislation
The Federal Fair and Accurate Credit Transactions Act (FACTA)

The Fair and Accurate Credit Transactions Act (FACTA) is a federal statute that was signed
into law on December 3, 2003, to "help reduce identity theft and help victims recover. w4l
FACTA amends the federal Fair Credit Reporting Act (FCRA) and requires:

e "Credit bureaus to provide free annual credit reports to consumers who request them.
"Credit reporting agencies to stop reporting, or to block allegedly fraudulent
information resulting from identity theft when the consumer submits an identity theft
report.

e "Debt collectors who learn that information in a consumer report is the result of
identity theft or fraud notify the consumer's creditor or consumer reporting agency.

e "Creditors or businesses to provide any consumer who requests them the records of
the fraudulent accounts or related transactions associated with the consumer's files.

e "Credit and debit card numbers to be truncated.

o "The creation of a national fraud alert system that allows consumers who reasonably
believe they are the victims of identity theft, or who are military personnel on active
duty away from home, to place an alert on their credit files. The alert warns potential
creditors to be cautious when granting credit in that consumer's name."*

38 A student loan company does not have a duty under the Gramm-Leach-Bliley statute to encrypt a
customer database on a laptop computer that fell into the wrong hands. Eric Sinrod, "The Technology
Trade," Modern Practice at www.findlaw.com, February 21, 2006.

% Pete Slover, "Loan Records Vanish," Dallas Morning News, June 2, 2006.

“ Ralph K.M. Haurwitz, "UT Breach: 200,000 put at risk of ID theft," Austin American-Statesman, April
24, 2006.

“! Office of the Consumer Credit Commissioner, Legislative Report: Reviewing Identity Theft and Senate
Bill 473, December 30, 2004, p. 7.

“2 Office of the Consumer Credit Commissioner, Legislative Report: Reviewing Identity Theft and Senate
Bill 473, December 30, 2004, pp. 7-8.
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The Gramm-Leach-Bliley Act (GLBA)

The Gramm-Leach-Bliley Act (GLBA) imposes privacy and security obligations on financial
institutions. Financial institutions are prohibited from disclosing non-public personal
information, with certain exceptions, without giving the consumer notice and an opportunity
to opt out. Financial institutions are also required to implement appropriate safeguards to
protect the integrity of the personal information received from customers.*

Section 5 of the Federal Trade Commission Act

Under this section, the Commission can prosecute "unfair or deceptive acts in or affecting
commerce." This statute has allowed the Commission to challenge practices related to
identity theft, including the failure to safeguard sensitive information.**

The Driver's Privacy Protection Act (DPPA)

The Driver's Privacy Protection Act (DPPA) prohibits a state's department of motor vehicles
from disclosing personal information in motor vehicle records, with certain exceptions.”’

The Real ID Act

The Real ID Act regulates security features on drivers' licenses and what documentation must
be shown to obtain one. States remain in control of issuing and manufacturing licenses and
prosecuting offenses related to tampering with these licenses. Although states are not
required to comply, after May 11, 2008, Real ID-compliant licenses must be shown in order
to board an airplane or enter a federal building.*®

Although the cards are tamper-resistant, there are still privacy implications that can arise.
The first is that the cards must be readable by machine, which may give thieves the ability to
read the cards illicitly. The second is that in order to implement the provisions of this act, the
states may have to create a 50-state database, a one-stop shop for thieves. ¥/

This law should not affect Texas' ability to prosecute drivers' license forgeries under state

* Prepared Statement of The Federal Trade Commission on Identity Theft and Social Security Numbers
Before the Subcommittee on Social Security of the House Committee on Ways and Means, Washington DC,
March 30, 2006, pp. 5-8.

*“ Prepared Statement of The Federal Trade Commission on Identity Theft and Social Security Numbers
Before the Subcommittee on Social Security of the House Committee on Ways and Means, Washington DC,
March 30, 2006, pp. 8-9.

* Prepared Statement of The Federal Trade Commission on Identity Theft and Social Security Numbers
Before the Subcommittee on Social Security of the House Committee on Ways and Means, Washington DC,
March 30, 2006, p.10.

%6 Real ID Act of 2005 Driver's License Title Summary, National Conference of State Legislatures,
www.ncsl.org.

" Anita Ramasastry, "Why the 'Real ID' Act is a real mess," CNN.com, August 12, 2005.
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law. If a forged Real ID license is used to board an airplane or enter a federal building,
however, it is a federal offense.*®

The Health Information Portability and Accountability Act (HIPAA)

The Health Information Portability and Accountability Act (HIPAA) prohibits disclosure of a
consumer's medical information without prior consent, with certain exceptions.*

Effect of Federal Preemption

Although the federal laws have addressed certain identity theft issues, many areas remain
open for regulation. Congress is currently considering several bills that may preempt Texas
laws, including those related to security breach notification and credit freezes.”

The federal laws have not addressed the regulation of social security numbers as it applies to
entities other than consumer reporting agencies. Currently, the social security number is used

as a personal identifier for many things, including on a voter registration card. It would be
beneficial to legislate limits on the use of social security numbers.

State Legislation
Senate Bill 473, 78th Legislature

During the 78th Session, the Texas Legislature passed Senate Bill 473 to assist consumers in
preventing and detecting identity theft.

S.B. 473 contains the following major provisions:
e Restricts when and how a consumer's social security number may or may not be used.
Allows consumers to place an alert on a credit file, and requires prospective creditors
to contact the person with an alert on file before extending credit.

e Allows consumers to freeze or block their files with credit reporting agencies.”!

Shortly thereafter, the Federal Fair and Accurate Credit Transactions Act was passed, which
mirrors and preempts some, but not all, of the provisions in S.B. 473.

Texas Legislation, 79th Legislature

*® Texas Department of Public Safety, Impact Analysis of the Real ID Act (handout and presentation), July
25, 2006.

¥ Prepared Statement of The Federal Trade Commission on Identity Theft and Social Security Numbers
Before the Subcommittee on Social Security of the House Committee on Ways and Means, Washington DC,
March 30, 2006, p.10.

% Kavan Peterson, "States Failing to Secure Personal Data," Stateline.org, July 12, 2006.

3! Office of the Consumer Credit Commissioner, Legislative Report: Reviewing Identity Theft and Senate
Bill 473, December 30, 2004, p. 8.
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The 79th Legislature cracked down on identity theft by passing a variety of bills to prevent
the dissemination of personal information. > H.B. 1130 requires businesses that required
disclosure of a social security number to adopt and enforce a privacy policy regarding that
social security number. S.B. 122 requires businesses to protect sensitive personal
information and personal identifying information. It requires notification of consumers when
businesses experience a breach in security, regardless of whether the information has been
improperly used. However, notification can be delayed if a law enforcement agency
determines that the notification will compromise an investigation.”> H.B. 698 requires a

business to dispose of both print and electronic records containing personal identifying
information.

In total, at least five bills were passed dealing with various forms of identity theft. These
bills contain many duplicative or conflicting provisions. It would be beneficial for Texas
codes to be internally consistent, but in doing so, the legislature must make sure not to create
a conflict with federal laws.>* (See APPENDIX B.)

In addition, many pieces of legislation are passed which have privacy implications which are
not highlighted by the legislature. When making laws for the good of the citizens of Texas,
legislators need to be aware of the risks that the legislation may pose to the privacy interests
of Texas residents.

Texas Attorney General's Passport Pilot Program

During the 79th Legislature, Regular Session, House Business & Industry Committee Chair
Helen Giddings filed H.B. 1032, which would have instructed the Attorney General to create
a program that assists identity theft victims in correcting credit histories and dealing with law
enforcement. A key feature of this program was the issuance of a "passport" to prove a
victim's identity and to prove that the victim was a victim of identity theft. This measure was
never passed due to cost concerns.

In response to legislation passed during the 79th Legislature concerning identity theft,
following the model set forth by H.B. 1032, the Attorney General secured a grant of
$115,000 to implement and develop the Identity Theft Verification Passport Program in order
to assist victims of identity theft.

The program supplies victims of identity theft with a state-verified "passport" which may be
presented to law enforcement and creditors to prove that the person is a victim of identity
theft. Having proof of identity theft will help the victim navigate the legal system and get his
or her life back together.

32 John Podvin & Irene Kosturakis, "Identity Theft," from the seminar Identity Theft: How To Protect Your
Practice And Your Clients, State Bar of Texas Webcast, May 10, 2006.

53 Dave Lieber, "Law allows delay in notifying customers of security breach," Fort Worth Star-Telegram,
May 21, 2006.

> Office of the Consumer Credit Commissioner, Testimony Before the Business and Industry Committee
and State Affairs Committee, April 25, 2006.
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The victim will also receive the Identity Theft Victim's Kit, which contains instructions on
whom to contact, an application for a court order declaring the applicant to be a victim of
identity theft, and a certificate of enrollment in the program.”

The program is currently being launched in the southeasternmost counties in Texas, with the
goal that other counties will be invited to join the program if the program proves valuable.
Eventually, all counties in Texas should participate. Expansion will begin in and around the
major Texas cities where identity theft is more of a problem, and radiate out from each city
until all of Texas participates.*®

Notification issues
Check Verification Services are not informed of ID theft

Currently, when an identity theft victim notifies the bank of a misuse of identity, the bank is
not required to notify any other entities. Check verification companies should be notified,
because, while not all merchants use these companies, most major chains and mainstream
stores do use check verification companies.

Because check verification services are not notified of identity theft, the service will initially
approve forged checks. It can take several weeks for a check verification service to receive
notification from the merchant that the check was dishonored by the bank. This delay likely
results in losses for check verification services; most check verification services offer a
service to the merchant that guarantees the amount of the check if the check verification
service approves the transaction. Under some circumstances, merchants who have check
verification services will bear the loss if the merchant does not purchase the check guarantee
service. Merchants who do not have check verification services, such as small merchants or
those in rural areas, will bear losses as well.

The losses to check verification companies are completely preventable with timely
notification, Despite this, many check verification services refuse to accept from the
consumer a report that the consumer's identity has been stolen. This may be due to the check
verification companies having purchased insurance to absorb their losses.

Other states have voluntary databases set up for identity theft. However, these databases are
incomplete because they are voluntary, and only allow law enforcement and banking
institutions to access them, which does not solve the problem of notification of check
verification services.

Law Enforcement

% Office of the Attorney General, Identity Theft Passport Program (Pilot Project), February 2006, pp. 3-5.
%6 Office of the Attorney General, Identity Theft Passport Program (Pilot Project), February 2006, pp. 6-8.
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In 61% of cases of identity theft, the victim did not notify law enforcement of the theft.”” In
order to combat identity theft, it is important for police to have accurate data to track trends
and apprehend wrongdoers.

The Crime Victims' Institute made the following suggestions for legislation:

e Require law enforcement to take a police report when requested. A law has been
passed on this issue in California.

e Require financial institutions, credit card companies, and law enforcement to report
identity theft to a national clearinghouse, such as the Federal Trade Commission.

e Encourage the establishment of specialized identity theft divisions within law
enforcement agencies.”®

State Entities Exempt From Business-to-Consumer Notification of Data Exposure
Currently, a business that experiences a security breach that exposes a consumer's personal
information must notify that consumer.” However, in Texas, the notification requirement
does not apply to government agencies.”

Consumer Security Freezes
In Texas, along with four other states, consumers can place a security freeze on their credit
with the major credit reporting agencies only if they are victims of identity theft. Twenty

states allow a security freeze to be placed regardless of whether the person is a victim of
identity theft.5'

Statute of Limitations

Currently, the statute of limitations is 3 years for prosecuting identity theft crimes. It has
been proposed that the statute of limitations be extended to 10 years.*?

Some victims of identity theft may not discover the theft for longer than three years.
Sometimes, the identity theft is only discovered when a consumer is turned down for a loan

%7 Federal Trade Commission, Identity Theft Victim Complaint Data: Figures and Trends, January 1-
December 31, 2005, Washington D.C., January 25, 2006, Figure 10.

%8 Crime Victims' Institute, Identity Theft Report, June, 2006, pp. 4, 9.

% Senate Bill 122, 79th Legislature, Regular Session, 2005.

8 Kavan Peterson, "States Failing to Secure Personal Data," Stateline.org, July 12, 2006.

8! A consumer may freeze his or her credit only if he or she is a victim of identity theft in the following five
states: Hawaii, Kansas, South Dakota, Texas, and Washington. A consumer may freeze his or her credit,
regardless of whether he or she is a victim of identity theft, in the following twenty states: California,
Colorado, Connecticut, Delaware, Florida, Illinois, Kentucky, Louisiana, Maine, Minnesota, Nevada, New
Hampshire, New Jersey, New York, North Carolina, Oklahoma, Rhode Island, Utah, Vermont, and
Wisconsin. Marcia Coyle, "Into the Breach," National Law Journal, August 7, 2006.

52 Dallas County District Attorney's Office, North Texas Identity Theft Task Force, Testimony Before the
Business and Industry Committee and State Affairs Committee, April 25, 2006.

18



House Committee on Business & Industry, Interim Report to the 80th Legislature

and discovers discrepancies on his or her credit report. According to the Federal Trade
Commission, 12% of identity theft victims discover the theft four or more years after it
occurred.

Official Texas Identification Documents: Identity Theft

Driver's License Identity Theft

Currently identity theft regarding a driver's license can only be prosecuted under the
Transportation Code, rather than under the Penal Code provision for tampering with a
government record. The Penal Code provision has harsher penalties, and forgers of driver's
licenses should not be able to slip through this loophole.®®

Birth Certificate Access

Currently, the public can obtain a birth record of any person after the 75th anniversary of the
date of birth.** Previously this law allowed a birth record to be obtained after the 50th
anniversary of birth, but that was extended to 75 years in 2003.%

Record Retention & Disposal

The federal and state governments require that certain records, such as loan data, be kept for
a statutorily required amount of time before those records can be destroyed. However, there
are no provisions that require destruction of records. Many institutions have voluntarily
instituted schedules for destruction and disposal of records.

Recommendations

1) Write legislation requiring a bank, if it receives notification of an identity theft, to
offer the consumer the service of the bank notifying check verification services. A
reasonable fee may be charged if no other solution can be found.

2) Increase the statute of limitations to 5 or 6 years for identity theft crimes.

3) Amend the Transportation and Penal Codes to allow driver's license forgeries to be
prosecuted under either the Penal Code or the Transportation Code.

4) Require that records containing sensitive information be purged after a certain
amount of time, provided that this law does not conflict with federal or state laws
regarding record retention.

% Dallas County District Attorney's Office, North Texas Identity Theft Task Force, Testimony Before the
Business and Industry Committee and State Affairs Committee, April 25, 2006.

6 Texas Government Code, Section 552.115(a)(1).

%5 Senate Bill 861, 78th Legislature, Regular Session, 2003.
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5)

6)

7

8)

Require check verification services to accept a consumer's report that he or she has
been a victim of identity theft, with appropriate documentation to support the claim.

Limit the use of social security numbers for identification purposes.

Examine ways to make legislators aware of the privacy impacts of the legislation
being considered in committee and on the floor.

Revise Texas legislation regarding identity theft to make it internally consistent.
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INTERIM CHARGE 3: "Monitor the Texas workers'
compensation system reforms and implementation of House
Bill 7, 79th Legislature, by the Texas Department of Insurance
and other state agencies. (Joint Interim Charge with the House
Committee on Insurance)"

Backeround

Workers' compensation is a complex system which stems from a contract between an
employer and an employee. The employer has a responsibility to compensate a worker if a
worker is injured on the job, both for medical care and for lost wages. Workers'
compensation insurance takes care of an employee's needs post-injury and, in turn, the
employee cannot sue the employer. In the absence of this insurance, the employee is free to
sue the employer to compensate for the injury.

The workers' compensation system has been problematic for Texas for some time. Problems
have included both overutilization (provision of unnecessary care) and underutilization
(denial of necessary care) of medical care, resulting in patients not getting the appropriate
medical care for the injury. Costs have been high, not just due to overutilization by
providers, but also due to poor return-to-work outcomes which result in income benefits
being paid for longer. Injured workers in the state of Texas deserve appropriate, quality
medical care with the ultimate goal of returning these workers to jobs.

History of Workers' Compensation in Texas

Texas enacted its first workers' compensation law in 1913. In 1917, The United States
Supreme Court ruled that states could legally require employers to provide compensation to
injured workers. Many states revised their laws to make workers' compensation mandatory.
Today, Texas is the only state that allows employers of any size or of any industrial
affiliation to choose not to carry workers' compensation insurance.®

In 1989, The Texas Legislature adopted the Texas Workers' Compensation Act, which,
among other things, strengthened workplace health and safety, improved benefits and
benefits delivery, and created an administrative income benefit dispute resolution process.

House Bill 2600

The 77th Legislature passed House Bill (H.B.) 2600, a workers' compensation reform bill
aimed at reducing medical costs. The Research and Oversight Council on Workers'
Compensation found that Texas's workers' compensation average medical costs per claim
were higher than those in other state workers' compensation systems and other health care

5 Although New Jersey also allows employers to opt out, in reality none of them do. Business and Industry
Committee, Interim Report to the 79th Legislature, 2004.
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delivery system. However, despite these high medical costs, injured workers in Texas were
no more satisfied with their care than workers in other states. In addition, return to work
rates in Texas were found to be poor: injured workers in Texas spent more time off the job
and were less likely to return to work.’

In response to these factors, H.B. 2600 was passed. H.B. 2600, in order to cut costs, required
the Texas Workers' Compensation Commission, the state agency that was in charge of
workers' compensation at the time, to adopt health care reimbursement policies and
guidelines that reflect the standardized reimbursement structure found in the federal
Medicare system.

It also authorized the creation of regional health care delivery networks in the workers'
compensation system. The governor-appointed Health Care Network Advisory Commission
was created to do a feasibility study on whether regional health care networks could be
implemented. Although the feasibility study recommended the initiation of a network pilot
project, the recommendations were not fully followed and the network system was not fully
implemented after the passage of H.B. 2600. Employees could opt out of networks, and
therefore it was difficult to negotiate and establish networks.

H.B. 2600 also created the Medical Quality Review Panel (MQRP), a panel of doctors that
are used to oversee medical care, to ensure quality care for injured workers.

Departmental Restructuring under House Bill 7

House Bill 7, 79th Legislature, made sweeping reforms to the Texas workers' compensation
system. Following the recommendations of the sunset review of The Texas Workers'
Compensation Commission (TWCC), TWCC was abolished and its functions were
transferred to the Division of Workers' Compensation (DWC), a new body created under the
oversight of the Texas Department of Insurance (TDI).* In addition, the Office of Injured
Employee Counsel (OIEC), a new state agency, was created to help injured workers with the
administrative dispute resolution process.

Division of Workers' Compensation (DWC)
The Division of Workers' Compensation was created within TDI to replace TWCC. Instead
of six commissioners, as TWCC had, DWC is under a single Commissioner of workers'

compensation, appointed by the governor.

Office of Injured Employee Counsel (OIEC)

67 Research and Oversight Council on Workers' Compensation and Med-FX, LLC, Striking the Balance: An
Analysis of the Cost and Quality of Medical Care in the Texas Workers' Compensation System, A Report to
the 77th Texas Legislature, January 2001, p. 83.

¢ House Business and Industry Committee, Interim Report to the 79th Legislature, 2004, p. 43.

% Sunset Advisory Commission, Report to the 79th Legislature, February 2005, pp. 197-210.
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The Office of Injured Employee Counsel (OIEC) is an independent state agency headed by a
governor-appointed Public Counsel which helps injured employees who have complaints
about their benefits or medical care or need assistance navigating the system. This office
aids injured workers with the DWC administrative dispute resolution process; however,
OIEC does not have the jurisdiction to represent injured employees in district court after
administrative remedies have been exhausted.”’ The main office is in Austin, and the
ombudsman and regional attorneys are located in DWC offices across the state.

One key program in OIEC is the ombudsman program, which was formerly a function of
TWCC and was transferred to OIEC as part of H.B. 7. Ombudsman are non-attorney
advocates for employees and help assist employees in the DWC administrative dispute
resolution process. The ombudsman program boasts a 50.9% win rate for the period between
January and June 1st of 2006.”*

OIEC has also been active in commenting on DWC's rulemaking initiatives. OIEC's Injured
Employee's Rights and Responsibilities publication has been approved and adopted.” (See
APPENDIX C.)

Networks

Previously, a worker could pick any doctor from the Approved Doctor List (ADL) to treat his
or her injury. House Bill 7 instituted networks for the workers' compensation system to
improve care and cut costs. If an employer chooses to use a network, employees must use
network doctors for workers' compensation claims, if the employee both lives in the
network's service area and has received a copy of the network's rules and notices. The
injured worker picks a treating doctor from a list provided by the network, and that doctor
determines the extent of the injury and either treats the worker or refers the worker to a
specialist. Under this system of the "gatekeeper" treating physician, it is expected that the
injured worker will get the appropriate medical care. Workers whose employers have not
opted for a network plan or who do not live in the network's service area will continue to
seek medical treatment from doctors on the ADL.

As of October 26, 2006, seventeen networks have been approved by DWC. (See
APPENDIX D.)

DWC is also required to adopt a closed formulary list for prescriptions to cut down costs.
Previously, Texas used an open formulary for workers' compensation.

Network Advantages

There are several advantages to networks.

7 Brian White, Counsel for Policy Development, OIEC, Memorandum: Injured Employee's Representation
at District Court, June 22, 2006.

"' Office of Injured Employee Counsel, OIEC Quarterly Review, April-June 2006.

7 Office of Injured Employee Counsel, OIEC Quarterly Review, April-June 2006.

23



House Committee on Business & Industry, Interim Report to the 80th Legislature

One is that the patients will be directed to the specialist who can best help them, if a
specialist is necessary, thereby ensuring appropriate care.

Networks are able to avoid the injured worker being subject to underutilization or
overutilization, whereas under the ADL system, the patient was free to pick any doctor, and
that doctor may not necessarily have a history of good outcomes. It is hoped that networks
will save money in the long run, not necessarily due to cutting medical costs, but because
better care will be given, leading to better return-to-work outcomes.

Another advantage is the fact that the network will be responsible for some of the paperwork,
thereby freeing doctors from doing this task. This should attract some doctors who were
previously put off by the hassle of paperwork back into the workers' compensation system.

Network Disadvantages

There is a concern that networks may not be adequate, both in quality and quantity of
doctors. It is the purpose of networks to provide adequate patient choice while at the same
time retaining only qualified doctors in the network who are judged by performance
standards. The committee has been monitoring the networks as they are created and
implemented.

Network Adequacy

Network adequacy refers to both the quality and quantity of doctors of appropriate specialties
in the network, to ensure that the employee receives appropriate care. TDI plans to monitor
network adequacy through complaints and the results of the annual network report card (see
below).

Quantity of Doctors

There is no precise figure that makes the network automatically adequate in the quantity of
doctors. It is important to remember that the number of doctors must be adequate for the
number of patients in a specific area. The adequacy of the number of doctors depends on
which employers sign up with that network. Networks need to be flexible to add doctors
should the need arise. Abstractly, it is hard to tell if a network has an adequate number of
doctors before the network signs up any employers.

Quality of Doctors

There is a concern that the networks may only accept doctors willing to be paid low fees, and
these will be the poorest quality doctors. While non-network care is paid in accordance with
DWC fee guidelines, under H.B. 7 networks and doctors negotiate their fees. This may lead
to poor return-to-work outcomes. One solution which has been suggested is legislating a
"floor" for doctor pay.
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TDI and the committee will continue to monitor these issues and determine whether a
legislative fee guideline is needed. In the meantime, DWC will continue to adopt new fee
guidelines and review its existing fee guidelines to determine whether adjustments for non-
network fees are necessary. Though network fees are not linked to non-network fee
guidelines, an adjustment of non-network fees may indirectly affect negotiations between
networks and providers.

Network Hospitals

An emerging issue is the negotiation between networks and hospitals. TDI reported that it
cannot approve a network certification in a non-rural county without a network hospital. TDI
realizes that network applicants may have trouble contracting with hospitals. However, a
lack of a network hospital in a non-rural county would effectively make that county deficient
in specialty care.” The committee should continue to monitor this issue.

Network Report Card

According to House Bill 7, the Workers' Compensation Research and Evaluation Group
(Research Group) of TDI is required to produce a report card on the network system 18
months from the date the first network was certified. The first network was certified in
March 2006, therefore the report card is due in September 2007.

The Research Group has drawn up a comprehensive plan of what topics will be covered in
the first report card and how data will be collected for that report card. The Research Group
plans to use both an injured worker survey and DWC medical billing data in order to
complete the report.”

However, the initial report card is problematic for the following reasons:

e Due to the short timeframe, the injured workers polled may not be more than 6
months post-injury. It will be impossible to track outcomes for more serious injuries
that take more than 6 months to heal.

e The data pool is small because networks are new, and employers may not sign on to
use networks during the first year or two of their implementation. This small data
pool may alter the results.”

Oversight and Review

3 "Texas Network Hospital, TPA Issues Clarified," WorkCompCentral.com, July 24, 2006.

™ Workers' Compensation Research and Evaluation Group, Texas Department of Insurance, Proposed
Workers' Compensation Network Report Card Topics, Measures and Data Sources (Draft), presented to the
Workers' Compensation Work Group Meeting, June 14, 2006.

™ Amy Lee, Team Leader, Workers' Compensation Research and Evaluation Group, Texas Department of
Insurance, Testimony at Workers' Compensation Working Group Meeting, June 14, 2006.
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Medical Quality Review Panel (MQRP)

The Medical Quality Review Panel was created by H.B. 2600 as a way to oversee medical
care to ensure that injured workers were receiving appropriate medical care.

In the past, the determinations of the Medical Quality Review Panel (MQRP) have been
under scrutiny for being arbitrary and the MQRP process was criticized for not being clearly
communicated and transparent. As a result, Commissioner Betts of DWC suspended all
functions of the MQRP temporarily starting in November, 2005. When the MQRP was
reinstated, the following changes were made to make the process more transparent and fairer:

e Cases are selected based on selection criteria established by the Quality Monitoring
and Enforcement Team (QMET), a group of DWC deputy commissioners. Cases are
purged of identifying information before the review.

o The subject of the review (e.g., a heath care provider or an insurance carrier) has the

opportunity to give a preliminary response, which may end the review.

Multiple reviewers are used.

The subject is offered the opportunity for an informal resolution conference.

A quality assurance panel ensures the quality of MQRP reviews and findings.

QMET has been expanded to determine both the review criteria and the final

outcome. A final decision on a specific outcome or action for recommendation to

DWC Commissioner requires majority of QMET concurrence with recommendation.

e Response timeframes have been modified.”’

Performance Based Oversight

The sunset review of TWCC recommended that DWC be required to regularly assess the
performance of carriers and medical providers against certain key regulatory goals to identify
entities needing enhanced regulatory oversight.” As a result of this recommendation,
performance based oversight was required by H.B. 7.

Performance based oversight is a method to assess the performance of individual healthcare
providers and insurance carriers in providing timely and adequate income and medical
benefits to injured workers, and to provide incentives to promote compliance with goals set
up by DWC. Performance based oversight evaluates health care providers and insurance
carriers based on a tier system which classifies providers as high, average, or low performers.
A small subgroup of the Workers' Compensation Work Group is working on this matter in
order to suggest the specifics of implementation of the tier system.

The subgroup began meetings on June 14, 2006, and has been meeting weekly. DWC has a

76 Commissioner Albert Betts, DWC, Testimony before the Business and Industry Committee and Insurance
Committee, January 12, 2006

"7 Texas Department of Insurance, Presentation to House Business and Industry Committee and House
Insurance Committee, May 9, 2006.

7® Sunset Advisory Commission, Report to the 79th Legislature, February 2005, p. 201.
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timeframe for the development and implementation of the Performance Based Oversight
System, which anticipates completion of the system by October 31, 2006.

DWC has been charged by H.B. 7 with the following tasks for the Performance Based
Oversight System:

Develop Key Regulatory Goals

Identify Assessment Mechanism

Identify Tiers & Tier Placement Methodology
Develop Options for Incentives

Develop Rule Proposal for Incentives

Initiate Assessments

Complete Initial Assessments

Tier Placement.

The subgroup has already identified six key regulatory goals on which the performance
assessments should be based:

Promote safe and healthy workplaces.

Encourage the safe and timely return of injured employees to productive roles.
Provide timely and accurate income benefits and medical benefits.

Ensure each injured employee shall have access to prompt, high-quality, cost-
effective medical care.

Increase timely and accurate communications within system.

e Limit disputes to those appropriate and necessary.”

Review of Provider Decisions

Insurance companies use peer review doctors to do reviews of workers' compensation cases,
and make recommendations about issues such as medical necessity of medical care, both
prospectively and retrospectively, impairment ratings, maximum medical improvement,
compensability, and extent of injury. Previously, out-of-state doctors could be used as peer
reviewers as long as they conducted these reviews under the supervision of a Texas-licensed
doctor. The legislature sought to make sure that Texas doctors were doing all peer reviews
due to the fact that it is difficult or impossible to sanction out-of-state doctors for
misconduct.

There is a conflict of language in the law regarding peer review. House Bill 7 provided that
peer review doctors must be licensed in this state.* However, that same bill created a
conflict in statute by not amending the provision of the Labor Code that provided that

7 Texas Department of Insurance, Division of Workers' Compensation, Performance Based Oversight -
Tier Structure and Tier Placement Methodology Discussion Paper for July 12, 2006; "Texas DWC
Explains Oversight Effort," WorkCompCentral.com, July 25, 2006.

% Texas Labor Code, Section 408.0231(g).

27



House Committee on Business & Industry, Interim Report to the 80th Legislature

utilization review doctors in workers' compensation cases may be licensed in another state,
so long as they are under the direction of a doctor licensed in Texas.?' In general, "utilization
review" refers to the review of the medical necessity and appropriateness of treatment while
"peer review" applies to medical opinions regarding other aspects of a workers' compensation
claim such as impairment rating and maximum medical improvement.

A rule has recently been passed by DWC that echoes the Labor Code provision that workers'
compensation utilization review may be performed by an out-of-state doctor under the
direction of a Texas-licensed physician.® It was the intent of the legislature that all doctors
reviewing any medical issues in workers' compensation cases be licensed in Texas, and this
language should be changed to reflect the intent of the legislature.

Data Call on Peer Review

DWOC is initiating a mandatory data call on the topic of peer review. Data will be collected
for the months of September and October from the top 25 workers' compensation insurance
carriers, representing 75 percent of the workers' compensation claims.®® The data will be due
on November 30, for September data, and December 29 for October data. The carriers are
required to submit the data in the Excel matrix format provided for peer rev<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>