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SENATOR DEAN FLOREZ:  I want to thank everyone for being here this morning.  I particularly would like to thank our sergeants, who were at a very long hearing we just had last week on the California State Lottery.  


This morning, obviously, the Governmental Organization Committee is interested in the status of the state’s Unclaimed Property Program, which, as most of you know, is under the jurisdiction of the State Controller.  The Unclaimed Property Program is not new to California; obviously, it dates back to 1959.  Since its inception, we have had a number of statutory changes (mostly legislative) here.  And the goal today is to talk about; have those legislative changes benefited California consumers, in many cases, folks looking for their property?

We do know that part of understanding the current system is to listen to how the Controller intends to address the challenges as we move forward.  And I don’t think the Controller is here today but we’re very fortunate to have his staff and others who can, hopefully, help us figure out this program.  There is no doubt it’s been somewhat of a black eye for the State of California through its history.  
We’re somewhat confident that the legislation that was passed this session is a step forward.  I can tell you that most of the people that I run into talk quite a bit about, if you will, people’s disposed property; their assets being sold for pennies on the dollar resulting in some decimation, in many cases, of retirement funds and sale of other family heirlooms.


The goal today is to really talk a little bit more about how we can make that program be more effective.  And, obviously, we’d be remiss to not mention the judge’s order, or the beginning of a process that allows the state to, in essence, move forward with the collection of this just recently last week.


I’d also like to talk about Senate Bill 86 a bit.  And, of course, I’d like to get everyone’s opinion on whether or not the new measures taken in that bill are simply the minimum—meaning, they’re just minimally meeting the constitutional requirements, and whether or not the steps taken today are, in essence, good enough.


There is no doubt that satisfying requirements by the constitution is the right thing to do but the question is, is that all we can do, and whether or not abandoned property is a priority of the state of California? 


It is very difficult to talk about this subject to not recognize the changes that our Controller has faced.  He’s come into this.  This has been an erosion, if you will, in many cases by the Legislature.  And the fact that we balance our budget with a large amount every month sends a signal, in many cases sometimes, that we’re not interested in finding the property, and in many cases, I’d like to talk a bit about that.

The last thing I’d like to mention, if we could, is the fact that we do have various businesses, such as banks and institutions, insurance companies, who also are the holders, and we want to talk a little bit today about that.  And, we want to ask; is everything being done that should be required to be done in terms of getting property to the rightful owners?


I do have quite a bit of questions for the Controller’s Office, so I think let’s go ahead and begin.  Let’s start, if we could, with Rick Chivaro, Chief Counsel, State Controller’s Office; Robert Huarte, Director, Division of Unclaimed Properties, State Controller’s Office; Les Kleinberg, Legislative Director, State Controller’s Office; and Larry Raskin, Supervising Deputy Attorney General, Department of Justice.  Thank you all for being here.  We appreciate it. 


LES KLEINBERG:  Good morning, Mr. Florez.  Les Kleinberg with the State Controller’s Office. 


First, I’d like to apologize on behalf of the Controller for not being able to be here today.  He is, unfortunately, tied up in a full day CalPers meeting in Anaheim and was not able to get out of the morning session.  So, he did express his regards and his appreciation that the committee is looking at this issue.  He believes that the more information that is spread about it, for one thing, more people will find out about the program and claim their property.  And another is, while we have cleaned up a number of the issues surrounding unclaimed property; there is still a number that are still there and he would like to continue to work with the committee to fix those.


If I may, I’d like to start with just a very brief overview of the Unclaimed Property Program—it’s history, where it is, and where it’s going.  I won’t be very detailed because I’m sure much more will be coming out with the discussion.


SENATOR FLOREZ:  Okay, and I have some questions for….does everyone have statements?  Let’s start there.  Let’s go ahead and do that and then I have some questions we’ll go through.  And then, we’ll move on to Mr. Palmer and get his opinion on some of these, as well.

MR. KLEINBERG:  The program initially started in 1959, and its purpose is to reunite lost and abandoned property with the rightful owner and/or heirs and to safeguard private property from being lost during mergers, bankruptcies, or drawn down by service or storage fees, or simply used by private interests for personal gain either through an unwillingness to find the owner or, in some cases, just plain greed.


During the past two decades, the Legislature has had to make some difficult choices in order to endure recessions, and, other times, the fiscal distress, including coming to depend on monies associated with the Unclaimed Property Program to bridge budgetary shortfalls, and I think this has been one of the critical problems with the program.  For instance, the escheat period in 1977 went down from 15 years to 7; then to 5 years in 1989; and then in 1990, to 3 years.  


Additionally, the Controller had a locator unit where people affirmatively went out going through phonebooks calling people across the country trying to reunite the property with the owners.  This was repealed by legislation and defunding in 1983.
The Controller’s Office was required to sell securities within two years of receipt beginning in 1996.  There initially was interest paid on claims and in 2003 that was eliminated—again, statutorily. 

And finally, diminishing the authority and the resources necessary to notify owners; we have a very long compilation of the history of those statutes which I won’t present to the committee at this time, but we’re certainly prepared to talk about each step later in the program if necessary.  There’s been budget control language demonstrating how the state’s notification requirements have evolved to a prohibition against the Controller from actually affirmatively going out and finding many of the owners.  Since assuming office in January of this year, the Controller has been advocating for significant reforms aimed at restoring the integrity of the program.

Unilaterally, the Controller, upon entering office, started with a property owner’s bill of rights that outlines what he expects the program to do with property owners.  He is creating the Office of the Property Owner Advocate so that people who are having problems getting their property back have a person that they can talk to.  He’s extended the discretionary holding period on the sale of securities as well as on the destruction of safe deposit boxes that have content of no apparent commercial value.  He’s formed alliances to promote public awareness of the Unclaimed Property Program with industry associations representing radio broadcast, TV, cable community access channels.  We hope to get PSAs on the air very soon.  He has initiated an independent audit of third party vendors who provide out of state auditing services.  Initially upon entering office, he was informed that there has not been such an audit in quite some time, or a review.  He started by thinking there should be a review and then later determined that this is of enough significance where it really should be an independent audit by an independent auditor, and so, we’re going through that process right now and we should have the results back in December.  And, of course, we’ll provide those to the committee.

SENATOR FLOREZ:  Les, let me interrupt; the audit, again, is of?

MR. KLEINBERG:  A third party.

SENATOR FLOREZ:  A third party?

MR. KLEINBERG:  Yes.  SB 86, which I’m sure you’re familiar with, prior to that passage the Controller was legally barred from contacting the owners of what amounts to effectively more than 80 percent of the property.  In other words, about 650,000 out of 800,000 articles, the Controller could not write a letter to the owner and say, “We have your property.”  In just the four weeks since SB 86’s enactment, which has undone that prohibition, the Controller’s Office has, or will be, reuniting more than 2,500 lost or abandoned properties with their owners, specifically because of SB 86.  These are all people that we would have been prohibited from contacting prior to the passage.  Nearly 80,000 additional notices were mailed within the first week of the SB 86 enactment.  
Right now, Hawaii and California are the only two states in the country that provide pre-escheatment notification to owners, and again, this was due to SB 86.  It also allows us to, again, start our locator unit, which is what I talked about where people can actually affirmatively go out and try to reunite owners.  We’ll be using internet search engines, commercial databases and public agency records to track down owners of the property.  Safe deposit boxes with commercial value, as well as securities under SB 86 cannot be sold any sooner than 18 months after the due date of the holder reports.  And again, this is something that the Controller began doing administratively but we now have it effectively in law.  Safe deposit box contents with no commercial value will also be held for no less than 18 months under SB 86.  Prior law allowed for the immediate destruction.
There are a number of other proposals which the Controller believes would help the Unclaimed Property Program get even better.  Briefly, we’re looking at lengthening the escheatment period.  As I mentioned, it’s been drawn down to three years at this point.  And the problem is finding a balance between having people understand that their property is still with the place that they put it versus having the property drawn down by holder fees or mergers or being lost.  So, three years appears quite low and we’re looking at what should be the appropriate period before property escheats. 

Processing of claims—existing law allows the Controller 180 days to review and make a determination on property claims.  We’d like to see that cut in half.  It used to be 90 when in a prior administration the Controller went back to the Legislature and said, “I can’t, with my resources, do it within 90.”  It was changed to 180 rather than providing more resources.  We’d like to bring that back down to 90 but it would require more PYs.
Notification of new accounts—we would like to have financial institutions at the time the customer rents a safe deposit box or opens an account to have a notification at that point regarding what the state law on escheatment is so that they’re aware that if they don’t touch the property, if they ignore it, that it could come back to the state.

Interest—since 2003 the law has prohibited the state from paying interest.  The Controller, in SB 919, proposes to establish an interest rate of 5 percent or the annual yield of _______ of the investment account for the prior fiscal year for all claims paid after the effective date of the bill.  And we’ll be talking more, I’m sure, about interest as the hearing goes on.

Requirements of property holders—the current law relieves holders of property of all liability once the unclaimed property is transferred to the state.  We’d like to make a change on that that says that they’re relieved of all liability if they comply with the law.  There are some cases where holders have sent property to the state with good reason to know that the property should not have been escheated and yet they’re relieved of all liability under the court’s reading of the current law.

And finally, holder penalties—we believe are too low for those who don’t follow the law, especially those who don’t follow the law with knowledge if they willfully refuse to follow the law, we believe that those penalties should be increased.

Finally, there are 600,000 to 800,000 businesses in California according to FTB and EDD, yet the Controller receives approximately 16,000 holder reports or about 
2 percent of the universe of California businesses.  We believe that there is probably widespread holder noncompliance with the state’s unclaimed property law either intentionally, or because many companies don’t understand what their obligations are, and so, we would like to fix that through education, also, with the ability to locate the companies that are most likely to be offenders and get the property back.

Finally, as I mentioned, the Controller would like to collaborate with the committee, with other legislators, to implement these additional reforms.  We think that this would make the Unclaimed Property Program that much stronger.

Thank you.

SENATOR FLOREZ:  Thank you very much; very thorough.  Let’s start at the beginning, if we could.  Any other statements by anyone?  Okay.

MR. KLEINBERG:  If I may introduce—Rob Cortay is the Division Chief who is in charge of unclaimed property; Rick Chivaro is our counsel; and Larry Raskin is with the Department of Justice, who has been working on some of the lawsuits related to holder noncompliance.

SENATOR FLOREZ:  Okay, gentlemen, thank you for being here.  You know, I’d like to start, if we could, going back a bit prior to all of your terms probably.  Has everyone been in the State Controller’s Office for a period maybe beginning 2000, 2001?

MR. KLEINBERG:  We’ve got some old guys here.

UNIDENTIFIED:  I’ve been with the Controller since 2000.

SENATOR FLOREZ:  Since 2000, okay, well great.  There was an audit done, and believe it or not, sometimes audits are put on shelves and we never go back to them, and so, I’d like to get your comments on the 2003 audit that, in many cases, had some interesting findings and get a status check, if you will, of where we’re at.  One of the things the 2003 audit pointed to was that we had a computerized unclaimed property system that lacked sufficient controls.  I guess the issue there was staff making, if you will, unauthorized changes.  Have we fixed that; and what’s the status on that?

ROB HUARTE:  Yes, immediately after the audit was completed we did implement some changes to our existing system to build in controls that would prevent those types of changes.  In addition, we also received approval in budget to replace our unclaimed property system.  And that was a major part of the problems, was that it was an antiquated system; it’s made up of 30 or more disparate systems; they’re not integrated, so the environment lends itself to errors and difficult to control.  So, we currently have a project underway to replace that system with one fully integrated system.
SENATOR FLOREZ:  And when is that going to happen?  When was the money given and when do you expect that to be online?

MR. HUARTE:  Yes, we started that project in the last fiscal year.  I think the contract was executed around September of ’06.  The first portion of that project will come online for the new SB 86 holder reporting requirements in November, and we should have most of the system up and running next June.

SENATOR FLOREZ:  June of ’08?

MR. HUARTE:  Right.

SENATOR FLOREZ:  And once you have the system running, what’s the timeframe on the old system and the new system; and what’s the changeover in terms of, if you will, regular tests of the computer system; and how often do we actually test this system?

MR. HUARTE:  Well, what we’ll be doing is, there will be a big conversion effort to get the information from the old system into the new system and then testing of the new programs to make sure they’re processing the data correctly; have all the internal controls that we need; and then there will be a cut over.  And starting from June forward, all the new data coming in, reports and remittances would be processed under that new system.
SENATOR FLOREZ:  Okay.  Also, there was a discussion about duplicate or fraudulent claims being paid—those controls over those, were those corrected also?

MR. HUARTE:  Yes, they were.  We did install some new edits into the system at the same time that prevented if a report had been loaded once into the system, preventing it from being entered again.

SENATOR FLOREZ:  And how often are claims audited at this point?

MR. HUARTE:  Well, we review about 5 percent of the claims as we process those claims.  And pretty much on new staff, we review and audit 100 percent of the claims that are done.

SENATOR FLOREZ:  Let’s go over that a bit—so 5 percent of the claims are audited?

MR. HUARTE:  Right, in the sense that when staff review the claim and evaluate the ownership and determine if that’s the proper owner, then those claims are randomly reviewed.  

SENATOR FLOREZ:  And why not more and why not more often?

MR. HUARTE:  Well, we review 100 percent of the new staffs and in the existing staff, once they’ve learned the procedures, they’re verifying the ownerships properly, we don’t feel that they need to have 100 percent review or a higher level of review.  If we do find problems, then we will review the individual staff’s claims.

SENATOR FLOREZ:  And you’re talking about the actual folks overseeing the claims; correct?

MR. HUARTE:  Yes, once a claim is received from an owner.
SENATOR FLOREZ:  And I guess my question was; maybe how many claims themselves are audited?  I mean, do you randomly check or is it just based off the personnel?

MR. HUARTE:  Well, for newer staff, again, it depends on the staff.  We’ll review 100 percent if they’re brand new and just learning the program, and then a lesser percentage for the more experienced staff that have been around and they understand the program.

SENATOR FLOREZ:  Okay.  And how about the backlog in terms of the uploading of the holder reports?  We’ve mentioned the holders and I think, Les, you mentioned a large amount, the number you used was 2 percent or something of that sort; how do we get to more of the holders in this case?

MR. HUARTE:  One of the changes we’ve made under SB 86 is that we do have a holder outreach unit now, and under that holder outreach, we’ll be able to get more instructions out and hold more seminars with the holder community.  In addition, last year there were additional resources identified for the Controller’s Office in the audit arena to go out and audit holders that might not be in compliance.

SENATOR FLOREZ:  And generally, how quickly are holder reports uploaded in the system?

MR. HUARTE:  Generally, we load all the reports, roughly 95 percent of the reports in the first year after they’ve been received.  Those reports that don’t have any errors on them, we are able to load those generally within the first four to five months.
SENATOR FLOREZ:  Four to five months?

MR. HUARTE:  Four to five months for those that are clean.  That’s one of the improvements that we hope under the new system, once it’s installed, is that they’ll have a much more efficient front end to load those reports and do it much quicker.

SENATOR FLOREZ:  And are we still loading those by hand into the system?  

MR. HUARTE:  Well, we have to prepare a work order for the reports and send that through our data processing area, and then, each individual report goes through a series of edit programs before it’s loaded.  If the report has errors in the data or isn’t formatted properly, then it kicks out as an exception and staff has to deal with those problems and contact the holder to try to get a corrected reports.

SENATOR FLOREZ:  And how are we to ensure the accuracy of the information?  Is this the quality control that you have mentioned?  Has it improved since the audit in this sense, in terms of holder reports—uploading by hand, putting them in the system; how is one to look at that?

MR. HUARTE:  Well, we do a number of edits when we load the report to make sure the data is correct.  But in addition, we balance the reports to make sure that the amount of money that the holder has reported for the individual owners ties into the amount of money that they’ve actually remitted to us.

SENATOR FLOREZ:  And in terms of the accuracy then, so reuniting owners with their property from information that comes out maybe as a second check, what’s the process there?

MR. HUARTE:  Once we’ve loaded the property in the system….and by the way, a lot of the report data comes in on electronic media so there is no key entry of the data.  So once the data is in the system, though, then we put the information out on the website.  Owners can locate that information on the website and then file a claim or they can call our office and we can provide them with the information.  Owners then file a claim and have to provide proof of their address, proof of their identity to recover that property.  
SENATOR FLOREZ:  Let’s talk a bit about one of the major findings of the audit, at least back then, was the inability in terms of securities being unreliable—the manual tracking securities, I should say; is it still a manual system or have we changed since that time?

MR. HUARTE:  We’ve automated portions of the system so we don’t rely on some of the manual records to the extent that we did during the audit.  And with the new system that’s being implemented, all of the functions will be fully automated.  But there are a lot of disparate subsystems that we have to use apparently to track the securities.

SENATOR FLOREZ:  And in those subsystems, are we, in essence, looking at stock splits and mergers and some of the other nuances? 

MR. HUARTE:  Correct.

SENATOR FLOREZ:  How is the new system going to handle that?

MR. HUARTE:  The new system, as those corporate actions occur, can be updated in the system and automatically applied down to each individual property that was reported so you don’t have to go through a series of manual calculations every time you pay one of those claims.

SENATOR FLOREZ:  Okay.  Is that the major advantage of the new system, or is it different than what we have had in the past?

MR. HUARTE:  That’s a definitely a major benefit of the new system, yes.

SENATOR FLOREZ:  And thus far, have all of our securities been reconciled given from 2003 report to present?

MR. HUARTE:  No, we always have some process underway.  As new reports are loaded then we have to verify that those stocks have been received, so we always have some outstanding balance of securities to be reconciled.

SENATOR FLOREZ:  And can you talk a bit about the selling of the securities?  I mean, is this a more consistent process at this point in time, or how are we to view this?

MR. HUARTE:  Currently, we aren’t selling any securities.  We will be authorized to sell securities now that the injunction has been lifted on the program.  However, what we will be doing before any securities are sold, we will be sending notices to those owners to give them an opportunity to claim those securities before they’re sold.
SENATOR FLOREZ:  Okay.  The bureau, the auditor, also mentioned that at least at that time we had about $7.1 million in unclaimed property that had been excluded, if you will, from the website; has that been corrected or how do you view that when the audit came out?

MR. HUARTE:  Yes, that’s been corrected.  It was government entities that had unclaimed property that were not being included on the website…

SENATOR FLOREZ:  Local government, school districts, those…

MR. HUARTE:  Correct.

SENATOR FLOREZ:  Has that been corrected?

MR. HUARTE:  Yes.  Shortly after the audit report all those properties were put back on the website.

SENATOR FLOREZ:  And are we still holding those properties with local government?
MR. HUARTE:  Those that haven’t been claimed, yes.  But we did notify those entities that there were unclaimed property accounts in their names and encouraged them…

SENATOR FLOREZ:  I mean, if you’re a local government coming to Sacramento saying, “Dire circumstances, we really need money,” and yet, you might be on this list.

MR. HUARTE:  Right.

SENATOR FLOREZ:  And how hard is it for a local government person to find what’s due to them in a (quote) _________ back?

MR. HUARTE:  Well, they would just need to look on the website or call us.

SENATOR FLOREZ:  Okay.  Could we get a list from you on our local governments that are still…

MR. HUARTE:  That are still out there?

SENATOR FLOREZ:  Yes.

MR. HUARTE:  We can generate that.

SENATOR FLOREZ:  Yes, that would be helpful.  And I guess this brings one of the major points as we look at other states and how they deal with their unclaimed property, and that is, for local governments, for example, why can’t that money just be released?  I mean, why would we have to wait for local government to contact you when you’re holding money for them?  Why couldn’t we just simply send them what’s due?  What’s preventing that?

MR. HUARTE:  Well, we need to verify who’s legally the owner of that property.  Some of these accounts are sometimes like a retirement party fund set up by staff who worked at a certain government entity, so that entity needs to look at that account and verify that that’s really theirs and then file a claim to certify, yes, this is our property, we want to recover it.

SENATOR FLOREZ:  I see, so there’s still some go between with the property owners even though they may be a local government or a school district or something of that sort?
MR. HUARTE:  Yes, we just need them to verify that that’s actually their property.

SENATOR FLOREZ:  Okay.

MR. KLEINBERG:  Not every account, especially with government agencies, is the actual owner.  For instance, occasionally the Controller has money listed but it’s actually money or property that belongs to someone else.  But then the holder, when they send it to the Controller’s Office, changes that to the Controller and it shows up as the Controller’s property.  The same situation may happen with local governments, so we just need to verify who the actual owner is.

SENATOR FLOREZ:  And also, in the bureau report there has been mention about safe deposit boxes, and there’s obviously lots of discussion in Sacramento about that particular topic; what can you tell us about the practice; what’s changed since the audit ‘til today?

MR. HUARTE:  Well, today, again, we’re not selling any safe deposit boxes.  At that time we used to destroy the items of no commercial value immediately upon receipt because of the lack of storage space.  Apparently we’re not doing that.  We’re holding those items and we’ll make sure that we get notices out to those owners before anything gets destroyed.  We also changed practices in terms of the receipt of those items and verifying that we got what was supposed to be in the box from the bank.  We implemented new internal inventory controls to match up to what the bank said they sent.  So those are several of the changes that have happened since then.

SENATOR FLOREZ:  The audit (let me get to the last point and then we’ll go on to other aspects of the program) pointed to a feasibility study report; what’s the outcome of that and how we have progressed?
MR. HUARTE:  Yes, the feasibility study report was to replace the unclaimed property system, and so, we did submit several versions of that before we got the final approval.  But that project has now been approved; it’s funded; it’s underway; that’s the project that will be up and running by June of 2008.

SENATOR FLOREZ:  You mentioned the destroying of some of the properties prior to; when was the change made in terms of safe deposit boxes, for example?  I know that most of the folks that I talked to when we talked about having a hearing, everyone asked the question; were there any records, for example, of individuals where property was destroyed, or, we just didn’t have enough storage space so we got rid of some valuable property that may have been in those safe deposit boxes?

MR. HUARTE:  Well, we haven’t destroyed anything since June 2006.

SENATOR FLOREZ:  2006.  So, prior to 2006?

MR. HUARTE:  Prior to 2006, as the boxes would have come in, and it’s probably the last time we destroyed, was probably in 2004 or 2005.  At that time we would look for items that had no commercial value and would not save those.
SENATOR FLOREZ:  And again, were there any records saved in terms of what was destroyed, at least the individual?

MR. HUARTE:  Yes, we would still have bank inventory records that show what was in the box and what the disposition of those items was.

SENATOR FLOREZ:  Okay.  Do you get a lot of angry folks calling, later finding out that property was destroyed?

MR. HUARTE:  Yes, that happens.

SENATOR FLOREZ:  What’s the common?

MR. HUARTE:  Just they’re unhappy that the items were destroyed.

SENATOR FLOREZ:  And our answer is?

MR. HUARTE:  By law, we don’t have enough room to store everything and the law provides that these things may be destroyed.

SENATOR FLOREZ:  Right.  And what we would tell those same constituents today given the changes in the law?  Is this an administrative change or is this something in law that protects their property?

MR. HUARTE:  It’s both.  The Controller made the administrative change to quit destroying the items until owners have had a chance to claim it and then that was also codified in SB 86, to require that we maintain those items and not destroy anything until at least 18 months.

SENATOR FLOREZ:  Okay.  Let’s go onto some other…

MR. KLEINBERG:  And that, by the way, is only limited only by the amount of space that we have.  We’re not required to destroy after 18 months, so to the extent that we have space, we’ll continue to hold property.

SENATOR FLOREZ:  And when you say “to the extent that we have space,” do we then, a year from now, two years from now return to the practice of that, or is there something we can do…

MR. KLEINBERG:  At some point, we’d be required to; just as a practical matter.

SENATOR FLOREZ:  How do we avoid, Les, the practical matter?  I mean, how do we, in essence, protect for….we save a lot of records for a lot of legislators that, in many cases, are stored and put away.  But some of these properties, quite valuable photos, heirlooms, these types of things, in many cases, to me the appropriate answer is that the state shouldn’t run out of space.

MR. KLEINBERG:  Correct, and we’re actually developing (Rob can speak to what we’re doing currently) more space right now so that at least in the very near future we’re not going to run out.

SENATOR FLOREZ:  Okay.  And can you keep the committee apprised as we think of a long-term plan for that type of space and storage.  I mean, I think that’s probably the minimum that we can do.

Let’s move on for a moment and talk about third party contractors.  I think you mentioned earlier some of the changes.  The Controller has asked for an audit of all third party contractors; how did that come about; what’s the purpose of auditing these companies; and then I have some questions about payment aspects of it?

RICK CHIVARO:  Yes, when the Controller took office he asked for a top to bottom review of the entire program given some of the published reports, and, part of that was to audit the third party audit contractors to ensure that they are complying with the law and with the contract terms themselves.

SENATOR FLOREZ:  And as you say, that we got into some discussions about the audit, is it because there was a very public discussion about commission versus flat fee?  I mean, how do we evaluate that at the Legislature?  I mean, you pay a company a commission; they operate under different principles than if you pay them a flat fee, so could you maybe explain that a little more to us?
MR. CHIVARO:  That, unfortunately, predates me.  It has been a commission-based contract since the early eighties and it’s never been flat fee.  When we go out with the RFP to solicit bids, it’s listed as commission-based and it’s my understanding that all of the other states are in the same situation.  They all contract on a commission-based basis.

SENATOR FLOREZ:  Okay, but I guess in the mode of change, I mean our Controller has made some drastic changes in terms of some of them that you mentioned earlier, but this might be one of the core issues, at least for the Legislature, as we start to look into this and that is simply; is a commission structure the appropriate way to incentivize?  And I get that other states are doing that, but at least some __________ pointed to, for example, affiliated computer services earning about $63- or $62 million alone in commissions within the last seven years and that’s a lot of commission on other people’s property.  And you kind of wonder whether or not the companies are doing this for themselves or actually doing this, in many cases, for interest of the state reuniting property owners with their own property.  And so, I guess the commissions paid for that property, those are commissions that were seized; is that correct, or not?  How does commission structure work?  I know you inherited it, but the question is whether or not we need to continue that; and is it the only system out there; and do our new RFPs need to reflect something different?

MR. CHIVARO:  All of the money that comes in is placed in the abandoned property account, which is a feeder fund to the General Fund.  And from that fund, the fund is continuously appropriated for purposes of reimbursing the contractors.  So, the money that comes in, as I said, eventually ends up in the General Fund.  So, theoretically, they are being paid from the General Fund and the owner’s properties are not effectuated.  If we receive $100 for you and the commission is 10 percent, that’s paid to ACS.  When you claim, you don’t claim the $90, you claim the entire $100 and you are paid the entire $100.

SENATOR FLOREZ:  I guess, you know, what concerns myself and maybe a few other members of the Senate as we discuss this and watch this thing evolve, is that we seem to be really good at seizing property, particularly when we hire companies based on this commission structure.  We’re willing to pay for that service but yet we don’t seem to be really good at reuniting many folks with their property, so there seems to be a balance if we’re really good at seizing, not as good at reuniting.  And I know the Controller is attempting to turn that around, and we give him credit, absolutely, for that.  But I think as we start to look at the third party issue, obviously, we’re very interested in talking to that panel, but trying to understand it better and trying to understand their incentives and our incentives I think is the real goal of this.  For example, when a company is wrong, and I have to assume that sometimes the companies are wrong, I mean, who accepts that liability; is it the state; is it the company?  I mean, ultimately, what happens when a company that we may have hired on a commission basis is wrong; it says a certain property is abandoned and later we find out that it isn’t?
MR. CHIVARO:  Yes, I can appreciate that question.  And that’s something that you obviously will discuss with the third party contractors when they come forward.  They are our agents, and so, the statutes provide that once property is turned over to the state of California, the holder to a certain extent is granted immunity, and so, by law, that liability is upon us.

SENATOR FLOREZ:  Okay.  And given that liability is on us, I mean, what types of thought processes go through our mind?  How often is the RFP process, let’s put it that way?

MR. CHIVARO:  The RFP process varies.  I think it’s been every two years.

SENATOR FLOREZ:  Okay.  And in terms of the priority structure, I think I mentioned earlier being really good at seizing, not so good at reuniting, if we can think about it this way, have we ever paid that amount of money?  Let’s use ACS for example, the $62 million over seven years, have we ever paid a company in the state of California that type of money to reunite folks with their property?  In other words, that same amount, and say, “Look, our job is to pay half of that $30 million for you to reunite over seven years; are you up for it?”  And I’m sure there are some companies out there.  Chris is nodding his head.  He’s in the Legislature now.  But he’s thinking, “The $30 million over seven years, I’d try to find a way to reunite people with their property,” I mean, how do we look at the sums that we’re paying?  I know that we’re seizing, but at the same time, a requisite amount of payment for reuniting; any thoughts on that?

MR. CHIVARO:  The statutes do allow for what is known as heir finders.  There’s a cottage industry of groups, and I don’t know how many there are that are registered with our office, about 400 heir finders that are compensated 10 percent of the amounts that they return to owners.  So there is an industry out there.  How much they make in the collective, I don’t know.

SENATOR FLOREZ:  And given that there is an industry out there, how robust have we been in terms of trying to foster that or get some more participation with that from our side?
MR. KLEINBERG:  What our actual goal is, I think is to be able to do that in-house.  When you’re dealing with out of state properties, it’s cost-effective to go through third parties that contract at the same time with other states.  Once we have the property, as we mentioned, we have been prohibited in the past from affirmatively going out.  SB 86 changes that.  We would like to make that part of the program as robust as possible.

SENATOR FLOREZ:  And, Les, let me preface it, get to the end before I forget, and that is, please, we would love to carry legislation to make this a, not a seizure type of emphasis, but a reuniting solution.  We would love to work with the Controller on that as we start to build on the legislation that was put forward.  And I think that from all indications, where we started and where we’re ending up is probably reversing from Ken Cory back, if you will.  A lot of undoing of a program that started off with a very good intent.  
And I should say that also, as I’ve been a member here for the last ten years, as well, you know, the Legislature has not done anybody out there any favors by tying the hands of the Controller or, in many cases, putting hurdles up—interest only, these types of things where we have actually tried to balance our books on the property of those we seized.  So, I think there’s a lot of issues that we need to resolve.  
I’m very happy that the Controller took a large stand this year in turning that around.  And I think that things are going to look up for those who are looking to get reunited with their property.  But they only look up after all these hard questions I have to ask over the next hour or two, and that way we can have a thorough understanding and a record and see where we go from here.  

So that’s the end speech, let’s go through some more questions, if we could.  I’d like to know a little bit about how many firms that we currently hire in terms of contractors, and also a general outline, if you will, the contractual agreements between those types of contractors.

MR. CHIVARO:  We have Jeffrey Brownfield from our Division of Audits, Chief of our Division of Audits, that monitors the contracts and he can speak to that.  But currently there are three audit agents that we contract with.  One is ACS; one is Audit Services; and the third is Kelmar.

SENATOR FLOREZ:  Okay.  Maybe flush that out a little bit for us.  And then, I’m going to also ask about the compensation.
JEFF BROWNFIELD:  Sure.  Good morning.

SENATOR FLOREZ:  So we have three, and can you give me an idea of what they are responsible for?  Do they all work in conjunction, or are they all looking for the same folks?  Do they have certain regions?  Are they cross state?  I mean, how do the three that we currently contract with currently work?
MR. BROWNFIELD:  The three that we currently contract with all work independent of each other.  What the three do is, they provide us with a list of companies that they wish to review, and then we review that to make sure that Company A is not reviewing the same thing as Company B is.  And then, once we’ve identified that, we will go ahead and grant them approval for that review.  And then, once their review is completed, they send us notification of the review being completed and we let the Division of Collections, now the Division of Unclaimed Property, know that the review is completed and that they will be expecting to receive the unclaimed property.

SENATOR FLOREZ:  How do you coordinate how they’re, if you will, the regions that they’re seizing?  I mean, how do all these companies coordinate?  I’m still not quite clear.

MR. BROWNFIELD:  The companies, which I’m sure they will be able to explain in more detail how they actually do their selections, but the companies themselves do reviews of primarily securities and they have different groups that they work with.  And so, it isn’t really identified by specific regions, so to speak.  They can cross regions of each other.

SENATOR FLOREZ:  And what’s the method; how are they selected ultimately?  Are these companies with longstanding contracts with the state of California?  Are they done through a competitive bidding process?  How do we…

MR. BROWNFIELD:  In selecting the third party contractors?  They are selected through a request for proposal process.

SENATOR FLOREZ:  And in that, what are some of the elements of the request for proposal?

MR. BROWNFIELD:  It’s in an extensive proposal that requests that they have to be able to do business in these areas; they’ve done business in these areas; they’re doing business with other states in these areas, and primarily their background in dealing with unclaimed property.

SENATOR FLOREZ:  And have we recently added or changed any contractors?

MR. BROWNFIELD:  Yes, we have.  Out of the prior period, I believe ACS and Audit Services were the only two from the prior period.

SENATOR FLOREZ:  For what?

MR. BROWNFIELD:  ACS and Audit Services were the only two that we had in the prior contract period.  Then, Kelmar has been added in the current contract period.
SENATOR FLOREZ:  And what are the benchmarks for these companies?  I mean, ultimately, what are we utilizing in order to make sure that they’re effective?  And how do we ensure that they’re meeting any benchmarks from your office’s point of view, or from your point of view?  I guess you oversee them.
MR. BROWNFIELD:  What we’re looking at to see is that when they’re requesting audits, then are they completing their audits and are they remitting timely?  And also, that’s why we’re also having an audit performed of them at this point in time with the two that were from the prior contract period.

SENATOR FLOREZ:  Okay.  And there’s got to be a reason for the audit.  I mean, ultimately, we just didn’t decide this would be the year to audit.  There has to be some rationale for it.  What would you say that rationale is?

MR. BROWNFIELD:  The rationale is primarily that it is a good thing to do—to have an independent audit done and the current controller…

SENATOR FLOREZ:  When was the last audit done on any third party contractors in the Controller’s Office?

MR. BROWNFIELD:  There has not been an independent audit done of the third party contracts.

SENATOR FLOREZ:  It is a good thing to do but ____________ to do it?
MR. BROWNFIELD:  It is a good thing to do.

SENATOR FLOREZ:  And again, I credit the Controller for doing it.  And if we go back to past controllers, if you will, I mean, the question is, they didn’t.  Do you have an idea why and where the…

MR. BROWNFIELD:  We recommended it and thought it was a good idea to do it and this controller thought it was a good idea also and agreed to it.

SENATOR FLOREZ:  And past controllers ever recommended to them that these…

MR. CHIVARO:  In the past, they have had reviews done but the reviews were performed by our auditors of the terms of compliance with the contract.  And this controller thought it would be beneficial to have a top to bottom review by an independent third party audit group.

SENATOR FLOREZ:  Got you.  Let me ask a subjective question, which is always dangerous in a legislative hearing I guess.  Maybe your opinion, without the Controller being present, but do you believe that we’re overly reliant on these contractors?  Are we moving in a certain direction, the Controller’s Office, or is this just the nature of the business?  Other states are doing it, we leverage money with other states in order to save money, but would you say that we’re overly reliant on this particular system which is a commission-based system that finds property very aggressively and yet earns commission on that?
MR. CHIVARO:  To go back, Senator, first I want to correct a statement that I made:  I’ve been advised that the contract provides that the contractor will indemnify the state against any improper reporting of property to the state, so there is an indemnification provision that takes the state off the hook.

That being said, the Controller’s Office many years ago had an audit group which would have been part of Mr. Brownfield’s Division of Audits that performed audits both in state and out of state.  And that role had been rolled back over the years because it just was not cost-effective to maintain an audit staff to travel all over the United States to try to find property.  So, are we over reliant?  We do rely on them almost exclusively.  We do not have auditors that travel out of state, so for that purpose, yes.

MR. HUARTE:  This controller has asked that question and has asked us to look at how much it would cost for the Controller’s Office to resume doing out of state audits and to reduce some dependency on the third party contractors.

SENATOR FLOREZ:  But for an amount of half of what we paid, let’s say one company over the seven years, I mean, do we think we could find a more robust firm that would be on the….or spend more money marketing?  I mean, you guys are limited in the marketing….there’s a lot of things that we don’t do from the state perspective at the legislative level.  So in other words, if you came to us and said, “We’re on a commission basis allowing these companies to find $67 million for seven years, the Legislature goes, “Did it hurt our budget?” and you say, “No, it’s commission-based.”  If you came to the Legislature and said, “We’d like $67 million to reunite folks with their property,” the Legislature in likelihood would say, given that we’re balancing our budget with a number already, saying, “Why?, and, “We don’t have $67 million in order to do that.”  So, I think we’re a bit inconsistent on this side of the dais, if you will, from a legislative point of view.  What can we do?  Would it help if the Legislature took a proactive role beyond the legislation with some real money that allowed you to really go out and beef up, if you will, an outreach program, or are we solely relying on the web-based approach that….is there more we can do, I guess?
MR. CHIVARO:  SB 86 did restore an outreach and locator unit which we are going to aggressively pursue, and so, it did provide the dollars for that.  So, the Legislature did recognize the need to address that particular aspect of the program.
SENATOR FLOREZ:  Okay.  Let me ask, on the contract side, the property identified by these contractors that you’ve mentioned, is there any nexus with that property actually being reunited with an owner?  I mean, do we know a ratio, for example, a success rate?  Lots of property seized, but yet, is there some sort of success rate as we start to look at some of these contractors to say, “Yeah, you did a great job of seizing and finding” but, you know, reuniting it ultimately, I mean, how are we doing there?

MR. HUARTE:  We do pretty good.  The state, in the last year, had returned about 45 percent of the total monies that it brought in, which ranks fairly high among all the states.  I don’t have specific information for the third party contractor reports themselves, but part of the overall percentage, it’s about 
45 percent.

SENATOR FLOREZ:  And then, getting back to my question on benchmarks, is that part of the benchmarks?  I mean, ultimately, what are the benchmarks for contractors?  It can’t be too much along the silence on that.

MR. BROWNFIELD:  No, no.

SENATOR FLOREZ:  I mean, there’s got to be some way to measure success and maybe just a few benchmarks, I think, would be helpful.

MR. BROWNFIELD:  I believe what we were going to start to try doing is tracking a combination of, for monies escheating of the state in those that are going out, those that were escheated due to the efforts of third party contractors versus those that were done by our own audit staff versus those that are just compliant holders out there.

SENATOR FLOREZ:  Is there a way so that we can continue discussions on various ratio performance measures?  I mean, I think we’d be interested in participating in that discussion.  I’m sure you’ve thought about it many, many times, much more so than we on this side, but I think if there is someway to financially incentivize the Controller in terms of our own budget, to send the right signal as well.  So in other words, not to send a signal that, great.  I doubt that the Legislature would move to, if you will, a flat fee that we would pay out of our General Fund given our budgetary straits, particularly.  But even without that, I’m not sure we would fork out any amount of money necessary to do that.  And again, it’s in inconsistency on this side of the dais. 
We’d like to continue to work with you, if we could, on that.

MR. BROWNFIELD:  I think that would be welcome.

SENATOR FLOREZ:  Let’s turn our attention from the contractors now to property holders—those who are the holders of unclaimed property.  Now in the face of it, it seems that somehow the burden of finding property owners seems to fall on the state.  I may be looking at that incorrectly.  Is that the case?  I mean, the burden of this?  And let’s mention some statistics; kind of startling, you know, with so many businesses in California that….how do we turn that around?
CHIVARO:  You know, Senator, before you go into that, the Legislature approved, a couple of years ago, an amnesty program with the hopes of bringing a lot of these holders to the forefront.  The amnesty program was fairly successful but it still did not seem to hit a lot of holders that are holding property that have not remitted.  And from time to time, we get telephone calls from holder representatives that say, “We know of a holder that’s holding x-millions of dollars and will come forward only in exchange for a waiver of penalties and interests.”  And prior to, I don’t know what year it was, the nineties, the Controller had not authority to really just waive the interest absence some bonafied dispute.  And so, that being said, Larry Raskin, from the AG’s Office, who works on some of these holder issues, will address the question.
LARRY RASKIN:  Good morning, Senator.  Thank you.  My name is Larry Raskin.  I’m with the Attorney General’s Office and I’m the supervising deputy of the false claims section.

I just want to provide a few comments of what we’ve observed working with holders.  The false claims section is primarily responsible for investigating and prosecuting false claims filed with the state as it arises from unclaimed property.  We’re talking about false holder reports that are filed with the State Controller’s Office to decrease, conceal, or avoid an obligation owed.  So when my section gets involved, it’s under the False Claims Act.  We’re not doing unclaimed property cases as a matter of course.

We have investigated a number of holders; some have followed the law, have escheated appropriately, and some have not.  I guess you could say my section is more on the collection side, but only when abuses by the holders involve filing false holder reports with the Controller’s Office. 

And much work is also done with the assistance of whistle blowers.  People at the __________________ wrong doing.

In terms of not all holders complying with the laws, some of the practices we’ve discovered are, missing records, destroyed records, erroneous records, loss of control over records, making payments for the wrong source or account, deliberate entries by the holder in its accounting records, converting unpaid or unclaimed property into profits, failure by holders to handle transactions with consistency or to account for the unclaimed property in a systematic way, lack of staff at the holders facility or institution with overall knowledge of tracking and accounting systems for unclaimed property.  Likewise, lack of trained staff at the company to follow, to escheat, to track monies that should be escheated to the Controller’s Office.  We’ve also seen systematic schemes to sweep unclaimed funds, even for use as a slush fund, for instance.  And we have also observed the stating of the incorrect date of the so-called date of last known contact with the owner done by the holder to avoid a 1577 late interest that the holder would otherwise have to pay.  In some instances, the holder records have been so bad that the Attorney General’s Office had to basically reconstruct the transactions and records to figure out the amount of unclaimed property owed.

When the records of the holders are in disarray it makes it very difficult for everybody to be able to identify who exactly is the unclaimed property owed to.  And some of what we’ve seen is not intentional conduct or intentional actions to necessarily keep the unclaimed property, but the record keeping, some of the record keeping we have observed has been so grossly negligent that even if the entity had wanted to properly escheat, or escheat the right amount, it wouldn’t know where to start and its holder reports would thereby be incorrect.

The bottom line is, no matter what, the unclaimed property doesn’t belong to the holder; it does not become the holder’s money to keep as they want, to use as a slush fund or a piggy bank for its own mistakes in payments, or to sweep into revenue.  

And that’s just some of the experience that the Attorney General’s Office has seen with false claims action.

SENATOR FLOREZ:  Okay.  Let me ask the Attorney General’s Office, in terms of the penalties for not following our current law—what are those penalties ultimately?

MR. RASKIN:  Well, under the False Claims Act it’s troubled damages and penalties of up to $10,000 per false claim.

SENATOR FLOREZ:  And who is responsible for taking enforcement action?  Is that your office?


MR. RASKIN:  Yes, it is.  It’s under the Attorney General’s own independent enforcement authority.


SENATOR FLOREZ:  And maybe the question of the day is; when was the last enforcement action taken against a holder?  What’s the benchmark?  


MR. RASKIN:  Well, I would say we’re constantly enforcing it in the sense that we are always investigating wrongdoing.


SENATOR FLOREZ:  No, I understand, but I guess from the Legislature’s point of view, we would be asking when was any true last enforcement action taken against a holder and what was the result?


MR. RASKIN:  Well, we have some that are, I’ll use “technically” under seal.  In other words, they were filed by a whistle blower; they’re under seal and my office has the mandate to investigate those.  As to those, I’m not at liberty to talk.  I’m only at liberty to talk about those that have been filed.

SENATOR FLOREZ:  Okay.  I mean, I guess the question is; would it surprise you we haven’t had any enforcement action taken against the holder in the last ten years?


MR. RASKIN:  Oh, no, that’s not correct.  


SENATOR FLOREZ:  Give me what’s correct.


MR. RASKIN:  Okay, I’m sorry.  The False Claims Section was setup in 1999, and since then, we’ve recovered $96.3 million to the General Fund from cases arising from unclaimed property.  And I would say probably the first case that arose from unclaimed property, the first false claim case that arose from unclaimed property, probably was filed in 1995 or so.  It actually predated the existence of a section…


SENATOR FLOREZ:  And these are all under the False Claims Act?


MR. RASKIN:  Yes.  


SENATOR FLOREZ:  Does that need updating or is there a stronger way for you to work with our Controller’s Office and to use that, I’m not sure?  I mean, is there some sort of statute that would be more helpful in allowing you to take enforcement action against holders other than that act, or is that it? Is that efficient; it works; pretty broad?

MR. RASKIN:  It is pretty broad in this sense.  It’s Government Code Section 12650 et sec.  It’s pretty broad in the sense that it covers all false claims made to the state…


SENATOR FLOREZ:  Right.


MR. RASKIN:  ________ property a reverse false claim where they say they pay $100,000 to the Controller’s Office and they say, “This is what we owe,” when really they owe $200,000 or more.  It’s actually a reverse false claim; they’ve actually paid money to the state.  I would say the statute is broad enough to cover the problem overall.


SENATOR FLOREZ:  Maybe ask the Controller’s Office then, from your vantage point, you now have units, creating new units that are more reflective of the reuniting process of this and yet you’ve mentioned at the very beginning of this, the tough problem is how many holders are out there that we’re just not aware of?  I mean, any suggestions that you may have or thought processes on the legal side of this?


MR. KLEINBERG:  In terms of the penalties, we would like to see an increase in the civil penalties.  Mr. Raskin was talking about the penalties under false claims—they’re not really criminal.  We would like to see the civil penalties for noncompliance that don’t go through a false claims action.  Those are still fairly weak and we have proposed, in SB 919, that they be increased.


SENATOR FLOREZ:  Okay.  And, Mr. Kleinberg, in terms of the due diligence requirement document that the Controller’s Office has put out, is there an indication of penalties suggested on that?  Is that what you’re referring to?  The reason that I’ve asked the AG the question, when was the last enforcement action we’ve taken, you’ve mentioned we’d like to see, but yet I didn’t see in terms of the due diligence requirement document produced by your office or the Controller’s Office, any sort of outline in property owner responsibilities with penalties; is that to say that your suggestion is part-in-parcel of that?


MR. KLEINBERG:  Yes, it should be, because the existing law already has penalties.  And I’m not familiar exactly with the document you’re quoting from, but there are penalties in existing law.


SENATOR FLOREZ:  Let me ask all of you the question on the property holders.  Should we require property holders, or do they today run data through available owner locator databases before it’s sent to us?  In other words, they’ve got a step to take prior to….save us a little time and money.


MR. CHIVARO:  First of all, property becomes escheatable if the owner and the financial institution or holder have lost contact with each other for a period of three years.  The holders are required by statute to send out a notice prior to escheatment to indicate to the owner that if we don’t hear from you within six months to a year, whatever the timeframe is, you’re property will escheat to the state of California.  We do not require them, under law, to do any affirmative searching for new addresses, so to speak, or trying to actually locate them.  In fact, that is part of the problem, because sometimes we do receive property that we later find out should not have escheated to the state at all and the holder turned it over to us and the holder claims immunity from liability because they’ve complied with the Unclaimed Property Act and have turned that property over to the state.  We’ve asked to tighten that up to say that they are entitled to the immunity only if they show that they have met the requirements of the Unclaimed Property Law, including the due diligence provisions where they take affirmative actions to reach out to the owner themselves prior to sending us that property.  And, of course, SB 86 now also requires that we notify prior to the escheatment as well.

SENATOR FLOREZ:  Right.  Yeah, I have your notice here.  But I guess I’m trying to figure out the credit bureau searches, post office.  We have social security death indexes, we have a lot of databases out there that one might say the holders themselves could run their own….I mean, if we’re going to hold them accountable to something, one way to do it is to require some sort of affirmative action from the Controller’s perspective of reports back to the state or Secretary of State, for example.  And many businesses do renew many of their fees.  Maybe one way to get them to do the types of necessary searches for property is to actually have them just run some of these through these databases.  I do know that at least on the security side, the Security and Exchange Commission requires property holders to run these through as a requirement.  And why wouldn’t we?  Or at least think about doing something like that?  Maybe it wouldn’t be the Controller, maybe it would be the Secretary of State or something of that sort.  What’s your thoughts on that?


MR. CHIVARO:  I think that that would be beneficial both to prevent against these escheatments that are premature, or the state is not properly entitled to it.  I think it would give us some element, a basis, to rely on other than the holder verification that now the holder signs.


SENATOR FLOREZ:  And in terms of the issue of the Security Exchange Commission, could that be a model?  Is that something we could look at, or is that too onerous, or is that too much of a…


MR. CHIVARO:  Well, I think we could certainly take a look at it and make a recommendation to you one way or the other.


SENATOR FLOREZ:  The reason I mention that, obviously, is that at least the SCC prosecutes stock agents for failure to exercise reasonable care in finding the correct addresses of lost security holders.  That if you’re looking for statutes in the state of California that might be more reflective of what the Controller is trying to achieve beyond, if you will, a broader application (I think it’s been mentioned by the AG) that might be it.  So I’m just wondering if we might have discussions on that as we move forward.  
I’m looking at a statute that’s a little more tailor made for the Controller and maybe running some filters through the Secretary of State that allows us a broader net, if you will.  It might allow the Controller some way to get some of these holders of property out there….just be requiring them to do some checks.  And I’m not sure the cost of that—I haven’t costed it out, but are you guys willing to chat about that?

MR. CHIVARO:  We are.


SENATOR FLOREZ:  Okay.  I think that’s pretty much it for data searches and running it through other checks.  So, let’s have discussions about that.  
Let’s talk about something that everybody points to in this program.  We’re kind of talking about the nuts and bolts, but community outreach and notification, obviously, is a big part of the discussion in the Legislature and I think it goes much deeper than that given these statutes, given a few more types of things.  But, what is a constitutionally adequate notice to the Controller’s Office?  I mean, ultimately, what does that mean today?  This seems to be an evolving standard of discussion between the courts and rulings and the Legislature, trying to figure that out as well.  What would you say, at this point in time, is the right standard?

MR. CHIVARO:  Well, I think the Eastern District Court that just lifted the preliminary injunction thinks that SB 86 provides that measure of notice that meets constitutional due process; that the notice has to be provided prior to the property actually being escheated to the state.  And, of course, SB 86 does address that.  In addition, once we receive the property, as we said, there’s a very significant outreach effort that is going to be undertaken by the Controller’s Office to try to reunite the owners.


SENATOR FLOREZ:  Would you characterize the effectiveness now given the new statute….before the statute, was it effective, not effective, or could use improvement; what would you say?


MR. KLEINBERG:  It was moderately effective.  Some people were getting their property back.  We think a lot more are.  We’re getting a lot of responses to the letters that we’re now sending out that we would have not sent out prior to SB 86.  


The other thing we should remember, is that we’re talking about constitutional minimums right here; what is the barer, narrowest thing we can do?  I think what the Controller is looking at is; where can we go beyond that?  We don’t need to stop just with what the courts will allow as a minimum, but we would like to look at other options for reuniting property that aren’t constitutionally required as well.


SENATOR FLOREZ:  Okay.  The three years of inactivity, is that adequate?  It used to be 16.  I mean, how do we look at that?  The state, the Legislature, slowly reduced that, so what do we think, going forward, about this erosion and where are we going?


MR. KLEINBERG:  Our office has had some discussions amongst staff and with the Controller.  We can’t give you a number at this point, but I think clearly three years, our consensus is that that’s not adequate.  A lot of it is pairing.  The longer we want to raise that escheatment period, we have to put in that much more effort to make sure that we’re also reuniting people and that holders aren’t making the property disappear.  So, I think different things have to happen at the same time.  We hope to have sort of a consensus number very soon.  We don’t yet, but it will be more than three.


SENATOR FLOREZ:  Okay.  And given that a lot of these are based on constraints, I think you mentioned at the very beginning, put forward, if you will, by the Legislature more than anything, what are those, again, those constraints that you feel have been hampered—the Controller’s Office?  I know, Les, you mentioned them as you began, but just in a nutshell; what are the constraints that has led us to, now, new legislation and then moving forward with some different types of approaches?


MR. CHIVARO:  Well, I think they varied.  Most of the restrictions have occurred in the Controller’s budget act itself and have ranged anywhere from prohibiting any notice whatsoever to owners of unclaimed property, and that was pretty explicit in our budget language, to limiting the amount of money for advertising the program to $35,000 to $50,000, which you can’t carryout a very effective advertising campaign with those dollars.  It’s rolled back the requirement to publish individual names in a newspaper to what they call block ads, which are at minimal expense, which has been approved by the Legislature and by Finance to say, “We’re holding your property” in the newspaper.  So, they’ve taken various forms over the years.


MR. KLEINBERG:  One that I think is critical that I think we should be looking at for the future is the locator unit which, as we mentioned, has just been reinstated by SB 86.  That’s one where once the property comes to the Controller, with more resources there we can return a lot more property.  There’s two steps; one is to have people recognize their property is subject to escheatment and have that stopped before it gets to the Controller’s Office.  The other one is, once it gets here, what can we do to find the owner and to get it back to them, and that’s something that we’re just starting to build up and get and it’s something we ought to look at what type of resources we might be able to do in the future to get the property back to the owners.


SENATOR FLOREZ:  Okay.  And I think you’ve mentioned the newspaper.  I mean, obviously, some contention on efforts and success rates there.  I do know that at least in Texas they have inserted in about 32 different newspapers, they have a 
40 percent rate there; how do we view that now at this point in time in terms of newspaper print?  Is it part of the mix?  


MR. KLEINBERG:  Individual names probably is not cost-effective.  It’s very expensive and was a system that was necessary prior to internet.  We’re getting millions of hits on internet.  I don’t have the exact number.  Probably far more effective and far less expensive than doing newspaper ads with the individual names.  We still want to do the newspaper ads telling people “Go onto your computer and check this out,” “Go to the library and use their computer if you don’t have your own.”  But to publish individual names in newspapers that may or may not be in the locale where the person resides or where the family resides, we believe that it’s probably no longer cost-effective.


SENATOR FLOREZ:  And when you say cost-effective, it mean…


MR. KLEINBERG:  You’ll always get some hits when somebody sees a family member’s name in the newspaper.  The question is; how many more do you get than you would otherwise have had and how much does it cost in order to do that notification program?


SENATOR FLOREZ:  And if I were to do a random poll on anyone in the audience, which is a very informed interested group or they wouldn’t be sitting here in the middle in a non-session environment, but I mean, how many people know about the website?  What’s to know about folks who somehow navigate through this website in a way that gets them to their property?  I mean, what’s the name of the website?  If I go to California Unclaimed Property I get a private Google advertisement that takes me to a site where I punch my name in and it says, “The state owes me a lot of money,” and then I get to the next window that says, “But if you only pay $34.95 we’ll tell you whether or not this is really you.”  So how do we get past the average person putting their name in?  An effective system to me is being able to type in “Dean Florez, State Controller’s Office, unclaimed property” in Google and taking me directly to your site.  That’s effective to me.  That’s not the case today.  So how do we, given that we’re in Silicon Valley, California, have the ability to better reunite folks with their property without maybe having them go to your site, but simply maybe from a Google perspective or website perspective, get to it quicker and faster?

MR. KLEINBERG:  A good question.


SENATOR FLOREZ:  Okay.  Well, I’m just wondering, is that, as you start to research it, it seems that that’s something, that as we begin to figure out how to get people to your site….we all assume that the California Legislature, everyone knows what we do and they know the laws that we’ve passed; they go to the California Senate site and people type it in; and then they search down to a member; and then they search their legislation; and then they go….but really, I think the way that most people get…


MR. KLEINBERG:  And we have the same equivalent through the SCO.  What you’re saying, there must be a higher level that you can do, where if you just Google something and not know the website name.


SENATOR FLOREZ:  You probably have a higher propensity for hits, and not that Google is going to put every single person in the state of California as unclaimed property, but if you were to work with the company and at least download the names; correct?  I mean, Josh’s goal is to never be in the newspaper (a staffer from my office), but, if he owned unclaimed property and his name happens to be in a search hit that gets him to Google that somehow provides him access to your site immediately, he might say, “Wow, I just Googled my name because I’m not supposed to be in the newspaper, but it took me to the website and I found out that I was owed $27.10 somewhere down the line;” is that something we might be able to pull together given the website is really the most convenient vehicle at this point in time?


MR. KLEINBERG:  It’s something we certainly can look at to make the website more effective.


SENATOR FLOREZ:  Okay.  And how about interagency access to some of these advertisings?  So if you’re going to the county library there might be a sign that says, “Do you have unclaimed property?  There’s a computer there.  You can log on and go directly to it.  You can go to the DMV; there are computers there.  Maybe you can go directly to your site and see if you have unclaimed property.”  I mean, are there ways to more conveniently hit folks where they’re at, in many cases?  I’m not sure how many kids are in high school and on computers today but I imagine a great _____ of them and do they put in their parents’ names to see if they have unclaimed property as an exercise for every high schooler in California, therefore, finding people, going home and saying, “Hey, mom, I don’t know if you know this but in class today we did a search and you’re owed blank amount of money.”  I mean, are there more innovative ways to connect folks to…

MR. KLEINBERG:  We’re certainly hoping so.  We’re working, for instance, with AARP in getting the word out to their members.  And then I mentioned earlier that we’re also in the process of doing PSAs.  And so, when you’re watching late night cable you’ll actually wakeup when they say you, “Dean Florez, may be owed some money.”

SENATOR FLOREZ:  Yes.  Or even in the ethnic media, Radio Camposina, for example, in my district, and other types of different media venues that allows folks to….you can imagine if you wanted to print your website on the back of every lottery ticket that’s put out in the state of California.  I mean, there’s lots of ways to advertise the website.  And I think if that’s going to be the vehicle that gets us the broadest reach beyond newspapers, which I would agree with you, Les, in terms of that particular mode, we ought to disperse it as widely as possible to see how far we come on that.  And we found a lot of lost kids when we put them on the back of milk cartons; right?  
MR. CHIVARO:  That’s right.

SENATOR FLOREZ:  So, if we can kind of figure out how to deal with this, it might be something as well.  With private sector support and maybe getting some Google to work with us on some algorithms that allow us to get to our names faster, quicker, gets you directly to the site, I think it might be somewhat helpful.


MR. CHIVARO:  Senator, I think in order to achieve that, there are still some budget act restrictions in our budget act that prevent a full blown outreach in the terms that you’re describing, so we would need to revisit that and maybe get the Legislature’s cooperation to lift those restrictions.


SENATOR FLOREZ:  Okay.  Well, let’s get the statutory restrictions.  If it’s monetary, I don’t see this as much of a monetary issue, but the restrictions on it, let’s see if we can get a little cooperation from our friends on the web and Silicon Valley.  I’ve got to imagine that they would want to help to participate.


Gentlemen, that’s all the questions.  Do you have any closing comments or anything that I may have missed in the questions that you would like to add?


MR. KLEINBERG:  From my part it’s been pretty thorough.  We will stay so if you do have questions after you talk to the other witnesses, we’ll be available.


SENATOR FLOREZ:  Thank you all very much.  We appreciate it.  Okay, let’s go on to our next panel.  With us is, William Palmer, an attorney who represents numerous clients, plaintiffs and various lawsuits against the state pertaining to real property seized by the State Controller’s Office.  Thank you for joining us this morning.

WILLIAM PALMER:  Thank you, Senator.  


SENATOR FLOREZ:  Obviously, you’ve mentioned, I think, in one news article that the Controller’s Office turned into what was essentially a lost and found for unclaimed property for profit businesses that provide $400 million of cash in terms of the state; can you give the committee some understanding of your overall position, thoughts of where we’re at today as where we were a year ago or two years ago?


MR. PALMER:  I’d be very happy to share my thoughts with you.  


SENATOR FLOREZ:  Thank you.


MR. PALMER:  The Supreme Court of California has a saying that they say, “We are not a gambling hall, we are form for the discovery of truth.”  I’m a citizen in this republic and a lot of what I heard just now was false and you were not told the truth.  And what has happened here has injured millions of people in other countries.  The worst victims were the elderly.  

Sixty percent of the 8.7 million accounts belong to people over the age of 
60-years-old, and in some instances you took their retirement.  Not you, I should say the three men who were sitting right here were a part of your problem and should be removed from their positions immediately and some new people need to be put in that office.  But some of those 8.7 million people had their retirement plans taken and sold and in some instance for pennies on the dollar.  

You heard the case of Sally and Benny Fong, who, it turned out, they owned Berkshire Hathaway stock.  Their stock was taken by one of the audit agents that you heard about and an 11 to 18 percent commission was paid to them.  And what should have been an over a million dollar investment, they received $30,000 on which they were taxed a capitol gain rate.  That should have been their retirement.

The case of Steve Tucker, who never set foot in the state of California, he lived in England, the state took his million dollars in Intel stock, sold it off for $30,000 and he’s in another country 10,000 miles away wondering why the state of California is taking his Intel stock since it’s in a bank box in London.  

The true mechanics of what go on here, I’ll outline it in three points:  Number one, this was supposed to be a program that was good for citizens to protect property owners, and what you saw it morphed into, was a system that created an artificial revenue stream for the state of California.  The primary purpose was to reunite people with their property.  
I heard one of these gentlemen, maybe it was Jeff Brownfield or Rob Huarte, tell you that under the old program they had some success reuniting people with their property.  That was a knowingly false statement.  Property was sold within 30 days so that they could pay the audit agents their fees.  No one ever got their property back.

In the case of a safety deposit box (use that as an illustration), they went into the safety deposit boxes, they took the property and they auctioned it off on e-bay, which as you know, this is supposed to be a fiduciary program where you maximize the value and all of us know that e-bay is where bargain hunters go.  And we also should have known that Steve Westly, the man who was arranging this program, was one of the founders of e-bay and a stock holder in e-bay and he’s the one who arranged that.
When I started these lawsuits six years ago, there was $2.3 billion in this account and there were 3.8 million account holders.  Within four years it looks like an inverted hockey stick.  Within four years the private property seized rose to 5.1 billion and the number of accounts was 8.7—within four years.  

Now, I heard somebody told you, misinformed you, that the audit agents only made $60 million.  If you were to ask the Controller to produce the contracts for the last two years, you would see two contracts each for $500 million, each paying 
11 percent to ACS and its affiliates.  Some of the men who made millions and millions of dollars are seated right here in this room watching this.

The victims, I already mentioned the elderly, the less privileged who don’t have computers, who can’t go surf the net.  

The website that you mentioned, yes, it’s true, the judge did lift the injunction and the following day I filed an appeal and I’m going to take that up and I’m going to get it reversed again.  That’s wrong.  That website gives no information to anyone.  In order to meet the due process standard of the constitution you have to send notice, you have to convey notice to people.  Previously it was done in a constitutional format in three ways:  1) through direct mail to the best possible address; 2) through publication recognizing, as Senator Florez did, that maybe if I didn’t get the direct mail I’d have a shot that somebody would tell me that they saw my name in the newspaper.  Plus these days, I get the benefit of both the publication and if it’s done properly, that name would be worldwide.  Third, under the old statutes they were required to search the California taxpayer database.  Now, unfortunately there, and they’re telling that it’s all fixed now, if people, like my clients in England, never set foot in the state of California and never paid taxes here, or if I’m a child, or if I’ve moved to another state and haven’t paid taxes in the state of California, I won’t be listed in the taxpayer database most likely.  
Finally, the companies and the business community have been victimized.  I’ve sat in on some of these so-called audits and the men conducting them didn’t know what they were doing.  And they turn these little businesses of our state upside down, and they ask them for check registries from 20 years ago, and they treat it as a game, and they were malicious and vindictive and they threatened enormous fines if these little businesses didn’t hand over money.  In fact, one of them even said, “We’re reserving our right to do a statistical analysis of your business for unclaimed property.”  Now, my question is, if the purpose of this law is to reunite people with their property, what good does a statistical analysis of somebody’s business and then forcing them to hand you money or you’ll threaten them with a big fine?  
Our state is in a severe financial state right now.  We’re driving our tax base out of the state of California.  We have an enormous budget deficit.  

So I bring you to the fourth group of victims, which are the children of this state.  Not only did some of these people lose their heritages, because we went into their safety deposit boxes and, for example, sold off their great grandmother’s $85,000 pearls for $1,771 on e-bay and then shredded all the papers that were in there because we couldn’t sell those.  That was children in those instances who have lost that opportunity.  More importantly, the litigation has resulted in enormous liability to the state of California.  

It’s estimated, and these are not my estimates, they’re taken from the State Treasurer and his bond disclosures and from the Controller’s own documents, estimate the exposure from the failure to provide notice in excess of $3 billion.  In terms of the failure to pay interest, back dating the interest out of all these accounts, is estimated at a minimum of $500 million by the Treasurer.  I estimate it would probably be higher because the Controller didn’t tell you this, but vast categories of property were left out of the program and just arbitrarily decided they would never pay interest on those for the last 20 years.  Examples would be dividends, cashiers checks, warrants, things of that nature.

I’d like to think of that quote from John F. Kennedy.  He said once that crisis and the Chinese symbol for crisis has two symbols.  The first symbol is danger, the second is opportunity.  There is a serious problem here.  You have the ability to fix it.  I suggest that you each out beyond the Controller’s Office and I think that you should begin, for example, asking the Controller to waive the attorney/client privilege with the AG’s office so you can hear actually what’s going on over there from the AG’s people.  

Larry Raskin, who spoke, is a very talented highly respected attorney but he owes a fiduciary attorney/client obligation to his client, the Controller’s Office.  If you really want to see what’s going on underneath the sheets over in the Controller’s Office, you should bring in some of the AG, other talented people over there and ask them what’s really going on over there.
I would estimate that there’s roughly a billion dollars that you could tap into out there right now—a billion dollars.  Some of it would pay into the future.  It’s not being brought into the system because this program is so sloppy.  

They weren’t honest with you about fixing the….in fact, Senator Florez, you asked them about the state audit that was done, there were a series of audits that are done, some of them are secret.  
In the case of the state audit from 2003, four months ago Steve Westly was quoted as saying, “We never fixed the things in the state audit because we never had the money.”  Now, that’s false.  And you were told a false statement today that it was fixed.  In fact, I would question how is it that we seem to have a mechanism in these laws to pay audit agents $110 million whereas we can’t use those same statutes to send out notices to the owners when the primary purpose of the law is to reunite people with their property?  In fact, you heard them say, “Well, we were limited by budget language.”  Well, about two weeks ago in federal papers, we reviewed that budget language, it says nothing about limiting notice to owners and I’m happy to give you a copy of the budget language.  That wasn’t accurate.
I heard just a lot of statements here.  I don’t even know where to start.  If you looked at that audit report from 2003 it would say that 6,500 reports, representing 250,000 people’s property was handed over to the state with the same social security number listed for every person.  I don’t know what good it is going to do for us to go to the State Franchise Tax Board with one social security number for 250,000 people.  Now, those reports were handed over by one of the audit agents.  I, for example, would have looked at them and would have said, “We’re not going to pay you for this work until we’re satisfied that these reports are accurate.”  

In that audit report they were two years behind uploading 8,000 names unto the so-called website.  Now, if they’re two years behind uploading them, then what good is it going to do for you to check that website since your property is somewhere in the pipe two years in coming?  Now, they represented to the federal court that they’re all caught up and that’s no longer a problem, or, at least, it won’t be by December.  I question that.  These are some of the false statements I heard.  Somebody asked about the database.  They did correct that.  They said, “Yes, there’s actually three databases.”  One of the databases is like something out of Charles Dickens; it’s just a wall of paper.  It’s where somebody goes and scribbles off one name and adds new information.  Now, I’m told they’re uploading that, but I’m also told that they don’t have any records on that website from pre-1985.  So from 1959 to 1985, the information hasn’t been uploaded.  I may be wrong there, but you can ask about that.
The locator unit, the truth at what happened there, is you spent $8 million to create a locator unit and it’s probably unconstitutional because a notice is supposed to go out before you take their property.  In other words, you don’t bring the property in and then use a locator unit to go find somebody and give them their property; right? Because when you take their property, like stocks or safety deposit contents, you’re blocking people from getting information on their property; you’re harming them.  If, for example, I take your retirement fund, your stock in your retirement fund, the stock is no longer titled in your name, it will be titled on the state of California’s name.  You will no longer get proxies, basic information on your investment.  And you might wonder to yourself, what’s going on?  I’m living at the same address.  I’ve been here for 20 years, why am I no longer getting information?  Now you’d have to figure out that there’s this concept called escheat dating back to feudalism that’s being used by the state of California to generate revenue.  And you would look at the statutes as they existed, and they would say you were supposed to get a letter noticed to you, you were supposed to get publication notice, you were supposed to get all these things back when this property was being seized and they didn’t follow the statute.  So you would have to be like some of my clients, trying to figure out from Athens, Greece why your Hewlett Packard stock has been taken and sold by the state of California when you’ve never lived in the state of California.  That’s a quick thumb sketch of this.
I heard a lot of attacks on the heir finder.  That’s Richard J. Chivaro’s pet peeve.  Frankly, they provide a service.  It’s disclosed.  They don’t need to.  If you don’t want to use your property….they have to tell what the account is, but for a 10 percent fee they’ll help you get your property but you don’t have to use them.  What they want you to do is hire an enormous locator unit.  They want you to keep adding money and positions so that they can try to phase out that group because they are the ones hammering the Controller on what’s going on here and asking the tough questions and representing clients who are trying to get their property back from this labyrinth that’s been created over at the Controller’s Office.
If I were you, I would remove Richard Chivaro, move him to another position in another agency; the same thing with Jeff Brownfield and the same thing with Rob Huarte, because they haven’t been straight with you.  They were the ones who created this train wreck and they should be moved to another agency.  I would say the same thing about George DeLeon, who used to be in charge of the notices, but he now works over at ACS.  And I would say, “Hmm, Mr. DeLeon, did you violate our revolving door statutes and are you guilty of a felony or misdemeanor for leaving a state position and immediately taking up an executive position under a contractor who we’re paying almost $100 million a year to?”  So those four individuals should be removed.

The new controller, I believe he’s sincere, he’s honest, he seems to want to fix it.  But as one of the federal judges said to me, I heard my colleague arguing on the other side of me say, “We have a new sheriff in town.”  My response to the federal judge is, “We might have a new sheriff in town, but he’s riding with the same old posse.”  You’ve tasked men who made the bad decisions to fix the problem for you.  They’re never going to be 100 percent straight with you about what they did.  They would have to admit that they deliberately ignored statutes and violated the law.  So you need to move those three people out and you need to bring in some people from the Department of Finance who have fresh eyes to look at this problem and say, “How do we fix this?”

And I’m telling you right now, there’s an enormous amount of money out there that can be brought in this system that we can use that legitimately belongs as unclaimed property where you’re not going in and taking somebody’s retirement program.  But this is like a plane with no pilot at the helm.  It’s just floating around on autopilot dipping to the left, dipping to the right.  That’s the program that you have over there.

SENATOR FLOREZ:  Let me ask you a couple of questions, if I could.  Number one, what do you make of the SB 86 that was passed? 

MR. PALMER:  That’s the Mike Machado bill.

SENATOR FLOREZ:  Yes.

MR. PALMER:  The only substantive change that it made that was constitutional is it said that they would go begin searching the California taxpayer database for these holder reports that are coming in.  These holder reports sometimes have 65,000 names on it if they’re a mutual fund.  Now, it has to be believed at the outset that those addresses are stale or the companies wouldn’t be handing them over to us.  So, already if we sent a letter out to them, it’s probably a stale address, but it might not be.
Going to the Franchise Tax Board and searching that list of names isn’t going to find you a new address for somebody who lives, for example, in England and has their address listed in Belgium.  When the federal judge asked me the question what about that, I would say the Controller, under these laws, is the policeman.  He’s the one who polices these statutes.  We don’t need a bunch of big fines on companies, we just need the policeman to do his job.
I will send you one of the copies of the reports that George DeLeon took in before he went to work for ACS and you will see that every field is blank—every field is blank; no social security number, wrong street address.  If you or I were looking at that report and doing our jobs, we’d say, “Hold on Mr. Holder, every field here is blank.  You have to do a better job.  Why am I getting property from a man in England?”  However, in that case, it was handled by one of those audit agents, and so, we paid that audit agent $250,000 for that report.  And I’ll give you a copy of it with my client’s name listed. 

In that case, my client had three batches of General Electric stock; had lived at the same address for 30 years.  They just took one batch of his retirement stock.  That family, they’re over the age of 60—that was their retirement.  They got back $25- to $30,000 and then they paid taxes on that.  So that’s really what’s going on.  
I could go through….I took notes on all of your questions, but I’d be happy to sit down with you.  I recognize I have a civic duty—all of us do.  I’d be happy to come down and visit with you.  I’d be happy to share all my thoughts with you, give them to you for free.  I think that in general, you tend to listen to the lobbyists and to the agencies that we have created.  Supreme Court Justice Steven Breier said, “We have so many agencies now my eyes are beginning to water.”  I think that if you reach out to the common people, the people who have lost their property, I think if you talk to the attorneys, like you’re allowing me to do, Senator Florez, you get a completely different point of view.  

SENATOR FLOREZ:  Let me ask one more question given that.  Have you also looked at other states in comparison to California and your overall thoughts on that—similarities, differences, provisions in other states that might be beneficial to California?

MR. PALMER:  The reality is, if you look at another state, I would encourage you to look at it as their whole program, not just what their notice is.  For example, in this case in Colorado (and I use that in one of the pleadings), they actually hold the property in trust, so if your safety deposit contents are taken, you come back ten years later, you’ll get your safety deposit contents—they’re stored.  The program is very expensive.  They still are able to use the money in the program because they were able to borrow from it at a reduce rate, but it’s literally treated as a trust.  Other states are pretty far out there.  There are some states that are worse than California.  I know of one state that’s using our same philosophy—use the private vendor ACS, pay them a big percentage….incidentally, who is paying that percentage if the owners aren’t paying it?  To me the math equation doesn’t work.  I’m paying somebody out 
11 to 18 percent to go out and seize property, but then when I get the property back I don’t charge the owner the 11 to 18 percent?  I mean, that’s a math equation that doesn’t add up.  Somebody is paying that, and I want to suggest to you, again, that it’s the state of California that’s going to end up paying that.
One state uses ACS to go out and seize a property; then they auction it off on e-bay; and then they deposit it in their state pension plan which was faltering.  So there’s other states that are doing some crazy things out there.  Somebody said that California was just the first state that happened to get caught.

SENATOR FLOREZ:  Let me ask you, on your appeal, what’s the major argument as you move forward?

MR. PALMER:  I could have just collapsed it.  In the hearing that took place last week, I could have just declared victory and walked home.  I could have said, “Well, everything is fixed.  We won.  The victims aren’t the victims, they’re the victors.”  But the reality is, that it’s not fixed, and so, we’re going to stay on it.  I believe the control of it will be reversed again and that it will come back with more liability because you’re going to begin selling off property here (you heard them say that), where you haven’t given people proper notice.  So, I would encourage this body to act to fix the law promptly so that even if the Controller doesn’t want to fix it properly, at least this body acted as a check and a balance as our constitution intended.

SENATOR FLOREZ:  Let me ask a couple of more questions.  In terms of your client’s lawsuit, the Chris Taylor vs. Steve Westly, and I understand the issues about the state and abandoned properties in this, but could this have been avoided altogether, if you will, if Intel had done a better job?  How do you view this?  Is this the state; is this the holder?  I mean, how does one view this in terms of what went wrong and who ultimately may have been in the best position to protect the interest of your client?

MR. PALMER:  Well, let’s take an example of HP, because that’s a better example.  We sent in auditors, Linden Lyman and David Epstein, who are seated in this room, and they went into HPA and they said, “We can represent HP and we can represent the state of California at the same time.  Don’t you worry about this due diligence stuff, you’re covered.  We’ll handle the whole thing.  Out source it to us.”  So bringing down harsher criticism on the business community isn’t going to remedy that because it’s our agents who are out there creating the problem.  They’re going in with the power to fine an enormous fine and take property.  We delegated that authority to them.  They are an extension of the state of California.  So these businesses, when they listen to these agents and the agents say to them, “Well, you just trust us.  Hand us all your lists.  We’ll take care of everything.  You’ll be fine.  We’ll make sure that notice goes out for you,” they assume that’s the state of California speaking.  So, simply placing the burden on the business community isn’t going to fix this.  It’s just kind of more of the same of what people expect out of the state of California.

SENATOR FLOREZ:  And the last question I have is in terms of the recent ruling that was held in the plaintiff’s favor in terms of the seizure of interest payments by the Controller; what can you tell us about that?

MR. PALMER:  What happened there was that in 2003, the Legislature passed an interest rate law that first moved it from a compound rate of 5 percent down to a simple rate of one percent and then moved it to a zero percent interest rate.  You had 8.7 million accounts that have been accruing interest, some of them since 1959.  They applied the law backwards and they decided that all those accounts had not incurred or would accrue any interest.  They applied it retroactively.  Now, they have some fancy talk about, “Well, we just applied it as the Legislature intended us to apply it.”  But what happens is, you are then taking somebody’s private property and you’re using it as a free loan to the state of California.  There’s an old adage that goes back to before the U.S. Supreme Court that the interest follows to principle like the shadow follows the body, but for the principle, you would not have the interest.  It is the property of that person.  So when the Controller did that, it was as though they robbed those that property.  The consequence of that is, I will be arguing in federal court that those people are now entitled to the California bond rate of interest, which, as you know, is significantly higher than the simple interest rate, because that is what it would have cost the state of California to go out and borrow $5.1 billion instead of taking it from private fiduciary accounts.

I brought a couple of people that you would say were victims.  They can talk about what it was like dealing with the Controller’s Office; give you the average person’s view.  But I didn’t know how you would receive me so I wanted to make sure that I protected my clients, but you were gracious and I appreciate it.

SENATOR FLOREZ:  We would love to hear a couple examples of them.

MR. PALMER:  I brought two clients.  I could have brought many more for you, but these people are local.  They’re from Sacramento.  Some of the other people would have had to drive from the Bay Area and it would have been a serious inconvenience.  But if you need me to bring more people in the future, I’m happy to do that for your office.

Mr. Whitley, and Gayle Lynn Keith is his daughter.  They will tell you what it was like dealing with the Controller’s Office trying to get information from the Controller’s Office; what their problems were.  Mr. Whitley is 83-years-old.  He’s in the Eskaton Retirement Home.  He feels that he speaks for the elderly in our society.

SENATOR FLOREZ:  Okay, great.  Thank you very much for giving us your testimony.  We very much appreciate it.

MR. WHITLEY:  I’m glad you’re having this hearing and I’m looking forward to you finding and correcting the errors that are taking place.  It’s gone on with me for a long time.  When we approached the Office of Unclaimed Property, I presume that’s the right name, we were told that I couldn’t do anything.  We couldn’t receive any papers.  We couldn’t get any information.  We should go consult an attorney.  And, eventually, my daughter did that.  And he has proceeded with it.  It’s hard for me to conceive that part of the United States has a piece that’s not following the constitution and protecting our property.  Maybe my daughter would have a comment or two.

SENATOR FLOREZ:  Thank you.

GAYLE LYNN KEITH:  I think there’s many problems still with…

SENATOR FLOREZ:  Well, tell us what happened in your case.

MS. KEITH:  In my case, my father being elderly, I represented him.  I went down to the office.  I went down actually several times, physically, as well as talking on the telephone.  The last time I went there I went to a window, I had new information I wanted to share with them, to show them our claim.  The person at the window couldn’t do anything so she went and got supervisors—a gentleman and a woman came out to the door.  We weren’t even invited back.  My husband went with me.  They didn’t look at anything I had.  They told me I could not see any paperwork and that I needed to hire an attorney.  They didn’t take an application.  They didn’t look at anything I had.  

I have a note on a piece of paper saying, “Manager DeLeon,” I believe is written on the paper, so I assume that is the gentleman that I saw.  And I just really don’t understand it.  If you go look today, if you were to go type in on the website that’s supposedly wonderful, type in the word “trust,” a page will come up.  It lists no names, nothing.  I guess if you click again you get to see some names.  There’s trusts with numbers and no names.  How are the people to find their property?
I have a friend who filed a claim.  He’s denied the claim because he has no piece of paper showing an address 15 years ago that he lived in for a few months.  It’s a bank account that should be tied to a social security number.  He was in the military on a base and that’s the address they want.  It’s a small amount of money; it’s only a couple of hundred dollars.  But bank accounts should be tied to social security numbers.  If you can produce your social security number you should not be denied based on you can’t produce a little piece of paper saying 15 years ago you lived for three months at this address.  
I could keep going.  It’s like my passion.  I personally have found 200 people; just called them up and said, “Hello, you have missing money.”  They’re at the same address; they received no notice.  

Another problem I see, is if my bank account is seized I can’t just go in and say, “Here’s my bank account I’d like my money back.  Here’s my social security number, my ID.”  I might have to wait nine months to get my money, and I think that’s a crime.  Because if I can go to the bank, if you’re protecting me and I can get my money from the bank, why would I need to wait nine months?

Currently, my mother in-law filed a claim.  She’s in a convalescent home so she’s obviously not going to go to a computer.  She’s not going to do any of those things.  We filed a claim.  They said yes it is her claim.  It will be a while.  I just got a letter this week saying, “Oh, it will be another eight weeks.”  She may be dead before she gets her stuff back.  So I think you need to protect the elderly, you just need to protect the citizens and you need to revise the whole program.

SENATOR FLOREZ:  Okay, great.  Let me ask you, the 200 that you found, you just called folks that you saw on the list that you…

MS. KEITH:  Right.  They’re not people who I know, it’s just kind of like pass it forward; do a good deed.  “Hi, you have 500 shares of stock.  You probably don’t know.”  Actually, one man I found, I didn’t know him, he goes, “How did you find me?”  He had actually hired a private investigator himself.  He had stock bought for him as a young child.  He still had the stock.  He went to cash it in at the company.  They didn’t give him information that it had been passed onto the state.  He hired a private investigator who never came up with it and he goes, “How do you know about my stock?  How did you find it?”  And so, I think there’s a real problem there.  The public doesn’t know what you’re doing.  When you tell people, “Don’t put stuff in your safety deposit box, it’s not safe like you think, even if you paid the bill on your safety deposit box, somehow they don’t know you’re alive and paying your bill and they may turn your property over and destroy it.”
Oh, that’s another thing.  I did talk to our trust company.  I was told that the documents needed to file our claim have been sent to the state.  I still have not seen them.  Information that I requested, one new paper was shown to me roughly a month ago.  I don’t understand why I can’t have my documents.

I don’t know if that’s all but that’s it in a nutshell.

SENATOR FLOREZ:  We’d like to continue to work with you.  And thank you for coming and giving us your perspective.  It’s very important when we head into this.  And Mr. Palmer, we look forward to working with you, as well, and maybe talking to a few more clients will be helpful.

MR. PALMER:  Great.

SENATOR FLOREZ:  Sometimes we go past numbers to try to understand the real issues that we can solve.  Thank you both.

MR. PALMER:  And thank you for your time today.

SENATOR FLOREZ:  Thank you very much.  Okay, let’s turn to the holders of unclaimed property.  And we have representers from Cal Bankers and City National Bank.  We have Kevin Gould, Legislative Representative, California Bankers Association; and Neil Martin, Senior Vice President and Senior Counsel, City National Bank; and others.  Thanks for joining us.

Obviously, the issue here has to do with financial assets or those that are being held; dormant savings, checking accounts, safety deposits, safe deposit contents, etc.  And the California Unclaimed Property Law, which we were just discussing, requires corporations and businesses to annually report and deliver property to the Controller’s Office if there has been no customer activity on the account for over three years.  Typically, the owner forgets the account exists, moves on and doesn’t leave a forwarding address.  The owner may also die in many cases and heirs have no knowledge of the property, is the issue we’re concerned with.  But all holders of unclaimed property are required by laws to make attempts to contact the owners before reporting the property to the State Controller.  This is the step prior to the State Controller.  And in fact, the law imposes an affirmative duty on persons holding the property to do certain things before the holders says it is indeed abandoned.  I mean, that seems to be very, very clear.  And I guess the question for this panel, after you introduce yourselves and I stop talking, is to really get an understanding in terms of the entity holding the property, who has the primary responsibility, who has the resources at hand, and ultimately, who is in the best position to locate and notify an owner about their property in the proper way?  That’s the question to start off with.  And you can all introduce yourself.
KEVIN GOULD:  Thank you, Mr. Chair.  Kevin Gould with California Bankers Association.  Brief introductions:  It’s my pleasure to introduce Mr. Neil Martin, who is Senior Vice President and Senior Counsel for City National Bank.  Mr. Martin has expertise in bank operations, including cash management and the payment system.  He has written and spoken on several issues, including bank deposits and collections, payment system, bank losses and protections and the Bank Secrecy Act.  Mr. Martin is a member of California Bankers Association’s Legal Affairs Committee.  And, Mr. Martin is here today to provide testimony as to the general duties of property holders, banks, under the Unclaimed Property Law and, also, to give you an impact analysis of Senate Bill 86 and how it impacts our industry.
With me also, is Mr. Ted Kitada who is Senior Company Counsel for Wells Fargo Bank.  Mr. Kitada is here to help answer technical questions the committee may have.  And Mr. Kitada is the chair of California Bankers Legal Affairs Committee.  Thank you.

SENATOR FLOREZ:  Thank you both for joining us.  Maybe, if you have a few opening statements or anything you may have heard.

NEIL MARTIN:  Well, I do, Senator, but some of it you’ve already heard several times.  I hope I don’t repeat myself too much or repeat others.  And I should start with good afternoon.

I want to point out to you that financial institutions are not the only holders in the state and that we have had experience with the unclaimed property laws dating back to the 1960s when they were first in the process of being enforced.  And as you also know, there have been lawsuits directed against the banks to enforce the unclaimed property laws in the past.  But not all holders are represented by your financial institutions.  And, even, ladies and gentlemen, yourselves could possibly be holders of unclaimed property and accountable under the law to deliver it to the state.

I should also add that it should go without saying that certainly from the point of view of financial institutions, it does us absolutely no good to deliver property to the state of California in terms of customer relationships.  Our job is to safeguard that property.  And, frankly, we wouldn’t turn it over to you if you didn’t have an unclaimed property law that requires that we do.  When I first became involved with the law in the 1960s, we were holding onto property at Security Pacific that dated back to the turn of the century and they were reluctant to want to turn it over.

As you know, SB 86 establishes a bifurcated reporting system with respect to unclaimed property now.  Frankly, that is going to double the work of holders—double the work of financial institutions and it further extends our accountability and our liability as holders.

Very quickly, the existing or the prior unclaimed property law was relatively straightforward, certainly from a holder’s point of view.  The property was determined to escheat to the state within the period established by law, which as you’ve acknowledged, has been shortened significantly over the last three decades.  The holder, then, was required to notify the owner by letter where possible and that the property was going to be delivered to the state if the owner didn’t take action.  We had to do that within the 6-month/12-month period prior to the delivery.  It was then our responsibility to turn over the property and after that. 

As I was raised, it was the state stepping into the shoes of the owner and holding it in trust for the owner to be delivered, because as you know, California does not, and the way that the law is written, does not have a permanent escheat process, so in theory, the holder could come back at any time.  Because we’ve now split the reporting from the delivery and SB 86 mandates that the state attempt to find the owner before the holder is required to deliver the property, now some seven months later, when the property is delivered a new report will have to be filed explaining any discrepancies between the first report and, ultimately, what we deliver.  The state, again, by this action, has doubled the work of the holder.

The efforts by banks and other holders to find the owners of unclaimed property is, as I said, to the holders advantage not only because the law mandates that we make the effort, but because it is good customer service and something our customers expect.  

The experience of my own institution in 2006 illustrates how our internal efforts to match existing clients to their funds has paid off with respect to our deposit accounts.  Of the roughly $11,795,000 that were originally identified by the staff as unclaimed and subject to escheat, through the efforts to identify clients to find them, to match them to existing accounts, which, thank you for allowing us to do that, because for a number of years we weren’t able to take an active account and apply it to an inactive account and say they ought not to escheat when they were owned by the same people.  We were able to find, and in efforts to respond to our mailings, we ended up escheating only $1,145,000 from those deposit accounts.

In our case, we don’t just rely on the mailings.  And in an attempt to establish the relationships with our customers we use the telephone; we do use the internet, Lexus Nexus to try to find them, are among other tools to match these customers, and I know that other financial institutions do the same.  Do all financial institutions do the same?  I can’t answer that.

Once we’ve exhausted our own resources and failed to reestablish that relationship with our customer, delivery to the state promptly with our report is our preferred approach.  The State Controller, as you’ve heard, can then proceed to use its own resources and the resources of the Franchise Tax Board, for example, to which we don’t have access, to find these former customers and return their funds to them.  We should not have to continue to hold this property while the state does the job.  Delivery of the property to the state ought to relieve us of that liability.

A second issue that’s related to the bifurcation, which I have not heard raised this morning, is the inability for a holder to deliver property now to the state of California which otherwise escheats to another state.  And in effect, to use the reciprocity provisions so that the State Controller’s Office, as I understand it, could induce other states to give money that properly ought to be escheating to California.  What has happened is that the State Controller’s Office is telling all holders that they must now escheat to the 49 other states in the nation.  Now, I ask you, we’re capable of doing that because we have the staff and we have the programs that will allow us to do it.  Wells Fargo is able to do the same thing.  But, could you do it?  Are you personally familiar with the laws of the 50 states with respect to escheat so that the unclaimed property that you hold could be delivered to those 50 states?  The state’s Controller’s Office is capable of doing that.  It is a problem that smaller holders were able to resolve by able to get it to deliver it to the state. 

Now, with all due respect, Senator, I respectively disagree with the characterization that the actions of the state should be viewed as a seizure of property, not with the underlying idea that the state is holding it in trust.  As Mr. Palmer pointed out, escheated is an established procedure under the law.  It’s been around for hundreds of years, but California does not permanently escheat and, therefore, I don’t think it’s fair to say, or should be fair to say, although as a practical matter that’s what happens, that California’s escheat law is a seizure.  Instead, it is a delivery in trust.  California should reestablish the simultaneous reporting and delivery of unclaimed property and relieve holders of the additional administrative burdens imposed by SB 86.  Thank you.

SENATOR FLOREZ:  Thank you.  Technical questions.

TED KITADA:  No, I’m here to answer any technical questions the committee may have.

SENATOR FLOREZ:  Great.  Let’s talk about the holders’ attempt, then, from your perspective; have holders been complying with California state unclaimed property laws from your vantage point?  I mean reasonable efforts to notify?  Is that being met so therefore…

MR. KITADA:  I can only speak for the banks, and I can only speak for the banks I’ve been directly involved with.  And, yes, sir, I believe that California banks are making an effort—certainly the banks that I’m involved in.  We have staff that is devoted solely to both gathering the unclaimed property, the procedures that are in place to gather the unclaimed property, procedures in place to attempt to notify the clients to bring them back in with us.  I can’t emphasize enough that when you characterize yourself as California’s premiere private and business bank, you don’t want a client turning around and saying, “What the devil did you do with my money?”  We want to keep it.

SENATOR FLOREZ:  I understand that.  But in terms of the attempts to locate property, are all efforts being made from the holders’ point of view from your vantage point?  We’ve mentioned a couple of case studies.
MR. KITADA:  I think we make reasonable efforts.  I think it’s done in good faith.  When you say “all efforts,” I have to be very careful about that, because to an extent the efforts that are required may be efforts involving common sense.  When I was in college I had occasion at the implementation of the law in the 1960s to see an individual who was a priest in the Los Angeles Archdiocese who had funds that we were going to escheat.  He had moved.  I called the Archdiocese and said, “Where is Father So-and-so?”  And Monsignor So-and-so was then in retirement in Glendale.  We found him and we were able to deliver the property to him.  But I was a college student trying my hardest to find that individual.  That’s an exception; it’s not the rule, though.  You’re not going to find somebody that goes out and does it.
MR. MARTIN:  If I can also just answer not from the point of view of the industry, but Wells Fargo in particular.  With regard to the notice required under Section 1513.5 of the Code of Civil Procedure, there’s only one notice required but Wells Fargo sends up to four notices in an effort to contact the owner.  It’s not good business to escheat property; it’s a reputation risk to escheat property.  
And we have now, for example, the new provision dealing with related accounts so that if we have one active account but another inactive account, we may preclude escheat of that inactive account because the related account provision, that helps us.  
Also, it’s important to point out that under Section 326 of the USA Patriot Act, we are required as of October 1, 2003, to obtain a physical address (not a post office box), a taxpayer identification number, including social security numbers, the names and the birthdates of each and every deposit account we open.  That’s a significant change.  Before that, with regard to our __________ we did have owners without social security numbers; we did have addresses that were not adequate.  We now have a federal law in place requiring this important information, and so, I think we’re going to see the quality of communications with our customers markedly improve.  We’re seeing that today.  
And I think the due diligence portion is an important portion as well.  But with the enactment of SB 86, as well as with the scrubbing of the social security numbers with the information of the Franchise Tax Board, we’re going to see better communication with owners, and so, I’m real sanguine about that development.

SENATOR FLOREZ:  In terms of the, and mentioned earlier about all of the companies, your someone who practices this, but the companies that maybe aren’t participating in some sort of ongoing program, holders of these types of assets, I mean, what would you say in order to entice them?  Federal law affects you, the banks, but for others in this realm, how would we best entice them, number one.  And what do you think about the SCC model where you actually are running these through databases prior to giving up the asset to the state or giving up that particular cash flow?
MR. MARTIN:  I heard you mention that.  I’m not personally familiar with that method.  I don’t know what the costs are that are associated with it.  I guess one of the questions is; who should bear the cost of the search?  We heard the State Controller’s Office asking for funding to reestablish the relocator office.  But, we, in effect, have our own office trying to locate people.  But what we devote in terms of resources to that office arguably ought not to be mandated by the state beyond, at least in my mind, a certain established minimum which you already have done.

SENATOR FLOREZ:  In terms of the amnesty programs that you heard earlier, how effective are those in terms of pulling more people into this program?

MR. MARTIN:  I’m sorry, I’d be speculating.  We didn’t take advantage of the amnesty program that I’m aware of because we were complying.

SENATOR FLOREZ:  Okay.  I think that’s it.  I appreciate your comments.  Thank you very much.

MR. MARTIN:  Thank you very much.

MR. GOULD:  Senator, if I may, just one final comment.  We did, in fact, support legislation that was introduced over the past couple years to extend the period prior to property having to be escheated to the state, so we would also join the Controller and others in the effort to extend that period of time.

SENATOR FLOREZ:  Great.  Okay.  Let’s have third party contractors come up.  Thank you very much.  These are questions for third party contractors.  And I do appreciate you being here.  Maybe you can introduce yourself for the record.  I think you’ve heard me mention a couple of items that we are concerned, or maybe you can alleviate our concerns in terms of how folks are paid, how contracts are structured, performance measures, benchmarks?  And I do know you’re new to our rotation; is that correct?  So you have the advantage of me not talking about $76.blank million over seven years or something of that sort.
Well, let’s go ahead and start.  Why don’t you introduce yourself and then I’d like to ask you some questions on how you folks are hired and…

MARK McQUILLEN:  Sure.  My name is Mark McQuillen.  I’m the president of Kelmar Associates.  With me today is David Kennedy, he is also a partner in our firm and he is the general counsel; Sam LaRosa, who is our practice development partner.  We have a few other partners who couldn’t make it today; they were watching the Red Sox.

SENATOR FLOREZ:  Okay, great.  Well, maybe just to start off, how did you get into the business; what do you do; are you primarily in California, other states; is this a national firm, a local firm?

MR. McQUILLEN:  We are a national firm.  We have approximately 
60 professionals working in the area of abandoned property.  We primarily do forensic auditing for abandoned property, very similar to what Mr. Raskin was indicating, that is the reconstruction of books and records where they don’t exist, etc.  We focus almost exclusively in general ledger auditing, so we don’t really deal with stocks and bonds, dividends, banks, etc., at least to the largest extent.  We’ve been in business for about six years now.  Prior to that, we were all in public accounting.  Myself, I was the former national practice leader for Price Waterhouse Coopers.  My friend, Sam, here, was the national practice leader for Ernest and Young when we decided to put this firm together.  Before that, we all had extensive experience in government, both tax departments and unclaimed property departments, as well as big business doing the abandoned property for holders as people work in their data property functions.
SENATOR FLOREZ:  Maybe you can describe to us how this audit process works and what rural companies you play in this.

MR. McQUILLEN:  Sure.  Abandoned property auditing really, from our perspective and for the services we provide to your state and the other 15 client states we represent, relate to audits that take place outside the state of California where in particular the books and records of the company are located outside.  These are usually circumstances where either the state auditors themselves are either precluded from traveling outside of the state or would be really cost prohibitive for them to be able to do that.  As a result, we are generally charged with the conduct of an audit by a lead state.  Normally that would be the state of incorporation given the uniqueness of the abandoned property laws and the way those priority rules work.  Many other states can and do often join those examinations based on, in this case, the Controller’s expectation that there may be under reporting, and so, therefore, we conduct audits in a multi-state environment for a multiple of clients.  As a result, the fee structure on that is generally contingency, although it can be different, and that has been found to be really the only way to allocate the cost amongst the states in such a way that not each state is paying an hourly rate or flat fee whereas they may or may not have findings relating to abandoned property for their state.

SENATOR FLOREZ:  And who makes the decision on who gets audited or not; is that the state; is that yourself as contractors; I mean, who makes that?

MR. McQUILLEN:  For us, and I speak for us only, these are only state mandate audits, so these are state audits that are driven from the Controller’s Office or the tax department or the Treasurer’s office depending on the state agency in charge with the responsibility.  So, we do not conduct audits unless we are specifically asked to do so—direct notification going from the government to the holder indicating that…
SENATOR FLOREZ:  And given that, what form of oversight does the state of California exercise over folks like yourselves?
MR. McQUILLEN:  They both approve the examination process on the front end.  We get measured with the state of California on our contract on a monthly basis for the progress of our examinations.  At various juncture points, about four or five juncture points in each examination, we sit and meet with the Controller’s Office.  We have not had the opportunity to do that yet, but I’m speaking to how we do this with other states and how we will proceed contractually with you folks.  We sit and meet four or five times throughout the course of an examination to help you understand where we’re at to work with both the state and a holder as to any controversial or unresolved issues.

SENATOR FLOREZ:  But you end up acting as agents of the State Controller’s Office; correct?

MR. McQUILLEN:  That’s correct.

SENATOR FLOREZ:  So you’re fully vested in that type of power?

MR. McQUILLEN:  We don’t have, nor do we pretend to have, subpoena powers or power to speak in terms of things like penalties or interest.  We really see ourselves more or less as fact finders accumulating information and trying to bring that back to the decision makers.  
So, again, I can’t speak for any other audit firms but I will say that we made a study practice based on our experience in public accounting to make sure that the holder is really not being decided upon and the liabilities not being decided upon by us, but rather, the responsibility and the communication is floating back to the government themselves.  
SENATOR FLOREZ:  So what type of internal quality control do you practice in your firm?

MR. McQUILLEN:  Each job, each audit has a partner assigned to it—aligned partner—who in and of themselves is not auditing.  That also contains a team of folks, both a senior manager and a manager, as well as staff.  And the quality control rests internally and externally with these monthly reports that drive up to us who then communicate these back to the states.  We do make a cyclical review or visit with our client states and we systematically go over audits—where they are and what the statuses are, etc., both giving them updates and sometimes seeking advice and support relative to frustrations or obstacles that we may be encountering.

SENATOR FLOREZ:  And in terms of the audit process, do you look at old accounts; is that how you get into this?  

MR. McQUILLEN:  We start with current records of the client, of the holder, simply because those are readily available.  We ask the holder to commit to us how far back their records go and we do a review of records as far back as those records reasonably exist.  The connection or the linkage between how far back the records go from their statements is then delivered back to the state, the lead state, whoever called the audit, driving the audit, and that’s filtered through them as to the reasonableness.  We have found some holders have records going back to the mid eighties to which we review the records going back to the mid eighties. And we have had other clients who say their records go back one year, and, of course, we may not believe that but we deliver that message back to the state that ultimately works its way through a process of discussion and negotiation to see what the real depth of the records are.  
SENATOR FLOREZ:  What do you do in the absence of records in many cases?

MR. McQUILLEN:  Well, like any regulatory enforcement scheme, you only have two choices: The absence of records will either result in the holder not complying with a historic liability, or you take the records that are available based not on our statements about record availability, but records available based on what the holder has to say is available and you use projection and estimation techniques.  This is quite a clear and consistent enforcement process that every state tax department uses when records are not maintained.

One thing that I think we should remember is that holders are both obligated to file and remit and they’re also obligated to maintain records relating to those remittances.  And the failure to remit, obviously, does not relieve them of the responsibility to keep records.

SENATOR FLOREZ:  And if they’re not, in many cases, from your vantage point, the penalties on some of these folks, or an interest; how doe you determine that?

MR. McQUILLEN:  We don’t determine any interest or penalties.  In fact, most states we find do not assess interest or penalties.
SENATOR FLOREZ:  Is that effective?  Most states don’t?

MR. McQUILLEN:  It’s our advice to our clients as consultants that we believe that interest should be at least a minimum component part of that simply for the time value of money.  That places a positive incentive for the holder to remit the funds.

SENATOR FLOREZ:  And given the statistics that was mentioned by the Controller’s Office, how successful is the incentive for holders to come forward at this point, given that only a small percentage are actually participating in our program?

MR. McQUILLEN:  I think the education of abandoned property holders has increased substantially in the last four or five years.  We have seen in our client states, as anecdotal as it might seem, a tripling in voluntary compliance, as well as a tripling in the amount of funds remitted on each voluntary compliance, so a 
10 or perhaps 11-fold increase in the amount of abandoned property coming in.  We think that enforcement plays a role, yet, just a piece of the puzzle.  We think, really, the overall impact should be measured by the voluntary compliance success.

SENATOR FLOREZ:  Maybe you can give me your response to the following statement which is “contingent to the arrangement to creative bounty hunting mentality and little incentive exists for contingent to the auditors to examine the books impartially or even fairly;” what would you make of that?
MR. McQUILLEN:  Well, I think in and of itself contingency fee is not the primary determinant of a conflict of interest.  It really comes down to whether or not the auditor or the contractor has both control over the determination of the liability and then is also on the contingency fee.  So, to the extent that you establish, say, a legal relationship where an attorney represents a client and he or she gets a third of those funds or whatever that fee structure is, because there is an independence relating to the answer, then the attorney presumably has no conflict relative to the fee structure.  That attorney is not creating the liability.  Hence, we go through great trouble and great effort with our client states to make sure that we do not make any decision that adversely impacts the liability of the holder.  Hence, our audits, instead of taking perhaps 200 hours, maybe they take 2,000 hours.

SENATOR FLOREZ:  And not to give you an adverse (you don’t have to answer this) but do you think our controller has the in-house expertise that you provide at this point in time, or do you see this as something that we can build in, or is this something your company just provides and outside companies can only provide to the state of California?

MR. McQUILLEN:  Yes, we don’t feel that we replace any abandoned property auditing program.  We think we simply augment that.  Our current structure relates to companies that are outside of your state. 
And then secondly, I would suggest that there are instances where we have specific expertise.  We are a very large firm with a lot of experience and background, and so, to the extent that any state could use that, we’re happy to audits in the state.  But, primarily we do audits out of client states’ jurisdictions.

SENATOR FLOREZ:  I think you maybe heard earlier about a ratio of what ultimately third party auditors produce for California as compared to what is actually connected with some asset holder out there that may not necessarily know that they’re in this pool; what would you suggest?  Is that something that has any value or do you do it already?  Do you keep statistics yourself in terms of what you bring in?

MR. McQUILLEN:  Well, yeah, we keep statistics from what we find.  We find that our examinations locate 20 perhaps 30 times as much property as is actually filed by the holders.  Stunning as that sounds, you should remember that we really represent states that are auditing Fortune 500 companies.  We’re really not talking about mid to low ___________.
SENATOR FLOREZ:  Okay, do you have anything else you’d like to add?

MR. McQUILLEN:  Just one comment relative to the look back period for abandoned property.  There’s been a lot of talk today about perhaps extending that back to five years.  And something to think about, perhaps, there are really four opportunities, four best opportunities to return funds to rightful owners. 
One is, at the time of the transaction—when the transaction falls apart, and of course that would rest with the holder primarily.
Secondly, it would be at the time the holder feels they’re beginning to be obligated to remit, and so, the closer in time that you can put the actual connection between the holder and the rightful owner and then the ultimate second connection, the better you’re going to be.  That also gives the state, then, the closest and clearest opportunity shortly thereafter to do its part.

And then fourthly, you’re going to have your private contractors get tracers or heir finders that might come in.

So, the extension of the window of time isn’t going to make it easier to return money to rightful owners.  Certainly there’s a safeguarding that needs to take place relative to the care and custody of what those funds are.  But for most funds, like payroll checks and accounts payable checks, there really is no liquidation or conversion or damages, there’s simply liabilities that need to be directly reconnected.

SENATOR FLOREZ:  Gentlemen, thank you.  Okay, let’s go to our last panel, the questions for the Legislative Analyst’s Office, Department of Finance and the Franchise Tax Board.  Thanks for joining us.

Let’s start with probably the question of the day, and I mentioned some internal conflict between what the state….what apparently seems they would like to keep because we balance our budget in many cases with this, the provisions of 
SB 86, what kind of General Fund revenue impact is that going to have if indeed we are turning the corner and producing, if you will, a better environment for those in terms of reconnecting with their assets?  I mean, it has to have some impact on the General Fund.  What can we expect this year, then, as the Governor’s Office begins to put something together?  What’s your thoughts, maybe generally?  And then, of course, please introduce yourself prior to speaking.  And we’ll go ahead and maybe begin with the Legislative Analyst’s Office.

CRYSTAL TAYLOR:  Crystal Taylor, Legislative Analysts.  So the budget impact of SB 86 is about $87 million General Fund and this is for 2007/08.  That $87 million of less money that we expect to transfer to the state is broken into three important components, the first of which is $8 million which is additional money that we provided.  SCO was a part of the budget for these notification processes, the pre-escheatment and post-escheatment notices, as well as various administrative costs that they’re going to face in the next year.
The second part is $42 million (and this is an estimate) of less property that we expect to escheat to the state.  And this is because people are going to receive the pre-escheatment notice; they’re going to say, “Wow, I don’t want the state to hold my property.  I know where I am.  Let me go get my money and claim it.”

The third component is an estimated $37 million and that’s additional property that we expect to return to individuals after the property is escheated to the state where the person is contacted, is located through these additional locator units at the Controller’s Office and the post-escheatment notice and they’re found and they claim their property.

SENATOR FLOREZ:  Okay.  And that is in our account.  To date, what is our….is it $7 billion or something of that sort?

MS. TAYLOR:  Well, the state currently holds bout $5.3 billion in unclaimed property.  

SENATOR FLOREZ:  We hold $5.3 billion to date.

MS. TAYLOR:  To date.

SENATOR FLOREZ:  And you’re saying that there’s going to be an 
$87 million hit to our General Fund.
MS. TAYLOR:  Just for ’07/’08.  So, probably the better number that I should give you is that about $205 million transferred to the General Fund in ’06/’07.  We expect that there may be about $375 million in ’07/’08 and that’s going to go down a bit in the future because of the $87 million hit.

SENATOR FLOREZ:  Okay.  And as you are analyzing the hit to the General Fund, were there other pieces of legislation that were _______ through that could have even a more substantial effect as we come back in the second half of the legislative session?
MS. TAYLOR:  Certainly the interest provisions.  I believe they’re in SB 919 or SB 920.  The interest provision would have a significant impact on the General Fund.

SENATOR FLOREZ:  Tell us why.  I mean, you don’t have to give us a precise number unless you have it, but what would be the impact of that now passing in this next legislative session to the General Fund?

MS. TAYLOR:  Well, if we decided to pay interest, the Legislature would have to make a couple of tough choices.  They have to figure out whether or not it was important to offer interest retroactively as interest accumulates over time, and so, the numbers get a lot bigger if we don’t say, “Okay, starting now going forward.”  The sort of dollar impact range, we don’t have a specific number, but based on information from the State Controller’s Office we would say, alright, between about $500 million and probably as much as $800 million.

SENATOR FLOREZ:  Okay.  That’s quite a hit as compared to the 
$87 million.

MS. TAYLOR:  It would be quite a hit.

SENATOR FLOREZ:  But that’s a real policy question for the Legislature; right?

MS. TAYLOR:  Yes, it is.

SENATOR FLOREZ:  I mean, ultimately, the ball is in our court.

MS. TAYLOR:  It is in your court.  Now, I would preface “the ball in our court, in the Legislature’s court” statement by saying that another federal court, the Northern District Court made a ruling last week saying that the state does have to pay interest.  Now, there is some, I’m not a lawyer, but there are some legal issues as far as the ruling was concerned.  Because, in the court documents it seemed that the judge assumed that we already pay interest and that could have been a basis for saying, “Well, let’s continue to do so.”  But since we do not pay interest at this point, it may still be a legal question that, well, is it constitutionally required that we pay interest or were you just excited that you thought we were?  But, the ball is in our court.  But there has been a ruling that would have to be appealed.

SENATOR FLOREZ:  Okay, great.  Let’s hear from the Department of Finance.  And I do appreciate you’re not an attorney.  That was very clear, succinct, and no word mincing and hesitation there, so I appreciate that very much.

MS. TAYLOR:  You’re welcome. 
SENATOR FLOREZ:  Okay, let’s hear from the Department of Finance.

VINCE BROWN:  Vince Brown, Department of Finance.  And we have some different numbers than the LAO.  Obviously, at the time of SB 86 we were estimating that over the two fiscal years ’06/’07 and ’07/’08 we take the roughly $80 million hit on the General Fund from unclaimed property revenue being returned to its owners.  Obviously, at this point in time we are working with the Controller’s Office on our Jan 10 estimates for unclaimed property escheating to the state, so when we release our budget, we’ll have more accurate figures at that time.

I would also note in relation to the interest issue, and the Controller will probably have to comment on whether they’re going to appeal or not, but there is another federal court decision in Pennsylvania that essentially says that you don’t have to provide interest for escheated unclaimed property.

SENATOR FLOREZ:  So we’re banking on hopefully not having to provide interest?

MR. BROWN:  We’re not banking on anything at this particular point in time.

SENATOR FLOREZ:  Okay.  And given that we’re not banking on either scenario, is our contingency or ________ economic uncertainties then somewhat reflective of what could happen to California indeed the $500 million number that the LAO gave us in terms of the interest, beyond the Legislature making a policy decision in that case or sending a bill down to the governor, a court could change this, I mean, is that going to be somewhat reflective in your mind?
MR. BROWN:  Typically, in relation to court cases, we would note that there is a threat but we’re not including as part of our actual budget proposal.  For example, when we did lose the STRS recent case, we took that out of the reserves, so that’s how we would deal with that.  And last year we won the Gion(?) case, so we didn’t have to pay that off.  So, each budget has to reflect the threats, but we can’t take into consideration each and every court case.
SENATOR FLOREZ:  Do we have some idea of what we’re paying now to claimants in terms of even prior to…

MS. TAYLOR:  Yes.

SENATOR FLOREZ:  LAO.

MS. TAYLOR:  I can probably shed some light on that based on information going from the State Controller’s Office.  So, I’m going to give you a three series picture of the program:  First receipts; and then disbursements to owners of property; and then transfers to the General Fund.  So program receipts.  And I can go back as far as ’04/’05 for you.  
Program receipts in ’04/’05, $896 million.  From that, $238 million was dispersed to owners of property over the course of a year.  Now, there are some accrual issues there, but let’s just say it all happens in the same year.  And then, so the difference between that is what is then transferred to the General Fund.  That was $658 million in that year.  

So then ’05/’06, the same process:  $658 million in receipts; $317 million in disbursements to owners of property; $334 million to the General Fund.
And then ’06/’07, $515 million in receipts; $310 million in disbursements; and $205 million in transfers to the General Fund.

SENATOR FLOREZ:  Thank you.  Any…

MR. BROWN:  No, those are consistent with the numbers that we have from the Controller.  But obviously, the last two fiscal years are estimates and not actual…
SENATOR FLOREZ:  Okay.  And at least on a couple of different occasions the LAO has recommended that we adopt a fee to cover; can you explain that?
MS. TAYLOR:  That’s correct.  And the fee that you’re talking about, just for people in the room who may not be familiar, it’s an administrative fee for costs, as you can tell from the sort of 3-tiered process we just went through.  The General Fund does use funds that have come to the Unclaimed Property Program.  Now, in return for having used them, it pays for the administrative cost of the program.  So, if in the future the state were to decide to pay interest on these properties that were being held, then it may want to consider whether or not, as a part of paying interest, they would also in turn charge administrative fees to cover program costs.  Right now, the State Controller’s Office does not charge any administrative fees, but, of course, there are costs associated with running the program and we’ve allocated an additional $8 million this year just to kind of ramp up our notification efforts, and so, forth.
So, you could link the two issues together saying, “Well, if we were going to pay 5 percent or whatever interest, then we will charge some nominal administrative fee when an individual comes forward to claim their account.
SENATOR FLOREZ:  And do you see yourself making a similar recommendation given the passage of SB 86?  Is a fee going to cover everything given what you have recommended in the past—program costs?

MS. TAYLOR:  Our office would have to seriously consider whether or not administrative fees were appropriate.  I doubt that we would recommend administrative fees be applied to this program in light of the changes that happened with SB 86, because SB 86 did not provide interest payments.  So, our office has not made a decision on this issue, but if we decided that we would recommend administrative fees then we would very likely tie it to an interest payment, which is not part of SB 86.

SENATOR FLOREZ:  And you’re not sure in terms of what you might be recommending coming forward; is that a policy discussion?

MS. TAYLOR:  That is a policy discussion that is ongoing in our office.

SENATOR FLOREZ:  Okay.  Thank you very much.

MS. TAYLOR:  One additional thing, Senator Florez:  One component that was also a part of SB 86 which has not yet been mentioned, is the fact that there is supplemental report language requiring three reports over the next two years from the program on various aspects.

SENATOR FLOREZ:  What are those?

MS. TAYLOR:  You asked about the upgrade of the manual process for processing claims and getting reports into the system and so forth.  I think it’s called wagers.  The office is required to provide a report on that system and how the upgrades are going.  That first report is due, I believe, in March of ’08, so March of next year.  
The second report required is due also in March of ’08, and there they’re supposed to provide a progress report on how the pre-escheatment notification process, which would be a new thing in the last several years, how that process is going and that would include the number of notices that they disseminate on a monthly basis and the number of notices projected to be sent for the rest of the fiscal year and any problems or delays that they have encountered.  That’s one, an assessment tool of how we’re duly notifying individuals, but also an assessment tool for someone like Department of Finance and our office in determining what the appropriate level of funds are to be able to fund the program depending, kind of, on how many notices you have to send out every year.
The third and final report that’s required with existing supplemental report language is due in February of ’09.  And that is kind of a laundry list of requirements, sort of, probably, in a nutshell, I would say it’s a soup to nuts view of how the program is functioning.

SENATOR FLOREZ:  Okay.  Thank you very much.  We very much appreciate that.  And Franchise Tax Board, your role?

DEBBIE BARRETT:  It’s actually very limited.  We provide, on an annual basis, we will compare a list of social security numbers provided from the State Controller’s Office against the tax records and provide updated mailing addresses for them.  And this year with the passage of SB 920, starting in January we’re going to be providing the State Controller’s Office with a list of the business entities that have filed returns and to help them identify holders of unclaimed property.

SENATOR FLOREZ:  What’s your thought about running….you’re requiring some filters that some of these holders themselves start to cross connect, run through some of these databases?  People have been deceased, people have been….you know, kind of the SCC type of model in terms of checks.

MS. BARRETT:  It almost seems like it would stop the problem early on if they were doing that kind of thing.  

SENATOR FLOREZ:  Yes, but they still have to take the affirmative step to do something else after that; correct?

Thank you.  LAO, thanks.  Very good report.

Okay, anyone who would like any public comment at this point in time?  Anything anybody wanted to add?  Controller?  Anyone?  Okay, great.

Well, we want to thank everyone for coming.  It’s been very good in terms of getting an overview.  And we look forward working to with the Controller’s Office going forward.  And please tell the Controller that we look forward to seeing him and working with him.  Thank you.

Let’s adjourn the Senate G.O. Committee.
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