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Norwood & Mattoch intended to resume publication of This Week in Sacramento with our annual Perspectives issue and its analysis of the coming legislative session.  Several newsworthy events transpired over the last several days that merit immediate publication, however.  Expect the Perspectives issue sometime later this month.

GOVERNOR OFFERS AMBITIOUS PLANS

Governor Schwarzenegger delivered the annual “State of the State” speech Wednesday night to a joint session of the California Legislature.  State-of-the-state tradition calls for the Governor to describe in general terms his proposed budget and offer a glimpse of the administration’s legislative agenda for the coming year.  Schwarzenegger departed from this script in that he unveiled an ambitious government-reform package and essentially told legislators that if they did not cooperate he would go around them and enact his plans by initiative.  In addition to promising that he would release a budget proposal next week that would balance without any tax increases, the Governor spoke of what he termed his “four major reforms” that would affect the budget and pension systems as well as recast the decennial redistricting process and the method of teacher pay.  

Starting with state spending, Schwarzenegger proposed to reshape the budget process by doing away with many of the spending formulas that, in his words, have reduced legislators to mere “clerks” in budget drafting.  The Governor also suggested that a new spending cap would be in order to limit increases in state funding obligations to increases in state revenue.  Over the last two years several Republican legislators have been toying with the idea of returning the so-called Gann limit, enacted by initiative in 1979, to its original structure that limited increases in state spending to inflation plus population increases.  Schwarzenegger has yet to embrace that specific approach, but expect him to start from that position in his negotiations with Democrats.    

Schwarzenegger associated himself with recent efforts by Assemblyman Keith Richman to reform the public-pension system.  The last few years have seen several local-government funds become technically insolvent as liabilities moved beyond system assets.  Richman argues that long-term solvency for all public pension systems requires that these systems move from the current “defined-benefit” model to a “defined-contribution” approach.  That would translate to a decline in benefits for most recipients as the price for solvency.  Schwarzenegger endorsed that specific policy in his speech.
Just as social-security constitutes the “third rail” of federal politics that politicians of both parties fear to touch, education reform is the subject that California politicians dread.  Behind the scenes and off the record, many if not most legislators will admit that the methods now used to determine school funding and teacher pay are in need of significant reform.  In public, few if any express those same sentiments.  Schwarzenegger does not show a similar reluctance.  Just as he took on the correctional peace officers and the Indian tribes last year – two other constituencies that inspire fear in the typical politician – Schwarzenegger picked a fight with the California Teachers Union by endorsing merit pay for teachers and the repeal of the Proposition 98 formulary that guarantees K-12 public education a minimum level of funding.  The CTA immediately declared its opposition to these plans.  As a side note, recall that last year the Governor and the CTA early in the budget negotiations cut a deal to suspend temporarily the Proposition 98 guarantees for the 2004-05 budget in return for full funding in subsequent budgets.  After hearing the state-of-the-state proposals on education, the CTA argues the Schwarzenegger has reneged on that deal.  While the Administration rejects this interpretation, this disagreement will add a personal element to this substantive dispute over school funding.
With his last reform proposal Schwarzenegger managed to annoy even some Republican legislators both in Sacramento and Washington, D.C.  Redistricting reform – in this case, the Governor’s proposal to move the task of drawing new legislative boundaries every decade as required by the federal constitution from the legislature to a panel of retired judges – touches close to home for all legislators.  The current map, put in place in 2001, creates few if any truly competitive districts.  That serves to lock in democrat majorities in both houses of the state legislature, but minority republicans enjoy great electoral security as well.  More competitive seats might make Republicans more competitive as a group, but at the price of making several current republican members less personally secure.  Schwarzenegger wants this change to increase his influence in the legislature, and he wants it now – his plan is expected to call for new maps to be drawn in time for the 2006 elections.   This prospect concerns congressional republicans also because the Republican majority in Congress -- now at 29 -- benefits in small part from the California gerrymander.  Right now Republicans hold 20 of California’s 53 congressional districts.  New and fair district boundaries could reduce that number by three or four, not in itself enough to switch control of Congress but a move that could reduce an already slim margin.
Timing is everything.  The Governor would certainly prefer reaching some compromise with Democrats on these issues, thereby sparing himself the political risks and the fundraising duties that a series of initiative campaigns would require were the Democrats to reject any and all deals.  Schwarzenegger did show a tendency during 2004 to compromise on the budget and workers’ compensation, last year’s big political fights.  But the agenda he set forth in the state-of-the-state speaks of a determined politician, and these battles offer little ground for compromise.  Just as important, Schwarzenegger must move relatively quickly.  His advisors are putting out the word that if forced to go the initiative route Schwarzenegger would prefer to qualify his initiatives in time for an October or November special election.  (Initiatives normally come up for a vote on the next regularly scheduled ballot after qualification – that would be the June, 2006 primary.)  This makes particular sense if he moves ahead with redistricting reform because only a 2005 special election could put in place the new legislative boundaries in time for the 2006 elections.  If the special-election approach is indeed the Governor’s plan, then rough calculations would require that signature gathering to qualify the initiatives be completed some time in May.  That’s an extremely tight schedule, one that will force the legislative debate and negotiations into the first half of this year.  

WORKERS COMPENSATION FIGHTING RESUMES
At a media event staged by the California Applicants’ Attorneys Association on Wednesday, Sen. Richard Alarcon (D-Van Nuys) announced the introduction of SB 46, a reintroduction of his rate regulation bill from a year ago (SB 4x 16) that would set caps on workers’ comp insurance rates. SB 4x 16 was never brought up for vote on the Assembly floor. 

As introduced, SB 46 would require the governor, attorney general and insurance commissioner acting together to set a floor and a ceiling for rates. Carriers would have to seek approval from the insurance commissioner to set rates either higher or lower than the benchmarks. The bill would also exempt the State Fund from the regulatory requirements regarding risk-based capital. 

This declaration of war by the applicants’ attorneys against the insurance industry sets the stage for a counterproductive, irresponsible and unnecessary session on workers’ compensation. Alarcon, by staking out a hostile position against insurers, sends a signal to the capital markets that California continues to be a bad risk for insurance investment.  If his colleagues in the Democrat majority join this effort, the flow of insurance capital into the California workers’ compensation marketplace will likely slow and possibly reverse. 

The passage of major workers’ compensation reforms last year brought to a close four years of legislative upheaval and uncertainty.  In response, insurance carriers have shown a renewed interest in the California marketplace. Numerous license applications are now pending before the Department of Insurance and billions of dollars of workers’ compensation insurance capital has begun to flow into California.  The California Insurance Guarantee Association (CIGA) financial position has also begun to stabilize while the State Compensation Insurance Fund (SCIF) can boast of improved solvency and a significant depopulation of risks.  These trends, all attributable to last year’s reforms, could reverse were rate regulation imposed.  That prospect threatens not just the insurance industry’s bottom line but also the continued economic recovery now underway in the state. 

SB 899 resulted from unprecedented negotiation and cooperation between the leadership of both political parties and Governor Schwarzenegger.  The breadth of support for this accomplishment is best seen in the fact that 77 of 80 California State Assembly members and 33 of 40 California State Senators voted for SB 899. Ken Gibson, Vice President of State Relations for AIA, noted that “just as the most important provisions of the bill are beginning to take effect some policy makers want to renege on the deal.  This is not good for California’s marketplace, large and small employers, public entities, or injured workers.”

Why is this happening?  Political consultants affiliated with the Governor believe that Democratic lawmakers and attorneys are attempting to limit the effect of the workers’ compensation reforms – attorneys and Democrats also object to the recently promulgated medical-treatment regulations – not simply to protect attorney fees but also to limit the political capital that the Governor can claim from the success of comp reform.  

HEARING ON PROPOSED PRODUCER REGULATIONS
Representatives of producer and insurer trade associations packed the 22nd floor hearing room at 45 Fremont Street in San Francisco this Thursday to challenge the insurance commissioner’s proposed regulations (RHO4039144) regarding fiduciary duties owed by insurance sales persons.  The public hearing was an opportunity for representatives of agent and broker, surplus line and insurer trade associations to amplify and expand on written opposition to the proposed regulations that the Department of Insurance (CDI) had accepted through December 21, 2004.  

Twenty six different trade associations, producers and insurers had filed written objections to the commissioner’s proposed regulations by the December deadline.  The public record indicates no written support for the proposed regulations.  Thirteen of the fourteen witnesses that appeared at the public hearing yesterday testified in opposition to the proposed regulations.  The lone supporter represented a health insurance consumer group.

Steve Young, representing IBA West, led the producer opposition.  Mr. Young challenged the department’s regulations on the grounds of necessity, authority, workability and due process.  Pointing out that the CDI promulgated these regulations in response to allegations of broker misconduct stemming from the New York Attorney General Eliot Spitzer’s investigation of Marsh & McLennan,  Mr. Young noted that California Attorney General Bill Lockyer has opined that California already has sufficient laws to deal with allegations of fraud and anti-trust behavior.  Young further testified that the commissioner’s proposed regulations seek to regulate conduct far beyond the acts at issue in New York and would apply, as written, to virtually every transaction by an insurance agent or broker.  Mr. Young emphasized that, contrary to the department’s statement of reasons for the proposed regulations, the department has presented no evidence, studies or history of complaints that would indicate the necessity for such extensive and broad-based regulation.  

Young also offered a more general legal critique of the regulations.  He pointed out that the insurance commissioner lacks the statutory authority to alter the legal definitions of agent and broker, change the legal burden of proof,  or impose entirely new obligations and duties upon producers without legislative approval.  Young concluded his testimony by arguing that the regulations suffer from vagueness and inconsistency to such an extent that producers could not comply with them.  He suggested that the regulations would place an insurance producer in a strict liability situation and impose inconsistent obligations.  

Those representatives of other producer associations who followed Young both reiterated the IBA West arguments and made the new case that the proposed regulations were simply illegal for failure to comply with the established process for establishing additional unfair acts.  These witnesses also emphasized that insurance producers have a duty of due care similar to other professionals in dealings with customers unless and until a producer assumes a higher or fiduciary duty.  Determining whether a higher duty applies presents a legal question of fact.  The proposed regulations would impose a fiduciary duty on all insurance sales professionals in every case where, in the opinion of the customer (or his or her attorney), the customer believes the producer was looking out for the customer’s interests.  

Several producer witnesses also made the practical argument that too much diversity exists in insurance delivery system for a one-size-fits-all regulation to work.  Certain insurance mechanisms would have greater difficulty in complying or face a competitive disadvantage compared to other delivery systems.  Just as important, the regulations place too much weight on producer compensation as opposed to total price and coverage.

Mark Scott, representing the California Insurance Wholesalers Association (CIWA), explained the role of the wholesale broker in the insurance transaction as part of his recommendation that a wholesaler intermediary who does not negotiate with the consumer be exempt from any proposed regulation.  Mr. Scott indicated that the National Association of Insurance Commissioners had adopted such an exemption to its recent Modal Act and that California’s current broker disclosure regulations for the sale of personal lines insurance also contained a similar exemption.

Insurance company trade associations echoed many of the themes offered in the producer presentations.  Virtually every witness reiterated prior arguments both that the insurance commissioner had failed to demonstrate the necessity of the proposed regulations and lacked the legal authority to enact regulations that altered statutory definitions and the burden of proof or imposed new affirmative duties on insurance producers.

The department’s panel was led by its general counsel, Gary Cohen.  Mr. Cohen conceded that the department’s proposed regulations might be less than a work of art and might require another approach.   He questioned witnesses as to what they would support and solicited suggestions for changes.  Virtually every witness so questioned deferred answering until the workshop meeting scheduled for next Thursday, January 13, 2005, where the department has invited participants to discuss alternative proposals.  Mr. Cohen indicated that it is the CDI position that any producer representing more than one insurer assumed a fiduciary duty to the customer that contained a duty of loyalty and confidence and required full disclosure of all compensation to be received by the producer from an insurer or other third party for placement of insurance.  

Commissioner Garamendi was in San Diego for the day and did not make an appearance at the public hearing or issue a press release regarding the proposed regulations.
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