I.

EXECUTIVE SUMMARY

The Northridge earthquake that struck the Los Angeles area Jan. 17, 1994 left more in its wake than devastated businesses, homes and lives. Ultimately, the casualty list included the public trust between government and the people.

The most costly natural disaster in California history spawned a regulatory crisis. The earthquake’s aftermath tested the Department of Insurance’s ability to provide redress to policyholders who may have been harmed by illegal claims practices. It tested DOI’s resolve to appropriately punish any insurer that broke the law and re-victimized victims. More broadly, it measured DOI’s ability to act as enforcement agency that impartially regulates insurers and resolves policyholder complaints. Under the leadership of Commissioner Chuck Quackenbush, DOI failed to meet those challenges. 

Conclusions

From the Northridge rubble Mr. Quackenbush and his top deputies created an exploitive enforcement structure. The evidence demonstrates they:

· Subverted the regulatory process;

· Wielded the power of the state to bolster Commissioner Quackenbush’s political prospects and financially benefit his political associates and friends;

· Failed to provide adequate redress for some earthquake victims;

· Short-circuited procedures, evaded legislative oversight and exceeded enforcement authority;

· Misspent money extracted from insurers and diverted from state coffers; 

· And, when the practices came to light, engaged in a cover-up in an effort to mislead the public and avoid responsibility for their actions.

In the process, DOI abrogated its statutory duty and broke faith with the public.

The findings are virtually inescapable given the evidence amassed by the Assembly Committee on Insurance as it conducted oversight hearings into DOI’s enforcement practices and priorities. Support for the conclusions can be found in five days of testimony by 42 witnesses, interviews with other key sources, and thousands of pages of documents obtained by the committee.

On June 28, 2000, on the eve of his scheduled appearance before the committee at its last day of scheduled hearings, Commissioner Quackenbush resigned, effective July 10. On July 5, Mr. Quackenbush named law professor J. Clark Kelso as Chief Deputy Commissioner. Mr. Kelso became the acting Insurance Commissioner July 10, and quickly requested and accepted the resignations of six senior DOI officials. Gov. Gray Davis on July 31 appointed retired appellate court justice Harry W. Low as the new Insurance Commissioner.

Summary of Recommendations

Although DOI’s failures should be placed squarely on Mr. Quackenbush's doorstep, steps can be taken to protect against such incidents happening again. These reforms should:

· Insulate DOI’s regulatory and enforcement processes from political influences.

· Prohibit or restrict the use of public education, or “outreach,” funds obtained through regulatory powers to politically benefit elected officials.

· Review the Market Conduct Examination process to ensure accountability to consumers, and equitable, consistent treatment of policyholder complaints and insurers.

· Require that all money obtained from insurers through enforcement actions be deposited in the General Fund, or otherwise be subject to fiscal control and oversight by the Legislature and Governor.

· Place statutory limits on how settlement funds can be used.

· Increase public access to final settlement documents.

· Improve the Legislature's access to DOI documents.

· Survey and, if necessary, strengthen protections for whistleblowers who lawfully report corruption, misconduct and malfeasance in state government.

Synopsis

The Direct Payment Strategy

The improper and possibly unlawful enterprise run out of DOI after Northridge developed in the spring of 1999. Senior DOI officials started began laying the groundwork, however, two years earlier.

In 1997, DOI settled enforcement actions against title, credit and life insurers. The agreements required the companies to provide money for consumer “outreach” and education on insurance issues. They gave the Commissioner or DOI discretion over how to spend the funds. In some cases, the agreements specifically stated the money would go to vendors selected by DOI. None of the money went into the state General Fund, which is the case with fines. This unusual settlement practice deliberately eliminated the Legislature and Governor from the decision-making process, and preempted their fiscal oversight role.

The practice continued in 1998, when DOI structured another series of settlements that provided funds for outreach and education. Again, Mr. Quackenbush and DOI exercised total control over the money.
The 1997 and 1998 enforcement actions yielded roughly $3.2 million, including $2.5 million in outreach payments and $688,312 in fines.

The committee received evidence that DOI Chief Counsel William Palmer, Chief Deputy Commissioner Michael Kelley, and possibly other top officials, decided which vendors received money from the 1997 and 1998 settlements. Also playing a central role was Joe Shumate, senior political advisor to Mr. Quackenbush since 1986. The bulk of the funds went to members of Mr. Quackenbush’s campaign team, and to friends of Mr. Palmer and Mr. Kelley. 

For example, Target Enterprises, whose president is David Bienstock, received $1.94 million. Mr. Bienstock’s firm purchased media time for Mr. Quackenbush’s 1994 and 1998 campaigns. The California Alliance for Consumer Education, headed by Linda Smith-Gaston, a longtime personal friend of Mr. Kelley’s, received $45,000. And Chetwood Productions, whose president, Tim McNeil, was a college classmate of Mr. Palmer’s and provided Mr. Palmer a home loan, received $56,000. All these transactions were made without competitive bidding.

The bulk of the outreach funds bought television commercials that featured Mr. Quackenbush. The topics of the advertisements included earthquake, Holocaust and credit insurance. The spots were conceived with the principal objective of increasing Mr. Quackenbush’s visibility among voters. The Holocaust insurance advertisements, for example, ran Aug. 24-Sept. 4, 1998, during Mr. Quackenbush’s campaign for reelection as Commissioner.

While this enforcement strategy brought the Commissioner political benefits, it also carried a political price. Key legislators strongly criticized the use of settlement money to fund an advertising campaign that seemed to have as its primary objective media exposure for the Commissioner, not public education. But Mr. Quackenbush and his top deputies did not turn back. They were determined to avoid legislative control over enforcement moneys. Their task was to reduce the political risk associated with that approach.

The Foundation Strategy

The blueprint arrived in February 1999. That is when the public relations firm now called Stoorza Communications submitted an outreach proposal to the Commissioner. The so-called “Stoorza Memo” detailed how DOI could bypass normal governmental controls and accountability by diverting the enforcement income to nonprofit foundations. The foundations, and the money, still would be controlled by DOI. The funds eventually would be redirected to media campaigns and community-based efforts designed to strengthen Mr. Quackenbush’s standing.

In the process, as the Stoorza Communications proposal asserted, Mr. Quackenbush could transform political liabilities into assets. As Speaker pro Tem Fred Keeley observed, the effect would be a “perpetual campaign” for Mr. Quackenbush, funded not by campaign contributions but by regulatory and enforcement actions against insurers.

The Stoorza Communications officials who drafted the plan, Mitch Zak and Jeff Randle, said the proposal reflected ideas they received from Deputy Commissioner George Grays. Mr. Palmer seemed to confirm the statements by Mr. Zak and Mr. Randle when he testified that the proposal contained concepts DOI officials had been mulling for five years.

Regardless of the plan’s origin, the record demonstrates its implementation primarily was the work of three men: Mr. Palmer, Mr. Grays and Mr. Shumate. The committee also has received credible information that, when the plan began to unravel in Spring 2000, the participants relied on Mr. Shumate to launch counterattacks and damage control.

The Northridge Settlements

Within weeks of receiving the “Stoorza Memo,” DOI embarked on a settlement strategy with major Northridge insurers that faithfully followed the plan. Mr. Palmer spearheaded the new approach.

In early March 1999, six carriers received administrative subpoenas to appear at DOI. The DOI had been conducting market conduct examinations (MCEs) on four of the insurers -- State Farm, Allstate, 21st Century and Farmer’s Home Group -- to determine whether, and to what extent, they had engaged in unlawful claims practices following the earthquake. Two of the insurers, Fireman’s Fund and Farmers, had not been the subject of MCEs.

Despite their different circumstances, DOI officials treated all six insurers the same at the March 1999 settlement sessions. They threatened the insurers with extremely negative publicity and billions of dollars in fines.  They confronted the insurers with fake news stories. They lined the room with empty cardboard boxes to make it appear DOI possessed massive documentation and was ready to take the cases to court.

Ultimately, however, DOI settled quickly. DOI staff lawyers had recommended a fine of $119 million for State Farm alone. Under the agreements, however, the six Northridge companies paid a total of $12.512 million. The DOI also agreed not to conduct MCEs on Fireman’s Fund and Farmers, and the other four exams were aborted. Leone Tiffany, former chief of DOI’s MCE bureau, revealed the Northridge exams were the only four not completed out of more than 100 filed in 1997-98.

Of the $12.512 million paid by insurers under the Northridge settlements, $100,000 represented a fine, which was paid by 21st Century.

The Foundations and Vendors

The rest of the funds, $12.407 million, went to two nonprofit foundations. In fact, the only element common to all six settlements was a requirement to contribute a substantial sum of money to a foundation to be determined by the Commissioner. Under those provisions, the California Insurance Education Project (CIEP) received $1 million from Farmers. The remaining $11.407 million went to the California Research and Assistance Fund (CRAF). It was CRAF, incorporated by Mr. Palmer, which became the vehicle for carrying out the Stoorza plan.

On paper and under the law, CRAF was supposed to be independent of DOI and Mr. Quackenbush. The reality appears to have been far different. The only three board members were friends or acquaintances of DOI officials. The directors seem to have acted as figureheads. Evidence presented to the committee suggested they exerted no real direction or control over the organization or its funds. They had no role in negotiating contracts or approving services provided under those contracts. In some cases, they didn’t even see the agreements until well after the payments had been made.

A large body of evidence strongly indicates Mr. Grays actually controlled and ran CRAF, frequently from his DOI office next to the Commissioner’s. And the record suggests Mr. Grays had assistance in running CRAF from Mr. Shumate.

Mr. Shumate and DOI officials ensured CRAF’s money was sent in one of three general directions: to Mr. Quackenbush’s political associates, including Mr. Shumate; to community organizations, foundations and charities; and to personal friends.

CRAF spent $3 million for earthquake preparedness television spots featuring Mr. Quackenbush. Veteran members of Mr. Quackenbush’s campaign team received a combined $450,000 from that project: Target Enterprises, Mr. Shumate’s firm, Joe Shumate & Associates, and Sipple Strategic Communications, headed by Don Sipple. More CRAF funds were spent to produce public service announcements (PSA) that featured Mr. Quackenbush and Los Angeles Laker Shaquille O’Neal. Strategi LLC, whose president, Elise Kim, had known Mr. Grays since 1994, received some $854,000 for those PSAs and other video products.

CRAF expended another $375,000 on a “research” program that produced a poll containing political questions. The survey originally assessed attitudes about insurance in communities traditionally underserved by the industry. Ultimately it included not only those inquiries, but a host of straight-out political questions. One asked respondents their views on the job performance of Mr. Quackenbush and other statewide elected officials.

Mr. Shumate’s company received $100,000 from the polling project. Public Strategies, Inc. also received $100,000 for its work on the program, called Protection, Advice and Coverage for Everyone (PACE). Public Strategies’ managing director, Marty Wilson, worked with Mr. Shumate and Mr. Grays in former Gov. Wilson’s administration. Jonathan Wilcox, who worked as a consultant on Mr. Quackenbush’s 1998 campaign, served as Public Strategies’ point man on PACE.

All of CRAF’s funds were spent without competitive bidding, sole-source justification or any typical governmental controls or accountability measures. Much of the money was paid without written contracts, invoices or any paper trail.

Most of the well-established charities and foundations that were the beneficiaries of CRAF’s largesse did not ask for the funds, did not promise anything of value in return and did not in any other way act in an untoward manner. Some of the personal friends and political consultants who received this money, however, appear to have received large amounts of money without performing services or producing meaningful work product. Others received amounts out of all proportion to the work that they performed.  One of the vendors who received money from CRAF, Mr. Bienstock, has called some of the costs excessive. Experts hired by the Attorney General further support these conclusions.

Testimony before the committee suggested some CRAF money may have been dispensed through forged checks. Evidence also indicated foundation board members may have signed blank checks that were later filled in by a DOI official.

Beyond the propriety and legality of CRAF’s activities, there also is debate about the lawfulness of the foundations themselves. DOI lawyers contended the settlement provisions requiring payment to the nonprofits were legal. But they balked at producing a written legal analysis.

The Legislative Counsel, in two opinions issued April 26 and May 1, 2000, concluded the Insurance Commissioner does not have legal authority to require, or stipulate, that insurers contribute to foundations. The office reasoned the contributions do not constitute a “sanction,” as defined by the state law that governs administrative proceedings.

The Attorney General issued a separate opinion July 25, 2000. The Attorney General found the Commissioner can include as a settlement term a requirement to donate to a private, charitable foundation. But the foundation must support activities related to the regulatory enforcement responsibilities undertaken by DOI in the proceeding, the Attorney General concluded. The opinion did not flatly assert the Northridge settlements failed to meet that test, but it implied such was the case.

DOI’s Explanation v. The Record

When the activities described above came under scrutiny by the Legislature, Fair Political Practices Commission and Attorney General, Mr. Quackenbush’s top management staff came together around a dramatically different story. The DOI executive staff said the handling of the six Northridge settlements represented, at most, a mild departure from business as usual. They insisted the top priority in reaching the agreements was forcing the companies to review their earthquake claims. They downplayed any concern about getting contributions to the foundations.

The DOI’s version of events further suggested the Northridge settlements were propelled by a strong desire to end the investigations and move forward. Mr. Quackenbush and DOI officials contended that, while mistakes were made, the money sent to the foundations generally was handled appropriately. They argued the funds benefited the public in a manner consistent with DOI’s statutory purpose. At the same time, DOI officials asserted that, with the exception of two “rogue” deputy commissioners, notably Mr. Grays and Mr. Palmer, the top management staff and the Commissioner had little or no knowledge about the foundations, their procedures, their disbursement decisions or the manner in which the recipients of the money were chosen or monitored.

The DOI’s story, however, conflicts with the record developed by the committee.

If DOI officials felt pressure to end the four, long-pending Northridge investigations, they would seem to have little or no reason to subpoena two additional insurers that had not been under examination. If, however, DOI’s motivation was to generate as much income as possible for the nonprofit foundations, then settling with six carriers instead of four made sense.

Similarly, DOI’s explanation that it had to forgo fines, restitution or other sanctions because of an overriding priority on claims review, does not pass muster. Facts established by the committee and others, as well as the documentary evidence, show otherwise.

First, MCE resolutions frequently include a requirement to review claims, without the need for negotiations or specific provisions in a settlement agreement. Second, two of the Northridge agreements did not require claims review: Allstate’s and 21st Century’s. Third, DOI agreed to insurer-suggested restrictions that resulted in only a small portion of claims being reviewed, and a small amount of additional money being paid to policyholders. For example, State Farm had 117,000 total Northridge claims and paid $3.5 billion to policyholders. After its settlement, it sent claims-review letters to 34,000 homeowners, and reviewed 1,400 claims. The firm paid out an additional $3 million as a result of the reviews. Such numbers challenge the notion that claims review was DOI’s primary objective.

Fourth, DOI endorsed settlement provisions may have undercut claims review. For example, a condition in Farmers’ agreement stripped policyholders of their right to go to court if they participated in a claims review survey. While Farmers did not implement the provision, it did stress in a letter to customers that the survey did not re-open their claims. In State Farm’s settlement, Mr. Quackenbush stipulated the insurer acted in good faith in responding to Northridge claims. Such a statement could be used by an insurer as a defense in litigation..

All these provisions seem diametrically opposed to DOI’s purported desire to achieve claims review. But they support the hypothesis that DOI would provide unusual incentives in the settlements, in return for the insurers’ agreement to contribute substantial sums of money to what they believed at the time would be nonprofit foundations established to support earthquake-related subjects.

Mr. Quackenbush’s Involvement

The facts also contradict the contention of the Commissioner and top DOI officials that they knew little or nothing about the foundations and the disbursement of money.

When Mr. Quackenbush addressed the Sacramento Urban League, he took personal credit for the $500,000 donation the League received from CRAF. Mr. Bienstock told the committee that, on two different occasions in the fall of 1999, he advised Mr. Quackenbush that Mr. Grays was "out of control" and treating Target Enterprises in an “unconscionable” manner. He also warned the Commissioner that some of the foundation’s money was being grossly mishandled. Mr. Kelley, at Mr. Quackenbush’s direction, flew to Los Angeles and spent part of a day trying to mediate the dispute between Mr. Grays and Mr. Bienstock. Mr. Kelley also directed the flow of money from the insurers to the nonprofit foundations.

There is more evidence to counter Mr. Quackenbush’s claims of ignorance about CRAF. E-mails uncovered by the committee show that, contrary to Mr. Quackenbush’s legislative testimony, he reviewed scripts for CRAF’s earthquake preparedness commercials before they were filmed. Other documents indicate it is likely Mr. Quackenbush met with Mr. Shumate during the planning stages of the PACE project.

There seems little doubt Mr. Quackenbush knew Mr. Grays was running CRAF. Additionally, the evidence strongly suggests other DOI officials also were well aware. Mr. Quackenbush himself testified he once asked Mr. Kelley to talk to Mr. Grays about the potential problems with CRAF’s operations. Mr. Grays basically told Mr. Kelley, his superior, that CRAF was none of his business.

Earthquake Research

Another major facet of DOI’s’ story that does not conform to the facts relates to earthquake research. Two Northridge settlement agreements -- State Farm’s and Allstate’s – made clear the donations to the foundations would be used in part for such research. The agreements detailed the types of research envisioned by the settlement. While research proposals were presented to CRAF through Mr. Grays, not one dollar has been spent to date, from any of the settlement funds, on earthquake studies.

For example, John Osteraas, a Stanford Ph.D. in earthquake research methodology, and expert on damage assessment and engineering, was referred to DOI to seek funding for a comprehensive research proposal. He met with Mr. Grays, who controlled the millions of dollars spent by CRAF. Mr. Grays gave the proposal a good reception but told Mr. Osteraas DOI had no way to fund the project. Mr. Grays suggested Mr. Osteraas contact UCLA or Cal Tech about possible financing.
A Legal Conundrum

The research issue highlights a logical inconsistency that eluded both Commissioner Quackenbush and his executive staff. They testified repeatedly they didn’t know what was happening with the foundations. What is more, they said, it would have been improper to even inquire, because the foundations were independent organizations. DOI officials depicted themselves as powerless to influence the foundations and how they spent their money. So, for example, they could not have forced CRAF to fund earthquake research.

But the Northridge settlements were binding legal documents. How could DOI officials sign contracts providing money to foundations over which they had no control? Why would Mr. Quackenbush sign binding agreements on behalf of the State of California if the state could not perform its contractual obligations?

The Title Company Settlements

Testimony revealed Mr. Quackenbush, at a Nov. 8, 1999 executive staff meeting, said he needed $4 million for a media buy, or words to that effect. He then assigned Deputy Commissioner Norris Clark to figure out how to obtain the required money from settlements of enforcement actions against title insurers. The DOI already had secured $1.25 million from one insurer. So, Mr. Clark computed the pro rata amount the 20 largest title companies in California would need to contribute to raise $3 million. Each firm’s figure had nothing to do with the level of their alleged misconduct. It was based solely on the amount necessary to meet the Commissioner’s media-buy goal.


In the end, the title company settlements produced $3.24 million in “outreach” money.

Victim Restitution

While millions of dollars were drawn from Northridge insurers ostensibly because of their claims practices, none of the money has reached policyholders in the Los Angeles area. Clearly, victim restitution was not a DOI priority. The supporting evidence is strong.

CRAF’s $6 million restitution fund, financed entirely by a contribution from 21st Century, never has become operational. The DOI allowed the company to keep the money for more than one year, earning interest for the insurer, rather than earthquake victims. Neither CRAF nor DOI officials gave the fund’s third-party administrator, Ms. Smith-Gaston, meaningful feedback after she submitted her proposal to distribute the $6 million. Meanwhile, two experts retained by the Attorney General found her plan wholly inadequate. Further, she testified that, even if she received the go-ahead to launch her plan, it would take three months from the date of that approval to get the first check to a victim. That is far from the “few short weeks” cited by Mr. Quackenbush in his April 27 testimony before the committee.

Mr. Kelley facilitated CRAF’s hiring of Ms. Smith-Gaston, his personal friend. Her contract paid her $8,000 per month. But, based on testimony before the committee, her qualifications to run the restitution fund were lacking.

Mr. Quackenbush testified before this committee, and the Senate Insurance Committee, that the foundations were needed to engage in serious restitution efforts. He claimed that, without the foundations, any money received from insurers would go to the state General Fund and be unavailable for restitution. But testimony by Cynthia Ossias, an attorney in the DOI Enforcement Bureau, cast doubt on that argument. She told the committee she structured a settlement in 1995 under which an insurer contributed to a restricted fund within DOI that was then administered as a restitution fund. Ms. Ossias said the settlement device worked well.
Conclusion

The enforcement actions scrutinized by the committee encompassed a total of 25 settlements from August 1997 through March 2000. Under those agreements, insurers paid $19,073,472 to private entities – either foundations or vendors – and not the state General Fund.

Mr. Quackenbush and his senior aides used that money to benefit the Commissioner and his associates, not the public. The evidence suggests DOI, starting in 1999, used its enforcement powers to force insurers to contribute to slush funds disguised as nonprofit foundations. The DOI, working with a group of longtime associates and consultants, then used the foundations to serve the Commissioner’s political agenda and financially benefit personal friends of top DOI officials. In the pursuit of these objectives, the needs of California consumers and representations made in agreements with insurers largely were ignored. And as Mr. Quackenbush and DOI officials evaded proper governmental oversight, the interests of some Northridge earthquake victims may have been abandoned.

II.

BACKGROUND

THE DEPARTMENT OF INSURANCE

Responsibilities

Each year Californians pay over $65 billion in premiums for life, auto, homeowners, workers' compensation and other insurance coverage. In contrast to other industries that do business across state lines, insurance is regulated by states, rather than the federal government. 

In California, regulatory responsibility rests with the Department of Insurance (DOI), organized in 1868. Authorization for DOI is found in section 12906 of the 800-page Insurance Code. Sections 12919 through 12937 set forth the Insurance Commissioner's powers and duties. The DOI’s regulations are established in Chapter 5, Title 10 of the California Code of Regulations (CCR).

The DOI’s responsibilities include:

· Licensing agents and brokers;

· Admitting companies to sell insurance products in the state;

· Collecting the more than 175 different fees levied on insurance producers and companies;

· Ensuring solvency by triennially auditing all domestic insurance companies and by selectively participating in audits of other companies licensed in California but organized in another state or foreign country; 

· Taking receivership of insurance companies facing financial insolvency or other significant difficulties;
· Ruling on insurers’ applications for security permits and other types of formal authorizations;
· Reviewing and approving tens of thousands of insurance policies and related forms, principally related to accident and health, workers' compensation and group life insurance; 

· Issuing advisory rates for workers' compensation insurance;
· Approving rates for property-casualty and commercial insurance under Proposition 103 and regulating other insurers’ compliance with general rating law; and

· Enforcing laws and regulations prohibiting unfair practices by insurers.

Enforcement, Consumer Services and Fraud Organization

To meet its obligations DOI has over 1,100 employees. It has offices in Los Angeles, Sacramento, San Francisco and San Diego. The key units that handle unfair claims practices complaints include the Enforcement, Legal, and Consumer Services and Market Conduct branches. The Consumer Services office operates DOI’s toll-free complaint line. That branch investigates and resolves consumer complaints that allege violations of statutory, regulatory or contractual provisions by insurers, agents or brokers.   

The DOI proposes legislative or regulatory reforms in an effort to provide protection for consumers. It also tracks trends in Insurance Code violations and cooperates with law enforcement to bring compliance actions. 

The statutory regime also empowers the Commissioner to hold hearings to determine whether brokers or carriers have violated state law. The Commissioner can order an insurer to stop doing business within the state. The Commissioner may not, however, force a carrier to pay a claim. When the Commissioner finds an insurer has violated legal provisions regarding a particular claim, DOI must seek a court order to provide the consumer relief. The DOI attempts to first resolve a dispute by acting as an intermediary between consumers and insurers.
Cases that cannot be resolved by the Consumer Services Division are transferred to the Compliance Bureau within the Legal Division. The Legal Division can file formal charges against a licensee and take appropriate disciplinary action, including “cease and desist” orders, fines and license revocation.

The Fraud Division (originally the Bureau of Fraudulent Claims) was established in 1979 to investigate and prosecute insurance fraud. The division currently operates three separate fraud programs: automobile, workers' compensation and special operations. The latter includes property, health, life and disability insurance.
Proposition 103 and the Elected Commissioner

Until 1988, the Insurance Commissioner was appointed by the Governor. Critics, contending the office lacked the necessary power -- and accountability to the public -- to adequately regulate the industry and protect consumers, won voter approval of Proposition 103 in November 1988.

Under the initiative, the office of Insurance Commissioner became an elected position. The first elected Commissioner was Democrat John Garamendi, who held office from 1991 to 1995. Chuck Quackenbush, a Republican, won election in 1994 and 1998.

The initiative also dramatically altered and toughened the regulation of property-casualty and commercial insurance in California. The Commissioner now must give prior approval to all rate changes. If rate changes exceed a specific amount, public hearings are held.

Top Management Staff

The Commissioner's top manager is the Chief Deputy Commissioner, who is responsible for the overall administration of DOI. All other DOI staff report to the Chief Deputy, either directly or through the chain of command.

Executive staff includes the Chief Deputy, General Counsel, and the deputy commissioners in charge of Consumer Services and Market Conduct, Fraud, Enforcement, Financial Surveillance, External Affairs, Policy and Research, and Strategic Planning and Communications.
William Palmer: Mr. Palmer was acting Chief of Staff during the negotiations with Northridge earthquake insurers. He was the driving force behind the strategy employed during those negotiations.
Mr. Palmer met Mr. Quackenbush in 1994 while Mr. Quackenbush still served in the Assembly. He subsequently provided Mr. Quackenbush ideas regarding insurance policy during Mr. Quackenbush’s first campaign for Commissioner (RT 573). Upon his victory, Commissioner Quackenbush gave Mr. Palmer a choice of a number of different positions. Mr. Palmer said the only job he would consider would be General Counsel. (RT 576).   

Mr. Quackenbush appointed Mr. Palmer as his first General Counsel in January 1995. Mr. Palmer resigned as General Counsel on March 31, 1998 and was named Chief Executive Officer of the Conservation and Liquidation Office (CLO). According to a July 24, 1999 Los Angeles Times report, Mr. Palmer’s salary was $200,000 a year.  

In January 1999, following David Knowles’ resignation, Mr. Quackenbush appointed Mr. Palmer acting Chief of Staff. Mr. Palmer held that position simultaneously with his post as chief of the CLO (as well as personal counsel to the Commissioner) until he resigned from DOI on July 23, 1999. With Mr. Quackenbush’s knowledge and consent, Mr. Palmer also maintained a private law practice while employed in his three DOI capacities.

In one of Mr. Palmer’s private endeavors he represented minority shareholders involved in a lawsuit against Berkshire-Hathaway -- the parent company of Geico Insurance, Cypress and Berkshire-Hathaway Life Insurance. At the time he resigned from DOI, Mr. Palmer was facing troubling allegations that he used his position to gain advantage for his private clients (Los Angeles Times, July 24, 1999). Mr. Palmer vehemently denied any improprieties both at the time of his resignation and in his testimony before the Senate Insurance Committee.

Mr. Palmer’s other private interests reportedly included representing Holocaust survivors. If true, this also raises questions about possible conflicts of interest. It is well documented Mr. Palmer was the Commissioner’s special deputy in charge of Holocaust matters. He represented DOI as part of a U.S. delegation to a June 10, 1998 meeting of United States and European insurers and regulators in London (see The Recorder, June 9, 1998; Financial Times (London) June 11, 1998).

The committee inquired about the extent of Mr. Palmer’s contacts with Mr. Quackenbush during Mr. Palmer’s tenure at DOI. Mr. Palmer said he initially reported to the Commissioner through the Chief Deputy, and that he did not have daily contact with Mr. Quackenbush during his first two or three years at DOI. He said his contacts with Mr. Quackenbush increased after taking over the CLO in 1998. On the other hand, Mr. Palmer also testified that as General Counsel he "felt at the hub" of DOI, in contrast to the CLO, which he described as a different setting.

Mr. Palmer testified his contacts with the Commissioner increased to one or two conversations a day after he became acting Chief of Staff (RT 578-581).
Michael Kelley: Mr. Kelley is a career state civil servant. He began his government career as a student intern and worked his way up to executive management positions. Mr. Kelly was Director of Consumer Affairs in former Gov. George Deukmejian’s administration. Mr. Kelley joined the DOI early in the Quackenbush administration as Deputy Commissioner for Administration. After Mr. Palmer's resignation, Mr. Kelley was appointed Chief Deputy Commissioner July 27, 1999. Mr. Kelley’s testimony was important because he played a prominent role in the activities of two foundations funded with the Northridge settlement money. He also helped direct the flow of funds from earlier settlements.
George Grays: The committee sought testimony from Mr. Grays regarding the management, funding and operation of the California Research and Assistance Fund (CRAF). CRAF was funded by insurance-company “contributions” required under the Northridge settlements. When Mr. Grays appeared before the committee June 26, 2000, he invoked his Fifth Amendment privilege against self-incrimination.
Commissioner Quackenbush appointed Mr. Grays Deputy Commissioner for External Affairs in 1999. Mr. Grays managed Mr. Quackenbush's 1998 reelection campaign. In an interview with committee staff, Rex Frazier, former aide to Mr. Quackenbush, described Mr. Grays as a "gatekeeper -- the person one needed to see for access to the Commissioner's time.” Based on testimony, interviews, court papers filed by the Attorney General and other documents, it is clear Mr. Grays had a high degree of control over CRAF activities, including funding decisions. Mr. Grays resigned April 13, 2000.

Brian Soublet: The committee called Mr. Soublet to testify in his role as General Counsel and as an executive staff member. The committee wanted his answers to questions about the settlements and the foundations, specifically on the matter of DOI’s authority to set up foundations. Mr. Soublet has been an attorney employed by the Legal Division since 1992. He was promoted to General Counsel when Mr. Palmer took over the CLO in 1998. As General Counsel, Mr. Soublet theoretically oversaw all settlements after Mr. Palmer’s promotion. 
David Langenbacher: As signatory to three of the six Northridge settlements and chief of the Consumer Services and Market Conduct Branch, the committee sought Mr. Langenbacher's testimony on the agreements and DOI’s investigation into the claims practices of four of the six settling insurers. Mr. Langenbacher has been with DOI since 1986 and has a background in the insurance industry.

Mark Lowder: The committee sought Mr. Lowder’s testimony because he signed two of the Northridge settlements and served as chief of enforcement at the time. He has been in state service for 17 years and previously worked at the Employment Development Department.  After appearing and testifying as part of the Commissioner’s team April 27, 2000, Mr. Lowder in a subsequent appearance before the committee invoked his Fifth Amendment privilege against self-incrimination when subpoenaed to testify under oath.

Norris Clark: Mr. Clark was a prominent figure in settlements DOI reached with title insurers after the Northridge agreements.  He developed the formula that determined how much each insurer needed to pay to comply with Mr. Quackenbush’s order to come up with $4 million for television “outreach” commercials featuring the Commissioner. The committee was prepared to have Mr. Clark testify June 29, 2000 about his role and Mr. Quackenbush’s directive. The hearing, however, was cancelled after Mr. Quackenbush resigned June 28.
Mr. Clark has been chief of the Financial Surveillance Branch since August 1991. That branch is responsible for almost all aspects of insurer financial monitoring within DOI. Mr. Clark has been with DOI since 1973. He enjoys a reputation as a leader in his field.
Steve Suchil: Mr. Suchil, as Deputy Commissioner for Policy and Research, was subpoened to testify about his knowledge of the enforcement and settlement practices scrutinized by the committee. The committee concluded, however, that Mr. Suchil had no role in planning or executing the settlements, and that he had no contemporaneous knowledge of the improprieties.  

Dan Edwards: When called to testify, Mr. Edwards served as Deputy Commissioner for Strategic Planning and Communications. The committee asked him about his discussions with Mr. Quackenbush regarding the Northridge settlements. While he downplayed his own role and knowledge, documents obtained by the committee indicate Mr. Edwards was involved in planning one “outreach” project funded by CRAF. That project ultimately included only focus groups and a poll with political questions.   

THE ASSEMBLY COMMITTEE ON INSURANCE

Hearings

On March 24, 2000, the committee sent a letter to the department announcing the intention to hold oversight hearings on the Northridge earthquake settlements. The initial hearing was held April 27, 2000.

The committee subsequently held three days of hearings June 6-8.  Additional hearings then were set for Monday, June 26, and Thursday, June 29. The Thursday hearing was cancelled in the wake of Mr. Quackenbush’s resignation.

Committee Members and Staff

The Assembly Committee on Insurance, at the time of these hearings, consisted of 15 members:

· Chairman:  The Honorable Jack Scott

· Vice Chair:  The Honorable Ken Maddox

· Members:  Tom Calderon, Dave Cox, John Dutra, Martin Gallegos, Brett Granlund, Sally Havice, Fred Keeley, Tom McClintock, Rico Oller, Darrell Steinberg, Tony Strickland, Carl Washington, and Howard Wayne.

· Mr. Keeley, who is Speaker pro Tem, also served as the Speaker’s representative on a wide range of matters associated with the committee’s hearings.

The core staff for this inquiry totaled 17. However, many other staff contributed to this report and worked on specific assignments related to the hearings, particularly in the offices of the members most directly involved in the hearings. The core staff included:

· Beverly Hunter, Chief Consultant to Insurance Committee

· Duncan McFetridge, Consultant to Insurance Committee

· Kevin Hanley, Minority Consultant to Insurance Committee

· Kevin Bassett, Mr. Cox's staff

· Tom Dresslar, Speaker’s Office of Oversight 

· Harry Ermoian, Mr. Keeley’s staff 

· Gail Evans, Mr. Scott’s staff 

· Frances Fort, Mr. Steinberg’s staff

· Bob Haueter, Mr. Baugh's staff

· Eugene Illovsky, Special Minority Counsel (on contract)

· Matt Jacobs, Special Counsel to the Committee (on contract)

· Matt MacDonald, Documents Manager (on contract)

· Michael Paiva, Mr. Keeley’s staff

· Jeffrey Schwartz, Consultant (on contract)

· Gabriel Vivas, Speaker’s Office of Oversight 

· Jennifer Walsh, Mr. Calderon’s staff

· Richard Zeiger, Speaker’s Office of Majority Services

THE INQUIRY

Methodology


Most of the committee’s work was done by a large group of people working in concert. Most decision-making was by consensus. On the Democratic side, staff met frequently with Mr. Scott, Mr. Calderon, Mr. Keeley and Mr. Steinberg.


From the early stages, two overriding principles established by Assembly Speaker Robert M. Hertzberg guided the committee’s work. The first principle was bipartisanship, later amended by Mr. McClintock to “non-partisanship.” As a practical matter, this meant almost every decision, strategy or other significant development was discussed in advance between Republicans and Democrats. If consensus was not immediately reached, the issue either was put off or some compromise was sought.


The committee’s second overarching principle, perhaps a corollary to the first, was “no surprises.” Nearly every significant development was discussed in advance between Democratic and Republican members of the committee. Further, it was the subject of consultation with Speaker Hertzberg and Assembly Minority Leader Scott Baugh.


On the few occasions when staff or members received a “surprise” document at the last moment, efforts were made to provide it to everyone and to discuss it informally before introducing it at the hearings. Developments or plans that potentially implicated the Attorney General’s investigation were discussed in advance with that office.


Early on, it was apparent these proceedings were not typical legislative oversight hearings. Some DOI witnesses were not forthcoming. Their testimony sometimes was contradictory, misleading, incomplete and filled with memory lapses.

The committee found itself in a difficult predicament. Its charge was to conduct oversight hearings, and it was taking pains to avoid the term “investigation.”  On the other hand, the tools that appeared necessary to contend with the situation, and accomplish the committee’s mission, were the tools characteristic of an investigation (subpoenas, taking testimony under oath). The committee decided to use these traditional investigative tools, but only when necessary.


The committee heard testimony from 42 witnesses during its five days of hearings. A number of these witnesses testified more than once. Five of these 42 witnesses invoked the Fifth Amendment, asserting their privilege against self-incrimination. One witness testified under immunity granted by the committee. The committee took testimony from several witnesses under oath for part or all of their testimony, and it issued subpoenas for the appearance of some witnesses.  An arrest warrant was issued for one witness – B.T. Thompson of the Skillz Athletic Camp -- who failed to appear after being served with a subpoena.


In testimony before the Senate Insurance Committee, senior DOI officials invoked several broad interlocking privileges. The privileges asserted included “work product,” “deliberative process” and “official documents.” Additionally, Chief Counsel Mr. Palmer cited attorney-client privilege in refusing to answer questions related not only to his duties as an attorney, but also his job as Chief of Staff. The DOI also sent letters to other key staff expected to testify before this committee, instructing them to broadly assert various privileges. The letters reportedly contained an implicit threat of adverse job actions for insubordination if they did not follow orders. Preliminary review by the committee’s Special Counsel and by Legislative Counsel suggested these privileges largely did not apply to the oversight hearings.

Based on DOI’s actions before the Senate Insurance Committee, this committee decided on a four-pronged response. First, testimony would be taken under oath from witnesses with whom this was a potential problem. Second, when a privilege was asserted, the Chairman would consult with the Special Counsel and Legislative Counsel. Third, the Chairman would rule on the validity of the privilege and instruct the witness to answer if the invocation of privilege was overruled. Fourth, if the witness persisted in asserting privilege, the Chairman would read the witness an admonition that refusing to answer could lead to the witness being held in contempt of the Assembly. That could mean loss of a state job, a permanent ban against holding a state job or contract, and loss of any state pension.


The first witness with whom this procedure was used was Leone Tiffany, who had been the Acting Chief of the Market Conduct Bureau during the Northridge examinations. Ms. Tiffany wanted to testify fully and cooperatively, but had been directed in writing by the DOI administration to assert privileges. On advice of counsel, Ms. Tiffany generally refused to divulge details of events that transpired within DOI.


When Ms. Tiffany was instructed by her attorney not to answer a specific question, Chairman Scott first consulted with counsel and then overruled the assertion of privilege. He directed Ms. Tiffany to answer. Ms. Tiffany again refused to answer on advice of counsel. Legislative Counsel then administered the oath to Ms. Tiffany, and Chairman Scott read her the admonition about possible contempt. The Chairman again directed Ms. Tiffany to answer, and her attorney apparently advised her to comply.


Ms. Tiffany’s remaining assertions of privilege were ruled upon individually. The 

Chairman sustained some, but overruled most.


Following Ms. Tiffany’s testimony, the number of instances in which witnesses invoked a privilege was reduced. In those instances -- the most substantial of which involved attorney-client privilege -- the committee was able to effectively use the procedure described above.


Much of the committee staff work involved a thorough review of documents. The committee received voluminous documentation from DOI, the Northridge insurers and other sources. This material had to be cross-referenced and then checked against transcripts of earlier hearings.


Some of the most important information discovered by the committee resulted from close examination of documents. For example, the committee received a 600-page document from Public Strategies, Inc., containing what was supposed to be research on public perceptions of insurance issues. Imbedded in the report, however, committee staff found a set of polling questions that bore no relationship to insurance but which were purely political in purpose.


The committee also obtained vendor notes suggesting Mr. Quackenbush was far more involved in generating money for television commercials, and planning his own appearance in those advertisements, than his testimony indicated.


The Department’s Response

The arrangements for the first hearing on April 27 were handled in a professional manner. But by the June 6-8 hearings, DOI clearly had adopted a policy of nondisclosure and an adversarial posture with the committee. Particularly troublesome was the fact longtime civil servants withheld information that they either knew or should have known was subject to disclosure.

What developed, as discussed briefly above, was a pattern of unresponsiveness to the committee’s inquiry. Officials did not discuss testimony in advance with committee staff. As if in a litigation setting, they made every effort to avoid disclosure of information to the committee.  If not specifically and unambiguously requested, the document or information was not provided.
Unfortunately, DOI staff did not recognize their duty to cooperate fully with the committee.  Instead, senior officials joined ranks to prevent the Legislature from discovering the truth.

Limitations and Caveats 

This report contains the committee’s best effort to delineate the background and events surrounding DOI’s settlements with Northridge earthquake insurers, and similar agreements with title, credit and life insurers. Obviously, the inquiry was not intended to be an investigation comparable to those being conducted by federal, state and local law enforcement agencies. The committee conducted an oversight hearing – one intended to discover if operations at a state agency were being conducted in accord with the agency’s purposes and the law.

Not every fact was uncovered, not every bit of evidence discussed and not all avenues of inquiry explored. That is left for an appropriate forum. The committee’s findings and recommendations should not be regarded as conclusions about criminal culpability or innocence. The committee’s charge was to find out what happened, understand the events’ public-policy implications, and recommend corrective legislation and other remedies. The committee did not reach conclusions about insurance companies’ handling of claims arising from Northridge.

This report, with some exceptions, represents the committee’s best understanding of the situation as of early July 2000. It should be recognized that important events continue to unfold on a weekly, if not daily, basis.

III.

BROKEN ENFORCEMENT SYSTEM

A. DIRECT PAYMENT SETTLEMENTS

Overview

The Department of Insurance’s process for settling enforcement actions shifted dramatically under the leadership of Commissioner Chuck Quackenbush and his acting Chief of Staff William Palmer. The committee believes they realized Mr. Quackenbush would benefit politically if DOI had more control over incoming funds. What ultimately developed was an extra-governmental enforcement process. The system constructed by DOI executives essentially diverted settlement money from the General Fund.

The foundation was laid in 1997. That year, senior DOI officials negotiated settlements that required insurers, in addition to fines, to contribute money for consumer education and “outreach” on insurance issues.

The first such agreement was reached in February 1997 with Prudential Life Insurance Co. The agreement included a $3 million outreach payment, which financed television advertisements featuring Mr. Quackenbush. The outreach funds, along with a $5.5 million fine, went into the state General Fund, where the money was subject to legislative oversight and control.

The Prudential-funded commercials drew criticism from some lawmakers, who considered the spots thinly veiled campaign advertisements. Legislation was introduced to prohibit spending settlement funds on outreach advertisements that featured the Commissioner. AB 932 (Figueroa) also required outreach campaigns to address issues raised by the enforcement actions. But the measure eventually died in 1998, with opponents citing inadequate evidence of abuse by Mr. Quackenbush. 

Still, the negative legislative reaction caused Mr. Quackenbush and his top deputies to launch a new enforcement strategy. The goal appears to have been to preserve the Commissioner’s ability to control outreach efforts. The new approach DOI officials adopted eliminated the Legislature and Governor from the process. Under 25 enforcement agreements from August 1997 through March 2000, outreach funds bypassed the state General Fund. The result: DOI executives successfully evaded budgetary checks and balances required by law.

The most direct circumvention of proper fiscal oversight occurred under 10 settlements reached in 1997 and 1998 with credit, life and title insurers. Those agreements called for the insurers to provide $2,501,580 in outreach funds, all of which bypassed the General Fund. Of that total, $2,072,500 of the carriers’ money was paid to vendors and nonprofits chosen by DOI. The money either went directly to the vendors and nonprofits, or was funneled through DOI.

Data compiled by the committee shows at least $2 million of the $2.072 million went to vendors who produced television advertisements in which Mr. Quackenbush personally delivered insurance-related messages. The commercials covered such topics as earthquake and credit insurance, and Holocaust claims. The Holocaust spots ran from Aug. 24-Sept. 4, 1998, right in the middle of Mr. Quackenbush’s reelection campaign.

Officials at DOI and Mr. Quackenbush’s political associates decided which vendors received the direct-payment settlement money. Mr. Palmer and Michael Kelley seemed to be the most influential DOI executives, according to testimony and documents.

On the outside, Joe Shumate, Mr. Quackenbush’s chief political consultant, played an important role. David Bienstock, president of Target Enterprises, which received most of the outreach money from the 1997 and 1998 settlements, testified Mr. Shumate informed him one of the agreements would fund “a project that required media services.” (RT 802). And Tim McNeil, whose firm produced one of the television advertisements, told committee staff Mr. Shumate selected the vendors for his project.

Settlement Agreements

The following is a summary of the 1997-98 settlements:

Levitz, General Electric Capital Corporation, American Bankers Life (Exhibit A-31) 

*Allegations: Unfair business practices related to sale of credit life, disability, involuntary unemployment and property insurance to about 300,000 customers who opened revolving credit accounts.

*Date Settled: Aug. 18, 1997

*Civil Penalties: $2 million

*DOI Cost Reimbursement: $25,000

*Restitution: $5.3 million

*Outreach: $675,000

Special notes: The settlement was reached in a lawsuit originally brought by four district attorneys. The DOI uncovered the violations and worked with the local prosecutors and the Attorney General to obtain a stipulated judgment approved by the Alameda County Superior Court. The outreach funds were put in an “Insurance Education Fund” administered by Gilardi & Co. of Larkspur, but controlled by DOI. The DOI settled for $25,000 in cost reimbursement after originally estimating the figure at $200,000. The $175,000 difference was re-channeled to the outreach fund. (RT 651-652).

Dayton Hudson Corporation and Mervyn’s

*Allegations: Unfair practices related to sale of credit insurance.

*Date settled: Aug. 27, 1998

*Administrative Assessment: $5,000

*DOI Cost Reimbursement: $10,000

*Outreach: $42,500

Special notes: Dayton Hudson’s pending application for a fire/casualty broker license was held up during the credit insurance investigation. Vanessa Wells, counsel for Dayton Hudson and Mervyn’s, testified the pending application was “an important consideration for Dayton Hudson in resolving these matters with the Department.” (RT 342). Ms. Wells stated DOI’s policy seemed odd. She noted, while her client was being told their employees needed to be licensed as fire/casualty brokers, DOI was holding up its application pending settlement on an unrelated credit insurance matter. (RT 347). The settlement included approval of the license application.
John Hancock Mutual Life/John Hancock Variable Life 

*Allegations: Unlawful practices related to marketing of life insurance.

*Date settled: Oct. 28, 1997

*DOI Cost Reimbursement: $200,000

*Outreach: $550,000

American Bankers Life (ABL) 

*Allegations: Unlawful practices related to credit insurance.

*Date settled: July 21, 1998

*Fine: $500,000

*Restitution: Full refunds to customers sold credit insurance, if certain criteria met.

*DOI Cost Reimbursement: $239,634

*Outreach: $760,000

Special notes: Almost immediately after the settlement, DOI officials directed ABL to send vendors $732,000 of the outreach money. But DOI did not collect the $500,000 fine until seven months later. Further, DOI failed to notify consumers of the availability of refunds.

Stewart Title

*Allegations: Unlawful rebates and illegal inducements to obtain title insurance business.

*Date Settled: Aug. 1, 1997

*Fine: $40,000

*DOI Cost Reimbursement: $4,000

*Outreach: $25,000 (not spent)

North American Title

*Allegations: Payment of rent to real estate agencies and other illegal practices.

*Date Settled: Dec. 22, 1997

*Fine: $57,120

*DOI Cost Reimbursement: $4,800

*Outreach: $38,080 (not spent)
Progressive Title

*Allegations: Unlawful rebates and other illegal inducements.

*Date Settled: Feb. 3, 1998

*Fine: $50,000

*DOI Cost Reimbursement: $4,000

*Outreach: $31,000
Pacific Life

*Allegations: Illegal practices regarding marketing of life insurance.

*Date Settled: Sept. 22, 1998

*DOI Cost Reimbursement: $5,000

*Outreach: $300,000
Sun Assurance

*Allegations: Questionable policy form filings for Medicare supplemental policy.

*Date Settled: July 30, 1998

*DOI Cost Reimbursement: $3,808

*Outreach: $35,000 (not spent)
Commonwealth Land Title


*Allegations: Unlawful rebates.


*Date Settled: Dec. 18, 1998


*Fine: $70,844


*DOI Cost Reimbursement: $4,156


*Outreach: $45,000 (not paid)

Direct Payment Vendors

The selection of vendors who received money from the direct payment settlements echoed a familiar theme of the enforcement practices reviewed by the committee. There was no competitive bidding, and insiders reaped the rewards. Records show that of the $2,072,500 in outreach funds given to vendors and nonprofits selected by DOI, at least $2,045,300 went to organizations with ties to Mr. Quackenbush or his top deputies.

Target Enterprises, which bought television air time for Mr. Quackenbush’s 1994 and 1998 campaigns, received $1,944,300. The firm garnered $619,000 from the Levitz case, $732,800 from the American Bankers settlement, $550,000 from the John Hancock agreement and $42,500 from the Dayton Hudson settlement.

Chetwood Productions, owned by Mr. McNeil, a college friend of Mr. Palmer’s, received $56,000 from the Levitz settlement. In March 1998, five months before the Levitz agreement obtained court approval, Mr. McNeil loaned Mr. Palmer $4,000 to help buy a house. The loan was not repaid in full until this year.

The $2,000,300 given Target and Chetwood was used to produce and buy time for the earthquake, Holocaust and credit insurance advertisements that featured Mr. Quackenbush.

Another $45,000 of the direct payment outreach funds went to the California Alliance for Consumer Education (CACE). CACE is headed by Linda Smith-Gaston, a longtime personal friend of Mr. Kelley’s. CACE received $14,000 from the Pacific Life settlement and $31,000 from the Progressive agreement to conduct outreach in underserved communities.
Department Role in Directing Payments

Testimony and documentation provided the committee show how extensively DOI controlled the movement of funds obtained under the 1997 and 1998 settlements.

During the committee’s June 7, 2000 hearing, DOI assistant Chief Counsel Patricia Staggs testified Mr. Palmer told her to have Gilardi & Co. transfer funds into the Insurance Education Fund established under the Levitz settlement (RT 650-651). 

Mr. Bienstock testified that DOI officials told Target Enterprises whom the payors would be, and said his firm sent all its invoices to DOI. Target Enterprises’ contacts, Mr. Bienstock testified, included Mr. Palmer and Robert Hagedorn, a top DOI lawyer who negotiated some of the settlements (RT 803-804). Mr. Bienstock also testified Mr. Palmer contacted him and gave him the specifics on the American Bankers media project (RT 803). In addition, Mr. Bienstock told committee staff Mr. Palmer instructed insurers to “send us X amount of dollars.”

Mr. Kelley and Mr. Grays signed a March 15, 1999 contract with Ms. Smith-Gaston that specified CACE would receive its $45,000 in direct payment settlement funds (Exhibit C-28). And Mr. Kelley signed March 8, 1999 and June 17, 1999 letters that directed Progressive and Pacific Life to provide CACE $31,000 and $14,000, respectively.

Internal DOI e-mails provide more evidence of officials’ control over the funds.

One example is a Nov. 13, 1997 e-mail by Ms. Staggs regarding the Progressive settlement. She stated, “…we have a need to not receive the funds directly, but have the co. (company) hold the money and pay out to 3rd parties at our direction.”

Mr. Quackenbush’s Role

DOI staff asserted privilege or testified they had no direct communication with Mr. Quackenbush regarding the direct payment strategy. For example, when asked if she knew whether Mr. Quackenbush had direct knowledge of, or participated in, decisions regarding the Levitz settlement, Ms. Staggs asserted the attorney-client privilege (RT 652-653).
But Ms. Wells, the attorney who represented Dayton Hudson and Mervyn’s, testified Mr. Quackenbush attended one settlement meeting (RT 335).

DOI’s Rationale

As stated above, the committee believes DOI’s primary motivation for adopting the direct payment strategy was to wrest control of outreach funds from the Legislature and Governor. E-mails obtained by the committee support that assertion and indicate Mr. Quackenbush approved the practice.

DOI Chief Fiscal Officer Jim Dong, in an e-mail to Mr. Palmer, said in reference to settlement funds for consumer outreach, "in which case Chuck would want the monies outside the state acc’ting (accounting) and budget system.” (Exhibit A-23).

The question is: Why?

During the committee’s April 27 hearing, Commissioner Quackenbush and his deputies testified extensively about why they chose to avoid the typical process of depositing settlement money into the state General Fund. Essentially, they contended their method better served consumers.

Mr. Quackenbush’s testimony exemplified DOI's defense. While his comments related to “the foundation approach” to settlements, the rationale applies equally to the direct-payment plan. Mr. Quackenbush testified,  “We get much more direct benefit for consumers than through the traditional route of assessing fines and penalties, monies that bypass consumers by going directly to the General Fund, where they have no discernible benefit for those very same consumers.” (RT 15).

Political Explanation and Foreshadowing of Subsequent Events

While DOI officials couched the direct payment approach in consumerist tones, the evidence points to another explanation. The political advantages of “outreach” had become clear to Mr. Quackenbush and his top deputies. They wanted to maximize the amount of money available for television advertisements featuring the Commissioner. And they managed the direct payment settlements to achieve that objective.

Testimony by Ms. Staggs, who was directly involved in many of these settlements, illustrates the point. She testified that in the Levitz case, Mr. Palmer directed her to shift $175,000 reimbursement to the Insurance Education Fund established by the settlement. The money came out of the $200,000 the DOI obtained for cost reimbursement, slashing that recovery to $25,000. The “education” fund grew from $500,000 to $675,000 as a result of Mr. Palmer’s order, and the money was spent to buy commercials featuring Mr. Quackenbush.

More evidence comes from an Oct. 21, 1997 e-mail authored by Mr. Hagedorn. The correspondence shows senior DOI officials determined settlement amounts based on how much money was needed for “outreach.”

Mr. Hagedorn’s e-mail described two significant issues raised by John Hancock representatives during those settlement talks. First, the firm objected to the initial $4 million penalty proposed by DOI. Second, according to the e-mail, John Hancock’s representatives said they never would agree to fund television commercials. Mr. Hagedorn recommended DOI accept the insurer’s offer to pay $750,000. Ultimately, that was the amount included in the settlement.

Mr. Hagedorn further recommended that $550,000 of the $750,000 be available for outreach. He said the $550,000 “should be sufficient to pay for an effective radio and newspaper campaign.” While John Hancock insisted the outreach money not be spent on television advertisements, the $550,000 eventually went to Target to help pay for commercials featuring Mr. Quackenbush. 

Ms. Wells’ testimony also reveals DOI officials acted to maximize and expedite funds required for media buys. She testified Mr. Palmer told her in a phone conversation that “the Department’s best and final offer included a consumer outreach funding portion of  $42,500.” (RT 336). Ms. Wells further testified that while the company originally agreed to pay the funds to DOI, she received instructions from Target, on the day the agreement was signed, to wire the money directly to the firm. She said Mr. Hagedorn subsequently confirmed to her that Target’s instructions reflected DOI’s wishes.

Either Mr. Hagedorn or Brian Soublet, DOI Chief Counsel, explained why the payment was handled in this unusual manner, said Ms. Wells. She testified the explanation she received was that DOI had committed to certain consumer outreach projects that were underway, and that Target Enterprises needed the $42,500. Ms. Wells believed DOI was late in paying for these services. (RT 336-338).

Ms. Wells testified this was the first time she had ever been directed to send settlement money to a recipient other than DOI (RT 341).

Meanwhile, concern about the direct payment practice began to build among lawmakers and other critics, spurring a change in DOI’s tactics. DOI began to squeeze insurers for funds to create foundations. The foundations essentially became accounts used by Mr. Quackenbush and his staff to patronize various charities and vendors at their discretion, and to further the Commissioner’s political interests. The money still did not go into the General Fund and remained under DOI’s control. It was just funneled through nonprofit foundations, rather than paid directly to vendors.

DOI officials brought the new enforcement strategy to fruition in the wreckage left by the Northridge earthquake.

B. The NORTHRIDGE EARTHQUAKE

The Event and Damage

On Jan. 17, 1994, the Northridge earthquake shook the homes of millions of Los Angeles-area residents. It was the most expensive natural disaster ever in California, and second only to Hurricane Andrew as the most costly in U.S. history. By 1997, paid losses from the Northridge temblor, including coverage for commercial and other non-residential property, totaled approximately $15.3 billion. State Farm alone paid $3.5 billion. 

The earthquake challenged insurers to respond quickly to affected policyholders. In the tumultuous days and weeks following the disaster, insurers struggled to service their customers, whether they needed living expense or money to rebuild. The companies hired additional adjusters to respond to the increasing number of claims. Because most earthquake insurance had a 10% to 15% deductible, some homeowners were unaware their loss exceeded the deductible. For example, the deductible could be $30,000 on a $200,000 home. In addition, damage to a foundation might not be immediately discovered.

As the months passed and claims mounted, two disturbing facts became clear: the losses were far greater than anticipated, and they exceeded reserves. Just a few months following the earthquake, insurers faced more than $1 billion in claims.

Insurers paid a combined total of more than 600,000 Northridge claims, including claims for medical expenses. The primary insurers included State Farm with 117,000 claims, Allstate with more than 47,000, 20th Century (now 21st Century) with 46,000 and Farmers with 36,000. Insurers say more than 99 percent of their claims have been settled. State Farm now has about 160 pending claims, 21st Century 46 and Farmers 54.

Allstate has 108 individual claims remaining in litigation, and 117 still being adjusted. The company has another 2,400 claims undergoing a special review process established under a settlement of a class-action lawsuit (see below).
Consumer Complaints

Partly because of the massive volume, a number of issues arose related to the settlement of Northridge claims. Many earthquake victims asserted their insurers undervalued, delayed, unfairly denied and failed to adequately investigate claims. By the industry’s own estimates, more than 2,000 policyholders complained to DOI about these and other improper claims-handling practices. Some victims of unfair claims practices may not have filed complaints with DOI. 

Delayed Discovery of Loss and the Statute of Limitations Issue

After a year, more consumer complaints surfaced when some insurers denied claims for late-discovered damage. These insurers strictly adhered to the one-year statute of limitations on insurance claims.

Generally, the deadline for filing claims is one year from the “inception of loss.” That is the term used in standardized homeowner policy forms. Insurers have interpreted “inception of loss” to mean the date damage occurs. In the Northridge case, that gave policyholders until Jan. 17, 1995 to file a claim. In many instances, however, damage caused by the earthquake was neither discovered by the homeowner nor uncovered by the adjuster within the one-year time limit.

A 1990 California Supreme Court ruling -- Prudential-LMI Commercial Insurance v. Superior Court, 51 Cal.3d 674 -- grants additional time to make claims for hidden damage that neither policyholders nor insurers are able to discover immediately after a disaster. The ruling defined “inception of loss” as the date “appreciable damage” occurs and is known or should be known to the policyholder. For latent damage, that means policyholders have one year from the time they should have known about the harm to file claims. 

Northridge insurers adopted a narrow interpretation of the ruling, however, and did not universally apply Prudential-LMI to earthquake claims. In particular, 21st Century strictly adhered to the one-year-from-the-event rule.
There remains debate over Prudential-LMI ‘s application to earthquake claims. Commissioner Quackenbush eventually issued an opinion that insurers were bound by Prudential-LMI.  The April 28, 1997 opinion by the DOI’s Compliance Bureau sided with Woodland Hills resident Barbara Shugar, whose insurer tried to deny coverage for latent damage. In a lawsuit filed in San Francisco Superior Court, 21st Century challenged DOI’s authority to issue such opinions. The court threw out the suit, ruling the Commissioner's authority to respond to complaints warranted the action.  

Individual and Class-Action Litigation

Policyholders also took legal steps to resolve disputes with insurers. More than three years after the earthquake, the Los Angeles Times reported on June 28, 1997 that 21st Century alone faced more than 100 lawsuits.

On Dec. 2, 1998, Allstate settled a large class-action lawsuit arising out of Northridge, Ruth Sherman et al. v. Allstate Insurance Company. The settlement required Allstate to contact homeowners regarding three separate allegations: (1) inadequate engineering in the examination of Northridge claims; (2) improper licensing of the engineering firms; and (3) misapplication of the one-year statute of limitations.

Allstate eventually mailed notices to some 11,000 homeowners. Of that number, 2,500 entered into a special “independent re-inspection,” or claims review, process. Under that procedure, an independent determination is made regarding how individual claims should have been handled initially. If the parties dispute that determination, they enter into binding arbitration to resolve the matter.
The Allstate settlement also included $5 million for consumer advocacy. That money went to the Foundation for Taxpayer and Consumer Rights, headed by Harvey Rosenfield, to establish the Consumer Education Foundation. 
C. UNFAIR CLAIMS PRACTICES ACT

Overview


California law governs how insurers must treat their own policyholders and other consumers who file claims for property loss, personal injury, lost wages and other damages. The law prohibits insurers from engaging in certain unfair claims practices. In the regulatory arena, DOI is the government agency that enforces that law. The statute played an important part in the committee’s hearings, because DOI’s enforcement actions against Northridge earthquake insurers, including the MCEs, focused on allegations of illegal claims practices. 

The Statute

The California Unfair Claims Practices Act (UCPA), based on a model statute by the National Association of Insurance Commissioners, was enacted in 1972. Found in Insurance Code section 790.03(h), the UCPA deems unfair and prohibits specific claims settlement practices, committed either knowingly or “with such frequency as to indicate a general business practice.” The main goal of the UCPA and implementing regulations is to provide “good faith, prompt, efficient and equitable settlement of insurance claims …” (10 Cal. Code Reg. § 2695.1).

The 16 prohibited acts listed in the statute are:

1. Misrepresenting to claimants pertinent facts or insurance policy provisions relating to any coverage at issue;

2. Failing to acknowledge and act reasonably promptly to insureds’ communications regarding claims arising under insurance policies;

3. Failing to adopt and implement reasonable standards for the prompt investigation and processing of claims;

4. Failing to affirm or deny coverage of claims within a reasonable time after the insured submits proof-of-loss requirements;

5. Failing to make a good faith attempt to effectuate prompt, fair and equitable settlements of claims when liability has become reasonably clear;

6. Compelling insureds to institute litigation to recover amounts due under an insurance policy by offering substantially less than the amounts ultimately recovered in actions brought by the insureds, when the insureds have made claims for amounts reasonably similar to the amounts ultimately recovered;

7. Attempting to settle a claim for less than the amount a reasonable person would believe appropriate, based on written or printed advertising material accompanying a policy application;

8. Attempting to settle claims on the basis of an application which was altered without notice to, or knowledge or consent of, the insured, his or her representative, agent or broker;

9. Failing, after payment of a claim, to inform insureds or beneficiaries, upon request by them, of the coverage under which payment has been made;

10. Compelling insureds to accept settlements or compromises less than the amount awarded in arbitration by informing them of the insurer’s practice of appealing arbitration awards that favor insureds or claimants;

11. Delaying the investigation or payment of claims by requiring an insured, claimant, or the physician of either to submit a preliminary claim report, and then requiring the subsequent submission of formal proof-of-loss forms, both of which contain substantially the same information;

12. Failing to settle claims promptly, where liability has become apparent, under one portion of the insurance policy coverage in order to influence settlements under other policy provisions;

13. Failing to promptly provide insureds a reasonable explanation for the denial of a claim, or for the offer of a compromise amount;

14. Directly advising a claimant not to obtain the services of an attorney;

15. Misleading a claimant as to the applicable statute of limitations; and

16. Delaying the payment or provision of medical benefits for services provided with respect to AIDS for more than 60 days after the insurer has received a claim for those benefits, where the delay in payment is for the purpose of investigating whether the condition preexisted the coverage.  However, this 60-day period shall not include any time during which the insurer is awaiting a response for the relevant medical information from a health care provider.

The Regulations

Regulations implementing the UCPA are found in the California Code of Regulations, Title 10, section 2695.1- 2695.13. The regulations became operative in 1993 and were amended in 1997.

One significant effect of the regulations was to impose specific time deadlines that must be observed in responding to claims (Section 2695.7). The rule also set additional claims-handling standards for auto, fire, surety, and life and disability insurance (Sections 2695.8-2695.11).

Section 2695.12 defines what constitutes a knowing violation of the UCPA and specifies factors the Commissioner can consider in determining whether an insurer has violated the Act. Under the provision, licensees knowingly violate the UCPA when they adopt express policies or procedures that are in noncompliance, or when an employee or claims agent of a licensee commits a violation that receives prior approval, or subsequent ratification, from a licensee.
Section 2695.12 also specifies factors the Commissioner must consider in setting penalties. Those factors include, among others, the complexity of the claim, the harm caused by the violation and the insurer’s good faith belief that a claim is fraudulent. Another factor is “extraordinary circumstances,” which regulation 2695.2 defines as any situation that prevents an insurer from conducting normal business operations.

Administrative Enforcement

The Commissioner enforces the UPCA under a regime providing for administrative penalties and the issuance of cease and desist orders.

Insurance Code section 790.05 provides that when the Commissioner has reason to believe a licensee has violated the UCPA, and that a formal proceeding on the matter would be in the public interest, the Commissioner must serve the licensee with an “order to show cause.” The order must set a hearing date within 30 days and include statements of the allegations and potential liability.

If, after the hearing, the Commissioner finds the charges justified, the Commissioner must order the licensee to “cease and desist” the conduct. Section 790.05 also requires the Commissioner to order the licensee to pay a fine.

Under Insurance Code section 790.035, the maximum fine for violating the UCPA is $5,000 per act, or $10,000 per act for willful violations. In setting a penalty, the Commissioner must consider the factors listed in section 2695.12 of the regulations.

As noted previously, committee members did not review the Market Conduct Examinations (MCE) conducted by DOI on four of the Northridge earthquake insurers. Therefore, the committee is not in a position to opine whether any of the companies that reached settlements with DOI violated the UCPA.

Nevertheless, the committee received testimony from DOI attorney Risa Salat-Kolm, who was intimately familiar with the State Farm MCE. Ms. Salat-Kolm directly contradicted April 27 testimony from DOI officials, including the Commissioner, who insisted the vast majority of violations found in the exams were technical. Ms. Salat-Kolm testified June 26 that the State Farm MCE found substantive violations of the UCPA. State Farm and other insurers disputed the MCE findings.

D. MARKET CONDUCT EXAMINATIONS

Overview

Market Conduct Examinations (MCEs) were central to the committee's oversight of DOI’s enforcement and settlement practices. The law authorizes DOI to use MCEs to monitor the claims practices of every insurer doing business in California. Enforcement actions often begin with exams. In fact, DOI’s Market Conduct Bureau conducted MCEs on four of the six companies that ultimately settled enforcement actions regarding their handling of Northridge earthquake claims. 

Four witnesses directly involved in the Northridge MCEs testified before the committee: Leone Tiffany, Chief of the Market Conduct Bureau when the Northridge exams were conducted; Mr. Hagedorn, Chief of the Insurer Compliance Bureau in the Legal Division when the exams were performed, and Cynthia Ossias and Ms. Salat-Kolm, two attorneys who worked on the MCEs. 

All four of these witnesses gave remarkably consistent testimony regarding the usual MCE process, including the role of the Legal Division. They all testified that when the Market Conduct Bureau’s examiners find statutory or regulatory violations, the Legal Division reviews those findings for accuracy. The Division then evaluates the worth of cases in terms of fines and other sanctions, and DOI officials generally use those figures in subsequent settlement negotiations with insurers. 

Because MCEs are confidential under California law, the testimony of these witnesses did not cover the specific content of the Northridge exams. It is recognized, however, that a member of the Senate posted summaries of the exams on the Senate’s Website.

Standard MCE Process and Practices

The Market Conduct Bureau conducts MCEs on the claims-handling practices of licensed insurers in California (DOI publication on MCEs, p 1). These exams usually stem from a review of consumer complaint data. They focus on compliance with the UCPA and regulations implementing that statute (DOI publication on MCEs, p. 1). MCEs are conducted in accordance with Insurance Code sections 730, 790.04 and 1857.2 (DOI publication on MCEs, p. 2).  

When consumer complaints lead DOI to perform a so-called "targeted exam" on a company, the insurer will be notified of the need for the exam. After a preliminary meeting, examiners set up shop on-site at the insurer to allow easy access to the files and employees knowledgeable about those files. Under Insurance Code sections 736 and 1857.4, insurers must pay for the costs of examinations, including both billing and travel expenses. Insurers also must provide records for the examination pursuant to sections 733 and 1857.  

DOI examiners randomly select files using a computer program (RT 10-11, 1147). The program is designed to select enough files so that the sample will be at least 95 percent accurate if extrapolated to the entire population of claims. As Ms. Tiffany testified: 

"It was a program that was developed by the Analysis Bureau. It's a software program, and we have it loaded into our laptops and into our hard computer -- desktops. And what you do is you find out how many claims a company may have processed in a certain family during a certain window period. We use window periods, usually an annual window period. Could be a calendar year. Could be just a 12-month period.  Something close to the date of the examination.

“Let's say we're going to start June 1, 1998. You might have a window period running from May 1st of 1997 through May 1 of 1998 ... So you would get a broad overview of the claims practices in given families. The company would report how many claims they had.  Let's say auto, collision. How many claims did you pay during this period?  And they would tell you they paid 1,500.  You would feed that 1,500 into the computer, and the computer would randomly select file number 2, file number 13, file number 26, and you'd have the company list their files numerically, and then those would be the sample files that you would review, file number 2, file number 6, and that's how it's done."  (RT 10-11).


The DOI examiner then goes through each claim file selected and, using a spreadsheet, notes whether the records reflect compliance with the Insurance Code and related regulations (RT 11). The examiner does not wait until the process is complete to notify the insurance company of problems. Instead, the exam process is interactive. For any discrepancy or deficiency noted, the examiner alerts the insurer in writing. The insurer then gets a chance to respond or explain the findings of the examiner while the exam is in progress. (RT 12).  


Following review of the claims files, the examiners conduct an exit interview with company representatives to discuss DOI’s findings (RT 12-13 and DOI publication on MCEs, p. 4). The examiners then return to their DOI offices to write a report on their findings (RT 13). The report focuses on the problems revealed by the MCE. It includes a narrative and attached exhibits with specific findings and conclusions regarding whether the insurer violated laws and regulations. (RT 13). Within 30 days of the completion of the process, DOI sends the examiner’s written report to the company, which then has an opportunity to respond in writing to the findings (RT 13-14; 1148; DOI publication on MCEs, p. 4). The insurer has 30 days to submit its response to DOI (DOI publication on MCEs, p. 4).    


After the insurer responds, the report may be modified to include the insurer’s input or, if appropriate, its remedial action (RT 14). Under normal procedure, the report then is finalized (RT 15). Once finalized, a report is filed with DOI. If the insurer is domiciled in a state other than California, the final report will be filed in the insurer’s state of domicile, and DOI will keep a copy. (RT 15-16). Other states have access to the finalized examination report upon request, but must keep the report confidential pursuant to California law (RT 15-16).

If the examiner finds violations of the law and regulations that have not been remedied, the report and the insurer’s response are sent to DOI's Legal Division for review (RT 1058, 1148). Mr. Hagedorn testified the reports would be sent to him, and he would assign attorneys in his Division to evaluate them.

"My job as a supervisor was to, as files came to my desk, to assign them to the appropriate attorney, the attorney who I either thought had the most experience or had a workload that would allow them to handle this matter as it came forward or who I thought needed a learning experience."  (RT 1147). 

The attorney assigned to review the exam looks at all the violations noted by the examiner, both technical and substantive, to determine whether he or she agrees with the examiner's findings (RT 1149-1150). The attorney then prepares a memorandum analyzing the strengths and weaknesses of the examiner’s report. Based on this analysis, the attorney evaluates what the case is worth. (RT 1149-1152, 1214). Mr. Hagedorn testified:

"What you do when you're evaluating a case, let's say all the allegations or all the violations are supported or seem to be supported and the attorney thinks … you can prove it in court, you can prove it at hearing.  

“If that were the case, then they would figure out the number of violations, determine how many files had been reviewed and try to make an estimate as to what the total worth of the files [was].

“For instance, if there was a total of 1,000 files at a company and the random sampling looked at 100 files and you found 25 files that had violations, you would extrapolate from that -- you would make a guess, an estimate, as to how many of the files in the whole universe likely had the problems. In this instance you would guess 250. And so you would figure out what you think the whole world is, what the universe is with the company, and then you would multiply that by – you would assume initially that those were intentional violations and you would multiply that number by 10,000.  And that would be the maximum that you could possibly expect to obtain at hearing." (RT 1151-1152).  

Mr. Hagedorn further testified that after meeting with the attorney who evaluated the case, he would submit the evaluation to DOI’s Chief Counsel. The Chief Counsel then would take that report to the executive staff for approval to start settlement negotiations with the insurer. (RT 1152). Typically, the attorney working on the case and the lead examiner from the Market Conduct Bureau would represent DOI in settlement talks (RT 1215). In big cases, Mr. Hagedorn or members of the executive staff might get involved (RT 1215).

The DOI publication on MCEs confirms the testimony of Ms. Tiffany, Mr. Hagedorn, Ms. Ossias and Ms. Salat-Kolm regarding other aspects of the normal MCE process. On page four, it states: 

"If the examination develops criticisms that require legal action to be resolved, the following steps may be taken: 

8. Notice of Non-Compliance: The insurer is formally advised that (it) is in violation of California law by the DOI Legal Division.

9. Formal Hearing: Failure to resolve the issues cited in the Notice may lead to a formal public hearing. Final regulatory action will be determined by the Commissioner of Insurance for the State of California.

10. Penalties: The Department of Insurance may levy fines or other penalties in accordance with the California Insurance Code. Typically, Sections 790.035 or 1858.07 of the Code are used to establish the amount of the fine.”

Whether finalized or not, MCEs are kept confidential under Insurance Code section 735.5. The statute specifies the contents of MCEs are not subject to subpoena and cannot be shared or disclosed to the public except in limited circumstances. Section 735.5 allows the Commissioner to use or make public a preliminary or final MCE "in the furtherance of any legal or regulatory action which the Commissioner may, in his or her discretion, deem appropriate." The Commissioner also may disclose contents of MCEs to other states’ insurance departments, to law enforcement officials, or to the National Association of Insurance Commissioners (NAIC) as long as the recipients agree in writing to hold it confidential.  

The Four Northridge MCEs

Following the Northridge earthquake, consumers seeking payment for damage to their homes and businesses made thousands of claims. 

DOI received a large number of complaints from consumers who reported mistreatment by their insurers. As a result of industry-wide complaints, DOI in 1997 commenced MCEs on the claims-handling practices of four major insurers doing business in California: State Farm, Farmers Home Group, Allstate and 21st Century. The initial review of files was completed in a few months.  

At the committee’s April 27 hearing, senior DOI officials provided scant information about the Northridge MCEs, or the process by which they were performed. When asked how DOI selected the four insurers for MCEs, Mr. Kelley said only, "Mark Lowder was the primary negotiator in that. Mark Lowder can frame for you all the participants in the negotiations as well as the companies that were (examined) …"  (4/27 RT 29). Yet Mr. Lowder never gave the committee that explanation.

Only Joel Laucher, chief of the Consumer Services Division, talked with any specificity about the types of problems seen in the Northridge MCEs. He testified that "what we were concerned with was looking at claims where there was inadequate investigation or low settlement offers. And that looked like an industry-wide issue. And that's why we approached this on an industry-wide basis with these settlements." (4/27 RT 48).

Mr. Kelley testified the DOI representatives present at the April 27 hearing “are all the individuals that were involved in the earthquake settlement process and involved with the market conduct (exams)." (4/27 RT 9).  Yet neither Ms. Tiffany nor any of the attorneys who handled the Northridge exams appeared at the hearing. Mr. Kelley tried to justify the absence of those with the most knowledge by stating "the exams . . . are confidential, we won't be addressing anything specifically in the exams …" (4/27 RT 10).  

Ultimately, the committee did hear testimony from DOI staff most familiar with the Northridge MCEs. Although several of these witnesses were hesitant to discuss the details because of Insurance Code section 735.5, these witnesses did provide general information about the way the Northridge MCEs were conducted.

Moreover, evidence was presented that gave the committee some insight into the content of the exams. This is important. Although the details of the Northridge MCEs were not essential to the committee's inquiry, some information regarding the content of the exams was necessary to evaluate whether the DOI executive staff’s actions in the settlement process were reasonable. 

Ms. Tiffany, as head of the Market Conduct Bureau at the time, is perhaps the person most familiar with the Northridge MCEs. Although she never explained why the four companies were chosen, she did state there was a sense of urgency regarding the Northridge exams (RT 21). She testified she was told to start the MCEs first by Richard Wiebe, who served as the Deputy Commissioner in charge of the Consumer Services and Market Conduct Branch and 1997, and then by Mr. Laucher, who held the same position in 1998 (RT 20).

Ms. Tiffany said, "It had been decided that we would look at the Northridge earthquake claims as quickly as possible, get in as quickly as possible and do a thorough examination." (RT 21). This is consistent with the testimony of other witnesses who cited a similar sense of urgency in the subsequent settlement negotiations with the Northridge insurers (see, for example, RT 1058).

Much more information came from the attorneys in the Legal Division. These lawyers included Ms. Ossias, Ms. Salat-Kolm and Mr. Hagedorn, their supervisor during the period the Northridge MCEs were being completed.

All three lawyers testified the Legal Division was more involved in the Northridge exams than they had been in previous cases. Because the randomly selected files at the four insurers contained so many claims that had been litigated, staff attorneys worked on the actual examination of the insurers’ files. (RT 1059). Mr. Hagedorn testified:

“There was a directive that the attorneys should examine files that are in litigation with the companies that were being examined by the market conduct staff. So we had a parallel track of the market conduct staff conducting their exam, and the legal staff conducting an exam of what we call the litigated files.” (RT 1157).

As discussed above, the Legal Division usually did not get involved until examinations were complete, and then generally only if those exams warranted further action (RT 1058, 1213). That is just one peculiarity of the Northridge MCE process.

DOI executive staff tried to downplay the importance of the Northridge exams. Mr. Langenbacher testified that "when you look at all the allegations and alleged violations, the vast majority … over 85 percent of the violations were what we would consider to be more technical in nature." (4/27 RT 45). Mr. Soublet testified, "One of the things I would like to point out … is a lot of the types of violations that we noted were things that were, one, of a technical nature." (4/27 RT 51).

Representatives from State Farm, Allstate and 21st Century not only agreed with DOI officials’ assessment, they went further.

Steve Patterson, assistant counsel for State Farm, testified the violations in the MCE were "unfounded." (RT 115). He felt the preliminary report was "erroneous and misleading." (RT 116). When asked why State Farm settled for even $2 million if the company had done nothing wrong, Mr. Patterson cited negative publicity.

He complained about media reports that concluded State Farm was “somehow cheating our policyholders,” and added those reports help explain “why we would have at least had some motivation to go forward.” Mr. Patterson added, “They had a damning report. An administrative hearing, although we believe we would have prevailed, probably would have made that public. And so we felt if we could get a resolution of the market conduct that was satisfactory to State Farm that we would do it.” (RT 116).

Kevin Sullivan, vice president and assistant general counsel for Allstate, testified the findings in his firm’s MCE "discredit[ed] the work of our claims people . . ." (RT 157). He added, "[W]e didn't think that the preliminary [MCE] report would stand up to any scrutiny." (RT 160).

Mr. Sullivan indicated Allstate’s reasons for settling were similar to State Farm’s. “You take a look at the circumstances and you recognize that if you’re going to go through an administrative hearing that you’re likely to suffer significant legal expense, significant adverse publicity,” Mr. Sullivan testified. He also contended the morale of employees who "worked at great sacrifice” would be undermined by a protracted battle. He characterized the settlement as a sound “investment,” rather than the “cost of doing business.” (RT 157-158). 

The DOI employees primarily responsible for the exams, however, said they uncovered substantive violations of claims-handling laws and regulations.

Ms. Ossias served as project counsel for DOI’s Northridge-related activities. In that capacity, she monitored consumer complaints and answered questions referred from the Consumer Services Division (RT 1058). Ms. Ossias testified she is familiar with three of the four Northridge MCEs. She was lead counsel on the Allstate and Farmers Home Group exams, and also helped with State Farm’s. She testified she wrote a portion of the State Farm report (RT 1058-1059, 1065). Ms. Ossias said she was not familiar with the 21st Century MCE because it was "out-sourced to a law firm on the outside" for review of the litigated files (RT 1059).

Her testimony differed markedly from the executive staff's regarding the violations found in the MCEs. She stated, “The majority of (violations) were substantive. And I'd say half of the more technical in nature would result in substantive -- would have a substantive impact on the claim." (RT 1104).  

Ms. Salat-Kolm, lead counsel on the State Farm MCE, concurred with Ms. Ossias’ comments (RT 1224). Ms. Salat-Kolm testified the State Farm findings included delays in investigating and processing claims, and paying too little for a claim. She said she considered these substantive violations. (RT 1225).

Ms. Tiffany also stood by her work and that of the lead examiners on the Northridge MCEs (RT 60-61). She testified the lead examiners did a thorough job and actually received commendations from Commissioner Quackenbush for their work (RT 61-62). She told the committee she was angry when, in a seeming effort to downplay the validity of the Northridge MCEs, Mr. Langenbacher told her the results of the exams would not withstand judicial scrutiny. (RT 39-40). Ms. Tiffany testified she believed the exams would hold up in court, an opinion shared by the Legal Division lawyers who reviewed the Northridge MCEs (RT 40).

Ms. Ossias’ testimony also contradicts the executive staff’s regarding the Legal Division’s role in the Northridge MCEs.

Specifically, Mr. Lowder, Mr. Soublet and Mr. Langenbacher all testified April 27 that Division lawyers did not submit estimates of potential fines or restitution (4/27 RT 27, 33, 34). But Ms. Ossias said that, as part of her evaluation, she came up with specific numbers based on the findings in the Northridge MCEs. (RT 1066, 1070, 1074.) She testified: 

"… the numbers that we arrived at, for instance, in terms of restitution, was based on the total exposure of the company and probably an average of the cost of damage that we had found in the claim files that we had reviewed. As for the penalty, I believe what we did was we -- for each exam we looked at the total number of violations and the total number of claim files we had looked at and extrapolated to … the total number of insureds who had filed claims with the company and did some kind of multiplication." (RT  1070).  

Ms. Ossias noted that in the Insurance Code, the maximum fine per violation ranges from $5000 to $10,000, depending on whether the violation was willful. As a starting point, she said, the Legal Division usually multiplies the estimated total number of violations by $10,000, the maximum fine for willful violations. The resulting figure then is either litigated or used to open negotiations with the insurer. (RT 1070-71, 1080). If the company can present evidence during negotiations that violations were not willful, DOI usually cuts its estimate of maximum liability in half (RT 1135). Mr. Hagedorn confirmed Ms. Ossias' testimony (RT 1187).

Ms. Ossias recommended a $119 million fine for State Farm (RT 1070). This number alone indicates that in the estimation of the Legal Division’s claims experts, the MCE for State Farm showed serious violations. But in her testimony, Ms. Ossias went further, criticizing DOI’s settlement with State Farm: 

"I had read the … Market Conduct Bureau evaluations of what they had seen. And I felt that these (MCEs) showed violations that were egregious and that warranted hefty fines and restitution to victims. And although the numbers that even I had placed in the documents early on were unreasonable in terms of final settlement, I certainly did not expect the small numbers that were in the final documents and the fact that the amounts of money were going to a foundation rather than to civil penalties or restitution." (RT 1082.)  

She went on to say DOI’s examination of State Farm "clearly showed that (the company) had not acted in good faith in a lot of the claims." (RT 1083). In Ms. Ossias' opinion, it would not have seemed "out of line for State Farm to have paid 20 to $40 million." (RT 1076). She testified she was "appalled" when she learned that State Farm settled for $2 million contribution to a foundation (RT 1076, 1080-1081).

Again, it should be noted the committee did not review the contents of the MCEs. So the committee could not verify the accuracy of any testimony regarding the exams, whether offered by insurers or DOI employees. Further, the adjudicatory process was preempted, preventing the insurers from fully responding to the MCE findings.

Regardless, the Legal Division did recommended fines based on violations identified in the Northridge exams. That is normal procedure, as Ms. Ossias testified. What is different about the Northridge process is that DOI never used the numbers developed by the Legal Division – figures based on actual claims review.

The Northridge MCEs departed from standard DOI practice in another important way: the exams never were finalized (RT 22). This is remarkable given Ms. Tiffany’s testimony. She indicated that of more than 100 MCEs performed in 1997 and 1998, all but the four Northridge exams were finalized (RT 82-83). Ms. Tiffany testified that when she was rotated out of the Market Conduct Bureau effective February 1999, she fully expected DOI to issue final reports and go forward with some form of enforcement action (RT 62).

This deviation benefited the affected insurers. If an MCE finds an insurer violated the law or regulations, and the exam is not finalized, the information cannot be made available to other states. Further, as Ms. Tiffany testified, “reexamination” of the company can only happen once a report is finalized (RT 15). A DOI publication indicates that a reexamination is a "follow-up examination ... conducted to ensure that the insurer has taken corrective action to remedy problems or deficiencies identified in previous examinations." (DOI summary of MCEs, p. 1).

E. SETTLEMENT NEGOTIATIONS WITH NORTHRIDGE INSURERS

Overview


While the market conduct exams proceeded on four of the six Northridge insurers, DOI entered prolonged negotiations with those insurers. During the course of these talks, State Farm and other insurers signaled their reluctance to settle without a protracted fight. The DOI nevertheless proceeded as if it would take the MCEs to completion, per normal procedure. But the Northridge exams ultimately were aborted.


The DOI chose instead to use a different strategy beginning in early February 1999. That approach culminated with DOI compelling all six insurers to appear in DOI’s offices. With dramatic flair, DOI officials threatened to release adverse stories to the press unless the insurers came to terms. Empty boxes labeled with insurers’ names were arranged around the room, seemingly ready for transport to a court should litigation be necessary. Assembled in one room initially, the insurers then were separated and presented with ludicrously high monetary demands. Negotiations intensified. Eventually the talks produced settlements under which the insurers avoided hefty fines by agreeing to DOI’s demand to contribute to nonprofit foundations.
Strategies

In the latter part of 1997 or the early part of 1998, Ms. Tiffany testified, a “settlement committee” was formed. She said the team included herself, lawyers from the Legal Division, and executive staff, including Mr. Langenbacher and Mr. Laucher. (RT 24).  Ms. Tiffany reported that during the course of these meetings, the idea of a “creative solution” that might include education for consumers was first broached (RT 25-26).  But she said this “creative solution” never was intended to supplant fines or penalties (RT 25). In fact, Ms. Tiffany testified, “[W]e always discussed the probability of fines and what they would be.” (RT 26).
In addition to fines and penalties, the Bureau’s normal practice during the Northridge exam process included seeking claims review and restitution from insurers, Ms. Tiffany testified (RT 26). She explained how review of claims would be accomplished:

“At the end of an examination, if you found that some claims payments were not made properly or claims were not investigated properly, you would be looking to the company to go back and make proper payment and to review certain claim files to make sure that claims were paid properly or to open them back up, reinvestigate, get new estimates, make payments that weren’t paid before.” (RT 26-27).

The first in-depth negotiations between DOI and the insurers began with the “exit interview,” which precedes DOI’s filing of a preliminary MCE report.  

State Farm’s experience illustrates the early strategy employed by DOI in the settlement process. State Farm is the largest of the six Northridge insurers. 

The insurer’s representatives participated in a series of lengthy interviews with committee members prior to the hearings. As a result, the committee possesses detailed information regarding the settlement process as it pertained to State Farm. And the committee subsequently learned, through interviews with other insurers and testimony during the hearings, that State Farm’s experience mirrored that of other Northridge insurers.  

State Farm’s negotiations with DOI began in a Jan. 21, 1998 exit interview (RT 90). Mr. Patterson testified the insurer objected to the initial findings contained in a draft copy of the MCE. In addition, he said State Farm was unhappy with Ms. Tiffany’s assertion that State Farm would be held to a higher standard than other insurers because it was the market leader. (RT 90).  

State Farm officials told committee members in an interview on May 17, 2000 that they conveyed their displeasure to DOI. In addition, the insurer implored DOI to make changes to the exam to reflect State Farm’s concerns.  

Mr. Patterson told committee members State Farm received a draft copy of the market conduct report Aug. 8, 1998. That report, he said, read as if the exit interview had never taken place. It did not incorporate State Farm’s objections or include any concessions from DOI.

Between September and November 1998, Mr. Patterson said, State Farm reviewed each allegation contained in the draft report and responded. The insurer contended, for instance, DOI had improperly applied the Insurance Code to many of the claims. In general, State Farm was unwilling to concede wrongdoing on any challenged files. Rather, the firm sought specific answers to specific questions related to the files. The DOI’s response, according to State Farm officials, was silence. (RT 91).
Mr. Patterson said the real “negotiations” with DOI did not begin until December 1998, at a meeting in Orlando, Florida. Mr. Patterson and other State Farm executives were in Orlando for a convention. So, too, were Mr. Langenbacher and Mr. Soublet.  

For some time, according to Mr. Patterson, State Farm had argued to DOI that seismic research was needed in order to help set standards for evaluating “hidden damage” claims (RT 92). At the Orlando meeting, DOI officials first acknowledged seismic research could benefit DOI, insurers and consumers (RT 92).

The timing of DOI’s willingness to discuss seismic research with State Farm coincides with Allstate’s experience. Mr. Sullivan confirmed that in early 1999, DOI signaled its willingness to discuss seismic research (RT 145).  

On Jan. 25, 1999 State Farm officials met again with DOI representatives to discuss the Northridge settlements. State Farm officials told committee members that, at this meeting, they detected a “hardening” of DOI’s position.
In the days and weeks following the Jan. 25, 1999 meeting, State Farm attempted to schedule a meeting with DOI regarding various settlement options that had been discussed. DOI officials failed to respond. (RT 94). State Farm representatives told committee members when one official called Mr. Langenbacher to complain about the “tenor” of the previous meeting, he said the company may soon be dealing with Mr. Palmer. Shortly after this call, State Farm received an administrative subpoena to appear at DOI. The subpoena warned State Farm to be prepared to make a “substantial financial commitment.” (RT 96).

Despite the apparent stiffening in DOI’s stance, the four insurers involved in Northridge MCEs all reported negotiations prior to March 1999 followed the usual course. As Mr. Sullivan testified,  “[T]he pre-March settlement process was relatively typical.” (RT 142).

Within the DOI, however, Mr. Palmer had moved aggressively to overhaul the settlement approach. Representatives of both DOI and insurers testified the strategy switch happened in January 1999, shortly after Mr. Palmer replaced David Knowles as the Commissioner's Chief of Staff.
According to Mr. Langenbacher, “Mr. Palmer had a different philosophy and a different idea.”  (RT 525). The core of Mr. Palmer’s strategy, Mr. Langenbacher testified, was settling with insurers as quickly as possible. “Mr. Palmer felt, and I think the Commissioner felt too, that [the settlement] process was taking far longer than we would like.” (RT 526). As a result, according to Mr. Langenbacher, Mr. Palmer “determined that a different approach might be more effective.” (RT 525). 

Mr. Kelley and Mr. Lowder confirmed Mr. Langenbacher’s assessment. As Mr. Kelley testified, Mr. Palmer “was not happy with some of what was going on with the Northridge earthquake settlements in that a plan needed to be put together to try and bring those things to closure.” (RT 707).
In response to Mr. Palmer’s directive, said Mr. Langenbacher, “[W]e came up with a strategy that we felt was responsive. Many of the elements of that strategy were things that we were specifically asked to do by Mr. Palmer. And overall, my sense of things was that we delivered what he asked us to deliver.” (RT 526).  

Department Tactics for March 2, 1999 Meeting

The first overt sign of DOI’s new strategy came Feb. 17, 1999. That’s when DOI served administrative subpoenas on all six insurers (Exhibit A-3). The “invitees” to a March 2 and 3 settlement meeting in DOI’s offices included not only the four insurers undergoing MCEs, but two that weren’t. Those insurers were Fireman’s Fund and Farmers.

Every insurance company executive testified the use of the administrative subpoenas was unprecedented. But the shock must have been particularly great for officials of Farmers and Fireman’s Fund. Doug Martin of Fireman’s Fund testified he was not aware of any problems related to his company’s handling of Northridge claims until he received the subpoena (RT 306). And Farmers’ subpoena represented the first official DOI contact with that insurer regarding the earthquake claims (RT 274).

Despite the tactic’s novelty, DOI executive staff all initially denied the subpoenas had been issued, or sat silent while their peers issued denials. DOI officials acknowledged the use of subpoenas only after being confronted with a copy of one sent to an insurer.

Mr. Soublet testified before the Senate Insurance Committee June 5 that DOI did not issue the subpoenas, “I don’t believe we had issued subpoenas. We’ve actually checked our files for that, and we don’t have any.” (6/5 SEN RT 48). When subsequently shown copies, he explained he had forgotten that the subpoenas had in fact been used.

Once forced to acknowledge the subpoenas’ existence, DOI staff quickly identified Mr. Palmer as the originator of the idea. Mr. Langenbacher testified the subpoenas were “part of a broader plan that Mr. Palmer had suggested as a way of getting these companies engaged and serious about resolving…issues.” (RT 523).

The March 2, 1999 meeting came to be known inside DOI as “The Turkey Shoot.” Mr. Hagedorn testified the name referred to the session’s similarity to meetings held with insurers regarding Proposition 103 rate rollback matters. In the Proposition 103 case, insurers were summoned to DOI on the Tuesday before Thanksgiving as a way to intimidate the insurers to settle. (RT 1160).  

Upon arriving at DOI’s Sacramento office, all the insurers were crowded into a single room. State Farm referred to it as the “holding room.” (RT 98). The committee heard testimony Mr. Lowder, Mr. Soublet, Mr. Langenbacher and Mr. Palmer were among the executive staff present at this meeting (see, for example, RT 101).    

Displayed on the walls were photographic enlargements of what appeared to be two different versions of a news story (RT 98).  Steven Weinstein, counsel to Farmers, gave the committee this description of the scene and his reaction:

“[W]hen we walked in the room, we saw the two poster-board type of articles, and I was outraged and disappointed…. Having dealt with the Department and regulators, it’s not uncommon to find yourself in difficult situations and find yourself facing heavy-handed theatrical tactics.  That’s nothing new, but this seemed to take it to another level ...” (RT 276-277).

Mr. Hagedorn testified he was directed by Mr. Palmer to have someone in the Legal Division conduct a Lexis-Nexus search for articles on Northridge-related litigation involving the insurers (RT 1160-1161). Some of these articles then were enlarged to look like trial exhibits (RT 1161). The purpose, according to Mr. Hagedorn, was “to show that they had bad judgments against them and that they could get similar treatment from the Department.” (RT 1161).

Mr. Palmer acknowledged the idea of the phony press stories was his. He testified, “[T]hat was one of my suggestions, among others.” (RT 603).

Mr. Hagedorn testified Mr. Palmer directed him to prepare empty cardboard boxes for use in the March 2 meeting (RT1184). According to Mr. Hagedorn, he and other DOI lawyers were asked to put the names of insurers on the outside of these empty boxes. On “Turkey Shoot” day, DOI officials arranged the boxes around the perimeter of the “holding room.” Mr. Hagedorn said the purpose of this theatrical move was to demonstrate to the insurers that DOI had all the evidence needed to proceed to a hearing and battle the insurers should they not settle. (RT1161).
 
The DOI officials then led the insurers, one by one, into a separate room. At these individual meetings, DOI negotiators presented each company with a draft stipulation, waiver and consent order. (RT 1162). The proposed payments, including fines and other remedies, were, by some accounts, outlandishly high.

In State Farm’s case, the total demand was $2.5 billion – more than the net worth of the company at that time. The other figures included: $866.1 million for 21st  Century, $538.2 million for Farmers, $69.1 million for Fireman’s Fund and $250.1 million for Allstate.

The DOI executive staff contended they did not adopt a “cookie-cutter” approach at the March 2 meeting. “All the companies were different,” Mr. Lowder testified. (4/27 RT 49).

The evidence suggests such statements have little credibility. For one, there’s the treatment of Farmers and Fireman’s Fund. The DOI forced them to the meeting even though those companies weren’t even the subjects of MCEs.

Offering his own explanation of why Farmers and Fireman’s Fund were included in the March 2, 1999 meeting, Chairman Scott said, “Sounds like to me that Farmers and Fireman just happened to be standing on the wrong corner. There was a gang sweep, and you guys got caught up in it, and you don’t know why you got caught up in it, other than that you handle earthquake insurance.” (RT 307).

Further, the draft stipulation, waiver and consent order given to Allstate seemed largely unrelated to the allegations against the company. Claims made against the other insurers were lumped into Allstate’s document. “The stipulation that we were presented with contained a laundry list of allegations, many of which weren’t even included in our market conduct report.” (RT 161).  

The two examples above suggest DOI was far less concerned with how it reached a settlement than with reaching a settlement. Add to that State Farm officials’ assertion they could not get DOI representatives to discuss specifics of the MCE, and one conclusion seems unassailable: March 2, 1999 was not about settling fairly with insurers; it was about reaching a hasty agreement.  

The testimony of Mr. Sullivan of Allstate sums up this hypothesis well.
“[W]e just said, it’s not about us. That’s unique. The kind of effort to bring all of this together in one place with many companies is unique. When we’re dealing with market conduct exams, normally we’re dealing, you know, one on one. It relates to what we did and/or did not do in a given state.” (RT 162).

In the case of the Northridge settlements, insurers’ conduct, whether positive or negative, disclosed in MCEs or not, had little to do with the ultimate settlement. 

Negotiations After March 2, 1999

All of the insurers agreed that in negotiations after March 2, 1999 DOI officials adopted a much more reasoned approach. It was as if the “Turkey Shoot” never happened.

As early as that same afternoon, after all the insurers had left to return to their offices, DOI began to reach out. The message was this: Forget about the initial monetary demands and come back to negotiate an agreement.  

Mr. Patterson testified that in the afternoon of March 2, 1999 they received a call from Mr. Langenbacher. He indicated he felt State Farm had “overreacted” to the $2.5 billion demand and said he hoped the insurer would come back the following day to bargain. (RT 101). State Farm decided to return March 3, but on the condition negotiations not begin where the March 2 meeting had ended. “State Farm agreed to come back as long as we were no longer talking about what we thought was an overreaching and a bit heavy-handed approach to the settlement process,” said Mr. Patterson (RT 100).

Starting with their meeting on March 3, 1999, DOI never again mentioned the $2.5 billion demand that was contained in the March 2, 1999 document (RT 101). Instead, according to State Farm representatives, negotiations focused on the issues of earthquake and seismic studies, and how contributions to a foundation could facilitate this goal (RT 102). State Farm eventually reached an agreement with DOI that was signed April 21, 1999 (Exhibit A-5). The agreement required State Farm to pay $2 million to a nonprofit foundation called the California Research and Assistance Fund (CRAF). State Farm understood the money would be used to fund seismic and earthquake-related studies (RT 104). “That was absolutely our understanding then and is today," Mr. Patterson testified (RT 104).

Interestingly, State Farm officials indicated they believed the amount of their monetary contribution would perhaps be based on the firm’s number of policyholders. State Farm insures approximately 2.3 million people. Representatives told the committee they were prepared to accept a settlement in the amount of $1 per policy. That works out to $2.3 million, or $300,000 more than DOI accepted. (RT 106).

The other insurers’ experiences in the days and weeks following the March 2, 1999 meeting were much the same as State Farm’s. Never again were the high monetary demands of March 2 repeated.  Instead, the focus turned to contributions to foundations for seismic and earthquake-related research, or, in the case of 21st Century, a donation to a victim restitution fund.

Short-Circuiting the MCE Process

As noted above, the Northridge MCE process departed from normal procedure in several ways, with the unfinished exams and absence of exams being two major deviations. The process had other questionable aspects.

Members of DOI’s legal team that handled the MCEs testified that during the Northridge settlement process, they played backup to the executive management team. They characterized that as a departure from normal procedure.

Ms. Ossias testified she was a member of the Northridge “settlement team.” (RT 1060). The other members included Ms. Salat-Kolm, Mr. Hagedorn and Brian Fitzgerald, all attorneys from the Legal Division in San Francisco. In addition, non-attorney members of the team included Mr. Lowder, Mr. Laucher, and Mr. Langenbacher. (RT 1061-1062).

Eventually, the Legal Division lawyers got dropped from the negotiations, according to Ms. Ossias. She said the move – made after the March 2 and 3 meetings -- appeared to be part of a trend. “That had been happening for a while with our cases. And Mr. Palmer and I don't know who else on the executive staff would have taken over the negotiations and then instructed the Legal Division on what the settlement would be and instruct us to draft the final documents.” (RT 1080).  

Mr. Hagedorn also testified he noticed a shift in policy regarding the Legal Division’s participation in the settlement negotiations. “There was an evolution in how matters were handled,” he said. Mr. Hagedorn explained, “[T]he legal staff was less involved in settlements over time.” When asked to clarify whether this meant that the legal team was more involved before, he replied in the affirmative. (RT 1155).

Ms. Tiffany’s treatment by DOI officials provides another example of the odd circumstances surrounding the Northridge settlement negotiations. She was by all accounts an excellent employee. She received only positive performance reviews; her work was rated either "good" or "excellent." (RT 30-32). She was called "an intelligent and decisive leader." (RT 31). Yet in February 1999, right as the settlement negotiations with Northridge insurers were beginning, Ms. Tiffany was transferred out of the Market Conduct Bureau to a new position with significantly less responsibility (RT 33-34). She was replaced by Craig Dixon, who had no experience in the Market Conduct Bureau. In fact, Mr. Laucher previously had rejected Mr. Dixon for a lower-level position in the Bureau. (RT 34-38).
Evidence of document shredding also came before the committee. Ms. Ossias testified Mr. Lowder directed her to shred extra copies of the draft stipulations, waivers and consent orders presented to insurers. She said she complied with the order, and testified other employees “probably” shredded documents, too.

Commissioner’s Role

During the hearings, committee members expressed frustration with the lack of forthright answers from DOI’s executive staff regarding Mr. Quackenbush’s role in the Northridge settlements.

But Chairman Scott elicited some useful information in the following exchange with Mr. Palmer:

Chairman Scott:  “…somewhere, somehow, Mr. Quackenbush was informed, and I’m assuming could have vetoed [a settlement] had he chosen to.  Am I right about that?”

Mr. Palmer:  “Yes.”

Chairman Scott:  “Okay.  Good.  That’s the answer I was seeking.  I wasn’t seeking the process of negotiation.  I understand that the Commissioner wasn’t involved in the negotiation always, but I wanted to know where did the buck stop.”

Mr. Palmer:  “Again, I think the Commissioner would always tell you that the buck stops at the Commissioner’s level.” (RT 625).

The above exchange was far more enlightening regarding the Commissioner’s role in the negotiations than most dialogues with senior deputies. However, executive staff did occasionally acknowledge Mr. Quackenbush’s role in the settlement process. In response to a question regarding whether Mr. Quackenbush did in fact approve the bottom-line dollar amount in the Northridge settlements, Mr. Palmer responded, “[U]ltimately, yes.” (RT 634).

Far less clear, based on the testimony from executive staff, was what role, if any, Mr. Quackenbush played during the negotiations leading up to the agreements. Mr. Palmer and other top deputies maintained the Commissioner played little or no role in the day-to-day discussions. Mr. Palmer testified, “He might have popped his head in, but he was not involved in the settlement discussions.” (RT 609-610). 

Mr. Quackenbush tried to distance himself from the negotiation process when he testified before the committee April 27. "[The settlement] discussions I had were general in nature with my enforcement staff. I couldn't detail dates for you, nor could I characterize the conversations except that we're getting close, they look like they're ready to do what we generally wanted them to do, particularly open up claims and review them. And that was the nature of the conversations." (RT 63-64).

But Mr. Quackenbush was linked to the negotiations in two settlements. Michael Cassanego of 21st Century testified that on April 8, 1999, while he was at DOI offices to negotiate with Mr. Palmer, the Commissioner walked into the meeting room. Mr. Quackenbush told Mr. Cassanego he hoped 21st Century could “work it out” so that they could get back into the homeowner’s market. (RT 240-242). Mr. Cassanego testified that later that evening, during dinner, Mr. Palmer excused himself and placed a cell phone call to Mr. Quackenbush to report a tentative agreement (RT 255-256).  

Steve Weinstein, counsel to Farmers, testified Mr. Quackenbush also was involved in their settlement negotiations.  

“I spoke with the Commissioner on March 19.  The reason that date stands out, it was a Friday, and I had to come back that following Monday to meet again with Mr. Palmer.

“I was up there on the 19th of March to further discuss our settlement, and we did, and then late in the day I met with Mr. Palmer and Mr. Quackenbush in Mr. Palmer’s office.

“It was expressed to me both before that meeting by Mr. Palmer and then during that meeting that it would be important for them if Farmers could settle first.  They felt that if they could get a settlement with Farmers, that would assist them in their efforts to settle with other companies.” (RT 290).

Mr. Weinstein further testified Mr. Quackenbush participated in the settlement negotiations with Farmers on at least one other occasion. “Commissioner Quackenbush called the chairman of Farmers to inquire why it was that Farmers had not yet reached a settlement with the Department of Insurance,” said Mr. Weinstein (RT 292).
Motivation and Objectives: The Department Explanations

In explaining the Northridge settlement strategy, Mr. Quackenbush and his senior deputies repeatedly asserted during the committee’s April 27 hearing that their primary motivation was to get the insurers to review claims. Some excerpts follow:

· The Commissioner said, "The review of claims is what we were actively seeking.  Contributions to those funds [the foundations] was an additional good benefit."  (4/27 RT 64).
· Mr. Lowder said “our primary concern was to get the companies to review their claims and practices, to review their files.  That was our number one concern . . . This exercise is to get the companies to go back and review the various claims files that they had for the Northridge earthquake.  That was our purpose and primary purpose in all of this."  (4/27 RT 48-49).

· Mr. Langenbacher stated, "[A]gain, our number one goal in this process was to get claims reviewed, not to get bogged down in a long and protracted administrative process that would not (benefit) consumers at all, would take years and again would not result in accomplishing our primary goal of review of claims." (4/27 RT 52).

But the actual settlement provisions belie those high-minded words. The DOI agreed to, and even suggested, provisions that run directly counter to the goal of claims review. Further, Allstate and 21st Century weren’t even required to review their claims.

As previously noted, DOI executives dismissed most of the MCE findings as technical violations unlikely to hold up in court, and insisted Legal Division lawyers never provided specific recommendations on fine amounts. They used those arguments to defend their settlement strategy. But, also as shown above, the arguments do not survive rebuttal testimony and documentary evidence.

Mr. Langenbacher, Mr. Soublet, and Mr. Quackenbush also contended DOI didn’t have much to go on when it put the numbers in the draft stipulations presented to insurers March 2, 1999. They said they had no analysis that provided an accurate estimate of potential fines and restitution amounts.

In essence, the committee was told that the amount in the draft stipulation was merely an opening gambit. Regarding State Farm, Mr. Langenbacher said, “We had not come to a point where…we had arrived at a number.” (4/27 RT 54). In fact, Mr. Langenbacher denied any nexus between the $2.38 billion initial offer to State Farm and the amount DOI hoped to secure from the insurer. He testified, “There is absolutely no relationship between the $2.38 billion proposed fine and any dollars that were paid.” (4/27 RT 75).

And in defending the State Farm settlement, Mr. Quackenbush testified before the Senate Insurance Committee June 5 that the insurers $2 million payment was not reduced “from any particular number.” (6/5 SEN RT 29). 

But had DOI executives wanted to base the settlement talks on the MCEs, there was a formula they could have used to put a more sober opening offer on the table. As Ms. Ossias testified “normal procedure” would have been to multiply the total number of violations extrapolated from the MCEs by either $5,000 or $10,000 depending on the insurer's degree of culpability.
Regarding the purported desire of Mr. Palmer and Mr. Quackenbush to expedite the Northridge cases because they had been pending too long, an obvious question arises: If DOI felt pressure to conclude matters on Northridge MCEs, why would they subpoena two additional companies that had no exams? The committee believes the answer reveals DOI’s real objective. Expanding the Northridge negotiations to six insurers allowed DOI to generate as much revenue as possible for nonprofit foundations. 
“The Stoorza Memo”: An Alternative Explanation for Motivation

The committee believes DOI’s explanation fails to withstand scrutiny, and that a more plausible motivation can be found in a document known as “The Stoorza Memo.” It was produced by the public relations firm now known as Stoorza Communications. And it provides a “blueprint” for using settlements to fund foundations that would evade normal fiscal oversight and boost Mr. Quackenbush’s political standing in the guise of “outreach.”

The memo has its origins in a conversation between Mr. Grays and Stoorza Communications' Mitch Zak at the January 1999 inaugural party for Secretary of State Bill Jones. Mr. Grays told Mr. Zak he was going to head DOI’s outreach program. Mr. Zak responded his firm would be interested in working with DOI to implement a more aggressive consumer outreach program. (RT 944-945). In subsequent discussions, Mr. Grays said insurance settlement funds would be available for a foundation (RT 945). Mr. Zak also testified Mr. Grays informed him that Mr. Quackenbush wanted the settlement money to go to a foundation because he was concerned fines would be deposited in the General Fund and not be available for insurance outreach (RT 946).

On Feb. 22, 1999, Stoorza Communications sent to Commissioner Quackenbush a "Project Proposal" it had developed based on the discussions with Mr. Grays. The proposal laid out a plan that involved outreach to underserved communities, personal appearances by Mr. Quackenbush at media-covered summits, and a foundation headed by the Commissioner. (Exhibit D-26).

The proposal’s introduction states Stoorza Communications "approaches every partnership with the tenacity and mentality of a political campaign." The proposal then provides a fairly precise framework for a campaign. 

On page two, under “Issue Background,” the plan discusses fines and notes that, “Without a strategic plan for these funds, the monies collected have simply been forfeited to the state’s General Fund and therefore provided no benefit to the insurance industry or California consumers.” Later on that page, still under "Issue Background," the proposal says Mr. Quackenbush has been “the target of unfounded accusations that he is too closely aligned with the insurance companies.” It adds "[T]hese issues can be revolved – and the negative perceptions reversed – through an aggressive, targeted, and proactive outreach campaign. Commissioner Quackenbush can transform a potential liability into a major strength.”

On pages three and four, under “Strategy,” the proposal discusses insurance forums. Although the memo lists legitimate issues that could be covered at such forums, a sizable discussion follows regarding how to attract attention to the forums. Ultimately, it suggests Mr. Quackenbush should be “a prominent participant” and that “[Stoorza] expect[s] significant coverage for these forums and increased visibility for the Insurance Commissioner.” Again, this reveals the outreach effort as an attempt to burnish Commissioner Quackenbush's political image.  

Finally, on page 4, the proposal includes a section titled “Non-Profit Foundation.” The document says, although a foundation would have a governing board and executive director appointed by the Commissioner, “[T]he Insurance Commissioner would have final decision-making authority over all funds expended by the foundation.” The memo envisions a process where “the commissioner could award grants up to a certain dollar amount without approval from the board of directors, with large dollar awards requiring approval from the board.” This section suggests a means by which Mr. Quackenbush could build relations and political goodwill with community organizations and reward friends and political allies with vendor contracts.

The proposal arrived in the offices of the Commissioner at about the time the Northridge negotiating strategy shifted (RT 525). The committee believes the reason for the course change lies in the words of the Stoorza Communications plan.

Some DOI officials insisted they did not recall seeing the proposal. The man responsible for altering the Northridge settlement strategy, Mr. Palmer, denied the document represented his thinking. But he testified the plan “had clearly taken ideas that the [DOI] staff had been working on for the past five years.” (RT 589).

The events that unfolded after March 1999 came straight out of the pages of “The Stoorza Memo.”

F. Northridge Settlements: Terms and Provisions

Overview

The DOI’s settlement agreements with the six Northridge insurers brought the strategy reflected the “Stoorza Memo” into operation. While marked by inconsistencies, the agreements shared one common feature: They all required the insurers to contribute to nonprofit foundations.

In five of the six agreements, the amount the insurers paid paled in comparison to what DOI proposed in the stipulations it brought to the negotiating table. State Farm and Allstate paid $2 million each. DOI officials originally demanded $2.5 billion from State Farm and $250.1 million from Allstate. The DOI’s first figure for 21st Century was $866.1 million; the insurer paid $6.85 million. Farmers faced an original stipulation that called for $538.2 million, but ended up paying only $1 million. Finally, Fireman’s Fund settled for $550,000, after being confronted with an original demand totaling $69.1 million.

Of course, as shown above, DOI’s initial numbers had nothing to do with culpability, standard procedures for estimating potential liability, or even a good guess of what DOI could expect to receive in negotiations.

Here is a summary of the six settlements:

· Farmer’s Home Group

Farmer’s Home Group (FHG), totally distinct from Farmers Insurance Exchange, settled first on April 6, 1999.


FHG agreed to conduct an internal audit of all Northridge claims within 90 days, except for claims subject to litigation and where a lawyer represented the policyholder. The audit narrowly focused on a determination of whether FHG had properly applied the statute of limitations. Under the agreement, FHG created its own remediation fund of $250,000 to pay additional claims arising out of the Northridge earthquake. The insurer further agreed to maintain a minimum balance of $25,000 in the fund.


A survey was sent to every policyholder who had filed a Northridge claim unless full benefits already had been paid or the consumer had no earthquake coverage. The survey advised policyholders that a fund had been created for resolving outstanding claims. Anyone seeking money from the fund had to consent to binding arbitration of their claims and waive their right to sue in court.


The agreement did not specifically require a donation to a foundation. But DOI officials subsequently secured a verbal agreement from FHG to contribute $100,000 to the California Research and Assistance Fund (CRAF).



Farmer’s Group agreed to also pay $2,500 dollars to DOI as reimbursement for actual costs and expenses.

· State Farm

State Farm reached settlement with DOI on April 21, 1999 (Exhibit A-5). In this agreement, DOI established a pattern of putting requirements for foundation contributions in “side letters” attached to the actual settlements.

The agreement includes a unique, much criticized provision that said the Commissioner had found State Farm “acted in good faith in their efforts to adjust Northridge earthquake claims.” Nevertheless, the settlement required State Farm to notify all policyholders they were entitled to have their Northridge claims reviewed. State Farm had to conduct a review for all policyholders who responded to the notice.



The side letter requires State Farm to contribute $2 million dollars to CRAF. The letter suggests the funds should be used for seismic research and education. It specifically mentions, among other activities, research geared toward improving claims settlement procedures and damage repair methods. State Farm agreed to pay $5000 to DOI as reimbursement for expenses incurred.

The results of the claims review process are instructive. State Farm received 117,000 claims for damage in the Northridge earthquake and paid a total of approximately $3.5 billion dollars on those claims. As a result of the agreement, State Farm notified 35,000 of those claimants, approximately 30 percent of all Northridge claimants. From those notices, approximately 1,400 individuals responded, or just over one percent of all the claimants. Of those 1,400, 900 resulted in reopened claims. State Farm paid approximately $3 million additional dollars under the claims review process.

· 21st Century Insurance

Like State Farm, 21st Century Insurance settled with DOI April 21, 1999 (Exhibit A-8).

This agreement differed substantially from both the State Farm and FHG settlements. Most of the key provisions were contained in a side letter to Mr. Lowder, and the two parties agreed the letter would remain confidential “to the fullest extent permitted by law.”


The DOI issued two further orders as part of the 21st Century settlement. One rescinded a prior order of the Commissioner, dated June 9, 1994, which stopped 21st Century from writing any new homeowners and earthquake policies in California. The new order allowed 21st Century to re-enter those markets. The other order simply adopted an attached stipulation as the Commissioner’s formal directive regarding 21st Century’s MCE.


The side letter required 21st Century to make a $6 million contribution to CRAF “to provide limited financial assistance to homeowners with earthquake insurance, and uninsured or underinsured non profit entities who suffered damage in the Northridge earthquake.” The letter further specified that any funds left after the payments to homeowners and nonprofits would go to CRAF. Additionally, the person hired to administer the $6 million remediation fund would be recommended by 21st Century and approved by DOI. The side letter specified DOI would consult with 21st Century before issuing a press release concerning the $6 million fund.

The settlement also required 21st Century to provide CRAF $550,000 for the “general purposes of the corporation.” Finally, the insurer had pay a $100,000 civil penalty and spend $200,000 for “public education and outreach activities.” The fine was the only one paid by Northridge insurers, and the outreach payment was separate from the money paid to CRAF. The settlement did not contain a claims review requirement.

The committee believes 21st Century’s payment was disproportionately large not because its conduct was particularly egregious, but because of DOI’s bargaining leverage. The insurer wanted to return to the homeowners market, and DOI knew it would pay a steep price.

· Fireman’s Fund

Fireman’s Fund had not been the subject of an MCE following the Northridge earthquake. But it was forced to the bargaining table by DOI, and settled on May 13, 1999 (Exhibit A-14). The settlement took the form of an agreement letter with an attached DOI press release that was approved by Fireman’s Fund. This agreement was the only one that did not include a stipulation, waiver and consent order.


As part of the agreement, DOI agreed not to conduct an MCE or initiate any other regulatory actions against Fireman’s Fund related to Northridge earthquake claims. Fireman’s Fund agreed to conduct an internal review of all Northridge claims, except for those in litigation and those where the policyholder was represented by counsel. Like FHG’s, the claims review process would cover only Fireman’s Fund’s application of the statute of limitations.

Fireman’s Fund also agreed to conduct a telephone survey with all Northridge earthquake policyholders who had filed claims. The files of all policyholders who voiced dissatisfaction would be reviewed and reevaluated. But, like the claims review, the survey would be limited to the statute of limitations issue.

The agreement required Fireman’s Fund to donate $550,000 to “the Not for Profit Education Project which the Department oversees for the benefit of the public.” The money eventually went to CRAF. The agreement also stated that Fireman’s Fund would reimburse DOI for its costs in administering, reviewing and auditing the activities spelled out under the agreement.


The claims review process did not yield large numbers for policyholders. Fireman’s Fund received approximately 3,350 claims for damage after the Northridge earthquake. Combining the results of both the internal claims review and telephone survey, only 25 claims were re-opened. Just 12 of those claims received additional payment, in the aggregate amount of $140,000 dollars. Despite reviewing every Northridge claim, Fireman’s Fund ultimately provided additional money to less than one-half of one percent of all claimants.

· Farmers Insurance Exchange

Farmers settled with DOI on June 22, 1999, even though, like Fireman’s Fund, it had not been subject to an MCE. The Farmers settlement included a letter to Mr. Palmer at DOI outlining the terms and an attached participation agreement specifying the amount of charitable contribution from (Exhibit A-11).


The insurer agreed to mail a survey to all policyholders who filed Northridge claims. But there were the exceptions found in other settlements -- and more. Farmers’ claims review provision excluded more than policyholders represented by counsel. It also shut out those who filed lawsuits or any other actions against Farmers, and those who previously had settled their Northridge claims.

The survey letter sent to policyholders asked about their “views regarding the adjustment of your Northridge Earthquake claim.” But it stressed the survey “does not re-open your earthquake claim [and] does not constitute a decision by your insurer to reconsider your earthquake claim, which remains closed at this time.”

The settlement provisions originally imposed a stiff penalty on any policyholder who responded to the survey: They waived their right to go to court or bring any other action against Farmers. The insurer, however, did not implement that provision, which was suggested by DOI.


The agreement letter requires Farmers to contribute $1 million to “a not for profit charitable foundation to be established by the Commissioner.” The unnamed foundation turned out to be the California Insurance Education Project (CIEP).

The Farmers agreement included no provision for fines or remediation, and none for reimbursing DOI for expenses, except for the cost of verifying a summary report on the survey activities.  


The results of Farmers’ claims review, like the others, did not seem impressive. The insurer received 36,000 Northridge claims and paid approximately $1.9 billion. Per the settlement, Farmers contacted 24,000 claimants, or about two-thirds of the total. Some 616 individuals responded, and Farmers determined only 121 of those respondents asked to re-open their claims.

So, under the DOI-approved claims review procedure, less than one-third of one percent of all Farmers claims were re-opened. Ultimately, 13 individuals received a total of $185,000 in additional payments. That works out to one ten-thousandth of the original amount paid.

· Allstate Insurance


Allstate settled with DOI on July 8, 1999 (Exhibit A-17). The side letter to Allstate’s agreement required the insurer to contribute $2 million to a California nonprofit corporation “to be formed in the near future.” That is a curious provision, since the funds went to CRAF, and that foundation already had been formed. 


The letter’s language specifying how to spend the $2 million closely paralleled State Farm’s agreement. In general, it said Allstate’s money primarily should fund research on earthquake claims procedures, damage predictions and repair techniques, and earthquake education.  


The agreement, like 21st Century’s, did not require a review of claims. Instead, it required Allstate to comply with a class-action lawsuit settlement reached Dec. 2, 1998. Under that litigation settlement, Allstate is conducting what amounts to a claims review process. Allstate’s Northridge agreement did not require fines, remediation or cost reimbursement for DOI.

Conclusions

The settlement agreements show DOI’s prime objective in the Northridge negotiations was not claims review, but obtaining involuntary contributions to foundations. Some settlement agreements (Allstate and 21st Century) contained no provisions for claims review. And when claims review was required, the actual procedures were ineffectual.

Some of the agreements limited participation to a population smaller than the total number of Northridge policyholders. Others strictly limited the criteria for re-opening a claim after review. All claims-review provisions excluded policyholders represented by attorneys. State Farm’s agreement undercut claims review by stating the Commissioner had determined the insurer handled its Northridge claims in good faith. The DOI’s settlements with Farmers and FHG contained provisions that required policyholders to forfeit their legal rights in order to participate. Farmers opted not to impose that condition. 

The DOI seemingly tried to conceal the Northridge insurers’ contributions to foundations. The settlements refer to “participation in a not for profit educational fund,” or similar language. The amount of the contribution, and the fact the “participation” consisted exclusively of making a single lump-sum donation, were conveyed in side letters that escaped public scrutiny.


The committee believes other aspects of the Northridge settlements abrogated the public interest and DOI’s responsibility to enforce the law. One settlement contained a cease and desist order concerning questionable claims practices. The 21st Century and Farmers Home Group settlements were the only ones that contained provisions for remediation to policyholders. Additionally, that same agreement was the only one that imposed a fine on the insurer.

G. THE FOUNDATIONS

Overview

In defending the foundations, Mr. Quackenbush and his top staff described their motives as benevolent. But testimony and other evidence pointed to baser instincts. 

Mr. Quackenbush and his top deputies insisted they had to incorporate foundations into settlements to ensure money went back to policyholders. Mr. Langenbacher, Mr. Soublet and Mr. Quackenbush all testified April 27 that fines or other monetary sanctions would be deposited into the General Fund and not reach policyholders. Mr. Quackenbush’s testimony exemplified the argument:

“And we get much more direct benefit for consumers than through the traditional route of assessing fines and penalties, monies that bypass consumers by going directly to the General Fund, where they have no discernible benefit for those very same consumers.

“Let me be clear about why we think that this is important: Instead of depositing that $6 million in a General Fund budget now bursting with an $11 billion surplus, we pursued an option that would allow us to give money directly back to harmed consumers.

“That $6 million for Northridge earthquake victims is, in fact, the linchpin to the entire foundation effort.  It's the very reason we pursued the foundation concept in the first place, because we wanted to be able to provide for the first time ever direct relief to victims who still were not satisfied with the manner in which their company handled their claim.

“We also wanted to do this through a vehicle within my settlement authority, which dictated that our option was a nonprofit foundation.” (RT 4/27 15-17).

Putting aside the fact earthquake victims have not received any money from the agreements, the question remains whether top DOI deputies’ explanation can withstand close inspection.

Ms. Ossias offered testimony that restitution could be paid to wronged policyholders without foundations. She was directly involved in such a case. In 1995, Ms. Ossias negotiated a settlement between DOI and an automobile insurer charged with unfair practices. The settlement included a fine of approximately $325,000. (RT 1108). The DOI established a restitution fund with the fine money. The funds were deposited with the State Controller and then administered by DOI’s Consumer Service Division. A protocol was established to ensure the money actually reached aggrieved parties. (RT 1108).

Ms. Ossias said the program had the desired result. “We distributed all of that money to victims, and I believe maybe [$10,000] or $20,000 was left and that escheated to the state…,” she testified (RT 1109).  

Asked why top DOI officials would testify they needed to establish foundations, when in 1995 they had an existing model that had proven successful, Ms. Ossias replied, “I don’t know why … it could have been done.  I don’t know why it wasn’t.” (RT 1110).

The legality of the foundations also has stirred an unresolved debate. Counsel for DOI asserted such settlements were proper and legally sound, based on case law and relevant provisions of the Administrative Procedures Act (4/27 RT 26). The Legislative Counsel and Attorney General, however, opined otherwise (see Executive Summary).

Were foundations legal? That question remains unanswered. Were they necessary for restitution? Testimony clearly shows they were not.

But they may have been useful for other purposes. The “Stoorza Memo,” as Speaker pro Tem Keeley said, read like a “blueprint” for using foundations to run a political campaign. And the developments surrounding the foundations indicate DOI officials, with help from Mr. Quackenbush’s political associates, turned the blueprint into action.

CALIFORNIA RESEARCH AND ASSISTANCE FUND

Overview

The Northridge settlement agreements between DOI, and State Farm, Farmer's Home Group, Fireman's Fund, Allstate and 21st Century, included provisions requiring the insurer to make contributions to "public earthquake study and education funds," "to promote charitable causes as they relate to earthquake relief," and to a "humanitarian public earthquake study." (Exhibits A-5, A-8, A-14, A-17). A charitable corporation, the California Research and Assistance Fund (CRAF), was created as the vehicle to receive and distribute these contributions. Northridge insurers were the only donors to CRAF. The foundation’s total income to date is $12.45 million, with expenditures totaling more than $6 million. 

Incorporation, Bylaws and Purposes

Mr. Palmer, at Mr. Quackenbush’s direction, incorporated CRAF in April 1999 (Exhibit B-12).

On April 4, 1999, Mr. Palmer hired John Kemp, a partner at Crosby, Heafy, Roach & May (Crosby Heafy), to serve as outside counsel for the purpose of forming what would become CRAF. Mr. Kemp told committee staff Mr. Palmer made this selection at the recommendation of a friend, David Thompson, another Crosby Heafy partner. Mr. Kemp was hired to draft articles of incorporation for a charitable corporation; prepare bylaws and organizational minutes; prepare state and federal tax exemption applications; and prepare fund agreements as necessary. Mr. Kemp's associate, Carolyn Henel, did most of the actual legal work for CRAF and filed the articles of incorporation.  

The articles of incorporation were signed April 21, 1999 at Crosby Heafy's San Francisco office. Ms. Henel told committee staff that, in addition to Mr. Palmer, Mr. Lowder represented DOI. She also recalled insurer representatives were present in Crosby Heafy's office that day, presumably to sign settlement agreements with DOI. (RT 668). CRAF’s articles of incorporation were filed with the Secretary of State April 27, 1999.

The articles of incorporation state CRAF was “organized and shall be operated exclusively for the promotion of social welfare.” Mr. Palmer indicated the broad statement of purpose was intended to take into account the settlements with the Northridge insurers. This purpose was, however, inconsistent with the language in those agreements.

Ms. Henel later prepared bylaws for CRAF. Again, the foundation’s purpose was listed as "the promotion of social welfare.” Settlement agreements signed prior to the bylaws, as well as the settlement negotiations, focused on earthquake studies and education. But CRAF’s bylaws do not mention these purposes. Instead, the bylaws essentially contain boilerplate provisions. They use standard language regarding meetings, board actions and records.

According to several accounts, Mr. Grays selected CRAF’s Board of Directors. He first selected Kim Brockman, a Southern California event manager and acquaintance dating back to work on a Pete Wilson campaign. Ms. Brockman testified Mr. Grays not only asked if she would serve as a director, but whether she would be president -- even though the bylaws require the president to be elected by the board. She further testified she understood the purpose of CRAF to be earthquake education. (RT 761). 

Mr. Grays also selected for board membership another acquaintance, Ron Weekley. Mr. Weekley was, until recently, a program manager for the Sacramento Municipal Utilities District. The third board member, Eric Givens, was the proprietor of Givens Construction in Southern California. Mr. Givens was a friend of Mr. Weekley’s. Mr. Givens also knew Mr. Grays, having met him at the Republican National Convention in 1996.

Mr. Givens testified he thought he had been selected for his seismic retrofitting experience (RT 737-738). Mr. Givens’ testimony regarding his understanding of the foundation’s purposes, however, gave no indication he thought it had an earthquake-related function when he signed up. He told the committee he thought CRAF was established to distribute insurance fine money "to community organizations to promote social welfare in urban areas." (RT 736).

Ms. Brockman and Mr. Givens told committee staff about an informal meeting they had with Mr. Grays on June 25, 1999, at a Los Angeles hotel. The meeting, they said, focused on the purposes of CRAF. According to Mr. Givens, at this meeting he and Ms. Brockman signed a bank signature card for CRAF's accounts at Wells Fargo.
The board first met July 13, 1999, with Ms. Brockman, Mr. Weekley, Mr. Givens and Mr. Grays in attendance (RT 764). Ms. Henel informed committee staff she participated via telephone. The board approved the articles of incorporation and bylaws, and elected officers. Brockman was chosen president, Mr. Weekley treasurer and Mr. Givens secretary. (Exhibit B-11). According to Ms. Brockman, Mr. Grays participated in the discussions. The board decided officers could contract to encumber substantial foundation assets only with board approval. There was no discussion or votes taken on expenditure of funds. (Exhibit B-11). Ms. Henel informed committee staff she later prepared the minutes of this meeting. 

According to Ms. Henel, the tax-exempt status applications and fund agreements "were the next step" in Crosby Heafy's work for CRAF. However, no additional meetings or actions involving counsel occurred after the July 13, 1999 meeting. The law firm’s contacts with CRAF and Mr. Grays ended. The tax-exempt applications were never filed, and fund agreements were never drafted.  

CRAF did, however, continue to function.  In fact, even prior to the first board meeting, the first four expenditures were made by CRAF. Again, there was no discussion of these expenditures at the board meeting and no motion to ratify them. Over the next five months, through Dec. 12, 1999, CRAF expended more than $6.1 million to vendors and charitable organizations.

Mr. Rex Frazier, a Deputy Commissioner and associate at Pillsbury, Madison & Sutro (Pillsbury Madison), testified he and Mr. Grays talked in October 1999 regarding CRAF and the foundation’s need for counsel to file a tax-exempt application. Mr. Frazier inquired with Pillsbury Madison whether this was appropriate work and informed Mr. Grays he received an affirmative response. (RT 1030).

On Nov. 2, 1999, Mr. Grays notified Crosby Heafy its services no longer would be needed. Ms. Brockman signed a letter terminating Crosby Heafy after being informed by Mr. Grays that other board members had approved the action. Mr. Givens, however, testified he had no knowledge of this decision. CRAF then hired Pillsbury Madison to file state and federal tax-exempt applications. The file was referred to Anthon Canon, a tax expert at the firm. Pillsbury Madison’s role would expand starting in February 2000, after CRAF received the Attorney General's audit request, and the Legislature launched its oversight probe.

Funding and Sources

The committee learned DOI officials directed that large sums of money be sent from insurers to CRAF prior to the foundation’s actual incorporation as a nonprofit organization, and without approval of its tax-exempt status.

Beginning June 1, 1999, CRAF funding from insurers started to arrive. Over the next year, CRAF received a total of $12.45 million from five different insurers. That money included:    

· State Farm, $2 million

· Fireman's Fund, $550,000 

· Farmer's Home Group, $100,000

· Allstate,  $2 million

· First American Title Co., $1.25 million (Non-Northridge settlement)

· 21st Century, $6.55 million 

While State Farm and Allstate thought the money they contributed to CRAF would be used to conduct earthquake studies/research, CRAF emphasized only half of the funds were "restricted" to earthquake purposes, namely the $6 million restitution fund established with 21st Century’s contribution.

Expenditures

CRAF has paid out a total of $6.146 million in four different categories: outreach and education, $4.5 million; grants to charitable organizations, $1.4 million; the Earthquake Assistance Fund (EAF), $207,000; and general expenses, $28,961.  

Outreach and Education

· $3 million to Target Enterprises, Ltd.

· $1,111,246 to Strategi, LLC

· $375,000 to Public Strategies, Inc.

· Total: $4.5 million

Grant Program to Charities

· $501,500 to Urban League

· $263,000 to Skillz Athletic Camp

· $200,000 to 100 Black Men

· $120,000 to Athletes and Entertainers for Kids' "Shaqtacular"

· $100,000 to Freedom Fund

· $70,000 to Athletes and Entertainers for Kids

· $45,000 to 911 4 Kids

· $40,000 to Oakland Mentoring Center

· $25,000 to Meadowview Community Association

· $18,000 to Community Connections

· $12,000 to National Latino Peace Officers Association

· $10,000 to Black Film Makers Association

· $10,000 to Northern California Reinvestment Consortium

· $10,000 to 2d District Education and Policy Foundation

· Total: $1.4 million 

EAF

· $207,000 to Linda Smith-Gaston, third-party administrator of the EAF 

Expenses

· $28,961, primarily to attorney fees

Although Ms. Brockman served as president for much of the 11 months CRAF functioned, she informed committee staff she was not kept apprised of CRAF's expenditures and did not see a financial statement until March 2000. Ms. Brockman acknowledged signing checks for outreach vendors Target Enterprises and Strategi, Athletes and Entertainers for Kids, the EAF, and Crosby Heafy’s and Pillsbury Madison’s legal fees. (RT 769-773).

Ms. Brockman’s testimony raised the possibility some CRAF checks have been forged. She said she was unsure about the signature on several checks purportedly signed by her, indicating the signature looked slightly "dissimilar" to her own. She further testified the handwriting may have been Mr. Grays'. (RT 760-770).

As a general rule, CRAF board members relied on Mr. Grays’ statements about the foundation’s expenditures. They had almost no independent knowledge of CRAF’s operations. They didn’t even vote to approve expenditures before Mr. Grays made commitments, if they approved them at all.

Ms. Brockman’s experience is illustrative. She claimed no knowledge of expenditures other than the ones for which she signed checks. She testified the board conducted no votes to approve expenditures before they were made. Further, she said she did not even become aware of several of the recipients until receiving the financial statement on March 16, 2000. (RT 769-773).  Even when Ms. Brockman signed checks, she never did so without first discussing it with Mr. Grays (RT 774).  

Target Enterprises provides an example. Mr. Grays worked directly with Mr. Bienstock and other vendors to procure that firm’s services. Mr. Grays simply told Ms. Brockman that Target Enterprise’s price was fair. Based on Grays' representations, Ms. Brockman signed checks totaling $3 million. (RT 787-788).

The process was similar when Ms. Brockman signed checks for Athletes and Entertainers for Kids. Mr. Grays assured Ms. Brockman the expenditure was authorized (RT 788). Athletes and Entertainers for Kids then received a total of $190,000 in two installments: $70,000 on July 14, 1999 and $120,000 on Sept. 20, 1999 for an event called Shaqtacular (Exhibit B-8). Shaqtacular is a fundraiser for Athletes and Entertainers for Kids, and CRAF partially sponsored the September 1999 event (RT 763-764).  

In the course of its hearings, the committee learned of a discrepancy in the minutes of CRAF board meetings. Real meeting minutes were prepared for board meetings held July 13, 1999, March 16, 2000, March 31, 2000 and May 6, 2000. Additional minutes were prepared for meetings that apparently did not occur (RT 742-743). Those minutes, for meetings on Aug. 3, 1999 and Sept. 20, 1999, state Ms. Brockman, Mr. Givens and Mr. Weekley all were present. They further record that all expenditures and actions taken by CRAF were approved at those times. Ms. Brockman and Mr. Givens testified those meetings never happened (RT 767-768, RT 741-744).

Vendors and Their Products

How CRAF chose, paid and monitored the foundation’s vendors perfectly illustrates the self-interested and improper disbursement of foundation funds. The services provided by those vendors show how settlement money boosted Mr. Quackenbush political fortunes, but did nothing to help the victims of illegal claims-handling practices.

The evidence also demonstrates decisions about vendors and their products were jointly made by Mr. Grays and Mr. Shumate, Mr. Quackenbush's top political advisor. That reality helps uncloak CRAF as a virtual sham. It demonstrates clearly the de jure directors did not control the foundation. That power resided in a de facto governing board comprised of Mr. Quackenbush’s aides and campaign consultants.
Through Feb. 18, 2000, CRAF had given $4.7 million to vendors for projects ostensibly designed to enhance earthquake preparedness and the availability of insurance in underserved communities. That represents roughly 77 percent of the foundation’s total expenditures. The entire $4.7 million went to firms that have connections to Mr. Quackenbush, his top deputies or CRAF officials. Of that total, more than $686,000 represented the actual commissions or salaries earned by individuals and companies associated with Mr. Quackenbush and his executive staff.
None of the contracts were competitively bid. The CRAF board had no role in negotiating or arranging any of the agreements. Nor did the board monitor the performance of services under the contracts. Those functions were performed by Mr. Grays and Mr. Shumate.
These vendor arrangements were not even discussed with Mr. Givens until March 2000. That date was well after all the payments had been made. It also was when Mr. Givens was asked to ratify the contracts. (Lockyer v. CRAF, Attorney General’s June 15 Reply to CRAF’s Opposition to Request for Preliminary Injunction, p. 2, lines 8-11. Sacramento Superior Court, Case # 00AS02449.)

The vendors’ products: television commercials featuring Mr. Quackenbush; public service announcements and a video featuring Mr. Quackenbush; a poll that measured Mr. Quackenbush’s job performance rating compared to potential political rivals; and very little else.
Meanwhile, none of the funds were paid to victims of the Northridge earthquake, one of CRAF’s main reasons for being. Nor did CRAF provide any money for earthquake research, another supposed purpose of settlements with Northridge insurers.
· Earthquake Preparedness Commercials

CRAF’s largest expenditure funded television commercials that featured the Commissioner. The advertisements, which targeted Los Angeles and Bay Area residents, focused on the unpredictability of earthquakes and the need to be prepared. The 10- and 30-second spots aired in the first 21 days of November 1999. CRAF paid $3 million for the advertisements.

The vendors for the project all were veteran members of Mr. Quackenbush’s campaign team. Target Enterprises purchased the media time. Its president, Mr. Bienstock, performed the same task for Mr. Quackenbush’s 1994 and 1998 campaigns for Insurance Commissioner. Don Sipple, head of Sipple Strategic Communications, produced the earthquake advertisements. He did the same job for the Commissioner in 1994 and 1998. Mr. Shumate supervised polling for the media project and directed the team. He has been Mr. Quackenbush’s top political advisor since 1986 and directed his successful campaigns for both the State Assembly and Insurance Commissioner. Meanwhile, all three worked with Mr. Grays when he served as Mr. Quackenbush’s campaign chairman in 1998.
Testimony before the committee showed the project team was put together by Mr. Shumate and Mr. Grays, with no input from the CRAF board. Both Mr. Bienstock and Mr. Sipple testified they found out about the project from Mr. Shumate (RT 807 and 969). Mr. Shumate was the person who notified Target Enterprises it had been hired, according to Mr. Bienstock’s testimony (RT 812). Mr. Bienstock also told the committee Mr. Grays detailed each vendor’s role at a Sept. 1, 1999 meeting (RT 808-809). Mr. Sipple testified the meeting included himself, Mr. Shumate, Mr. Bienstock and Mr. Grays, and that it was held in Mr. Shumate’s office (RT 971). 

The contract for the earthquake commercials, between CRAF and Target Enterprises, was sole-sourced. The CRAF board sought no bids or proposals. In fact, Mr. Bienstock testified he had no contacts with foundation officials when reaching his agreement. He also said there wasn’t even a written contract until after the project was well underway. (RT 812).
CRAF paid the $3 million to Target Enterprises in two installments: $2 million on Oct. 22, 1999; and $1 million on Oct. 31, 1999 (Exhibit B-8). Target Enterprises received a 15 percent commission, or $450,000. Mr. Bienstock testified the $450,000 was divided three ways: $150,000 for his firm, $175,000 for Mr. Shumate’s firm (Joe Shumate & Associates), and $125,000 for Mr. Sipple’s company (RT 833-834).

The evolution of the television scripts provides evidence of the political undercurrent that coursed through CRAF’s operations. In the original scripts written by Mr. Sipple, as he testified, earthquake victims appeared along with Mr. Quackenbush (RT 972). Mr. Sipple told committee staff he relied on Mr. Shumate and Mr. Grays to find the victims. Additionally, he testified he specifically asked Mr. Grays to find them. (RT 973). Mr. Shumate and Mr. Grays never came up with the victims.

The advertisements ultimately featured only Mr. Quackenbush, along with damage footage. Mr. Sipple testified concerns were raised that such spots could be criticized as political opportunism (RT 973-974). Clearly, that advice went unheeded. The potential political benefit of the revised commercials is readily apparent. As Mr. Sipple observed in an Oct. 17, 1999 e-mail to Mr. Grays and Mr. Shumate, “… Quackenbush screen time is enhanced.” (Exhibit A-21).

But while the commercials may have heightened the Commissioner’s media exposure, it is debatable how much they bolstered earthquake preparedness. Mr. Sipple, in comparing his original scripts to the final version, told committee staff he didn’t think the aired spots were “as effective.”

The evidence clearly shows DOI, specifically Mr. Grays, assumed a major role in developing and implementing CRAF’s earthquake advertisements. “We sent invoices to CRAF through George Grays, as was prescribed in our first meeting, and that’s how he wanted us to work,” Mr. Bienstock testified (RT 798). At the Sept. 1, 1999 meeting, according to Mr. Bienstock’s testimony, Mr. Grays, “represented to us that he was in charge of all things foundation related …” (RT 813).

Meanwhile, the CRAF board had no decision-making role. That, in itself, further demonstrates the board may have improperly abandoned its fiduciary duties and forfeited its independence to DOI.

As the Attorney General noted in his lawsuit against the foundation, its directors and Mr. Grays, “CRAF has provided no evidence that the CRAF board had any control over the design of the ad campaign, the levels of expenditures made to implement it, or even knew that the prices were fair or not.” (June 15 Reply. p. 7, lines 22-24). 

One expert retained by the Attorney General described the potential financial effect of the board’s failure to properly oversee the project. Howard Bragman, in a May 26, 2000 declaration, said that while the 15 percent commission was the industry standard, CRAF likely could have negotiated a lower rate. He also pointed out that CRAF made no attempt to secure free public service announcement (PSA) time for the commercials. Bragman said using PSAs could have “substantially reduced” the amount CRAF paid for the spots. (Exhibit E-14).

Mr. Quackenbush claimed he had no role in the advertisements’ development. For example, he testified June 5 before the Senate Insurance Committee that he didn’t know who wrote the scripts. He further testified that he didn’t see the scripts until the day the spots were filmed. (RT 145). The weight of evidence, however, indicates those statements are untrue.

First, Mr. Sipple testified he discussed the scripts with Mr. Quackenbush roughly a week before the spots were filmed. During that conversation, Mr. Sipple said he “made a run” at Mr. Quackenbush to get his help in finding victims to use in the advertisements. Mr. Sipple further testified that the Commissioner indicated locating the victims would be no problem, and that a unit within the DOI could get them. (RT 974-975). Given the fact Mr. Sipple had produced his campaign advertisements, it is not credible to suggest Mr. Quackenbush was unaware during that talk that Mr. Sipple was writing the CRAF commercials.

Second, documents and testimony by Mr. Sipple show Mr. Quackenbush reviewed the scripts, and was kept informed of their development, before the advertisements were filmed. In an Oct. 10, 1999 e-mail to Mr. Shumate and Mr. Grays, Mr. Sipple wrote, “I did tell Chuck that the script treatments would be available for his review tomorrow.” (Exhibit A-20.) Moreover, Mr. Sipple testified the Commissioner had the opportunity to review the scripts before filming, and that “he was certainly apprised of the progress of the script developments.” (RT 977-978).

· Outreach to Underserved Communities

CRAF also endeavored to launch an outreach program to increase the availability and purchase of insurance in historically underserved communities. The project was called Protection, Advice and Coverage for Everyone (PACE).

The vendor paid to implement PACE was Public Strategies, Inc (PSI). Like the earthquake commercials, this was another insider agreement arranged by Mr. Shumate. Public Strategies’ managing director is Marty Wilson, who worked with Mr. Shumate and Mr. Grays under former Gov. Pete Wilson. Further, Jonathan Wilcox, a PSI employee who served as Marty Wilson’s right-hand man on PACE, worked on Mr. Quackenbush’s 1998 campaign.

CRAF directors had no role in putting together the Sept. 15, 1999 contract with Public Strategies, although Mr. Weekley signed the agreement on Sept. 21, 1999. Mr. Wilson testified he contacted Mr. Shumate in 1999 to get his help in selling the PACE plan to DOI. He also told the committee there were no real negotiations, and that his contact in transacting the contract was Mr. Shumate. Mr. Wilson further testified Mr. Shumate’s office told him in the fall of 1999 that funds were available for PACE.

Ultimately, CRAF paid Public Strategies $375,000. The money came in three installments: $150,000 on Oct. 7, 1999; $150,000 on Nov. 9, 1999; and $75,000 on Dec. 12, 1999. (Exhibit B-8). Of the $375,000, Public Strategies and Mr. Shumate’s firm each received $100,000. Another $96,000 went to a group of nine PACE “coalition consultants.”

While Public Strategies and Mr. Shumate’s firm received their money, PACE did conduct any outreach, its stated purpose.

As originally envisioned, and pitched to DOI officials, PACE was a $3 million project that included $2 million for television commercials. Mr. Shumate, when he first contacted Mr. Bienstock and Mr. Sipple about CRAF, told them the work would include earthquake preparedness and underserved outreach advertisements (RT 808 and RT 970). Mr. Sipple developed scripts for the commercials that featured Mr. Quackenbush and minority community leaders talking about the need for insurance (Exhibit A-20). And Mr. Bienstock, in an Oct. 18, 1999 memo to Mr. Wilson regarding the underserved program, noted, “Our television effort is set to begin on 10/25 and run for a three-week period ending on 11/14.” (Exhibit D-15).

The $2 million allotted for the media buy, however, was put on hold and eventually eliminated (Exhibits D-9 and D-10). Mr. Bienstock testified Mr. Grays informed him the underserved media buy was cancelled “maybe a third of the way through” the project (RT 824). Mr. Bienstock didn’t recall whether Mr. Grays offered any explanation for the decision.

But the reason didn’t matter much to Target Enterprises. Whatever the cause, the cancellation put the firm in a frustrating and embarrassing position. “We had done all of the work for weeks and weeks on the project and committed time to television stations only to find out we had to go back hat in hand and start withdrawing our promises,” Mr. Bienstock testified. “So the rationale wouldn’t have mattered.” (RT 824-825).

 The media campaign’s demise transformed PACE from an outreach program into a pure research project. Mr. Wilson testified he didn’t know who made the decision. He did tell the committee, however, that Mr. Shumate informed him the project’s direction had changed. (RT 991.)

The research was comprised of focus groups and opinion polling. Those services were provided despite a provision in Public Strategies’ contract that specified, “conducting focus groups or polls … are not within the scope of services to be provided by PSI under this agreement.” (Exhibit B-17). Mr. Wilson initially explained the apparent conflict by telling the committee subvendors, not Public Strategies, conducted the poll (RT 1017). When pressed, he acknowledged his firm used CRAF money to work with the polling subvendors. Further, he could point to no provision in Public Strategies’ contract that authorized him to subcontract for polling. The authorization “to conduct the poll,” Mr. Wilson testified, is found in the research component of the original $3 million PACE proposal (RT 1022-1023).

Documents provided the committee by Public Strategies show DOI officials were heavily involved in planning the PACE project after CRAF incorporated on April 21, 1999. Additionally, statements to committee staff by Mr. Wilson indicate Mr. Grays helped direct its implementation.

Deputy Commissioner Dan Edwards was advised of the latest thinking on the project in a May 24, 1999 memo from Mr. Wilcox (Exhibit D-14). In a June 15, 1999 memo, Mr. Wilcox updated Mr. Grays on PACE. That memo noted Mr. Wilcox had participated in “several meetings” with Mr. Edwards and Mr. Palmer, as well as Mr. Shumate. (Exhibit D-13). And on Aug. 26, 1999, Mr. Wilson submitted the “outline and plan for the proposed PACE initiative” to Mr. Grays (Exhibit E-8).

In addition, Mr. Wilson told committee staff Mr. Grays approved the services provided by Public Strategies. He said he had no contact with any CRAF official about those services. The board’s bystander status came despite a provision in the Public Strategies’ contract that said, “All services provided hereunder by PSI shall be performed at the request of, or with prior approval of the Board of Directors of CRAF.” (Exhibit B-17).

The Public Strategies documents provide evidence Mr. Quackenbush likely was made aware of the PACE project during the planning stages. The papers also show the Commissioner may have been directly involved in raising money for the project. The documents are notes taken by Mr. Wilson at PACE planning meetings held in 1999. The committee has been told the notes, to a large extent, reflect comments made by Mr. Shumate at the meetings. The notes are found in Exhibit D-20.

The notes for a May 26, 1999 meeting show Mr. Quackenbush was supposed to meet with Mr. Shumate the following week. At the same meeting, Mr. Wilson wrote about the “need to meet with Chuck, Bill and George.” The names refer to Mr. Quackenbush, Mr. Palmer and Mr. Grays.

More evidence comes from a Sept. 29, 1999 meeting. Mr. Wilson noted $1.1 million in DOI funds were available for the project, and that an additional $1.1 million to $1.3 million might be available. He further wrote those funds still would leave the program well short of its $3 million target. The Sept. 29 notes then say, “Chuck to ask co’s,” followed by “$150 by Mon or Tues., $75 October, and $50 Phase II.” Committee staff has been told the numbers refer to thousands of dollars and that “Chuck to ask co’s” refers to Mr. Quackenbush and insurance companies.

The committee has not been able to confirm that Mr. Quackenbush asked the carriers for the money. Nor has it confirmed he met with Mr. Shumate about the PACE project.


In the outreach area, CRAF also paid the sole proprietorship owned by Mr. Weekley, one of its own board members, $18,000. The money given to Community Connections supposedly was used to facilitate local discussions. According to Mr. Givens' testimony, he was faxed the contract by Mr. Grays in December 1999 and subsequently discussed the matter with Mr. Weekley, but did not understand the conflict of interest (RT 745-46).  Mr. Weekley agreed to provide the CRAF board some evidence of work product justifying his receipt of $18,000. Mr. Weekley invoked his Fifth Amendment right against self-incrimination in declining to testify before the committee.

· The Political Polling

The PACE opinion poll stands as a prime example of how CRAF’s money – which DOI extracted from insurers with its enforcement powers and which rightfully belonged to the public – was used for political purposes.


 When it went into the field in December 1999, it seemed innocent enough. It was apolitical, with questions covering such topics as respondents’ finances, and their views on insurance and the PACE project. But the poll was pulled Dec. 14, 1999, according to Mr. Wilson’s testimony, only five days after it was put in the field Dec. 9 (RT 1002). It went back out sometime around March 2000, Mr. Wilson testified (RT 1005).


The revised survey was hardly apolitical. It now included classic political questions. As Mr. Wilson testified, “In the world of political polling they’re fairly standard.” (RT 1008).

The questions included: Were the respondents’ views best represented by the Democratic or Republican Party? Were the respondents most comfortable with candidates of the same heritage? Did the respondents generally vote for candidates regardless of their political party or ethnic heritage? Was the respondent a registered voter? To what political party did they belong? What issue -- taxes, the economy, education, health care, crime and drugs, water or community growth -- was most important to the respondent? And the most telling: How did the respondents rate the job performance of selected statewide officials, including Gov. Gray Davis, Attorney General Bill Lockyer, Lt. Gov. Cruz Bustamante, Secretary of State Bill Jones and Mr. Quackenbush? (Exhibit A-22).

In his testimony before the committee, Mr. Shumate agreed Secretary of State Jones and Mr. Quackenbush were potential rivals for Governor or the U.S. Senate. He also indicated Gov. Davis, Attorney General Lockyer and Lt. Gov. Bustamante were potential opponents for statewide office on the Democratic side. (RT 193-194).

The survey questions may have helped Mr. Quackenbush gauge his standing vis-à-vis possible campaign competitors, but they did little to accomplish the PACE poll’s original goal. In his testimony, Mr. Wilson described the survey’s purpose as twofold. The first objective was to measure how people in underserved communities would react if the insurance industry offered them products. The second was to determine the best means to sell those services. Asked if he thought the poll achieved those goals before the political questions were added, Mr. Wilson testified, “Yes I did.” Asked if the political questions helped fulfill the survey’s purposes, he responded, “I’m not sure.” (RT 996-997).

One of the important unanswered questions remaining after the committee’s hearings is: Who gave the order to include the political questions, and who paid for the poll?

Mr. Wilson testified Mr. Shumate’s office directed him to add the political questions (RT 995). He told the committee Mr. Shumate’s assistant, Courtney Sakai, gave the order to pull the survey from the field because “the questionnaire had not been approved, and the client wanted more quote/unquote political questions in the poll.” (RT 1004). Further, Mr. Wilson testified Mr. Shumate’s office specifically told him to include the job performance questions because, “I believe the term was that’s what the client wants.” (RT 997-998).

Documents provided the committee by Public Strategies appear to support Mr. Wilson’s testimony. But they also reveal seeming inconsistencies.

Dec. 1 and 13, 1999 faxes from Ms. Sakai to Mr. Wilson have draft questionnaires attached. On those drafts are handwritten suggestions for political questions to be added to the survey. (Exhibits D-7 and D-8). The Dec. 1 document, for example, reads on the second page, “Need to add political questions: are you registered to vote? affiliation? Questions to find out: What they think of Rep & Dem Parties. What they think of politicians.” (Exhibit D-8).

The Dec. 1 date, however, raises questions about Mr. Wilson’s testimony. He said Mr. Shumate’s office told him to add the political questions after it had been put in the field on Dec. 9. Exhibit D-8, however, suggests he was asked to include the political questions before he put the survey into the field?

In addition, neither the Dec. 1 nor Dec. 13 faxes contain a specific suggestion to include the job performance question.

While the evidence above shows Mr. Shumate and Ms. Sakai directed Mr. Wilson to add political questions to the poll, it doesn’t identify “the client” or who paid for the poll. Documents provided the committee show only that CRAF gave Public Strategies $150,000 for polling and focus groups.

Mr. Shumate testified State Farm donated the $150,000 – separately from the $2 million the firm gave CRAF under its Northridge settlement. He further testified State Farm asked that the political questions be added to the poll, and that he got that impression either from someone at State Farm or Mr. Grays. (RT 195-201).

Mr. Patterson of State Farm, however, testified unequivocally the company neither provided the $150,000 nor requested the political questions (RT 201-203). And in subsequent statements to committee staff and documents provided the committee, State Farm and its counsel, Dan Kinney, supplied more evidence to support their claim.


Mr. Kinney told committee staff Mr. Grays first contacted him in September 1999 about funding a survey regarding underserved communities. Political questions were not mentioned during that conversation, according to Mr. Kinney. State Farm then discussed the matter internally, said Mr. Kinney. After that discussion, Mr. Kinney said he contacted Mr. Grays in late September and told him the firm would be interested in funding the survey, with some clear caveats. Specifically, State Farm wanted more information, including the bylaws of the nonprofit (CRAF) that would conduct the poll. The insurer also wanted to see the survey instrument and the final results.

Mr. Kinney said he didn’t hear anything further about the poll until March 28 or 29, 2000. That’s when Mr. Frazier of Pillsbury Madison called him. Mr. Frazier, according to Mr. Kinney, said he had heard State Farm was going to fund the poll. Mr. Kinney said that was not the case, since the company never received the information it had requested from Grays in September 1999. During that talk, according to Mr. Kinney, Mr. Frazier said he believed the poll might already have been completed.

Mr. Frazier than contacted Mr. Grays, who faxed the poll questions to Mr. Kinney on March 29, 2000. A copy of the fax provided the committee by Mr. Kinney includes the political questions. (Exhibit E-6). At that time, Mr. Grays implied it might still be possible for State Farm to add questions, acting as though the survey had not already been completed, said Mr. Kinney. 

The above evidence shows State Farm didn’t see the political questions, and was not even asked whether it wanted to add questions, until at least after the final questionnaire went back into the field and, possibly, after the poll had been completed.

Some evidence suggests DOI, or Mr. Grays, was the client. Mr. Wilson testified the client “could have either been the Department of Insurance, in this case most likely Mr. Grays, or it could have been State Farm.” (RT 998). In addition, monthly time sheets submitted by Mr. Wilcox for his work on PACE show Public Strategies considered DOI its client for much of 1999 (Exhibit E-10).

· The Earthquake Assistance Fund  

 Mr. Quackenbush and DOI officials committed a more fundamental abuse than turning the enforcement process into a political operation for the Commissioner and a money machine for friends. They broke faith with Northridge earthquake victims. Case in point: the EAF.

On April 21, 1999, 21st Century and DOI settled the Northridge enforcement action against the insurer. The agreement called for the carrier to pay $6 million to CRAF to provide financial assistance to insured homeowners and uninsured nonprofits that suffered damage during the quake. (Exhibit A-8). In trumpeting the accord in an April 27, 1999 press release, Mr. Quackenbush said, “My goal has been to ensure that Northridge earthquake victims are made financially whole. This action by 21st Century meets that goal …”

More than 15 months later, not one penny has gone to a homeowner or nonprofit. But while the EAF’s supposed beneficiaries have gone begging, 21st Century earned interest on the $6 million for more than one year. Both DOI and CRAF officials allowed the firm to keep the money, rather than immediately turn it over to the foundation, which could have earned the interest while it developed a plan to distribute the funds. The $6 million didn’t arrive at CRAF until May 6, 2000.

By that time, however, it essentially was too late. The Attorney General had sued CRAF the day before, alleging breach of fiduciary duties and other violations. Now, as a result of a court order, the $6 million and CRAF’s remaining assets have been frozen. (Lockyer v. CRAF, Sacramento Superior Court, Case # 00AS02449.)

There is more evidence of the disturbing lack of interest among CRAF and DOI officials in getting the EAF up and running. Even if it could use the $6 million, the EAF still has no viable plan to distribute the money. CRAF didn’t hire the EAF’s third-party administrator – responsible for developing and implementing the plan -- until Sept. 21, 1999. That’s five months after the 21st Century settlement. (Exhibit B-16). The administrator, Ms. Smith-Gaston, didn’t submit a proposal to CRAF until Feb. 18, 2000 (Exhibit C-25). Further, Ms. Smith-Gaston testified she still has received no word from CRAF on the status of her plan (RT 1281).

Mr. Kelley, in testimony before the Senate Insurance Committee, tried to explain the delay in CRAF getting the $6 million. He said DOI was “doing the preliminary work to have a very viable plan that has tracking and benchmarks.” (6/5 SEN RT 21). He made those statements nearly four months after Ms. Smith-Gaston gave him a copy of her proposal. She never received any feedback from Mr. Kelley about the plan.

In fact, Ms. Smith-Gaston’s only response has come from Mr. Givens. He talked to her about the plan when he visited her Los Angeles office in April. Beyond that, Ms. Smith-Gaston has had no communication from the CRAF board regarding her plan. The board’s March 16 agenda includes an item regarding her request to move forward with the plan (Exhibit B-11). She testified she knew nothing about the agenda and was not asked to attend the meeting (RT 1282). At its May 6, 2000 meeting, the board adopted a resolution that placed numerous conditions on implementation of her Feb. 18 plan (Exhibit B-11). Ms. Smith-Gaston testified she has never seen the resolution (RT 1283).

Meanwhile, Mr. Quackenbush testified April 27 – roughly four months ago -- he had sent a letter to CRAF urging the board to speed approval of a plan to distribute the $6 million. He further testified CRAF had publicly indicated the EAF would be operational “in a few short weeks.” (4/27 RT 15-16).

Ms. Smith-Gaston’s June 26 testimony, however, indicated it would take much longer than “a few short weeks” to get the EAF in a position to distribute money.

Asked when the first earthquake victim would receive a check if the next day she received all the needed authority to implement the plan, Ms. Smith-Gaston responded, “I’d say more likely the first check issued would probably be at least three months.” (RT 1296). Why? For one, Ms. Smith-Gaston noted the EAF still had no accounting system in place, and no policies or procedures. She also said she needed to hire additional personnel, and identify and prioritize target areas. (RT 1295-1296). She further acknowledged the EAF’s Website is not operational (RT 1302).

Ms. Smith-Gaston’s Feb. 18 plan also has encountered strong criticism from two experts retained by the Attorney General. With credentials in grant-making, nonprofit consulting, and disaster response and recovery, the professionals have described the plan as sorely deficient.

In a June 14, 2000 declaration, Lorri L. Jean said, “From the perspective of generally accepted standards for disaster recovery and assistance, it is my opinion that the Plan for the distribution of the disaster relief funds to individual and nonprofit victims of the Northridge earthquake is extremely inadequate and flawed.” She also contended “many of the Plan’s presumptions are unsupported, and the plan fails to include some of the most common and important components of a viable program for the delivery of disaster assistance.” (Exhibit D-19).

Nancy Berglass opined in a June 13 declaration, “From the point of view of generally accepted standards and protocols for organized philanthropy, it is my assessment that the … Plan does not represent a sound grant-making program.” She said the proposal “fails to provide necessary detail on a number of critical points.” (Exhibit D-18).

Confronted with the declarations the day she testified, Ms. Smith-Gaston didn’t flatly reject the characterization of her plan as “inadequate.” She told the committee, “It’s a framework, it’s a proposal, more or less just an approach.” (RT 1298).

One aspect of the EAF that does not seem inadequate is Ms. Smith-Gaston’s compensation. Her 18-month contract provides her an $8,000 monthly salary, for a total of $144,000. The agreement took effect Oct. 1, 1999. She has paid herself twice monthly from the money CRAF gave the EAF. So, from Oct. 1, 1999 through the date of her testimony on June 26, her salary totaled $68,000.

In addition to Ms. Smith-Gaston’s salary, the EAF had spent another $119, 988 as of Feb. 18, the date she submitted her plan. The additional costs incurred by Ms. Smith-Gaston’s operation included $48,287 for contract labor, $37,962 for 14-months’ rent, plus 4-month security deposit, and $16,787 for furniture and equipment. As of Feb. 18, CRAF had provided $207,034 to the EAF. Subtracting the $119,988 in expenses and $36,000 in salary Ms. Smith-Gaston had earned to that date, the fund’s balance stood at $51,046. (Exhibit C-25).

Ms. Smith-Gaston became the EAF’s administrator through what seemed the standard CRAF-DOI process: friends helping friends, with not even a pretense of searching for the best arrangement and best people.

The person who told Ms. Smith-Gaston about the job was Mr. Kelley. As she testified, they have been personal friends for roughly 11 years (RT 1274). After interviewing with 21st Century executives, she met with Mr. Kelley and Mr. Grays. She knew Mr. Grays through their work on a project called Community Advisory Partners Program. Mr. Kelley informed Ms. Smith-Gaston she had been hired. She never had any contact with CRAF officials. Neither the board nor the DOI distributed requests for proposals; no one else was interviewed.

Ms. Smith-Gaston possesses some qualifications desirable for the position. She has experience in public relations, consumer affairs and, perhaps most important, consumer outreach, as president of California Alliance for Consumer Education. (Exhibit C-31).

She does not, however, have the expertise of Dennis Gilardi, a certified public accountant and principal of Gilardi & Co. in Larkspur. Mr. Gilardi testified his 85-employee firm is administering several cases for the California Attorney General. He told the committee he is a “state-approved vendor.” (RT 402). Mr. Gilardi may be state-approved. But he was not considered for the CRAF job.
· Earthquake Education for Students

The process by which Strategi LLC secured its Oct. 7, 1999 contract to develop, produce and distribute Quake Ready followed the familiar theme. The firm’s president, Elise Kim, had known Mr. Grays since 1994 through the California Mentor Initiative. She also knew CRAF board members Mr. Weekley and Ms. Brockman through the same program. (RT 844-845). Once again, there was no competitive bid process. Ms. Kim was familiar with the main players; she got the job.

On the money side, CRAF paid the firm a total of $1,111,246 in two installments: $250,000 on Sept. 10, 1999, about one month prior to the contract date; and $861,246 on Oct. 7, 1999, the day the agreement was signed (Exhibit B-8).
Quake Ready was envisioned as a three-phase earthquake education program for school children. Phase I entailed development and production of PSAs and classroom videos featuring Los Angeles Laker Shaquille O’Neal, a Quake Ready Website and toll-free hotline, and classroom kits. Under Phase II, the program would be “launched” in the media, a promotional run of classroom kits would be distributed to selected schools, and 500,000 informational brochures would be produced to respond to hotline requests. Under Phase III, the classroom kits would have been distributed statewide. The original Oct. 7, 1999 contract specifically covered only Phases I and II. (Exhibit B-18).

The $1.1 million paid to Strategi compensated the company for its work on Phase I. On Jan. 7, 2000, Strategi submitted an invoice for Phase II totaling $894,906. The media launch portion – billed at $66,800 on the Jan. 7 invoice – commenced March 23, 2000. But, faced with the Attorney General’s lawsuit and a severe shortage of discretionary cash, CRAF notified Strategi to stop performance under the contract. Strategi has not been paid for any portion of Phase II, including the media launch.
What did Strategi produce for $1.1 million? Following is a breakdown:

· A classroom video quiz and public service announcements. Price: $486,653. The video features Mr. O’Neal. It has not been distributed. The PSAs feature Mr. O’Neal and Mr. Quackenbush. They started airing in March 2000.

· An animated video featuring Mr. O’Neal. Price: $366,531. The video has not been distributed.

· Classroom kits. Price: $125,062. A limited number of prototypes were produced. None have been distributed to schools. But some government agencies have expressed interest in endorsing Quake Ready and distributing the kits, which include the videos, to students. The money would come from a corporate sponsorship.

· Toll-free hotline. Price: $88,000. The hotline, which directed people to the Website and told them how to order informational brochures, no longer operates. 

· Website: Taken down at CRAF’s direction. Price: $45,000.

Strategi’s prices have drawn criticism from several quarters. When Mr. Bienstock warned Mr. Quackenbush and Mr. Kelley about what Mr. Bienstock considered CRAF’s excessive expenditures, he referred mainly to the video products featuring Mr. O’Neal. The foundation paid roughly $500,000 to produce those videos. (RT 927).

Further, Ms. Kim originally proposed that CRAF pay Strategi a $250,000 “licensing fee.” The clause said the fee would compensate Strategi for “any and all use of the Quake Ready program in the primary and middle schools” in California. (Exhibit C-13). The provision was not included in the final agreement, but committee members and others criticized it. They contended the additional fee was inappropriate, since CRAF already had paid for the development and production of the program materials. In effect, they noted, the fee would have paid Strategi twice for the same work.

Some evidence, however, weighs in Strategi’s favor. In contrast to the $3 million earthquake preparedness television campaign, Quake Ready used PSAs, and the free air time that tactic afforded. During the media launch, Quake Ready was mentioned on such cable shows as Fox Sports Net’s “The Last Word” and Fox’s “The O’Reilly Factor.” Additionally, Mr. O’Neal waived his $1.2 million appearance fee, providing the program a like amount of value.


Ms. Kim’s testimony and documents provided the committee by Strategi show Mr. Grays, not the CRAF board, called the shots on Quake Ready.


Ms. Kim testified she negotiated her contract with Mr. Grays and observed, “We believed that Mr. Grays was representing CRAF.” (RT 851-852). Numerous documents indicate Strategi officials dealt directly with Mr. Grays on the project (Exhibits C-5 and C-8). These documents also provide evidence Mr. Grays helped manage Quake Ready and approved its program elements (Exhibit C-10).

Charitable Organizations 

The distribution of CRAF funds to charities mirrored the process for allocating money to vendors. Generally, the organizations that received grants were tied to Mr. Quackenbush, DOI officials, CRAF board members or Mr. Quackenbush's political interests. Three cases illustrate the point.

· Athletes and Entertainers for Kids and 911 4 Kids

Ms. Kim of Strategi co-founded and is the executive director of Athletes and Entertainers for

Kids, which received $190,000 from CRAF. Mr. Quackenbush served as an honorary member of  governing board, and Mr. Grays sat on the corporate council. Ms. Kim also the executive director of 911 4 Kids, which received $45,000 from CRAF. Neither organization went through a traditional application process. Instead, Ms. Kim learned about the available funds from Mr. Grays and discussed possible funding with him. The groups then received $235,000 of CRAF’s money. (RT 854).

· Urban League

The Greater Sacramento Urban League received $501,500 from CRAF: $500,000 to help pay for the League's new job training facility in Sacramento and $1,500 to purchase tickets for the Commissioner and his executive staff to attend the organization’s annual dinner in 1999.

Mr. Quackenbush told the committee he had no role in arranging the $500,000 contribution from CRAF. Yet, on July 13, 1999, he received a letter from Urban League President James Shelby thanking him for his help facilitating the grant (Exhibit B-21). Similar letters were sent to Mr. Grays and Mr. Weekly. After receiving the thank you letter from Mr. Shelby, the Commissioner was appointed to the Urban League's Board of Directors on July 19, 1999. 

During the Urban League's October dinner, Mr. Shelby again thanked Mr. Quackenbush for his help in obtaining the money. Then Mr. Shelby went further. He let the audience know Mr. Quackenbush was personally responsible for raising the $500,000 for the League's job training center.  

Despite the letter from James Shelby, Commissioner Quackenbush testified he first heard of the $500,000 grant from Mr. Grays only a few days before the Urban League dinner, and was surprised (RT 134).

· Skillz Athletic Camp

CRAF also provided a grant to the Skillz Athletic Camp. Skillz Athletic is a Sacramento-area football camp run by B.T. Thompson. Mr. Quackenbush’s two sons attended the camp.

In an interview with committee staff, Mr. Thompson said he learned from Mr. Grays his camp could be in line for a large grant from CRAF -- with no written grant application required. Documents obtained by the committee show Skillz Athletic received $263,000 in several different payments from CRAF. Mr. Thompson told committee staff that, despite receiving such a large sum of money, no progress or fiscal reports were required. Moreover, Mr. Thompson said that once the revelations about CRAF became public, an attorney for CRAF called and asked Mr. Thompson to develop some documentation for the grant. The attorney also told Mr. Thompson he would have to incorporate Skillz Athletic as a nonprofit organization, according to Mr. Thompson.
Retroactive Legitimacy

The Skillz Athletic grant provides yet another example of the failed efforts by Mr. Grays and CRAF lawyers to provide after-the-fact legitimacy to the foundation’s activities. Even more enlightening is the board’s action in March 2000.

On March 16, 2000, CRAF held its second board meeting. The discussion included, for the first time, many of the above items. (Exhibit B-11).  Present on the telephone conference call were Ms. Brockman, Mr. Weekley, Mr. Givens, Mr. Canon, Mr. Frazier and other Pillsbury Madison attorneys.  For Mr. Givens, it was his initial meeting and the first time he learned of many of CRAF's activities.

It was not until the third CRAF board meeting, on March 31, 2000, that directors approved past expenditures and ratified each contract from the time of incorporation, with the exception of Mr. Weekley's Community Connections agreement (Exhibit B-11). At that meeting -- held months after grants had been awarded and vendors paid -- the directors determined each contract was within the board’s power to authorize. They also decided CRAF could use unrestricted grant funds to pay the cost of each contract, that CRAF received fair terms for each contract, and that CRAF would receive fair value upon the completion of each contract.

Nexus Between Funded Programs and Foundation Purposes

As discussed above, the stated purpose for the foundation was somewhat inconsistent. CRAF was incorporated for "the promotion of social welfare." The bylaws are consistent with the articles of incorporation. But the settlement agreements with Northridge insurers who provided CRAF’s initial funding are not. Three of those agreements list much more specific purposes for the foundation. They specify the foundation’s purpose was to conduct earthquake studies and education, and to provide victim compensation.

The agreement between State Farm and DOI provides, "[T]his letter sets forth the agreement reached between [DOI and State Farm] relating to its contribution to a public earthquake study and education fund." (Exhibit A-5). Allstate agreed to make a monetary contribution to a "humanitarian public earthquake study and education fund …” (Exhibit A-17). 21st Century agreed to deposit $6 million in a fund to provide limited financial assistance to homeowners and nonprofit entities with Northridge earthquake property damage (Exhibit A-8).


The Fireman’s Fund settlement is less specific. Still, it makes clear the insurer thought at least some of its money would fund earthquake-related programs. The agreement says the insurer’s $550,000 donation would go to a “not for profit, education project which the department oversees for the benefit of the public.” The settlement says the project’s administrators would have discretion over use of the funds, “with due consideration to Fireman’s Fund’s request that earthquake insurance and seismic event preparedness education receive the majority of these funds.”

None of the $1.4 million that CRAF awarded in grants funded anything resembling the purposes set forth in the agreements. None of the charitable organizations that received that money engaged in any activity related to earthquake study and education, or victim restitution.

Further, outreach to underserved communities does not appear to fit CRAF’s purposes, as understood by insurers and reflected in the agreements. CRAF paid $375,000 for such a project, but got focus groups and political polling for its money. Certainly, that kind of “research” does not qualify as earthquake-related and does nothing provide relief to quake victims.

On the other hand, the earthquake education programs and media campaign, though unnecessarily expensive, seem at least conceptually consistent with purposes reflected in the agreements.

Mr. Quackenbush and DOI executive staff resorted to legal technicalities to try and explain the gap between the settlement language and CRAF’s actual expenditures. Citing the State Farm agreement as their primary example, they explained the language reflected what the insurance company felt would be reasonable, not necessarily a limit on foundation activities (4/27 RT 122 and 6/5 SEN RT 29). In support of this position, DOI officials noted the provision describing the purposes is modified by the word "may" and that ultimate discretion rested with the CRAF board (4/27 RT 122-123 and 6/5 SEN RT 29).

Nevertheless, the breadth of CRAF’s purpose, as stated in the articles of incorporation, did not go unnoticed by Mr. Quackenbush. He acknowledged, in an apparent reference to the lack of precise expenditure guidelines, that "if I had to do this over again, this would be much, much more tightly drawn …"  (4/27 RT 132).

Meanwhile, as more than $1.75 million of CRAF’s money went to purposes wholly unrelated to earthquake education and study, Northridge victims received nothing.

Monitoring Performance of Funding Recipients

Clearly, as shown above, CRAF’s board members were kept, or kept themselves, completely ignorant of how vendors and grantees performed. In most cases, they did not even know who the funding recipients were.

Mr. Quackenbush and his executive staff asserted the foundations were important to their consumer protection efforts. Monitoring how much funding had gone to victims, and keeping an eye on the performance of funding recipients, would seem a natural part of achieving that purported consumer-protection goal.

Mr. Quackenbush, however, made no formal request to review the foundation’s work product until after the Assembly oversight inquiry had begun. Of course, he did not need a formal review of some of the work and expenditures. He was directly involved in the media projects. He apparently was directly responsible for the Sacramento Urban League grant. His sons attended the Skillz football camp.

Meanwhile, as the evidence shows, CRAF basically was run out of DOI. Vendors and grantees were monitored, but only, it seems, to ensure CRAF’s operations maximized the political benefits to Mr. Quackenbush.

Department's Role

The Commissioner and his top deputies consistently claimed CRAF was independent of DOI. The evidence clearly shows it was not.

Some of DOI executives’ own testimony undercut their independence argument. Mr. Edwards, for example, testified Mr. Grays was the “conduit” to the foundation (RT 409). Mr. Lowder echoed that observation, saying he viewed "Mr. Grays as a liaison to those funds, to those foundations from the department." (RT 666).

The evidence collected by the committee indicates beyond doubt DOI executive staff virtually ran CRAF. From the organization of the foundation forward, DOI staff participated in or solely made decisions affecting CRAF’s direction and function.

Mr. Kemp, CRAF's lead counsel at Crosby Heafy, verified in discussions with committee staff that DOI’s involvement with CRAF did not end with the articles of incorporation. According to Mr. Kemp, Mr. Palmer remained involved after incorporation, including when funds began arriving and during the process of setting up bank accounts. Ms. Henel supported Mr. Kemp's recollection. She told committee staff that after Mr. Palmer ceased to be her CRAF contact, and prior to Mr. Grays, Mr. Lowder was her contact.

Mr. Grays, along with Mr. Shumate, in essence was CRAF. As noted above, Mr. Grays selected the board members and served as the contact person for CRAF's attorneys. Board members relied heavily on Mr. Grays’ advice in determining the course of action for CRAF. Basically, Mr. Grays kept the directors "in the loop," after the fact, regarding it functions. For example, it was Mr. Grays who sent Mr. Givens, via fax from DOI, minutes for the Aug. 3, 1999 CRAF board meeting that never occurred. (RT 743-744, 756-757, 767-668)  Mr. Givens testified he was under the impression Mr. Grays was "developing the nonprofit" in his official capacity as a senior DOI executive (RT 756).   

Moreover, the evidence shows Mr. Grays made many of the decisions regarding vendors hired to provide services to CRAF (RT 797). As Mr. Bienstock testified:
“In my company's employment working for the Foundation, it was clear that Mr. Grays was in charge of all operations Foundation related.  He so stated that to us.  There was no separation made to our company or to other vendors that we are to isolate these two entities. No one made an attempt to do that, and any conversations dealing with Mr. Grays' activities were discussed openly and CRAF was discussed openly with no separation or delineation, and no one ever asked us to do such.” (RT 924-25).

Mr. Bienstock also testified about the difficulty he had completing the work for CRAF due to Mr. Grays' failure to respond to inquiries. Mr. Bienstock eventually contacted Mr. Quackenbush directly in November 1999 and, in the course of a 12-15 minute conversation, explained his frustration. (RT 800, 816-817).
In this conversation, Mr. Bienstock also explained to the Commissioner his concerns about how Mr. Grays was running the foundation. He told Mr. Quackenbush he thought some of the expenditures, specifically the project with Mr. O’Neal, were excessive. Mr. Bienstock went so far as to recommend Mr. Grays be fired. (RT 923, 932). Mr. Bienstock testified he felt the Commissioner understood the concerns and would take some kind of corrective action (RT 821).

Mr. Quackenbush did ask Mr. Kelley to follow through with Mr. Bienstock. Mr. Kelley contacted Mr. Bienstock and arranged a meeting in Los Angeles (RT 819-820).  At that meeting, Mr. Bienstock raised "some of the actions I had heard about of Mr. Grays that didn't involve my company or my company's business, as I thought some of them were quite disturbing, specifically a project that involved Shaq O'Neal. I had become privy to some documents which indicated an amount of dollars that were applied to that project that I felt were inappropriate." (RT 927). Mr. Bienstock also detailed additional concerns about CRAF spending. He told Mr. Kelley the expenditures were inappropriate and could "potentially put the Commissioner in jeopardy." (RT 928).
From that meeting, Mr. Bienstock once again understood that there would be some action taken by the Commissioner (RT 929). Although now on notice there were problems worth investigating, DOI took no action.  

The Kelley-Bienstock meeting represents a powerful statement about CRAF’s lack of independence from DOI. If DOI had no control over the foundation, why would Mr. Quackenbush dispatch his top deputy to discuss CRAF’s problems with a vendor?

Mr. Sipple testified he also had a conversation with Commissioner Quackenbush regarding Mr. Grays. In the latter instance, Mr. Quackenbush had called Mr. Sipple regarding the upcoming video shoot for the earthquake preparedness advertisements. Mr. Sipple testified Mr. Quackenbush called to learn a little more about what he was expected to do and what clothes would be needed (RT 975). During this conversation, Mr. Sipple expressed his frustration with Mr. Grays' failure to locate earthquake victims for the video. Mr. Sipple told Mr. Quackenbush the concept of using victims was in jeopardy without a quick resolution of the problem. (RT 975). Mr. Sipple said he explained the importance of including victims in the video, and the Commissioner indicated the problem could be solved easily. As previously noted, no victims were used in the videos.

The Bienstock meeting was not Mr. Kelley's first request for assistance in dealing with Mr. Grays. Mr. Kelley testified that shortly after he became Chief Deputy, in late July or early August of 1999, Mr. Quackenbush asked him to discuss the status of CRAF with Mr. Grays (RT 684). Mr. Kelley further testified the Commissioner was uneasy about who was making decisions for CRAF, and also expressed concerned about the lack of a feedback loop from CRAF to DOI (RT 685-686). Mr. Kelley testified he was unable to obtain any information from Mr. Grays and reported that outcome to the Commissioner (RT 684-85, 687). 

Even Mr. Quackenbush acknowledged, during his April 27 testimony, that when he learned about CRAF contributions, he would ask Mr. Grays about the source (4/27 RT 135). And as Mr. Kelley explained to the committee, when he or the Commissioner wanted to know about the foundations, Mr. Grays was the person to see (RT 684, 689-90).

Commissioner's Role

Commissioner Quackenbush acknowledged during the April 27 hearing that he gave Mr. Palmer the order to incorporate CRAF (4/27 RT 119-120). Beyond that, by and large, he professed ignorance.

He denied directing how the money would be spent. (4/27 RT 119-120.) He said he had no knowledge of the contributions when they went out, and that the donation to the Urban League was a surprise (4/27 RT 134). But as shown above, the evidence shows Mr. Quackenbush was much more deeply involved in, and aware of, CRAF’s operations than he led the committee and public to believe.

As shown above, he apparently directly participated in the $500,000 grant to the Sacramento Urban League. He also reviewed scripts for the earthquake preparedness advertisements. His conversations with Mr. Bienstock make it clear he was aware of CRAF expenditures and problems with its operations. Mr. Bienstock told committee staff Mr. Quackenbush even asked him to intercede to fix cost problems with the Quake Ready project.

Ultimately, Mr. Quackenbush acknowledged the problems with CRAF. In his June 5 testimony before the Senate Insurance Committee, he said, "[I]t seems to me they heavily spent on a lot of the charitable organizations, and I'm sure they're all fine organizations, but I didn't see the kind of earthquake work done that I had originally envisioned, particularly with CRAF." (RT 102).

Attorney General's Inquiry and Suit

In February 2000, the Attorney General made an audit request of CRAF, asking for all financial records and descriptions of programs. The Attorney General also asked for a schedule of all individuals and/or nonprofit organizations that received grants from CRAF, as well as criteria for their selection.

CRAF responded in writing, stating that its purpose was four-fold: community contributions to assist the progress of minority communities and children; public education and outreach on insurance issues; providing monetary relief to homeowners with uninsured property damage remaining from the Northridge quake; and academic research to advance the state of insurance science.

In its response, CRAF also said it had spent $1.4 million on community contributions and about $4.5 million on public outreach and education on insurance issues. The documents also showed CRAF had spent $207,000 on the planning of administering the "humanitarian fund" for quake victims. No money, however, had gone to earthquake victims. Further, CRAF had made no expenditures on academic research. 

On May 5, 2000, the Attorney General filed suit against CRAF, Mr. Weekley and Mr. Givens, as well as George Grays. The complaint alleges violations of the Corporations Code, including breach of fiduciary duty and self-dealing. The suit also seeks dissolution of CRAF, a full accounting of its expenditures and creation of a constructive trust to hold its assets.  

On May 8, 2000, the court issued a Temporary Restraining Order (TRO). The TRO barred CRAF and its remaining board members from "(1) distributing, encumbering, conveying, transferring, expending, assigning, or otherwise spending any funds, monies or assets presently in the possession of or received in the future by or on behalf of  [CRAF]; and (2) … making any further agreements to commit [CRAF] to undertake any further activities of the corporation."
CALIFORNIA INSURANCE EDUCATION PROJECT

Overview

Like CRAF, the California Insurance Education Project (CIEP) was established pursuant to an agreement with DOI to disburse funds accumulated through settlements with insurers. CIEP, however, is immune from some of the key criticisms leveled against CRAF. CIEP did not disburse funds to non-earthquake-related charities, and CIEP was not subject to DOI control like CRAF. Nonetheless, CIEP’s founding, its questionable relationship to Stoorza Communications, and its skimpy work product after spending a significant amount of its capital, concerned the committee. 

Incorporation, Bylaws and Purposes

The CIEP had its origins in the Feb. 22, 1999 “Stoorza Memo,” but doesn’t implement that plan like CRAF.

Stoorza Communications followed up the Feb. 22 plan with a March 11 proposal sent to Mr. Grays and Mr. Kelley. In this memo, the foundation plan was refined. Much of the political rhetoric was gone. But it still provided that, “Practically speaking, the Commissioner will control the foundation, given his complete authority over its receipt of operating funds.” It also suggested Stoorza Communications “is ready to work,” for a $25,000 monthly retainer. Attached to this memo was a proposed memorandum of understanding (MOU) between DOI and Stoorza to implement the proposal. (Exhibit E-1).

On March 23, 1999, Mr. Kelley signed the MOU governing the operations and programs of what would become CIEP. The MOU stated DOI intends to reach settlements under which insurers, on an ongoing basis, would provide CIEP money. It provided the foundation an immediate infusion of $50,000 from settlement money already obtained by DOI. Additionally, it specified CIEP “contemplates engaging Stoorza” as its administrator.

Also included was a statement that DOI had consulted with counsel, who had determined the contemplated activities were legal. On that issue, Mr. Kelley testified he briefly talked with a DOI lawyer, whose name he said he couldn’t remember (RT 880). He said he reviewed excerpts from the MOU with the unnamed attorney, and that the attorney advised him there was not a problem (RT 882).  However, Mr. Kelley did not get a written legal opinion (RT 880). CIEP’s counsel, Steve Lucas of Nielsen, Merksamer, Parrinello, Mueller & Naylor (Nielsen Merksamer) told committee staff that in a later meeting with DOI officials, he asked for a copy of its counsel's legal analysis. Mr. Lucas informed committee staff he never received the analysis.  

On March 25, 1999, Mr. Lucas filed the articles of incorporation with the Secretary of State. The foundation incorporated as a non-tax deductible, nonprofit corporation to promote social welfare.  However, unlike CRAF’s articles of incorporation and bylaws, the CIEP articles specify how the social welfare purposes will be fulfilled: (1) outreach to underserved communities; (2) grants to local charitable organizations that undertake insurance outreach activities; (3) educational forums on earthquakes and earthquake preparation; and (4) a broad provision allowing the foundation to conduct its own educational and outreach programs on insurance issues.

The bylaws, approved by the board of directors Aug. 12, 1999, basically restate the foundation's purposes, and generally are boilerplate in other respects (Exhibit B-23).  

Pursuant to the MOU and consistent with the articles of incorporation, CIEP divided itself into three separate projects. The Inclusion Forum Fund was established to provide outreach to communities that are underserved in terms of the residents’ ability to secure insurance products. Outreach forums on insurance issues would be financed out of this fund. The Community Assistance Fund was established to function in tandem with a grant program. The grants generally were intended for community organizations to educate constituents about insurance issues. Finally, the Earthquake Education Fund was formed to inform school children about the need for earthquake preparedness. (Exhibit B-24). 

Mr. Lucas, as CIEP’s incorporator, had the duty of naming the board of directors. Although the authority rested with Mr. Lucas, Stoorza Communications made the recommendations. The firm recommended, and Mr. Lucas named, former state Health and Welfare Secretary Sandra Smoley, former state Sen. Lucy Killea, Reuben Barrales of Joint Venture Silicon Valley, and Los Angeles contractor and businessman Elvin Moon. Mr. Lucas informed committee staff that in selecting board members, an attempt was made to find a bipartisan group of people with no ties to DOI or insurers.

Ms. Smoley had a consulting contract with Stoorza Communications prior to being named to the CIEP board. Mr. Lucas told committee staff that when the board approved Stoorza Communications’ contract to run CIEP, Ms. Smoley abstained and did not participate in the discussion.  

Funding and Sources

According to Jeff Randle, executive director and manager of Stoorza Communication’s Sacramento office, the initial proposal submitted to DOI contemplated CIEP receiving $3 million to $5 million (6/5 SEN RT 270-271). In the end, CIEP received roughly $1.3 million. The foundation received money from three sources: $1 million from the Northridge settlement between DOI and Farmers Insurance; $286,000 from a settlement between DOI and Pacific Life; and earned interest (Exhibit B-24).

The initial funding came from Pacific Life. On June 17, 1999, Mr. Kelley sent a letter to Pacific Life directing a payment of $286,000 to CIEP. The same letter directed Pacific Life to make a $14,000 payment to the CACE, the organization headed by Ms. Smith-Gaston.

Farmers Insurance settled its Northridge dispute with DOI on June 22, 1999. The settlement required Farmers to donate $1 million to a charitable foundation within 30 days. Although Farmers provided funding to CIEP, the settlement had been interpreted to mean the contribution had to go to a tax-deductible, nonprofit foundation pursuant to Internal Revenue Code section 501(c)(3). CIEP was a 501(c)(4). Further, Farmers’ agreement said the money would go to a foundation established by the Commissioner. Unlike CRAF, CIEP was not incorporated by a DOI official.

Mr. Lucas informed committee staff it took from July 1999 to November 1999 to work out a stipulation with Farmers that allowed CIEP to use the $1 million.  

Expenditures, Vendors and Products

CIEP spent its holdings primarily on administration, conferences, and an earthquake education project. Beyond administration, CIEP focused on its three issue areas: inclusion/outreach, earthquake preparedness education and a grant program.  

At the first board meeting, the newly-installed Board of Directors voted to contract with Stoorza Communications for consulting services that included the day-to-day management of CIEP. The contract was approved without competitive bidding.

The contract eliminated the need for an appointed executive director. The agreement was for two years, effective April 1, 1999, nine days after the MOU was signed. It paid Stoorza Communications $25,000 a month, for a total of $600,000 over the lifetime of the contract. The compensation was based on Stoorza Communication’s estimate of 200-250 hours of work per month (6/5 SEN RT 271-272).  The contract also included an unusually long (six-month) cancellation clause. The contract resulted in a very high proportion of CIEP’s spending going toward administration -- nearly 30 percent of the projected budget. (Exhibit B-28). In addition, pursuant to the MOU, Stoorza Communications received about $37,000 to cover legal fees and other costs incurred in developing and forming CIEP.

In sum, Stoorza Communications came up with the idea for CIEP, received $37,000 for forming the foundation, selected the board of directors, and then received a $600,000 contract for running the foundation.

As of April 30, 2000, the most recent financial information provided to the committee, CIEP had spent a total of $534,227. Of that amount, Stoorza Communications had received $327,348, or 61 percent. Unfortunately, the committee did not hear testimony about the specifics of the expenditures. Any conclusions are based strictly on documents provided to the committee by the foundation. The amount to Stoorza Communications includes their monthly retainer for programmatic and day-to-day operations, as well as the cost of some outside services. The latter expenses include newspaper subscriptions and a communications system that allows Stoorza Communications to listen to legislative committee hearings and floor sessions. 

Serving as the day-to-day manager of CIEP, Stoorza Communications provided many vendor-like services internally and in partnership with vendors. As part of its contract, the firm charged a 20 percent supervision fee. Without taking issue with the fee itself, and without the benefit of Stoorza Communication’s explanation, the process for determining when a vendor would be paid directly by CIEP, and when their billing would run through Stoorza Communications, is not clear.

The CIEP logo design provides an example of how the 20 percent supervision fee worked. CIEP contracted with Dane Henas Design to produce a logo. Pursuant to the agreement, the logo design would cost $3,000, plus tax. CIEP issued a check for $1,500 as a down payment. When the logo was complete and tax added, the balance due was $1,732.50. Rather than pay the remainder with a CIEP check, Stoorza Communications paid the bill. With the 20 percent supervision charge, CIEP itself paid $2,079 for the logo, including the $346.50 fee for Stoorza Communications.       

At the same first board meeting, the board approved a contract with Nielsen Merksamer to have Mr. Lucas serve as CIEP counsel. That contract – also approved without competitive bidding -- provided a budget of up to $4,000 per month for legal expenses. Through April 2000, Nielsen Merksamer received roughly $87,000 for its services.  


Mr. Lucas testified before the Senate Insurance Committee that the firm provided both legal and accounting services for CIEP and billed by the hour. He gave the example of the bylaw drafting. According to Mr. Lucas, the bylaws generally were in standardized form. While he did not provide an exact figure, he said the work should have cost $240-$480 for the one to two hours it took to complete.

The CIEP sponsored an Insurance Summit on Sept. 30, 1999, as part of its outreach effort to underserved communities. It was held in Los Angeles. The Summit included both speakers and breakout discussion sessions, and included a session at the end for recommendations. Mr. Quackenbush was a featured attendee. He presence has caused skeptics to question the actual motives behind the event.

The basic cost of putting on the Summit, including the facility, food, supplies and reception, was just over $15,000. The figure excluded Stoorza Communication’s staff time and charges billed internally through the firm’s monthly fee.

According to Mr. Randle, the Summit was a success. He said the firm used information gleaned from the event to plan additional pilot projects in underserved communities. (6/5 SEN RT 290.)

Mr. Randle testified Mr. Grays suggested Stoorza work with Ms. Smith-Gaston to stage the Summit, due to her experience with consumer programs (RT 953). Stoorza Communications agreed. But Mr. Randle testified that, although Ms. Smith-Gaston participated in the Summit, she played a minor role in its preparation (6/5 SEN RT 286). Before this committee, Mr. Randle described her work as unsatisfactory and "not the kind [he] was used to doing." Mr. Randle further testified Ms. Smith-Gaston took a two-week vacation during a key planning period. Finally, Mr. Randle told the committee Stoorza took over the Summit planning after they were unable to locate Ms. Smith-Gaston and learned the room for the event had not been booked. (RT 954-955).

Ms. Smith-Gaston's testimony regarding the Summit was quite different. She testified she was the primary planner before Stoorza Communications became involved. She said she already had begun "designing, developing and overall planning" the Summit, including creating the program, establishing a timeline, recruiting speakers, locating a site and making site arrangements. (RT 1263-64). Ms. Smith-Gaston testified her plan called for a low-key, substantive event. Then Stoorza Communications became involved.

According to Ms. Smith-Gaston, she met with Stoorza Communications officials in April or May 1999. At Mr. Grays' suggestion, she agreed to work with the firm. (RT 1265).  However, Stoorza Communications expanded the program, moved the meeting to an expensive facility and transformed it into a high-profile affair showcasing the Mr. Quackenbush, Ms. Smith-Gaston testified (RT 1266-1267). She told committee staff that when she voiced her concerns to Mr. Grays, he told her the forum was a good opportunity for the Commissioner, that he shared Stoorza Communication’s goals, and that she should cooperate. Ms. Smith-Gaston asserted it was Stoorza Communications that did little work and was overpaid for its contribution to the Summit.

CIEP sponsored a second outreach event for which financial data is available. On April 16, 2000, it sponsored a booth at the Mudville Nine minor league baseball game in Stockton, played in conjunction with a local celebration. For the event, CIEP sent out over 3,000 direct mail pieces advertising a free BBQ meal with paid admission to those who presented the mailed flyer. In addition, CIEP had custom shirts printed and two rap songs created. Unfortunately, the committee heard no testimony about the success of this event. The total cost, however, was just over $7,400. 

For earthquake preparedness education, CIEP’s board budgeted up to $330,000. CIEP focused on preparing children, using schools as a conduit.

Mr. Randle and Mr. Zak testified Mr. Grays approached Stoorza Communications early on and suggested Strategi would be an excellent choice to develop and implement CIEP’s earthquake education program (RT 956). CIEP ultimately rejected Strategi, for a variety of reasons. Chief among them was the view Ms. Kim’s proposal contained double-billing features, was exorbitantly priced and too expansive for CIEP’s needs.

Stoorza Communications discovered several earthquake curricula in existence. The firm recommended CIEP assist programs that were not achieving their potential due to lack of support. Stoorza Communications, through its media work on California's emergency preparedness outreach campaign, learned of a new program within the state Office of Emergency Services. The program was preparing educational material to be distributed to each K-6 classroom in the state. Outside funding was needed to expand distribution and provide enough copies to reach every student. (6/5 SEN RT 280).

The CIEP board approved a $50,000 grant to the program and an additional $50,000 as a partial match for any private money raised. In March 2000, the California Endowment, a foundation created upon Blue Cross' conversion to for-profit status, agreed to provide a $550,000 grant. With that commitment, CIEP's matching pledge totaled $100,000. (RT SEN 280).

The $650,000 figure represented 59 percent of what CRAF paid ($1.1 million) for just the first phase of Strategi’s Quake Ready program. What’s more, CIEP’s $100,000 share of the funding was only nine percent of CRAF’s expenditure on Quake Ready.

According to counsel for CIEP, however, the controversy surrounding the foundations caused the California Endowment to withdraw its grant award. 

The Community Assistance Fund was CIEP’s vehicle to provide grants to local entities for education and assistance on insurance-related matters. In apparent contrast to CRAF, the CIEP grant-making program -- California Cares Community Assistance Grants -- included criteria and an application process. CIEP hired a tax-law consultant at Silk, Adler & Colvin to develop grant-making procedures designed to "organize, track, provide structure to, and eliminate bias from the grant-making process." (Exhibit B-24). For a price of just over $2,700, Silk Adler helped CIEP establish the basic forms for a grant process.

CIEP also worked with the California Management Assistance Partnership (C-MAP), a consortium of regional, nonprofit support organizations that provide training and technical assistance to nonprofits (Exhibit B-24). C-MAP referred potential applicants to the foundation.  

At its Nov. 22, 1999 meeting, the board voted to limit grants under this program to $10,000. On Jan. 6, 2000, the board agreed to review grant applications from qualified entities at its April 2000 board meeting. Meeting minutes indicate that the next board meeting occurred on May 9, 2000, where the board discussed the Attorney General's and Legislature's inquires. The minutes indicate that grant applications were not discussed. Mr. Lucas testified before the Senate Insurance Committee May 23, 2000 that CIEP had received only one grant application.    

Monitoring Performance of Funding Recipients

CIEP engaged in little monitoring or evaluation of its programs.

Two of its major projects – the Summit and the Mudville Nine baseball game – were one-time events. While Stoorza Communications officials called the Summit a success, the board did not attempt to obtain an objective evaluation. The committee was provided no statistics to support Stoorza Communications' claim. As for the Mudville Nine event, the committee has absolutely no information regarding its effectiveness.

The third big project – the earthquake education program – did not get off the ground. Had it done so, there would have been objective standards by which the success of the investment could have been measured.

Regarding vendors, Stoorza Communications received the bulk of funds and provided a wide variety of services. The board, however, made no attempt to judge whether it was getting the best value for CIEP’s dollars. Given the contractual relationship, any such evaluation should have been performed by an outside auditor.

The DOI, as with CRAF, seemingly would want to monitor CIEP to ensure it achieved Mr. Quackenbush’s stated goal of consumer protection. But just as with CRAF, the committee found no evidence the DOI engaged in such an evaluation.

Connections of Funding Recipients to Commissioner, Department Officials, and CIEP

Officials

CIEP was hardly immune to contracting practices that favored insiders. Both Mr. Zak and Mr. Randle worked with Mr. Grays under former Gov. Wilson. Stoorza Communications received the most important CIEP contract, at a $600,000 price tag. As of April 30, 2000, the firm with ties to Mr. Quackenbush’s top outreach deputy had received 61 percent of the foundation’s revenue.

An equally significant issue, however, was Stoorza Communications' role in forming the foundation. As detailed above, Stoorza Communications created the campaign plan for the foundation, worked with DOI to secure an agreement to develop the foundation, handpicked the board of directors and received $37,000 for its startup work. The board then, without bidding the work, immediately hired Stoorza Communications to run CIEP.

Nexus Between Funded Programs and Foundation Purposes

CIEP, created for the general purpose of social welfare, was divided into three categories with more specific purposes. As established, CIEP essentially functioned as three separate foundations with many shared purposes. Reading the categories broadly, there is a nexus between the projects pursued by the foundation and its stated purposes. The Inclusion Fund worked on the Summit and outreach events, the Education Fund worked to partner with another nonprofit to fund a K-6 educational program, and the Community Fund was in the infancy of a grant program for community organizations.

Still, the foundation, in one sense, failed to meet its stated purposes by spending such a large percentage of its funds on internal expenses.

Department's Role

As previously noted, CIEP is distinguishable from CRAF. Nowhere are the differences starker than on the question of independence from DOI. Subsequent to its planning and formation, CIEP, for the most part, maintained its independence from DOI. But it wasn’t for lack of trying by DOI officials.

Mr. Grays suggested CIEP hire Ms. Smith-Gaston as its executive director, and Ms. Kim to run the earthquake education program. Mr. Randle testified that in a conversation with Ms. Smith-Gaston, she informed him, “George said I was going to be the executive director.” (RT 953). CIEP, on the advice of Stoorza Communications and counsel, declined to hire either Ms. Smith-Gaston or Ms. Kim.

More troubling was Mr. Grays' attempt to use CIEP funds. Mr. Zak informed committee staff Mr. Grays called him in November or December 1999 and asked if he could borrow $1 million from CIEP. Mr. Zak discussed the request with Mr. Randle, and it was rejected without even going to the board. Mr. Randle told committee staff Mr. Bienstock later mentioned to him that CRAF came up $1 million short for a television buy. He told Mr. Randle that Mr. Grays blamed CIEP.

Although DOI officials may not have exerted influence over the foundation once it began operations, they were instrumental in CIEP’s development. Staff from DOI worked with Stoorza to develop the foundation plan. They signed the MOU that laid out CIEP’s operational structure. They were the first to review and apparently agree with the questionable Stoorza Communications contract for $25,000 per month in fees, plus an expected $3,000 per month in business expenses over a two-year period.

Further, prior to signing the MOU, DOI executives had discussions about CIEP. Mr. Kelley testified, "[W]e did have a discussion . . . in terms of underserved community, and assisting individuals in learning about how to interact in the marketplace. . . . I do recall we had a discussion at one of our (executive) staff meetings, at which point there was some discussion about who would the appropriate board members be." (6/5 SEN RT 84).

Commissioner's Role

The Commissioner's direct role in CIEP appeared minimal. His only involvement was his participation in the Insurance Summit.

Postscript

CIEP on Aug. 1, 2000 filed with the Sacramento Superior Court a petition for dissolution. The petition essentially puts in the court’s hands the fate of the foundation’s remaining assets (CIEP v. Lockyer, 00CS01092).


CIEP told the court it had a current bank balance of $703,606.55. It said it was permitted to use some of the money to “wind up its affairs.” Those expenses, the petition says, include: paying Stoorza Communications for services rendered and any future obligations; legal fees for ongoing representation; and a reserve to pay future legal fees incurred because of “subsequent investigations and litigation arising from the Quackenbush controversy.”


Any remaining funds, CIEP said, could be donated to charities, returned to Farmers and Pacific Life, or transferred to the state.


The Attorney General responded by saying, “Upon placing its remaining assets in the care of the court, our civil investigation into CIEP will have concluded and our concerns regarding the potential civil liability of the corporation will have been addressed.”

H. POST-NORTHRIDGE TITLE INSURANCE SETTLEMENTS AND       

FOUNDATION

Overview

By the fall of 1999, CRAF’s outreach money had been depleted. Meanwhile, CIEP had maintained its independence from DOI, and late that fall had rejected Mr. Grays’ request for a $1 million loan. DOI officials had to find other sources of outreach revenue. They turned their attention to title insurers. The result was a third foundation that received millions of additional dollars for outreach, and a direct order from Mr. Quackenbush to obtain enough settlement funds to finance a media campaign.

During the last half of 1999 and the first quarter of 2000, DOI engaged title and escrow insurers in settlement discussions over alleged industry-wide violations of Insurance Code section 12413.5. The DOI alleged the title insurers violated that statute by improperly receiving financial benefits from banking institutions based on the amount of escrow deposits placed with a given bank. The DOI refers to this practice as "cost avoidance." In these actions, DOI also charged some of the insurers with giving illegal rebates to real estate agents.

At the same time, DOI was a plaintiff in a lawsuit against multiple title insurers alleging violations of section 12413.5. The DOI’s co-plaintiffs included the Attorney General’s Office, the State Controller and the San Francisco City Attorney. However, in January of this year, DOI abruptly dropped out of the lawsuit and pursued its own settlement strategy. 

In October 1999, and January through March 2000, DOI pursued and reached settlements with five insurers. They were: First American Title, Fidelity Title, Chicago Title, Old Republic Title and American Title. The insurers denied the cost avoidance and/or illegal rebate charges, but nevertheless settled with DOI. First American, Fidelity and Chicago each signed two agreements, one each on cost avoidance and illegal rebates. Old Republic and American settled only the cost avoidance issue.
The eight agreements required the insurers to provide a total of $3.24 million for consumer outreach. In three cases – Fidelity, Old Republic and First American -- DOI specified a new nonprofit foundation would be the recipient of the outreach funds. The foundation was called the Title and Escrow Consumer Education and Outreach Corporation (TECEOC). At DOI’s direction, a payment of $1.25 million from First American was diverted to CRAF, which purportedly was formed to handle earthquake, not title, insurance issues.

In addition to outreach, the title insurers paid a combined $2.24 million in fines and cost reimbursement to DOI.

The cost-avoidance settlements also required the insurers to support emergency regulations to eliminate any legal confusion regarding that issue. The DOI, Attorney General and other prosecutors contend the practice they targeted in their enforcement actions clearly was prohibited by section 12413.5. The insurers, however, strongly rejected that assertion.
Fidelity and First American

Given the size of their settlements, both the Assembly and Senate Insurance committees focused on Fidelity and First American in their oversight hearings.  

Fidelity: Fidelity reached two separate settlements with DOI. The agreements resolved allegations that the firm violated Insurance Code sections governing cost avoidance (or earnings credit), and improper rebates and kickbacks to real estate agents. Andrew Puzder represented Fidelity at both the Senate and Assembly hearings. Mr. Puzder is the Executive Vice President of Fidelity National Financial.
In late 1999, Fidelity was named a defendant in the lawsuit brought against title companies by DOI, and other state and local regulators and prosecutors.

Also at this time, Fidelity was in the process of purchasing Chicago Title. Completion of the merger would make Fidelity National the largest title insurance company in the United States. The DOI had to approve the merger.  In addition, DOI recently had finished a financial examination of Fidelity and determined it had violated numerous provisions of the Insurance Code. Specifically, DOI found the insurer had improperly provided real estate agents with rebates and other benefits to steer homebuyers to Fidelity National for business. 

In the early part of 2000, after DOI dropped out of the earnings credit lawsuit, Fidelity was negotiating with DOI over both that issue and the charges of improper rebates. On Feb. 4, 2000, DOI and Fidelity National settled the "earnings credit" matter. On March 9, 2000, they reached agreement on the rebate issue.

Fidelity agreed to make a $425,000 payment for outreach to settle the cost-avoidance charges. In that case, the company also paid $4,500 to the DOI for cost reimbursement. To resolve the illegal rebate matter, the company provided $492,500 to TECEOC, and paid a $607,500 fine.

Fidelity’s motivation to end the enforcement actions was clear. Officials of DOI had told Mr. Puzder all of Fidelity's regulatory issues had to be resolved before DOI would approve the merger with Chicago Title. Mr. Puzder testified that its financing agreement to purchase Chicago Title ended March 30, 2000 and that Fidelity was eager to settle with DOI because of that deadline.

An initial settlement meeting was scheduled in Sacramento between Fidelity representatives and DOI negotiators, including Mr. Lowder and Mr. Hagedorn. At this meeting, the parties went through the list of allegations against Fidelity and company’s response.

Subsequently, Mr. Puzder and Mr. Lowder started to negotiate and talk about the financial terms of settlement. Mr. Puzder indicated DOI consistently maintained any settlement would be based on three elements: fines, contributions to a nonprofit and reimbursement of DOI’s expenses. Mr. Puzder contended fines were not justified on the earnings credit issue.

Fidelity determined a contribution to a foundation would be acceptable in the earnings credit case, said Mr. Puzder, because it would not be a fine and would be tax-deductible. Mr. Puzder indicated in testimony DOI officials suggested that contributing to a nonprofit would be appropriate. Mr. Puzder testified that he was not sure who made the suggestion. But he said he believed it was either Mr. Lowder or Mr. Hagedorn, since they were the two principals with whom he negotiated. (May 23, 2000 Senate hearing.) 

Mr. Puzder testified that, at the time, he did not consider it unusual to contribute to a foundation rather than pay a fine. He said DOI officials told him DOI previously had steered settlement money into foundations under Commissioner John Garamendi. (May 23, 2000 Senate hearing.) Moreover, Fidelity officials were aware of the earthquake foundations. So it did not strike them as a strange way to settle their case. And they did not think it was improper because, after all, DOI was making the recommendation.

Mr. Puzder testified Fidelity paid more than he considered necessary to settle the cases. He characterized the settlement as a business decision, citing the desire to gain approval of the merger with Chicago. (May 23, 2000 Senate hearing.)

In addition to the monetary settlement, Fidelity’s arrangement required the insurer to support a draft proposed emergency regulation governing escrow "earnings credits." The regulations required that consumers have the opportunity to choose either an interest-bearing account or a pooled account. Consumers had to be notified that a pooled account might result in a lower escrow fee. The draft regulation, ER-35 and later ER-35A, effectively legitimized the taking of earnings credits if the consumer chose not to establish a separate interest-bearing account.

The law firm of LeBoeuf, Lamb, Greene & Macrae (LeBoeuf Lamb) represented Fidelity and drafted TECEOC's bylaws. Fidelity paid LeBoeuf Lamb for the latter work, in addition to the money it paid into the foundation.

Mr. Puzder testified he initially was highly irritated Fidelity was charged for the drafting of TECEOC's bylaws (May 23, 2000 Senate hearing). However, given the need to resolve the enforcement action, and the fact a contribution to TECEOC was required by the settlement, Mr. Puzder did not pursue the bylaws issue.

First American: First American also negotiated settlements with DOI that resolved allegations of improper "earnings credits" and rebates. Jim Dufficy, First American’s Chief Compliance Officer, represented First American before the Senate Insurance Committee.

As a result of DOI’s financial examination of illegal rebates, First American settled Oct. 13, 1999. The agreement required the insurer to pay a $1.25 million fine, and another $1.25 million to an unspecified nonprofit organization to fund outreach on general insurance issues. First American also paid $34,000 to reimburse DOI for the costs of its investigation.

Pursuant to the company’s earnings credit settlement, signed Feb. 3, 2000, First American agreed to pay $840,000 to TECEOC, at Mr. Kelley’s direction. The company stopped payment on the check after learning of problems with the foundations established under the Northridge settlements. It still has not made the payment. First American officials, however, say they are willing to provide the money upon instructions from DOI.

The outreach money First American paid under the illegal rebate settlement eventually went to CRAF. That foundation reportedly used the funds to help finance earthquake preparedness advertisements that featured Mr. Quackenbush. The diversion of First American's settlement funds contradicts what DOI officials told Mr. Dufficy during negotiations about how the money would be used. In a sworn declaration to the Attorney General, Mr. Dufficy stated:

"During negotiations, I discussed with representatives of the Department of Insurance the expectation that First American Title Company's contribution would be used for consumer education relating to title insurance and escrow education. That is one of the reasons why First American Title Company agreed to this provision of the Stipulation and Waiver. At no time did any representative of the California Department of Insurance suggest or did First American Title Company agree that funds being paid into the (nonprofit) corporation would be used by that organization to make grants completely unrelated to title insurance or other forms of insurance."   

The reported use of First American's payment for earthquake commercials bolsters the committee's belief that settlement funds were used to politically benefit Mr. Quackenbush, rather than educate consumers about the specific issues addressed in enforcement actions.      

By January, after reaching the illegal rebate agreement, Mr. Dufficy thought First American's regulatory problems with DOI were over. He was wrong. DOI officials contacted Mr. Dufficy in January, and told him First American would be required to settle within 48 hours over the earnings credit issue.

The following day, First American received documents from DOI outlining the proposed settlement. The document required First American to 1) agree to emergency regulations governing earnings credits; and (2) pay the $840,000 to TECEOC.

Mr. Dufficy testified before the Senate that he had no idea why this had to be completed in 48 hours. He said he thought it was rather bizarre. (May 23, 2000 Senate hearing.) 

When First American officials looked at DOI’s proposal, Mr. Dufficy testified, they had immediate concerns. Principally, because the Attorney General was representing DOI and was a party to the lawsuit against the title insurers, First American believed the Attorney General should be a signatory to any settlement agreement. Mr. Dufficy testified DOI representatives responded by saying First American had to reach an immediate agreement, and the Attorney General would not be a signatory. (May 23, 2000 Senate hearings)
In fact, DOI officials indicated they had fired the Attorney General as DOI’s attorney. By firing the Attorney General, DOI could opt out of the lawsuit and pursue its own course of action against the title insurance industry. 

During the Senate hearing, Mr. Dufficy was asked why First American acquiesced to such tactics. He said First American settled because of the enormous power DOI wielded as a regulator. The company felt it had no choice but to sign this agreement, he added. (May 23, 2000 Senate hearing.)  Mr. Dufficy noted DOI could revoke First American’s license to do business. By contrast, he said that with the Attorney General or the San Francisco City Attorney, the insurer at least had the ability to navigate the courts. (May 23, 2000 Senate hearing.)

Mr. Quackenbush's Demand to Fund Outreach  

On June 26, 2000, Mr. Hagedorn testified before the committee that Mr. Soublet told him Mr. Quackenbush had ordered his executive staff to settle the "earnings credits" cases in order to fund a statewide media outreach campaign. That directive came sometime in November 1999, according to Mr. Hagedorn’s account of Mr. Soublet’s statements.

Norris Clark, head of DOI’s Financial Surveillance Branch, corroborated Mr. Hagedorn's testimony in an interview with committee staff members. The interview was conducted at the Attorney General’s Office over two days, June 28 and July 7, 2000. Mr. Clark said during the interview Mr. Quackenbush issued the order and directed him to oversee the title insurance cases on Nov. 8, 1999. At the same meeting, according to Mr. Clark, the Commissioner turned to Mr. Grays and asked him how much a statewide outreach campaign would cost. Mr. Grays responded it would take approximately $4 million.

Mr. Clark testified that someone on staff – he could not recall -- stated DOI already had $1.25 million from an earlier settlement (First American). So some $3 million more was needed to reach the $4 million goal. It was at that point, Mr. Clark said, that Mr. Quackenbush directed him to oversee the title insurance settlements. 


Mr. Clark also said during the interview the Commissioner met with him in early January 2000 and asked about the status of the cases. When Mr. Clark informed Mr. Quackenbush no settlements had been reached, the Commissioner exhibited impatience, according to Mr. Clark. He asked why the negotiations were taking so long. The settlement dates reflect that soon after Mr. Clark's January meeting with Mr. Quackenbush, DOI began settling the earnings credit cases.

The Matrix and Its Role in the Settlement Process

After Mr. Clark received his instructions at the Nov. 8, 1999 meeting, he developed a chart for settling with the top 20 title insurers in California. This chart has come to be known as the "matrix." Mr. Clark said in the interview he developed the "matrix" by measuring each insurer’s market share in California. He measured market share by the average escrow balances each company kept in 1997 and 1998. Mr. Clark then took each insurer’s market-share percentage and multiplied it by $3 million to come up with a settlement figure. For example, if an insurer, according to its escrow balances, had a 10 percent market share, its required contribution for outreach would be $300,000.   

The net effect of the matrix was that DOI based settlements not on any given title insurer’s culpability, but on the amount of money Mr. Quackenbush needed to finance a “media buy” featuring himself.

TECEOC

TECEOC was incorporated Feb. 17, 2000, as a 501(c)(3) public benefit non-profit corporation for the purpose of providing consumer education on title insurance. Contributions into a 501(c)(3) are tax deductible. The DOI hired LeBoeuf Lamb to draft the articles of incorporation. As noted above, LeBoeuf Lamb represented Fidelity Title in its settlement negotiations with DOI.

The articles of incorporation specify the purpose of TECEOC is "to promote unbiased consumer education regarding title insurance and related services and how intelligently to compare and procure these products." 

The President of TECEOC is Rhonda English, and the Secretary-Treasurer is Bonnie Masters-Weber. Ms. English was solicited and selected to serve as President by Mr. Kelley. They have been friends for more than 15 years. Ms. English works for the state Employment Development Department. She testified that, although she had previous experience in nonprofits, this was her first opportunity to work for a foundation. 

Ms. Masters-Weber, also a state employee, was asked to serve on TECEOC's board by Ms. English. To date, no other members of TECEOC's board have been appointed.

Funding and Sources

The DOI settled six cases with five different title insurers in the first quarter of this year. Settlement funds earmarked for TECEOC are as follows:

· First American Title -- $840,000 on 2/3/00 (payment stopped)

· Fidelity Title -- $425,000 on 2/4/00

· Chicago Title -- $650,000 on 2/11/00

· Fidelity Title -- $492,000 on 3/9/00

· Old Republic -- $334,267.50 on 3/13/00

· American Title -- $85,000 on 3/15/00   

According to Ms. English, TECEOC currently has approximately $2.058 million in its bank account.

First American's $840,000 payment never has been deposited into TECEOC's account. Mr. Dufficy testified the insurer signed its settlement with DOI Feb. 3, 2000. One week after signing the settlement, Mr. Dufficy said he received a letter from Mr. Kelley directing First American to make its check payable to TECEOC.

Ms. English, in testimony and in an interview with committee staff, confirmed TECEOC received First American's check. However, when she tried to deposit it, TECEOC's bank, Wells Fargo, informed her it was unable to process the check because First American had not endorsed it. Mr. Dufficy told the Senate Insurance Committee that when First American first learned of the trouble regarding DOI and the foundations, the company stopped payment on the check.  

When Ms. English became aware of the returned check, she contacted Mr. Kelley by mail to inform him. Ms. English has never heard back from Mr. Kelley. To this day, neither DOI nor TECEOC has received First American’s settlement payment. As a result, TECEOC has lost nearly six months of interest on $840,000.     

Expenditures

According to testimony from Ms. English, the foundation remains in its organizational phase. No money has been spent to educate consumers about title insurance, or on any other function. The only expenditures have been for attorneys fees, accounting work and preparation for the Assembly and Senate Insurance committee hearings. Those expenses total approximately $18,000.  

Department's Role

Commissioner Quackenbush said one of the reasons he elevated Mr. Kelley to the position of Chief Deputy in July 1999 was his desire to correct some management problems, especially those connected to DOI’s use of foundations. Mr. Kelley testified, "When I assumed the job as Chief Deputy in July of 1999, shortly thereafter, when we were going over expectations and some of the issues that were confronting the department, he (Quackenbush) mentioned to me that he was – you know, he wasn't comfortable with some of the things that may or may not be going on, and could I inquire." (RT 685).

Mr. Quackenbush’s follow-up on his stated desire to correct the foundations' problems was poor. Further, Mr. Kelley’s actions relative to CRAF and CIEP do not reflect a high level of professional management skills. Still, it appears that under Kelley's direction, TECEOC's articles of incorporation were drafted much more tightly than CRAF's. Specifically, the articles did not provide TECEOC with authority to expend money outside the limited scope of providing consumer education on title insurance.

However, Mr. Kelley chose a close friend as President of the board. Moreover, LeBoeuf Lamb was selected to draft the articles of incorporation and bylaws of TECEOC. Not only did LeBoeuf Lamb represent Fidelity in its settlement, one of the firm’s partners, James Woods, was one of Mr. Quackenbush’s most prominent political supporters.

To date, it appears Mr. English has run TECEOC professionally and competently. But her relationship with Mr. Kelley and the questionable insider arrangement for LeBoeuf Lamb raise serious questions about DOI's arms length relationship with the foundation.

IV.

FINDINGS AND RECOMMENDATIONS

A. Commissioner Chuck Quackenbush and some of his executive staff politicized the Department of Insurance’s enforcement process. They wielded DOI’s regulatory powers to politically benefit Mr. Quackenbush at the expense of their statutory responsibility to enforce the law.

The Insurance Commissioner exercises enormous influence over the insurance marketplace, industry practices, premium prices and consumer protection. Regulatory decisions must be based on the facts, the law and regulations. With both consumers and insurers having great stakes in the outcomes, enforcement decisions should not be tainted by inappropriate, undue political influences. The DOI’s regulatory process, as much as practical, should be conducted outside the arena of election campaigns.


Several alternative approaches have been offered to achieve this goal.

One model focuses on campaign contribution limits, including strict caps on donations by affected parties while they have proceedings pending before the Commissioner. A second option would change the Commissioner from an elected position to one appointed by the Governor. 
Another proposal would establish an Office of Policyholder Advocate within DOI. The office could be modeled after a similar one in the Public Utilities Commssion. Its sole mission would be to represent consumers’ interests in regulatory proceedings.

Millions of settlement dollars purportedly obtained for consumer education funded television commercials that featured the Commissioner. Some aired during his 1998 reelection campaign. The government’s enforcement powers should not be used to politically benefit public officials. Additionally, DOI should not have a financial interest in its enforcement actions. The committee believes sufficient evidence of abuse now exists to warrant enactment of legislation to prevent public officials from funding campaign-like activities with enforcement funds.

Recommendation 1:

The Legislature should consider and enact measures that, to the maximum extent possible, insulate DOI’s regulatory decisions from inappropriate political considerations and political influence from any affected party.
Recommendation 2:

State law should regulate spending enforcement settlement funds on consumer education and outreach advertisements that feature the Commissioner or any other elected official.

Recommendation 3:

Managers at the level of CSEA-1 and above should be required to complete training on ethics in government within the first year of their employment. They should take a refresher course every three years.
B. The Department of Insurance’s settlements with Northridge earthquake insurers failed to provide full and appropriate remediation to policyholders who may be entitled to additional claims payment.

Evidence provided to and developed by the committee showed clearly, despite DOI officials’ statements to the contrary, that victim restitution was a low priority in negotiating and implementing the Northridge settlements.

Of the $12.5 million paid by insurers under the six Northridge settlements, none went to victims of alleged unfair claims practices. The DOI and insurers now are negotiating an agreement to mutually rescind the Northridge settlements. Such an agreement, if reached, should include provisions for reopening claims and, when appropriate, making policyholders whole.

Absent such a rescission agreement between DOI and the insurers, the Legislature should enact measures to open an avenue of redress for Northridge policyholders now blocked from obtaining just compensation.

Only one of the six agreements contained provisions to compensate quake victims. The Legislature should enact measures to ensure future settlements of unfair claims practices actions provide some remedy for consumers.
Recommendation 1:

The Legislature, in consultation with the Insurance Commissioner, should consider enacting a law to ensure relief for Northridge earthquake policyholders who may be entitled to additional claims payment.

Recommendation 2:

The law should require settlements of enforcement actions alleging unfair claims practices to provide remediation or payments to aggrieved consumers.
C. The Department of Insurance’s enforcement practices evaded internal procedures, and proper fiscal and public scrutiny. Settlements with insurers that required contributions to private, nonprofit foundations may have exceeded the Commissioner’s statutory authority, and funded activities unrelated to the enforcement actions or the terms of those agreements.
Secrecy and lack of accountability permeated the settlement practices of the Quackenbush-led DOI.

The Legislature and Governor were cut out of their proper fiscal oversight roles. That should not be allowed to happen.

Money was directed to friends and political associates of the Commissioner, with no competitive bidding or grant applications. Charitable donations in many cases funded activities that had nothing to do with the issues in the enforcement action or DOI’s regulatory responsibilities. Both problems warrant legislative review.
Further, the settlements requiring contributions to private foundations are of questionable legality. The Legislative Counsel has opined such provisions are outside the scope of “sanction” as defined by state law that governs administrative proceedings. The Attorney General has concluded that, while the Commissioner can require contributions to foundations, the money must fund activities related to the enforcement duties undertaken by the agency in the proceeding. But the case law seems inconclusive on the issue. It may be appropriate for the Legislature to set some statutory parameters.

By using “side letters” and other vehicles, DOI circumvented statutory requirements that settlements be made public. The Legislature should consider the public policy implications of permitting government agencies to attach confidential side agreements to regulatory settlements. A ban or restrictions on such practices may be appropriate.

The Legislature should examine the process by which DOI performed market conduct examinations (MCE) on four Northridge insurers. Particular attention should be given two facets. First, all four MCEs were aborted before being finalized. That was unusual, according to evidence received by the committee. Second, two of the Northridge insurers – Farmers and Fireman’s Fund – were forced to settle even though the department did not conduct MCEs on them. The Legislature should consider whether it serves consumers’ and insurers’ interests to allow such enforcement practices.

Recommendation 1:

All moneys obtained through DOI’s settlements of enforcement actions should be deposited in the state General Fund, or otherwise be subject to fiscal oversight and control by the Legislature and Governor.
Recommendation 2:

The Legislature should examine the practice of requiring charitable contributions in settlements of enforcement actions. The review should include consideration of proposals to: 1) ban donations to private nonprofit foundations; 2) require such contributions to fund activities related to the enforcement action or the department’s regulatory duties; 3) prohibit distribution of the funds without competitive bidding and proper grant-making procedures; 4) and require public notice and/or court approval of such settlements.

Recommendation 3:

Final settlements between DOI and insurers – and all side letters and other attachments – should be available to the public. Such settlements and related documents also should be available to the Legislature when requested to carry out its oversight function.

Recommendation 4:

The Legislature should study questionable aspects of the process DOI used to conduct MCEs on Northridge insurers. The review should evaluate potential statutory reforms.

D. Senior Department of Insurance officials attempted to cover up their

improprieties and misconduct, mislead the public and insurers, and avoid responsibility for their actions. 

A statute that recognizes the Legislature’s historical role in oversight would have a salutary affect on proceedings such as the committee’s inquiry.

When performing its oversight role, the Legislature should not have to engage state agencies in protracted fights for documents and other information. During the committee’s inquiry, much of the information requested from DOI could have been provided immediately. Instead, DOI delayed, and frequently the information ultimately provided was incomplete. The Legislature’s access to information from government agencies should be examined. If needed, that access should be expanded without infringing on appropriate protections for privileged and confidential information.


Several legal issues can arise when the Legislature wishes to compel a witness to testify at an oversight hearing. The committee used a mechanism to compel testimony from state employee witnesses. The regime focused on advising state workers they faced a contempt-of-the-Assembly citation, and possible loss of their jobs and retirement benefits. The committee’s strategy was based in statute, but not as solidly as it should have been. Setting a mechanism more clearly in statute, with the goal of maximizing testimony in oversight hearings, may be appropriate.

Recommendation 1: The Legislature’s role in oversight of governmental operations, and the powers it retains to fulfill that role, should be strengthened.

Recommendation 2: The Legislature’s access to documents and other information held by state agencies should be reviewed. If needed, the law should be clarified to ensure the Legislature has the maximum access needed to carry out its oversight function, with confidentiality, privileges and other appropriate restrictions taken into account.

Recommendation 3: The Legislature’s ability to compel testimony from state employees should be strengthened. Assertions of attorney-client privilege by government lawyers, “deliberative process” privilege and other privileges should be examined and restricted if necessary. New laws to compel testimony should not encroach on the constitutional rights of an individual or any party protected by a lawful privilege, including, but not limited to, the 5th Amendment protection against self-incrimination. 

Recommendation 4: Current administrative penalties for state employees who knowingly give false testimony to the Legislature should be examined.  The Legislature should consider imposing administrative sanctions in such cases, while ensuring due process for any employee involved in such an administrative procedure.

Recommendation 5: The Legislature should survey California’s “whistleblower” statutes. The laws should be expanded if needed to adequately combat corruption, illegalities and incompetence. State employees who lawfully provide the Legislature information about misconduct should be protected against adverse job actions.
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