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STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY

State Capitol
Nashville, Tennessee 37243-0260
(615) 741-2501
John G. Morgan
Comptroller

July 7, 2000

The Honorable Don Sundquist, Governor
and
Members of the General Assembly
State Capitol
Nashville, Tennessee 37243
and
The Honorable Anne Pope, Commissioner
Department of Commerce and Insurance
Davy Crockett Tower
500 James Robertson Parkway
Nashville, Tennessee 37243-0565

Ladies and Gentlemen:

Transmitted herewith is a special report on the Division of State Audit’s review of
inaction on the part of employees of the Department of Commerce and Insurance, Insurance
Division, responsible for the regulation of Franklin American Life Insurance Company. This
review was initiated in July 1999 after information was received by this office from State of
Tennessee officials and the national news media. In May 1999, it was reported in the news
media that Mr. Martin R. Frankel, an unlicensed securities broker from Greenwich, Connecticut,
had disappeared after allegedly stealing $200 million in funds of Franklin American Life
Insurance Company and other related corporate entities. These companies invested their
reserves with Liberty National Securities, Inc., a brokerage firm he anonymously controlled.
The information received by the Division of State Audit alleged that prior to May 1999, state
regulators within the Tennessee Department of Commerce and Insurance failed to appropriately
react to significant warning signs and information available to them regarding Franklin American
Life Insurance Company and Liberty National Securities, Inc. It was also alleged that the
department gave special treatment to the company, in light of relationships between the
company, aformer department Commissioner, and a former analyst with the department.
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Business entities that provide insurance services are governed and regulated by the
individual states in which the insurance provider conducts business. The Tennessee Department
of Commerce and Insurance, Division of Insurance, has two general methods for identifying and
monitoring financially troubled insurers. Division staff perform on-site examinations of those
insurance companies headquartered in Tennessee (domestic insurers) to verify the accuracy of
their financial statements. Division staff also conduct desk examinations of quarterly and annual
unaudited financial statements and annual audited financial statements of the insurance
companies doing business in Tennessee. During desk examinations, division staff analyze
financial data using ratios specifically intended to identify deficiencies in reserves and liquidity,
and to discover emerging trends in revenue and expenses.

The review determined that regulators within the Department of Commerce and
Insurance performed these types of examinations of Franklin American Life Insurance Company
on a reasonably timely basis. However, because department staff failed to exercise sufficient
professional skepticism, conducted inadequate procedures and review, and misapplied
procedures, these regulatory activities failed to detect the fraudulent nature of Mr. Franke’s
activities before May 1999. The department’s gross breakdown in its regulation of Franklin
American Life Insurance Company occurred despite significant warning signs of guestionable
activities. Furthermore, there was a lack of communication between insurance division staff and
other department officials.

In 1986, when the company known as Franklin American Life Insurance Company was
established, it did not appear to be significantly different in organization or operations from most
other insurance companies regulated by the department. In August 1991, the company was
placed under administrative supervision due to insufficient capital and surplus. In the later part
of 1991, Franklin American Life Insurance Company was acquired by Thunor Trust. The
acquisition of Franklin American Life Insurance Company by the trust appeared to rescue the
insurance company, even though department staff realized that it was unusual for a trust to
acquire an insurance company. Furthermore, the trust was unusually structured in that it was an
irrevocable trust agreement that placed the control of the acquisition funds and the operation of
Franklin American Life Insurance Company exclusively with a sole trustee. From this point on,
Franklin American Life Insurance Company began to present unusual circumstances for the
department to consider.

Faced with the apparent good faith efforts of the representatives of the trust to salvage the
struggling insurance company, department regulators approved the acquisition. At that time, the
department followed its general philosophy that it was in the best interests of the state to allow
new management to run the operations of financially troubled insurance companies rather than
for the department to take over the operations in a rehabilitation or to liquidate such companies.
In addition, the department took the approach that even though the acquisition was unusual,
unless there were laws, regulations, or policies which would clearly prohibit such an acquisition,
it did not have the authority to deny the request for the acquisition.
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In light of Franklin American Life Insurance Company’s poor financial condition at the
time of the acquisition, the department, pursuant to its rules, required the company to submit its
financial statements on a monthly basis, rather than quarterly, for the purposes of monitoring its
financial transactions.

Notwithstanding this initial extra oversight, throughout its remaining dealings with
Franklin American Life Insurance Company, department staff and officials continued to regulate
the company using the routine basic approaches noted above. Over the seven and a half years
that the department regulated Franklin American Life Insurance Company before the company
ceased operations in May 1999, department staff and officials had several opportunities to take
more aggressive action against the company. However, many of these situations involved
unusual transactions or business operations that were confusing and not easily understood. If
staff had exercised reasonable skepticism in trying to understand these matters, the fraudulent
nature of the activities would have become apparent.

But instead of demanding explanations or trying to understand the company’s
representations, department staff and officials reacted to these issues by deciding that even
though the circumstances appeared unusual, unless there was a law, regulation, or policy that
was clearly violated, they could take no action. Furthermore, even when faced with a clear
violation of a department rule, as was the case due to the company’s failure to maintain assets
with an independent custodian, the department waited nearly two years to take action (from 1997
to the later part of 1998). This delay continued, despite recommendations from division analysts
that an expert should review the company’s unusual and seemingly excessive trading of
government securities. The department’s inaction in regard to this violation was due to the
apparent lack of staff and funding; the nonavailability of the contract examiner who eventually
conducted the last examination of the company; the apparent desire to assist the company in its
efforts to survive, and a very narrow reading of the rules, all of which served to diminish the
extent and effectiveness of regulatory activities.

Despite the department’s failures, it should be noted that because the department
eventually required Franklin American Life Insurance Company officials to place the company’s
cash reserves in a custodian bank, as required by department rules, Tennessee was able to
recover approximatey $57 million of the company’s funds allegedly entrusted with Liberty
National Securities, Inc., when other states with related corporate entities did not. Under the
compromise and settlement with the four other states involved, the State of Tennessee
Commissioner tendered $17.5 million to the out-of-state receivers. Therefore, the net recovery,
to this point, is approximately $40 million of the company’s funds, out of the approximatey $69
million in alleged total assets.

The review did not find that any of the inadequacies noted above were intentional on the
part of the department staff. In addition, this review did not substantiate the allegations that
Franklin American Life Insurance Company was given any special treatment by the department.
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The review did find that even when staff correctly followed procedures, and information
was appropriately shared between the Insurance Division and the Securities Division, such
information was not used by department officials in their decision making regarding the
regulation of Franklin American Life Insurance Company. As pointed out by a contract
examiner, the company was not in compliance with the department rules requiring a custodial
agreement with a bank for the holding of the company’s securities. In late December 1998,
based on a request by the department, the company allegedly liquidated its holdings with Liberty
National Securities, Inc., and deposited cash into a bank. Without the knowledge or approval of
the department, company representatives withdrew the cash and transferred it back to Liberty
National Securities, Inc., in the middle of January 1999. Soon afterwards, individuals
representing Franklin American Life Insurance Company began meeting with department
personnel in efforts to allow the company to use the services of Liberty National Securities, Inc.,
as before.

In the later part of January 1999, the contract examiner visited the department’s securities
division and gathered information on Liberty National Securities, Inc. The information the
contract examiner obtained regarding the brokerage firm was inconsistent with the statements
and assertions of the officials with Franklin American Life Insurance Company. This discovery
presented critical questions about the relationship between the company and the brokerage firm.
Specifically, the contract examiner found that Liberty National Securities, Inc., had less than
$60,000 net worth, and the firm’s registration made no mention of a New York City address or
that the firm was trading in government securities. The contract examiner concluded that it was
possible that the brokerage firm was just a front and that Franklin American Life Insurance
Company had been looted of its assets invested with Liberty National Securities, Inc. This
critical information was shared with the insurance division staff, but apparently the then
Commissioner and department legal staff were not apprised of these disturbing facts.

Following a February 2, 1999, meeting between Franklin American Life Insurance
Company representatives and department officials, the then Commissioner decided to allow the
company to resume the trading of its assets with Liberty National Securities, Inc., for an
additional 60 days. Although this decision was contrary to department rules, which required a
custodial agreement with a bank for the holding of insurance company securities, in the
Commissioner’s opinion, it gave Franklin American Life Insurance Company a reasonable
period in which to comply with the rule. However, this decision was made without the full facts
and information available at the time. The decision-makers were apparently not aware of the
serious concerns held by the insurance division chief examiner and the contract examiner
regarding the brokerage firm, Liberty National Securities. In addition, the insurance division
staff stated they were silent about these concerns because the insurance procedures did not
address inconsistent information regarding a brokerage firm and its registration and, in part,
because it was their opinion that fraud involving the funds thought to be invested with Liberty
National Securities, Inc., was no longer an issue since company officials had been able to present
the funds in question and had deposited them in a banking institution.
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Unbeknownst to the department, during early 1999, the company’s funds allegedly
invested with Liberty National Securities, Inc., were actually in a Swiss bank account controlled
by Mr. Frankd. Presently available information indicates that the reported trades of government
securities on behalf of Franklin American Life Insurance Company did not actually occur. The
brokerage firm's statements and other documents related to the trades were apparently bogus.
These alleged activities of Mr. Frankd resulted in false financial information in Franklin
American Life Insurance Company’s financial statements that were prepared based on the
brokerage firm's alleged trades. The inclusion of the false trading information and reported
gains from these trades in the financial statements of Franklin American Life Insurance
Company gave the appearance that the insurance company was financially sound when, in fact, it
was not.

However, in keeping with the then Commissioner’s demand to have either a custodial
agreement with a bank in place or for the company to return the funds to a bank after the 60-day
period, Mr. Frankd moved $57 million from his Swiss bank account to Prudential Savings Bank
on April 8, 1999. When Mississippi officials requested that the funds of related corporate
entities in Mississippi be placed in a banking institution in late April 1999, Mr. Frankd was
unable or unwilling to produce those additional funds, also purported to be invested with Liberty
National Securities, Inc. On May 5, 1999, a fire occurred at Mr. Frankd’s residence in
Greenwich, Connecticut, and it became known that Mr. Frankel had fled the country. On
September 4, 1999, Mr. Franke was taken into custody in Hamburg, Germany, and is fighting
extradition to the United States.

The department’s misapplication of procedures, insufficient professional skepticism,
inadequate procedures, and lack of communication all contributed to the failure to detect Mr.
Franke’s fraudulent activities. Those failures in the regulatory process of Franklin American
Life Insurance Company are summarized in chronological order below:

- In 1991, the department approved the acquisition of Franklin American Life Insurance
Company by Thunor Trust without questioning the oddities of the transaction, such as
the irrevocable designation of a sole trustee, and the designation and subsequent
removal of a sole beneficiary.

- In 1993, the insurance division examiners failed to note the improper holding of the
company’s securities by Liberty National Securities, Inc., and accepted the brokerage
firm’s confirmation of the company’ s assets without question.

- In 1993 and 1994, the insurance division staff failed to investigate the unusual volume
of trading of securities and unusual returns on investments reported by the company.



Page Six
July 7, 2000

- In 1995 and 1996, the insurance division staff failed to properly note that the

company’s disclosure forms revealed that its investments were improperly held by a
brokerage firm without an independent custodial agreement, which is required by the
department’ s rules.

- In 1996, the insurance division staff conducted a “target examination” of the company’s

trading activities. Because the analysts involved in this examination were not securities
experts, the examination was discontinued without determining the full extent of the
company’s trading activities. None of the analysts work was documented as required
by department policies and procedures.

- From 1996 through 1998, the Financial Affairs Director of the insurance division was

lax in taking action against the company even though analysts continually
recommended action.

- In 1999, despite warning signs regarding the viability of Liberty National Securities,

Inc., the then Commissioner, apparently unapprised of the warning signs, decided to
allow the company to resume the trading of its assets with Liberty National Securities,
Inc., although the company did not have a required custodial agreement in place.

Although a significant portion of the funds of Franklin American Life Insurance
Company’s policyholders was recovered, largely due to the ultimate enforcement of the
department’s rules requiring custodial agreements with banking institutions, the lack of action on
the part of state regulators could have resulted in a far worse outcome. The following report
details the weaknesses in the insurance company regulatory process as it relates to Franklin
American Life Insurance Company. The report also details the measures developed by the
newly appointed Commissioner and her staff to address these weaknesses to detect similar
fraudulent activity in the future.

JGM/ct
00/3501

Sincerdly,

L o

John G. Morgan
Comptroller of the Treasury
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REVIEW OBJECTIVES

The objectives of the review were to determine whether the department was in compliance with state
statutes and national regulations and guidelines in the examinations and financial analyses of Franklin
American Life Insurance Company; to determine whether the department followed state and federal
statutes in regard to the approval of the acquisitions of the company and Franklin American Corporation
by Thunor Trust; to determine whether reasonable actions were taken on the part of department officials
in the regulation of the company; to evaluate whether the department gave special treatment to the
company; to identify any weaknesses in the department’s internal controls over the examinations and
analyses of Franklin American Life Insurance Company; to report our findings to the department and
recommend appropriate actions to correct any deficiencies; and to report our findings to the Office of the
State Attorney General, the United States General Accounting Office (GAO), the Federal Bureau of
Investigation (FBI), and the general public.

RESULTSOF THE REVIEW

This review was initiated in July 1999 after information was received by this office from State of
Tennessee officials and the national news media. Beginning in May 1999, it was reported in the news
media that Mr. Martin R. Frankd, an unlicensed securities broker from Greenwich, Connecticut, had
disappeared after allegedly stealing $200 million in funds of Franklin American Life Insurance Company
and other related corporate entities in the United States that also invested ther reserves with Liberty
National Securities, Inc., the brokerage firm he anonymously controlled. The information the Division of
State Audit received alleged that the state regulators within the Tennessee Department of Commerce and
Insurance failed to appropriatdy react to significant warning signs and information available to them
regarding Franklin American Life Insurance Company and Liberty National Securities, Inc., prior to May
1999 that should have revealed the apparent fraudulent activities of Mr. Frankd. It was also alleged that
the department gave special treatment to the company, in light of relationships between the company, a
former department Commissioner, and a former analyst with the department.



This review determined that regulators within the Department of Commerce and Insurance failed to detect
the fraudulent nature of Mr. Frankd’s activities before May 1999 because department staff failed to
exercise sufficient professional skepticism, conducted inadequate procedures and review, and misapplied
procedures. The department’s gross breakdown in its regulation of Franklin American Life Insurance
Company occurred despite significant warning signs of questionable activities. Furthermore, there was a
lack of communication between the insurance division staff and other department officials.

Throughout all of its dealings with Franklin American Life Insurance Company, department staff and
officials were presented with unusual circumstances. The department took the approach that even though
circumstances were unusual, unless there were laws, regulations, or policies which clearly would prohibit
transactions on the part of the company, the department did not have the authority to act. Over the seven
and a half years that the department regulated Franklin American Life Insurance Company before the
company ceased operations in May 1999, department staff and officials had several opportunities to take
more aggressive action against the company. However, many of these situations involved unusual
transactions or business operations that were confusing and not easily understood. If staff had exercised
reasonable skepticism in trying to understand these matters, the fraudulent nature of the activities would
have become apparent. But instead of demanding explanations or trying to understand the company’s
representations, department staff and officials reacted to these issues by deciding that even though the
circumstances appeared unusual, unless there was a law, regulation, or policy that was clearly violated,
they could take no action.

The review determined that the department staff failed in its regulatory functions regarding Franklin
American Life Insurance Company, but the review did not find that any of the inadegquacies noted above
were intentional on the part of the department staff. In addition, this review did not substantiate the
allegations that Franklin American Life Insurance Company was given any special treatment by the
department.

The review determined that the department was in compliance with state statutes regarding the filing of
all required documents in relationship to the acquisition of Franklin American Life Insurance Company
and its holding company by Thunor Trust. However, the department approved the acquisition without
fully understanding and questioning the oddities of the transaction.

Furthermore, weaknesses in the internal controls in the regulation of insurance companies, mainly
involving the insurance division, were noted and discussed with management of the department. On June
20, 2000, the department responded to these issues by concurring with the findings and recommendations
and stating its corrective actions taken.

On May 5, 2000, our office submitted information regarding this matter to the Office of the State
Attorney General, the United States General Accounting Office (GAO), the Federal Bureau of
Investigation (FBI), and the Tennessee Department of Commerce and Insurance.

“Audit Highlights” is a summary of the special report. To obtain the complete special report, please
contact

Comptroller of the Treasury, Division of State Audit
1500 James K. Polk Building, Nashville, TN 37243-0264
(615) 741-3697
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INTRODUCTION

ORIGIN OF THE REVIEW

This review of inaction and alleged special treatment on the part of insurance
division employees involved in the regulation of Franklin American Life Insurance
Company was initiated in July 1999 after information was received by this office from
State of Tennessee officials and the national news media via the New York Times and the
Wall Street Journal. At that time, state and federal officials had already initiated an
investigation into the activities of Mr. Martin R. Frankel, an unlicensed securities broker
from Greenwich, Connecticut. The state and federal investigations began in May 1999,
after the Greenwich fire and police departments were dispatched to a fire alarm reported
at 889 Lake Avenue, the residence of Mr. Frankel, on May 5, 1999. At the residence, the
police recovered records involving numerous business entities engaged in apparent
fraudulent securities trading allegedly operated at the direction of Mr. Frankel, using
several aliases. According to the October 1999 36-count federal indictment returned
against Mr. Frankel, he had anonymously controlled various entities, including Thunor
Trust (a trust allegedly created by Mr. Franke which acquired Franklin American Life
Insurance Company and its holding company, Franklin American Corporation, both of
Franklin, Tennessee) and Liberty National Securities, Inc. (the brokerage firm entrusted
with investing the reserves of Franklin American Life Insurance Company). The
indictment alleges that by gaining control of Franklin American Life Insurance Company
and other insurance companies in the United States, Mr. Frankd was able to improperly
access and control the cash reserves of the companies. The indictment further alleges
that Mr. Frankel embezzled in excess of $200 million from these cash reserves for his and
others’ benefit.

The information the Division of State Audit recelved alleged that the state
regulators within the Tennessee Department of Commerce and Insurance failed to
appropriately react to significant warning signs and information available to them
regarding Franklin American Life Insurance Company and Liberty National Securities,
Inc., prior to May 1999. Appropriate reaction on the part of state regulators should have
revealed the apparent fraudulent activities of Mr. Frankel. The allegations extend as far
back in time as September 1991, relative to the department’s handling of the acquisition
of Franklin American Life Insurance Company and its holding company, Franklin
American Corporation, by Thunor Trust, allegedly created by Mr. Franked. The
allegations also included the apparent inaction on the part of state regulators after
“unusual” trading activities were disclosed in the company’s financial records year after



year. It was alleged that state regulators either failed to enforce regulations that required
the investments of Franklin American Life Insurance Company to be held with a bank
with a custodial agreement in place or afforded the company special treatment, possibly
because of political ties.

In addition, it was speculated that department regulators may have given special
treatment to Franklin American Life Insurance Company, in light of reationships
between former department employees and the company. The speculation of special
treatment extends back in time as far as August 1991, when the department placed
Franklin American Life Insurance Company on “administrative supervision” rather than
taking the more harsh action of placing the company into receivership and taking control
of operations because of the company’ s insufficient capital and surplus reserves.

Furthermore, it was also speculated that a department analyst might have given
special treatment to Franklin American Life Insurance Company during his analysis of
the company’s financial statements in 1996, before the analyst accepted a job with the
company.

The total amount of funds allegedly embezzled by Mr. Frankel is unknown at this
point but has been estimated to be approximately $200 million. The funds involved did
not include state funds but were made up of policyholder premiums and stockholder
invested funds.

OBJECTIVESOF THE REVIEW
The objectives of the review were
1. to determine whether the department was in compliance with state statutes and
national regulations and guiddines in the examinations and financial analyses
of Franklin American Life Insurance Company;
2. to determine whether the department followed state and federal statutes in
regard to the approval of the acquisitions of the company and Franklin

American Corporation by Thunor Trust;

3. to determine whether reasonable actions were taken on the part of department
officials in the regulation of the company;

4. to evaluate whether the department gave special treatment to the company;

5. to identify any weaknesses in the department’s internal controls over the
examinations and analyses of Franklin American Life Insurance Company;

6. toreport our findings to the department and recommend appropriate actions to
correct any deficiencies; and



7. to report our findings to the Office of the State Attorney General, the United
States General Accounting Office (GAO), the Federal Bureau of Investigation
(FBI), and the general public.

SCOPE OF THE REVIEW

On Jduly 2, 1999, Division of State Audit staff took possession of original
documents relating to Franklin American Life Insurance Company, Franklin American
Corporation, Thunor Trust, and Liberty National Securities, Inc., maintained by the
Department of Commerce and Insurance. Copies of the documents in possession of the
department’s legal staff were subsequently obtained. Our review included an
examination of the department’s documents. We also interviewed current and former
staff of the department’s insurance division, securities division, legal office, and the
Commissioner’s office.

BACKGROUND
Regulation of Insurance Companiesin Tennessee

Business entities such as Franklin American Life Insurance Company, which
provide insurance services, are governed and regulated by the states in which the
insurance providers conduct business. Each state is responsible for establishing relevant
laws and regulations for licensing insurers, regulating their operations, monitoring insurer
solvency, and ensuring a safe and sound marketplace so that legitimate policyholder
clams are paid and consumers are treated fairly and equitably. States are also
responsible for rehabilitating and liquidating impaired or insolvent insurers (Regulation
of Insurance Company Solvency, National State Auditors Association Joint Audit Project,
June 1992). Generally, an insurance provider maintains, and is required by the states to
maintain, a significant portion of its assets in reserves. These reserves often consist of
insurance policy premiums collected from policyholders.  Regulations governing
insurance providers often require that reserves are safdy held or invested and generally
available for the payment of claims made by policyholders.

The Tennessee Department of Commerce and Insurance, Division of Insurance,
has two general methods for identifying and monitoring financially troubled insurers.
The division staff, or contracted individuals, perform on-site examinations of those
insurance companies headquartered in Tennessee (domestic insurers) to verify the
accuracy of their financial statements. These examinations were performed every three
years for domestic insurers, such as Franklin American Life Insurance Company, until
approximately 1995, when the department changed its examinations to a five-year cycle.
During the on-site examinations, a company’s reserves are verified with the various
banking institutions actually holding the funds. The division staff also conduct desk
examinations of quarterly unaudited financial statements and annual CPA-audited
financial statements of the insurance companies. During these desk examinations,



division staff analyze the financial data through ratios specifically targeted to identify
deficiencies in reserves and liquidity, and to identify emerging trends. The desk
examinations are also targeted to identify noncompliance in areas such as whether the
company had physical control of its stocks, bonds, and other securities. The issue of the
physical control over securities was a key element in the alleged embezzlement of assets
by Mr. Frankel and likewise a key dement in the regulation process.

States are assisted in thelr regulatory efforts by the National Association of
Insurance Commissioners (NAIC), a voluntary organization of state regulators. NAIC's
main function is to coordinate state insurance regulatory information and activities.
NAIC callects financial data on thousands of insurers operating in the United States and
performs ratio analyses with this information. The Tennessee Department of Commerce
and Insurance receives an annual analysis from NAIC for those insurers domiciled in
Tennessee. Insurers are asked to supply the department with explanations for those
ratios, which are outside specified standards. NAIC has also promulgated regulatory
guidelines that were adopted by the department in 1994.

The department can apply varying degrees of sanctions when an insurer’s
financial condition is problematic. = The Commissioner can place an insurer in
administrative supervision if the Commissioner determines that the insurer’s condition
renders the continuance of its business hazardous to its shareholders, creditors, or the
public, or it appears that the business of the insurer is being conducted fraudulently.
After being notified, the insurer is furnished with a written list of requirements to abate
the determination and given 60 days to comply with these requirements. Under
administrative supervision, management maintains control of the company; however,
certain transactions may require approval from the department. The Commissioner may
also apply by petition to the chancery court of Davidson County (Nashville, Tennessee)
for an order authorizing the Commissioner to rehabilitate or to liquidate a domestic
insurer. In rehabilitation, the department would operate the insurer until the financial
problems are resolved. In liquidation, the department settles all the affairs of the insurer
and the insurance company’ s operations are terminated.

On May 11, 1999, Franklin American Life Insurance Company was placed under
voluntary rehabilitation pursuant to Tennessee Code Annotated, Sections 56-9-101 and
56-9-303. This petition was sought because Mr. Frankd’s alleged fraudulent activities,
including the embezzlement of invested reserve funds from the brokerage firm he
controlled, had become apparent.

The Scheme (1991-1997)

State and federal investigations are currently ongoing, and many of the details
surrounding the alleged fraudulent activities of Mr. Frankel have already been publicized.
Although this review did not involve investigating Mr. Frankel’s activities, a general
understanding of his activities is necessary to provide perspective in relation to the in-
actions of the State of Tennessee regulators within the Department of Commerce and
Insurance until the rehabilitation order filed May 11, 1999.



According to the 36-count federal indictment filed on October 7, 1999, the
Thunor Trust of Tennessee was established in September 1991 at the direction of Mr.
Frankd. Mr. John A. Hackney, a Lawrenceburg, Tennessee, native, was named as the
sole trustee of Thunor Trust. The extent of Mr. Hackney’s involvement in Mr. Frankd’s
fraudulent activities, if any, is unknown to the Division of State Audit. (Though an
investigation into the matter is ongoing, the auditors did not have access to the
investigative findings.) Furthermore, Mr. Hackney’s attorney, Mr. Jim Sanders with the
Nashville, Tennessee law firm of Neal and Harwell, was contacted and an interview with
Mr. Hackney was declined.

The stated purpose of the trust was “to purchase Franklin American Corporation
and other related corporations and to enter into such other investments, as the trustee
deems advisable.” Thetrust gave the trustee the specific right to invest any cash assets at
any financial institution. Thunor Trust purchased a majority of Franklin American Life
Insurance Company’s stock in September 1991. The Department of Commerce and
Insurance approved the $3.75 million acquisition of Franklin American Life Insurance
Company and its holding company (Franklin American Corporation) on October 7, 1991.
At the time of the acquisition, Franklin American Life Insurance Company had
approximately $24 million in assets and $22 million in liabilities. After the acquisition,
Mr. Hackney took the position as the president of Franklin American Life Insurance
Company. The company, which had been in administrative supervision since August 2,
1991, was taken off administrative supervision on October 18, 1991, after the infusion of
capital by Thunor Trust.

One of Mr. Frankd’s apparent aliases appeared as the beneficiary of the original
Thunor Trust. The original Form A filing requesting the department’s approval of
Thunor Trust’s acquisition of Franklin American Life Insurance Company and its holding
company listed Mr. Eric Cornell Jensen as the beneficiary. The amended Form A
replaces Mr. Jensen with apparent relatives of the three original grantors. According to
interoffice correspondence between insurance division staff, Mr. Hackney told one of the
insurance examiners that he and Mr. Jensen had worked together in 1991 in banking. Mr.
Hackney told the examiner that Mr. Jensen was with Liberty National Securities, Inc.,
and that he originally was interested in getting in the insurance business but later decided
to stay with the brokerage firm. According to the correspondence, Mr. Hackney stated
this as the reason why the name Mr. Eric Jensen was subsequently removed from the
Form A filing. The name Eric Jensen does not appear on any documents relating to
Liberty National Securities, Inc., but a similar apparent alias of Mr. Frankd, Mr. Eric
Stevens, appears on several bank accounts and wire transfers of the brokerage firm.

According to the indictment, the three grantors were merely nominees Mr.
Frankd had misrepresented as financial contributors to the trust. Although Mr. Franke’s
name did not appear in the Trust Agreement, he actually provided the $3.75 million to
purchase a controlling interest in Franklin American Life Insurance Company and its
holding company, according to federal officials.



The federal indictment noted that following the 1991 acquisition of Franklin
American Life Insurance Company, the company’s cash reserves of approximately $18
million were deposited with Liberty National Securities, Inc., a brokerage firm registered
in Tennessee, with its principal place of business located in Ohio at the time. Mr.
Hackney caused the funds to be placed with Liberty National Securities, Inc., most likely
at the direction of Mr. Frankd. According to the indictment, Mr. Frankel actually
operated as Liberty National Securities, Inc., out of his residence at 8389 Lake Avenue,
Greenwich, Connecticut. Officials from Franklin American Life Insurance Company
indicated that they had dealt with Mr. Frankel at Liberty National Securities, Inc., and
that they had first known him as Eric Stevens and later as David Rosse.

Following the acquisition of Franklin American Life Insurance Company,
Thunor Trust, or other entities established by Mr. Franked, acquired other insurance
companies. The cash reserves of those companies were also deposited with Liberty
National Securities, Inc. Reportedly, Mr. Frankel represented that the assets would be
safely invested in United States Government securities. Once the assets were sent to
Liberty National Securities, Inc., usually by wire transfer, Mr. Frankd sent or caused to
be sent monthly statements to Franklin American Corporation and other entities.
According to the indictment, these statements fraudulently represented that the assets
were invested and that certain trades had been conducted which resulted in reported
profits or losses. Fraudulent confirmation slips indicating trades in United States
Government securities were also sent to Franklin American Corporation. Allegedly, Mr.
Frankd caused Thunor Trust and insurance companies owned by Thunor Trust to enter
into reinsurance agreements. Under reinsurance agreements, one insurance company
generally sells some of its existing policies to another insurance company for cash. The
selling company gains the immediate benefit of the cash but relinquishes the right to
future premiums paid by those policyholders. Through these reinsurance agreements
(sales of existing policies to other insurance companies), the cash reserves were increased
for the Thunor Trust companies. These additional cash reserves were subsequently
placed under the control of Mr. Frankel, operating as Liberty National Securities, Inc.
After Mr. Frankd recelved cash reserves from the various insurance providers for
investment, Mr. Frankel allegedly embezzled the majority of the funds by transferring the
funds to other bank accounts controlled by him, both within and outside the United
States.

The fraudulent trading information allegedly supplied by Mr. Franke was
compiled and reported to the department through quarterly and annual financial
statements submitted to the department by the employees at Franklin American Life
Insurance Company. The company reported that the first trades allegedly made through
Liberty National Securities, Inc., occurred in November 1991. The reported volume of
trading of Franklin American Life Insurance Company’s United States Government
securities continued to escalate through 1995. The profitable strategy of trading United
States Government securities on a daily basis allegedly doubled Franklin American Life
Insurance Company’s bond portfolio, which had reached a reported $44 million as of
March 31, 1996.



In 1994, the Financial Affairs Director of the insurance division was aware of and
concerned over the reported volume of trading and apparently met with Mr. Hackney to
discuss the matter. Mr. Hackney’s explanations apparently appeased those concerns. In
1996, those concerns apparently reemerged after the company reportedly turned over its
entire portfolio of government securities 245 times during its 1995 fiscal year. The
director requested a “target examination” of the company’s trading activities, which was
conducted by two analysts from the department. The examination did not reveal any
illegal activity but failed to provide the division staff with a plausible reason for the
company’s trading activities. Furthermore, the work performed by the two analysts was
not supported by any documentation. A required report on the procedures performed and
findings was not prepared.

The department also received confirmations from Liberty National Securities,
Inc., as part of the two examinations conducted of Franklin American Life Insurance
Company as of December 31, 1992, and December 31, 1997, respectively. The
confirmations from the 1992 examination were allegedly signed by Mr. William Kok, the
President of Liberty National Securities, Inc., and attested to the amount of cash or
United States Government securities allegedly held by the brokerage firm. The
examiners on the first examination accepted the confirmation without questioning its
propriety. The confirmation from the 1997 examination was allegedly signed by Ms.
Karen Timmins, Vice President and Treasurer of Liberty National Securities, Inc. As
discussed below, the examiner on the latter examination, alerted by division staff
concerns over the custody of the securities and the unusual volume of trades, did question
the propriety of the purported trades.

Scheme Sartsto Unravel (August 1998)

The department contracted with Mr. Billy Lovelady, a former senior insurance
examiner from Utah, to perform the examination of Franklin American Life Insurance
Company for the five-year period ended December 31, 1997. This review was initiated
in August 1998, at which time examiners in Mississippi were also performing an
examination of insurance companies affiliated with Franklin American Life Insurance
Company and Franklin American Corporation.

The main issue during the examination in Tennessee was the noncompliance
issue regarding the alleged holding of the company’s securities by Liberty National
Securities, Inc., and whether the department should “admit” (recognize according to
NAIC guiddines and state statutes) the assets of the company as of December 31, 1997.
Since Mr. Lovelady was unable to verify the assets held by Liberty National Securities,
Inc., as of December 31, 1997, and since a broker-dealer by law is not a permissible
holder of such securities in Tennessee, department regulations stated that the treatment of
such assets should not be admitted at the examination date. In insurance examination
reports, assets that are not admitted are removed from the balance sheet as though they
did not exist. As the securities under consideration were material to the company, if they
were not admitted, the report would show the company as being insolvent. These
considerations were apparently shared with an examiner from Mississippi. Although



Mississippi does not have a similar regulation requiring securities be held by a banking
institution, the concerns by officials from both states regarding Liberty National
Securities, Inc., had increased because of this issue.

In December 1998, Mr. Lovelady requested that Franklin American Life
Insurance Company officials move the cash allegedly with Liberty National Securities to
a banking institution, as required by the Rules of Department of Insurance, because the
alleged trading had become less frequent and because of the concerns mentioned above.
According to a memorandum from Mr. Lovelady to the department, on December 28,
1998, the company agreed with the request and transferred approximately $69 million to
an account with Prudential Savings Bank, F.S.B., located in Atlanta, Georgia. A custody
agreement between Franklin American Life Insurance Company and Prudential Savings
Bank was also being negotiated. On January 12, 1999, approximately $69 million was
transferred out of this account, according to the company’s statements from Prudential
Savings Bank. These transfers were apparently made without the knowledge and
approval of the department.

On January 27, 1999, Mr. Lovelady visited the securities division within the
Department of Commerce and Insurance and discovered some disturbing facts about
Liberty National Securities, Inc. Foremost, the company did not appear to have sufficient
financial standing to serve as a depository for the Franklin American Life Insurance
Company assets, in that its financial statements indicated a net worth of less than $60,000
when it was allegedly holding Franklin American Life Insurance Company’s assets of
approximately $69 million. In addition, the brokerage firm’s financial statements made
no mention that it held customer securities. Also, the brokerage firm’s registration with
the securities division did not indicate that the brokerage firm was trading in government
securities. Furthermore, the division’s records did not reflect the New York address as
shown on the broker’s trading confirmations submitted by someone at Liberty National
Securities, Inc., to Mr. Hackney or Mr. Gary L. Atnip, Chief Financial Officer for
Franklin American Life Insurance Company. Mr. Lovelady’s February 1, 1999,
memorandum to the Chief Examiner, Mr. Don Spann, stated, “There is a possibility that
the Company has been looted of its assets.”

During this time, in Tennessee, Franklin American Life Insurance Company had
retained the services of various individuals to meet with department officials in efforts to
promote the company’s position that it should be able to continue to trade during the
period that the company was developing a custodial agreement and the department was
considering whether the statute requiring the custodial agreement was outdated. One of
those retained was Mr. Harlan Mathews, an attorney with the law firm of Farris,
Mathews, Branan, and Hdlen. Mr. Mathews was formerly a U.S. senator from the State
of Tennessee, the Commissioner of the Tennessee Department of Finance and
Administration, Deputy to the Governor, and the State Treasurer. According to a
Mississippi official, other individuals were also visiting their state on behalf of the related
corporate entities owned by Thunor Trust in Mississippi.



According to the department’s legal services section, two other individuals
representing Franklin American Life Insurance Company also met with department
officials in January 1999: Mr. Tom Quinn, an attorney with America Annuity and Life
Acquisition; and Mr. Larry Martin; an attorney from New York. State auditors’ effortsto
contact Mr. Quinn were exhausted. Mr. Martin’s attorney, Mr. Austin V. Campriéllo,
was contacted and stated that Mr. Martin declined an interview.

A Mississippi official stated that an examination in that state had also raised
guestions about Liberty National Securities, Inc., and that its examiner was reviewing the
ownership and relationship of the brokerage firm to the related corporate entities owned
by Thunor Trust, located in Mississippi. The Mississippi official stated that the answers
given by Franklin American Life Insurance Company representatives regarding Liberty
National Securities, Inc., were not consistent and were not plausible.

On February 8, 1999, a letter from the Tennessee Department of Commerce and
Insurance to Franklin American Life Insurance Company informed the company that the
department was allowing it to continue to trade its investment portfolio consisting of
government securities and to hold the samein “street-name”’ for a period not to exceed 60
days. A security in “street-name” is an endorsed certificate that can be fredy traded (on
Wall Street) without any additional endorsements. The effect of holding securities in
“street name” was to allow for the securities to be transferred efficiently. However, in
trading in this manner, Franklin American Life Insurance Company’s ownership in the
securities was not secured through a banking institution. The letter was silent with regard
to the removal of the company’s money from Prudential Savings Bank. Franklin
American Life Insurance Company representatives could have continued to make trades
with the money in Prudential Savings Bank. Therefore, the letter did not envision
preventing the company from trading. However, for Franklin American Life Insurance
Company to trade through Liberty National Securities, Inc., and make the kinds of profits
company officials were alleging they could make through Liberty National Securities,
Inc., Franklin American Life Insurance Company officials would have had to move the
money to Liberty National Securities, Inc.

On March 12, 1999, the Mississippi Insurance Department requested answers
from the related corporate entities domiciled in Mississippi regarding Thunor Trust and
Liberty National Securities, Inc. The company’s response was received by the
Mississippi Insurance Department on April 8, 1999. The company reported that among
other things, the sole owner and sole beneficiary of Thunor Trust was the Saint Francis of
Assisi Foundation. The company’s response stated that the “Foundation” was associated
with the Monitor Ecclesiasticus Foundation and the Vatican. The purpose of the
foundation was to serve and help the poor and to alleviate suffering, according to the
response. The information described the members of the Board of Trustees of the Saint
Francis of Assisi Foundation as Reverend Father Peter Jacobs, Edward D. Coallins,
Thomas A. Bolan, John A. Hackney, and Mr. Atnip. The response stated that as of
March 31, 1999, the foundation had unencumbered assets of over $1.9 billion. The
information also indicated that as of April 5, 1999, the Saint Mary’s Foundation for the



Protection of Homeless Children had purchased 100 percent of the stock of Liberty
National Securities, Inc.

During the month of April 1999, Mississippi regulators and officials from the
Attorney General’s Office in Mississippi received conflicting information from various
Catholic dioceses the assistant attorney general called regarding the affiliation between
the Vatican and Thunor Trust. The Commissioner of the Mississippi Insurance
Department requested a meeting of department officials;, representatives from the
Tennessee Department of Commerce and Insurance; Father Peter Jacobs of the Saint
Francis of Assisi Foundation; Mr. Hackney; Mr. Atnip; and Mr. David Rosse, financial
advisor for the Foundation. According to the subsequent indictment, Mr. Frankel
controlled the St. Francis of Assisi Foundation using the alias David Rosse. The
Commissioner also reguested that the money of the Mississippi related corporate entities,
allegedly invested with Liberty National Securities, Inc., be placed in a bank.

On April 8, 1999, wire transfers of approximatey $57 million were placed in
Franklin American Life Insurance Company’s account with The Prudential Savings Bank
in Atlanta, Georgia, in accordance with the February 8, 1999, letter from the Tennessee
Department of Commerce and Insurance, which allowed the company to trade its
investments for 60 days outside the requirements of the law. It appears the majority of
these funds originated from Swiss bank accounts and were first wired to the company’s
First Tennessee Bank account. From there, the money was wired to The Prudential
Savings Bank.

On April 22, 1999, Mr. Lewis R. Dondson, Ill, a partner at the Memphis,
Tennessee law firm Baker, Donelson, Bearman, and Caldwell and formerly a Tennessee
Commissioner for Finance and Administration and a member of the Tennessee Higher
Education Commission, met with Commissioner Sizemore to discuss the department’s
treatment of Franklin American Life Insurance Company, in light of its lack of a proper
custodial agreement. Mr. Donelson stated that he represented the Saint Francis of Assisi
Foundation, which had purportedly purchased the Thunor Trust that controlled Franklin
American Life Insurance Company. Mr. Donelson stated that a person contacted him by
the name of David Rosse. According to Mr. Donelson, Mr. Rosse informed him that the
Tennessee insurance examination report on Franklin American Life Insurance Company
was going to be qualified because of its lack of a proper custodial agreement. Mr.
Dondson agreed to discuss the matter with Commissioner Sizemore. Mr. Donelson
stated that the insurance company had agreed to physically maintain all its securities in
the company’ s possession or in a proper custodial arrangement, which would bring them
in compliance with Tennessee rules. Mr. Donelson also stated he suggested that the
Commissioner should consider extending the examination date to allow the company to
be shown as solvent and compliant. According to Mr. Donelson, Commissioner
Sizemore agreed to consider extending the examination date so that the securities would
be certified to be in a proper custodial arrangement at the time the examination was
concluded.
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In regard to any further communications with representatives from the insurance
company or the foundation, Mr. Donelson stated that he had spoken with Mr. Harlan
Mathews on one occasion and received a phone call from an individual from Virginia
Mr. Donelson could not specifically recall the man’s name but stated the man said he was
in the healthcare business and was assisting the foundation with its investments. Mr.
Donelson stated that the individual called him for his assistance in purchasing a hospital
in Knoxville, Tennessee, on behalf of the foundation.

On April 29, 1999, a meeting was hdd in Mississippi with officials from
Tennessee and Mississippi; Mr. Hackney and Mr. Atnip, who were representing Franklin
American Corporation/Thunor Trust; and Father Peter Jacobs, representing the Saint
Francis of Assisi Foundation. Of those representatives requested to attend, Mr. Rosse did
not attend. According to the Mississippi officials, the representatives that did attend were
not responsive to the questions regarding Liberty National Securities, Inc. In addition,
the related corporate entities in Mississippi had not deposited the money allegedly
invested with the brokerage firm into a banking institution as requested by the
Mississippi Commissioner. Therefore, the Mississippi Commissioner placed the related
corporate entities under administrative supervision.

On May 5, 1999, the Greenwich fire and police departments were dispatched to a
firealarm reported at 889 Lake Avenue, residence of Mr. Frankel.

On May 7, 1999, Mr. Hackney informed Mississippi officials that the funds of the
related corporate entities in Mississippi allegedly invested with Liberty National
Securities, Inc., were missing. On the same day, Mr. Gary Atnip, Chief Financial Officer
of Franklin American Life Insurance Company, informed the Tennessee Department of
Commerce and Insurance that the Federal Bureau of Investigation had taken control of
Liberty National Securities, Inc., and that repeated efforts to contact representatives of
the brokerage firm had been unsuccessful.

On May 10, 1999, Mr. Hackney authorized the transfer of the $57,419,139.31
from The Prudential Savings Bank to the State of Tennessee's account with First
American National Bank in Tennessee.

On May 10, 1999, the State of Mississippi and Franklin American’s affiliated
insurers domiciled in Mississippi entered into a voluntary rehabilitation agreement
appointing that stat€’ s insurance Commissioner as receiver.

On May 11, 1999, the State of Tennessee and Franklin American Life Insurance
Company entered into a voluntary rehabilitation agreement appointing the Commissioner
asrecelver. Thetitle, custody, and control of all the company funds were placed with the
Commissioner, according to the consent order by the Davidson County Chancery Court
on May 11, 1999.

On July 2, 1999, Commissioner Douglas Sizemore, in his capacity as Recelver of
Franklin American Life Insurance Company, and Mr. J. Knox Walkup, Special Deputy
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Receiver, requested that the Chancery Court, 20" Judicial District (Davidson County),
approve a settlement agreement motion that the State of Tennessee' s receivership and the
similar receivership proceedings pending in the states of Mississippi, Missouri, Arkansas,
and Oklahoma share in the $57.5 million secured by the State of Tennessee from Franklin
American Life Insurance Company’s account at Prudential Savings Bank. The
Tennessee receivership agreed to tender $17.5 million to the out-of-state receivers. The
order approving this compromise and settlement was filed on July 9, 1999.

On September 4, 1999, Mr. Franked was taken into custody in Hamburg,
Germany.

In February 2000, the National Association of Insurance Commissioners (NAIC)
sent a team to review the regulatory function of the Tennessee Department of Commerce
and Insurance' s insurance division. On March 21, 2000, NAIC sent the department notice
that the association's Financial Regulation Standards and Accreditation Committee had
suspended T ennessee’ s accreditation.

In April 2000, NAIC's Ad Hoc Task Force on Solvency and Anti-Fraud released
its report and recommendations. The recommendations on issues the members deemed
of highest priority included “requiring states to obtain expert assistance on examinations
of insurers having high risk or complex investment strategies,” “requiring proactive
communication by the domestic state to other states that have a regulatory interest in a
troubled insurer,” the development of additional examination procedures to consider “risk
factors and significant changes in investment portfolios and trading volume,” adoption of
“an interrogatory (to accompany the financial statements) affirming that the insurer’s
investments are in custody at a qualified bank,” the creation of a Form A Database that
could be accessed to determine affiliations and ownership, and to require “a notice of
termination by the custodian to the insurance department in the event an insurer
withdraws a significant percentage of the assets in custody.”

The Division of State Audit’s review was cent