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Overview

The ability of former Insurance Commissioner Chuck Quackenbush to exercise official powers in pursuit of interests other than the public interest was aided and abetted by numerous ambiguities in California law, by failures of department personnel, and by the immense regulatory power of the Insurance Commissioner (IC).  The abuse of power was stopped largely because of freedom of the press and several individuals within the Department of  Insurance (DOI) who risked their professional futures to ensure that the truth was told. 

The IC's broad powers were generally granted before passage of Proposition 103, the 1988 initiative that made this regulator the only regulator in California who is elected.  What voters may not have realized at that time is that the Insurance Commissioner serves as both judge and jury over insurers.  The very power of the office invites abuses.  Out of sight of the press, the Legislature and the public, the IC may enter into agreements with insurers, decide not to go forward on an examination, approve rate increases or decreases, or even tip off insurers about pending regulatory actions. 

Acting Commissioner Clark Kelso recently remarked to the Senate Insurance Committee that he regularly sees confidential financial data about insurers, data that could be used by competitors, litigants and others to adversely affect the interests of an insurer.  Insurers and agents regularly comment to the committee that they are subject to strict oversight by an IC who may, at any time, begin an investigation into alleged wrongdoing.  Fines, if levied, can be substantial, running into millions of dollars.  Insurer after insurer told committee staff that the former Commissioner's settlement demands were unjustified, but acceptable when he and his staff agreed to remove the sting of admitted wrong doing and penalties by transforming the fines into contributions to nonprofits--contributions that, in some cases, were tax deductible.

Further, acting Commissioner Kelso noted, custom and practice rather than laws and regulations appear to have dictated actions at the DOI for quite some time.  Written rules, a first line of defense against abuse of government power, are often absent when insurers and others negotiate a deal with the DOI. 

The lack of written rules began with a lack of clarity in some statutes, and has heavily impacted the recommendations of this report.  While this report makes many recommendations, and while it outlines the facts surrounding many DOI activities, it is not exhaustive.  Most disturbing is the manner in which the former IC contorted current law to objectives that were never contemplated by the Legislature.  Pending civil and potentially criminal cases will bring more evidence to light about the manner in which the current statutes were contorted to serve unintended purposes.  As this evidence unfolds, the Legislature must seriously re-examine those statutes that provided opportunities for abuse.  The damage done to the confidence of the People in their government shall only be restored when the Legislature and the Governor act to ensure that the laws are changed, that opportunities for abuse are eliminated, and that the rule of law is restored to the regulatory activities of the DOI.

But while policy reforms are debated, there should be no argument over the immediate goal of helping policyholders who remain victimized by the 1994 Northridge Earthquake, the costliest natural disaster in our nation's history.  The Senate Insurance Committee is currently reviewing more than 100 complaints from victims of the Northridge Earthquake.  The acting Commissioner has been working with affected insurers in an attempt to rescind the 1999 settlements that led to the funding of two troubled nonprofit foundations.  The Legislature should act swiftly to create a special fund within the Office of Emergency Services (OES) that would be authorized to receive any and all monies from the assets of any dissolved foundations created by the DOI.  The OES, with proven expertise in making grants to victims of natural disasters, should administer grants to victims of Northridge.  

This dismal chapter in State history will soon fade, but we must seize the opportunity now to address the abuses of power that have victimized so many and undermined the worth of insurance policies in California.  

Jackie Speier

Chair, Senate Insurance Committee

Chronology of Events

On November 5, 1999, a resident of Woodland Hills telephoned the Senate Insurance Committee to say he had seen several television commercials featuring former Insurance Commissioner Chuck Quackenbush talking about earthquakes.  The caller simply wanted to know the cost of the advertisements and who had paid for them.  The answer proved to be anything but simple.  

That same day committee staff asked the DOI about the ad, but the DOI directed the committee to the California Earthquake Authority (CEA).  The committee subsequently wrote to Mark Leonard, CEA's legislative coordinator, for help.  On November 9, 1999, Leonard faxed a note to the committee indicating that the request had been forwarded to George Grays, a DOI Deputy Commissioner who had knowledge of the advertisements.  Grays did not return any committee phone calls. 

Committee staff complained about Gray's unresponsiveness to Steve Suchil, the DOI's Deputy Commissioner for policy.  In a letter of December 22, 1999, Suchil wrote that no state funds were involved in producing and airing the commercials featuring the former Commissioner and, in fact, a nonprofit group responsible for the ads would be contacting the committee "very soon." 

Finally, on January 18, 2000, Ron Weekley of the California Research and Assistance Fund (CRAF) telephoned the committee.  He said he was the treasurer of CRAF and that Grays was the director.  Weekley said he could not discuss the commercials due to personal reasons and promised to call the committee back in two weeks.  He never did.

Committee staff contacted the Attorney General's (AG) Division of Charitable Trusts to obtain more information about CRAF. The AG's Division of Charitable Trusts regulates nonprofits and is authorized to audit their income and expense records.

 The only available document from the Division was CRAF's articles of incorporation, dated April 21, 1999.  The incorporator was William Palmer, the IC's Chief of Staff at the time of the incorporation.

After the Division informed the committee that CRAF did not have to file an expenditure report until September 2000, Jackie Speier, Chair of the Senate Insurance Committee, wrote the AG on January 27, 2000 to ask that his office investigate CRAF expenditures without further delay.

 In early March, 2000, an anonymous source provided the committee with a copy of a letter from 20th Century Insurance to the IC in which the insurer agreed to contribute $6 million to CRAF to provide restitution to Northridge Earthquake victims.  The agreement and other related documents were submitted to the AG. 

On March 26, 2000, Virginia Ellis of the Los Angeles Times reported the first of a series of articles that ultimately revealed that the former Commissioner had agreed to allow five insurers to contribute over $12 million to CRAF in lieu of paying penalties of over $3.2 billion for alleged violations of claims practices during the aftermath of the 1994 Northridge Earthquake.  

The committee eventually identified more than $19 million in settlement monies that had been paid by 26 insurers to three nonprofit foundations, as well as private vendors, during the period August 1, 1997 to May 2, 2000.  None of this money was subject to review through the state budget process. 

In order to identify more facts regarding DOI settlement matters, the Senate Insurance Committee held the following four hearings:

(1) May 10, 2000 in Granada Hills.  More than 300 victims of the Northridge Earthquake complained about insurers they said did not fully honor policy provisions after the 1994 quake.  The committee also launched a website, insurancecomplaints.com, dedicated to taking complaints from consumers related not only to Northridge, but to other "insured" losses as well.  The earthquake complaints generally concerned the following:

a) Low-balling:  Consumers complained that their insurers gave low-ball estimates of the damage done to homes by the quake.  The impact of this low-balling could be significant, with some consumers paying tens of thousands of dollars out of pocket for damage that they contend should have been paid for by their insurance company.  In other instances, payment was denied outright because the insurance company claimed that the damage did not exceed the policy deductible.  Consumers who failed to file a claim because they believed insured damage did not exceed the deductible were later denied coverage when contractors they hired discovered more damage to their homes (see "d" for more details). 

b) Incompetent adjusters:  Consumers complained about adjusters who failed to recognize damage, did cursory examinations, failed to properly document damage that was clearly pointed out to them, and failed to respond in a timely manner to claimants who had questions about their claims.

c) Foot-dragging in settlements:  Consumers complained about how long it took  insurers to fully acknowledge the full amount due them.  While most consumers understood that a natural disaster meant that insurers would be initially overwhelmed, many testified that they were unable to obtain settlements months and even years after the disaster. 

d) Statute of limitations problems:  Some consumers had legitimate claims that insurers refused to pay because the insurer was informed of the loss or the suit more than one year after the date of the earthquake.  The fact patterns differed by case.  Generally, a consumer would report a loss promptly and the initial estimate and payment of damage would be determined.  Later, perhaps more than a year later, additional damage from the quake was found.  Some insurers refused to pay such claims, relying upon the one year statute of limitations in Section 2071 of the Insurance Code that bars suits when filed more than one year after “inception of the loss.”  The department’s own settlements with insurers did not demand that insurers adhere to a rule of delayed discovery as set forth in Prudential-LMI (51 Cal. 3rd 674), and many consumers who testified were refused payment based upon delayed discovery of damages even though the DOI maintained that this violated Prudential-LMI. 

As of August 2000, the Senate Insurance Committee was actively discussing with insurers about 100 complaints submitted by Northridge claimants.  The committee has been able to arrange for negotiations to begin in several of these cases, while in others the parties remain deadlocked.  Through working these complaints, the committee has been able to learn about several improvements that may need to be made to existing law.  These improvements will be covered under the “recommendations” portion of this report. 

(2) May 23, 2000 at the State Capitol:  Commissioner Quackenbush walked out of the hearing without testifying. However, dozens of other witness testified in an eight-hour hearing on DOI settlement practices and the resulting creation of three nonprofit foundations: the California Research and Assistance Fund  (CRAF), the California Insurance Education Project (CIEP), and the Title and Escrow Consumer Education and Outreach Corporation (TECEOC). 


(3) June 5, 2000 at the State Capitol:  Commissioner Quackenbush, appearing under subpoena, and his seven top deputies responded to questions regarding the more than $19 million in settlement monies that were never subject to the state budget process.  


(4) August 9, 2000 at the State Capitol:  Acting Insurance Commissioner Clark Kelso provided a status report on his first 30 days in office following the resignation of Commissioner Chuck Quackenbush on July 10, 2000.  Kelso, appointed by the Governor as acting Insurance Commissioner, said he was seeking a mutual recision of the settlement agreements between the DOI and the Northridge Earthquake insurers, that the DOI was suffering from approximately ten years of organizational neglect, and that 331.5 DOI positions were unfilled, a factor contributing to a work backlog.  In particular, acting Commissioner Kelso noted that 57 of the 148 authorized positions in the legal division were vacant.  (The acting Commissioner noted, however, that 142 of the 331.5 vacancies throughout the DOI involved newly created positions for FY 2000-01).  He also said morale was improving under the new leadership, and that his goal was to restore the rule of law to the DOI. 


As part of the hearing process, Senator Speier requested and received several legal opinions on the Commissioner's authority to settle with insurers.  The Legislative Counsel, in opinions issued April 26 and May 1 of 2000, concluded that the Commissioner did not have the legal authority to require insurers to contribute monies to nonprofit foundations.  On July 25, 2000, the AG opined that while the Commissioner could include in a settlement a requirement to contribute funds to a private nonprofit foundation, the foundation must support activities associated with the responsibilities undertaken by the DOI in the proceeding.  Much of the testimony before the Senate and Assembly committees documented that CRAF did not undertake projects related to the settlements agreed to by the former Commissioner and various insurers.  

Legislative Recommendations

The recommendations contained in this report do not necessarily reflect the viewpoints of all members of the committee.  However, it is the role of the committee to identify options that should be considered.

 Several recommendations are the subject of legislation under consideration in the final days of the 1999-2000 Session.  Comments on active bills are in italics. 

1. Obtain money for Northridge Earthquake victims from the settlements

The Legislature should establish a fund within the Office of Emergency Services (OES) to receive any money, pursuant to court action, derived from the assets of a foundation established by the DOI.  The Legislature should direct the OES to establish a program for payment of claims made against the fund by victims of the Northridge Earthquake, with eligible expenses to include those related to reconstruction and personal property losses.  The Legislature should establish a maximum amount under the grant program, and set a time limit specifying the date by which claims must be made.  The OES  should use its existing expertise in making grants related to victims of natural disasters to administer the funds in the interests of the victims of the Northridge Earthquake.  The Legislature should authorize emergency regulations related to this grant program. 

2. 
Rescind the settlement agreements with the insurers involved in the Northridge settlements, complete the market conduct examinations, levy fines if appropriate, and appoint a Special Master. 


Whether or not the former IC is criminally liable for his actions in office will be evaluated by law enforcement and, if charges are filed, by a court of law.  It was self-evident that the former IC was abusing his power, and insurers testified about the grossly excessive demands and heavy-handed settlement tactics of the former IC and his staff. 

In light of the lack of public faith in the settlements and the evidence that the former IC reportedly acted outside his authority in making these settlements, the acting IC must continue to seek mutual recision of the Northridge settlement agreements.  The market conduct examinations should be completed and their findings made public.  Final orders documenting breaches of the law should be entered by the DOI, fines should be levied if appropriate, and the final orders and any fines should be made public.  In any final market conduct examination and order that document breaches of the law, the insurers should be ordered by the IC to examine all claims that were denied by insurers in violation of the law, and to pay the claims in full.  Either a fund should be established, through the budget process, into which insurers could pay so that final payment may be made to policyholders or payments made by insurers should be approved by a Special Master. 

The DOI should appoint a Special Master to oversee the activities of the Northridge insurers, if they are ordered to review their claims files, to ensure that the process is fair and accomplished in a timely manner.  Acting Commissioner Kelso is uniquely qualified, by experience and temperament, to be the Special Master.   A Special Master would be acting as an administrator and not as an adjudicator.  He should, therefore, be appointed as a department employee so that he may have full access to the department’s documents, deliberative process and resources.  

3.  Reform the Insurance Commissioner's Settlement Practices 

a) The IC should not be able to circumvent the state budget process when settling with insurers.  From August 1997 to May 2000, more than $19 million in settlement monies contained in agreements between the IC and insurers were not subject to the state budget process.  SB 2107 (Speier) would require all settlement monies to be deposited in the State Treasury and thus be  subject to allocation through the state budget. 


b)  In a series of settlements between the IC and insurers related to Northridge Earthquake claims, insurers agreed to fund a nonprofit entity, CRAF, which subsequently spent monies on projects unrelated to the terms of the settlement.  The IC's  authority to direct insurers to pay nonprofit organizations should be restricted.  SB 2107 bans settlement payments to vendors and nonprofits unless authorized by the Legislature. SB 1524 (Figueroa) and  AB 481(Scott) generally provide that any funds ordered or allocated by a settlement for educational or research purposes shall relate to the type of violation that caused the enforcement or compliance action. 


c)  The former IC claimed to have no knowledge of key aspects of settlements with insurers.  The IC should not be able to delegate away a key responsibility.  SB 2107 would prohibit the IC from delegating his authority to approve a settlement.   


d)  Although CRAF was formed in April 1999, no victim of the earthquake has received any restitution monies from CRAF as of August 15, 2000.  AB 481 would provide restitution or remediation to policyholders if a final settlement entered into between an insurer and the IC specifies violations by the insurer of provisions relating to unfair methods of competition and unfair and deceptive acts or practices.  SB 2107 provides that in settlements with insurers, the former IC may only agree to payments made to persons to whom payment may be due because of an alleged or actual violation by the insurer. 


e) Consider amending Insurance Code Section 790.035 to require that initial settlement demands be reasonable and that final settlements be reasonable.  To ensure that proposed settlement terms are reasonable, and that final settlement terms are in the interests of the public, the Legislature should shed more light on the settlement process.  It could do so through two mechanisms:


*  The initial and final terms could be reviewed by the AG;


*  The Legislature could create an internal DOI settlements board composed, in part, of outside experts on insurance matters, to review initial and proposed settlements. 


f)  In 1999, over $4 million from CRAF was spent on promotions that featured the IC.  During his re-election in 1997, former Commissioner Quackenbush's staff directed insurers to make settlement payments to a company that bought television time for ads featuring the former IC.  There is no compelling reason why an IC should be featured in television commercials.  SB 1524 and SB 2107 would prevent the Insurance Commissioner from using his/her image in advertisements, as specified.  

     g) The Governor and/or the Legislature should create a taskforce on unfair claims settlement practices with a focus on the following: 

*  Clarify when a claim is closed.  This issue can have an impact upon the statute of limitations determination in a claim. 

 

*  In cases of earthquake loss, the law should be changed to require that insurers tell insureds explicitly that before one year elapses a claim must be filed on the loss or the right to file a claim and cause of action may be lost.

4.  Expand Access to Records

a) The Legislature should make final market conduct examinations and settlements public documents.  The Legislature should amend Insurance Code Section 790.04 to explicitly require that final market conduct exams carried out in whole or in part pursuant to the authority of Insurance Code Section 790.04, and any settlements or orders arising therefrom, must be made public, and prohibit the IC from claiming privilege under any statute or agreement relative to these documents.  Public disclosure would sharply limit the ability of a future IC to trade the powers of the office for personal or political gain.


According to testimony before the Senate and Assembly insurance committees by Leone Tiffany, the examiner in charge of the Northridge market conduct examinations, the results of a market conduct examination, including fines, can deter other insurers from violating the law.  The results can also be used as evidence by insureds and insurers in suits over claims, and in enforcement actions brought by insurance commissioners in other States.


Evidence of wrongdoing in Northridge claims settlement practices was withheld from insureds, even from those whose files were examined and whose contract rights were deemed by the DOI to have been violated.  That same evidence was denied to plaintiffs attorneys in numerous cases brought against companies involved in the examinations. 


Secrecy aided the former Commissioner in his efforts to make demands of insurers.  In statements to committee staff, for example, DOI staff members have alleged that the former IC had a target of $3 million to be raised from title insurers for the purpose of funding television commercials featuring him.  The title insurer examinations have never been made public.  Similarly, the market conduct examinations and complete settlement terms related to Northridge were not made public by the former IC.  Without access to the documents, the public and the Legislature were unable to determine whether or not the former IC's generation of millions of dollars was justified by the evidence. 


Publicly releasing market conduct examinations and settlements places the evidence of a regulator before the public.  Many states, including Washington State, New York, and Florida, enjoy the security from abuse of power afforded by open access to final examinations and settlements.  The people of California should be afforded the same security from an abuse of power by any IC.  


(b) The Legislature should make legal opinions offered on any individual case available to the public.  The DOI offered a legal opinion to one Northridge claimant.  A letter set forth the DOI's opinion on the issue of delayed discovery of damages.  The DOI also attempted to limit the applicability of this opinion to that one claimant, despite the fact that the rule of delayed discovery, set forth in Prudential-LMI, applies to all Northridge claims.  At least one attorney complained to committee staff that the DOI attempted to limit the use of the opinion in order to insulate insurance companies from further claims based upon the DOI's opinion. 


The Legislature should examine the way in which the DOI offers opinions to determine if the public is well served by current practices.  Other regulatory agencies, such as the Fair Political Practices Commission, regularly offer advice to the public under rules that are intended to broadly disseminate information.  The public has an interest in the even-handed enforcement of the law.  Dissemination of the DOI’s opinions should not be subject to manipulation, as may have occurred in the instance of the Northridge claimant. 

 5.   Expand DOI's Review of Consumer Complaints


(a) Require the DOI to deal with consumers represented by attorneys.  A private cause of action may be the best evidence of wrongdoing by an insurer that is available to the DOI. However, as many witnesses testified to this committee, the department routinely refuses to offer assistance to any consumer who is represented by an attorney or who is involved in a lawsuit. Section 12921.3 (c ) of the Insurance Code should be amended as follows:


The commissioner, in person or through employees of the department, shall receive complaints and inquiries, investigate complaints, prosecute insurers when appropriate and according to the guidelines determined pursuant to subdivision (g) of Section 12921.1, and respond to complaints and inquiries by members of the public concerning the handling of insurance claims, including but not limited to, violations of Article 10 (commencing with Section 1861) of Chapter 9 of part 2 of Division 1, by insurers or alleged misconduct by insurers or production agencies.  The commissioner shall not decline to investigate complaints on grounds that the insured is represented by an attorney in a dispute with an insurer, or is in mediation or arbitration, nor shall the commissioner decline to investigate complaints from an attorney when the complaint is based upon evidence or reasonable beliefs about violations of the law known to the attorney because of a cause of action.  The commissioner shall not decline to investigate complaints on grounds that the insured has a cause of action against an insurer. 

In addition to the summary report required by Section 12921.1 (c), and within 90 days of making a finding that a complaint is justified pursuant to Section 12921.1, the department shall release to the public the information set forth in Section 12921.1(c)(2), (3), (4), and any response by the insurer, but not including information that would identify the insured, including the name, address, policy number or other information that might identify the insured.  An insurer shall have 30 days prior to public release of this information to provide a response to the department.   

(b) Require that insurers report suits based upon bad faith directly to the DOI's Market Conduct Bureau and that courts report the outcome of these suits to the DOI.  Once the Bureau receives reports of problems, the Bureau should be obligated by statute to begin an examination.

6.  Curtail Conflicts of Interest. 


Prohibit or limit campaign contributions to the IC by insurers when they have business before the IC.  Allegations that former Commissioner Quackenbush gave favorable treatment to insurers are being investigated by law enforcement.  To remove the taint of possible conflict of interest from the office of IC, there should be a ban, or limit, on contributions by insurers and other licensees to the campaign committees of the IC and any candidates for that post.  SB 953(Speier) would limit contributions to $250 for a period of 12 months prior to a "pending proceeding " and six months after completion of the proceeding.  Proceedings would include requests for rate reviews as well as enforcement actions.  An alternative to limiting contributions is to make the IC an appointed rather than elected position.  This constitutional amendment would, if approved by the voters, provide that the IC shall be appointed by the Governor with the consent of the Senate.  This change would allow the IC to make decisions without regard to the necessity to raise campaign funds.  However, SCA 19 which would have put the matter of an appointed IC on a statewide ballot, failed passage in the Senate Committee on Constitutional Amendments. 

 7.  Improve Value of Employee Oversight and Input


a) The DOI's Legal Division needs improved staffing, education and protection for attorneys to insure that political opinions do not cloud legal reasoning.  For example, it appears that former Chief Counsel Bill Palmer was involved in promoting and approving the strategy of routing settlements away from the state budget process.  Palmer's replacement, Brian Soublet, attempted to justify the DOI's creation of  nonprofit foundations before this committee and the Assembly Insurance Committee.  Soublet made this assertion despite the fact that Legislative Counsel had already issued an opinion stating that, in brief, the department had no authority to establish nonprofit foundations as a substitute for explicit penalties that are permissible under the statutes.  The AG later opined, in brief, that any remedy must have a nexus to the underlying violation of the law, and that both the settlements and the articles of incorporation of any foundation must reflect that nexus.  It appears that the purpose of CRAF was to promote the former Insurance Commissioner through paid advertisements and donations to community groups unrelated to earthquakes.  Some members of the department’s legal staff clearly had disagreements with the Chief Counsel about how to interpret the statutes governing fair claims settlement practices and the fines that should arise from violations of those statutes. 


To bolster the credibility of career civil service attorneys in the department, and to thereby allow the department to more fully benefit from legal opinions that differ from those of political appointees who hold the position of Chief Counsel, the Legislature should do the following:


*
Fund more training of legal staff, and other professional development opportunities, to increase the value of their opinions to the IC


*
Give the AG the right to intervene, at the request of civil service attorneys or the Commissioner, to offer an opinion to the department about disputed legal issues


*
Create further statutory tools to prevent retaliation against civil service attorneys who believe that the actions requested of them may violate professional rules of conduct. 


b) The DOI should establish an independent "Office of Ethics" where employees could obtain, on a confidential basis, answers to questions regarding proper conduct during the scope of employment as well as procedures for reporting improper governmental activities in order to obtain "whistleblower" protections.  Furthermore, the Legislature should consider requiring that all state employees receive annual notice regarding the law and the process for reporting improper governmental activities.  It should be noted that the state whistleblower law was revised effective January 1, 2000, and the new changes, according some state officials, are confusing. 

8.  Improve Statute of Limitations for Earthquake Claimants. 


Thousands of legitimate Northridge Earthquake claims appear to have been stopped by the failure of insurers to properly apply the statute of limitations.  Many of the disputes arising from the quake were the result of insurers relying upon a strict, and incorrect, interpretation of the statute of limitations.  SB 1899 (Burton) would allow Northridge Earthquake claims to be made in 2001 if the claims were barred due to the statute of limitations. SB 622 (Speier) would permit the filing of an earthquake claim after delayed discovery of earthquake damage, under specified circumstances.

9.  Stiffen Penalties for Insurance Code Violations 


Increase statutory fines for violations of the Insurance Code, decrease arbitrary power to assign fine values and improve reporting from courts.  Currently, violations of Insurance Code Section 790.035 (unfair claims settlement and prohibited practices) carry a potential fine of up to $5,000 if not willful or up to $10,000 if willful.  This statute was passed in 1989.  Section 704.7 allows the insurer, upon agreement with the Commissioner, to pay up to $55,000 rather than lose a certificate of authority.  This value was fixed in 1988.  Because the statutory language actually states that fines may be “up to” the indicated amount, the actual fines can be quite modest.  The Legislature could amend both statutes to accomplish these goals:



a) Increase the fines to account for inflation



b) Mandate that the IC follow the practice of the Florida Department of Insurance.  The Florida Department of Insurance publishes a document that identifies a narrow range of possible fines for each violation of a statute.  The range is higher, but still narrow, for willful violations.  The schedule of fines also indicates an allowable error rate and provides for higher fines, in some instances, for repeat violations 



c) Increase the fines set forth in both sections.  Several insurers were successfully sued for bad faith in handling claims related to the Northridge earthquake, and the settlements were for millions of dollars.  Violations of claims settlement practices were also documented in the department’s market conduct examinations.  It may, therefore, be concluded that the current penalties were not enough to dissuade insurers from unfair and prohibited acts related to claims settlements and, thus, the fines should be higher to create  greater deterrence. 

10.  Limit Duration of “Extraordinary Circumstances ” 


Under current law the IC may consider the existence of “extraordinary

circumstances.”  (Title 10, Chapter 5, Section 2695.2 (e) of the California Code of Regulations) 

when determining if violations of fair claims settlement practices occurred.  Extraordinary 

circumstances are “circumstances outside the control of the licensee which severely and 

materially affect the licensee’s ability to conduct normal operations.”  (Title 10, Chapter 5, 

Section 2695.2 (e)). 


The Legislature should place into statute a time limit on how long “extraordinary circumstances” may exist, absent a renewed evaluation and finding.  Under the agreements signed with insurers by the former Commissioner, the DOI found that “extraordinary circumstances” existed after the Northridge quake.  This finding meant that violations of the claims settlements law might be excused, whether those violations occurred the day after the quake, a year later, five years later, etc.  There is a legitimate question about how long extraordinary circumstances may exist.  However, at some point the “circumstances outside the control of the licensee” recede.  Chaos after a quake gives way to organized restoration efforts.  Claims settlement personnel arrive, are trained, dispatched, and routine is established.  By granting the concession that “extraordinary circumstances” exist for all claims at all times in which those claims are being processed, an IC can remove the DOI from the business of enforcing California law, and also excuse insurers from paying millions and millions of dollars in fines and legitimate claims.  


11.  
Create A Catastrophe Response Team


The DOI should create a catastrophe response team that is prepared to examine claims settlement practices while claims are being settled after a catastrophe.  Current law is somewhat peculiar because it allows the IC to determine, sometimes years later as was the case in the Northridge Earthquake, that insurers were confronted by “extraordinary circumstances.”  Insurers are then not required to pay fines for claims settlement practices that would otherwise violate the law. 

It would be more even-handed for the DOI to grant, immediately after a catastrophe, that extraordinary circumstances exist, but then to assume responsibility for the fair implementation of the insurance law by directing insurers about fair claims settlement at the same time that insurers are settling claims.  A catastrophe response team could select a small, random, and representative sample of claims files from several insurers, evaluate them for conformance with the law, and then advise all insurers about violations of the law that are revealed by the examination.  The Legislature could determine if the results of the examination should be made public as it is ongoing, with or without identification of any individual insurance company.  However, it should also be noted that this entire recommendation could be implemented without a change in current law. 
12.  Conduct Audits of Settlements and DOI Contracting Practices


a) Commissioner Quackenbush resigned from office before several title insurers had completed payments to a nonprofit foundation as required by settlement agreements.  At the request of the Committee chair, the Joint Legislative Audit Committee approved a state audit of all DOI settlements from 1996 to the present.  This audit should sweep in those settlements that are unresolved due to insurer concerns over the legality of making payments to a nonprofit foundation.  The intent of the audit is to track the flow of settlement monies from insurers to the DOI, private vendors and nonprofit foundations for the purpose of determining the following: (1) Did the DOI obtain proper payment for investigative costs and attorney fees?; (2) Were fines paid on time and deposited in the appropriate account?;  (3) What settlements are not complete and why are they still incomplete?; and (4) Who directed that payments be made and to whom were the payments made ?


b) Akin to the settlement audits is the need to assess practice of the DOI of contracting out audit functions to private vendors.  Insurers pay for the cost of audits.  Are there sufficient controls to protect insurers from being overcharged by private vendors? Private vendors often cost double what DOI auditors would charge.  Should the DOI be allowed to contract out for auditing services if auditing is a self-funded activity?  To what extent does the DOI's high employee vacancy rate force the department to contract out for services?
13.  Improve Claims Adjusting

a) The Legislature should consider raising the standards for claims adjusters who work for insurers.  Under current law "public" adjusters hired by private individuals, for example,  must be licensed but adjusters who work for insurers are not required to be licensed.  The DOI's files are full of complaints from Northridge policyholders who say the insurance adjuster did a poor job assessing damage. 

b)  The Legislature should consider funding research to improve earthquake structural damage assessment.  Ironically, several of the settlements between the IC and Northridge Earthquake insurers called for this type of research.  Of course, the research was never conducted. 

14.  Review the Regulation of Nonprofit Foundations


The nonprofits that benefited from the Northridge settlements had personal relationships with the former Insurance Commissioner or his deputies.  The AG is conducting an exhaustive audit of these entities and at the appropriate time the State Legislature should hear from the AG and his staff regarding what resources and changes in law are needed, if any, to prevent such abuses as self-dealing and shielding of taxable income. 

15. 
Establish An Ongoing Catastrophe Claims Mediation Program

The Legislature should establish, and fund, an ongoing catastrophe claims mediation program.  Catastrophes are not limited to major earthquakes.  Each year wildfires hit California.  These and other catastrophes produce millions of dollars of property damage.  The DOI established a mediation program for Northridge Earthquake claims.  The Committee has heard mixed reviews about the effectiveness of the program, but the concept of mediation of claims after a catastrophe would appear to be sound.  Assuming that it is managed well, mediation can reduce the number of lawsuits filed over claims disputes, and help consumers by speeding up settlements. 

One of the complaints leveled against some of the Northridge claims mediators by some consumers was that the mediators were biased in favor of insurers.  For example, some consumers told the committee that many mediators had worked for the insurance industry before becoming mediators, hence, these persons were perceived as biased.  Since a knowledge of the Insurance Code is needed to be a mediator of an insurance claim, it is not surprising that at least some mediators would have worked for the industry. 

To improve the credibility of a catastrophe mediation program, the Legislature should establish and properly fund an ongoing catastrophe claims mediation training program offered through the DOI, perhaps in cooperation with one of the University of California law schools.  The DOI could be instructed to create a curriculum that explains the laws and regulations that apply to claims settlement.  Issues unique to a catastrophe could also be examined.  Certification could be offered to mediators who complete the program, with continuing education also offered as a requirement for continued certification. 

 The DOI may also wish to include the OES in any training program.  There could be interaction between Federal Emergency Management Agency (FEMA) programs and compensation under an insurance policy in some circumstances.  OES administers FEMA programs, and routinely deals with related insurance issues after a catastrophe.  Its advice to mediators may be helpful to consumers in a mediation. 

If a catastrophe claims mediation program is established, the DOI should be prohibited from using the fact that a claim is in mediation as an excuse not to investigate a complaint from a consumer.  Northridge victims who entered mediation were routinely told that their complaint would not be investigated.  This practice denies the DOI timely information about possible violations of the law, and may deter consumers from utilizing effective alternative dispute resolution. 
A Review of Department of Insurance Settlement Practices, 1997-2000

From February 1997 to May 2000, the DOI's method of settling with insurers evolved from a process with legislative scrutiny to an intricate scheme designed to raise the most money possible without any oversight by the Legislature.  

The DOI dramatically altered its settlement strategy after members of the Legislature sharply criticized the former Commissioner for using settlement monies to pay for television ads.  Specifically, on 2/21/97 the DOI settled with Prudential Life Insurance Company of America over deceptive sales techniques.  This settlement, forged by a multi-state task force, required Prudential, in part, to pay a $5. 5 million fine and some $3 million for outreach programs.  The Prudential outreach monies were put in the Department of Insurance Fund and, thus, were subject to allocation through the annual budget act.  Over $2 million of the Prudential outreach monies was spent on television advertisements featuring the former Commissioner.  Legislation (AB 932, Figueroa) was subsequently introduced to prevent the former Commissioner from appearing in television commercials paid for with settlement monies.  The bill died in the June 1998 due to lack of proof that the former Commissioner was abusing his right to direct the use of settlement money. Beginning in August 1997, the DOI embarked upon a new settlement approach that ultimately saw more than $19 million bypass the state budget process and the scrutiny of lawmakers.  For the next 18 months, insurers who settled with the DOI were directed, as one component of a settlement, to pay vendors directly rather than have the monies deposited in the State Treasury.  

In April 1999, the former Commissioner required insurers to contribute settlement monies directly to nonprofit foundations created solely for the purpose of receiving the settlement monies.  The foundations would, in turn, make payment to private vendors.  (See charts detailing foundation funding activities) 

 In some cases the "contributions" allowed insurers to enjoy tax deductions while in all cases the contributions enabled insurers to escape the stigma of a fine. Insurers enjoy a value from not being fined.  The value is more than the cost of the fine that is avoided.  Fines levied against insurers for violations of the law may be admissible as evidence in a private cause of action against insurers or as evidence before regulators in other states.  In testimony before the Senate Insurance Committee, several of the insurers involved in Northridge settlements stated that they entered negotiations with the DOI adamant that they had done nothing wrong and were not going to pay fines.  However, prior to the negotiations with the DOI, civil suits by earthquake policyholders had been filed against nearly every “Northridge” insurer that appeared before the committee.
  In some instances, the insurers prevailed and in some plaintiffs obtained settlements.  Some settlements reportedly came to millions of dollars.  Settlements would lend credence to the belief that there were, in at least some cases, inappropriate claims settlement practices by some of these insurers.  Paying fines would create publicly available evidence.  With millions of dollars at stake in suits, and with some successes and some losses in the courts, insurers clearly had an interest in avoiding fines that would create new, potentially admissible evidence, of problems in claims settlement practices.

Direct Payment To Vendor Settlements

The DOI was creative in funneling monies past the General Fund as noted by the following cases:


(A) Levitz Settlement.  In August 1997, four county district attorneys filed a civil consumer protection complaint against Levitz Furniture, American Bankers Insurance Co., and General Electrical Capital Corp., et al, alleging that defendants, in part, made misleading statements about the sale of credit insurance.  The violations were first discovered by the DOI, which initiated a separate administrative action.  The court approved settlement required the DOI to create the "Insurance Education Fund" to promote education of consumers on insurance issues.  The DOI was awarded $675,000 for outreach efforts--the money was deposited in the newly created fund.  The DOI eventually directed that the monies be used to pay for production and airing of commercials on television.  The media buyer for the ads, Target Enterprises, was also the media buyer used by the former Commissioner's reelection campaign.  

The department was also awarded $25,000 to cover its costs.  At the Senate Insurance Committee hearing on 5/23/2000, a DOI attorney testified that the $25,000 "did not come close to covering expenses." Department edits on a final draft of the settlement indicate that the DOI shifted $175,000 from cost recovery to outreach expenditures.  Department staff could not explain at the committee hearing why cost recovery funds were shifted to outreach efforts. 

The settlement also provided for direct restitution to consumers of $5.3 million and over 26,000 consumers received restitution as the result of this public settlement.  Gilardi & Co., a private third party administrator, handled the restitution process to insure that consumers received the restitution monies.

(B)  American Bankers Life Assurance Company of Florida.  The so called "Levitz settlement" contrasts sharply with the 7/21/98 administrative settlement that the DOI reached with American Bankers Life Assurance Company of Florida and its affiliate, American Bankers Insurance Company of Florida (ABL).  In brief, in the DOI action the insurers agreed to pay a $500,000 "monetary assessment" within ten days and all costs associated with the department's investigation and legal expenses as well as monies for consumer outreach.  The settlement also contained a provision for ABL to provide restitution to aggrieved consumers.  The case involved violations related to the sale of credit insurance.

The DOI subsequently billed ABL $239,634 for its investigative costs.  The DOI was paid on 12/3/98, some four months after it directed ABL to pay Target Enterprises, Ltd.

$732,800 to cover the cost of airing television ads, including a Holocaust commercial featuring the former Commissioner.  The commercials ran from 8/24/98 to 9/4/98, some two months before the date on which the former Commissioner was up for reelection.

Target is a media-buying firm that also purchased advertising time for the former Commissioner's reelection campaign in 1998.  Additionally, Dayton Hudson, which was also involved in a credit insurance settlement, was directed by the DOI to pay Target $42,500 for the August/September 1998 television buy, according to Target's legal counsel.  The total media buy was $775,300.

Although there is no written agreement about how much ABL was to pay an outreach vendor, there is a 6/22/98 "outline of settlement terms," written by attorneys representing ABL, which shows that ABL was to pay $800,000 for outreach.  According to a letter of July 10, 2000  to the committee from Harry Basset Jr., ABL's director of Government Affairs,  the IC's Chief Counsel, William Palmer, telephoned Basset to request that $732,800 be sent to David Bienstock, president of Target.  At the Senate hearing of May 23, 2000, Palmer said he did not know who requested ABL to pay Target.  At the June 5, 2000 hearing, neither the former Commissioner nor any of his deputies were able to explain who ordered the money transfer.  In brief, there does not appear to be any DOI documents directing the transfer of settlement money to Target. 

It should also be noted that Chetwood Productions, which produced some of the televisions spots for the former Commissioner that were used in 1998, is owned by Tim McNeil who Palmer testified was a friend of his. McNeil lent Palmer $4,000 in 1998 to help him buy a house. Palmer repaid McNeil this year. 

Acting IC Kelso told the committee that one of his key first month's observations of the DOI was that the DOI regularly operates without written documentation of its actions.  The transfer of $732,800 is a glaring example of how the public trust may be abused by the lack of documentation.

In a 9/4/98 DOI press release (#125), the former Commissioner praised the settlement reached with ABL and its affiliate and the fact that the insurers agreed "to settle charges stemming from an examination by the Department of Insurance's staff."  The release noted that the companies agreed that "in the event that any consumer identifies valid claims for benefits or refund in connection with the outreach educational program, the company will pay such amount within ten days of notice and validation."  There was no information given about how consumers should apply for restitution. 


No one applied for restitution under the DOI settlement; hence, no one was paid, according to ABL.  Three factors influenced this consumer no-show.  First, ABL paid close to $2 million to the restitution fund set up under the Levitz settlement, and so it is assumed that some of the 26,000 consumers who received compensation had settled prior to the DOI settlement with ABL.  Second, the settlement terms required that restitution only be paid during a period ending nine months from the July 21, 1998 settlement signing.  Finally, an outline of terms crafted by attorneys for the insurers shows that the DOI agreed not to hold a press conference to publicize the settlement and that the insurers would be allowed to review any press release on the settlement prior to its release.  The DOI release, which was unclear on the restitution process, was sent out 44 days after the settlement was signed, leaving consumers less than eight months to apply for restitution and, again, with no instructions about how to apply for restitution. 


Although a $500,000 monetary assessment was to be paid by 7/31/98, ABL did not pay until 3/1/99, more than six months after it had paid $732,800 for the media buy.


(C) North American Title Insurance Company.  In a 12/28/97 DOI settlement with North American Title over title insurance sale issues, the insurer agreed to pay $4,800 to the Commissioner to reimburse legal costs and $57,120 to "resolve the allegations."  The insurer also agreed to pay $38,080 directly to vendors selected by the former Commissioner for mass media outreach on general insurance issues.  However, in a letter of 5/26/2000 to the committee, the DOI reported that the insurer had not paid the $38,080 because "an appropriate use for the funds has not yet been determined."

(D) Sutter Preferred Health Company.  In a 9/4/98 settlement with Sutter Preferred Health Company over noncompliance with special investigative unit rules, the DOI required Sutter to pay $40,000 for outreach.  Almost two years after the fact, this money remains with Sutter although the DOI says it will be used to fund a training film on staged automobile insurance fraud.  The film, produced by San Diego State University, has already been completed.


(E) John Hancock Mutual Life Settlement.  In a 10/28/97 settlement with John Hancock Mutual Life Insurance Company over life insurance sales practices, the DOI directed the insurer to pay $550,000 to Target for commercials featuring the former Commissioner during the period 12/3/97 to 12/23/97.  The insurer also paid the DOI $200,000 on 11/13/97 to cover investigative costs and legal fees.  Therefore, in this settlement the insurer paid costs promptly while in others, such as American Bankers Life, payment was significantly delayed for undisclosed reasons. 


(F) Progressive Title Company.  In a 2/3/98 settlement with Progressive Title Company over unlawful rebates, the DOI imposed a $50,000 fine in addition to requiring the company to pay for $35,000 to cover legal expenses.  Progressive had already paid the DOI $53,000 to cover investigative expenses.  Additionally, Progressive was ordered to pay $31,000 directly to vendors selected by the Commissioner.  On 3/8/99, more than a year after the settlement was signed, the DOI directed Progressive to send $31,000 by overnight express mail to the California Alliance for Consumer Education, a nonprofit community outreach group.

Northridge Earthquake Settlements/Payments to Foundations

As a result of numerous complaints and lawsuits filed against insurers with claims from the 1994 Northridge Earthquake, DOI civil servants in the Market Conduct Bureau reviewed claims files from Allstate, 20th Century (now 21st Century) and State Farm as part of market conduct examinations of these insurers.  The DOI did not review files of Fireman's Fund, Farmers and Farmer's Home Group, but it did enter into settlement agreements with these insurers over earthquake claims settlement practices.

 Press reports indicated that DOI staff proposed fines of some $3.2 billion for unfair claims practices.  The proposed fines, later called a "negotiating tool" by DOI executive staff, were reduced to $12.2 million in contributions (less than 1 percent of the original proposed settlement) to two nonprofit foundations and a $100,000 penalty against 20th Century.  The two foundations created were the California Insurance Education Project (CIEP), established 3/25/99, and the California Research and Assistance Fund (CRAF), established 4/21/99. 

Perhaps the most significant testimony provided in oversight hearings held by the Senate and the Assembly involved the revelation by DOI attorney Cindy Ossias to the Assembly Insurance Committee that she had first leaked a copy of the market conduct exam to a member of the Assembly staff in January 2000, and later to a person associated with the Senate, in the hopes of getting the word out that the exams were not a "negotiating tool," but rather sound evidence that insurers had not honored claims in many cases. 

Ossias' disclosure came several months after CRAF had feverishly spent almost all insurer contributions.  The entire $5.45 million sent by earthquake insurers in 1999 to CRAF was spent within six months of receipt.  By December 1999, CRAF had only $14,000 in its accounts.  Some of the agreements between insurers and the former Commissioner indicated the money would be spent on seismic research studies.  However, no studies were done.  In fact, while proposals for seismic related projects were presented to CRAF through DOI Deputy Commissioner George Grays, none of the projects were approved.  Instead,  CRAF awarded $1.4 million in grants to 12 projects unrelated to earthquakes.  CRAF also spent some $4.5 million for outreach efforts, including television ads featuring the former Commissioner discussing earthquake preparedness. 

 When CRAF came close to running out of funds in October 1999, the former Commissioner's staff  turned to one non-earthquake insurer, First American Title Insurance Company, for funding.  First American wired CRAF $1.2 million on 11/2/99, two days after CRAF paid $1 million to Target for a media buy featuring the former Commissioner. 

In the case of First American, the DOI issued a draft accusation on July 19, 1999, with violations totaling $30 million.  An accompanying letter offered First American the chance to settle the matter to preclude any official filing of the accusation.  On October 13, 1999, the DOI and the insurer entered into a $2.5 million settlement agreement involving certain rebate activity to real estate agents.  An October 14, 1999 DOI press release characterized the settlement as the "toughest sanctions levied to date" in the DOI's examination of the title industry.  The press release quoted Commissioner Quackenbush as being "determined to protect consumers from the effects of illegal activities within the title industry."

Half of the $2.5 million settlement with First American was paid to the DOI in a lump sum to cover costs and a fine.  The other half of the money was to be used for funding consumer education about "general insurance issues" and, as a result, First American officials believed the use would have some nexus with the title insurance industry.  In addition, the DOI assured First American that the funds would be placed in a 501(c) charitable corporation.  The agreement between the DOI and the insurer, however, stipulated that the former Commissioner would have sole discretion over how the money was to be used.  Just prior to the November 2, 1999 payment of the settlement monies, Mark Lowder, Deputy Commissioner Department of Insurance, telephoned First American and directed it to pay $1.25 million to CRAF, the earthquake foundation, which is a 501(c)(4), not a 501(c)(3) corporation.  As indicated earlier, the money helped to fund television commercials featuring the IC speaking about earthquake preparedness.

In a DOI press release (#067) of 4/27/99, the former Commissioner announced the creation of a $6 million fund to provide assistance for Northridge earthquake victims.  The money was to be provided by 20th Century as a condition of its reentering the homeowners insurance market. According to the insurer, CRAF never asked for the $6 million; hence, it was not sent until May 9, 2000 when CRAF was again almost broke.  The insurer, now called 21st Century, sent a total of $6,343,000 on May 9, 2000 to cover victims' compensation as well as administrative costs for CRAF, more than 13 months after the agreement with the DOI had been signed.  However, the AG obtained a temporary restraining order to freeze the remaining funds in a trust account until agreement is reached with CRAF attorneys over how these funds should be used. 


Another Northridge earthquake insurer, Farmers, was directed by the Commissioner to pay $1 million to CIEP on 6/22/99.  It appears that no market conduct examination was initiated.  Additionally, the Commissioner directed Pacific Life Insurance Company, which had settled with the DOI on 9/22/98, to pay CIEP $286,000 on 6/17/99.  The Pacific Life case involved complaints regarding sales practices.

Officials with CIEP in August 2000 initiated legal proceedings to have the nonprofit dissolved.  The public relations firm of Stoorza, Ziegaus, Metzger & Hunt is credited with both creating CIEP and receiving most of CIEP's funds through a management contract.  At the time of dissolution, CIEP reported having some $703,000 in cash.
TITLE INSURANCE SETTLEMENTS

From 1997 through March 2000, title insurance companies underwent two types of examinations that led to settlements with the DOI.  The examinations and subsequent settlements involved allegations of improper marketing conduct and cost avoidance issues, which chiefly involved the disposition of the interest earned during escrow (known as "earnings credits").  The title insurer settlements were the subject of Senate Insurance Committee hearings and staff investigations that were concluded in July 2000.

The title insurer settlement monies were sent either to vendors at the direction of the DOI, or placed in one of two “foundations” at the direction of the DOI.

The total settlement amount to be paid to outside vendors and nonprofit corporations in the market conduct activity was $1,969,705.  Of that amount, the DOI never requested payment of $171,205 from North American Title (North American), Commonwealth Land Title Company (Commonwealth), and Chicago Title Company (Chicago).  Stewart Title Company

(Stewart) and Progressive Title Company (Progressive) paid $56,000 directly to the DOI--the insurers do not know how the monies were used.  The DOI directed First American Title Company (First American) to pay $1,250,000 to CRAF.  Fidelity National Title Company (Fidelity) sent $492,500 to the Title and Escrow Consumer Education and Outreach Corporation ("TECEOC")
.  In most cases, the settlement agreements provided that the Commissioner had sole discretion in choosing the vendors and in deciding how the monies were to be spent.

The total settlement amount to be paid in the cost avoidance (earnings credits) issue was $2,334,267.  The DOI directed all monies to be paid to TECEOC to be used for "the general benefit of consumers."  Because of improper endorsement, First American placed a stop payment on its $840,000 check. With the exception of accountant and attorney fees, the money sent to TECEOC remains in TECEOC.

Fidelity and First American testified before the Senate Insurance Committee hearing on May 23, 2000, while other title insurance companies were interviewed by the committee staff. Information from both the testimony and the interviews is provided below. 

Market Activity Conduct:
The market conduct discussions, examinations and settlements took place between approximately the first quarter of 1997 through the first quarter of 2000.  In settlement agreements from 1997 through October 7, 1999, insurers were directed to pay vendors directly, while in subsequent settlements insurers made payments to nonprofit foundations.  The subject of the allegations in the exams included such matters as escrow coordinators, rebates and other improper incentives to real estate agents.

In the cases of all but First American and Fidelity, the settlement monies were to be paid directly to vendors as directed by the former Commissioner at his sole discretion.  As of the date of this report, neither Commonwealth nor North American has been directed to pay the settlement amounts.  Stewart ($85,000) and Gateway ($10,000) remitted settlement monies directly to the DOI.

First American: The first settlement monies to be directed to a foundation occurred in the case of First American Title Insurance Company.  The DOI issued a draft accusation on July 19, 1999, which contained a demand for fines totaling $30 million.  The draft accusation indicated that First American was "liable to the people of the state of California" in the amount of the fine.  An accompanying letter from Dennis Ward, Chief of the DOI Enforcement Division, offered First American the chance to settle the matter to preclude any official filing of the accusation. 

On October 13, 1999, the DOI and insurer entered into a $2.5 million settlement agreement, which was characterized in the DOI's press release as the "toughest sanctions levied to date" in its examination of the title industry. 

Half of the settlement amount was paid to the DOI in a lump sum to cover cost recovery and a fine.  The other $1.25 million was agreed to be paid to a "non-profit charitable 501(c) corporation established by the Insurance Commissioner" for funding consumer education about "general insurance issues."  The order provided that the Commissioner would have "sole discretion" over how the money was spent.

According to the hearing testimony of James Dufficy, Chief Compliance Officer for First American, before this committee on May 23, 2000, it was First American's "expectation and understanding" that the settlement monies would be used to educate consumers about title and escrow rebate issues, which had been the subject of the settlement.  Although the DOI verbally assured First American that the funds would be tax deductible through placement in a 501(c)(3) charitable corporation, just prior to the November 2, 1999 payment of the settlement monies, Mark Lowder telephoned First American and directed it to pay $1.25 million to CRAF, not a title insurance nonprofit.  At the Senate Insurance Committee hearing on May 23, 2000, First American learned that CRAF had only filed a request for tax status as a 501(c)(4), not a 501(c)(3) corporation and, thus, contributions would not be tax deductible.  As stated earlier in this report, First American's payment to CRAF was made at a time when CRAF lacked the funds to pay for a November 1999 television commercial buy featuring former Commissioner Quackenbush. 

Fidelity:  Fidelity was preparing to purchase Chicago Title and had filed for merger approval from the DOI at the same time that the DOI and Fidelity were involved with marketing activity conduct and earnings credits negotiations and settlements.  According to the testimony of Andrew Puzder, Executive Vice-President of Fidelity National Financial, Inc., Fidelity did not expect that it would be appropriate for the DOI to approve the merger if there were any outstanding regulatory matters.  Additionally, financing needed by Fidelity for the merger was due to expire March 30, 2000 and, hence, the company was under pressure to settle regulatory matters with the DOI in a timely fashion. 

Although Dennis Ward analyzed the market conduct audit and made the initial demand, Fidelity negotiated the settlement with Mark Lowder and Robert Hagedorn.  Following the initial negotiation meetings, Lowder told Puzder that a settlement would have to be reached before the DOI would approve the merger.  The DOI's initial demand was $1.8 million.  Fidelity's position was that its conduct did not justify penalties and, absent the critical timing of the merger, Puzder testified that Fidelity would have negotiated harder.  Because of Fidelity's position, contributing to a tax-exempt entity instead of paying a fine was more palatable.  Initial settlement discussions involved such a contribution, and had been a part of the earnings credit settlement that Fidelity had settled previously.

The parties finally agreed to a $1.1 million settlement, $492,000 of which was paid to TECEOC.  The nonprofit's bylaws had been drafted by LeBoeuf and Lamb, Fidelity's outside counsel in dealing with the DOI on the earnings credits issue.  Fidelity was billed for the law firm's work.

Chicago Title:  According to Chicago Title, former Commissioner Quackenbush had recently taken office when the industry called for a cleanup of its marketing practices and had supported legislation to fund an investigation.  Market conduct examinations were finished in 1995-6 and led to industry market practices guidelines and the subsequent actions for violations.  In the fall of 1998, Chicago received a fax from DOI attorney Hon Chan that contained a draft demand and order for over one million dollars.  Chicago was given 48 hours to respond.

According to Chicago, the DOI had taken the number of violations and multiplied them by an amount within its statutory discretion.  The DOI told Chicago it could have applied a higher multiplier but did not.  Although Chicago disagreed with many of the violations and negotiated those with the DOI, after performing a cost/benefit analysis, it concluded that litigation costs would exceed the negotiated $237,000 settlement amount.  More importantly, it did not want to antagonize its regulator.  Like Fidelity, Chicago did not want any payment to be characterized as a fine because it did not believe violations had occurred.  Therefore, paying a “vendor” was acceptable.  Chicago did not question the DOI's authority to direct the payment outside of the state budget process. 

Stewart Title:  Stewart was the first title company to pay settlement monies to an outside entity.  Stewart was supportive of consumer education, which was how it understood the money would be used.  The negotiations were unremarkable and the total settlement amount was sent to the DOI. 

Commonwealth:  No one involved in the negotiations is currently with the company.  A total of $75,000 was earmarked for the DOI and $45,000 was set aside for vendors.  The settlement money was neither requested nor paid.

Gateway:  This small title company (2-3% of the Los Angeles market and 1-2% in the rest of Southern California) had discovered potential anti-rebate activity that was stopped before any money exchanged hands.  The DOI investigated the activity and, according to Gateway, indicated that while there had been a violation, it had been solved and Gateway need not be concerned.  Shortly thereafter, Gateway received a settlement demand.  Gateway characterized the DOI as "very heavy handed" and maintained that DOI officials told Gateway “we could put you out of business” if Gateway did not pay $20,000-$30,000.  According to Gateway, Dennis Ward demanded immediate payment and, absent that payment, threatened to call the main office of the company which had been prepared to distribute pamphlets in violation of statute, and to obtain the names of all loan officers, and multiply Gateway’s fine by that number.  Gateway's position was that not one dollar was paid inappropriately as a rebate.  However, rather than anger the regulator, it settled for $10,000.  Those monies were paid to the DOI. 

North American: The DOI's examination began in relation to the insurer's use of escrow coordinators.  North American's escrow coordinator program was the first one the DOI examined.  The examinations began when a small title company filed a complaint with the DOI against a larger title company regarding the escrow coordinator programs.  Renee Perryman of the DOI conducted a yearlong investigation of North American beginning in early 1997.  The DOI gave North American a preliminary report and an opportunity to review and respond.  A final report, which North American characterized as beneficial to the industry, included the company's position.

Dennis Ward of the DOI negotiated the settlement.  North American characterized the negotiations as routine and did not recall the settlement amount differing significantly from the initial fine amount.  North American believes it was the first title company that agreed to send monies directly to vendors--it paid a total of $38,080.  The DOI proposed the idea during negotiations and the title company representative informed management that while it was unusual to divide funds between fines and "reimbursement" for education expenses, it sounded all right and he thought it would be tax deductible.  The DOI was to receive $61,420 from the settlement.

North American, which did not know who the proposed vendors were to be, pointed out that the money was never requested nor paid to the DOI nor to any vendor despite a phone call to the DOI in the fall of 1999 requesting some direction.
Progressive:  Progressive settled prior to the finalization of a market conduct examination. Progressive did not agree with the preliminary findings.  However, rather than "take on" the regulator, Progressive settled through Mark Lowder.  There had been no discussions about contributions to a non-profit corporation, but Progressive liked the idea because the funds would be tax deductible.

Prior to the settlement, Progressive had not donated campaign funds to former Commissioner Quackenbush but afterwards, Progressive officials told committee staff that the company believed that if the company did not donate, it would be targeted again.

Progressive sent $54,000 to the DOI, $31,000 to vendors, and it contributed $10,000 to the former Commissioner's campaign in 1999.  

Cost avoidance/earnings credits:
The second set of title insurance settlements took place between January 2000 and March 2000 and involved the issue of cost avoidance.  

 Cost avoidance examinations focused on earnings credits.  A lawsuit was filed by the City Attorney of San Francisco against Old RepublicTitle.  The suit dealt with the definition of earnings credits and the correct application of California law to them.  This suit gave rise to examinations of other title companies.  The AG brought an action against the title companies on behalf of himself and the DOI.  When the settlement negotiations began, the DOI withdrew as a plaintiff but the AG remained a plaintiff.

The settlements had two general components: monetary payments and "support" of emergency regulations to clarify the manner in which earnings credits could used.  Title companies were presented with a settlement amount by Norris Clark, Chief of DOI’s Financial Surveillance Branch.  According to press accounts of Clark’s deposition,
 the former Commissioner participated in a November 8, 1999 meeting of DOI personnel.  Clark stated that the former Commissioner asked George Grays how much it would take to perform outreach.  Grays indicated that $4 million was required, but that $1 million was already available.  Clark stated that the former Commissioner then directed Clark to raise $3 million from the remaining settlements.  Press accounts also report that Clark simply worked backwards from the $3 million to apportion the amount due from each title insurer, based roughly on market share.  Clark was also reported to have told DOI staff that there was no basis for the total settlement amount, other than the amount required by the former Commissioner. 

Title insurance companies told committee staff that all title insurance companies had arrangements with banks to provide earnings credits.  Therefore, there was nothing to rebut in examinations because the issue was the status of the law as to earnings credits. 

Several title companies also told committee staff that they agreed to pay the amounts because it was less expensive to settle with the DOI, and it was more palatable to make a tax-deductible contribution than pay a fine.  Settlements were entered into with First American, Fidelity, Chicago, Old Republic and American.  Clark was in the process of negotiating with other companies when the investigation of the foundations began.  To date, the settlements remain in suspense.  

As a result of these settlements, TECEOC was to be funded with over $2.3 million

Fidelity paid $425, 000; Old Republic paid $334,267; Chicago paid $650,000 and American paid $85,000.  First American initially paid $840,000 but later stopped payment on the check.  Total costs paid to the DOI were $195,231. 

First American: According to Dufficy, the DOI had been aware of the earnings credits issue because it utilized them when acting as conservator for financially distressed title companies and, as such, the DOI had approved them.  He had had discussions up to October of 1999 with Clark about the use of earnings credits to lower consumer costs.  Clark indicated that the DOI was considering regulations to clarify the earnings credits issue.  He had no further communication with Clark until January of 2000, when Clark informed First American that he was sending proposed regulations and a settlement demand, and that the former Commissioner wanted the settlement completed and the money paid within 48 hours.  To date, Dufficy is unaware of the former Commissioner's reasons for wanting such an expedited settlement and payment and testified that he found the demand "rather bizarre." According to Dufficy, the DOI assured him that while it could not be an express provision of the settlement agreement, the DOI was going to “fire” the AG and dismiss the title companies from the DOI’s portion of the lawsuit.  

 Dufficy testified that there were no negotiations about the settlement amount even though prior to settlement, the DOI had hired the law firm of Rubenstein and Perry to perform an audit.  First American never saw the report and never received details for the $90,000 billing.  Dufficy was told that the DOI wanted to fund a foundation with a $3.5 million target amount.  He did not know how the DOI arrived at the settlement amount, but believed the DOI contacted about 20 title companies and applied a market share formula.

First American entered into the settlement agreement because it felt it had no choice. 

The DOI has “enormous” power and can file public accusations that cause severe disruption of business--it can suspend operations and pull a license, according to Dufficy.  On February 2, 2000, First American signed a settlement agreement for $840,000 to fund education outreach on title insurance issues “as the Commissioner shall direct."  In accordance with the DOI's February 17, 2000 letter of instruction, a check was made out on February 24, 2000 to the TECEOC, and sent to the DOI to the attention of Michael Kelley, Chief Deputy Commissioner.

The check was not properly endorsed and First American notified the bank which was unable to obtain proper endorsement.  A stop payment was issued and, despite a recent phone call from TECEOC requesting the funds, First American has not paid and is waiting to be certain the payment will be legal. 

Dufficy said it was “very troubling” that former Commissioner Quackenbush used the pendency of the AG’s lawsuit with the threat of huge damages to obtain a settlement.  

Fidelity: This settlement also took place during the time of Fidelity’s merger with Chicago.  Although Fidelity did not believe it owed money for the earnings credit issue, it was prepared to pay as a business decision in light of the pending merger.  According to Puzder, the DOI was “looking for a number” and presented a  $425,000 settlement demand.  There was no negotiation.  Fidelity does not know how the demand calculation was made.  According to Puzder, Fidelity was anxious to complete the settlement, and because the demand was within Fidelity’s settlement range given the costs of litigation, the value of the merger, cost of bad publicity, and the value of a good relationship with the regulator, it entered into the agreement on February 4, 2000.  Puzder testified that the foundation option allowed Fidelity to settle when it disagreed with paying penalties and it allowed Fidelity to pay money that would be tax deductible.  The DOI told Fidelity the money would be used to educate the public on title insurance issues.  Puzder testified that Fidelity was “astounded” when informed about the disposition of earthquake foundation money.  Fidelity wants the funds in TECEOC frozen. 

Chicago Title:  Chicago believed earnings credits were justified under the law and under prior DOI decisions.  In addition, when acting as conservator of title companies, the DOI, itself,  took earnings credits.  Prior DOI audits of title insurance companies would have addressed earnings credits, but there is no record that the DOI raised the issue or discussed violations with title insurers.  Chicago officials contend that the Old Republic case gave rise to the DOI's enforcement interest in earnings credits.  

The DOI's Norris Clark and Robert Hagedorn led the settlement negotiations with Chicago.  Like Fidelity, Chicago wanted to close the merger and was concerned the DOI would hold it up so it did not "fight too strenuously.”  Because the settlement amount was not characterized as a fine and was tax deductible, Chicago agreed to the amount, which it believed was going to consumer outreach. 

Old Republic: Following the lawsuit filed by the San Francisco City Attorney, the DOI began its investigation of Old Republic (OR).  The DOI retained private attorney Karl Rubenstein and his staff to conduct the audit, which took six months.  Rubenstein charged OR $892,000, a cost that OR contends was excessive.  OR officials also believe that the DOI transmitted its desired conclusion, that earnings credits are interest, to Rubenstein who then worked backwards to find errors to support that conclusion.

The DOI cancelled the earnings credits hearing which had been scheduled for May 1999 because OR submitted documentary evidence that former Commissioners Gillespie and Garamendi, and then-current Commissioner Quackenbush, through DOI attorney Hon Chan and others (e.g., Victoria Sidbury), had "blessed" the use of earnings credits.  In deposition testimony, Hon Chan indicated that in early 1997, he sent an e-mail to David Moon,  Deputy District Attorney in San Francisco.  The e-mail advised David Moon that there was nothing wrong with the use of earnings credits by the title companies and, in fact, the DOI had been collecting earnings credits itself.  

Notwithstanding the information gathered in the San Francisco lawsuit, the DOI made a verbal demand of "no less then seven figures.”  Negotiations lasted until March 2000 with Robert Hagedorn and Nancy Nu representing the DOI, with direction from Norris Clark and Ramon Calderon. 

According to OR, the DOI said that because of OR's size and because the DOI desperately wanted the earnings credits emergency regulations, the DOI would offer OR a better settlement deal than it had offered Fidelity and others.  OR's support of the emergency regulations was an "absolute" condition of the settlement.  The DOI also gave OR a total monetary settlement amount and directed the amounts to be paid to the DOI and to the non-profit corporation.  Michael Kelly directed payment to TECEOC. 

American: The Rubenstein and Perry law firm conducted an audit of American, which had been in the business about a year and a half.  Fidelity owns 29% of American and provides the majority of its management support.  American asked the law firm for audit billing details and received a “tongue lashing” from Karl Rubenstein who said he had been "deputized" by the DOI. American subsequently received a phone call from Clark telling American the amount that the DOI would be willing to settle.  American did not believe there was any basis for the settlement demand, but knew the legal fees and costs to fight would far exceed the demand.  There was no negotiation.  American did not question sending the money to a non-profit entity because it supported consumer education and believed the money would be sent to TECEOC. 

Gateway: Gateway was also audited by the law firm of Rubenstein and Perry.  According to Gateway officials, the law firm auditors were in its office for 20 minutes, demanded answers to questions and left a questionnaire that Gateway did not answer.  The law firm's bill to Gateway was $3,500 for development of the questionnaire and the visit.  Gateway complained to Al Betalico of the Los Angeles branch of the DOI.  Betalico, who had approved the invoice, ordered Gateway to pay the bill, noting that audit details were confidential.  Rubenstein and Perry began sending monthly bills without explanation and Gateway eventually quit paying them after January 1, 2000.  Finally, in the late Spring of 2000, the DOI sent a settlement demand for $4,500 in costs and $65,000 as a contribution to a non-profit.  Gateway has not responded as of  July 15, 200 and has had no further contact with the DOI. 






--------

Inconsistencies in Testimony

Several witnesses who testified before the committee appear to have given false or evasive answers.  Many were state employees or former state employees.  It is important for all witnesses to provide information to the Legislature that, to the best of their knowledge, is truthful.  A short recitation of some of the problem-plagued testimony follows. 

Chuck Quackenbush, former Insurance Commissioner:

It is beyond the scope of this report to fully document the discrepancies between the former Commissioner’s testimony before this committee and the facts of this case.  He claimed, for example, that he did not know how his campaign media buyer, Target Enterprises, received $732,000 from the American Bankers Life settlement in August 1998,
 and that he only found out that the money went to Target in May 2000.  However, he appeared in commercials paid for with these settlement funds during the final months of his bid to be re-elected Commissioner in 1998.  How could he not know how those commercials were paid for? American Banker’s Life reported to the committee that William Palmer, the former Commissioner's Chief Counsel at the time, directed money to Target.
  The committee was asked to believe that former Commissioner Quackenbush did not discuss this media buy with his Chief Counsel, a buy that was made with settlement funds during the former Commissioner's re-election campaign. 

The former Commissioner attempted to minimize his involvement with the Northridge settlement process.  He acknowledged giving his staff “guidelines” about the Northridge settlement process, but he also said that he did not remember ever discussing the creation of CRAF with Palmer.
 He stated that Palmer was carrying out the “general goals” of the DOI.
  CRAF ultimately received $12.2 million in settlement monies.  The committee was asked to believe that the former Commissioner did not know that this sum of money was being placed into a nonprofit, despite the fact that over $4 million was spent by the nonprofit on commercials featuring the former Commissioner.  


The former Commissioner attempted to distance himself from the Northridge settlement process.  For example, at one point he stated that he made no “cameo appearance” as part of a staged effort to help along settlement.
  He also said that while he had conversations with CEO’s of insurers all the time, he did not recall any specific conversations with CEOs about Northridge settlements, except for the CEO of 20th Century Insurance.
  Under repeated questioning from the Chair, he later acknowledged talking to the CEO of Farmer’s about the “heavy handed” negotiating tactics of the DOI.
  This testimony was far from informative.  Steve Weinstein, counsel for Farmers, later testified that it was Commissioner Quackenbush who initiated the conversation with the CEO of Farmer’s about the settlements.  Weinstein stated that the purpose of the call was to determine why Farmers was the last company to settle.
  


The former Commissioner denied directing any funds from CRAF to various community groups.
  However, testimony before this committee and the Assembly Insurance Committee demonstrates that the former Commissioner’s deputy, George Grays, directed funds to favored community groups, while denying funds to other applicants.  The former Commissioner also appeared before the Sacramento Urban League to accept credit for delivering a $500,000 contribution to the organization from funds paid by insurers to CRAF.  Despite the evidence that his deputy was approving donations of funds, and that he took credit for one of those donations, the committee was asked to believe that the former Commissioner had no role in directing funds to community groups. 


The former Commissioner denied knowing how his campaign consultants received money from nonprofits he established stating, “Well, those people that they (nonprofits) use happen to be some of the best in the state.  I’m sure they (the nonprofits) recognized their talents.  You’ll have to ask them.  I mean, you will have to ask them because I had nothing to do with that.”
  The committee was asked to believe that the former Commissioner did not direct millions of dollars to his campaign consultants. 

The former Commissioner stated that he had no knowledge of how Stoorza Communications managed to land a contract to set up CIEP.
  At the Assembly Insurance Committee the next day, a document developed by Stoorza was released to the public.  It clearly stated that the firm had developed plans that would enhance the political fortunes of the former Commissioner, and it was addressed to DOI executives George Grays and Michael Kelley.  The committee was asked to believe that the former Commissioner knew nothing about a public relations proposal to enhance his political future.

William Palmer, former Chief Counsel, Department of Insurance:

William Palmer appeared before the committee on May 23, 2000.  There were numerous instances in which Palmer’s statements were either evasive or his statements were later disputed by a number of other witnesses. 

For example, Palmer appears to have carefully chosen his words when he testified that he did not “prepare” blown up versions of press releases or news articles for use in the negotiations with Northridge insurers.
  Senator John Lewis later questioned Palmer on the same subject:  Were fake press releases used at negotiation meetings?
  In response to this broad inquiry Palmer replied more narrowly, stating that he had no recollection of whether it was press releases or doctored news stories that were used at a March 2, 1999 meeting that he attended.  However, he did not deny that one or the other were used. 

Palmer appears to have attempted to minimize his role in various settlement agreements. For example, the atmosphere of the Northridge settlement talks of March 2nd  has been criticized by some as heavy-handed.  Kevin Sullivan of Allstate Insurance Company testified that there were mock news articles at a March 2nd meeting with insurers.
  At the June 5th committee hearing, several insurers also testified that mock news reports were displayed.  The former Commissioner testified on June 5, 2000 that the DOI was trying to demonstrate that it “was serious” about settlement, and that press releases were typically used to illustrate that point.
  In explaining his own role in the settlements, Palmer testified that he was flying across the country on business on  March 2nd, although he did acknowledge that he may have suggested that mock press releases be used.
  

In another apparent attempt at minimization, Palmer responded carefully to questions from Senator Martha Escutia.  Specifically, Senator Escutia asked Palmer, “Were you involved, or was your department involved in drafting comments to the market conduct examinations?”   Palmer responded, “I don’t have any specific knowledge on that.  I would assume, just as probably you would assume.”
  At various points in his testimony he gave other examples of his involvement, such as phone calls with insurers.  He finally acknowledged that he had seen some of the market conduct examinations, including those of State Farm and 20th Century.
  Palmer was more involved than his own testimony revealed.  For example, Weinstein of Farmer’s Insurance, testifying before the committee on June 5th, testified that the final settlement with Farmer’s was based upon comments made by Palmer.
  Palmer did acknowledge that he had direct negotiations with State Farm.
 

Despite Palmer’s position as Chief Counsel, his statements about his attempts to settle the Northridge disputes over several years, his admission that he may have suggested presentation of mock press releases, and the fact that he incorporated CRAF, the committee was asked to believe that Palmer was not heavily involved in the Northridge settlement negotiations.

Palmer may have withheld crucial information about the rationale for DOI decisions. 

For example, Senator Lewis questioned Palmer about outreach commercials that were aired by the former Commissioner regarding the Holocaust in 1998.
  In his lengthy responses to Senator Lewis’ questions, Palmer explained the public policy reasons behind the commercials.  These commercials were aired in the months just prior to an election in which the former Commissioner was up for re-election.  Palmer directed funds to the company that bought ad time for these outreach commercials, an ad firm that was also orchestrating commercials for the former Commissioner’s campaign.
  Palmer failed to disclose his role in directing the funds. 

George Grays, former Deputy Insurance Commissioner:


Grays refused to testify before the committee without a grant of immunity from criminal prosecution. 

Michael Kelly, former Chief Deputy Insurance Commissioner:

In response to a question from Senator Lewis about who had decision-making power over CRAF,  and whether Grays had that type of authority,  Kelly testified before the committee that the “decision-making authority with any not-for-profit rests with the board and the directors.”
  Later, Kelly stated that he could not speak as to what CRAF did with its money since the “fiduciary responsibility rests with the board.”
  

Testimony from numerous witnesses, including those who received funds from CRAF as well as several board members,  demonstrate that  Grays made donation and purchasing decisions on behalf of CRAF while he served as a Deputy Insurance Commissioner.  As Chief Deputy Insurance Commissioner, Kelly was Grays’ immediate superior, and he was aware that Grays was making decisions for CRAF.  For example, Kelly flew to Southern California at the request of the former Commissioner to speak to a political consultant for the former Commissioner, who was also a vendor for CRAF, about the inappropriate decisions and demands being made by Grays on behalf of CRAF.

Kelly testified that Grays told Mark Lowder to move $1.25 million from First American Title Insurance Company to CRAF.
  Lowder was told that Kelly had approved the movement of funds, according to Kelly.  As explained elsewhere in this report, the money was used to buy television commercials featuring the former Commissioner. However,  Kelly did not disclose to the committee why he ordered the money sent to CRAF.

Given all of this evidence, it appears that Kelly may have withheld important information from the committee when responding to questions from committee members.  
Brian Soublet, former Chief Counsel, Department of Insurance:

At the June 5, 2000 hearing,  Brian Soublet first testified that he could not remember if administrative subpoenas were issued to Northridge insurers, demanding their presence on March 2 and 3, 1999,
 and he later testified that he did not believe that they were under subpoena.
   He promised to check his files.  In testimony later that day, insurers stated that they had received administrative subpoenas from the DOI.
  (Soublet later acknowledged in a letter to the committee that there were subpoenas; in fact, he had signed them.)

Senator Sher asked Soublet about how it was that Palmer came to establish CRAF.  He asked, in part, “And it was left solely, as far as you know, to Mr.Palmer to describe the purpose of the fund, and the procedures by which directors were named, is that right?”  Soublet responded, “I would say that the foundation was established by a law firm…”  He then went on to describe the establishment process.  He claimed not to have any “personal knowledge” of whether the client in the transaction was Palmer or the DOI.
  Soublet worked directly for  Palmer at the time that CRAF was incorporated, and took over from Palmer when Palmer resigned.  The committee was asked to believe that Soublet was not in a position to know a great deal about the establishment of CRAF. 

Mark Lowder, former Deputy Commissioner for Enforcement:


Mark Lowder’s testimony before the committee was not fully informative.  For example, Lowder indicated that he did not direct funds from the American Bankers Life settlement to Target Enterprises, that he would have to speculate about who did, and that he would hate to do so.
  He failed to offer the Legislature any assistance, even his speculation, about who had directed the payment.  Later evidence, provided by American Bankers Life, identified former Chief Counsel Bill Palmer as the employee that directed the money. 


With regard to the Northridge settlement negotiations on March 2 and 3, Lowder stated that he did not remember press releases being “thrown on the ground” during the settlement talks.
  He stated that his memory was not clear.
  To his credit, he acknowledged that there were mock-ups of newspaper articles.
   

Lowder acknowledged that he was in charge of the negotiation teams for the Northridge settlements.
  He also stated that the “bottom line common denominator” in all the Northridge claims settlement negotiations was the DOI’s desire to have the companies go back and review claims.
  

In making this assertion, Lowder failed to disclose to this committee any discussions that he may have had with his superiors about use of settlement funds for media buys or outreach.  Lowder almost certainly had these discussions because he acknowledged that he reviewed the settlements with the executive staff.
  The executive staff consists of the Commissioner, Chief Deputy, and the deputy commissioners.
  At such a high level in the DOI, the rationale for various elements of the settlements, including contributions to nonprofits, and money for media buys, would naturally have been examined.  Given his role in the Northridge settlements, and his position within the DOI, it is difficult to believe that Lowder disclosed to the committee all that he knew about the Northridge settlements when given the opportunity to speak to this committee.

David Langenbacher, former Deputy Commissioner, Consumer Services and Market Conduct


According to Leone Tiffany’s testimony before this committee, Langenbacher directed Leone Tiffany not to appear  before the Assembly Insurance Committee.
 In doing so,  Langenbacher testified that the DOI had acted in good faith when it presented witnesses to the Assembly.
  The DOI should investigate the accuracy of this assertion. 

In testimony before this committee, Langenbacher refused to explain how the DOI determined the settlement amount for each Northridge insurer, citing a “deliberative process” privilege.
  In withholding this information from the committee, Langenbacher failed to provide the Legislature with information that it needed to perform its constitutional duty of oversight. 

Conclusion


Interim Commissioner Clark Kelso recently remarked that the DOI had suffered from lax management for over a decade and that too much of the DOI’s decision making was based upon undocumented rules and informal practices. Former Insurance Commissioner Chuck Quackenbush exploited this lax and informal atmosphere to gain political advantage.  

While self-promotion by elected officials often poses a problem for the public interest, the unique characteristics of the job of IC, a regulator with jurisdiction over an $80 billion industry, led to abuses of power unprecedented in modern California history. By 1999, settlements were no longer based upon the rule of law, but rather upon the rule of expediency with the law serving as a cover story.  The former Commissioner’s authority was being wielded by a multitude of deputies, nearly all of whom were animated by political considerations rather than a concern for the public interest. 

This scandal was not a “Watergate” in its implications for a nation, but neither was it case of jaywalking.  The criticism of the DOI was also not a partisan witch-hunt or a carefully orchestrated “ambush,” as the former Commissioner claimed. Members from both political parties in the Legislature have been dismayed by the revelations, and criminal allegations have been made and investigations are ongoing.  Jaywalking is an impetuous act. The orchestrated extraction of millions from insurers to secure the political fortunes of the former Commissioner demanded planning, and a cunning sense of the possible in the face of enormous opportunity. 

Recommendations made within this report should be studied and implemented after careful debate.  In particular, the victims of the Northridge earthquake whose claims remain unresolved should be the beneficiaries of those funds allegedly raised in their interest.  The new IC should work closely with the Legislature to ensure that the deliberative process of the DOI is transparent, and that the Legislature is not thwarted in its attempt to conduct future oversight hearings. 

Finally, the Legislature should conduct hearings into issues that festered under the administration of the former IC.  Claims settlement and redlining in personal lines are two such public policy areas that deserve attention.  The new IC also has a unique opportunity in California  history to take a fresh look at these difficult issues, and to make proposals to the Legislature.  Both scandals and natural disasters strike rarely, yet the efficient operation of an insurance market is an essential element of a vital economy.  As part of the process of allowing the sunshine into the DOI, the Legislature should ensure that all Californians receive fair value for the insurance products that they buy, and an equal opportunity to participate in our burgeoning economy. 
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� Staff was unable to find evidence of suits filed against Fireman’s Fund or Farmers Home Mutual. 


� TECEOC was incorporated as a 501(c)(3) non-profit corporation on February 17, 2000.   This incorporator is listed as Margaret Brown, an employee of California Lenders' & Attorneys' Services, a local agent for service of process.   The President is Rhonda English, who testified that she was recruited by Michael Kelly of the DOI whom she has known professionally for fifteen or twenty years.   LeBoeuf and Lamb, attorneys for Fidelity, drafted the incorporation documents and the bylaws.   Ms.  English selected Bonnie Masters-Webber to serve as Secretary and Chief Financial Officer.   According to her testimony, the DOI told Ms.  English that the money was intended for consumer education regarding title insurance companies and products.   Ms.  English has not, to date, designed educational programs.    The funds are currently frozen. 


� San Jose Mercury News, July 18, 2000.   Although committee staff is quoted in this same press report, committee staff was not the source of the information.  
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