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MARQUETTE LAW REVIEW

I. INTRODUCTION
A. THE NEW COMPANY PHENOMENON

In 1964, the number of legal reserve life insurance companies in
the United States swelled to a record total of 1,595. The formation of
150 new companies in 39 of the 50 states during the year represented
the most activity in new company formation in a single year since
1955. These figures reflect only the more recent data on the tremen-
dous growth in the number of new life companies in the past decade.
The total number of companies has increased 72 per cent from the end
of 1953 to December 31, 1964.1 Such figures indicate a continued in-
terest and enthusiasm for new life insurance companies. However, they
reveal only part of the story.

From 1950, at which time 611 life insurance companies were
domiciled in the United States, to July 1964, 1,570 new companies have
been organized and 471 of these have been retired.2 (The retirement of
a life insurance company may take the form of a merger, liquidation,
reinsurance, etc.) 3 In other words, 30 per cent of the companies formed
in this 14% year period are no longer in business. It has been sug-
gested, with some force, that the ultimate retirement rati for these
companies will be substantially in excess of 30 per cent, perhaps as
high as 60 per cent to 70 per cent.4 With the passing of several years,

The authors wish to express their appreciation to The Northwestern Mutual
Life Insurance Company for the use of its facilities and files. Although em-
ployed by the Company (Mr. Farney as a summer employee), the authors were
granted complete academic freedom as to the form and substance of the article
and the conclusions reached. The authors also wish to thank Acting Securities
Commissioner Thomas J. Hawekotte (Ill.), Securities Commissioner William M.
King (Texas), and Superintendent of Securities Robert L. Walters (Iowa)
for their cooperation in providing background material, and Professor Spencer
L. Kimball, University of Michigan Law School, for reviewing an early draft
of the article. However, they, as well as the Company, should be absolved of
all responsibility for the views expressed, which are solely those of the authors.
1 Best's Weekly News Digest (Life Ed.), Feb. 1, 1965.
2 Institute of Life Insurance, Report on Life Insurance Company Formation and

Dissolution-1950 Through Mid-Year 1964, at 1, 18 (Dec. 1964). An additional
160 companies formed prior to 1950 were retired in the same period bringing
the total to 631 for the 14% years. Id. at 35. A further breakdown of the 471
companies shows that 38 or 8% were mutuals at the time of retirement, whereas
433 or 92% were stock companies, Letter from William E. Kingsley (Institute
of Life Insurance) to Allen P. McCartney, August 26, 1965.

3 Reinsurance, as a form of company retirement and as distinguished from
merger, is essentially a sale of all the insurance in force plus assets held as
reserve and possibly other assets, with the reinsurer assuming some or all of
the liabilities. Subsequently, the ceding company is usually dissolved. Typically,
as consideration, the ceding company receives stock of the reinsurer which is
passed on to the stockholders in the liquidation.

4 Probe, Jan. 25, 1965, made the following analysis: It isolated the significant
characteristics common to the 471 companies comprising the 30% which did
not survive.

(1) 89% of the retired companies possessed assets of less than $5 million.
(2) 89% possessed under $50 million of insurance in force.
(3) 79% had been in business less than ten years.
Of the [still existing] new companies formed between 1950 and 1962, 900
have assets of less than $5 million, 813 have less than $50 million in force,
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NEW LIFE COMPANIES

it is likely that many of the newly organized companies will be unable
to withstand the rigors of the insurance business. This expectation is
supported by Appendix A which illustrates the percentages of surviving
companies by years of experience.

B. PURPOSE
The new company phenomenon, therefore, possesses two outstand-

ing characteristics: a high birth rate and a high mortality rate. These
have been the subject of numerous comments and discussions by finan-
cial analysts, insurance company executives, regulatory authorities and
insurance trade papers.

The purpose of this article is to (1) consolidate in one place and
in condensed form the vast amount of literature on this subject; (2)
explore the reasons behind the high rate of formation and termination
of new life insurance companies; (3) discuss the effect of this phe-
nomenon on the insurance buying public, the holders of insurance
company stock and the industry itself; (4) outline the problems which
these new companies have posed for regulatory agencies, both Federal
and State; and (5) analyze some possible solutions. Because of the
scope of this article the authors have not attempted to make a state
by state analysis of statutes, regulations, etc., preferring to use se-
lected statutes and regulations to illustrate the points which are made.

One thing should be made clear at the outset. The majority of life
insurance company agents and officers are competent, sincere and
honest in conducting their business. Their companies may be new or
old, large or small, regional or national, stock or mutual. Regardless
of the classification, most of these companies and the men who operate
them are quite cognizant of the legal and moral obligations which
they have undertaken. This is not the group toward which this article
is primarily directed. On the other hand, there are those life insurance
companies whose promoters seem to be motivated by the opportunity
for stock speculation; whose achievements are measured not in terms
of policyholder benefits, but in terms of stock appreciation; whose sales

and 870 are less than 10 years old. Even though it is obviously true that at
one time every presently established company had these same characteristics,
it appears reasonable to us to say that between 800 and 900 new companies
have a long way to go before they can get out of the woods. Our point is
that the 30% termination figure may be exceeded considerably. Ibid.

Furthermore,
The National Underwriter, in its annual listings of companies on the basis
of in force, carries only 725 listings-less than 50% of the life insurance
companies doing business in the country. Even some of these may be mar-
ginal operations. But of the remaining 50%, more than half are probably
marginal operations. I would estimate that there are perhaps as many as
500 companies that need help. Address by Phillip J. Goldberg, Chicago Con-
ference on Acquisitions and Mergers, Oct. 28-29, 1964, p. 4.

This appraisal-which has not been challenged--coupled with the figures de-
veloped by Probe suggests that the termination rate of new companies may be
nearer to two out of three rather than one out of three.
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MARQUETTE LAW REVIEW

techniques seem designed to confuse or mislead their prospective policy-
holders; and whose activities have been a source of grave concern
both to state and federal regulatory agencies and to the established
companies who fear irreparable damage to the industry's hard won
reputation for financial stability, integrity, and continuity of manage-
ment. For the most part, the article discusses this limited group.

New stock life insurance companies organized during the period
1950-1963 and still operating at year-end 1963 possessed approximately
2.3 per cent( or $3.2 billion) of the 1963 total industry assets of $141
billion. These companies held 6.6 per cent (or $51 billion) of the total
insurance in force, approximately $775 billion.5 Some perspective is
gained by noting that in 1963 the eighth largest life insurance com-
pany (by assets) had assets greater than the total amount possessed
by all new companies organized in this period. Similarly, the largest
company (by assets) in 1963 had ordinary insurance in force of ap-
proximately $4 billion more than the total insurance in force of these
same companies. 6 Many of the new companies are soundly conceived
and competently managed. But some-whose assets and insurance in
force are but a small fraction of the industry total-are not. It is this
minority which causes concern.

As to most companies, special legislation is not needed to ensure
sound and honorable business practice. Thus, we are confronted with the
problem of preventing the abuses of a few while refraining from im-
posing burdensome and unneeded restraints on the many. The authors
will attempt to tread this narrow path. To the extent possible, remedies
will be suggested within the framework of existing legislation so as to
facilitate corrective action.

II. THE WHY'S AND HOW'S
OF THE PROMOTION ORIENTED COMPANIES

A. MOTIVATION

1. Organizers of New Companies
Who are organizing new life insurance companies today? What are

the motives that prompt them to do so? (1) Finance companies are
organizing credit life insurance companies to capitalize on the life
insurance needs of borrowers. (2) Fire and casualty companies are
organizing life insurance affiliates to broaden their insurance coverage
-and in some cases hoping to offset underwriting losses in other lines
of business. (3) Several of America's large corporations are seeking
to diversify their activities by entering the life insurance business.
(4) Many companies have been organized by an individual or group

$ INSTITUTE OF LiFE INSURANCE, 1964 LIFE INSURANCE FACT BOOK 15, 65, and
Letter, supra note 2.

6 Flitcraft Courant, April 1964, p. 36.
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NEW LIFE COMPANIES

of individuals. Of these, some appear to have been organized by
promoters primarily for personal gain. The latter group is the primary
concern of this article.

2. The Promoters
Recently, an investment research firm published a study on small

life insurance companies in which promoters were asked about their
motivation.

The answer to our query was, in the last analysis, nearly always
"Why, of course, to make money for ourselves. . . ." Such is
the current faith of an uninformed public that just about any-
one can make money in the life insurance business.'

The California Department of Insurance found it necessary to pro-
mulgate a set of guidelines for new insurers "to discourage the organi-
zation of new life insurers for the primary purpose of profiting on
transactions in the stock of the insurer" as distinguished from estab-
lishing and maintaining the company as an insurance operation." Vari-
ous commentators have described some new companies as "fast buck"
operations or "speculator type life insurance companies." 9

There is ample evidence that the formation of stock promotion
oriented companies is not an uncommon occurrence. The Report of
the Special Study of Securities Markets conducted by the staff of the
SEC recognized the proliferation of this type of company.

Many of the new insurance companies which emerged during
this period [1951-1961] were inevitably promotional to some
degree and their operations have presented problems of in-
vestor protection.' 0

Similarly, the National Association of Insurance Commissioners
(NAIC) demonstrated cognizance of this problem as early as 1957
when a subcommittee of the Laws and Legislation Committee con-
cluded that it was necessary to study "the control and possible elimina-
tion of the formation of insurance companies for purely promotional
purposes . . ."I" The fact that a solution has yet to be found is evi-
denced by the January 1965 appointment of an NAIC Subcommittee

7 Equity Research Associates, The Hazards and Rewards of Investing in Small
Life Insurance Companies, Oct. 15, 1964, p. 3. (investment analysis)

$ Statement by California Insurance Commissioner Grady as quoted in The Na-
tional Underwriter, Jan. 9, 1965, p. 1.

9 Address by James F. Oates, Jr., Institute of Life Insurance Annual Meeting as
reported in Journal of Commerce, Dec. 14, 1964, p. 8, and Probe, Oct. 19, 1964.
The new company situation is reaching "scandalous proportions. Although there
are a lot of well intentioned people involved, it is a pretty cynical operation
these days." Address by Levering Cartwright, 15th Conference of Public Ac-
tuaries in Private Practice, Oct. 1964, as reported in The National Underwriter,
Nov. 14, 1964, p. 4. See Pfeffer, Measuring the Profit Potential of a New Life
Insurance Company, Journal of Risk and Insurance, Sept. 1965, pp. 413, 415.

20 H. R. Doc. No. 95, Pt. 3, 88th Cong., 1st Sess. 42 (1963).
112 PROCEEDINGS OF THE NATIONAL AssocIATION OF INSURANCE COMMISSIONERS

511 (1959).
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MARQUETTE LAW REVIEW

"To Study Proper Control of the Formation, Ownership and Licensing
of New Life Insurance Companies."' 2 From this brief survey the
authors conclude that the subject of stock promotion companies war-
rants further exploration.

B. THE PROMOTERS' TEcHNIQUE

1. The Speculative Climate
A prime cause underlying the plethora of new companies is specu-

lation. One executive described the speculative climate in these terms:

100 years separated two frantic discoveries, gold in the West
in 1849 and gold in the common stock of the life insurance in-
dustry in 1949. The rush for the newly discovered gold in an
industry that had slept peacefully 150 years created an invest-
ment holocaust into which people leaped, casting aside sound
habits and setting off an hypnotic era of cliches, platitudes, mis-
understandings and half-truths.
. ..The investment world wanted life insurance shares-few
were available. If new shares were to be created, new com-
panies would have to be created. And this is exactly what hap-
pened. 

3

Recent advertisements, books and other literature suggest that the era
of high investor interest continues. 14

2. Local Promotion
In launching a new company, it is a common practice to appoint to

the board of directors one or more of the community's prominent citi-
zens upon whom the company's reputation can be projected. (On
occasion such persons are actually part of the promoter group.) Some
companies have shown a preference for well-known persons in the

122 PROCEEDINGS OF THE NATIONAL AssOcIATIoN OF INSURANCE COMMISSIONES
(1965) (Report of Subcommittee 12, June 7, 1965)

13 Address by William 0. Sahm, Chicago Conference on Acquisitions and Mergers,
Oct. 28-29, 1964, pp. 5-6. "The investment climate of the life insurance common
stock market during the decade of the 1950's can best be described by the word'speculation.'" Id. at 6. "One fundamental cause of the formation of so many
new companies ... is outstanding and that is the present speculative environ-
ment in which the life insurance business finds itself. The gold rush is really
on." Address by Bruce E. Shepherd, 22nd General Agents and Managers Con-
ference, Saratoga Springs, N. Y., Feb. 12, 1965, p. 4. See Pfeffer, Measuring
the Profit Potential of a New Life Insurance Company, 3. of Risk and Insur-
ance, Sept. 1965, pp. 414-15; Timmons, Dangers in the High Birth Rate of New
Life Companies, Insurance, Oct. 16, 1965, p. 27; Life Insurance Investors, Inc.,
Life Insurance Stocks, (1961), p. 4 (investment analysis) ; and Forbes May 1,
1965, p. 21.

14E.g., MrLroN, LIFE INSURANCE STocKs: THE MODERN GOLD RUSH (1963) refers
to the spectacular gains which have been made in life insurance stock. A news-
paper advertisement said, "Yes, most investors probably know, in a general way
that common stocks of Life Insurance companies are growth stocks. But even
so, we believe few individual investors are fully aware of the almost fantastic
capital gains it has been possible to realize from modest investment sums ...
Life insurance companies are, in our opinion, on the threshold of a new growth
era." N. Y. Times, Jan. 23, 1965, p. 33. These are representative of what one
investment firm referred to as alleged offers of "an endless cornucopia of in-
vestment riches." McDonnell & Co., The Life Insurance Industry (Industry
Review Series), Nov. 1964, p. 1 (investment analysis).
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NEW LIFE COMPANIES

sports or entertainment world, prominent legislators, ex-commis-
sioners, ex-governors, etc.'5 The average investor probably draws the
inference that if the well-known individual is willing to lend his name
to the venture it must be good, and certainly ought to be worthy of his
confidence.

A life insurance company is organized and set into operation. Stock
is sold to the founders at a low price per share, perhaps at $1 or less.' 6

Subsequently, a second issue of stock may be floated at a higher price
and sold to the public through an intense promotional campaign.
Thereafter, successive public issues may be floated, each at a higher
price than the former, if the market will bear them. A secondary mar-
ket may then develop which would be sufficiently strong to enable
the promoters to "unload" their original stock at a substantial profit,
perhaps as high as several hundred per cent. At this point, the pro-
moters might elect to leave the company and repeat the cycle else-
where.'

7

3. The Role of the Insurance in Force Account
Rapid growth is normally thought to be indicative of a company's

vitality and success. While this may also be true with respect to a life
insurance company, rapid growth in the insurance in force account
has a negative aspect. In the company's annual statement filed with the
state insurance department, acquisition costs (expenses incurred in
writing new business) are charged against income in the year incurred
rather than amortized over the premium paying period of the policy.' s

Since, in most new companies, acquisition costs exceed the first year
premium income, even a well-run company is likely to incur operating
losses in its first several years.'9 Such losses deplete surplus and, in
some cases, deplete surplus below the amount required by law. A key
problem in a stock promotion is to create a market for the stock of a
company which is showing or will show substantial operating losses.

15The authors' files contain recent prospectuses listing such persons on the
boards of directors. No particular purpose would be served by identifying
individuals or companies in this paper. Therefore, while the source material
is in the above files, citations which would identify persons or companies are
not given. All of the prospectuses used were issued in the period 1960-1965,
the great majority in either 1964 or 1965.

16 See text p. 230.
"7See Chicago Tribune, Jan. 27, 1960, Section 4, p. 7; Timmons, supra note 13;

Pfeffer, supra note 9, p. 417; Forbes, May 1, 1965, p. 21; and faynard, Behind
the Scenes with Newconers in the Life Insurance Business, Mfagazine of Wall
Street, Jan. 9, 1965, p. 402.

Is Chenault, Comments on Accounting for Stock Options Issued by a Life In-
surance Company to Its Agents, The Texas CPA, July 1965, p. 62; and Equity,
supra note 7 at 5.

' 9 As a rule of thumb, it is commonly said that a company will suffer losses dur-
ing its first six to ten years. See e.g., Chauner, Fundamentals to Conserving
Surplus in New Companies, Insurance, June 19, 1965, pp. 29, 30; Life Insur-
ance Investors, Inc., Life Insurance Stocks (1961), p. 18 (investment analy-
sis) ; and Equity, supra note 7 at 5-7. But see text, pp. 74-75 and Appendix B.
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MARQUETTE LAW REVIEW

Various methods have been developed to measure the worth of a life
insurance stock 20 The method commonly favored by investors to offset
the impact of the current operating loss is to add to it projected future
earnings on the business already written." This is done through the
application of the so-called adjusted earnings concept, a technique
which is said to "normalize" profits. That is, earnings are adjusted to
reflect the investment in the unamortized acquisition costs.2 2 Adjusted
earnings are calculated by adding to the net loss (or gain) from opera-
tions the value of the increase of the insurance in force for that year.23

A rule of thumb approach in determining adjusted earnings is to value
the increase in the insurance in force at, for example, $20 per thousand
of ordinary business. 2 4 Stocks then may be valued in terms of their
price-earnings (adjusted) ratio.

Since the size of the increase in the insurance in force account is
deemed to be very important in valuing the stock, the promoter at-
tempts to put as much new business on the books as rapidly as pos-
sibleY5 Several techniques have been employed in this endeavor.

a. Policyholder Inducements
Specialty Policies. During the past few years, specialty policies such

as coupon, charter and profit sharing policies have been in vogue with
many new companies. These have been employed "In order to get
started with a flourish and put business on the books rapidly .... -26

A recent article explored in detail the nature of these policies, market-
ing practices associated with them and legal ramifications. It noted
two general approaches which have been employed-either separately

20Among the methods are (1) market value, (2) adjusted book value, (3)
capitalized future earnings value, and (4) adjusted earnings. See addresses by
Thomas P. Bowles, Jr., and Robert A. Sjostrom, Chicago Conference on
Acquisitions and Mergers, Oct. 28-29, 1964. Occasionally, when stock is being
evaluated for the purpose of a merger, if there is an active market for the
stock of both companies, the market prices of such shares are used as the
means of valuation.

21 See Sjostrom, id. at 8, and Griffith, Valuation of Life Insurance Stocks, J. of
Risk and Insurance, Mar. 1965, p. 77.

22Equity, supra note 7 at 5.
23Lecture by Donald L. McKibbin, Milwaukee Vocational Technical and Adult

Schools, Milwaukee, Wisconsin, Oct. 20, 1964.
24This rule of thumb has its hazards. "Some reconciliation of viewpoints is

surely needed when the market appraises a company's outstanding business
at $20 a thousand and its own actuary, by using the method of asset shares,
says it is worth minus $10 a thousand." Address by Bruce E. Shepherd,
American Life Convention, Oct. 15, 1964, p. 5.

25 E.G., Probe, April 6, 1964. "Of course, the trick is to get enough business
on the books and then try to sell, or somehow merge the company and get
out while the going is good." Ibid.

26 Anreder, Multiple Risks, New Life Insurance Stocks Deserve a Critical Ap-
praisal. Barron's National Business and Financial Weekly, Nov. 16, 1964,
p. 15. "Some companies, seeking to build sales volume rapidly, offer
'gimmick' policies such as 'founders' or coupon policies . . ." E. F. Hutton
& Co., Market and Business Survey, Nov. 1964, p. 9 (investment analysis).
See Timmons, supra note 13 at 28.
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NEW LIFE COMPANIES

or in combination-to compete in a price conscious life insurance
market: (1) orthodox insurance protection is supplemented with in-
vestment and other features to create maximum marketing appeal
despite admittedly high costs, and (2) orthodox insurance coverages
are packaged in a manner precluding cost comparisons with policies
of other companies 7 The merchandising of these policies (at least
prior to their widespread curtailment or prohibition by state insurance
departments) has been successful enough for one writer to describe
specialty policies "as a device for 'instant volume.'"2

Profitless Motivated Company. Another technique used to run up
the insurance in force account is the sale of policies at a very low cost
resulting in an inevitable loss.2 9 One actuary noted that

Since arbitrary weights are applied, why not come out with a
loss leader and issue $100,000,000 of this business? At $20 per
$1,000 the company has an added value of $2,000,000 even
though the business is probably worth less than nothing. This
is absurd, yet, unfortunately for the industry, there are some
persons promoting companies with this in mind.3 0

In this way a new company may (at least in part) overcome the com-
petitive price advantage enjoyed by some of the more established com-
panies. With the rapid growth in the insurance in force account, the
promoter may anticipate a parallel rise in the price of the stock. Aware
of the inherent long run unprofitability of the business being written,
he can then sell out while the market is high and move on to new
opportunities.31

b. Agent Incentives
As a part of the process of stimulating sales, in order to run up

the insurance in force account, many new companies have made spe-
cial efforts to recruit and retain agents. This task of acquiring and
maintaining a competent agency force is one of the most important,
tedious and costly tasks of any confronting the new company. The prob-

27 Kimball and Hanson, The Regulation of Specialty Policies in Life Insurance,
62 MicH. L. REr. 167, 173 (1963).

23 Anreder, supra note 26 at 16.
29 The term "loss" here is used in the sense of long term loss as distinguished

from losses in the initial years of a new company arising from the accounting
prohibition against amortizing first year expenses.

30 Gold, Valuing a Life Insurance Company, 14 TRANsAcTIoNs: SocIETm OF

ACTUARIES, 139, 150 (1962).
31 "Some young companies are writing premium volume that will not, could not,

and never was intended to create a profit. If they are not seeking a profit,
then what is their objective? What type of management will knowingly sell
a product without any corporate profit potential? The answer must be: Only
that management whose intention is to quickly reap a personal financial gain
and then exit from the corporate structure." Salim, supra note 13, at 7. It
may be difficult to prove such motives in any particular case. However, sev-
eral statements in the insurance literature suggest that selling life insurance
at inadequate premium rates as a part of a scheme to raise the price of the
stock is an existing practice. See e.g., Ibid; Goldberg, supra note 4 at S.

1965]
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lem is difficult enough for established companies ;32 it is monumental
for a new company.

Various methods of building an agency force are open to a new
company. It may elect to embark on the long hard road of recruiting
and developing its own agents. Some companies have attempted the
merger route in hopes of combining with a company already possessing
an agency force. Others have sought to attract agents by issuing at-
tractive specialty policies which may ease the path of the agent in
making a sale. The latter two methods have not proved to be very
satisfactory.

33

Commissions. Commissions are the backbone of agent compensa-
tion. Companies licensed in New York are restricted in the amount of
commissions which they can pay by that state's expense limitation
law.3 Thus, new companies not licensed in New York can utilize
higher commissions in recruitment competition with companies licensed
in New York.3 5

Bonuses. Another incentive is the offering of bonuses to agents
geared to the amount of their sales. The payment of bonuses had

32For example, the experience of nine companies having an average amount of
Ordinary insurance in force of $6 billion is revealing. From 1957 to 1963,
they recruited 25,872 new men but at the end of the period increased their
total sales manpower by only 2,122 agents, or only 8.2% of the number con-
tracted. Address by Leland .. Kalmbach, 58th Annual Meeting of the Life
Insurance Association of America, Dec. 9, 1964, p. 8.33 Acquiring an agency force by means of a merger might prove to be the
easiest route, however, there are several reasons to conclude that this is not
the case. (1) Three presidents whose companies have gone through the merger
route spoke on this point. Two (including a president of a company which
has merged fifteen times) reported that no agents of the absorbed companies
were retained. The third said that a total of three or four new agents
resulted from his company's merging experience. (2) An agent under con-
tract to the company to be absorbed is not legally obligated to sell for the
surviving company. The uncertainty as to agents' status may cause a dis-
integration of the agency force of the company to be absorbed. (3) It is not
uncommon for a company which is to be absorbed to possess a very poor
sales force. This may even be the reason compelling a company to merge in
order to survive. (4) Furthermore, a merger may destroy the company's
image of uniqueness. Panel discussion, Chicago Conference on Acquisitions
and Mergers, Oct. 28-29, 1964. The specialty policy route also has its pitfalls.
".. . at some time in the company's future there must be a change to the
orthodox plans of insurance. This may come as a very drastic change and
affect the agency force to a great extent. Companies have done quite well
selling a founders' contract but have found their men woefully untrained and
completely inadequate when attempting to sell the orthodox plans." Robinson,
The Ne'w Life Insurance Company-Its Problems, 1956-1957 PROCEEDNGS:
CONFERENCE OF ACTUARIES IN PUBLIC PRACcE 133, 144. "A specialty-type
salesman, as a rule, is an individual who will drift from company to com-
pany." 1960-1961 PROCEEDINGS: CONFERENCE OF ACTUARIES IN PUBLIC PRAC-
TICE 59.

3 N. Y. INSURANCE LAW §213. This provision is applicable to the operations of
all companies licensed in New York, even though domiciled elsewhere,
through the operation of N. Y. INSURANCE LAW §42 (extraterritorial pro-
vision).

35Address by Robert W. Strain, Chicago Conference for Young Life Insurance
Companies, Sept. 1-2, 1965, p. 5.
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NEW LIFE COMPANIES

developed to the point of being an abuse in the life insurance business at
the turn of the century. New York's famous Armstrong Investigation
wrote finis to this practice by prohibiting bonuses and by outlawing
prizes and awards having more than nominal or insignificant value.3 6

Wisconsin imposes a ceiling of $150 per agent per year.37 However,
many states do not have similar requirements. In several states flamboy-
ant merchandising methods have been introduced. Companies have
offered Cadillacs to their agents as prizes. Others have offered mink
stoles and diamond lavalieres to agents' wives. Some have offered trips
to such places as Hawaii at company expense.

Stock Options. Recently, another development has emerged, namely
the granting of stock options to agents paid in addition to the tradi-
tional forms of compensation.3 8 Stock options are especially alluring
in the life insurance industry because of its unprecedented growth
and prosperity in recent years. It is not surprising, therefore, that new
companies have utilized stock options as a means of attracting agents.
Such options have been said to be used by promoters "to steal hot
agents and get rapid growth of insurance in force just to run up the
price of their stock."3 9

The essence of a typical stock option plan for agents is quite simple.
An agent is afforded the opportunity to purchase shares in the life
insurance company through the mechanism of a stock option.40 The
number of options which an agent will be given may vary in accord-
ance with the amount and types of insurance which he places with the
company and with the persistency of such business.4 For example, an
agent may receive an option to purchase four shares of the company
stock for every $1,000 of ordinary insurance written. Some companies
provide that the stock options can be purchased at a specified price, for
example, $1.00 per share, whereas other companies may provide that
the options can be exercised at the market value existing at the time
the options are granted.42 Usually, options are nontransferable and non-
assignable with the single exception that they may pass through the
agent's estate upon his death. 43 Furthermore, if the agent fails to meet

36 N. Y. INSURANCE LAW §213(7).
37 WIs. INSURANCE LAWS §206.32.
38Address by William R. Robertson, Research Agencies Group, Williamsburg,

Va., May 13-14, 1965, p. 5.
39 Forbes, April 15, 1964, p. 26. The sale of stock to life insurance agents is

being used as a "lure to attract agents of other life companies, thus resulting
in a continual raiding of sales forces by recently organized companies." ONE
HUNDRED AND SIXTH ANNUAL REPORT OF THE SUPERINTENDENT OF INSURANCE
TO THE NEw YORK LEGISLATURE COVERING THE CALENDAR YEAR 1964, p. 24.401n addition to or in lieu of stock options agents may be offered a chance to
subscribe to shares of the initial offering. See Robertson, supra note 38 at 4-5.

41 Strain, Stock Option Incentives in Newly Formed Life Insurance Companies,
J. of Amer. Society of C.L.U. (Winter 1965) p. 8.42 Ibid at 7.

43 Robertson, supra note 3 at 5.
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a minimum production requirement, the company may have an option
to repurchase the stock for example at the option price, which the agent
has already acquired.4

4 Thus, if the market price is increasing, there
is a double incentive for an agent to place business with this company:
(1) to acquire more stock options, and (2) to avoid losing profitable
options already acquired.

Stock options hold two basic appeals to life insurance agents. First,
there is the attraction of obtaining an interest in the growth of his own
company. The more business he writes, presumably, the higher will be
the value of his stock. Through the vehicle of stock options, the agent
can reap the gain attributed to the appreciation in the value of his
stock due not only to his own efforts and the efforts of his colleagues,
but also due to a general rise in the national economy. Second, there
is the possibility of favorable tax treatment, i.e., capital gain rather
than ordinary income treatment on stock appreciation.

The attraction of stock options, however, may prove to be unwar-
ranted. One insurance executive of an admittedly agent-oriented com-
pany expressed some sobering thoughts as to the long term value of
the stock option approach. Although a group of agents are in a position
to bring in business, the company cannot succeed unless it attracts the
services of technicians, specialists and administrative personnel who
are capable of handling day to day problems and of designing saleable
products.

Part and parcel of ever-increasing agents' involvement in com-
pany ownership are the stock deals which new companies offer.
Options, purchase of stock at knock-down prices-these are fre-
quently pie-in-the-sky arrangements that may produce nothing
of value, either for the company or for the agent. From the
agent's point of view, he will frequently come up with hard
American dollars to buy some scraps of paper. These scraps of
paper will come to have value only as he and others like him
succeed in their representation of the company.
[U]nless they are backed up by a sound home office team of
underwriters, actuaries and administrators, their hard work will
not translate itself into increased value of their holdings.45

(Emphasis supplied)

Furthermore, some agents will want to sell their stock shortly after
they exercise the options. Since the market for such stock may be
"thin," such sales could significantly depress the market. In turn,
future options may be rendered worthless.46

There appears to be no question that it is possible for an agent to
achieve substantial monetary success via the stock option route. But

-Prospectuses in authors' files.
45Goldberg, supra note 4, p. 7.
46 Robertson, supra note 38 at 8.
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such success is by no means assured. The survival rate of new com-
panies is not encouraging. Furthermore, if life insurance stocks have
lost some of their appeal, as some investment firms have suggested, 47

an agent's hard work may be discounted by the vagaries of the market.
In short, the monetary rewards may be substantial, but so are the risks.

A prime attraction of stock options stems from the opportunity to
obtain capital gain tax treatment. If the option qualifies under §422 of
the Internal Revenue Code of 1954, no tax is incurred until the option
recipient ultimately sells the stock. At this time the difference between
the sale price received and the option price paid is taxed at capital
gains rates. As one General Agent said,

When stock options are mentioned, the thought of capital gains
jumps into our minds. Putting together these two factors-the
market strength of established life company stocks plus stock
options-has made it a relatively easy task to market stocks in
these agent-owned life companies to good agents, who are ex-
periencing prosperity these days and who have the urge for some
of the tax breaks available to so many of their best customers.48

Many agents attracted to stock option companies no doubt anticipate
capital gains treatment. Such hopes may prove to be illusory. A stock
option must meet certain conditions in order to qualify for favorable
tax treatment. For example, the stock acquired pursuant to an option
must be held for three years and the option must be issued at 100 per
cent of market value. 49 Furthermore, the agent must fall into the cate-
gory of a statutory employee.50 An agent is normally considered to be
an independent contractor rather than an employee. This is particularly
true with respect to the relationship between a stock option company
and an agent who retains his primary contract with another company.
Thus, stock options to agents would appear not to qualify under §422
because of the absence of the employee relationship.5 1 Presumably, this

4i See infra note 301 and accompanying text.
4 Robertson, supra note 38 at 7.
49INT. REV. CODE OF 1954 (As amended 1964), §§422(a) (1) and 422(b) (4).

Prior to the amendments added by the Revenue Act of 1964, the optionee
was required to hold the stock for only six months, and options could be
granted from 85% to 100% of market value. INT. REv. CODE OF 1954, §421.

5oTo be a qualified option, the option must be granted "for any reason con-
nected with his employment by a corporation." INT. REv. CODE OF 1954,
§422(b) (as amended 1964). See ibid., §422(a) (2).51Prop. Reg. §1.421-7(h) (1) suggested that the definition of the employer-
employee relationship which applies to qualified stock options is to be drawn
from the definitions of employee under the withholding tax provisions of the
Code [§3401(c)]. 7 CCH 1965 STAND. FED. TAX REP. 8937. "Generally the
relationship of employer and employee exists when the person for whom
services are performed has the right to control and direct the individual who
performs the services, not only as to the results to be accomplished by the
work but also as to the details and means by which that result is accom-
plished .... In general, if an individual is subject to the control or direction
of another merely as to the result to be accomplished by the work and not
as to the means and methods for accomplishing the results, he is not an
employee." Reg. §31.3401(c)-1(b).
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is one of the reasons why some companies in their prospectuses have
indicated that their stock option plans for agents do not qualify.52

Consequently, these options may have less appeal than originally
thought.53

4. Merger
Another technique which has been employed as a means to run up

the price of the stock is to merge two or more companies. Although
there are numerous business reasons for merging," one motivation is
frequently dominant-namely, to "stimulate the market value for the
company's stock and perhaps increase its value."5 5 On occasion it
seems that a merger almost automatically translates into a higher mar-
ket for the stock of the surviving company.5 6 Sometimes a promoter
may merge to enhance the value of the stock through wider distribu-
tion and public acceptance of such stock.5

III. CAUSES FOR CONCERN FROM THE INVESTOR'S
VIEWPOINT AND SOME SPECIFIC REMEDIES

A. PRELIMINARY REMARKS

Securities regulatory bodies at both the state and federal levels are
charged with the duty of enforcing compliance with securities laws
and regulations. Promoters of stock promotion oriented life insurance
companies, by definition, conduct much of their activity in areas which
are subject to the scrutiny of securities regulators. This fundamental
condition is not altered by the fact that the issuer of the stock is a life
insurance company. When a promoter or group of promoters engage

5 None of the prospectuses so doing which the authors examined set out the
reasons for this conclusion. In addition to the possibility that many agents
might not be considered to be employees within the meaning of the tax
provisions is the possibility that the company may be inclined to seek a tax
advantage for itself at the expense of the stock optionees. If the plan is
nonqualified, the company may be entitled to an expense deduction. See
INT. REgv. CODE, §§162, 809(d)(12). The deduction is barred where stock is
transferred pursuant to the exercise of a qualified stock option. Ibid.,
§421(a) (2).

53 See e.g., Robertson, op cit supra at 8.
54 E.g., to gain capital strength, to create an agency force, to diversify the

product line, to acquire new territory, to gain additional management per-
sonnel, to reduce insurance unit cost, etc.

55See Address by Professor John S. Bickley, Chicago Conference on Ac-
quisitions and Mergers, Oct. 28-29, 1964, pp. 3-6. "The considerations that
prompt this widespread interest (in mergers) include the following . . .
(4) the belief that a purchase or merger will result in an immediate increase
in the market value of the company's stock. . . ." Niles, 14 TRANSAcr NS:
SociErv OF AcTuARIEs 166 (1962).

5G One merger has been described as a "golden dowry" for the stockholders.
Milton, supra note 14 at 42. See Anreder, supra note 26 at 3. Mr. Willard
F. Mueller, Director of the F.T.C.'s Bureau of Economics told the Senate
Antitrust and Monopoly Subcommittee that a study of mergers shows "a
particularly close relationship between merger activity and stock prices (al-
though) it is not entirely clear just how 'conditions' in the stock market
encourage mergers." As reported in the N. Y. Times, March 17, 1965, p. 65:

57Address by Professor Richard M. Heins, Chicago Conference on Acquisitions
and Mergers, Oct. 28-29, 1964, p. 10.
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in activities that are diametrically opposed to securities regulations,
it can be anticipated that such controls will be applied.

The authors are aware of the intense feeling on the part of many
members of the insurance community against federal intervention in
the regulation of the insurance business. It is not the purpose of this
article to engage in a discussion of the pros and cons of state versus
federal regulation. However, it is to be emphasized that reference to
remedies available through the SEC does not constitute advocacy of
federal intervention. The practices discussed are now and have been
within the province of the federal securities laws which were enacted
in the early 1930's. What is new is not federal intervention into insur-
ance regulation but rather the rise of questionable practices on the part
of some insurance company promoters which fall within, or are on the
fringe of, the areas governed by federal securities law.

There are several reasons why persons who are interested in state
regulation of insurance would do well to explore the new company
problem from a securities viewpoint as well as from an insurance view-
point. Securities regulation may afford precedents which could be
adapted to insurance regulatory problems. Also, it is possible that in
some areas the interests of the investor and of the policyholder are
sufficiently close that remedial action taken on behalf of the former
will redound to the benefit of the latter. Furthermore, since securities
administrators are likely to act in this area, informed members of the
insurance community may be able to contribute to the decision making
process. This would enhance the likelihood that the final results would
be adapted to the peculiar characteristics of the life insurance business.

In their research, the authors have received the impression that
the insurance fraternity-with a few exceptions-has not been keen-
ly aware of the applicability of federal and state securities acts and
of their potential impact upon the industry. As might be expected,
insurance people have typically attempted to approach a problem from
an insurance viewpoint and have sought solutions through the tech-
niques traditionally used by insurance companies and insurance com-
missioners. By the same token, securities people look at the problem
primarily from their viewpoint. In this article, we have tried to blend
the two points of view and call attention to those areas where the
cooperative efforts of both groups might effect a satisfactory solution.

B. SECURITIES LAws
Because a general grasp of the securities laws and their underlying

philosophies is essential to understand the role of the SEC and of state
securities administrators, to recognize potential precedents which could
be utilized by individual commissioners or by the NAIC, and to recog-
nize some of the adverse implications in various courses of conduct;
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there is set out below a general exposition of the two federal securities
acts of primary interest-the Securities Act of 1933 and the Securities
Exchange Act of 1934 5 -- and of the framework of state securities
regulation. No attempt has been made to be exhaustive. In fact, some
technical accuracy may have been sacrificed in favor of a simpler ex-
position of an extremely complex subject.

1. Securities Act of 1933
a. The Distribution and Underwriting Mechanism59

An issuer of a block of securities seeks to raise dollars through
the sale of such securities. The underwriting process plays an essential
role in this endeavor. The purpose of underwriting is to assure the
issuer of a specified amount of money at a certain time and to shift
the risk of the market to the investment bankers.6

The most common form of underwriting is "firm commitment"
underwriting. In essence, the issuer simply sells the entire issue to a
group of securities firms represented by one or more "principal under-
writers." They, in turn, sell at a price differential to a larger "selling
group" of dealers who in turn sell to the public at another price dif-
ferential. A rough analogy would have the issuer as the manufacturer,
the principal underwriter as the wholesaler, the selling group as the
retailers and the investing public as the consumer.

Typically, a single underwriting group is formed by a contractual
agreement in which it is agreed that one or more of their number will
negotiate with the issuer on behalf of all. Through their representa-
tive the underwriters enter into a purchase contract prior to the
effective date of the registration statement. Commonly the representa-
tive is authorized to allocate various portions of the issue among
the underwriters. Some underwriters want a certain proportion of
their share for their own retail distribution in which case they become
a part of the selling group. Other investment houses participate with
a view to making a profit by assuming the investment risk and permit-
ting the representative to sell their participations, for their account, to
dealers and institutional investors.

Underwriters and participating dealers, during the life of the group,
follow the practice of making concurrent public offerings at a uniform
price and at uniform concession discounts given by them to other
dealers. Typically, however, the agreement among the purchasers ter-
minates within thirty days after the initial public offering. The repre-
sentative is entitled to a fee. The underwriter may buy "X" number of
58 Securities Act of 1933, 1 CCH 1965, FED. SEc. LAW REP. 111501-954. Securities

Exchange Act of 1934, 2 CCH 1965, FED. SEC. LAW REP. 1120, 101-120, 621.
59 The description of the underwriting process is based upon the discussion in

1 Loss, SEcuIrrIEs REGULATION 164-72 (2d ed. 1961).
60 By "investment bankers" we refer to those securities dealers -who engage

in the distribution process.
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shares from the issuer at $23.00 per share with a view to a public
offering at $25.00 per share. Those underwriters selling at retail could
obtain a full two point spread (less the management fee of the repre-
sentative). Other underwriters may sell their participation to select
dealers at $24 and the select dealer may sell to other dealers at a dis-
count of one-fourth point (i.e., at $24.75).

Companies which are not well established may discover it difficult
to find underwriters who will give a "firm commitment" to purchase
the issue and assume the investment risk. These companies distribute
their securities through firms which merely undertake to use their best
efforts. The underwriters, instead of buying the issue from the issuer,
sells the securities as an agent for the issuer on a commission rather
than profit basis.

b. Statutory Philosophy
When Congress came to the point of legislating in the early 1930's

it was confronted with a choice between conflicting philosophies. At
one extreme were those who preferred a strict antifraud act. At the
other extreme were those favoring the qualification philosophy, that
is, the administrator could pass upon the merits of the security and
exclude those securities which fail to meet statutory standards. The
"middle of the road" approach was the disclosure concept.61 President
Roosevelt successfully urged the latter.6 2

The following statement succinctly describes the Securities Act of
1933.

The Securities Act is designed simply to afford potential in-
vestors an adequate basis upon which to found their judgment
as to what new security offerings represent good investments,
and to prevent misrepresentation, deceit, and other fraudulent
practices in the sale of securities. Fundamental in the Act is the
principle of disclosure-all facts which a prudent investor needs

61 1 Loss, op. cit. supra at 34, 122.
62 In his message to Congress on March 29, 1933, President Roosevelt said:

... Of course, the Federal Government cannot and should not take
any action which might be construed as approving or guaranteeing
that newly issued securities are sound in the sense that their value
will be maintained or that the properties which they represent .will
earn profit.
There is, however, an obligation upon us to insist that every issue
of new securities to be sold in interstate commerce shall be accom-
panied by full publicity and information, and that no essentially
important element attending the issue shall be concealed from the
buying public.
This proposal adds to the ancient rule of caveat emptor, the further
doctrine 'let the seller also beware.' It puts the burden of telling
the whole truth on the seller. It should give impetus to honest dealing
in securities and thereby bring back public confidence.
The purpose of the legislation I suggest is to protect the public with
the least possible interference to honest business.

S. REP. No. 47 at 6-7 and H. R. REP. No. 85 at 1-2, 73d Cong., 1st Sess.
(1933).
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for investment analysis are required to be presented by the issuer
of the securities. The actual merits of the securities are not re-
viewable by the Commission or any other Governmental author-
ity under the Act. No guarantee against loss is provided-all
that is required is that the facts which the issuer must disclose
are truthfully stated and that no facts are concealed. Whether
or not a security would be classified as 'speculative' or 'conserva-
tive' is no concern of the Commission so long as the true facts
with resepect to the issuer are available for the buyer's scrutiny.6 3

These aims were to be achieved by a general antifraud provision, Sec-
tion 17, and by registration a provision, Section 5. Except for the
antifraud and the companion civil liability provisions, the other pro-
visions in the Securities Act serve to implement Section 5.

c. The Registration Process
There are three stages in the registration process; the prefiling

stage, the waiting period and the post-effective date stage.
Pre-fihing Stage. Section 5 prohibits both offers to sell and sales of

securities through interstate facilities or the mails before a registration
statement is filed.64 However, preliminary negotiations or agreements
between the issuer and the underwriters may be made. Consequently, the
negotiation for financing can proceed during this period but neither
the issuer nor the underwriters may offer securities to investors or
dealers.65

Waiting Period. After the registration statement is filed but before
its effective date, offers to sell securities via interstate facilities or the
mails are permitted.6 6 However, no written offer may be made except

63 1 CCH 1965 FED. SEC. LAW REP. 1109.
64 "Unless a registration statement is in effect as to a security, it shall be

unlawful for any person, directly or indirectly-
(1) to make use of any means or instruments of transportation

or communication in interstate commerce or of the mails to sell such
security through the use or medium of any prospectus or otherwise;
or

(2) to carry or cause to be carried through the mails or in inter-
state commerce, by any means or instruments of transportation, any
such security for the purpose of sale or for delivery after sale."

Securities Act of 1933, §5 (a). 1 CCH 1965 FED. SEC. LAW REP. 561. Persons
other than the issuer, underwriter or dealer are exempt from the registration
requirements of §5. Ibid. §4(1). 1 CCH 1965 FED. SEC. LAW REP. 552.

65 Excluded from the definitions of "sale," "offer to sell," etc. are "preliminary
negotiations or agreements between an issuer ... and any underwriter ...
who are or are to be in privity of contract with an issuer." Securities Act
of 1933 §2(3), 1 CCH 1965 FED. SEC. LAW REP. 514. Publicity about an
issuer, its securities or the proposed offer prior to filing many constitute an
illegal offer to sell. SEC Reg. §231.4697 (1964) 1 CCH 1965 FED. Sc. LAW
REP. 3258.

66 "It shall be unlawful for any person, directly or indirectly, to make
use of any means or instruments of transportation or communication
in interstate commerce or of the mails to offer to sell or offer to
buy through the use or medium of any prospectus or otherwise any
security, unless a registration statement has been filed as to such
security, or while the registration statement is the subject of a refusal
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by means of a "prospectus. ' 67 During this waiting period the freedom
of the underwriter or dealer, waiting to participate in the distribution,
to communicate with his customers is limited by the antifraud provision
and by the restriction on written material.68 With one exception, other
than the "Tombstone Ad,"69 the only written offer permitted during the
waiting period is a prospectus meeting the requirements of Section
10(a). However, during the waiting period, a preliminary prospectus
may be employed.70 Such a prospectus must contain "substantially the
information required . . . to be included" in the full statutory pros-
pectus.7 1 Information with respect to the "offering price, underwriting
discounts or commissions, discounts or commissions to dealers, amount
of proceeds, conversion rates, call prices or other matters dependent
upon the offering price" may be omitted.7 2 The preliminary prospectus
is used during this period as a source of reliable information in dis-
cussing the securities with prospecti e customers. The principal pur-
pose of the waiting period is to enable dealers, and through others,
the investors to become familiar with the information contained in the
registration statement and to reach an unhurried decision as to the merits
of the securities.

7 3

Post-effective Date Period. The effective date of the registration
statement is the twentieth day after filing or such earlier date as the

order or stop order or (prior to the effective date of the registration
statement) any public proceeding of examination under section 8."

Securities Act of 1933, §5(c). 1 CCH 1965 FED. SEc. LAw REP. 567. See
SEC Reg. §231.3844 (1957), 1 CCH 1965 FED. SEc. LAw REP. 3252.

67 "It shall be unlawful for any person, directly or indirectly-(1) to
make use of any means or instruments of transportation or com-
munication in interstate commerce or of the mails to carry or trans-
mit any prospectus relating to any security with respect to which a
registration statement has been filed under this title, unless such
prospectus meets the requirements of section 10, . .!

Securities Act of 1933, §5(b), 1 CCH 1965 FED. SEc. LAw REP. 564. The
term "prospectus" is defined to mean "any prospectus, notice, circular, ad-
vertisement, letter or communication, written or by radio or television, which
offers any security for sale . . ." Ibid., §2(10), 1 CCH 1965 FED. SEc. LAw
REP. 521. However, §2(10(b) excludes from the definition of a "prospectus"
(written offer) a notice, circular, etc. if it states from whom a written
prospectus meeting the §10 requirement can be obtained and does no more
than merely identify the security, the price, who will execute the order and
other data deemed appropriate by the SEC. This is commonly known as a
"tombstone ad" which is placed in such papers as the Wall Street Journal.
It is designed not as a piece of selling literature but rather as a device to
ascertain prospective customers who might be sufficiently interested in the
security to ask for a prospectus. 1 Loss, op. cit. supra at 226-27, and SEC Reg.
§230.134, 1 CCH 1965 FED. SFc. LAW RaP. 1455.

6s See SEC Reg. §231.4697 (1964), supra note 65 at 3259.
69 See note 67 supra.
70 Securities Act of 1933, §10 (a) and (b), 1 CCH 1965 FED. SEc. LAw REP. 17631,

636.
71 SEC Reg. §230.433 (1958), 1 CCH 1965 FED. SEc. LAw REP. 14167. For a

discussion of the full prospectus required by §10(a) see text, pp. 194-195.
72 SEC Reg. §230.433 ibid.
7 SEC Reg. §231.4697, supra note 65 at 3259.
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SEC deems appropriate.7 4 When the registration statement becomes
effective sales may be made and consummated. It is unlawful to
deliver through the mails or in interstate commerce any security
for purposes of sale or delivery after sale unless it is accompanied or
preceded by a prospectus meeting the requirements of Section 10(a) .7

Subsequent to the effective date, sales literature in addition to the
prospectus may be used if the Section 10(a) prospectus precedes or
accompanies the supplemental literature.76 The issuer and the under-
writer must employ the complete Section 10(a) prospectus as long
as they are offering an unsold allotment. On the other hand, dealers
need use the prospectus only during the forty-day period following
the effective date or commencement of the public offering, whichever
occurs later.17 In general, after this period of time, the initial distribu-
tion stage is deemed to be completed and the 1933 Act no longer applies.

d. The Registration Statement and The Prospectus
The registration statement must contain the information specified

in Schedule A of the Securities Act.7 8 Amendments to the statement
may be filed both before and after the effective date.7 9 If the registra-
tion statement includes an untrue statement of a material fact or omits
a material fact required to make the statements therein not misleading,
the Commission may issue a stop order suspending its effectiveness. 80

The prospectus, if it is to meet prospectus requirement, must contain
all the information contained in the registration statement save that
contained in certain documents.81 Schedule A sets out the items re-
quired for both the registration statement and the prospectus with re-
spect to securities other than those issued by a foreign government.
These items include information on the following :82 issuer's name;
state of incorporation; business address; executive personnel and pro-
moters; underwriters; those owners of securities who own 10 per cent
or more of one class or 10 per cent of the aggregate amount of stock;
amount of issuer's securities held by the executives, promoters, under-
74 Securities Act of 1933, §8(a), 1 CCH 1965 FED. SEC. LAW REP. 1601.
75 "It shall be unlawful for any person directly or indirectly . . . to

carry or to cause to be carried through the mails or in interstate
commerce any such security for the purpose of sale or for delivery
after sale, unless accompanied or preceded by a prospectus that
meets the requirements of subsection (a) of section 10."

Securities Act of 1933, §5(b) (2), 1 CCH 1965 FED. SEC. LAw REP. 564.
76 SEC Reg. §231.3844 (1957), 1 CCH 1965 FED. SEc. LAw REP. 3253.
7 Securities Act of 1933, §4(3), 1 CCH 1965 FED. SEC. LAW REP. 554; SEC

Reg. §231.844 supra note 76 at 3253; SEC Reg. §230.174 (1965, 1 CCH 1965
FED. SEc. LAw REP. 2862. See Loss, op. cit. supra at 256-58.

78 Securities Act of 1933, §7, 1 CCH 1965 FED. SEC. LAW REP. 591.
79Ibid. §8(b) and (c) at 1602 and 603.
80 Ibid. §8(d) at 604.
83-Ibid. §10(a)(1) at 632. The documents which need not be included are

copies of the underwriting contract, opinions of counsel, organization papers,
underlying agreements affecting stock, etc. to be offered. See §10(a) (1).

82Schedule A can be found in 1 CCH 1965 FED. SEc. LAW REP. 1901-933.
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writers and 10 per cent owners, and amount for which such persons
have indicated their intention to subscribe; description of business;
capitalization; options; amount of stock to be offered; amount and na-
ture of funded debt; use of proceeds from securities; executive salar-
ies; estimated amount of proceeds; offering price to public; under-
writers' commissions and discounts; offering expenses of the issues; in-
formation on prior offerings; payments to promoters; information on
property acquired or to be acquired; officer, director and stockholder
interests in property acquired; counsel; information on material con-
tracts; balance sheets, profit and loss statements; and profit and loss
statements for acquired business. In addition to the items set out in
Schedule A, the Commission is authorized to require other informa-
tion to be disclosed in the prospectus if it is necessary or appropriate
for investor protection or the public interest.33

The registration procedure summarized above reflects the dis-
closure philosophy. The combination of the registration process and
the antifraud provisions is manifestly designed to provide the investing
public with complete, timely and accurate information. At the same
time, the federal government did not and does not intend to guarantee
the merits of a particular issue of securities . 4

e. Civil Liability and the General Antifraud Provisions
Section 16 provides that the rights and remedies provided under the

act are in addition to other rights and remedies existing in law or
equity. Superimposed upon common law and state law remedies are
three specific liability provisions in the 1933 Act. Section 11(a) (1)
provides that any person who acquires a security in connection with a
registration statement containing an untrue statement of a material fact
or omitting to state a material act necessary to make the statements
therein not misleading may sue, among others, those who signed the
statement, directors and underwriters.8 5 Persons, other than the issuer,
may avail themselves of statutory defenses.86 This assault on the con-
cept of privity signifies this section's primary departure from prece-
dent. 7 The number of cases based upon this provision are few, the
main deterrent apparently being the Commission's careful examina-
tion of the registration statements.88 Sections 12(1) and (2) respec-
tively, provide that a purchaser of a security offered or sold in vio-
lation of Section 5,89 or offered and sold by means of false or mislead-

83 Securities Act of 1933, §10(c), 1 CCH 1965 FE. SEC. LAW REP. 637.8 4 See ibid. §23 at 1801.
85 Ibid., §11(a) at 651-657.
8 E.g., resignation before effective date, belief on reasonable grounds that the

statements are true, statement made on the authority of an expert other than
the defendant, etc. Ibid. §11(b) at 1658-664.

873 Loss, SEcuRITIEs REGULATION 1731 (2d ed. 1961).
s Ibid., 1686-87, 1690.
89 Securities Act of 1933, §12(1), 1 CCH 1965 FED. SEC. LAW REP. 1681. The
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ing prospectus or oral communication may recover damages. 90 However,
few cases can be traced to the application of Section 12.91

Section 17(a), the general antifraud provision of the Securities
Act of 1933, supplements the specific liabilities of Sections 11 and 12.
This is discussed subsequently, in connection with the antifraud pro-
vision of the Securities Exchange Act of 1934.

f. Exemptions
The Securities Act exempts several securities from its provisions and

exempts numerous transactions from the registration requirements of
Section 5.92 In attempting to avoid the applicability of the Act, new
insurance companies have tended to rely upon one or more of three
exemptions: (1) the intra-state exemption, (2) the private offering
exemption, and (3) Regulation A. These will be discussed more fully
below.

2. Securities Exchange Act of 1934
a. Purposes

Whereas the Securities Act is primarily concerned with the initial
distribution process, the Securities Exchange Act of 1934 focuses
primarily on post distribution trading. It has four basic purposes :"
(1) disclosure, (2) prevention of fraud and manipulation, (3) regula-
tion of securities markets, (i.e. securities exchanges94 and over-the-
counter markets) 95 and (4) control of credit in securities markets.99

We are primarily concerned with the first two.

liability under this section is virtually absolute. The plaintiff need only allege
and prove (1) defendant was seller, (2) mails or some interstate commerce
facility were used in the offer or sale made to plaintiff, (3) defendant failed
to comply with either registration or prospectus requirement, (4) statute of
limitations has not run, and (5) adequate tender was made when recission
was sought. The defense is to allege and prove that the security or trans-
action was exempt. 3 Loss, supra note 87 at 1693.

90 Securities Act of 1933, §12(2), 1 CCH 1965 FED. SEc. LAW REP. 683. There
is some overlap between sections 11 and 12(2), e.g., when the seller is the
issuer or underwriter of a registered security. However, since the ordinary
dealer is not covered by section 11, section 12(2) is important to the ultimate
investor.

91 See 3 Loss, supra note 87, at 165 et seq.
92 Securities Act of 1933, §§, 4, 1 CCH 1965 FED. SEC. LAW REP. 11531-555.
93 1 Loss, supra note 87 at 130-131.
94 Since the trading of life insurance stock rarely occurs on exchanges, we need

do no more than merely highlight the SEC's control over an exchange. It is
unlawful for a broker or a dealer to use the mails or facilities of interstate
commerce for the purpose of using any facility of an exchange unless the
exchange is registered. Securities Exchange Act of 1934, §5, 2 CCH 1965 FED.
SEc. LAW REP. 20,171. An exchange may be registered if certain conditions
are met. Ibid. §6(a) at 20,181. Among other things, the exchange must agree
to comply with the rules of the SEC and provide specified information. Ibid.
§§6(a) (1) and (2) at 1120,182 and 20,183.

95 The over the counter (OTC) market refers to the trading of securities other
than on an exchange. It is primarily a negotiated rather than an auction
market. For a discussion as to how the OTC market functions, see 2 Loss,
supra note 87 at pp. 1277-87, and Loomis and Rotberg, Over the Counter
Market Quotations, 62 MIcH. L. REv. 589 (1964). The Exchange Act re-
quires the registration of brokers and dealers (other than those whose busi-
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b. Disclosure
The goal of disclosure is sought in four ways: registration, periodic

reporting, proxy and insider trading requirements.
Registration Statement. Section 12(a) makes it unlawful for a

broker or dealer to effect a transaction in any security on a national
securities exchange unless the security is registered.9 7 A security may
be registered on an exchange by filing an application containing speci-
fied information with the exchange and a duplicate with the Com-
mission.9s Before securities are admitted to trading they must be au-

ness is exclusively intrastate) using the mails or any means of interstate
commerce to effect any transaction or to induce the purchase or sale of any
security other than on a national exchange. Securities Exchange Act of
1934, §15 (a) (1), 2 CCH 1965 Fa. SEc. LAW REP. 20,351. A broker or dealer
registered under the Exchange Act who is not a member of a registered
securities association may not engage in the securities business in the OTC
market unless he, his firm, its principals and employees meet standards relat-
ing to training, experience and other qualifications. Ibid. §15 (b) (8) at 20,360.
The SEC can and does require the passage of examinations. Ibid. §15 (b) (8)
(C) at 20,360 and SEC Reg. 240.15b8-1 (1965), 2 CCH 1965 FED. SEC.

LAW REP. 25,057A. Associations of brokers and dealers may be formed and
registered if certain information is filed and conditions met. Securities Ex-
change Act of 1934, §15A(a), 2 CCH 1965 FED. Sc. LAW REP. 20,371. Only
the National Association of Securities Dealers (NASD) is registered. To be
eligible for participation, the rules of the association must be designed, among
other things, to prevent fraudulent and manipulative practices and to pro-
mote investor protection. Ibid. §15A(b) (8) at 20,383. It is felt that the
adequate protection of the investor and the honest dealer from marginal
conduct by the fringe elements in the securities industry calls for self-regu-
lation (under government supervision) of the industry's ethics. 2 Loss, supra
note 87 at 1361. Furthermore, the rules of the association may not permit
acceptance of a new member unless he qualifies as to training, experience,
etc. Ibid. §15A(b) (5) at 20,380. However, disciplinary action or denial of
membership is subject to review by the SEC. Ibid. §15A(g) at 20,394. Con-
gress contemplated that effective discipline could be maintained in an associ-
ation by authorizing economic sanctions against nonmembers. H. R. REP.
No. 2307, 75th Cong. 3d Sess. (1938). The association may provide that
no member shall deal with any nonmember except at the same prices, com-
missions, conditions, etc. as are afforded to the general public. Securities
Exchange Act of 1934, §15A(i) (1), 2 CCH 1965 FED. SEc. LAW REP. 25,711.
The rules of the NASD not only require members to treat nonmembers in
the same manner as they treat the general public, but they also prohibit
members from joining with any nonmember in a group contemplating under-
writing the distribution of an issue of securities. NASD Rules of Fair
Practice, Art. III, §25 as cited in 2 Loss, smpra note 87 at 1370 (fn. 43). The
antitrust laws are not violated by such practices. "If any provision of this
section is in conflict with any provision of any law of the United States in
force on the date this section takes effect, the provision of this section shall
prevail." Securities Exchange Act of 1934, §15A(n), 2 CCH 1965 Fan. SEc.
LAW REP. 25,821.

96 To prevent excessive use of credit for the purchase of securities, the Board
of Governors of the Federal Reserve System is authorized to regulate the
amount of credit which may be extended on a security registered on a na-
tional securities exchange. Ibid., §7 at 20,201.

97Ibid., §12(a) at 20,301.
98Ibid., §12(b) at 20,302. The required information includes such items as

organization, financial structure, nature of the business, rights, privileges, etc.
of different classes of stock; terms of previous offerings; information on
directors, officers and underwriters; remuneration; bonus and profit sharing
arrangements; management and service contracts; options, material contracts,
balance sheets, profit and loss statements, etc. Ibid., §12(b)(1) at 303.
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thorized for listing by the Exchange and must be registered under the
Exchange Act. 9 The application for original listing serves a dual pur-

pose. It furnishes to the Exchange information essential in determining
the suitability of trading such securities on the Exchange and provides
information to the investing public as to the merits of the security.100

If the Exchange authorities certify to the Commission that the security
has been accepted for listing by the Exchange, the registration becomes
effective in thirty days.' 0 '

An issuer is not required to list securities on an exchange. The
securities may be sold in the over-the-counter market (OTC) that is,

otherwise than on an exchange. But, under the 1964 amendments to
the Securities Act of 1934, OTC securities, except those meeting certain
requirements, 10 2 must meet substantially the same registration require-
ments as those securities listed on an exchange.10 3 These requirements
are not applicable to insurance company securities if certain conditions,
to be discussed later, are met.1°4

Periodic Reports. Every issuer of securities registered under Sec-
tion 12, including OTC securities under the 1964 amendments, must
file periodic and other reports as the Commission may require "to
keep reasonably current the information and documents" filed pursuant
to Section 12.10 The filing of annual and semi-annual reports may also
be required. 0 6

Proxy Rules. The SEC is authorized by Section 14(a) to regulate
proxy solicitation, made through the use of the mails or by any means
of interstate commerce or facility of a national securities exchange,
from holders of securities registered pursuant to Section 12. Since the
1964 amendment, OTC securities as well as listed securities are sub-

ject to the proxy rules.
Regulation 14A encompasses the proxy rules promulgated by the

99 New York Stock Exchange Company Manual, pp. B-5 and B-6, 2 CCH 1965
FED. SEC. LAW REP. 23,020.

100 Id. at B-6, 2 CCH 1965 FED. SEC. LAW REP. 23,021.
101 Securities Exchange Act of 1934, §12(d), 2 CCH 1965 FED. SEC. LAw REP.

20,307. A request for an acceleration of the effective date may be made.
SEC Reg. §240,12dl-2 (1954), 2 CCII 1965 FD. SEC. LAW REP. 23,073.

102 "Every issuer which is engaged in interstate commerce, or in a business
affecting interstate commerce, or whose securities are traded by use of the
mails or any means or instrumentality of interstate commerce" and which
has total assets exceeding $1 million and a class of equity securities held
by 750 or more persons (500 persons after July 1, 1966) must file a regis-
tration statement. Securities Exchange Act of 1934, §12(g) (1), 2 CCH 1965
FED. SEc. LAw REP. 20,315.

103 The registration statement must contain such information and documents,
as the Commission may specify, which is comparable to that required by
§12 (b). Ibid.

10- Ibid., §12(g) (2) (G) at 30,316. For a discussion of the insurance exemption,
see text, p. 309.

105Ibid., §13(a)(1) at 20,332. See SEC Reg. §240.13a-11 (1949), 2 CCH 1965
Fan. SEC. LAW REP. 23,512.

106 SEC Reg. §240.13a-l (1965), 2 CCH 1965 FED. SEC. LAW REP. 23,602.
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SEC. 10 7 It governs every solicitation of a proxy with regard to securi-
ties registered under Section 12. The basic philosophy underlying the
proxy rules is that of full disclosure. The rules are, in a sense, a little
Securities Act. Within this basic framework, the SEC has designed
the rules to make the proxy device the nearest practical substitute for
shareholder attendance at company meetings. In essence, the proxy
rules constitute a three-pronged attack implementing the disclosure
philosophy."° ' (1) They require a description of the matter to be voted
upon. 0 9 (2) They compel management to perform certain services for
security holders if requested in writing by a security holder entitled to
vote. Proposals which security holders want to be voted on (with some
exceptions) are required to be included in management's proxy state-
ment."10 A security holder desiring to communicate with other security
holders may require management to furnish him with list of security
holders or to mail his communication for him (at management's op-
tion).'" (3) They prohibit materially misleading or false state-
ments.:"2

No proxy solicitation shall be made unless each person solicited is,
or has been, furnished with a written proxy statement containing the
detailed information specified in Schedule 14A.1 13 Section 14(c) pro-
vides that unless proxies with respect to securities registered under
Section 12 (including OTC securities) are solicited by management
in accordance with the proxy rules prior to a security holders meet-
ing, the issuer shall transmit to its security holders information "sub-
stantially equivalent" to the information which would be required to
be sent if a solicitation was made."'4 This 1964 amendment eliminated
a problem under the former Section 14(c) which permitted manage-
ment to avoid such disclosure by refraining from soliciting proxies.

107 SEC Reg. §240.14a, 2 CCH 1965 FED. SEC. LAw REP. 1124,005-24,016.
103 See 2 Loss, SECURrnES REGULATION 868-71 (2d. ed. 1961).
109 SEC Reg. §240.14a-4 (1952), 2 CCH 1965 FED. SEC. LAW REP. 24,008.
110 SEC Reg. §240.14a-8 (1954), ibid. at 24,012.
"1 SEC Reg. §240.14a-7 (1956), ibid. at 124,011.
1- SEC Reg. §240.14a-9 (1956), ibid. at 24,013.
"13 SEC Reg. §240.14a-3 (1965), ibid. at 124,007. Schedule 14A requires the

inclusion of information on the following items: revocability of proxy, dis-
senters' rights, solicitors and methods of soliciting, interest of persons in
matters to be acted upon, voting securities and principal holders thereof,
nominees and directors, remuneration of and other transactions with man-
agement, selection of auditors, bonus, profit sharing and other remuneration
plans, pension and retirement plans, options, authorization of issuance of
securities other than for exchange, mergers, consolidations, acquisitions,
financial statements, acquisition or disposition of property, etc. Schedule 14A
may be found in 2 CCH 1965 FED. SEC. LAW REP. 124,031-24,053. If man-
agement solicits the proxy with respect to an annual meeting at which di-
rectors are to be elected each proxy statement shall be accompanied or
preceded by an annual report which contains such financial statements
deemed by management to adequately reflect the financial position and oper-
ating results of the issuer. SEC Reg. 240.14a-3 (1965), ibid. at 724,007.

114 Securities Act of 1934, §14(c), 2 CCH 1965 FED. SEC. LAw REP. 20,343.
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Insider Trading. Prior to the enactment of the Exchange Act it
was common for a director or corporate officer to profit from informa-
tion not available to or known by outsiders. They used confidential
information which came to them by virtue of their positions in personal
market activities. Section 16 was enacted to combat such inequitable
and improper practices in three ways.

(1) Insider Reports. An officer, director or principal stockholder
of an issuer of securities registered under the Act, commonly called an
insider, is required to file reports with the SEC as to his holdings of
all of the issuer's equity securities. A further report must be filed
within ten days after the close of each calendar month in which there
has been any change in holdings." 5 The reports are made available to
the public both at the Commission and at the Exchange.116

(2) Recapture of Short-Swing Profits. Section 16(b) was enacted
to prevent an insider from unfairly using information obtained by
reason of his relationship to the issuer in a short-swing speculation.
Profits realized by an insider from any purchase and sale (or sale and
purchase) of the issuer's securities within a six-month period may be
recovered by the issuer. Suit to recover short-swing profits may be in-
stituted by the issuer or by any security owner if the issuer refuses to
do so. Section 16(b) furnishes an objective standard. Intent is not
a factor. On the other hand, if more than six months elapse between
purchase and sale, the insider is not liable under Section 16(b) what-
ever the profit from unfair use of information.

(3) Prohibition of Short Selling. Section 16(c) prohibits an in-
sider from engaging in a short sale." 7

c. Antifraud Provisions
Currently, there are three general antifraud provisions, namely,

Section 17(a) of the Securities Act of 1933, Rule lOb-5 under Section
10(b), and Section 15(c) (1) of the Securities Exchange Act of 1934.
Section 17(a) creates three separate offenses.

It shall be unlawful for any person in the offer or sale of any
securities by the use of any means or instruments of trans-
portation or communication in interstate commerce or by the
use of the mails, directly or indirectly-(1) to employ any
device, scheme or artifice to defraud, or (2) to obtain money
or property by means of any untrue statement of a material
fact or any omission to state a material fact necessary in order

5 Ibid., §16(a) at 20,421. A principal stockholder is one who is the beneficial
owner of more than 10% of any class of equity security.

116 SEC Reg. §240.24b-3 (1951), 2 CCH 1965 FED. SEC. LAW REP. 26,464.
117 Ibid., §16(c) at 20,423. A short sale occurs when there is a sale of a se-

curity which the seller does not own or a sale which is completed by deliver-
ing a security borrowed on behalf of the seller. E.g., stock is selling at 100.
Insider thinks it will drop to 80, so he sells shares which he does not own
at 100, and buys shares when market drops to 80 to cover his previous sales.
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to make the statements made, in the light of the circumstances
under which they were made, not misleading, or (3) to engage
in any transaction, practice, or course of business which oper-
ates or would operate as a fraud or deceit upon the purchaser.

Section 10(b) makes it unlawful for any person through the use of
the mails, an instrument of interstate commerce, or facility of any
national securities exchange to use in connection with the purchase or
sale of any security (whether or not registered) any manipulative or
deceptive device in violation of rules prescribed by the Commission
as necessary or appropriate in the public interest or for the protection
of investors. Under this section, the SEC promulgated Rule 10b-5
which incorporated the substance of Section 17(a) of the Securities
Act into Section 10(b) of the Exchange Act.""' Similarly, Section
15(c) (1) authorizes the Commission to define manipulative and de-
ceptive devices in the sale or purchase of securities in the over-the-
counter market. 19

The courts have repeatedly held that the fraud provisions under
the federal securities laws are not limited to circumstances which are
necessary to give rise to an action at common law. However, generally
speaking, it is doubtful that the statutes have caused a radical de-
parture from what the courts have decided or would come to decide
in the absence of such provisions.120

Each of these provisions may be the basis of an injunctive, ad-
ministrative,12

1 or a criminal action.1 2 Futhermore (as will be discussed

"s Rule lob-5 provides:
It shall be unlawful for any person, directly or indirectly, by the
use of any means or instrumentality of interstate commerce, or of
the mails, or of any facility of any national securities exchange,
(a) to employ any device, scheme, or artifice to defraud, (b) to
make any untrue statement of a material fact or to omit to state a
material fact necessary in order to make the statements made, in
the light of the circumstances under which they were made, not
misleading, or (c) to engage in any act, practice, or course of busi-
ness which operates or would operate as a fraud or deceit upon any
person, in connection with the purchase or sale of any security.

SEC Reg. §240.10b-5 (1942), 2 CCH 1965 FED. SEC. LAw REP. 22,725.
I19 Rule 15cl-2 defines the term "manipulative, deceptive or other fraudulent

device or contrivance" as used in §15(c) (1) in language similar to that of
clauses (2) and (3) of §17(a) of the Securities Act of 1933. SEC Reg.
§240.15cl-2 (1938), ibid. at f25,067.

120 See 3 Loss, supra note 108 at 1435 and the sources cited therein. For a dis-
cussion of the relationship between common law deceit and SEC fraud con-
cepts, see ibid. at 1430 et seq. For discussion of special SEC fraud concepts
applicable to corporate insiders, see ibid. pp. 1445 et seq. For discussion of
special SEC concepts applicable to broker-dealer and management advisors,
see ibid. 1474 et seq.

121 See Securities Act of 1933, §§20, 21, 1 CCH 1965 FE. SEC. LAw REP. 11771,
781 and Securities Exchange Act of 1934, §§21, 22, 2 CCH 1965 FED. SEC.
LAw REP. 1120,481, 20,501.

12sThe Securities Act §24 provides that willful violations may result in a fine
up to $5,000 and imprisonment up to 5 years. Securities Act of 1933, §24,
1 CCH 1965 Fa. SEc. LAw REP. 811. The Securities Exchange Act of 1934
§32(a) provides for a $10,000 maximum fine and 2 years maximum imprison-

1965] 27 of 156

1969 LR life insurance companies their promotion and regulation 156p bonknote.pdf



MARQUETTE LAW REVIEW

below), they may serve as the basis for private actions by sellers and
purchasers of securities. These provisions overlap to some extent." 3

d. Prevention of Manipulation
Market manipulation, although related, is fiot synonymous with

fraud. A classic technique of manipulation may be described as follows.
A group or pool of persons select a large block of stock possessing
actual or potential market appeal and an easily controllable floating
supply as the target for price manipulation. The pool secures an option
to purchase the stock at a price somewhat higher than the then pre-
vailing market price. It then attempts to raise the market price above
the option price by increasing demand. The pool manager may open
a number of accounts with various brokers and enter both buy and
sell orders, preponderantly the former. The price rises with the in-
creasing volume of transactions. The operator may engage in "wash"
sales in which he is both the buyer and seller of the stock. Or, he may
use "matched" orders in which he enters orders to sell knowing that a
confederate is entering orders to buy at approximately the same time
at approximately the same price. In addition, as the price rises slowly,
favorable publicity as to the corporation's prospects may be dissemi-
nated. When the market price exceeds the option price, the operator
exercises the option and then gradually sells off the acquired stock at a
profit. Furthermore, if he is able to distribute the entire holdings of
the optioned stock, he may sell short. The stock, which is now selling at
an inordinately high level, will decline after the pool's support disap-
pears, thereby enabling the manipulators to profit from both the rise
and the fall in the market.14

Prior to the enactment of the Exchange Act in 1934, several cases
in England and the United States, decided under the common law,
reflected both the fraud concept and the free or open market con-
cept. Under the former, it would not be unlawful to trade stock
so as to raise or depress prices. Some degree of fraud must be in-
volved. On the other hand, the "free market" concept deems manipu-
lative trading itself to be fraudulent. An outsider is justified in be-
lieving that the quoted price is a reasonable appraisal of value in a
free and open market."' The Exchange Act reflects a blend of these
two concepts. The function of the antimanipulation provision is to
furnish a greater degree of precision to the concept of manipulation

ment. However, no imprisonment if defendant had no knowledge of such
rule or regulation. 2 CCH 1965 FED. SEC. LAW REP. §20, 601.

123 See 3 Loss, supra note 108, pp. 1428-29.
14 Id. at 1529-30.
125 Id., pp. 1531-4. See U.S. v. Brown, 5 F. Supp. 81, 85 (S.D.N.Y. 1933), aff'd.

79 F 2d 321 (2d Cir. 1935), cert. denied sub norn. McCarthy v. United States,
296 U.S. 650.

1263 Loss, supra note 108 at 1541-2.
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and to supply preventive and enforcement mechanisms. 126  Congress
attacked the problem of manipulation in several ways: (1) specific
prohibitions,'12 7 (2) vesting the SEC with rule-making authority,1- 3 and
(3) general prohibition against trading for a manipulative purpose.' 9

Section 9(a) (1) of the Exchange Act makes it unlawful for any
person to effect "washed" or "matched order" transactions in any
security registered on a national exchange by using the mails, instru-
mentalities of interstate commerce or facilities of an exchange for the
purpose of creating a misleading appearance of active trading. Section
9(a) (2) outlaws not only pool operations but every other device em-
ployed to persuade the public that the activity in a security reflects a
genuine demand.

It shall be unlawful for any person [via mail, instrument of
interstate commerce] . .. To effect, alone or with one or more
other persons, a series of transactions in any security registered
on a national securities exchange creating actual or apparent
active trading in such security, or raising or depressing the
price of such security, for the purpose of inducing the pur-
chase or sale of such security by others.230

Thus a violation of this section contains two elements, the requisite series
of transactions and a manipulative purpose.

Sections 9(a) (1) and 9(a) (2) are founded primarily on the "free
market" concept rather than on prevention of fraud.131 When securi-
ties are sold at manipulated prices without disclosure of the manipula-
tion, both the courts and the SEC have held the antifraud provisions
to be violated. 132 Although Secton 9(a) specifically refers to securities
listed on a national exchange, consistent with legslative intent, the SEC
has used its administrative power to place the regulation of manpiula-
tions in the OTC market, so far as practicable, on the same level as in
the exchange market. This is achieved through the antfraud provisions
of Section 15(c)(1).233
- Securities Exchange Act of 1934, §9(a), 2 CCH 1965 FED. SEc. LAW RaP.

1120,241-20,247.
128 Ibid., §§9(b) and (c) at fff20,248, 20,252.
129 Securities Act of 1933, §17, 1 CCH 1965 FED. Sac. LAW RaP. 731; Securities

Exchange Act of 1934, §§10(b) and 15(c) (1), 2 CCH 1965 FED. SEC. LAW
REP. 1120,273, 20,363.

130 See Securities Exchange Act of 1934, §9(a) (6), 2 CCH 1965 FaE. SEc. LAW
REP. 120,247 which authorizes the SEC to promulgate rules regulating "peg-
ging, fixing or stabilizing the price" which under proper circumstances is a
beneficial form of manipulation. For a description of stabilization, its pros
and cons, the SEC's approach, etc., see SEC Reg. §2412446 (1940), 2 CCH
1965 FED. SEc. LAW REP. 22,512 et seq.

1-313 Loss, supra note 108 at 1560. These sections are designed to provide in-
vestors with markets where prices are established by free and honest
balancing of investment demand and supply. H.R. No. 1383, 73d Cong. 2d
Sess.

1323 Loss, supra note 108 at 1561.
13 See ibid., pp. 1563-68, In the Matter of Halsey, Stuart & Co., 30 SEC 106

(1949) and Opinion of the Director of the Trading and Exchange Division,
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3. State Securities Laws
Kansas is given credit for having enacted the first comprehensive

state securities law in 1911. Since then, virtually all states have adopted
some form of securities legislation."4 In 1917, the Uniied States Su-
preme Court held that the Michigan, Ohio and South Dakota statutes
did not violate the Fourteenth Amendment or unduly burden inter-
state commerce. 135 When Congress enacted securities legislation in the
1930's, rather than preempting the field, it chose to preserve state legis-
lation and thereby create concurrent systems of regulation. 36

With the development of state controls, three distinct regulatory de-
vices have emerged. (1) Antifraud provisions authorize the admin-
istrator to issue warnings, investigate suspected fraudulent activities,
enjoin such activities and punish violators. (2) Licensing requirements
pertaining to brokers, dealers, agents and investment advisers afford
the administrator a means to prevent unqualified or dishonest persons
from entering into or remaining in the securities business. The license
can be revoked if conduct falls below statutory requirements. (3)
Provisions for the registration of securities were designed to afford
the investor a better opportunity to make a good investment. The anti-
fraud approach no longer exists in isolation. At least two and frequent-
ly all three of the regulatory devices may be found in the same act.13 7

The anti-fraud provisions range from broad general prohibitions to
none at all. The licensing provisions range from simple to elaborate.
The registration of securities requirements range from rudimentary
to comprehensive.

SEC Reg. §241.3505 (1943), 2 CCH 1965 FED. SEC. LAW REP. 22,551 at
22,554.

We think that there is no reasonable distinction in this respect
between manipulation of over-the-counter prices and manipulation
of prices on a national securities exchange, and that both are
condemned as fraudulent by the Securities Exchange Act and, in
fact, were fraudulent at common law. . . . We believe that the
Securities Exchange Act contemplates that Section 15(c)(1) af-
fords to the over-the-counter market at least as great a degree of
protection against manipulation or attempted control as is afforded
to the exchange market by Section 9(a). We find, therefore, that
respondents' activities constitute an 'act, practice, or course of
business' which operated 'as a fraud or deceit' and that respondents
thereby violated Section 15(c)(1) of the Securities Exchange Act
and paragraph (a) of Rule (15cl-2) thereunder.

In the Matter of Barrett and Co., 9 SEC 319, 328 (1941). The SEC did not
rely solely on the application of §9(a) to the OTC market. Its holding was
fortified by applying fraud reasoning as well. Id. at 329.

134 1 Loss, supra note 108 at 27-28.
13 Hall v. Geiger-Jones Co., 242 U.S. 539 (1917) ; Caldwell v. Sioux Falls Stock

Yards Co., 242 U.S. 559 (1917); and Merrick v. N. W. Halsey & Co., 242
U.S. 568 (1917). See 1 Loss, supra note 108 at 28-30.

136 1 Loss, supra note 108 at 31, 155-7. "Nothing in this title shall affect the
jurisdiction of the securities commission . . . of any State . . . over any
security or any person." Securities Act of 1933, §18, 1 CCH 1965 FED. SEC.
LAW REP. 751.

137 1 Loss, supra note 10 at 33-35.
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The registration requirements of different states pose a seemingly
infinite amount of variation in detail. In some states only very ele-
mentary information need be filed. A few states tie information re-
quirements to broker-dealer registration. The majority of states pro-
hibit sales of securities prior to some affirmative administrative action.
Most states which require the filing of information specify standards

.upon which the denial, suspension, or revocation of registration can be
based. Although these standards vary considerably, they may be broken
down into two basic categories. Some statutes establish relatively simple
fraud and disclosure standards. If the statements are not misleading
and the required information has been disclosed, the securities are
entitled to registration. This is akin to the disclosure philosophy under-
lying the federal securities acts. Several state 'securities laws embody
the "regulatory" concept. That is, the registration of a security can
be denied if it fails to meet broad statutory standards. This type of
statute vests a wide range of discretion in the regulator. For example,
Section 10 of the Texas Securities Act provides:

If he [Commissioner] finds that the proposed plan of business
of the applicant appears to be fair, just and equitable . . . and
that the securities which it proposes to issue and the methods
to be used by it in issuing and disposing of the same are not
such as will work a fraud upon the purchaser thereof, the Com-
missioner shall issue to the applicant a permit authorizing it to
issue and dispose of such securities. Should the Commissioner
find that the proposed plan of business of the applicant appears
to be unfair, unjust or inequitable, he shall deny the applica-
tion for a permit .... 1'

The so-called "fair, just and equitable" doctrine enables the admin-
istrator to pass upon the merits of the security. He is not restricted
to requiring adequate disclosure. This is a more paternalistic approach
than that found in the federal acts.

The complex nature of securities regulation, combined with the
added complexity stemming from the differences in philosophy and
detail from state to state led to the drafting of a model Uniform
Securities Act which was adopted in 1956 by the National Conference
of Commissioners on Uniform State Laws. This act consists of four
basic parts. Part I concerns fraudulent and other prohibited practices.
Part II concerns registration of broker-dealers, agents, investment ad-
138 TEXAS REV. CIVIL STAT. ANN. Art. 581-10 (1964). Other states have similar

provisions. E.g., IA. CoDE §502.10 (1962); KAN. GEN. STAT. ANN. Ch. 17,
Art. 12 §1260 (1959). In Illinois registration may be refused "if there are
conditions affecting the soundness of a security so that the sale of such
securities would be inequitable, or would work or tend to work a fraud or
deceit." ILL. Ray. STAT. Ch. 1212, §137.11(B) (1953). The "fair, just and
equitable" doctrine has not been incorporated into the Uniform Securities
Act. 9C NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE LAWS,
UNIFORM LAWS ANNOTATEv 119-20 (1957).
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visers. Part III deals with registration of securities. Part IV includes
general provisions (e.g., definitions, exemptions, investigation, etc.)
which are necessary-in varying degrees-to the three basic philoso-
phies. Each of the first three parts was designed to stand alone or in
combination, the hope being that at least substantial uniformity could
be achieved among those states adopting a particular philosophy.21 At
least nineteen states have adopted this uniform act in some form. 40

Several states, including those having the Uniform Securities Act,
exempt securities issued by an insurance company.14' In these states
the regulation of the issuance of securities is left to the insurance law.
However, insurance statutes were designed primarily for the protection
of the policyholder. Consequently, a purchaser of an insurance security
may enjoy little or no protection at the state level. On the other hand,
some states which exempt insurance securities from their general se-
curities statutes, do provide investor protection through special statu-
tory and regulatory provisions under the insurance law. 142

C. SPECIFIC PROBLEMS PERTAINING TO INVESTOR PROTECTION

The SEC has voiced concern over several aspects of stock promo-
tions of new life insurance companies. 43 When problems pertaining to
stock promotions arise in connection with life insurance companies,
there is an interplay of interest between the state insurance and securities
regulatory officials and the SEC. The primary responsibility for regu-
lating the insurance industry rests with the states.' However, insurance
regulation is focused mainly on the protection of the policyholder. The
federal securities laws were enacted for the protection of the investor,
with the responsibility for regulation falling upon the SEC. In an effort
to meet their respective responsibilities to both investors and policy-
holders, and at the same time to avoid eroding the principle of state reg-

139 UNIFORM LAWS ANN., ibid. at 84. See 1 Loss, supra note 108 at 96-105.
140 See UNIFORme LAWS ANNOTATED (Supp. 1964), ibid. at 60 for citations to

individual states.
141 1 Loss, supra note 108 at 65; UNIFORM SECURITIES ACT, §402(a) (5).
142 E.g., CALIF. INSURANCE CODE, §§820-860; ILL. INSURANCE CODE §157.1 and Ill.

Dept. of Ins. Rule 9.13, April 23, 1964.
143 It is obvious from a cursory review of the Commission's News

Digest over the past few months, that the public is being deluged
with a torrent of securities offerings by life insurance companies.
Many of these offerings involve unusual distribution methods not nor-
mally encountered in the sale of securities of non-life insurance
issuers. Also, many of these offerings are being made by companies
that do not have any history of operation or do not have a history
of profitable operations. In some cases, the market price for the
securities of these companies has been manipulated or the securities
have been sold by fraud.

SEC Staff Study as quoted by 2 PROCEEDINGS OF THE NATIONAL ASSOCIATION
OF INSURANCE COMMISSIONERS (1965) (Report of Subcomm. 12 To
Study Proper Control of the Formation, Ownership and Licensing of New
Life Insurance Companies, June 7, 1965, p. 2). See SEC, Report of Special
Study of Securities Markets, H. Doc. No. 95, Pt. 3 (1963) at 42.

144 See McCarran Act, 59 Stat. 33 (1945) as amended 15 U.S.C. 1011-15 (1958).
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ulation, the SEC staff members and representatives of the NAIC have
held extended discussions relating to those aspects of the new company
phenomenon of mutual inteest. As yet no final conclusions have been
reached; but the SEC has noted that, while it hopes to avoid numerous
formal actions, it has the power to cope with improper practices. It
urges that abuses be curbed promptly to avoid damage to the public
confidence in the business.1 45 We shall examine some of the problems
and comment on remedial action which has been or may be taken.

1. Failure to Register Under the 1933 Act
New insurance companies have frequently relied upon the intra-

state, the private offering or the Regulation A exemption to avoid
compliance with the federal securities laws. 148 In doing so, when the
circumstances do not warrant, these companies are depriving investors
of the protection which Congress intended them to have. An examina-
tion of these exemptions suggests that their availability to new life in-
surance companies is, in fact, quite limited.

a. Intrastate Exemption
Section 3(a) (11) exempts from the Securities Act
Any security which is a part of an issue offered and sold only
to persons resident within a single State . . . where the issuer
of such security is a . . . corporation, incorporated by and
doing business within such State ...

The exemption applies "only to local financing of such nature that it
may be practicably consummated in its entirety" within the state. For
the exemption to be effective, the securities must be found in the
hands of resident investors when the ultimate distribution is com-
pleted. This occurs when the securities are purchased "for investment
and not with a view to further distribution or for purposes of resale."
On the other hand, after the securities have actually "come to rest" in
the hands of a resident investor, who purchased without a view to fur-
ther distribution, the securities may be sold to a nonresident without af-
fecting the exemption. The entire issue must be distributed to residents.
If any part of the issue is offered or sold to a nonresident, the exemp-
tion is unavailable to all securities constituting a part of the issue, in-
cluding those sold to residents. Even a dealer who sells securities only
to residents risks civil liability for selling unregistered securities be-
145 See 2 PROCEEDINGS OF NAIC, supra note 143 at 12-1, 2 and Life Insurance

Association of America Monthly Report, March, 1965, p. 15.
146 See e.g., Special Study, supra note 143, at 42; In the Matter of Associated

Investors Securities, Inc., SEC Securities Exchange Act Release No. 6859
(July 24, 1962), CCH 1961-1964 FED. SEC. LAw REP. 76,858; In the Matter
of J. H. Goddard & Co., Inc., SEC Securities Exchange Act Release No.
7618, Investment Advisers Act Release No. 189 (June 4, 1965), CCH CuRRENT
FED. SEC. LAW REP. 77,251. For a company contemplating reliance upon
an exemption it is important to note that the person claiming an exemption
has the burden of proving that he is entitled to it. SEC Reg. §241.6721
(§231.4445) (1962) 2 CCH 1965 FED. SEC. LAW REP. ff22,753, 22,754.
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cause of the possibility of another dealer, for example, selling to a non-
resident or to a person who has a view to resale and does, in fact resell
to a non-resident. 1 47 Insurers who contemplate invoking this exemption
should be cognizant of its stringency.

b. Private Offering Exemption
Section 4(2) exempts from the registration and prospectus require-

ments of Section 5 those "transactions by an issuer not involving any
public offering." However, the statute does not define what con-
stitutes a "public offering." In SEC v. Ralston Purina Co., the United
States Supreme Court said that the crucial question is

whether the particular class of persons affected needs the pro-
tection of the Act. The focus of inquiry should be on the need
of the offerees for the protections afforded by registration. The
employees here were not shown to have access to the kind of
information which registration would disclose. 48

In another case the Second Circuit Court of Appeals said

. * * the governing fact is whether the persons to whom the
offering is made are in such a position with respect to the issuer
that they either actually have such information as a registra-
tion would have disclosed, or have access to such information. 49

As the Ralston case suggests, the number of offerees is not determina-
tive as to whether the offering is public or private. All relevant factors
must be considered.1

50

One consideration is whether the securities offered have come to
rest in the hands of the initially informed group of purchasers, or
whether this group acts merely as a conduit (having a view to resale)
in a wider distribution. Persons acting in this capacity are deemed
to be underwriters who constitute one part of the distribution process.
Persons to whom they offer to sell the stock may be in need of the in-
formation so as to render the private offering exemption unavailable.
If the purchasers do in fact acquire the securities with a view to public
distribution, the seller assumes the risk of civil liability for noncom-

14 See Letter of General Counsel, SEC Reg. §231.1459 (1937), 1 CCH 1965
FED. SEc. LAw REP. 1112260-2262; and SEC Reg. §2314434 (1961), 1 CCH
1965 FED. SEc. LAW REP. 12270-2277. If securities are sold a short time after
their acquisition, the inference (although not conclusive) would be that they
had not been purchased for the purpose of an investment. A similar infer-
ence arises if the seller is a dealer rather than a nonprofessional. Letter,
ibid. at 2262. Customarily, sellers obtain assurances from purchasers that
the purchase is not made with a view to resale. Reg. §231.4434 (1961) ; 1 CCH
1965 FED. SEC. LAW R P. 2272.

14s 346 U.S. 119, at 125, 127 (1953).
149 Gilligan Will & Co. v. SEC, 267 F. 2d 461, 466 (2d Cir. 1959).
15o E.g., SEC Reg. §231.4434 supra note 147 at 2272; Letter of General Counsel,

SEC Reg. §231.285 (1935), 1 CCH 1965 FED. SEC. LAW REP. 2740-44. See
In the Matter of Dempsey & Co., CCH 1957-1961 FED. SE. LAW REP. 76,585
(1958). See 1 Loss, SEcusrrEs REGULATION 654-55 (2d ed. 1961).
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pliance with the registration requirement.' 51 Presumably, offers made
solely to persons having access to information required in a prospectus
are the exception rather than the rule.

c. Regulation A
Section 3(b) authorizes the SEC to exempt a class of securities,

subject to such conditions as it may prescribe, if it finds that enforce-
ment of the Act is unnecessary in the public interest or for investor
protection by reason of the small amount involved or the limited char-
acter of the public offering. Such an exemption is available only where
the issue offered to the public is $300,000 or less. The purpose of this
section is to facilitate the raising of new capital by small business.15

Under this section the SEC has promulgated Regulation A. 15 3

Following revisions made in 1953, Regulation A, in effect, requires
a simplified prospectus for certain issues up to $300,000. No securities
may be offered under Regulation A until ten working days after filing
of a "notification," which includes certain required information. No
written offer of securities may be made under Regulation A unless an
offering circular containing specified information has been furnished
to the offeree. The exemption can be suspended for, among other things,
violating the antifraud provisions.. 54

The $300,000 limitation on the amount which can be raised impairs
the utility of Regulation A exemption for life insurance companies.
As will be discussed below, this amount may be substantially less than
adequate in lauching a new life insurance company. However, in this
connection we note that thirty-five states have capital and surplus
requirements of $300,000 or less,155 and forty-nine new companies or-
ganized in 1964 had initial capital and surplus of $300,000 or less.""

d. State Cooperation
The SEC is in no position to scrutinize closely all new life insur-

ance companies from their incipiency. Individual state insurance de-
partments occupy a more strategic position. New insurers must obtain
a license and must renew it in subsequent years. If the department is
cognizant of the securities requirements it could, perhaps, refuse to
license a company until the insurer registers with the SEC. Or, if the
department lacks sufficient discretionary power to refuse a license on
this basis, it could suggest that the company file with the SEC. If the
company refuses, the department could inform the SEC, which could
then compel compliance in appropriate cases.

151 SEC Reg. §231.4552 (1962), 1 CCH 1965 FED. SEC. LAw REP. 2770 at 2777.
152 See 1 Loss supra note 150, at 612.
153 SEC Reg. §230.251-.263 (1956), 1 CCH FED. SEc. LAw REP. 12359-71.
154 See 1 Loss, supra note 150 at 610-11, 619-26.
155 See note 411, infra.
156 Best's Life Insurance News, March 1965, p. 14.
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2. Unorthodox Stock Distribution
Typically, when a new company organizes and seeks public financ-

ing, it contracts with a group of professional underwriters to handle
the distribution. The stock is then distributed from the issuing cor-
poration, through the professional underwriters, brokers and dealers
to the investing public. However, the promoters of a new life insurance
company frequently by-pass the use of a professional by organizing
their own captive underwriter. In some instances the underwriter forms
and owns the new insurer. For example, the prospectus of one life
insurance company stated that an investment corporation

was established for the sole purpose of underwriting and selling
the stock of the Company [insurer]. . . . Its [the investment
company's] stock is wholly owned by who will thus
personally be able to profit from the underwriter's commission
payable upon the sale of the stock hereby offered. He is the
proposed Chairman of the Board [of the insurer].... [O]fficers
of the [insurer] . . . will be licensed as securities salesmen with
[the investment company] . . . and thus will personally profit
from the sales commissions ....

The prospectus also revealed that the commission rates on the sale of
stock of this company were 15 per cent.1 57 Total commissions and
expenses exceeded $1.3 million, the bulk of which went to the organ-
izers as commissions.'1  Consequently, before the company even be-
came a going concern, its organizers garnered a substantial return by
having the underwriting commissions paid to themselves rather than
to a professional underwriter. This is a common method for distribut-
ing the stock of new life insurance. 59

Both the NAIC and several states have recognized the potential for
abuse in the area of promoters' commissions, discounts and expenses. 6 0

For example, an NAIC subcommittee recommended that organizers be
required to disclose to regulatory authorities "all promotional cost
spent and to be spent." It was also recommended that the regulatory
authority

57 In some public offerings of stock of new life insurance companies, no un-
derwriting commissions are paid when no professional underwriter is used.
Prospectuses in file; see note 15 supra.

5s This information was derived from the company's prospectus and Best's
Life Insurance Reports (1964).

159 E.g., one prospectus stated that the new life insurance company's stock
distribution was handled by a newly licensed securities dealer. The under-
writer's stock was solely owned by the president of the insurer. Commis-
sions were paid at a rate of 12%. Another prospectus revealed that the
underwriters performed such function in connection with the organization's
three other life insurance companies but otherwise they have not been in-
volved in the selling of securities.

160 A hearing before a state securities department (Jan. 1963) revealed that in
purchasing a life insurance company, a promoter paid $.50 per share of
stock. Within a few days he sold some of his stock at $2.00 per share. He
asserted that a promoter should be compensated for his services but ad-
mitted that he had not rendered services in this few day period.
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be given the power to determine what are promotional expenses
and that such promotional expenses shall not exceed 10% of the
selling price of the entire issue of capital stock sold to the
public.'6"

California considers options to promoters to be a promotional expense
and as such should be justified "by a showing of the nature of the serv-
ices or other consideration justifying the grant of the options." Fur-
thermore, the total of all expenses (including the value of such options)
cannot exceed 10 per cent of the amount actually paid for the capital
stock.

16 2

When professional underwriters and dealers are bypassed, the like-
lihood of irregularities in the distribution process may increase since
the distribution is being handled by persons with little or no experience
in selling securities. Since the enforcement of a law rarely keeps pace
with widespread infractions, intentional or inadvertent, the public in-
vestor may be adversely affected. 163

Some new life insurers have attempted not only to distribute stock
through its directors and officers, but also through its agents. 164 When
the officers and directors distribute the stock (with or without commis-
sion) they may be considered "underwriters" as defined by the Securi-
ties Act of 1933.165 An agent selling his companys' stock for the com-
pany could also be deemed an "underwriter." As such, the directors,
officers and agents would be obligated to deliver prospectuses and
comply with the statute's other requirements. They would also be subject
to the statute's liabilities. This potential liability should either deter
nonprofessionals from acting as securities salesmen or, at least, enhance
investor protection by encouraging prospectus distribution. It would
not, however, protect the investor from the mistakes attributable to the
seller's lack of experience in this area.
1612 PROCEEDINGS OF THE NATIONAL ASSocIATION OF INSURANCE COMMISSIONERS

512 (1959).
162 Calif. Dept. of Ins. Memorandum, Nov. 25, 1964, as amended Jan. 15, 1965.

Other states also impose limitations on promotion and selling expenses. E.g.,
IOWA CODE §506.4 (Supp. 1963) (15%) ; TEXAS REv. Civr STAT. ANN. Art.
581-9B (1964) (20%). "The terms 'fraud' or 'fraudulent practice' shall in-
clude . . . the gaining, directly or indirectly, through the sale of any se-
curity, of an underwriting or promotion fee or profit . . . so gross or ex-
orbitant as to be unconscionable." TEXAS REy. Civr STAT. ANN. Art. 581-4F
(1964).

163The SEC has expressed concern over the unorthodox distribution of securi-
ties via nonprofessional underwriters. See note 143 supra and LIAA Monthly
Report, March 1965, p. 15.

164 Hearings before a state securities department (Jan. 1963).
165 "The term 'underwriter' means any person who . . . offers or sells for an

issuer in connection with the distribution of any security. . . ." Securities
Act of 1933, §2(11), 1 CCH 1965 FED. SEC. LAW REP. 522. One prospectus
noted that "The offering is being made by the Company and its Officers and
Directors, without an underwriter. While there is no underwriting commit-
ment and no compensation or commissions will be paid in connection with
this offering, such Officers and Directors may be deemed to be 'Under-
writers' as that term is defined in the Securities Act of 1933."
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The Michigan Corporation and Securities Commission has adopted
a direct approach in countering abuses resulting from the nonprofes-
sional broker-dealer technique. According to department policy, a public
offering of a new insurance company may not be sold in whole or in
part by or through a broker-dealer affiliated with the insurer or persons
having affiliations common to both.'66 In addition to obviating the
potential abuses described above, the prohibition of the use of captive
broker-dealers, compels the use of professionals who are under a
higher degree of fiduciary obligation to their clients. This duty, coupled
with the fact that their interest in the sale of the stock may not be as
strong as that of the promoters, renders the possibility of overselling
less likely than if the promoters carried out their own distribution.

3. Misleading Statements
One technique employed in the sale of new life insurance company

stock has been aptly described as the "shell-game phenomenon." The
prospect is induced to concentrate on the favorable results of long
established, successful companies while at the same time he is persuaded
to speculate in untested securities issued by new insurers. 16 7 For ex-
ample, the salesman of Company XYZ may illustrate that $10,000
invested in Company ABC in 1954 would be worth $150,000 in 1964.
The phenomenal success of some older companies furnishes the spring-
board for the sale of stock in new and untried ventures.16 8 This type
of representation has been held to violate the antifraud provision of
the federal securities acts. The failure to point out the material differ-
ences between the securities of long-estabished, well-known companies
with substantial assets and insurance in force at the beginning of the

:66 Letter from Michigan Corporation and Securities Commissioner to Author,
August 24, 1965. Many states would appear to have sufficient statutory au-
thority to prohibit "captive" underwriters if they have proved to be a
problem. Those states under the "fair, just and equitable" doctrine could
deny registration. In addition, some states, such as Texas, provide that

If it appears to the Commissioner at any time that the sale or pro-
posed sale or method of sale of any securities . . . would tend to
work a fraud on any purchaser thereof or would not be fair, just
or equitable to any purchaser thereof, the Commissioner may ...
(after appropriate notice and opportunity for hearing) issue a
written cease and desist order....

TEXAS REv. CIVIL STAT. ANN. Art. 581-23A (1964). Recently, the SEC has
brought action against a brokerage firm alleging among other things that
sales of a life insurance stock were made without disclosing that the firm
and the insurer were under common control. See The National Underwriter,
Oct. 30, 1965, p. 10.

67 Pfeffer, Measuring the Profit Potential of a New Life Insurance Company,
J. of Risk and Ins., Sept. 1965, p. 413.

16SAddress by Superintendent Stern (N.Y.), Chicago Conference for Young
Life Insurance Companies, Sept. 1-2, 1965, p. 7; Ins. L. J., Oct. 1964, p. 613;
The National Underwriter, March 27, 1965, p. 4; Changing Times, May 1965,
p. 35; and Forbes, May 1, 1965, p. 21. See In the Matter of George J.
Mitchell, Jr. Co., Securities Exchange Act Release No. 6433 (1960), CCH
1957-1961 FED. SEc. LAw REP. 76,735.
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growth period cited, and the securities of new companies is deemed to
be materially misleading.169

Some sellers of life insurance stock have also seized upon state
regulation and the life insurance industry's reputation for safety as a
basis for assuring profits in advance. For example, one brochure stated

Like commercial banks they [life insurance companies] are so
closely supervised and protected by government agencies that it
is almost impossible for them to lose money on operations.

Profits can be assured in advance. Life insurance is the only
type of business able to assure itself, legally, of a profit each and
every year. 170

Another brochure contained statements to the effect that, because of
state laws and regulations, investment in life insurance stock is un-
usually safe and that the life insurance business is the only business
whose profits could be assured of in advance.'171 These representations
have also been held to be misleading.1 72 Policing the number and va-
riety of deceptive and misleading statements in connection with the
sales of securities imposes a staggering burden on both state and
federal securities regulators. Nevertheless, vigorous enforcement of
antifraud provisions certainly affords some deterrence.

Furthermore, an investor may have a private right of action under
the securities statutes' antifraud provisions, although no specific sec-
tions in either statute create such a right. Some courts have held that
the violation of either Section 17(a) of the Securities Act of 1933 or
Section 10(b) of the Securities Exchange Act of 1934 by the use of
fraudulent devices impliedly creates a civil liability which may be en-
forced in the courts. 7 3 This liability has been predicated on a tort
doctrine.

It is also true that there is no provision in Section 10 or else-
where expressly allowing civil suits by persons injured as a
result of violation of Section 10 or of the Rule. However, 'The
violation of a legislative enactment by doing a prohibited act, or

169 See Mitchell case, ibid. and In the Matter of Whitehall Corp., Exchange
Act. Rel. No. 5667 (1958), CCH 1957-1961 FED. SEc. LAw REP. 76,573.

'170 See Case Publication Order No. CP-231, Texas State Securities Board,
May 28, 1965.

'' fMitchell case, supra note 168. See a similar representation in the Whitehall
case, supra note 169.

172 Mitchell case, supra note 168 and Texas Securities Board Order supra
note 170.

173 Osborne v. Mallory, 86 F. Supp. 869 (S.D. N.Y. 1949). See also Fratt v.
Robinson, 203 F. 2d 627. (9 Cir. 1953) (defrauded party has civil cause of
action under Rule lab-5 even though transaction was purely private, having
no relation to any securities exchange, stock dealing organization or any per-
son connected with the over-the-counter market). Robinson v. Difford, 92
F. Supp. 145 (E.D. Pa. 1950); Speed v. Transamerica Corp., 71 F. Supp.
457 (D.C. Del. 1947). Additional authority cited in 3 Loss supra note 150
at 1763 (f.n. 260, 261).
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by failing to do a required act, makes an actor liable for an
invasion of an interest of another if: (a) the intent of the en-
actment is exclusively or in part to protect an interest of the
other as an individual; and (b) the interest invaded is one
which the enactment is intended to protect. .. .' Restatement,
Torts, Vol. 2, Section 286. This rule is more than merely a
canon of statutory interpretation. The disregard of the com-
mand of a statute is a wrongful act and a tort.1 7 4

Until recently, the Supreme Court has not considered the question of
an implied private right of action under any section of the federal
securities law.175 However, in 1964, the Court held that such a right
does exist on the basis of alleged proxy rule violations.176 While Sec-
tion 14(a) provides no specific private right of action, the fact that
the rules adopted thereunder are for "the protection of investors"
implies the availability of private recourse to the courts. Identical
language appears in Section 10(b). This suggests that the Court would
reach the same conclusion with respect to a private right of action
under the antifraud Rule 10b-5.177

4. Manipulation
Many of the ingredients of a stock promotion may be inocuous

when each is viewed individually. However, a combination of such
elements may result in manipulation.

One promotional technique is the creation of the appearance of
scarcity when this, in fact, is not the case. This impression may be
achieved through limitations, or apparent limitations, on the amount of
stock to be distributed. For example, the promoter might say that only
10,000 shares have been allocated to a particular community or geo-
graphical area, or, only 1,000 shares will be sold to any one person.
The later limitation may be refined by the "center of influence" ap-
proach. Here, various persons are contacted and informed that they will
receive, for example, 500 shares in return for 25 names of potential
purchasers. The "center of influence" may be required to make ap-
pointments or actually participate in the meeting with the 25 prospects.
Each prospect may be limited to the purchase of 300 shares. Through
these limitations, whether alleged or real, the appearance of scarcity

174 Kardon v. National Gypsum Co., 69 F. Supp. 512 (E.D. Pa. 1947). The
court also suggested an alternative basis for the decision. Section 29(b)
provides that the contracts violating the Act are void. This implies a remedy.
The statute would be of little value, otherwise. See POSNER, FEDERAL REGU-
LATION OF SECURITIES 20 BUSINEss LAWYER 595, 604-06 (1965).

175 Posner, supra note 174 at 595.
176 J. I. Case Co. v. Borak, 377 U.S. 426 (1964).
177 See POSNER, supra note 174 at 613. Although this "same word" analysis is

inapplicable to Section 17(a), because of the similarity between Section
17(a) and Rule lOb-5, it is likely that the Court would reach the same
conclusion concerning Section 17(a). In this instance, it might resort to the
statutory tort theory even though this theory was not used in the Borak case.
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is created. In addition, affirmative misrepresentations or innuendos
may be used in attempting to sell the stock. The combination of pres-
sure selling, glowing representations as to the company and its stock
and the apparent scarcity of the stock, all tend to induce prospective
investors to purchase the amount offered to them and to enter the open
market to acquire additional stock for which their appetite has been
whetted. The resulting increased demand in the open market drives
up the price of the stock. As a consequence, investors purchase addi-
tional shares at a higher price induced by an artificially created demand,
not by a genuine demand inspired by the merits of the company and its
prospects. Eventually, the market price of the stock may decline to a
more realistic level. In the meantime, however, the promoters may have
sold their shares, leaving the average investor a victim of their mani-
pulation.

Another manipulative technique, designed to enhance the value of
the promoter's stock, involves intentional oversubscription. The pro-
moters limit the offering to an amount significantly less than the an-
ticipated demand. To the extent the offering is oversubscribed, the
money is refunded to the prospective investor. The refusal and return
of the subscriber's money tends to whet his appetite to a greater degree
than when he originally subscribed to purchase the stock. Thus, the
"after market" is favorably conditioned. When trading of the stock
commences, an initial reservoir of demand has been generated, and
tends to drive up the price.

The intentional oversubscription technique may have a direct im-
pact on the policyholder of a new company. Subsequently, it will be
shown that new companies frequently find it necessary to resort to
repeated stock offerings in their early years to raise additional capital.
Second issues may or may not be successful in raising sufficient funds
depending upon the vagaries of the market. At least from the stand-
point of a sound financial structure (policyholders' safety), it would
be advantageous for a new company to obtain as much capital as
possible at the outset. To intentionally limit the amount of funds
obtained by the company, for the purpose of enhancing the market
value of the stock, may be injurious in the long run to both the average
investor who is caught up in this manipulation and the policyholder
who is depending upon the company's financial stability. The deterrence
of this practice would directly benefit both.

The above examples are illustrative, not exhaustive, of the types
of manipulative techniques employed by some promoters. It is even
conceivable that variations on the classic "washed sales" or "matched
orders" methods are utilized despite specific prohibitions at the federal
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level. 17 There are undoubtedly other methods which we have not
touched upon.

The SEC possesses several legal sanctions which it can bring to
bear upon those stock promotions falling within its jurisdiction. In
addition to the specific prohibitions found in Section 9 of the Securities
Exchange Act, there are the general antifraud and manipulation sec-
tions. The primary difficulty appears to be the discovery of abuses
rather than the lack of sufficient statutory authority to act. State
regulators are closer to the pulse of local stock promotions. Whereas
a group of promoters may attempt to avoid federal scrutiny by relying
on the exemptions, in most cases the stock issue must be registered at
the state level. Furthermore, a new insurer must be licensed by the state
insurance department. Here again it is subject to regulatory scrutiny.

In states whose securities laws embody the regulatory approach,
the securities commissioner possesses the means to counteract ques-
tionable practices in their incipiency. With the ultimate sanction of
refusing to register the stock, thereby prohibiting its sale, the com-
missioner is in an excellent position to bring pressure to bear on the
promoters to eliminate objectionable features in the stock offering.
Thus, factors which lend themselves to manipulation can be screened
out in advance.

5. State to State Movement
There is ample evidence that it is not an uncommon practice for a

promoter, or group of promoters, to move from state to state or-
ganizing new life insurance companies. 7 9 Some promoters, who could
appropriately be called transient promoters, have cut their ties with
their earlier promotions, often leaving in their wake a string of failing
life insurance companies. s0 Other promoters organize new companies
which are related to each other through financial ties (e.g., holding
companies) or through service, consulting, management or other types
of contracts.' 8 '

a. Transient Promoters
Transient promoters who terminate association with their former

17s See Pfeffer, supra note 167 at 415. For discussion of "washed sales" see
text, p. 202.

179 BEsT's LIrFE INSURANCE REPORTS (1965) lists the names of promoters, princi-
pal officers and directors, sometimes indicating prior insurance connections.
BEST'S also indicates affiliated groups of companies.

18OFor example, one executive left four companies of which only one had a
profit in 1964. One suffered a loss. Two were retired. Nine other executives
left one or more cnmpanies which either suffered a loss or were retired.
These examples were derived from a cursory survey of BEST's LIFE INSUR-
ANCE REPORTS (1965) which sometimes gives the principal officers' prior
experience. Where names of former companies are given, such companies
can be traced back. An extensive, detailed survey of BEST'S would undoubt-
edly reveal additional examples. Furthermore, many new and small opera-
tions do not appear in BEST'S.

181 BEST's LIFE INSURANCE REPORTS (1965) and prospectuses in files.

[Vol. 49
42 of 156

1969 LR life insurance companies their promotion and regulation 156p bonknote.pdf



NEW LIFE COMPANIES

companies have little interest, from an insurance viewpoint, in the re-
sults of their promotions. At least, it is difficult to reach any other
conclusion in view of their short-run participation in a venture which
is inherently long run in nature. These promoters, who frequently
have little experience in the insurance business, have no roots in the
community. They profit from local stock promotions by reaping mone-
tary reward in the form of stock commissions and in the form of gains
from a rising market. Shortly thereafter they move on to another state
repeating the same cycle.18 2 The investing public wants life insurance
stocks. The promoter seeks to capitalize on this desire.

Both California and Iowa have translated their concern over tran-
sient promoters into affirmative action. The California Department of
Insurance guidelines provide that the promoters, initial directors and
initial officers as a group must purchase a substantial portion of the
original issue for cash and on the same terms as offered to other in-
vestors. Ordinarily this portion is not to be less than 25 per cent of
the first $1,000,000 and not less than 15 per cent of the excess over
$1,000,000. Each person investing in the company pursuant to this re-
quirement must execute an agreement for the benefit of the company
and its shareholders to the effect that he will not sell, transfer or en-
cumber such shares without the Commissioner's consent unless in ac-
cordance with the following schedule: 5 per cent after each of the
first and second years, 10 per cent after the third year, 20 per cent
after the fourth year, and the remainder after five years. 8 3 The re-
quirement of a substantial investment coupled with restrictions on the
alienability of the stock prevents the promoter from operating in a
"hit and run" fashion-i.e., promoting new companies and then selling
their holdings in rapid succession-and assures the promoters' con-
tinued interest in the company as a going company for a period of
several years.

The Iowa Department of Insurance has promulgated several re-
quirements paralleling those of California. The promoters must invest
their own funds in at least 20 per cent of the proposed issue, they
cannot alienate their holdings for a three year period, they cannot ac-
quire securities at less than the public offering price, and they are
limited as to stock options. In addition, the Department requires that
the chief executive officer be a bona fide resident of the state.18 4

182 For description of a typical local stock promotion, see text pp. 180-181.
183 Calif. Dept. of Ins. Memoranduw supra note 162. In Illinois, promoters must

deposit in escrow enough money to purchase at least 15% of the shares at
the public offering price. These shares are to be held in escrow and not dis-
posed or for a period of at least three years. Ill. Dept. of Ins. Rule 9.13
§7, April 23, 1964.

184 Iowa Dept. of Ins. Ruling T6, Nov. 12, 1963. Similarly, the New York De-
partment requires "[n]on-alienation commitments from insiders and agents
that stock sold to them in connection with new or later financing shall be
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Both the California and the Iowa substantial investment require-
ments may indirectly prevent wholesale alienation of the promoters'
stock after the specified period of five years and three years respec-
tively. An attempt to "unload" substantial blocks of stock for a "quick
profit" could depress the market, thereby discouraging such an attempt.

The SEC can partially fill the gap in investor protection in those
states where the regulator lacks the power to promulgate such regula-
tions or is unwilling to do so. The SEC could require promoters to
disclose in the prospectus not only prior experience and the companies
with which they were associated, but also some concise statement on
the financial condition of such companies. The prospective investor
in the promoter's new venture is entitled to know whether the
promoter's previous endeavors have been successes or failures. Simi-
larly, the SEC could require promoters to disclose attempts to register
the securities in other states and whether such attempts were denied.
Presumably, prospective investors would be highly interested in know-
ing about previous denials and the reasons for them. If the transient
nature of the promoters is revealed, investors may be less enthusiastic
to finance such a venture.

b. Affiliated Groups
Other promoters organize companies in different states, yet retain

affiliation with the original companies.1 85 For example, the New York
Insurance Department, in checking a proposed subscription for stock,
found that six of the promoters owned significant amounts of stock
in one or more other newly organized companies. 186 Typically, there
is a substantial interlocking between the board of directors, manage-
ment and ownership of the affiliated companies. 8 7 Sometimes the tie
is based upon a service, management or other type of contract.',, Some
persons even act as president of two or more life insurance companies
domiciled in the same state.'8 9 (Iowa applies one antidote to this prac-

held for a period of not less than two years." 106th ANNUAL REPORT OF THE
SUPERINTENDENT OF INSURANCE TO THE NEW YORK LEGISLATURE COVERING
1964, p. 25.

185 A cursory survey of BEST'S LIFE INSURANCE REPORTS reveals more than 20
affiliated groups of companies. A more extensive inquiry presumably would
reveal additional examples. Furthermore, many of the newer companies are
not reported in detail in Best's. If figures on these companies were available,
the number of affiliated groups, we believe, would be substantially higher.

18c N.Y. Report supra note 184 at 24.
187 An example from BEST'S LIFE INSURANCE REPORTS (1965) lists an insurance

executive as chairman of the board of five companies and as director of a
sixth company. Nine other members of management held between two and
six positions apiece as officers or directors in these companies. The authors
have similar examples in their files.

188 E.g., one member of an affiliated group contracted with another member
to provide the latter with underwriting, accounting, issuing, etc. service in
consideration of 12%% of first year premiums and 3% of renewal pre-
miums. Prospectus in authors' file.

189 For example, a company in BEST'S LIFE INSURANCE REPORTS (1965) lists an
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tice by requiring the chief executive officer of the new company to
"devote his entire time to such duties .... )190

This type of operation prompts the question: When a promoter
organizes a new company in another state, while at the same time
retaining his relationship with the old company, is he involved in a
conflict of interest situation? In other words, should the old company
alone be entitled to the promoter's efforts in the development of a
potential insurance market? This question becomes more acute when
an individual is the principal officer of two or more companies which are
domiciled in the same state and are competing in the same market. Being
a principal officer or director of the old company involves a fiduciary
obligation to that company and to its stockholders' 91 which may be
breached by the promotion of new ventures.192 In the case of Guth v.
Loft, Inc., the Delaware Supreme Court said the obligation is one

... that demands of a corporate officer or director... the most
scrupulous observance of his duty, not only affirmatively to
protect the interests of the corporation committed to his charge,
but also to refrain from doing anything that would work injury
to the corporation, or to deprive it of profit or advantage which

individual as Vice President, Chairman of the Board and President, Vice
President and Director, and President and Director, of three companies incor-
porated and licensed only in the same state and one company licensed in
four states. Each of four other officers simultaneously hold top management
positions in each of the four companies.

190 Ia. Dept. of Insurance Rule T6, Nov. 12, 1963.
191 E.g., McCandless v. Furland, 296 U.S. 140 (1935); Perlman v. Feldmann,

219 F. 2d 173 (2d Cir. 1955), cert. denied 349 U.S. 952 (1955); Orlando
Orange Groves Co. v. Hale, 107 Fla. 304, 144 So. 674 (1932); Manson v.
Curtis, 223 N.Y. 313, 119 N.E. 559 (1918).

192 Possibly on the theory of usurpation of a corporate opportunity. See 19
Ams. JuR. 2d Corporations §§1311-12 (1965). Such a theory is based upon the
duty of a fiduciary to act with undivided loyalty, Raines v. Toney, 228 Ark.
1170, 313 S.W. 2d 802 (1958), and is one manifestation of the general rule
that requires the utmost good faith of an officer or director in exercising
his corporate duties. Guth v. Loft, Inc., 23 Del. Ch. 255, 5A. 2d 503 (Sup. Ct.
1939). A director or officer who violates his duty by seizing a corporate
opportunity is chargeable as a constructive trustee for the benefit of the
corporation with all profits and benefits he receives from such transactions.
Diedrick v. Helm, 217 Minn. 483, 14 N.W. 2d 913 (1944).

[T]he true basis of the governing doctrine rests fundamentally on
the unfairness in particular circumstances of a director or officer,
whose relation is fiduciary, taking advantage of an opportunity for
his personal profit when the interest of the corporation justly calls
for protection. Some cases support the view that when a corpora-
tion is engaged in a certain business, -and an opportunity is presented
to it embracing an activity as to which it has fundamental knowledge,
practical experience, and ability to pursue, which is logically and
naturally adaptable to its business, having regard for its financial
position, and is consonant with its reasonable needs and aspirations
for expansion, the opportunity is in the line of the corporation's
business.

19 Am. JuR. 2d Corporations §1312 (1965), citing Central Ry. Signal Co. v.
Longden, 194 F. 2d 310 (7th Cir. 1952); Durfee v. Durfee & Canning, Inc.,
323 Mass. 107, 80 N.E. 2d 522 (1948) ; Diedrick v. Helm, supra.
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his skill and ability might properly bring to it, or enable it to
make in the reasonable and lawful exercise of its powers. 9 3

Of course, the facts in each individual case determine whether or not
the fiduciary obligation is violated.194 But, in view of the proliferation
of affiliated groups and common managements, it appears that at least
some boards and managements would be hardpressed to explain away
potential conflict of interest situations.

A 1965 prospectus of a new life insurance company revealed a
particularly striking situation. The new company is to use the agents
of an affiliated company which was licensed to do business in the new
company's domiciliary state. That is, competing companies in the same
area intend to utilize the same agency force.

Instead of organizing affiliated new companies, why do not the
promoters expand the insurance operations of the original company,
which possesses at least some experience and reputation, rather than
commence a new venture? There are at least two possible reasons.
First, the creation of a new local company in another state holds the
promise of a successful stock flotation. This is accomplished through
the use of influential local personalities in the stock promotional cam-
paign. This motive may or may not be totally divorced from consider-
ations of the company as a life insurance operation. 9 Second, organ-
izing a new company in the state to be entered, in lieu of expanding
the old company's operations into that state, may avoid the applica-
bility of the stringent registration and disclosure requirements of the
Securities Act of 1933. The frequent, but inappropriate, use of the
intra-state exemption by new companies suggest a desire to avoid
public disclosure of pertinent information. 96

The merger technique appears to have been dovetailed with the
local promotion technique to achieve a double impetus to the market
value of stock held by the promoters of an affiliated group of com-
panies. A promoter (or team of promoters) organizes and operates a
life insurer in State A. He then inaugurates a second company in State
B, issuing securities by means of a local promotion. The second com-
'9323 Del. Ch. 255, 5A. 2d 503, 510 (Sup. Ct. 1939).
194 Whether or not a director or officer has appropriated for himself something

that in fairness should belong to his corporation is a factual question to be
decided by reasonable inference from objective facts. Johnston v. Greene,
35 Del. Ch. 479, 121 A. 2d 919 (Sup. Ct. 1956).

195 It may be that a locally domiciled company would achieve more ready ac-
ceptance by the local insurance buying public.

196 See e.g., In the Matter of Associated Investors Securities, Inc., Securities
Exchange Act Rel. 6859 (1962), CCH 1961-1964 FED. SEc. LAW REP. 76,858,
in which the SEC found that there had been a willful violation of the Act's
registration provisions (in effect saying the respondents knew that the intra-
state exemption did not apply). In his oral report, Glendon Johnson of the
American Life Convention noted that in conversations with the SEC, the
SEC has expressed concern over new insurers' use of the intra-state exemp-
tion. ALC Meeting, Milwaukee, Wisconsin, April 26-27, 1965.

[Vol. 49

46 of 156

1969 LR life insurance companies their promotion and regulation 156p bonknote.pdf



NEW LIFE COMPANIES

pany is typically tied to the first through a management or service
contract. After a time, the second company is merged into the first
with the expectation of stimulating increased market value in the stock
of one or both companies. Both the local promotion and the subsequent
merger transaction give impetus to the market value of the company's
stock.

197

Inherent in such an interlocking management situation are poten-
tial conflict of interest problems stemming from the fiduciary obliga-
tions of directors and officers common to both companies. In the merger
negotiations the non-insider stockholders are subject to the risk of
having their interests bargained away by a management which is rep-
resenting both sides. Potential for abuse exists since the negotiator,
while owing equal duties to both companies, may be tempted to act in
favor of one, in which he has a greater interest, to the detriment of
the other. 98

297 Recently, one member of an affiliated group of companies merged into an-
other member while at approximately the same time a new member of the
group was being organized in another state. If the merger was prompted
by economies of running a life insurance business, some might ask why a
new company was formed instead of expanding the operations of one of
the existing companies. It could be argued that stock promotion considerations
perhaps constitute a part of the answer.

198 "The most widely accepted view is that transactions between corporations
having common directors or officers may be avoided if unfair, and, con-
versely, may not be avoided if fair." 19 Am. JuR. 2d Corporations §1307
(1945). However, the courts scrutinize very closely transactions between
two corporations having common directors. Geddes v. Anaconda Copper
Mining Co., 254 U.S. 590 (1921). There is also some possibility that federal
law will apply in the future to interlocking directorates in the insurance
business. The Clayton Act has long prohibited interlocking directorates in
certain situations, but the immunity conferred upon insurance by the Alc-
Carran Act, 59 Stat. 34, as amended 15 U.S.C. §1012(b) (1958), has thus far
protected insurance company directors from federal action. The Clayton Act
provides:

No person at the same time shall be a director in any two or
more corporations, any one of which has capital, surplus, and un-
divided profits aggregating more than $1,000,000, engaged in whole
or in part in commerce . . . if such corporations are or shall have
been theretofore, by virtue of their business and location of opera-
tion, competitors, so that the elimination of competition by agreement
between them would constitute a violation of any of the provisions
of any of the antitrust laws.

38 Stat. 732 (1914), as amended 15 U.S.C. §19 (1958). In recent years the
federal government has begun systematically to enforce this provision. United
States v. W. T. Grant Co., 345 U.S. 629 (1953) ; United States v. Sears,
Roebuck & Co., 111 F. Supp. 614 (S.D.N.Y. 1953). In the latter case the court
held that Congress intended "to nip in the bud incipient violations of the anti-
trust laws by removing the opportunity or temptation to such violations
through interlocking directorates." Id. at 616.

That McCarran Act immunity for insurance may not be permanent is
indicated by a recent House Judiciary Antitrust Subcommittee staff study.
The study recommended that consideration be given to supplanting state
regulation in the area of vertical management interlocks between insurance
companies and companies financed from insurance company investment funds
with new federal controls. While admittedly the situation of merging new
companies with common directors or officers is a different matter, the study
also concluded that state laws with respect to horizontal interlocks of cor-
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A stockholder of one of the affiliated companies may bring suit
against the company's board of directors and management if he be-
lieves that there has been a breach of fiduciary duty stemming from
conflict of interests. At best, however, this after-the-fact remedy is an
expensive and tedious one. Few stockholders would be willing to
shoulder the burden of commencing such litigation. Consequently, re-
liance on the availability of judicial recourse is unlikely to constitute
a strong deterrent to future action by other promoters in similar situ-
ations.

In those states having the "fair, just and equitable" doctrine, it
would be possible for the regulator to prevent the issuance of securities
of a new insurer whose management, promoters or directors are affili-
ated with another insurer unless it can be shown to the regulator's
satisfaction that no conflict of interest exists. For example, in Texas,
determination as to whether the proposed plan of business meets this
standard involves consideration of "reasonable safeguards against pos-
sible conflicts of interest between management and other sharehold-
ers."199 However, not all states have or would be willing to exercise
this power. Here, again, the SEC can partially fill a void in investor
protection by requiring management connections with other insurance
companies to be disclosed, thereby cautioning the investor of potential
conflict of interest situations200

6. Stock Options to Agents
The use of stock options to agents as a means of developing an

agency force raises several regulatory questions as to both investor
and policyholder protection. The former will be discussed here and
the latter in a subsequent section.

a. Dilution
As the agents exercise their options, shareholders' equity becomes

diluted.20 1 Agents have an opportunity to offset dilution of their in-

porate management in the insurance industry are ambiguous and remain to
be clarified by judicial interpretation or further state action. See Washington
Insurance Newsletter, No. 794, March 22, 1965. On the other hand, New York
Superintendent of Insurance, Henry Root Stern, Jr., countered the study
insofar as it applied to the State of New York by stating that even the most
cursory examination of the official records of New York State by the study
group would have disclosed the state insurance department's vigilant interest
in interlocking directorates. See The National Underwriter, May 29, 1965,
p. 1.

199 Administrative Interpretation of Section 7C(2) and Section 10A of the
Securities Act of Texas (no date given).

200 The SEC may require "such other information . . .necessary or appropriate
in the public interest or for the protection of investors." Securities Act of
1933, §10(c), 1 CCH 1965 FED. SEC. LAw REP. 637. Some prospectuses in the
authors' file show information on affiliations with other insurance compan'es.

201 To earn the option the agent must write some business. To the extent this
business has value the company (and its stockholders) receives some quid
pro quo. Thus, there may be some hidden value offsetting the dilution of
the stockholders' equity. Chenault, Comments on Accounting for Stock Op-
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terest by earning more shares. On the other hand, non-agent public
shareholders, if any, who do not have the opportunity to acquire stock
via the option route, cannot offset a dilution of their equity interest.
They may provide a substantial portion of risk capital while a select
group of option recipients are in a position to receive the greatest gain.
However, this situation does not appear to call for additional remedial
action, at least with respect to those companies registering under the
federal acts, since the SEC apparently requires this characteristic to be
explained in the prospectus under the Securities Act of 1933.202 In
these cases an investor recives sufficient warning to enable him to make
an informed judgment.

b. Agents Inducing Stock Purchases
A potential problem, if not an already existing one, involves agents

proclaiming the virtues of their stock in violation of the federal securi-
ties laws. An agent functioning under a stock option program possesses
a vital financial interest in the market level of that stock. The greater
the demand which can be generated for the stock, the greater will be
its value to him. Thus, it is only natural for an agent to extoll the
value of such stock (every word of which he may believe) when he
meets with his life insurance prospects, friends and business acquaint-
ances. In fact, it appears that some agents, who have retained their
affiliation with another company, have "touted the stock of the new
company and compared their old 'first line' company unfavorably to
the new one . . .-203 Furthermore, it appears that in addition to the
natural inclination of agents to extoll the stock of their company,
members of the company's management, who also own shares, may
urge the agents to do so. One company executive in a letter to his com-
pany's agents discussed not only their life insurance sales but also the
importance of keeping "the demand (for the company's stock) high and
the supply low." It is a short step from this type of communication to
one urging the agents actively to stimulate demand for the stock.2

0
4

tions Issued by a Life Insurance Company to its Agents, The Texas CPA,
July, 1965, 62 at 63. However, if the policy lapses in its early years, it may
result in a loss rather than a profit. Since persistency of the business is
related to the agent's length of service with the company, Pfeffer, supra
note 167 at 421, and since agents in stock option companies exhibit a
high tu-nover, ibid nnd see text T). 247 "'nfra. tle-e is serious ', estion
as to the value of this business to the company. The stockholder or
prospective investor would find it almost impossible to determine whether
the depletion in book net worth per share is offset by equivalent equity in
the increased insurance in force or whether true economic losses have been
sustained. See Pfeffer, supra note 167 at 421.

202 Prospectus in authors' files.
203 Memorandum Meeting of the Advisory Council of the Institute of Life In-

surance, Sept. 30 and Oct. 1, 1963. p. 9.
204 Letter in authors' files dated Jan. 23, 1965. This letter was specifically concerned

with the agents' selling their stock and thus increasing supply in relation to
demand. But such a communication to the field force on stock matters sug-
gests that a company may not be hesitant to urge its agents to stimulate
demand by extolling the stock.
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The Securities Act of 1933 was founded on the concept that an
investor should be entitled to full and accurate disclosure of informa-
tion pertinent to the purchase and sale of a security. As a consequence,
the registration and prospectus requirements were enacted. To the ex-
tent that agents extoll the virtues of stock in their companies without
furnishing a full complement of information, a fundamental purpose
of the statute is being circumvented. Furthermore, the Securities Ex-
change Act of 1934, among its other objectives, seeks to prevent a
manipulation of the market which results in artificial prices for a
security.

Judging from the content of recent prospectuses filed with the
SEC, the SEC seems to be quite concerned over the practice of agents
touting their stock. The Commission appears to be evolving the fol-
lowing theory to combat the potential harm to persons who might be
adversely influenced (inadvertently or otherwise) by the representa-
tions of an overly enthusiastic agent. An agent who purchases stock
in his company in the original distribution or pursuant to a stock option
with a view towards further distribution or resale is deemed to be
an "underwriter. '" °05 As an "underwriter," the agent would be subject
to the various requirements and liabilities imposed by the Act. For
example, the Act requires that an underwriter deliver a prospectus to
each person to whom written offers and sales are made. But even
if he makes no such offer and merely touts, or praises, such stock he
may fall within the prohibition of Rule lOb-6 of the Exchange Act
of 1934.

Rule lOb-6 was designed to regulate practices aimed at artificially
maintaining the market price of a security during distributions to the
public. The rule is a sweeping prohibition from which certain activities
and transactions are carved out as exemptions and exceptions to make
it viable and feasible.2 0 6 It provides that:

It shall constitute a 'manipulative or deceptive device or con-
trivance' . . . for any person, (1) who is an underwriter or
prospective underwriter in a particular distribution of securi-
ties, . . . [by means of the mails, instrumentality of interstate
commerce, or facilities of national exchange] to attempt to
induce any person to purchase any such security or right until
after he has completed his participation in such distribution.
(Emphasis supplied)

205 The theory seems to have been adopted in the spring of 1965. It may be that
this is being done on an experimental basis since the SEC has not come
out with a definitive statement on the subject. Prior to that time the pros-
pectuses in the authors' files did not refer to this theory, but the recent ones
do. From this the authors surmise that the SEC, having accepted this ap-
proach, requires it to be disclosed in the prospectus.

206 See WHIT.EY, Rule lOb-6:The Special Study's Rediscovered Rule, 62 MIcH.
L. REv. 567, 568-69 (1964).
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If this rule is applied vigorously by the SEC, the proscription on in-
ducement should severely limit, if not completely curtail, an agent from
proclaiming the virtues of his company's stock.207 This would benefit
both investors and policyholders. It would lessen the potential for
manipulation in that over-enthusiastic agents would be deterred from
inducing prospective investors to purchase stock on limited and biased
information. (Such inducement could cause an artificial stimulus of de-
mand for the stock.) Furthermore, an agent, whose prime concern
is touting or selling stock in which he has an interest is less likely to
perform his insurance function in a professional manner.

c. Disclosure of Tax Consequences
As discussed above, many, if not most, stock option plans for agents

will not qualify under the Internal Revenue Code, because of such de-
fects as the absence of the statutory employee relationship. Some pros-
pectuses explicitly reveal this fact; others do not. Nevertheless, it is
common for agents to think in terms of capital gains when they are
induced to purchase stock from and place business with a company.
Section 12(2) of the Securities Act imposes civil liability on,

... any person who ... offers or sells a security.., by means of
a prospectus or oral communication, which . . . omits to state
a material fact necessary in order to make the statements, in
the light of the circumstances under wvhich they were made,
not misleading...

It can be argued that failure to indicate in the prospectus the non-
qualified nature of the stock options, if such is the case, violates this
provision. (The general antifraud provision may also be applicable.)
As a preventive measure, the SEC could require that the stock option
company at least state in some prominent manner that there is no
assurance of favorable tax treatment. Its attorney's opinion could be
used to buttress this one way or the other. Such disclosure should im-
pose no undue burden on the issuer and it would provide the agent
with information on a question which may be of substantial importance
to him. 08

7. "Cheap" Stock
Another practice causing concern is the issuance of stock to the

public at a price higher than that paid by the promoters. To a limited
extent this practice can be justified as a means of compensating the
promoters for the time and expense spent in connection with formation

207 If the agent procures his stock under a stock option plan which is qualified
under the Internal Revenue Code, he is exempt from this provision. SEC
Reg. §240.10b-6 (1964), 2 CCH 1965 FED. SEc. LAW REP. 22,726.

208 It can be argued that the disclosure of probable tax consequences under the
stock options is unnecessary from the public investor's viewpoint. On the
other hand, an agent is an investor in the company. As such he should be
entitled to full disclosure on matters of importance to him.
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of the new company. However, the acquisition of "cheap" stock is
subject to abuse. If no restrictions are imposed on this technique, the
promoters can obtain substantial equity interest in the company far
in excess of the value of their services during the company's formation.
The equity interest of other investors would then be significantly
diluted. (This may be in addition to the dilution resulting from the
use of the stock option technique.) The promoters could obtain and
retain voting control of the company despite the fact that public in-
vestors have provided substantially more capital. It is not unheard of
for the investing public to pay thirty times more than the amount
paid by the promoters for an equal amount of stock.20 9 Furthermore,
the promoters may be in a position to immediately sell their stock
thereby reaping a quick profit.

2 10

At least in those states having the "fair, just and equitable" doc-
trine, the regulator possesses sufficient authority to exert control over
the use of "cheap" stock. Several states have publicly indicated their
awareness of the problems of investor protection stemming from its
use. 11 Close scrutiny in individual cases by the regulator with a view
towards preventing the promoters from receiving more than fair value
for promotional service by means of "cheap" stock may be sufficient
to counteract this problem. With the ultimate sanction of no registra-
tion, the regulator is in an excellent position to persuade the promoters
to eliminate those aspects of their venture which could lead to excesses.
In those states which vest less authority in the securities commissioner,

209 State of Texas, Eightieth Annual Report of the Board of Insurance Com-
missioners (1955), p. 15, as quoted by Pfeffer, supra note 167, p. 416.21OThe insurance laws in some states prevent an insurer from issuing more
than one class of stock. The promoters may lack sufficient funds to be assured
of control if they must pay the public offering price. Consequently, they may
resort to a holding company device. Two classes of stock could be issued by
the holding company, with Class A stock issued to the promoters at e.g., one
cent per share, and the Class B stock issued to the public at e.g., $1.00 per
share. To justify the difference in price, the Class B stock may be given some
extra rights, e.g., with respect to liquidation, dividends, etc. Most of the capital
raised by issuing holding company stock can then be invested in the stock of
the insurer. Thus, through the holding company technique, the one class of
stock limitation may be avoided in some states.

211 E.g., California disfavors more than one class of stock. Calif. Dept. of Ins.
Memorandum, supra note 162. Iowa Ins. Rule T6, Nov. 12, 1963 prohibits a
promoter from purchasing stock at less than the public offering price. The
Texas Securities Act specifically obligates the securities commissioner to
ascertain whether the price paid by promoters "is fair, just and equitable
when such consideration . . . is less than the proposed offering price to the
public. . . ." TEXAS REv. CML STAT. ANN. Art. 581-10A. An administrative
interpretation of this section says that ordinarily this standard is met if the
price to the promoters is no less than 80% of the offering price. Administra-
tive Interpretation, supra note 199. In Illinois, a different approach has been
adopted. Issuance of "cheap" stock in amounts which exceed one-third of the
total number of shares to be outstanding is presumed to be inequitable and
is prohibited. Thus, the promoters must purchase a substantial amount
of stock at the public offering price in order to assure themselves of control.
Ill. Securities Div. Special Bull. No. 1, Jan. 1965. This rule would apply
to the holding company technique described in note 210 supra.
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perhaps full disclosure in the prospectus as to the drawbacks of
"cheap" stock from the public investor's viewpoint could be required.

8. Coordinating Regulatory Efforts
In this section we have concentrated, primarily from an investor's

viewpoint, on some of the problems generated by promotion-oriented
new stock life insurance companies. The SEC and the state securities
departments' interests inevitably overlap since both are concerned with
the same subject matter, i.e., the investor. Less obvious but no less
important is the interest of the state insurance departments whose
primary function is to safeguard the interests of the policyholder.
Several of the problems in the securities area impinge directly on
these interests. Some of these were specifically mentioned above. More
important, however, is the likelihood that effective sanctions in the
securities area would either prevent or discourage stock promotion
artists from entering into the area of life insurance. With their ab-
sence many of the questions discussed below, pertaining primarily to
policyholder concern, may become moot. Thus, cooperation between
the SEC, state securities administrators and state insurance depart-
ments should benefit each.

After approximately thirty years of experience, few would deny
that the federal securities laws have had a beneficial impact on the
securities business. On the other hand, few would assert that these
laws are a panacea for all problems. A prime concern with respect to
the new insurance company ventures is the quality of management
and the competence of its technical staff. The federal disclosure phil-
osophy does not particularly lend itself to resolving problems resulting
from low quality personnel. From a regulatory standpoint, state ad-
ministrators operating under statutes embodying the "regulatory" or
"fair, just and equitable" doctrine possess a decided advantage over
the SEC. If the truth is disclosed, a stock issue is entitled to be
registered under the federal laws no matter how poor the background
of the promoter or the merits of the stock. This is not the case in
those states embracing the "regulatory" concept. The commissioners
in such states have the power to deny registration in the appropriate
cases or to promulgate regulations setting out specific guidelines and
prohibitions.

Although the SEC lacks the powerful regulatory tool of the "fair,
just and equitable" doctrine, nevertheless, it can significantly con-
tribute to remedying some defects in investor protection. First, many
state statutes dovetail their registration provisions with those found
in the Securities Act of 1933. If a registration statement has been
filed with the SEC, registration may be accomplished at the state
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level by filing copies of the federal prospectus.2 12 This is commonly
called registration by coordination. Thus it is possible to meet the state
disclosure requirements by complying with the federal provisions. In
these cases, to the extent that the SEC strengthens its requirements
(e.g., in accordance with some of the above suggestions), disclosure
at the state level is also strengthened.2 1 3 Second, several state statutes
either require or enable the administrator to require the use of a pros-
pectus. In practice, however, the mere filing of the prospectus is re-
quired more commonly than its delivery to potential investors.2

4

Dissemination of information through the use of the prospectus is the
heart of disclosure. In those states where the use of the prospectus is
not made mandatory, a significant weakness exists in the regulators'
arsenal. To the extent the SEC can extend its prospectus requirements
to those new insurers who improperly rely on one or more exemptions,
this void can be filled. Third, several states do not operate under the
"regulatory" concept. Some administrators who do have wide discre-
tionary authority are either unwilling to exercise it or are hampered
by an inadequate budget and a shortage of personnel. 15 Other states
exempt insurance securities from the provisions of the securities acts
without affording the insurance department the means to exercise com-
parable controls. In these states, the absence of federal controls leaves
the investor virtually unprotected when judged by federal standards
and by the standards of many states.

Federal securities regulation, through its disclosure requirements,
can supplement, not usurp, state efforts to achieve effective control
in the area of new life insurance companies. Maximum effectiveness
could be achieved through a close working relationship between the
states and the SEC. This is not something new. A substantial ex-
change of information is now taking place. For example, at the North
American Securities Administrators Association annual meeting, one
day is usually devoted to an exchange of information on common
problems between the SEC and the state regulators. The Association
also has a standing committee known as the SEC Liaison Committee.
Furthermore, several state departments contact the SEC on such matters
as background material on promoters who come from outside the state.
212 E.g., IowA CODE §502.7(2) (1962); TEXAS REV. CIVIL STAT. ANN. Art.

581-7C (1964).
213The converse may also occur. If the securities commissioner accepts a

federal prospectus in lieu of meeting state registration requirements, in
those areas where state disclosure requirements are more stringent the
disclosure requirements have been weakened.

214 1 Loss, SECUaRTiEs REGULATION 57-58 (2d. Ed. 1961).
215 Id. at 106. "Unfortunately, the enforcement of state Blue Sky laws remains

handicapped by low budgets, small staffs, and local political pressures . . .
[T]he effectiveness of state securities regulation ... is extremely uncertain."
Dorosin, Comment, Current Problevns in Securities Regulation, 62 MicH.
L. REV. 680, 693.
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Whether or not the existing cooperative mechanism, as it now functions,
is adequate is a practical question for the securities regulators to answer.
The lines of communication between state insurance departments and
securities regulators should also be open and utilized. Here again the
free flow of information could educate and assist each group in devel-
oping its own administrative policy and regulation and in coordinating
efforts on a voluntary basis.

In some states a formal tie-in exists between the state securities de-
partment and the state insurance department. For example, in Iowa the
administration of the securities laws is vested in the insurance com-
missioner who appoints a superintendent of securities to perform such
duties as the commissioner may direct.2 16 The securities and insurance

department share the same offices. From the communications view-
point, this seems ideal. Some insurance commissioners have jurisdic-
tion only over insurance securities while general securities regulation
is vested in another department.117 These commissioners are in an
excellent position to oversee the operations of new insurance com-
panies from both the insurance and securities viewpoints. However,
the insurance commissioner probably does not enjoy as much experi-
ence and expertise in securities matters as does his counterpart in the
securities department. An exchange of views and information between
the two could be of substantial value, particularly where the regulation
of securities is entirely outside the insurance commissioner's jurisdic-
tion. He could contribute information which would enable the securities
administrator to more effectively regulate. This, in turn, could alleviate
some of the regulatory problems burdening the insurance commissioner.

The intertwining of interests suggests that there may be value in
establishing a liaison or joint committee of both the National Associ-
ation of Insurance Commissioners and the North American Securities
Administrators Association. In connection with the 1964 amendments
to the Securities Acts of 1964, the NAIC established a liaison com-
mittee to work with the SEC. Perhaps these committee members and
representatives of the securities administrators could meet on a peri-
odic basis both with each other and as a group with the SEC.

Many, if not most, insurance and securities administrators in the
same state maintain close contact.2 18 The value of these informal lines
of communication is quite substantial. But this does not obviate the need

216 IOWA CODE §502.2 (1962).
217 E.g., California and Illinois, supra note 142.
218 Director Bolton, Illinois Department of Insurance, reported that a close

relationship exists between the Illinois insurance and securities departments
and that a study is being made toward coordinating the laws and regulations
of both agencies for general public and investor protection. Address by
Director Bolton, Chicago, Conference for Young Life Insurance Com-
panies, Sept. 1-2, 1965, p. 8.
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for a more formal structure on a nationwide basis (such as the sug-
gested periodic committee meetings). The latter can be an effective
forum for obtaining additional information and views. Furthermore,
where the relationship between the securities and insurance commis-
sioners is something less than satisfactory, the more formal system
may become the prime source of information.

D. AN ATTACK ON SPECULATION

Speculation is one of the fundamental causes of the frequent forma-
tion of new companies. 2' 9 The intense investor interest in life insur-
ance stock, prompted by the established companies' long records of
earnings and dividends, has created a demand for life insurance stock
which promoters have sought to fill by organizing new companies.120

1. Minimum Initial Price
The California Department of Insurance has sought to combat the

stock promotion phenomenon in new life insurance company stocks
by setting guidelines which must be met before the Department will
issue security permits. One guideline provides that, in the initial issue,
the selling price may not be less than $50 per share. 221 This requirement
strikes at one, emotional rather than logical, attraction of new life
insurance stock, namely its low initial selling price.22' Some investors
may feel they have greater leverage when the initial price is at a low
level. 22 For example, a $4 per share increase in the value of stock pur-
chased at $1 per share would provide a 400 per cent gain. This same $4
increase would be an 8 per cent gain if the initial price were $50 per
share. In short, low initial selling prices may generate buyer appeal,
which results in a rapid price increase out of proportion to the true
worth of the stock. "This, in turn, tends to lead to speculation and over-
valuation of the shares from the outset." 224 Setting the minimum per

219 See text p. 180 and note 13 supra.
220 E.g., Address by Superintendent Stern (N.Y.) New York Life Underwriters

Sales Conference, March 11, 1965, p. 2.
221 Calif. Dept. of Ins. Memorandum, supra note 162. In New York, the par

value of life company shares cannot be less than $2.00. N. Y. Superintendent's
Report, supra note 184 at 25.

222 See The National Underwriter, March 27, 1965, p. 4.
223 "It is well established that it is far easier for a $2.00 stock to reach a value

of $8.00 per share [an increase of 400%] than it is for a $30 stock to reach
a value of $120 per share [an increase of 400%]." Address by Burton A.
Finberg, New York State Association of Life Underwriters, 22nd Annual
General Agents and Managers Conference, Saratoga Springs, N.Y., Feb.
12-13, 1965, at 12.

224 Address by William R. Robertson, Research Agencies Group, Williamsburg,
Virginia, May 13-14, 1965, p. 14. Mr. Robertson recommended that: "...
insurance departments should require that the capital stock of these new
companies have a minimum par value, say of $10, $15 or $20. With the need
for a substantial paid-in surplus, in addition to the capital, because of the early
years operating losses, this would mean that the shares would have to be
marketed at $25-$50 per share originally, two or three times the par value.
This price level would remove a good deal of the speculative fever from
these issues. Also it would remove these securities from the category of
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share price at $50 obviates this artificial attraction of the stock, thereby
reducing the probability of a "hit and run" promoter success.

2. The Development of Standards
a. Need

Proceeding on the assumption that speculation in life insurance
stock is not in the best long range interest of the life insurance in-
dustry and of those persons which it serves, the comments of one
prominent industry spokesman are relevant.

Speculation is one big attraction for some people and it is easy
to understand why. Obviously there are too many different
concepts of the potential earning power of a life insurance
company. One basic trouble is that there is no general agree-
ment on the principles to be followed in valuing our own busi-
ness. The insurance commissioners favor one approach, the
conservative investors another, and the speculators still another.
Some reconciliation of viewpoints is surely needed when the
market appraises a company's outstanding business at $20 a
thousand and its own actuary, by using the method of asset
shares, says it is worth minus $10 a thousand.225

Speculation, particularly in the stocks of new companies is likely to
continue as long as the companies are "a mystery to the financial com-
munity." 26 This suggests a need for the creation of a set of criteria
by which the performance of a company can be measured.

Unrealistic market values-mismanaged companies-find their
refuge in the lack of 'standards.' Standards to which internal
management can compare its operation-standards by which
board members can judge their company's growth-standards
to which the investment banker can look for analysis-standards
which can guide the investing public. True, there are over 1500
companies in our industry-all building a different way-exact
standards would be difficult to create . . . however, we should
be able to get some basic bench marks and guideposts. For as
Mr. Shepard stated-if you can value a piece of business all the
way from $20 a thousand down to a negative $10 a thousand-
something is wrong. These standards should be the end result
of the efforts of many people.1 7

On the other hand, some doubt has been expressed as to the feasibility
of developing such standards. 2

'penny stocks,' which detracts from the fine reputation of our industry."
Id. at 17.

225 Address by Bruce E. Shepherd, Chicago M\eeting of the American Life Con-
vention, Oct. 15, 1964, p. 5.

226 Address by A. H. AlcAulay, New York Association of Life Underwriters,
Feb. 13, 1965, p. 8. See id. at 8-9.

227 Sahm, supra note 219 at 9. See Remarks by Ronald F. Dorman, Society of
Actuaries, May 27, 1965, p. 4.

228 See Address by Richard E. Pille, New York State Association of Life Un-
derwriters 22nd General Agents and MNanagers Conference, Feb. 12-13, 1965,
p. 3. "What is this (stock) share worth? No one yet has been able to reduce
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b. Existing Practice
Currently, the investment community, in general, appears to rely

on the adjusted earnings concept in valuing a life insurance com-
pany.219 Generally, a premium is paid not only in the year of sale,
but also for several years thereafter. The life insurance in force may
ultimately result in either profit or loss over a period of time. It is
not treated as an asset in the annual statement submitted to the insur-
ance departments. Thus, the primary problem confronting the investor
is to adjust the operating results revealed in the annual statement so
as to reflect the potential profit or loss from the insurance sold during
the year.230 This is typically attempted by attributing some arbitrary
value-the rule of thumb approach-to the increases in the insurance
in force account. For example, a value of $20 per $1,000 may be
used for permanent plans, $7.50 per $1,000 for term, $5 per $1,000
for group.23'

The following table illustrates a calculation of adjusted earnings.
XYZ LIFE (1964)

Net Loss from Operations $ 52,000
Increase in Insurance in Force

Permanent $10,000,000 x $20.00 per $1000 = $200,000
Term 5,000,000 x $ 7.50 per $1000 = 37,500
Group 5,000,000 x $ 5.00 per $1000 = 25,000

Total 252,000

Adjusted Earnings $200,000
Adjusted Earnings per Share (100,000 shares) $2.00

In addition to adjusting earnings to reflect the income potential of the
life insurance in force, this technique can turn a net loss from opera-
tions into an anticipated gain. This would appear to enhance the mar-
ket appeal of the stock; at least, it is more appealing to talk in terms
of adjusted earnings rather than in terms of a net loss from operations.

The adjusted earnings-rule of thumb-approach has been subject
to severe criticism.

Any attempt to derive an average yardstick for the value of
in-force business, or for the amount which can be allocated
to get it, is usually futile, self-deceiving, and dangerous. As
someone so well said, 'Each $1,000 of business was not created
equal.' (Emphasis supplies) 232

this to a precise present vaue or to a very meaningful future value; and
no one ever will because of the unique long-range nature of our business and
its dependence on future experience in interest rates, mortality, expenses
and persistency in the thrift and protective attitude of our people, and even
in developments in our social, political, and economic national life." Ibid.

229 See Griffith, Valuation of Life Insurance Stocks, Journ. of Risk and Insur-
ance, March 1965, p. 77.

230 GOLD, Valuing a Life Insurance Company, 14 TRANSACIIONS: SOCIETY OF
ACTUARIES 139, 145 (1962).

231 Ibid. at 149.
2. Ibid. During the panel discussion at the Chicago Conference on Acquisitions
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For example: (1) How can it be said that $1,000 of decreasing, level
and increasing term coverages possess equivalent profit potential ?233

(2) How can reinsured business legitimately be valued the same as
non-reinsured business? Some, if not all, of the profit on business
reinsured will accrue to the reinsurer, yet the rule of thumb approach
fails to differentiate between that business which is reinsured and that
which is not. This can be very deceptive. For example,

Suppose that ABC Life writes a $500,000 business insurance
policy (not unusual) and its retention is $20,000. (ABC will
count the entire one-half million dollars as 'insurance in force,'
presumably to be capitalized by investors at stock market mul-
tiples.) The $480,000 'excess' is then sent, let us say, to Re-
insurer A, whose maximum retention is $200,000. (Reinsurer
A adds $480,000 to its insurance in force.) The last $280,000
might wind up with Insurer B. In this manner, $500,000 of
insurance at face value shows up as an aggregate of $1,260,000
of business in force on the books of three companies.2 34

This type of situation is particularly important with respect to new
companies which reinsure a high proportion of their business. (3) Why
is not a different value ascribed to business written in those states which
limit the amount of surplus generated by participating policyholders
which can accrue to the stockholders' benefit. The rule of thumb ap-
proach makes no adjustment for this limitation on stockholders'
earnings. (4) Perhaps the greatest indication of the weakness of this
approach is the fact that a company can intentionally write business at
a loss, so as to run up the insurance in force account, and obtain
added illusory value via the adjusted earnings rule of thumb approach.
Even though the business may be unprofitable, a $1,000,000 increase
in the insurance in force account can serve as the basis for the illusion
of an added value of $20,000 (assuming $20 per $1,000 is used) .235

(5) How can the same value per $1,000 be given to business written
by companies having different premium structures, commission scales,
average policy size, underwriting standards, etc ?_236

This list of objections to the adjusted earnings approach is intended
to be illustrative, not exhaustive. In the words of an actuary,

and Mergers, Oct. 28-29, 1964, one life insurance executive, spealing from
the floor, asserted that the adjusted earnings concept which ignores an asset
share calculation gives a "dishonest" evaluation. A spokeseman for the in-
vestment industry, while recognizing its limitations, defended its use so
long as the life insurance industry fails to disclose adequate information upon
which better evaluations could be made.

233 Gold, supra note 230 at 149.
234 Equity Research Associates, The Hazards and Rewards of Investment in

Small Life Insurance Companies, Oct. 15, 1964, p. 11 (investment analysis;
actual names of companies omitted in the quote). See Gold, supra note 230
at 149-50.

235 Gold, supra note 230 at 150.
236 Insurance, Aug. 14, 1965 (guest editorial).
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No single standard can be applied indiscriminately. Each com-
pany presents its own problems and, therefore, demands indi-
vidual attention. 237

Some of the adjustments to earnings may be based upon extensive
research and expense by investment firms. Others, however, are based
upon "market rumor, hunch and speculation."2 3 One executive noted
that security analysts "in sheer desperation . . . have arbitrarily ar-
rived at formulas" which assign a value to insurance in force and that
these formulas are "highly inaccurate and mislead more often than
inform. ' 23 9 One team of California professors noted that:

Many students of the life insurance industry, regulatory officials,
and insurance executives reject the concept of adjusting earnings
of life insurers. This rejection arises from tradition, from their
belief that most techniques are directed toward the sale of insur-
ance securities rather than the evaluation of insurance earnings,
from their preoccupation with the long-run nature of the insur-
ance earnings cycle, and from technical reasons. Basically, those
who reject the concept believe it is a faulty one, or that it is valid
only in a few instances.240

c. Federal Securities Law Antifraud Provisions
The Securities Act of 1933 and the Exchange Act of 1934 (and the

regulations promulgated thereunder) contain three basic general anti-
fraud provisions. Under the authority vested in it by Section 10(b),
the SEC promulgated Rule lOb-5 which makes it "unlawful for any
person"

to make any untrue statement of a material fact or to omit to
state a material fact necessary in order to make the statements
made, in the light of the circumstances under which they were
made, not misleading . . . in connection with the purchase or
sale of any security.

This rule applies to "any person."2 41 It speaks in terms of not only
affirmative misrepresentation but also in terms of half truths and omis-
sions.242

A statement in a business transaction which, while stating the
truth so far as it goes, the maker knows or believes to be mate-

237 Gold, supra note 230 at 139.
238 CowEF. GOSHAY AND MORRISSEY, Taxation of the Life Insurance Industry

in California 109 (1964).
239 Insurance, Aug. 14, 1965 (guest editorial).
240 CowEE, supra note 238 to 109.
241 "Person" is broadly defined to include "an individual, a corporation, a part-

nership, an association, a joint stock company, a business trust, or an unin-
corporated organization." Securities Exchange Act of 1934, §3(a) (9), 2 CCH
1965 FED. SEc. LAW REP. 20,140.

242 See 3 Loss, supra note 214 at 1433-34, "a statement of a half truth is as
much a misrepresentation as if the facts stated were untrue." Equitable Life
Ins. Co. of Iowa v. Halsey, Stuart and Co., 312 U.S. 410, 426 (1941).
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rially misleading because of his failure to state qualifying matter
is a fraudulent misrepre'sentation.1

43

In view of the numerous misleading aspects associated with the ad-
justed earnings-rule of thumb-technique, it has been suggested that
the use of this technique may constitute a violation of Rule 10b-5, at
least, in the absence of a clear delineation as to its limitations and of a
sufficient caution as to the validity of the valuations based thereon.244

The general antifraud provisions apply with respect to the "pur-
chase and sale of any security." Since the rule of thumb method is
used frequently by persons acting in investment adviser capacity,
e.g., through investment reports, market letters, etc., rather than in a
purchase or sale situation, these antifraud provisions may not apply.
However, the antifraud provisions under the Investment Adviser Act
of 1940 may be applicable. An investment adviser is defined as any
person who for compensation engages in the business of advising
others, either directly or through publication or writings as to the
value of securities or on the advisability of investing in or purchasing
securities. 245 Section 206 of the Investment Advisers Act of 1940
makes it unlawful for an investment adviser via the mails or any in-
strumentaliiy of interstate commerce to employ any device, scheme or
artifice to defraud any client or prospective client; to engage in any
transaction, practice, which operates as a fraud or deceit; or to engage
in any practice which is fraudulent, deceptive or manipulative. 246 While
there has been little litigation under this section,2 4

7 In the Matter of
Spear and Staff, Inc., the SEC said,

243 Restatement of Torts §529 as quoted in First Trust and Savings Bank v.
Fidelity-Philadelphia Trust Co., 214 F. 2d 320, 325, n. 9 (3d Cir. 1954) cert.
denied 348 U.S. 856. It seems clear from the securities law background that
at the very least the most liberal common laws on fraud should be applied
under the securities statute. In fact the courts have repeatedly held that the
fraud provisions in the SEC Acts are not limited to circumstances giving
rise to a common law action for deceit. 3 Loss, supra note 214 at 1434-5.
Furthermore, scienter does not appear to be a necessary element in a cause
of action for omitting those facts necessary to make the statements not
misleading (i.e., the half truth situation). Id. at 1440-42.

244Rule 10b-5(2) and (3) was found to be violated when there were mislead-
ing omissions as to assets and prospects of the insurer issuer, the value of
the securities, etc. In re Matter of R. D. Bayly and Co., as reported in 2
CCH 1965 FED. SEc. LAW REP. f22;781.206. "The determination of value
made by applying rule-of-thumb values has no validity except as an indica-
tion of what may be a possible range of value." Bowles, An Approach to the
Determination of the Purchase Price of a Block of Life Insurance, 1961-1962
PROCEEDINGS: CONFERENCE OF AcTuARIEs IN PUBLIC PRAcaTcE 56, 60.

245 Investment Advisers Act of 1940, §202(a) (11), 3 CCH 1965 FED. SEC. LAW
REP. 156,155.

246Ibid. §206(1), (2) and (4) at 11156,365, 56,369, 56,381. Subsections (1) and
(2) are patterned after clauses (1) and (3) of §17(a) of the Securities Act
of 1933. See 3 Loss, supra note 214 at 1515.

247 "In reaching our decision we took into account that this is one of the first
administrative proceedings in which we have dealt with the question of
improper investment advisory advertising material . . ." In the Matter of
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In appraising advertisements such as those now before us we do
not look only to the effect that they might have had on careful
and analytical persons. We look also to their possible impact on
those unskilled and unsophisticated in investment matters.
By the securities acts Congress sought to protect 'those who do
not know . . . from the overreachings of those who do.' To
attain that objective, persons engaged in the securities business
must be held to rigorous standards of full and fair disclosure in
their dealings with investors. The rendition of investment advice
is an integral part of the securities business, and the Act evi-
dences Congressional recognition of that fact and of the need to
protect those who seek such advice. In passing upon the pro-
priety of securities selling techniques we have repeatedly held
that lax merchandising standards epitomized by such terms as
'puffing' are antithetical to the antifraud provisions of the se-
curities statutes.48 (Emphasis supplied)

Holding Section 206 to have been violated, the Commission said:

Appraised in the light of the foregoing considerations and stand-
ards, registrant's advertisements were clearly deceptive. They
obscured and misleadingly minimized the numerous uncertainties
and imponderables inherent in any attempt to forecast security
prices. There were ocasional caveats, but they were unobtrusive-
ly worded and placed .... 49 (Emphasis supplied)

This suggests that if an investment adviser uses the adjusted earnings
-rule of thumb-technique, he should clearly delineate the limitations
inherent in this approach, in order to avoid violating Section 206. Rule
206(4)-l leads to the same conclusion:

It shall constitute a fraudulent, deceptive, or manipulative act,
practice or course of business within the meaning of Section
206(4) of the Act, for any investment adviser, directly or in-
directly, to publish, circulate or distribute any advertisement
• . . which represents, directly or indirectly, than any graph,
chart, formula or other device being offered will assist any per-
son in making his own decisions as to which securities to buy or
sell, or when to buy or sell them, without prominently disclosing
in such advertisement the limitations thereof and the difficulties
with respect to its use . . .150 (Emphasis supplied)

This conclusion is entirely consistent with the fiduciary nature of the
investment adviser.25 '

Because of the inherent potential for abuse in the adjusted earnings
-rule of thumb-technique, it has been suggested that the SEC should

Spear and Staff, Inc., Investment Advisers Act Release No. 188, 1965 CCH
FED. SEc. LAw REP. 77,216. See 3 Loss, supra note 214 at 1515.

24s Spear case, supra note 247.
249 Ibid.
250 SEC Reg. §275.206(4)-l (1962), 3 CCH 1965 FED. SEC. LAW REP. f56,382.
251 See e.g., SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180 (1963)

revg. 306 F. 2d 606 (2d Cir. 1962); Opinion of Dir. of Trading and Exch.
Div., SEC Reg. §276.40 (1945), 3 CCH 1965 FED. SEc. LAw REP. 56,374.
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promulgate a ruling stringently restricting its use. There are at least
two counter arguments to this approach. First, this practice has been
and is now commonly employed by the investment community. How-
ever, this argument is not an impressive one. If a practice is deceptive
and misleading, its widespread use is the more reason for its curtail-
ment.

Second, despite its limitations, the adjusted earnings-rule of thumb
approach may be more meaningful in evaluating a company than rely-
ing on the earnings figures shown in the annual statement filed with
the various state insurance departments?2 This contention is more
persuasive. Nevertheless, there are two possible answers to it. (a) As-
suming the validity of this contention, it does not follow that dis-
closure of the rule of thumb limitations becomes unnecessary or im-
practical. The securities laws are premised on the concept that an in-
vestor is entitled to sufficient information upon which he can make an
informed choice.25 3 Defects in an analytical tool need to be revealed in
order to afford an opportunity for such -an informed choice. Whereas
this contention is relevant in considering whether or not to prohibit
the rule of thumb technique, it in no way detracts from the desirability
and need of compelling sufficient disclosure of its limitations. (b) A
second possible answer to this argument is that there may be other
methods of evaluating a company which do not possess such misleading
characteristics. To this question, we shall now turn.

d. Another Approach: The Gross Premium Valuation Method
A vacuum exists with resepect to meaningful standards for in-

vestors. (This is true whether or not the adjusted earnings-rule of
thumb-approach, with its inherent inadequacies, is deemed violative
of the securities laws.) However, there are indications in actuarial
literature that this need not be the case 25 4 The actual determination as
to what standards and methods should be used in valuing a life insur-
ance company is beyond the scope of this article. This is a question for
actuaries and financial analysts. However, removal of the mystery from
life insurance stocks would tend to arrest widespread speculation. At
the same time, soundly conceived and managed new companies could
organize and survive. In short, if an effective approach could be found,
thereby curtailing speculation, there may be less need to implement
other controls. In the following discussion, we do not intend to em-
bark upon a detailed actuarial analysis. We do, however, want to sug-

252 See e.g., Bear, Stearns and Co., Monthly Financial Digest, March 1965, p. 2,
and Lehman Brothers, Review of the Life Insurance Industry, June 1965,
p. 11 (investment analysis).

2 5 3
REPoRT OF SPECIAL STUDY OF SEcuRTEs MAIRKErS, H. Doc. No. 95, Pt. 3
(1963), p. 5.

254 See Gold, supra note 230.
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gest that it appears possible to develop meaningful information and
criteria.

An investment in a life insurance company, like that in any other

company, should be an investment in earning power.25 5 However, it
may be more difficult to determine earnings in a life insurance com-
pany since they are not ultimately ascertainable until a block of policies
have terminated after a long period of time. Nevertheless, future earn-
ings may be estimated on a reasonably sound basis. The value of a
life insurer-as a going concern-may be calculated as follows:

(Capital
Going Concern Value Surplus256

Value of the in-force business
Value of future production

The primary problems are determining the value of existing business
and of business yet to be written.

Conceptually, ascribing a value to existing insurance in force is
quite simple. This may be done by the "gross premium valuation"
method (GPV). The GPV method "determines future profits by rec-
ognizing as many of those factors affecting profits as is practical. '25

5

In essence, this requires tabulating insurance in force by plan, issue
age and policy duration, and then projecting the experience with real-
istic rates of mortality, expense, interest and persistency assumptions.'-"
Annual earnings may then be projected for whatever number of years
are selected.2 59 In succeeding years actual experience can be com-
pared with the projections. Of course, the GPV method of valuation
can be no better than the assumptions which are used. Even a minor
variation in assumptions may have significant impact on the calcula-
tion of anticipated profit.2 60 No single precise value can be said to be
the true value. However, by varying the assumptions from favorable to
unfavorable, a range of values may be obtained. For comparative pur-

255 Id. at p. 145.
56 Surplus here means adjusted surplus which involves a recomputation of the

surplus shown in the annual statement. This can be done by considering a
revaluation of assets and a recalculation of company liabilities taking into
account contingency reserves, deficiency reserves, mandatory security valu-
ation reserves, non-admitted assets, untaxed Phase 3 profits, etc. Id. at 146.

25 Address by Thomas P. Bowles, supra note 244 at 58. "A more satisfying
approach to the determination of price lies in an actuarially elegant gross
premium valuation. This technique enables the initiated clairvoyant to pre-
dict future earnings .... Since the value of a block of business, in the final
analysis, is a function of the amount of future earnings, the application of
this technique permits the actuary to rest more comfortably in his conclu-
sions than if rules of thumb are blindly applied." Id. at 57.

258 As contrasted to the assumed rates used in determining the legal reserve
liability and premium rates. For a new life insurance company there is
little credible mortality experience upon which the assumption can be based.
At best, there can only be an educated guess. This may be better than nothing.

259 Gold, supra note 230 at 147.
2601 d. at 147-48.
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poses, as between companies, perhaps the midpoint of the range of
values could be used.26 1

The value of earnings stemming from business yet to be written
is dependent upon the competence of management, the quality of the
agency force, the company's reputation and its past performance. These
are intangible items whose valuation depends upon the subjective judg-
ment of the analyst.2 6 Such limitations should be disclosed in any
recommendation to an investor based upon this approach.

This approach-Gross Premium Valuation and assignment of values
to management, agency organization and goodwill-requires consider-
able judgment and insight into a company's operations. The availability
of information is of prime concern. It is one thing for an insider to
make such calculations and quite another for an outsider, whose access
to information is somewhat limited, to do the same thing.26 Thus, the
basic problem becomes one of the availability of the essential informa-
tion.

e. Providing Information
As discussed previously, the basic philosophy underlying the fed-

eral securities act is disclosure of sufficient information to enable an
investor to make an informed choice in his investment decisions. The
adjusted earnings-rule of thumb-approach does not meet this criter-
ion. On the other hand, the GPV method might do so if adequate in-
formation were made available.

Disregarding for the moment the insurance exemption under the
1964 amendments, it would seem that the SEC possesses the authority
to require the disclosure of the basic information essential to applica-
tion of the GPV method. It could, for example, require such informa-
tion to be included in the periodic reports filed with the SEC under
Section 13 of the Exchange Act. These reports are public documents.
Therefore, the information would be available for those securities
analysts and investors who desire it.

But an insurer is generally exempt from the Exchange Act if the
enumerated conditions (relating to reporting, proxies and insider trad-
ing) are met. 6 4 As to such companies there is no apparent reason why
the NAIC could not require the information to be included either as
261 Of course, one company may achieve results near those projected on the

optimistic assumptions whereas another company may approximate the pro-
jections based on pessimistic assumptions.

262 It has been suggested that at least with respect to valuing the agency force
one might make a GPV of a projected sales pattern of new business minus
the net development outlay. Gold, supra note 230 at 148.

263 Id. at 147. In applying GPV, some of the information needed is level of policy
benefits, cash values, premium, age at issue, plan, duration distribution,
policy size, cost of reinsurance, commissions and other expenses, mortality,
interest earnings and persistency. Bowles, mrpra note 244 at 58.

264 Securities Exchange Act of 1934, §12(g) (2) (G), 2 CCH 1965 FED. SEc. LAW
R ,. 20,316. See text, pp. 137-38.
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a separate schedule in the NAIC annual statement blank or in the
Stockholder's Information Supplement. These, too are public docu-
ments, open to examination by analysts and investors.

Why should the states compel such disclosure?
(1) It is difficult to argue against disclosure which permits an in-

vestor to be better informed, particularly when this is a fundamental
concept upon which the federal securities acts are premised.2 6 5

(2) It may contribute to the curtailment of speculation. If so, the
promotion-oriented-company problem could be significantly alleviated
without jeopardizing those new companies soundly conceived and man-
aged. The New York Superintendent of Insurance recently said:

As with gambling, it is often argued that speculation in itself
harms no one except the unlucky speculators, who, in each of
the risks, knowingly take their chances. It has been further
argued that such risk-taking is not a matter of Insurance De-
partment concern. I do not agree with these arguments, if for
no other reason than the unfortunate effect which speculation
in new life company stock can have upon the image of the entire
life insurance industry, and that of state regulation.166

However, this approach does not promise to be a panacea. The average
investor, who is in a speculative frame of mind, may not concern
himself with information which is made available to him. The law
cannot protect the speculator from his own folly. Furthermore, some
of the speculation in new life insurance company stock occurs before
there is a sufficient amount of experience available for analysis.

(3) In essence, the insurance exemption in the 1964 Amendments
with its three conditions sought to achieve conformity with the federal
disclosure principles in the insurance industry while at the same time
preserving state regulation. But, if the states via this exemption permit
basic violations of those disclosure principles deemed to be fundamen-
tal under the securities law, it may reasonably be anticipated that
Congress will eventually cure the defect and further erode the juris-
diction of the states in regulating the insurance business.2617

While the gross premium valuation method is accepted by some as
the ideal method to value a block of insurance business and "could
presumably be adapted for use in a going-concern valuation,"2 6 manda-
tory disclosure of the information necessary to make a GPV would
undoubtedly pose practical problems for the life insurance companies.

265 See text, pp. 16-17.
266 Address by Superintendent Stern, Chicago Conference for Young Life In-

surance Companies, Sept. 1-2, 1965, p. 8.
267 During the panel discussion at the Chicago Conference on Acquisitions and

Mergers, Oct. 28-29, 1964, one panel member commented that if the industry
fails to cooperate with the insurance departments in improving disclosure
of information, the insurance exemption will eventually be revoked.

28 Bear, Stearns & Co., Monthly Financial Digest, March 1965, p. 3.
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The problems vary, depending on a company's size and its years in
the business.

The larger and older companies over several decades have issued
numerous policy series each involving many plans sold at varying gross
premium levels. A GPV would require a vast array of data. Presum-
ably, in view of the widespread use of electronic data processing,
these companies have access to the requisite information. The prime
problem would appear to be compressing the information into mean-
ingful form. However, the whole burden of making the GPV need
not fall on the company. If the basic information is made available,
the actual calculations could be done by the investment houses who
are now adapting electronic data processing to their business. 69 Fur-
thermore, an examination of the company's in force business may
reveal certain key plan, age, and year of issue combinations as being
representative of the company's business as a whole. By using the key
combinations projections could be made, thereby reducing an otherwise
gargantuan task to more manageable proportions.2 7 0 This is not pro-
posed to minimize such an undertaking. But it does suggest that such
an approach is not beyond the realm of possibility.

In one sense, at least, this disclosure approach would impose a
lesser burden on new companies. Their insurance in force consists of
a relatively few policy series. The magnitude of compiling the neces-
sary information would be substantially less than that of an older
company. On the other hand, it may be that the expense burden in
maintaining the requisite information would be proportionately higher
than that of an older company.

Even though the profit on a block of policies is not known until the
last policy is terminated, techniques are available to measure anticipated
profits year by year in the future. One such technique is the "asset
share" method, which is a fund accounting process. Basically, an asset
share is a projected accumulated fund associated with a particular
group of policies. Each policy in the group possesses like characteristics
with respect to the plan (e.g., whole life), year of issue and age at
issue. The asset share (or* projected fund) is comprised of gross
premiums paid, minus expenses and benefits paid,2 71 accumulated at
interest. The increase in the fund is computed for each policy year and

269 See Thomas, Calculating Risks, Barron's National Business and Financial
Weekly, June 28, 1965, p. 3. Electronic computers make it feasible to consider
variations such as premium levels, policy benefits, plans, ages at issue, etc.
in analyzing the value of the insurance in force. Bowles, Andrews and
Towne, The Key to Sound Management, Aug. 1965, p. 2. The smaller firms
may embark on acquiring EDP through some pooling device where several
firms could share the use of such equipment.

270 Gold, supra note 230 at 147.
271Benefits paid include death benefits, cash values and dividends (if policy is

participating) paid.
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accumulated to give the total fund. The anticipated accumulated profit
by the end of any given year (e.g., twentieth policy year) is sometimes
determined by comparing the asset share with the policy reserve for
that year.272 Actual experience can be compared with the projections
and adjustments made in the amount of anticipated profit on the group
of policies involved. Whereas the GPV relates to valuing the com-
pany's insurance in force as a whole, the asset share method relates to
valuing homogeneous groups of policies. In essence, it might be said
that a GPV is a summing of asset share calculations for the various
groups of policies issued by the company.

It has been said that a well managed company should project asset
share values on every policy it writes.2 7 3 A company which does this
would appear to be in a position to disclose the essential information
necessary for a GPV. At least one company appears to have accepted
the philosophy that annual financial statements to stockholders should
include an estimate of future profits by application of the asset share
method. This approach was predicated on the belief that it would pro-
vide both management and the stockholders with a more accurate
picture of the company's financial progress and with more accurate
standards, upon which to base adjusted earnings figures, than would
the rule of thumb approach.2 7 4

Before deciding whether life insurance companies should be re-
quired to disclose such information in the annual statement filed with
the insurance departments, the value of such reports must be weighed
against the disadvantages. The advantages include the following. (a)
An investor and his adviser would have recourse to sufficient informa-
tion upon which an informed choice could be made. (b) To the extent
that speculation is encouraged by the absence of such information
speculation would be curbed. This in turn would tend to discourage
those promoters, who form new companies as stock promotions, from
entering the life insurance business, thereby mitigating potential harm
to policyholders, stockholders and the industry. Such an effect may
render unnecessary some of the more burdensome controls on new com-
pany formation and operation which might otherwise be deemed neces-
sary by either the securities or the insurance regulators (e.g., the "needs"
test). (c) To the extent that the GPV or asset share method permits
sounder management decisions, mandatory disclosure requirements
which encourage its use contribute to sounder company operationsY 7 5

272 For a more detailed discussion of the asset share technique, see Address by
Bowles, Conference for Young Life Insurance Companies, Sept. 1-2, 1965,
p. 7 and Exhibit B.

273 Insurance, Aug. 14, 1965 (guest editorial). See Bowles, supra note 272.
274 Insurance, Aug. 14, 1965 (guest editorial).
275 "The organizers of a new company should be required to prepare a detailed

plan of its proposed mode of operation, together with an actuarial projec-
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One disadvantage is that companies may incur higher administrative
costs in compiling such information. (Presumably, however, many
companies have already compiled much of this information as a basis
for management decisions.) Another disadvantage is the fact that
competitors and agents might use this material for competitive pur-
poses in a misleading context. (However, this could be said about
any form of disclosure.) It is also possible that some of the reporting
services such as Bests or Flitcraft might publish such data or distilla-
tions of it as part of their report on each company. This raises a funda-
mental question, How much information on the internal operation of
a company should management be required to reveal publicly? Whether
a detailed disclosure of such information is classified as an advantage
or disadvantage depends upon the answer to this question.

Admittedly, this discussion of the GPV method is oversimplified
with much detail omitted. A more extensive exploration of the sug-
gested disclosure approach would require consideration of difficult
problems relating to its implementation. It is beyond the province of
this article to determine whether or not the suggested disclosure ap-
proach should be adopted. However, it is felt that the potential benefit
accruing from the adoption of the proposed approach warrants its
serious consideration.

Furthermore, at least with respect to the newer companies, this ap-
proach appears to be promising. Because of the smaller size of the
insurance in force account, the magnitude of the administrative prob-
lems would be less. Since speculation in life insurance stocks occurs
predominately in new company stocks, there may be some justification
in applying this requirement to only the new companies if it can be
feasibly applied only to them.276 New York has taken a step in this direc-

tion. The Department requires newly organized companies and com-
panies seeking additional public financing to furnish a detailed plan of
proposed operations with actuarial projections based upon the proposed
plan. There are two main benefits stemming from this requirement
(1) It influences management to provide a sound capital and surplus
structure, and, (2) The actuarial projections serve as a basis for pros-
pectus information furnished to the stockholders as to the likelihood of
a need for further financing and the corresponding likelihood of stock-

tion-it forces some realistic thinking. . . ." Gold, An Actuary Examines the
Rash of New Companies, Insurance (Goldbook), Sept. 11, 1965, p. 130.

2761Professor Kimball questions the assumption that all companies must be
regulated alike. To subject the large companies to the same kinds of de-
tailed control and examinations as a newly organized company seems "ab-
surd." "The insurance department shall have the same power over all
companies. But it is not necessary to exercise this power in the same way
with respect to all companies." Kimball, Sketches fro-m a Comparative Study
of American and European Insurance Regulations, journal of Risk and In-
surance, June 1965, p. 195, 202.
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holder dividends in the early years.27
1 Perhaps New York (and other

states) could build upon this approach so as to furnish investors, regu-
lators and the public with a continuous flow of information of this type.

The GPV method is not the only alternative to the adjusted earn-
ings-rule of thumb-approach in valuing a company's insurance
in force. Other methods have been suggested. While lacking some of
the refinements of'a GPV calculation, 1hey may constitute a signifi-
cant improvement over the rule of thumb approach. 7

8 If they do,
and if the GPV approach is deemed to be either impractical or
outweighed by other considerations, mandatory disclosure require-
ments could be developed to assure ready accessibility of information
necessary for their use. The purpose of this discussion is not to advo-
cate any particular method of valuation but, rather, to suggest at least
one possibility and invite the experts to improve upon it or suggest
preferable and effective alternatives.

IV. CAUSES FOR CONCERN
FROM THE POLICYHOLDER'S VIEWPOINT

Many groups possess an interest in life insurance. However, the im-
portance of the interests of the policyholder exceeds that of the inter-
ests of any other group. The policyholders constitute the bedrock upon
which the entire institution of life insurance has been built. The long
range development and growth of the industry depends upon catering
to their needs and concerns. The insurance-buying public seeks three
principal qualities in life insurance: safety, service and low cost.2 79 The
new company phenomenon will be measured against each of these
qualities.

A. POLICYHOLDER SAFETY
The purchase of a life insurance policy initiates a transaction

whose duration may span the better part of a century. The election of
277 106TH ANNUAL REPORT OF THE SUPERINTENDENT OF INSURANCE TO THE NEW

YORK LEGISLATURE COVERING 1964 at 27-28. Section 51(2), N.Y. INS. LAW
provides that an applicant for a license to sell securities of an insurer must
file, among other things, "a statement in detail as to the financial condition
and the plans and purposes of the insurer .. ." See Partridge, The Search for
Quality Among New Life Companies, Insurance, June 26, 1965, p. 24. One
actuary suggested that the insurance departments require periodic actuarial
projection on the operation of those companies whose drain on surplus ex-
ceeds a specified amount, e.g., $7.50 per $1,000 of insurance in force. Gold,
supra note 275 at 130.

278 E.g., one method is profit valuation which projects the earnings of a life
insurance company as a whole upon the company's past experience. See Gold,
supra note 230 at 146, 151-54. One investment firm adjusts earnings by amor-
tizing expenses over the mean expected duration of the business and by
adjusting reserves to a more realistic basis. See Bear, Stearns & Co.,
Monthly Financial Digest, March 1965, p. 3. See also Moody's Investor's
Service, Inc., Moody's Insurance Stocks-Adjusting Life Insurance Earnings,
Special Supp. Vol. 2, No. 25, Sept. 8, 1964, p. 277, (This approach is said
to be inapplicable to new companies. Id. at 278.), and Griffith, Valuation of
Life Insurance Stocks, Journal of Risk and Insurance, March 1965, p. 77.

279 SCHWARZSCHILD AND ZUBAY, PRINCIPLES OF LIFE INSURANCE, 17-27 (1964).
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a settlement option by the beneficiary can postpone final termina-
tion of the transaction for years beyond the death of the insured.
Thus, the policyholder needs assurance that, no matter how long a pe-
riod elapses before the policy matures and the final payments are made,
the company will survive and be able to complete the transaction. In
short, he relies on the company's permanence. Furthermore, he needs
assurance that the company will have sufficient funds to make the pay-
ments required by its contract, i.e., he wants security.28 0 In view of
these needs, state legislatures have required the maintenance of mini-
mum reserves, the filing of annual statements, periodic examination by
the insurance departments, etc. Nevertheless, many believe the reputa-
tion of the life insurance industry for permanence and stability is being
seriously jeopardized. The statistics on the retirement of insurance
companies in the past fifteen years do little to enhance the image of
stability and financial strength.

1. WHY THE HIGH MORTALITY OF LIFE INsURERs

The mortality rate, among companies whose function relates to the
longevity of the institution and the ability to survive financial crises,
has prompted serious concern over the number of new companies
organized and terminated. 281 Several causes have contributed to the
high mortality rate.

a. Supply Exceeds Demand
It is questionable whether the market for life insurance can support

the number of new companies which have been or are now being organ-
ized. At the end of 1964, there were 1,595 life insurance companies in
the United States. This constitutes one company for each 121,000 per-
sons. In some states the ratio is much lower. The following table pro-
vides some examples as of December 31, 1964.28

Number of Persons Households
Companies Estimated Per Estimated Per

Licensed Population Company Households Company
United States 1595 193 million 121,000 56.9 million 35,700
Arizona 520 1.6 3,100 .5 1,000
California 297 18.4 62,000 5.8 19,500
New York 89 17.7 198,900 5.5 61,800
Texas 1190 10.5 8,800 3.0 2,500
Wisconsin 213 4.2 19,700 1.2 5,600

28o KIMBALL, The Purpose of Insurance Regulation, 45 MiNx. L. Rxv. 471,
478-79 (1961).28s Address by Bruce E. Shepherd, 58th Annual Meeting of the Life Insurance
Association of America, Dec. 10, 1964, p. 3.2 82 The estimated population figures were derived from Sales Management Sur-
vey of Buying Power, June 1965. The number of licensed companies, both
domestic and foreign, was derived from correspondence with individual in-
surance departments. Some of the company figures provided are more cur-
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A recent study of insurance operations in Europe compared the
relationship between the number of companies licensed and the popu-
lation in several European countries vis-a-vis individual states and the
United States as a whole.2 8 3

Inhabitants
per Company

Italy 2,000,000
France 750,000
Germany 500,000
Great Britain 400,000
Switzerland 300,000

A sharp contrast exists between the European countries and the United
States, particularly when the comparison is made with certain indi-
vidual states. Some experienced life insurance people question whether
such population-company ratios can be sustained over an extended
period of time. This concentration may underlie the high termination
rate.

284

b. Quality of Management
Competent and experienced management is a sine qua non in any

new business enterprise. It is axiomatic that most industries, the life
insurance industry included,285 need additional skilled and effective man-
agement personnel. One state regulatory body has noted that most
defunct insurance companies in its state "succumbed as a result of
mismanagement." 288 The problem seems to be that numerous manage-
ments in the life insurance business consist of people with sales ex-
perience but with little background in home office administration. An
outstanding life insurance producer does not necessarily make an out-
standing executive.287 During a hearing one promoter was asked his
occupation.

rent than year end 1964, but for our purposes the approximate ratios are
adequate.

283 Address by Professor Spencer L. Kimball, the Annual Chartered Property
and Casualty Underwriters Seminar, Sept. 25, 1964, pp. 10-12.

284 See contra Address by Burten A. Finberg, New York State Association of
Life Underwriters, Saratoga Springs, N.Y., Feb. 12, 1965, pp. 6-7. But see
Probe, Feb. 22, 1965.

285 "There is no new manpower being created in our industry today ... only a
shuffling and reshuffling of that which already exists." Address by Willaim
0. Sahm, Chicago Conference on Acquisitions and Mergers, Oct. 28-29, 1964,
p. 9. Another source states that "experienced managerial and sales talent
is in tight supply." Anreder, Multiple Risks? New Life Insurance Stocks
Deserve a Critical Appraisal, Barron's National Business and Financial
Weekly, Nov. 16, 1964, p. 3.

286 Texas State Securities Board Memorandum on Insurance Securities Pricing
Formula and Analysis (Revised to March 1964), p. 6.

287 Gold, supra note 275 at 130. "Merely to list necessary attributes of superior
management-and to interview many companies new and old-is to confirm
that only a relatively small number of such concerns exist. The great ma-
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"A. Salesman.
Q. Salesman of what?
A. Anything. Anything. Insurance, washing machines. ' ' 2s8

The same promoter in response to another question answered, "Well,
of course, I don't know too much about the insurance business.- 2 9 The
rapidly increasing number of new companies undoubtedly has height-
ened the need for quality management. "Some companies have been
launched-and their stock sold-by individuals with only the scantiest
notions of how to run them."290

c. Acquiring an Agency Force Through Stock Options
The building of a sound, permanent agency force is a long, tedious

and expensive task. The stock-6ptions-to-agents concept has been ad-
vocated as a means to circumvent some of the problems. However, the
soundness of this approach is open to question. Frequently, the agent
will remain with the company only until he is able to sell at a profit
the stock he acquired under the options.

From the standpoint of the Company, they frequently buy a pig
in a poke. Six months and a day after a stock deal has been
made an agent may take his profits and move on to the next new
company that is offering what appears to be an even more attrac-
tive stock deal. Officers and directors of companies that have
made a practice of this have evaluated the results from the com-
pany's standpoint and there are very few who come up with the
conclusion that stock deals open up to their companies an easy
road to success.2 91

Furthermore, if stockholders' equity is not to become extremely diluted,
the granting of stock options in lieu of commissions must cease after
some period of time. Thereafter the agent may prefer to seek a new
stock option "deal" rather than revert to ordinary commissions.2 9 Such

jority of young companies today, formed perhaps by a 'hot' insurance sales-
man and a few friends, are sadly deficient in one or more crucial areas....

"Most young companies fall short in several areas, and some in all. The
question of product is usually given scant attention. A survey of numerous
prospecti reveals managements with primarily sales experience but little
background in home office administration in positions of high responsibility.
To a greater extent than in most manufacturing or merchandising concerns,
the learning process for management follows rather than precedes the sale
of shares to the general public."
Equity Research Associates, The Hazards and Rewards of Investing in
Small Life Insurance Companies, Oct. 15, 1964, p. 8 (investment analysis).
See United States Investor, June 1, 1964, pp. 31, 34, and Address by Phillip
J. Goldberg, Chicago Conference on Acquisitions and Mergers, Oct. 28-29,
1964, p. 6.

288 Hearing before a state securities department (Jan. 1963).
2N Id.
290 Anreder, supra note 285 at 3. "The scarcity of topnotch insurance executives

with a broad understanding of the business is appalling." Gold, supra note
275 at 130.

291 Goldberg, supra note 287 at 7-8.
292 See Finberg, supra note 284 at 10-11. For example, The National Under-

writer, Jan. 16, 1965, p. 5, reported that one company, which was organized
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transient movement seriously undermines the company's chance of
successfully building a permanent agency force.

d. Insufficient Capital and Surplus
As discussed above, a life insurance company must deduct operating

costs in the year incurred without the benefit of amortization. 'When a
new policy is issued, the company incurs substantial, initial and non-
recurring expenses such as agent first year commissions, medical ex-
amination costs, sales promotion and overhead. In most, if not all new
companies, the first year premium income is substantially less than the
first year acquisition costs. The practical effect of charging off all first
year expenses in the year incurred is to delay the reporting of profits
for several years (until renewal premiums constitute a significant por-
tion of the company's income). The funds upon which the company is
operated must come from the company's surplus. Consequently, in the
company's early years, the writing of new business may cause a severe
drain on surplus.23

The substantial cost of new business is emphatically illustrated by
the following table.2 "4 The figures are based on a $50,000 ordinary life
policy purchased at age 35 in an average company.

First Fifth Seventh
Year Year Year

(a) Annual Premium $1150 $1150 $1150
(b) Interest earned 0 115 195

(c) Cash available 1150 1265 1345
(d) Disbursements (including management

and field expenses, premium tax, gen-
eral expenses, dividends, mortality
charge) 1590 430 485

(e) Plus or Minus -440 +835 +860
(f) Increase in Reserve -800 -860 -880

(g) Deficit -1240 -25 -20

in 1959, wrote $2 million of business in 1960, $14 million in 1961, $14 million
in 1962, $5 million in 1963, and it was merged in 1964. The year 1962 marked
the end of the stock options.

293 Ratio of new business expense to first year premium has been said to range
between 150% to 250% in some companies. See Pfeffer, Measuring the Profit
Potential of a New Life Insurance Company, journ. of Risk and Insurance,
Sept. 1965, p. 413 at 419. Equity, supra note 287 at 5, reports that one small
company has a rule of thumb that $1.35 is paid out in the first year for every
$1.00 of first year premium income. It has been said that when new business
is 25% of the total insurance in force, the company is close to earning a
profit. Pfeffer, supra at 418. For a discussion on the drain of surplus and
operating losses, see e.g., address by Richard E. Pille, N. Y. State Association
of Life Underwriters 22nd Annual General Agents and Managers Confer-
ence, Feb. 12-13, p. 6 et seq. and Equity supra at 5-7.

394 This table is taken from Pille, id. at 7-9.
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Even in the seventh year a small deficit was incurred. The yearly (not
cumulative) deficit figures indicate that a lengthy time span is needed
before the company will show a net gain from operations. Additional
time is needed before the investment in new business can be recouped.
During the deficit years, the source of the company's operating capital
is paid-in surplus.

As a rule of thumb, it is said that a new life insurance company
will commonly incur operating losses in its first six to ten years.2 95

These are inherent in the mandatory accounting system. But, even if
a company survives this period, profit is not guaranteed. If the pre-
miums are too low or expenses and lapses are too high, there should
be little expectation of ever recovering the initial investment, much
less realizing a profit. Losses and' drains on surplus in the early years
are too often accepted complacently as being the expected thing. While
the drain on surplus reflects an accounting technique it may also re-
flect a dissipation rather than an investment of surplus.2 9

6

The authors' survey of Best's Life Insurance Reports (1965) indi-
cates the limitations of the six to ten year rule of thumb (see Appendix
B). This survey covered companies which were organized during the
period 1950 to mid-year 1964 and which still existed as of December
31, 1964. Of the companies with six to ten years of experience, the
percentage of those showing losses ranged from a low of 34 per cent for
those with ten years experience to a high of 53 per cent for those with
seven years experience. Of the companies with ten to fourteen years of
experience, the percentage of those showing losses ranged from 29 per
cent for those with thirteen years experience to 40 per cent for those
with eleven years and fourteen years experience.

Many new managements apparently did not correctly foresee, or
were not concerned with, the high costs incidental to starting a new
life insurance company. Several mergers stem from companies deplet-
ing surplus in the push for new production, only to discover that they
have sold themselves "out of business."297

In 1964, 150 new companies were formed. The average capital and
surplus was approximately $700,000.2 S This figure is less than 50 per
cent of the minimum capital and surplus requirement in Michigan.'"

The need for adequate capital and surplus of many new companies
may be illustrated as follows. One publication collected the figures on
twenty new companies organized in Indiana in the last ten years."'

295 See supra note 19.
296 Gold, supra note 275 at 130.
297 Franklin, Should Agents Form Own C'nnpany? The National Underwriter,

Dec. 29, 1962, p. 4. See Pfeffer, supra note 293, p. 421.
298 See Best's Weekly News Digest (Life Ed.), Feb. 1, 1965.
29 Mich. Act. No. 242, Public Acts of 1965.
30o Probe, Dec. 14, 1964.
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The average new Indiana company in this group had 1963 sales of
$11.8 million, compared with $10.7 million for the average agency of
a large established company. The average insurance in force of the
twenty companies was $32 million, compared with the average insur-
ance in force of each of the established company's agencies of $116.8
million. Thus, many of the new companies had to maintain a home
office organization (executives, actuaries, lawyers, underwriter, agency
department, etc.) on a total volume substantially less than that of a
single agency in a large established company.

If the drain on a company's surplus threatens the impairment of
its capital the company, assuming it wishes to continue operations, is
confronted with two alternative courses of action: merger or re-
financing through a supplemental issue of stock. In its deficient capital
and surplus condition, the chances of an advantageous merger are
slight.

Before the investing public began to acquire some expertise in life
insurance investing, it was relatively easy to raise capital through re-
peated stock offerings. But recently a number of experienced invest-
ment houses and financial magazines have indicated that new offerings
of life insurance companies have become less attractive. 301 The potential
301 The investment houses include Equity Research Associates, Lehman Brothers,

First Manhattan Co., McDonnel and Co., and E. F. Hutton and Co. Financial
magazines include Barron's and Forbes to name but a few. The following
excerpt from a report by Equity Research is typical. "With few exceptions,
'life' stocks in the newer companies do not represent good value today....
Only a small number will attain important size and standing." Equity, supra
note 287 at 2. Several factors, including the following, have led the invest-
ment houses to this conclusion.

(1) Due to high price earnings ratios, the growth of many of the new
companies has been discounted far into the future, a factor which has con-
tributed to the falling off in stock prices. McDonnell, The Life Insurance
Industry, Industry Review Series, Nov. 1964, p. 1. As Equity Research
cautioned, an investor should consider current price-earning ratios as "pos-
sibly excessive" and that "current prices for most small new life insurers
are too high," Equity, supra at 2, 7. For example, the Dow Jones industrial
average carries an aggregate price-earnings ratio for thirty stocks. (The
price-earnings ratio is calculated by dividing the price of the stock by the
latest available-or estimated-earnings per share.) For the year ending
September 30, 1964, the Dow Jones average shows a price-earnings ratio of
19.7 to 1. In 1961, when the ratio was 22.9 to 1, the price-earnings ratio was
considered to be excessive. See New York Times, March 3, 1965, p. 55. In
contrast, several life insurance stocks have possessed a P-E ratio in excess
of 50 times (adjusted) earnings, and at least one insurer's stock possessed
a P-E ratio of nearly 100 times earnings. See Eastman Dillon, Union Securi-
ties & Co., Life Insurance Stocks, Feb. 1965. "It will continue so long as
young companies can sell at 50, 80, 100, 130 times adjusted earnings and still
get investor support." Sahm, supra note 285 at 7.

(2) Profit margins (from the stockholders' viewpoint) have been nar-
rowing for two reasons: (a) Mortality has improved steadily for some
years. This led to the replacement of the 1941 CSO Mortality Table by the
1958 CSO Mortality Table, which has tighter margins. The improvement
in mortality seems to be leveling off. (b) Interest rates have been rising
steadily since 1947, but the rate of increase is slowing up. Also, many policies
now have higher interest guarantees.

(3) The diminishing profit margins and more intense price competition
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lessening of investors' enthusiasm for life insurance stocks may render
it more difficult for new companies with continued operating losses
to replenish their surplus via new stock offerings.30 2 Although to date
only incipient signs of slackened investor enthusiasm for new company
issues have been observed, this trend may gain momentum.3 3 If so,

terminations because of the absence of readily available capital may
increase.

e. Specialty Policy Regulation
The specialty policy has quite often become the "crutch" to the

agency force. Companies which have done well selling specialty con-
tracts have found their agency force untrained and inadequate to
sell conventional policies. The restrictive impact of state regulation
(referred to above) on this type of policy has tended to force several
new cbmpanies into some form of retirement.304

f. Motivation
Those companies organized by promoters for the sole purpose of

creating stock, inflating its price, and then disposing of it quickly for

as more companies organize suggests that growth in "insurance in force"
will not be matched by growth in stockholder profits. E.g., Equity, supra
at pp. 10 et seq.

(4) There is increasing sophistication among some investors in applying
the adjusted earnings concept in evaluating the profitability of the life in-
surance in force account. For example, rather than multiplying the entire
insurance in force account by $X per $1,000, different multiples are used for
different types of business. Participating policies, as contrasted to nonpar-
ticipating policies, are discounted because of the necessity of allocating some
profits to the policyholders. In states where there is a limitation on the
amount of the participating profits which can be allocated to the stockholder,
there is even a greater discount. Reinsured business is discounted since some
of the profit goes to the reinsurer. Financed insurance is discounted because
of its likelihood of lapse. Similarly, term, group, and accident and health
business are discounted because of their short term nature.

302"Many fledgling life companies are forced to float new equity at regular
intervals. So long as the market for such offerings is buoyant, as it has
been in recent years, this process is painless. Should investors' sentiment
cool, however, the story inevitably would be different." Anreder, supra note
285 at 15.

303"(T)he decline in stock prices has chiefly affected the shares of established
companies." Forbes, May 1, 1965, p. 20.

304 See 1960-1961 PROCEEDINGS: CONFERENCE OF AcruARiEs IN PuBuc PRAcriCE
55; Robinson, The New Life Iisurance Company-Its Problems, 1956-1957;
PROCEEDINGS: CONFERENCE OF ACTUARIES IN PUBLIC PRACTIcE 133, 144; Ad-
dress by James H. Hall, Chicago Conference for Young Life Insurance Com-
panies, Sept. 1-2, 1965, pp. 2-3. One executive commented,

The same peak in production and falling off occurs when the
company uses the other approach-that of a special policy, such as
a founders contract.

(He) reviewed the history of another Illinois company which
had used this method of business building, noting that as soon as
the founders policy was discontinued the sales fell off. Then when
an effort was made to revitalize the company with new management,
money ran out and a merger resulted. The National Underwriter,
Jan. 16, 1965, p. 5.
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capital gains have little chance of surviving. °s Once the promoters
have made their exit, little more than a corporate shell remains.

The prospectus of one company reflects the attitude of a group of
stock promoters.

Options [will] provide the organizers, officers and Advisory
Committee members with an opportunity to profit from a rise
in the market for the stock of the Company (if such should
occur) at a minimum of expense and risk. It should also be
noted that the granting of options might deprive the Company
of favorable opportunities to procure additional equity capital,
if it should be needed; and that at a time when the holders of
options might be expected to exercise them, the Company would,
in all likelihood (were it not for the options), be able to sell
the stock by a public offering at a price more favorable than
that provided for by the options.

Despite an awareness that the extensive stock option program might
very well endanger the company's financial position and that after a
period of time most new companies need to obtain additional financing
through recourse to the public capital market, this approach afforded
the promoters an opportunity for a profit "at a minimum of expense
and risk." It might also be noted that the company underwriting this
new insurer was wholly owned by the president of the new insurer
and that the underwriting commission was 12 per cent of the price
paid by the public for the stock.30 6

2. Protection Via Reinsurance
The development of sophisticated reinsurance arrangements has

contributed to the formation of new companies. Each company, whether
large or small, determines the maximum limit of insurance which it
will retain at its own risk on an individual life. This limit will depend
upon the size of the company and upon the amount of its assets and
insurance in force. Small companies commonly tend to have retention

305 See Pfeffer, supra note 293 at 417. One reason an executive offers for new
company failure is "improper motivation or a desire on the part of some
promoters of life companies to make their money in stock rather than get
into the life insurance business seriously." As reported in The National
Underwriter, Jan. 16, 1965, p. 5.

306 Prospectus in authors' files. In the formation of some new insurers, no under-
writing commissions are paid. However, the prospectus of one insurer re-
vealed the underwriting commission to be $.60 per $4.00, or 15%. The stock
of the underwriter was owned solely by one of the officers of the new life
company.

The success of recent life insurance stock sales has, I am sure,
fanned to fever heat the enthusiasm of promoter groups. The Ore-
gon law allows up to fifteen per cent of stock sale proceeds for
selling expense and on, say, a $3,000,000 sale, that would amount
to $450,000, a most attractive morsel. Unfortunately, many pro-
moters care little what happens to the company once the stock is sold
and the company has obtained its license.

Department Memorandum by Oregon Insurance Commissioner Korlann (1965)
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limits from $10,000 to $25,000, while a very large company might be
willing to retain up to $500,000 or more at its own risk.30 7

There are basically two types of reinsurance coverage, that on the
yearly renewable term (YRT) basis and that on the coinsurance basis.
Under the YRT coverage, the company is reinsured on that part of
the net amount at risk (i.e., face amount less the reserve thereon) which
it wants to reinsure. The ceding company pays the reinsurer a yearly
renewable term premium covering the amount of reinsurance. The
ceding company, itself, maintains the reserve for the full amount is-
sued. Under a coinsurance plan, the ceding company, in effect, trans-
fers a portion of the policy, both the amount of risk and the reserves,
to the insurer which receives a proportionate part of the premium less
commission and an agreed upon expense allowance. The reinsurer is
liable for a corresponding portion of all payments made under the
policy. The smaller companies tend to prefer the YRT plan of re-
insurance since it permits them to retain a larger amount of assets.308

It has been alleged that because of the use of reinsurance the policy-
holders will not "get hurt" if a new company fails.30 9 The claim is
that even if a company is not adequately reinsured, its inability to pay
death claims most likely would be rectified through the insurance de-
partment prevailing upon some company or group of companies to as-
sume the obligation.aosa On the other hand, if the company does have an
adequate reinsurance contract with a substantial, well-managed rein-
surer, the impression may be given that the policyholder is protected
in much the same manner as his bank account is protected by the
Federal Deposit Insurance Corporation. However, this is an over-
simplification which obscures some important facts.

Generally, with few exceptions, no privity of contract exists between
the policyholder and reinsurer. The proceeds of the reinsurance are
paid to the ceding company. If the ceding company is insolvent, the
proceeds are payable to the liquidator and become general assets which
are not held for any particular policyholder.3 0 9 b

307 SeeMACLEAN, LiFE INSURANCE 264 (9th ed. 1962).
3SOId. at 264-265. Reinsurance is also issued on a modified coinsurance basis

under which the issuing company holds the entire reserve. See Id. at 265.3 0
91n this connection, see Equity, supra note 287 at 3; McDonnell, supra note

301 at 11-12; and The National Underwriter, Feb. 27, 1965, p. 2. On occa-
sion, a reinsurer's name is used in advertisements or prospectuses, without
the reinsurer's consent, prior to the entering into a reinsurance contract.
Oral discussion at the American Life Convention regional meeting in Mil-
waukee, Wisconsin, April 26-27, 1965.

309a N.Y. INs. LAW §224 provides for the creation of a guaranty fund, arising
from assessments on domestic companies, to promote stability of domestic life
companies and the performance of their contractual obligations. A company
needs to transact business for at least six years to be eligible for assistance
from the fund.

30b See 29A Ai. JuR. Contracts §1757 (1960).
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In many, if not most, cases the reinsurance contract provides yearly
renewable term protection only. The reinsurer assumes only the mor-
tality risk. The policyholder must still look to the ceding company for
the security of his policy reserves and cash values. There may be liens
on the policyholder's cash values. The dividends on participating policies
could be drastically cut. The company might assume a "cut-all-expense"
attitude towards policyholder service. Such items as these, we submit,
certainly fall within the term "getting hurt." Therefore, the financial
stability of the ceding company is a very important factor, from the
policyholder's viewpoint, even when reinsurance is involved.3 10

From 1950 to mid-year 1964, 35 life insurance companies failed
to renew their license, had their licenses revoked, were in receivership,
or were inactive; and 63 companies terminated their corporate ex-
istence through voluntary dissolution, liquidation or retirement.3 1' Ap-
parently, there has been no full scale study of policyholder losses in
the last twenty years resulting from such terminations. However, the
Institute of Life Insurance Report indicates that some have occurred.312

This could become an even more serious problem should refinancing
become unavailable due to a dampening of the investment climate.

Some observers feel that new companies are being somewhat less
than candid when they stress the permanence and stability of life in-
surance in messages to their policyholders, and, at the same time,
disclose the risks involved in the new enterprise in prospectuses to
stockholders. For example, one prospectus states the shares "are specu-
lative in nature and involve substantial risks." Many of those factors
which make an investment in the stock in a new life insurance com-
pany a risky venture, for example, questions regarding the competence
of its management and technical staff, its integrity and its investment
policy, also relate to policyholder safety. To rationalize or justify the
high termination rate of new companies on the basis that the policy-
holder is fully protected by reinsurance, particularly if the company
writes most of its policies for an amount under its retention limits for
which no reinsurance is procured, leaves something to be desired.

3. The Image of Stability
As the general public becomes cognizant of the mortality rate of

new companies, the industry's image of stability could be seriously
undermined. This, in turn, could portend grave consequences for all

310 Changing Times, May 1965, p. 38, reports that two Texas companies were
put into receivership in 1960. Liens were placed against the policies up to
70% of the cash values in one company. See The National Underwriter
(Editorial), Feb. 20, 1965, p. 22. But see address by A. H. McAulay, N. Y.
State Life Underwriters Association, 22nd Annual General Agents and
Managers Conference, Saratoga Springs, N.Y., Feb. 12-13, 1965, p. 3.

311 INSTITUTE OF LIFE INSURANCE, REPORT ON LIFE INSURANCE COMPANY FORMA-
TION AND DIssoLUTIoN-1950 THROUGH MID-YEAR 1965, 89.

312 Id. at 97.
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life insurers and for those members of the public who are dissuaded
thereby from purchasing life insurance. An ebbing of confidence in
the life insurance industry's stability and reliability "can do incalculable
damage to the public interest, and to the insurance industry. '31 3

B. POLICYHOLDER COST
1. Relationship Between Policyholder Costs and

Stockholder Profits
The Two Way Split. In addition to safety, policyholders presum-

ably seek the lowest possible cost (consistent with their other goals
such as safety and good service). The cost of life insurance is deter-
mined by three basic elements: mortality, expenses and interest. (In-
terest is used to reduce the policyholder's cost.) Since protection is
furnished over a period of years for a level premium, it is necessary
to set the premium rate at a sufficiently high level to provide a margin
of safety against fluctuations in these three elements. At the end of
each year the unneeded safety margins may be allocated to the par-
ticipating policyholders, to the stockholders, or to both. In a mutual
company the unused margins are refunded to the policyholders in the
form of dividends. In a stock company which issues only nonparticipat-
ing policies, the unused margins, here called "profits," accrue to the
benefit of the stockholders.3 1 4 In a stock company which writes partic-
ipating policies, the "profits" are split between the participating policy-
holders and the stockholders.

Traditionally, the net cost to the policyholder of a participating life
insurance policy has been determined by substracting the dividends
and the cash value from the gross premium.31 5 The greater the divi-
dends, and the higher the cash value, the lower will be the net cost.
On the other hand, the more dividends paid to the policyholders, the
less will be available for the stockholders' benefit in the form of in-
creased equity or larger dividends. In this sense, there is a conflict
of interest between the policyholder and the stockholder.31 6

A conflict of interest also exists between the promoter (as dis-

313Address by Superintendent Stern (N.Y.), N. Y. Life Underwriters Sales
Congress, Mar. 11, 1965, p. 4. "The high national rate of retirement of new
life insurance companies by either merger or reinsurance adversely affects
the image of life insurance . . ." New York Superintendent's Report, supra
note 277 at 23.

314 Stock companies also build profit into their premium structures.
315 For another way to compute cost, see Belth, The Cost of Life Insurance to

the Policyholder-A Single Year Attained Age System, Journ. of Insurance,
Dec. 1961, p. 23.

316 "What is good for life insurance policyholders is not necessarily good for
the stockholders of insurance companies." Forbes, April 15, 1964, p. 23. Spe-
cialty policies sometimes give the policyholder a right to share in the com-
pany's earnings. Those states which have the "fair, just and equitable" doc-
trine embodied in their securities laws may ask whether such a provision
is fair to the investors. This question highlights the conflict of interest feature
from the investor's viewpoint.
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tinguished from the general stockholder) and the policyholder. Because
of the drain in surplus when new business is written, "any well trained
insurance man ought to be well aware of the danger of writing a new
company out of business in the first few years. ' 317 Therefore, the in-
terest of the promoter in rapidly running up the insurance in force
account tends to conflict with the policyholders' interest in a well-run,
sound insurance operation.

Investor Anticipation of Profit. The widespread belief that "fan-
tastic" profits are to be made in life insurance stocks has been fostered
by some investment advisers and by some elements of the insurance
industry itself.3 18 It arises from the fact that life insurance stock is
highly leveraged. A high ratio of assets to invested capital multiplies
the effect of excess interest earnings. For example, assume that a
company with a capitalization of $1 million has $10 million in assets.
Since shareholders' equity is 10 percent, an increase of one-half of
1 per cent in the company's investment yield can produce a 5 per
cent increase in the return on equity. 19

The following example has been used as an illustration of the
profitability of life insurance.3 0 A successful agent decided to estab-
lish his own company. He was the company's only employee and only
agent. The insurance operations were actually conducted through a
reinsurer. The agent paid himself regular commissions plus a mana-
gerial salary. At the end of a period of a few years, the company had
$20 million of insurance in force and a total of $800,000 in capital and
surplus. The agent is reported to have sold his company to the reinsurer,
received dollar for dollar for the capital and surplus, and received, in
addition, $500,000 for the insurance in force. Not including the mana-
gerial salary, it was stated that this agent received $1.3 million over
and above what he would have earned in ordinary commissions.

The magnetic appeal which the so-called "profitability" of life in-
surance stock has for investors has affected management because of
the continuing pressure from stockholders to allocate the largest pos-
sible share of the unneeded margins to the stockholders' benefit. The
preoccupation of some managements with the company's stock is il-
lustrated by the following letter written by one chief executive of a
small midwestern company, to the company's agency force:

I receive a daily report from our Stock Transfer Department
as to who is selling and who is buying. I would be very dis-
appointed to have any sales of stock by our representatives
trigger a lack of confidence in our company. Since supply and
demand regulate the price of our stock, we must keep the de-

317United States Investor, June 1, 1964, p. 34.
318E. F. Hutton & Co., Market and Business Survey, Nov. 1964, p. 1.
319 See Forbes, April 15, 1964, p. 22.
320 At an organizational meeting of a new life insurance company.
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mand high and the supply low or we will have defeated our
purpose in having hit our 100 million goal.3 21 (Emphasis sup-
plied)

Legal Recognition of Conflict of Interest. The law has recognized
that the distribution of unused margins can have a very vital bearing
on the policyholders' costs, and that there is a basic conflict between
the interests of the policyholders and the stockholders. In Canada and
in five American states-( New York, NewJersey, Illinois, Wisconsin
and Nebraska) laws or regulations have been passed limiting the
amount of unused margins from participating policies which the com-
pany can allocate to the lenefit of the stockholders.3 22 In Canada there
is a sliding scale ranging from 10 down to 232 per cent, depending
upon the size of the company. The rationale of the limitation on the
stockholder charge in Canadian law makes explicit the recognition of
the potential conflict.

By far the greater part of the business in Canada is transacted
on the participating plan and in a very real way, therefore,
Canadian companies are 'policyholder' companies. Because of
this, there are important provisions in Canadian insurance laws
designed to protect participating policyholders against share-
holders who might seek to profit unduly at the policyholders'
expense.32 3 (Emphasis supplied)

In New York and Wisconsin, the stockholders are limited to 10 per
cent of the "profits" on participating business, or fifty cents per year
per thousand of insurance in force, whichever is the larger.3 4 The
amount that the company may allocate to the stockholders has been
termed the "stockholder's charge."'

One enterprising stock company gave the stockholder's charge regu-
lation a reverse twist. By using appropriately phrased language its
agents, in the course of soliciting, attempted to convince their pros-
pects that they were indeed fortunate to be buying insurance with a
company which would pay them 90 per cent of the participating profits

321Letter in authors' files dated January 23, 1965.
322 Canadian and British Insurance Companies Act. §84(2), REv. STAT. OF CAN.

1952, c. 31; ILL. INS. CODE §233; Nm. REv. STAT. (1960) §§44-708; N. J. STAT.
ANN. §17.34-12 (1962); N. Y. INS. LAW §216(6); Wis. Adm. Code Sec. Ins.
2.02(3) (1962). The United States and Canadian definition of "participating
profits" differ. The Canadian definition permits smaller amounts to be al-
located to the benefit of the stockholders. See BELTH, PARTICIPATING LIFE
INSURANCE SOLD BY STOCK COMPANIES 57-60 (1965).

3232 REPORT OF THE SUPERINTENDENT OF INSURANCE FOR THE DOMINION OF
CANADA (Life and Fraternal) xix (1954).

.24 Illinois uses the 90%-10% rule with no alternatives. Similarly, New Jersey
uses solely the $0.50 per $1,000 rule. Nebraska requires that all of the surplus
arising from the participating business accrue to the benefit of the participat-
ing policyholders.

325 Belth, supra note 322. Of course, surplus which may belong to the stock-
holders provides additional safety margins for the policyholders in a going
company.
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-- without disclosing the fact that this was not voluntary, but rather a
requirement of state law.

Professor Belth reports another interesting example. In 1957, Illi-

nois amended its insurance law so that the stockholder charge limita-

tion is confined only to the Illinois business of Illinois companies.

Previously the limitation had applied to all business of domestic com-

panies, wherever written.-26 Following this amendment, one company

gradually increased the stockholder's charge from 55 cents per thousand

of participating life insurance in force in 1957, to $2.70 per thousand
in 1963. In other words, the company levied a stockholder charge of

8.3 per cent of participating profits prior to the amendment as con-

trasted to 39.7 per cent in 1963.327

One approach to avoid a conflict of interest between policyholder
and stockholder is well illustrated by Canadian experience. In 1957,

the Canadian parliament enacted legislation facilitating the conversion
of Canadian stock companies into mutual companies. 2 8 The primary

purpose of the Canadian legislation was to make sure that ownership

of Canadian life insurance companies remained in Canada. But another
important purpose was to keep out speculators and in this process

safeguard the interests of the policyholders.3 29

Another approach to the conflict of interest problem is that followed
by New York. Section 213 of the New York Insurance Law imposes

expense limitations on companies licensed to do business in New York.
Subsection (7) prohibits the payment of

Any bonus, prize or reward or any increased or additional com-
missions or compensation of any kind whatsoever based upon
the volume of any new business or the aggregate number of
policies written or paid for.

Relying on this statutory provision, the New York Department has

prohibited the use of stock options as a means of compensating

agents. 330

The philosophy underlying the law [Section 2131 contemplates
that the public be in a position to obtain life insurance at the
lowest cost possible consistent with sound underwriting prin-
ciples and management. 3 '

The concept of lowest possible cost coupled with the prohibition on

stock options appears to be a tacit recognition by the New York De-

326 11. Law 1937, p. 804 §233.
7 See BELTH, supra note 322 at 89 n. 54 and at 97 n. 70.

3 8 Canadian and British Insurance Companies Act, §90A, REv. STAT. OF CAN.

1952, c. 31 as amended by 1957-1958, c. 11.
- See House of Commons Debates, Dec. 3, 1957, pp. 1810-13. The insurance

laws of several states permit the mutualization of a stock company, E.g., Wis.
INS. LAW, §201.301.

330 See New York Superintendent's Report, supra note 277 at 24-25.
3315 STAUB, EXAMTINATION OF LIFE INSURANCE COMPANIES 341 (1955). See 5

STRAUB at 337, 351, 411.
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partment that the profits which might accrue to an agent holding
stock options may do so at the expense of the policyholder.

However, this is not necessarily true. Some stock option companies
reduce their first year commissions somewhat below the level of some
more established companies.332 In lieu of some commissions, stock
options are given at a low, specified price. Part of the agent's compen-
sation is derived from the difference between the option price and the
market value. One new company writes some business at a lower gross
premium that its own reinsurer, despite the fact that the new company
must pay for the reinsurance. This is made possible by partially com-
pensating its agents through stock options.333

One consideration should be kept in mind by management contem-
plating the use of stock options, in lieu of a portion of regular com-
mission, as a means of compensating its field force. At some point in
time, the issuance of options for new business needs to be discontinued.
Otherwise, the value of each share will become so diluted that stock
options no longer will provide adequate incentive to write new busi-
ness. When the option plan is terminated, regular commissions must
be raised to a competitive level if the company is going to retain its
agents. Whereas the premium rate structure may have been adequate
under the original mode of compensation, it may not support the in-
creased commissions.33

4

In short, companies writing both participating and nonparticipating
policies inherently possess some degree of conflict of interest between
the policyholders and the stockholders. The pressure on management
to emphasize the interest of the stockholders varies in accordance with
the stockholders' concept of the profitability of life insurance stock. On
occasion the law has recognized the relationship between stockholder
profits and policyholder costs and has sought to counterbalance an
occasional overemphasis on the former at the expense of the latter.

2. Reinsurance
Reinsurers play a fundamental role in most new life companies. In

addition to reinsuring risks which a new company could not otherwise
accept, reinsurers may supply invaluable actuarial and underwriting
facilities on a continuing basis, or furnish advice to the new company
on underwriting practices, rates, policy forms, accounting and reserve
methods, investments, agency and personnel problems.33 5

332A typical first year commission paid by an established company licensed in
New York, on a Whole Life policy is 55% of the first year premium.

3 This was developed in a discussion at the American Life Convention regional
meeting in Milwaukee, Wisconsin, April 26-27, 1965. Other stock option com-
panies give the option in addition to standard first year commissions. See
address by William R. Robertson, Research Agencies Group, Williamsburg,
Va., May 13-14, 1965, p. 5.

3 See Finberg, supra note 284 at 10-11.
35 See 2 ScHWARzscHiLD, supra note 279 to 176, and Probe, Nov. 30, 1964. But
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During its early years, the new company may reinsure a substantial
portion of its business. For example, one company in its prospectus
indicated that it intends to cede the first $1,000 of all risks (except
policies issued for amounts ranging from $1,000 to $5,000) and all
insurance in excess of $20,000 in every case. A reinsurer does not
offer its services gratuitously. It charges premiums at a level adequate
to cover mortality costs and expenses as well as to generate profits for
its stockholders. This, in turn increases the cost to the policyholders of
the ceding company. A company with a large retention "picks up a
cost advantage" over the smaller companies who must reinsure to a
greater extent.33 6

3. Reputation for Low Cost
Starting from the premise that a life insurance company is simply

a vehicle to create a pool of lives for insurance protection purposes,
one of the main responsibilities of a life insurance company is to fur-
nish such protection at a reasonable cost. In fact, the New York Ex-
pense Limitation Law (Section 213) was enacted to secure reasonable
economy of operations and to protect policyholders from extravagant
expenditures.3 3 7 Wide dissemination of information that life insurance
is a "gold mine" for the stockholders carries with it quite a different
idea, namely, that life insurance may be overpriced for the policy-
holder. For example, one investment survey ran an advertisement
which stressed the claim that life insurance companies, for. a variety of
reasons, including the complex laws under which they operate, tend
substantially to understate their true earning power. It was asserted
that the companies put far more money into policy reserves than were
necessary to meet the required future disbursements as claim payments.
The advertisement concluded that

in 1963, the real (or adjusted) earnings of leading Life Insur-
ance Stocks . . . were 65% above reported earnings.33

The constant reiteration of this and similar themes may be stimulating
public curiosity as to what are the sources of these stockholder profits.

Perhaps up to now the investing public and the noninvesting
reading public have not related the fantastic growth of new life
insurance company stock to the cost of their personal life insur-

a spokesman for one reinsurer during an oral discussion, at an ALC met-
ing, supra note 333, commented that the cost of providing extensive under-
writing and management services, to the degree implied by some, would be
very great. A reinsurer does not have sufficient margins to provide such
extensive service.

336 See Hutton, supra note 318 at 9; Anreder, supra note 285 at 4-5; and Pille
supra note 293 at 12.337Mayerson, A New Look at the New York Expense Limitation Law, 8 TRANS-
AcTIONS OF THE SoCaET OF ACTUARiEs 258 (1956).3

-
8 New York Times, Jan. 23, 1965, p. 34.
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ance. But that relationship will, in time, occur to millions. What
makes the value of any common stock rise? Profits, of course.
And where do profits in life insurance come from? The public
will quite naturally assume that they stem directly from the
margin between the actual cost of insurance and the premiums
charged. And when life insurance stock is so certain to rise in
value, and to rise in predictable leaps and bounds, that margin,
many people will ultimately come to believe, is excessive. And
when people start to believe that, the life insurance business,
including established as well as new companies, will be in
trouble.3 39

The Institute of Life Insurance has suggested that the new company
stock boom may lead the public to think of the insurance industry as a
mechanism for "the creation of legendary personal fortunes through the
use of their (policyholders') premium dollars. ' '340

C. POLICYHOLDER SERVICE
1. Professional Status

The third attribute which a policyholder seeks in a life insurance
company is service. The national advertising of the Institute of Life
Insurance has been designed to foster the professional status of the
agent. This, among other things, has led policyholders to expect such
service and to rely on their agents to render it.

The future of the life insurance business, and to a large extent
the economy of the country, is closely tied to the confidence and
high esteem in which companies and their representatives are
held. Any development which could shake this confidence is of
grave concern to all.341

Efforts have been made by the American College of Life Underwriters,
and the National Association of Life Underwriters, to name two, to
assure that such service is given.

2. Stock Options to Agents
a. Conflict of Interest

An agent who contemplates placing business in a company so as to
earn stock options is confronted by two potential conflict of interest
situations. First, there may be a conflict of interest between the prin-
cipal company (assuming the agent retains his contract with his prin-
cipal company) and the stock-option-to-agent company. Typically,
companies offering stock options have no full-time agents of their own.
Their avowed target is agency broker business or excess business-i.e.,
the life insurance business which the agent of another company writes
but which his principal company refuses to accept for underwriting or
other reasons. But, it is manifest that

39 Probe, Nov. 16, 1964.
340 Institute of Life Insurance News Letter, Nov. 1964.
341 Strain, Stock Option Incentives in Newly Formed Life Insurance Companies,

J. of American Society of C.L.U., Winter 1965, p. 10.
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Such a purpose . . . does not end here. Since the new com-
pany is not disposed to refuse any business it considers profit-
able, nor can it afford to, obviously more than brokerage busi-
ness is at stake in its target.
Many of the stock promotional companies have been formed by
experienced life insurance sales personnel. Normally they have
no full-time agents and no plans for acquiring full-time agents.
They rely largely for their premium income on full-time agents
of other established companies.-

In such circumstances each time the agent writes a new policy he is
confronted with the question: Into which company should this business
be placed? If he elects to give the new company business which his
principal company would have been willing to underwrite, he may violate
legal principles in at least two respects. First, general principles of
agency law impose upon the agent a duty of good faith to his principal
which is providing him not only with his commission but also with the
usual incidents of such a relationship such as a retirement plan, fringe
benefits and social security contributions.34 Second, an agents' contract
customarily contains a provision which gives his company the right of
first refusal on all of his business. If the agent places business with
the new company, this provision may be violated.3 44

It is only natural that an established company should want to pro-
tect its substantial investment in its field force. The problem resulting
from agent defections to stock option companies should not be mini-
mized. However, from a regulatory standpoint it is not the prime
consideration in evaluating the stock option technique.

More important is the potential conflict of interest between the
agent and the policyholder when the agent situates himself in the posi-
tion where he is confronted with the choice of placing business in a
stock option or a non-stock option company. When an agent writes

342 Strain, id. at 7. See Pfeffer, supra note 293 at 416; Timmons, Dangers in
the Hight Birthrate of New Life Coinpanies, Insurance, Oct. 16, 1965, pp.
27, 28; and Probe, Jan. 25, 1965. This is denied by some stock option com-
panies who claim they are interested in only excess business from agent5
under contract with another company. See The National Underwriter, Feb. 6,
1965, p. 1.

343 "An agent is a fiduciary with respect to the matters within the scope of
his agency .... (T)he agent ... is bound to the exercise of the utmost good
faith, loyalty and honesty toward his principal or employer." 3 AM. JUR.
2d Agency §199 (1962). "For reasons of public policy the law does not
permit an agent to assume any relationship antagonistic to his duty to his
principal . . . [who] is entitled to the best effort and unbiased judgment of
his agent . Id. §220. Probe, Nov. 30, 1964 said that these companies "are
in their very nature parasitic since they have no sales organizations and
no recruiting or training procedures of their own." In short, established
companies are subsidizing the stock option companies. See letter from Robert
H. Harmon, published in The National Underwriter, Sept. 19, 1964, p. 9.

344 Strain, supra note 341 at 11. One executive of a stock option company com-
mented that established companies accept business from agents affiliated with
other companies without concern for conflict of interest. See The National
Underwriter, Feb. 6, 1965, p. 1.
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business for both his principal company and for the stock option com-
pany, a very significant factor may enter into the agent's recommenda-
tion, i.e., the current status of the stock market and the agent's ap-
praisal of the same. If the market prospects or the market price of the
insurer's stock are favorable, the agent is under personal financial pres-
sure to place the business in the company where he can earn stock
options. When the agent's appraisal of the market is unfavorable, he
may be more inclined to place the business where he can earn regular
commissions. Thus, the market factor, while extraneous from the
policyholder's viewpoint, could conceivably become a primary consid-
eration in the agent's recommendation. This potential conflict of in-
terest pressure is inherent in every situation involving an agent's choice
of earning straight commissions or earning stock options.

Furthermore, in many stock option to agent plans, if the agent fails
to meet a minimum production requirement, the company reserves the
right to repurchase, at a specified price per share, the stock already
acquired by the agent. If the market price exceeds the repurchase price,
the agent is under pressure to place business with the stock option com-
pany not only to earn options on present business but also to protect
his investment in past business. This requirement makes it doubly
difficult to maintain the policyholders' interest as the prime consideration.

Professional groups such as the American Institute of Certified
Public Accountants, the American Bar Association, etc., impose strin-
gent limitations in situations where their members have a personal
interest.3 45 A duty of disclosure is imposed upon securities brokers-
dealers as a consequence of the professional nature of their function.3 46

A trust officer is a fiduciary, subject to the responsibility described by
the classic language of Judge Cardozo in the famous case of Mein-
hard v. Salmon.

A trustee is held to something stricter than the morals of the
market place. Not honesty alone, but the punctilio of an honor
the most sensitive, is then the standard of behavior. . . . Only

345The Executive Committee of the American Institute of Certified Public
Accountants described the C.P.A.'s independence. "It has become a great
value to those who rely on financial statements of business enterprises that
they be reviewed by persons skilled in accounting, whose judgment is un-
colored by any interest in the efiterprise, and upon whom the obligation has
been imposed to disclose all material facts." As quoted in an address by A.
F. Colao, Chicago Conference on Acquisitions and Mergers, Oct. 28-29, 1964,
p. 1. "Members should not have any financial interest in, or serve as officers
or directors of clients on whose financial statements they express opinions."
Rule 1.01, Code of Professional Ethics, American Institute of Certified
Public Accountants, as amended March 3, 1964, at 28-29. See e.g., Canons
6 & 10, American Bar Association, Canons of Professional and Judicial
Ethics 3, 9 (1957) ; Canon 10 states: "The lawyer should not purchase any
interest in the subject matter of the litigation which he is conducting."

346 See KNAUSS, A Reappraisal of the Rule of Disclosure, 62 AicH. L. Rxv. 607,
638-39 (1964).
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thus has the level of conduct for fiduciaries been kept at a level
higher than that trodden by the crowd.347

Almost sixty years ago, New York's Armstrong Committee, speak-
ing of the responsibility of the officers and trustees of a life insurance
company, said,

The business of the company should be transacted under the
direct supervision of the trustees and no opportunity should be
afforded for a conflict between their personal interest and their
official duty. It is entirely indefensible to permit one to act as the
trustee of an insurance corporation in a transaction in which he
may benefit . . . by the exercise of his discretion.348

To implement concepts comparable to those expressed by the Arm-
strong Committee, the rules of the National Assocation of Insurance
Commissioners require that the company have an established procedure
for disclosure to the board of trustees of any material interest or
affiliation on the part of any of its officers, directors, trustees or re-
sponsible employees which might conflict with their official duties.3 4 9

The law has not left unrecognized the responsibilty of an agent to
his policyholder. For example, Knox v. Anderson50 indicates that
where an agent permits his personal interests to take precedence over
the best interests of the policyholder, he may be held liable. While the
court held the defendant agent liable on the ground that he had made
fraudulent misrepresentations to plaintiffs, it indicated that an insur-
ance agent, who has superior knowledge of facts, material to the
transaction, may have a possible duty to make full disclosure of them
to his customer. The court cited as authority for this proposition a
case involving a sale of stock in which the seller omitted to state a
material fact which was within his knowledge and of which the buyer
was unaware.35' Arguably, then, the court saw an analogy between the
situation of the securities dealer in a sale of stock and an insurance
agent in the sale of an insurance policy. One of the facts which a

- 249 N.Y. 458, 164 N.E. 545, 546 (1928).34" Report of the Joint Committee of the Senate and Assembly of New York
Appointed to Investigate the Affairs of Life Insurance Companies (1906),
p. 388.

a4o See NAIC Blanks Committee Report, 2 PROCEEDINGS: NATIONAL ASSOCIATION
OF INSURANCE COMMISSIONERS 447, 457-59 (1961).

350Anderson v. Knox, 297 F. 2d 702 (9th Cir. 1961), cert. denied 370 U.S. 915
(1962). The trial judge's opinion is reported under the title of Knox v. An-
derson, 159 F. Supp. 795, (1958). The judge's formal findings are also re-
ported at 162 F. Supp. 338 (1958). The agent had recommended a certain
insurance plan as suitable for one in plaintiff's income bracket. The court
held that plaintiff's reliance on this representation was reasonable under the
circumstances, that the plan was not suitable and that the agent was or
should have been aware of this fact.

Judgment was awarded to plaintiff on the ground that defendant's "ex-
pressed opinion of suitability was not an honest one but was made fraudu-
lently and with intent to deceive. (297 F. 2d at 727).

351 297 F. 2d at 727 n. 46a.
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securities dealer must disclose in a sale of securities by him is the
existence of any conflict of interest "arising because he has a direct
interest in the security he is selling." 352 The broker-dealer's duty of
disclosure rests upon his professional status and is thought to be a
higher standard than that required of an ordinary salesman and

similar to the obligations long imposed on attorneys, doctors,
certified public accountants, and architects in dealing with their
customers. Recent cases have applied the same concept to insur-
ance salesmen .... 353

It would seem to be a short step to require disclosure by insurance
agents to their customers of the potential conflict of interest situation
stemming from their interest in the company's stock and stock options.
Hardt v. Brink may be a harbinger in this area. In holding an insurance
agent liable to his client, the court said,

This is an age of specialists and as more occupations divide into
various specialties and strive towards 'professional' status the
law requires an ever higher standard of care in the performance
of their duties.354

In many sales of insurance there must be a close working relation-
ship between the client, the attorney, the trust officer, the accountant
and the insurance agent. Each of these four professionals has fiduciary
responsibilities. There should be no double standard in the life insurL

ance business-a high one for management, trust officers, attorneys
and accountants, and a lower one for the agents. The policyholder has
a right to expect from the officers, trustees and agents of a company
that their judgments and recommendations are unaffected by any
opportunity for concealed personal gain at the expense of the policy-
holder. An agent does his client and his industry a disservice if he
opens himself up to powerful temptations to put his personal interest
above that of his client.3 55 In light of the professional standards re-
ferred to above, disclosure would appear to be the minimum which
should be required of an agent.

352 See Knauss, supra note 346 at 609. "Other rules require a broker-dealer to
make appropriate disclosure to his customer if he is controlled by or in a
control position of the issuer of any security in which he is effecting a
transaction, and to inform any customer he advises on securities for a fee
of any interest he has in any distribution of securities concerning which he
is advising." Id. at 637. See Id. at 638-40.

353 Id. at 638 citing Anderson v. Knox, supra note 350 and Hardt v. Brink, 192
F. Supp. 879 (W.D. Wash. 1961).

354 192 F. Supp. at 881. The court held that an insurance agent who held him-
self out to be a highly skilled adviser and who was relied upon by the
plaintiff was under a duty to advise the plaintiff as to a potential liability
under the lease and to recommend insurance therefor.

355 See Burridge, Producer-Owner Insurers With Stock Options Are A New
Life Insurance Phenomena, The National Underwriter, Sept. 7, 1963, p. 1-2.
On the other hand, it may be argued that an agent who fails to put the
policyholder's interest first would not remain in business for very long. Id.
at 2.
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One spokesman for the stock-option-to-agent companies offered
this reply: some established companies also ofter inducements, such as
otfice space, expense allowances and pension plans, which may enter
into the agent's dtcision as to where the business should be piaced.A
There may be some truth in this. Where such inducements are used
to obtain non-surplus business from agents who are under primary
contract with another company, a similar conflict of interest argument
may be madt. But whether such inducements give rise to a conflict
of interest is immaterial for the purpose of this discussion. The pro-
priety of one company offering stock options to agents under full-time
contract to another company must still be judged on its own merits.

The situation is significantly altered when an agent opts to go full
time with the stock option company. He is no longer confronted with
the choice, influenced by the stock market condition, as to which com-
pany should be the recipient of his business. To this extent, conflict
of interest problems disappear.

b. The Nomad
The quality of service to the policyholder may be impaired not only

by agent recommendations influenced by personal considerations, but
also by the instability of the agency force prevalent among stock-option-
to-agent companies. An agent may find it advantageous to sell his stock
and move to the next company which is offering an allegedly better
deal. "(T)he temptations made nomads of agents." 357 Furthermore, an
agent who moves from company to company may be tempted to replace
and even "twist" the policies he sold previously, to his own policy-
holders' detriment.

3
5

Another difficulty which has plagued some new stock option com-
panies in efforts to retain their agents has been the artificial inflation

35 See The National Underwriter, Feb. 6, 1965, p. 1.
357Address by Phillip J. Goldberg, Chicago Conference on Acquisitions and

Mergers, Oct. 28-29, 1964, p. 8; STRAIx, supra note 341 at 10-11, discusses the
negatives of stock option companies from the agent's viewpoint. See Gold-
berg at 7 and addresses to the N.Y. State Life Underwriters Association
22nd Annual General Agents and Managers Conference, Feb. 12-13, 1965,
by A. H. McAulay at 11-12, Richard E. Pille at 21-22 and Joseph N. Desmon
at 6-7.

358"(A) gents rewrite the business in a constant search for the next capital
gains opportunity." Pfeffer, Measuring the Profit Potential of a New Life
Insurance Company, Journ. of Risk and Insurance, Sept. 1965, p. 413 at 420.
A replacement occurs when an agent knows that an existing policy will be
surrendered, converted to paid up insurance, subjected to substantial bor-
rowing, etc. in connection with the purchase of new insurance. Replacements
are not prohibited as such, although a strong argument may be made that
in most cases it is to the policyholder's disadvantage to replace his policy.
However, a policyholder may change contracts as he sees fit. On the other
hand, "twisting," which is replacement induced by misrepresentation or mis-
leading or incomplete comparisons, is prohibited. For a comprehensive dis-
cussion of replacement, see Dineen, Callan and Ninneman, Replacement:
Causes and Control, June 13, 1962 (presented at a meeting of the Chicago
Association of Life Underwriters, Inc.)
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of stock prices during the company's early stages. Agents who acquired
stock in the company at a low price frequently found that this same
stock was selling in the market at a favorable price. They sometimes
found it difficult to resist selling their shares for a quick profit.3 9

It can hardly be said that repeated moves on the part of an agent
are conducive to rendering policyholders the quality and continuity
of service to which they are entitled.360 This, in turn, tends to offset
the industry's efforts to upgrade agents to professional status.

D. RELATED MATTERS

1. Management Contracts and Holding Companies
a. Role

Management and holding companies have assumed a significant
position in the insurance business. In predicting that their role will
increase, one executive aptly described their function as follows:

Such a company, through its ability to provide centralized serv-
ices to its member companies, can go a long way toward cutting
the ordinary high overhead which a young life insurance com-
pany, going it alone, would face.
Such an operation, moreover, is able to develop policies and
products for its member companies, design and implement train-
ing methods, furnish data processing and machine accounting
and generally provide member companies with large company
services and facilities which would otherwise be beyond them.
Such an operation also has the capacity for attracting producers
to the member companies without the need to pay more than
the premium dollar in acquisition costs.
And where the need arises for additional financing, such a
company is generally in a position to facilitate the efforts of the
member life insurance companies, including increasing the in-
vestment of the parent company in the subsidiary. Within the
holding company structure, each member company enjoys com-
plete individual identity and autonomy of operation.361

On the other hand, from the policyholders' viewpoint serious reserva-
tions have developed as to the desirability of the management and
holding company concept.

Management companies are merely companies providing manage-

359 "Many observers feel that gains achieved by a stock relationship with agents
will prove strictly temporary. Any number of agents sitting on a fat profit
cannot resist the temptation to sell their shares-and their interest in placing
business with the fledgling concern diminishes accordingly." Anreder, Miullple
Risks? New Life Insurance Stocks Deserve Critical Appraisal, Barron's
National Business and Financial Weekly, Nov. 16, 1964, at 16. See Hutton,
supra note 318 at 8-9; and Burridge, supra note 355.

360 "Are we really doing the public a service to build up a temporary agency
force . . . one that is likely to pull out? I do not think so." 1960-1961 PRO-
CEEDINGS: CONFERENCE OF ACTUARIES IN PUBLIC PRACTICE 59. "(T)he inter-
ruption of continuity in field sales organizations [because of the raiding of
agents] handicaps virtually all life insurers." Remarks by Superintendent
Stern (N.Y.), N.Y. Life Underwriters Sales Congress, March 11, 1965, p. 9.

361 Goldberg, supra note 357 at 10. See Pfeffer, supra note 358 at 421.
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ment service to an insurance company, commonly in exchange for a
portion of the premium income. The management company may or
may not own the controlling interest in the insurer which it manages.
However, it is not uncommon for the insurer's officers or directors to
own the controlling interest in the management company. A holding
company, in essence, is merely one company which owns controlling
interest in one or more other companies. It differs from a parent com-
pany in a parent-subsidiary relationship in that the holding company's
primary function is to control other companies rather than to produce
or retail. It may not be a management company.

b. Management Contracts
In one state, fifteen insurance companies (primarily automobile

insurers) had to be liquidated. In each case, the companies were man-
aged through management contracts which generated, in the Com-
missioner's opinion, excessive commissions, expenses and fees. 3612 In
one investigation, an examiner uncovered a management contract be-
tween a small fire and casualty company and a management group.
The examiner was highly critical of the arrangement because

all the profits ... would be paid to the management corporation
thus depriving the policyholders of any equity whatsoever in
their corporation.

36 3

Although this was a mutual company, participating policyholders and
stockholders of a stock company may have reason for similar concern
if their company has such an arrangement.

In the wake of the failure of one fire and casualty company, the
Wisconsin Department of Insurance retained special counsel to study the
problem of management contracts. The study has revealed "that man-
agement contracts are of doubtful validity, have an inherent potential
for abuse, and should be terminated."36 4 While some companies may
enjoy sound management under management contracts, this rela-
tionship poses several problems. For example, potential conflict of
interest situations are created which can erode the fiduciary obligations
of the officers and directors to the policyholder or stockholder. The
delegation of most functions of the insurer to an unlicensed entity may
render the insurer little more than a corporate shell. The management
fee, usually based on premium volume, may be excessive. There are
added bookkeeping and organizational expenses. The profits of the

362.Journal of Commerce, Feb. 11, 1965, p. 8.
363 Report on the South Dakota Insurance Department by Vinton S. Nutt, Aug.

21, 1964, p. 12.
364 Statement by the Wis. Ins. Commissioner Manson as reported in the Mil-

waukee Journal, May 28, 1965, p. 1. While the final study has not yet been
published as of this writing, it has already produced some results. Eleven
insurance firms in Wisconsin have been persuaded by the Department to
drop their management contracts.
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management agency are subject to less favorable tax treatment than
if they had remained in the insurance company.3 65

Recently, a management company was organized in Indiana to
furnish assistance to small life insurance companies. According to one
source:

The company will be in a position to supply management as-
sistance on either a consulting basis or to acquire a majority
ownership in small companies where stockholders are dissatis-
fied with current management.3

66

It may be disquieting to the managements of some companies when
they learn that there exists a company which may intervene in the
affairs of small life insurance companies on the solicitation of a
minority of dissatisfied stockholders. This could have an unstabiliz-
ing effect on the continuity of operations and generate undue pres-
sures to acquiesce in the demands of those stockholders who want
to withdraw from the company the maximum amount of profit pos-
sible. One need not be clairvoyant to discern the adverse impact that
operations such as these can have, not only on policyholder dividends
(and therefore policyholder cost), but also upon the very financial
stability of the company upon which the policyholder has relied.

c. Holding Companies
There are numerous applications of the holding company technique

to life insurance company situations. A group of promoters might or-
ganize a holding company which issues two classes of stock, one class
offered at a low price to the promoters, and one class offered at a
higher price to the public. The difference in price may be justified by
granting some extra rights (e.g., allegedly preferable dividend or
liquidation rights) to the more expensive stock. Through this tech-
nique the promoters can acquire voting control of the holding company
even though the public investors provide most of the capital. Then one
or more insurance companies can be formed with the holding com-
pany purchasing controlling interest and the public investors the bal-
ance. In this manner, the promoters may acquire control over several
life insurance companies even though their capital investment is rela-
tively small in comparison with that provided by others.367

The prospectus of one insurance company revealed that the use of
the holding company technique vested control of the insurer in a com-
pany located in another state outside the direct jurisdiction of the
domiciliary insurance commissioner. Nor is it uncommon for a holding
company to exist between a parent holding company and the insurer with
effective control of the insurer twice removed. The problems of ef-
3651 Ibid.
366 The National Underwriter, Jan. 9, 1965, p. 15.
367 See Franklin, The National Underwriter, Dec. 29, 1962, p. 2.
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fective regulation may be compounded if holding companies, none of
which are subject to the commissioner's direct jurisdiction, are located
in two or three different states. For example, a new company may be
confronted with a substantial minimum par value requirement as a
licensing prerequisite in one state. This requirement may be met by
organizing a life company in the state with the par value of the stock
fixed in accord with that state's requirements. However, a holding
company organized in another state may purchase all of the life com-
pany's shares. The stock of the holding company may then be offered
to the public without regard to the minimum par value requirement,
thereby circumventing the intent of the regulation.

According to one prospectus, a company has adapted the holding
company technique to a stock-option-to-agents plan. Agents could
purchase shares in the life company when the stock was initially issued.
A substantial bloc of the original issue, however, was reserved to an
out-of-state holding company. The agents could earn stock options in
the stock of the holding company by placing business with the life
company. It was alleged that since the stock options would be in the
holding company shares, not in the life company shares, the profits
accruing therefrom to the agents would not be at the expense of the
policyholders.36 s However, there may be some question as to the value
of the stock options unless the profits of the life insurance company
are siphoned off to the holding company. In fact, the New York De-
partment has expressed concern about the use of the holding company
technique and about stock options given to the agents in the holding
company rather than in the insurer as a means of avoiding Section
213 prohibitions against stock options to agents.3 69

2. Mergers

For financial or other reasons, many new insurance companies soon
find it necessary to merge with another company. Although the sur-
viving company assumes the liabilities of the contracts issued by the
absorbed company, °37 it does not follow that the policyholders of the
absorbed company are in no way affected. They have "a vital stake in
the integration process."' 371 Of course, to the extent, if any, that the
surviving company enjoys a sounder financial condition, the policy-
holders benefit. However, the mere fact that two companies have con-
summated a merger does not inevitably lead to improvement in the
policyholders' position.

368 Oral remarks at an organizational meeting of one new life insurance com-
pany.

369 106TH ANNUAL REPORT OF THE SUPERINTENDENT OF INSURANCE TO THE NEW
YORK LEGISLATURE COVERING 1964, pp. 24-25.

37,0 See 19 C.T.S. Corporations, §1630 (1940) and 44 C.J.S. Insurance §115 (1945).
371Address by Professor Richard M. Heins, Chicago Conference on Acquisi-

tions and Mergers, Oct. 28-29, 1964, p. 3.
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There have been occasions when the participants in a merger trans-
action paid little attention to the impact of the merger on the policy-
holders. 372 Some mergers are intended to effectuate a wider distribu-
tion and trading of the company's securities. From the policyholders'
viewpoint this reason has little consequence. Rather, it is designed by
the promoters to enhance the value of their securities through wider
distribution and increased public acceptance. 37 3

Over a century ago, Elizur Wright, the founder of legal reserve
life insurance in America, travelled to England where he was appalled
to learn that individual life insurance policies of those days were being
sold on the auction block because of the absence of guaranteed non-
forfeiture values. The aged and the poor policyholders who could no
longer afford the premiums stood before the bidders who bought the
contracts for a fraction of their real value.374 Wright's indignation led
him, on his return to America, to sponsor the development of non-
forfeiture requirements including guaranteed cash values.

Today, instead of individual policyholders, whole companies seem
to be on the block. The contracts of the individual policyholders are
traded en masse with the policyholders having little to say in the
matter. Sometimes substantial companies have stepped in, almost as a
matter of public service, to rescue a company in difficulty. Other
times, the transfer simply represents substituting one group of pro-
moters for another. In the latter cases, the insurance commissioner.
whose duty it is to pass on all such transactions, may not have much
choice except to approve, hoping the new management may prove
to be better than its predecessor.

A buyer in this country has traditionally had the right to deal with
people of his own choice. A giant advertising industry has been built
upon the American predilection for brand names. The policyholder
may have been attracted to a new company because of local names and
local identification. Yet, overnight the control of his company may be
transferred to persons of whom he knows nothing. He does not know
whether the new owners have an interest in increasing the dividends
on participating policies for his and for other policyholders' benefit or
reducing policyholder dividends for the benefit of the new owners. Such
transferrals may undermine his confidence in the institution of life
insurance from which he had sought security.

372 In a recent attempt to merge two life insurance companies, dissenting stock-
holders of the company to be absorbed raised a strong protest. They formed
the "Stockholders Protective Committee" which maintained that over three
times as much cash per share could be obtained if their company merged
with Company B instead of Company A. Presumably, such a committee is
primarily concerned with stockholders' rather than policyholders' interest.
See The National Underwriter, Feb. 6, 1965, p. 6.

373 Heins, supra note 371 at 10.3 74 AMEicAN CONSERVATION Co., THE BIBLE OF Ln= INsURANcE 67 (1932).
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The argument has been advanced that since a good portion of weak
companies are taken over by stronger companies and are protected by
reinsurance, the policyholders suffer no loss. This is tantamount to
saying that in life insurance, continuity of management and policy are
inconsequential. Such a thesis is subject to serious doubt. 375

Prospective purchasers of ailing companies have been admonished
to examine carefully outstanding policy contracts of the company to
be absorbed, and to be sure that there are no overgenerous commit-
ments to policyholders which might be a source of future diminution
of profits. 3 7 6 For example, one company issuing a "founders" policy
accumulated up to 40 per cent of the premium and guaranteed 6 per
cent interest on the accumulation. Another company, which had con-
templated a merger withdrew when it learned that it would have to
pay 6 per cent interest on the fund which was invested at 4 per cent.377

Sometimes the merging company is unaware of such commitments
until after the merger has been consummated. In this situation the
new company may be tempted to persuade the policyholder to relinquish
his old contract and enter into a new one which, in fact, is less favor-
able to him.

V. CAUSES FOR CONCERN FROM
THE INDIVIDUAL COMPANY'S VIEWPOINT

Apart from their concern for the well being of the policyholders,
well-intentioned and well-managed new companies as well as the es-
tablished stock and mutual companies, are vitally interested in the new
stock company phenomenon. There is widespread acceptance in this
country of the mistaken idea that all life insurance companies are
basically the same. This public image of the life insurance industry
may be attributable to several factors.

(1) A substantial portion of insurance advertising is institutional
in character, and the general public is encouraged to believe that all
companies sell similar products.373 For many years, the Institute of
Life Insurance, an organization supported by many of America's sub-
stantial life insurance companies, has conducted a national advertising
program about life insurance. Without mentioning the name of any
particular company, it has "sold" life insurance as an institution. It

375 Although in a different context, the New York Department has recognized
the value of continuity of management. New York Superintendent's Report,
supra note 369 at 25-26.

37r6 Oral discussion at the Chicago Conference on Acquisitions and Mergers,
Oct. 28-29, 1964.

3 See Frazier, Do's and Dont's of Mergers, The National Underwriter, Jan.
23, 1965, p. 2.

37SEquity Research Associates, The Hazards and Rewards of Investing in
Small Life Insurance Conpanies, Oct. 15, 1964, p. 8 (investment analysis).
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has fostered the concept of the life insurance agent as a responsible
professional serving the best interests of his policyholders.3 7 9

(2) To the extent that the general public has not been educated
in the basic fundamentals of life insurance, it has little basis upon
which to distinguish one company from another.

(3) All states lay down minimum capital, surplus, reserve and other
requirements which characterize legal reserve life insurance. As a
consequence, one might suspect that some companies and agents have
asserted that since all companies meet the same legal standards, all are
equally deserving of public confidence. Certainly, the insurance buying
public

is notoriously undiscriminating in the life insurance that it
buys; it believes all life insurance is safe if the company that
sells it is licensed in the state.38 0

Of course, in the life insurance industry, as in any other industry,
companies are not alike. Standards laid down by the states are mini-
mum standards which vary from state to state in terms of regula-
tory strictness. As one commissioner pointed out,

A company may meet all the statutory requirements as to capital
and surplus and still be undesirable.381

The quality and performance of a company should not be measured by
how close it comes to the minimums but, rather, by how much it
exceed the minimums. This, in turn, depends upon the differences among
various life insurance companies as to their size, strength, mode of
operation, managerial ability, and, most importantly their philosophy
and integrity. The figures presented earlier on formations and termina-
tions of life insurance companies furnish ample proof that a marked
difference exists. Some companies are strong, some are marginal and
some have already passed from the scene.

Further evidence that those companies which have survived are not
of uniform quality is provided by the numerous insurance statistical
and rating publications such as Best's Life Insurance Reports, Flit-
craft, Spectator Year Book, and Little Gem. Best's, for example, pro-
vides comparative information relating to numerous facets of company
operations. Comments ranging from fair to excellent are made in
several important categories, including bonds, stocks, mortgages, real
estate, net yield on investments, reserves and expenses. The operating
results revealed by such reports not only measure how well a company

379 See Franklin, Should Agents Form Own Company. The National Under-
writer, Dec. 29, 1962, p. 2.

380 The National Underwriter (editorial), Dec. 14, 1963, p. 28. See e.g., Timmons,
Dangers in the High Birthrate of New Life Companies, Insurance, Oct. 16,
1965, p. 27. The National Underwriter, Feb. 27, 1965, p. 2.3 sDepartment Memorandum by Oregon Insurance Commissioner Korlann
(1965).
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translates its philosophy into working principles, but they also measure
the efficacy of such principles. The differences between companies can
be very substantial.

The combination of (1) differences among companies, (2) the in-
dustry's public image of "sameness"38' and (3) the potential harm to
the industry's reputation arising from certain aspects of the new com-
pany phenomenon suggests that some remedy to the new company prob-
lem must be found. Otherwise the adverse public image, current and
potential, generated by the activities of the new promoter companies
could mar the reputation of the industry as a whole. The confidence
which the public now reposes in the life insurance industry may be
seriously, if not irreparably, damaged.

Widely fluctuating values of life insurance stocks can result
in loss of public trust in the business. Insurance, as banking,
cannot tolerate loss of public faith in its ability to meet obliga-
tions, its ability to offer a desirable service at a fair price, or its
ability to serve the public well and ethically as an important pub-
lic institution.

3
8

3

For this reason, the market for life insurance stocks and the actiyities
of those who buy and sell them are sources of legitimate concern for
those who regulate the insurance industry.-84

VI. THE NEW COMPANY POSITION:
COMPETITION AND FREE ACCESS TO THE MARKET

The new companies are not without their spokesmen.3 5 Many of
the new insurers find their justification in the role of competitive stim-
ulant to the industry.3 6 Although they concede the existence of some

382This problem is not peculiar to the U.S. life insurance industry. A survey
of companies in Great Britain noted "that many people are simply unaware
of the very considerable differences in value offered by the 48 principal
life assurance offices." Economist, July 24-30, 1965, p. xx.

383 STRAIN, supra note 341 at 9. With respect to stock options to agent com-
panies, the editorial in the Aug. 15, 1964, issue of The National Underwriter
had this to say,

Because if it should eventually turn out that agents had been more
swayed by the prospect of capital gains tax treatment than by level-
headed, objective comparison of the two companies, the status of
life insurance selling could suffer a severe set back. (p. 24)

3 See address by Superintendent Sterns (N.Y.), N.Y. Life Underwriters Sales
Congress, March 11, 1965, pp. 3-4.

3 See e.g., address by John T. Scott, Chicago Conference for Young Life
Insurance Companies, Sept. 1-2, 1965; address by Burton A. Finberg, N.Y.
State Ass'n. of Life Underwriters, 22nd Annual General Agents and Man-
agers Conference, Feb. 12-13, 1965, p. 1, The National Underwriter, Feb. 6,
1965, p. 1; Journal of Commerce, Jan. 19, 1965, p. 7; and The National
Underwriter, May 1, 1965, p. 1. We do not propose to deal here with each
contention advanced. Instead, we do so generally where appropriate through-
out this article. On one fundamental point we must agree, that is, that
soundly financed, well-managed new companies are beneficial to the industry
and that these should not be denied free access to the industry or the right
to compete therein. We have emphasized this at the outset and do so again
here.

3 The National Association of Life Companies at its 1962 convention strongly
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abuses, many feel that restrictions on or prohibition of the formation
and operation of new companies are inconsistent with general prin-
ciples of competition and free enterprise. One of the basic tenets upon
which our economic system is founded is the concept that competition
results in the highest quality of goods at the lowest possible prices.
An essential element in a competitive economy is the accessibility to
the market of new companies which can challenge established concerns
with new ideas and fresh talent and stimulate a more progressive at-
titude in the industry. Furthermore, it is basic to any economy that
when established facilities for servicing the market do not adequately
satisfy the demand for a product or service, new facilities should be
established to serve these demands.

The antitrust laws were based upon this rationale. However, free-
dom to compete is not absolute. The existence of insurance regulation
since the middle 1800's testifies to the long recognized need for some
restraint. Freedom to compete is justified only to the extent to which it
serves the public interest. Congress did not adopt free enterprise as an
absoltite value despite its enactment of the antitrust laws. For example,
the Robinson-Patman Act was enacted to prevent price discrimination. 38 7

The states also recognize the role of competition but do not accept
competition as an end unto itself.

The Department welcomes sound and vigorous competition in
New York State-fair and competent business rivalry is an
important ally to the Department in its regulatory tasks. But the
interests of the insuring public, and ultimately the soundness
and good repute of the insurance business, demand that the
capitalization, management and operation of companies entering
New York should not be 'built upon the sand !'ms

In short, the free enterprise system does not now, nor has it ever, con-
templated absolute freedom to compete without restraints.

It should be noted that recent criticisms of the new insurance com-
pany phenomenon are not directed at all new insurers or against the
continuation of a competitive climate. Contrary to the notions of some,
the established companies have not conspired together to regulate out
of existence vibrant competition from new companies. It is not un-
common for an established company to open its doors and show how
it runs its business to a new company which is sincerely interested in
founding a sound life insurance company operation. 3 9 Furthermore,
there are no patents and few secrets in life insurance.

urged that free enterprise and competition afforded by new small companies
should not be regulated out of business. See The National Underwriter, Aug.
11, 1962. See Equity, supra note 378 at 3-4 for comments on insurers who
do not even attempt to justify their existence.

38738 Stat. 730 (1914), 49 Stat. 1526 (1936), 15 U.S.C. §§13-13b, 21a.
3S Stern, supra note 384 at 1.
3-9 See address by A. H. McAulay, N.Y. State Ass'n. of Life Underwriters,
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If an established company discovers a better way of doing
things . . . it rushes to a trade association to broadcast its dis-
covery to its competitors ...
This freedom of information and the readiness to assist . . .
is one of the peculiarities and perhaps one of the glories of
American life insurance ...
The established companies have tremendous economic power
and, as far as I can make out, they are very scrupulous in the
use of this power. A giant company may bend over backwards
lest its great power should destroy a small competitor.390

This is not to say that the motives of all established companies are altru-
istic. However, the preoccupation of some new company spokesmen
in trying to limit discussion on the basis of an "old" versus"new"
argument does little to cast light on problems which deserve serious
consideration by all of those interested in the welfare of the life in-
surance business.

VII. REMEDIES FROM AN INSURANCE VIEWPOINT
Several remedial approaches have already been adopted, recom-

mended or mentioned by persons both within and without the industry
to curb the excesses stemming from new company promotions. This
section will be devoted to reviewing those which approach the prob-
lem from an insurance oriented viewpoint and to suggesting some
additional alternatives.

A. INDUSTRY ACTION

1. Education
Widespread ignorance of both investors and policyholders as to

the general principles of life insurance company operations affords
fertile ground from which speculation can and does grow. To counter-
act this, an accelerated program of public education has been sug-
gested. Unfortunately, this solution faces nearly insurmountable prac-
tical difficulties and can at best be effective only after several years of
concentrated effort.391

22nd Annual General Agents and Managers Conference, Feb. 12-13, 1965, pp.
15-16. "As a reinsurer I like to claim that we help the new company to grow
soundly, but I have to admit that even greater help comes from the regular
established companies." Ibid. For example, three times in the last ten years
one established company was approached by local groups about to organize
new life insurance companies. In each case they sought to obtain the benefit
of the company's experience and know-how. The company produced actuar-
ial, agency and service personnel to assist these new companies. In one case
it consented to the use by a new company of its policy forms which had
been developed after long experimentation, study and much expense.

390 McAulay, supra note 389 at 16.
391 I think that this is getting at the heart of the problem but just plain

public education is a slow process and much damage to the public
could talke place before the process had a significant effect. I doubt
whether the speculatively inclined organizers of new life insurance
companies today would be dissuaded from their plans as long as
they thought they could dispose of their stockholdings within five
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2. Pressure on the Reinsurer
Reinsurers provide several essential services (e.g., organizational,

actuarial, underwriting, etc.) which contribute to the birth and sur-
vival of new life insurance companies. One commentator suggested
that if established companies refuse to deal with reinsurers of com-
panies whose conduct is "antithetical to the best interests of the insuring
public and to the life insurance business," most of the problems stem-
ming from new company formations would no longer arise.392

An appealing aspect of this approach is the prospect of the in-
dustry acting to solve its problems without having to rely upon the
state insurance departments. However, it possesses some significant
defects. From a practical viewpoint, how can an established company
ascertain who is reinsuring whom? What standards should be adopted
in determining which new insurers operate in a manner contrary to
the interest of both the public and the industry? These are serious
questions, but we need not pursue their answers since the antitrust
laws would appear to preclude this approach.

While the McCarran Act for the most part preserves state regula-
tion of insurance and renders federal control inapplicable, 93 Section
3(b) provides:

Nothing contained in this act shall render the said Sherman
Act inapplicable to any agreement to boycott, coerce, or intimi-
date, or act of boycott, coercion or intimidation.

Thus, the McCarran Act would furnish little immunity to an action
brought by the Department of Justice against insurers who seek to
apply pressure to a reinsurer. It is beyond the province of this paper
to explore in detail the federal antitrust laws, or the case law devel-
oped to interpret them, but it seems reasonable to assume that this ap-
proach is fraught with insurmountable antitrust implications. 394

years at a neat profit. It would take more than a brief course in
actuarial principles to do that.

Address by Bruce E. Shepherd, N.Y. State Ass'n. of Life Underwriters, 22nd
Annual General Agents and Managers Conference, Saratoga Springs, N.Y.,
Feb. 12-13, 1965, p. 4.

392 Probe, Nov. 30, 1964.
393 See 59 Stat. 33 (1945), as amended, 15 U.S.C. §§1011-15 (1958). For a history

of the McCarran Act, see 2 BULEY, AMERICAN LImE CONVENTION, 938-67
(1953).

394 The term refusal to deal has been used interchangeably with the word boy-
cott. See U.S. v. Waltham Watch Co., 47 F. Supp. 524, 531 (S.D.N.Y. 1942).
Under §3(b) of the McCarran Act, the refusal to deal, or boycott, must be
judged by the standard established by Section 1 of the Sherman Act which
provides that "Every contract, combination ... or conspiracy in restraint of
trade or commerce among the several States . .. is declared to be illegal."
26 Stat. 209 (1890), as amended, 15 U.S.C. §1 (1958). The Supreme Court
has condemned a group refusal to deal with anyone as a means of preventing
him from dealing with a third person even if the refusals are aimed at
curbing abusive or fraudulent business conduct. Fashion Originators Guild
v. FTC, 312 U.S. 457 (1941). Although a unilateral refusal to deal may not
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Furthermore, the adoption of this approach may have some addi-
tional long range consequences. A 1960 Senate Subcommittee Report had
serious reservations as to the effectiveness of state regulation of the
insurance industry. Members of the Senate antitrust subcommittee
have recently indicated that there would be continued investigation of
state regulation. 9 5 If the insurance industry were to adopt the "pres-
sure" approach, thereby inviting wholesale intervention by the Depart-
ment of Justice, the advocates of federal regulation would find their
position strengthened.

B. ORGANIZATIONAL AND STRUCTURAL REMEDIES

As a prerequisite to the effective regulation of insurance, the states
need to assert effective control over the market place. Whether such
control can be achieved depends basically upon the financial and human
resources of the regulator, and the nature of the insurance market.
Apart from whether the market is saturated or capable of absorbing
more companies, it appears that in some states insurance department
staffs may be too limited to effectively regulate the large number of
companies already licensed. A possible approach to solving, or at least,
to mitigating this problem, is control of access to the market. Stringent
control of entrance into the market is more conducive to effective
regulation than is unlimited access to the market. On the other hand,
controlling access to the market restricts freedom of economic activity.
Therefore, the objectives of regulation need to be weighed against the
infringement on the freedom of access to the market. 396 While the broad
subject of effective regulation is not the prime consideration of this
article, it is a factor to be considered when evaluating proposed remedial
courses of action.

1. The "Needs" Test

The American insurance market does not appear to be in substan-
tial need of new company formations. The large number of companies
now operating in the United States, the rapid birth rate of new com-
panies in recent decades, and the relatively high ratio of companies
to population suggest that some restriction upon access to the market
may do no harm and might possibly be desirable.

constitute a violation of the Sherman Act, U.S. v. Colgate & Co., 250 U.S.
300 (1919), this doctrine has been severely limited. U.S. v. Parke, Davis &
Co., 362 U.S. 29 (1960); U.S. v. Bausch & Lomb Optical Co., 321 U.S. 707
(1944); Eastman Kodak Co. v. Southern Photo Materials Co., 273 U.S.
359 (1927); FTC v. Beech Nut Packing Co., 257 U.S. 441 (1921); U.S. v.
Schrader's Sons, Inc., 252 U.S. 85 (1920). Furthermore, such action would
have little impact on the new company situation as a whole. In the context
of the new insurance company problem, however, action on the part of more
than one insurer would most likely be construed as inferentially spelling out
concerted action or a group refusal to deal, U.S. v. Schrader's Sons, Inc. 252
U.S. 85 (1920), thereby falling within the Act's proscription.

395 See The National Underwriter, Feb. 6, 1965, p. 1.
396 See Kimball, Sketches From a Coin-parative Study of American and Euro-

pean Insurance Regulation, Journ. of Risk and Insurance, June 1965, p. 195.
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In some of the European countries, an insurance company cannot
be organized without first demonstrating the need to the regulatory
authorities3 97 for the new company. These countries follow a practice
somewhat similar to that followed in this country in the banking and
utility fields. Those who seek to organize a bank here must demonstrate
the need to the banking supervisory officials in order to obtain a charter,
and those in the utility business must obtain a certificate of convenience
and necessity from the Public Service Commission.39

Evidence that an undue concentration of financial institutions can
have an effect on a new institution's ability to survive has recently been
demonstrated in the banking area. The Comptroller of the Currency,
in announcing what has been called the "freeze," said

In view of the increase in the number of new banking institu-
tions, both state and national, and the continuing interest which
has been displayed by groups seeking to organize additional
new banks, it seems appropriate to indicate that, for the time
being, a period of digestion is essential in order to provide a
reasonable opportunity for recently formed banks to develop,
and in order to enable us to assess any public need for addi-
tional facilities in the future.
It must have become apparent by now that certain other bank-
ing market areas are considered closed to new bank entry.399

Some observers may feel that state insurance laws should be amended
to authorize state insurance commissioners to employ a "needs" test
when an undue concentration of licensed companies has developed or
threatens to develop.

One factor which tends to restrain the enactment of insurance legis-
lation of this kind is the inherent danger that Congress might consider
such action to be an undue restraint upon trade and contrary to under-
lying principles of federal antitrust laws. An indication of this ap-
peared in the Senate Antitrust and Monopoly Subcommittee Report
of August 10, 1960, which said in part,

The admission and licensing of foreign insurers [by the states]
has not been conducted in as efficient and direct manner as the

397 Austria, Luxemburg, Norway, Portugal and Sweden. ORGANIZATION FOR Eco-
NOMIC COOPERATION AND DEVELOPMENT, SUPERVISION OF PRIVATE INSURANCE
IN EUROPE 18 (1963).

398E.g., Wis. STAT. §221.01(5) "The commissioner shall thereupon ascertain
... whether public convenience and advantage will be promoted by allowing
such bank to organize . . ." And, e.g., Wis. STAT. §196.50 "Certificate of
Necessity. No license, permit or franchise shall be granted to own, operate
(etc.) . . . any plant or equipment for the conveyance of telephone mes-
sages, or for the production, transmission, delivery or furnishing of heat,
light, water or power . . . where there is in operation . . . a public utility en-
gaged in similar service, without first securing from a commission a declara-
tion, after a public hearing . . . that public convenience and necessity require
such second utility."

399 As reported and quoted in the New York Times, Feb. 20, 1965, p. 31.
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public interest dictates. In several states, the pending licensing
applications which have not been acted upon are quite substan-
tial, indicating a restraint on possible legitimate competition with-
in that State and perhaps undue favoritism to the domestic
companies ...
[IJnsurance departments with a large number of pending ap-
plications or applications denied should reexamine their licensing
policy to determine if the matter is being handled expeditiously
and in the public interest.40 0 (Emphasis supplied)

After commenting critically on the number of failures among insurers
and the need for high capital and surplus requirements the subcom-
mittee report went on to say:

At the same time, such requirements should not be too high to
restrict competition unnecessarily where there are opportunities
for organizing competing companies. 40 1

As Senator O'Mahoney said,

The history of the congressional debate on the bills leading to
Public Law 15 [the McCarran Act] makes it abundantly clear
that Congress was making a conditional grant of authority to
the States, and that if this authority were not exercised in a
manner which best served the public interest, Congress would
reconsider its action.40 2

If Congress were to become convinced that the states, in applying needs
tests as criteria for admission of new companies, had restricted com-
petition in a manner inconsistent with the public interest, it might well
amend the McCarran Act and provide federal regulation to supplant
that of the states.

Banks and life insurance companies are both savings institutions
upon whose long term stability individuals rely. Therefore, it seems
anomalous for a Committee of Congress to criticize the states for not
opening up enough opportunities for organizing competing com-
panies, while at the same time another organ of the federal govern-
ment, the Comptroller, "freezes" the formation of new national banks
until there is a "period of digestion" and reappraisal of any public
need for new banking facilities. 403

Apart from potential congressional action, however, is a more fun-
damental question going to the merits of the "needs" test. The advo-
cates of this test turn to the banking law for support. For example,

400 Report of the Committee on the Judiciary by Its Subcommittee on Antitrust
and Monopoly, S. REP. No. 1834, 86th Cong., 2d Sess. 243 (1960).

41 Id. at 244.
402 Id. at III.
403 New York Times, Feb. 20, 1965, p. 31. The Missouri Insurance Division

imposed a temporary moratorium on the formation of new companies spe-
cializing in charter policies until the Department has studied the problem.
Wall Street Journal, April 26, 1965, p. 8.
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Section 29 of the New York Banking Law provides that the Super-
intendent must "find upon investigation that the public convenience
and advantage will be promoted by the opening of (a proposed) branch
office" before applying to the Banking Board for permission to open
such office. However, the "needs" test has been subject to severe
criticism.404 According to the report of the United States Attorney
General's Committee to study the antitrust laws,

from the economic point of view, relative freedom of opportu-
nity for entry of new rivals, is the fundamental requisite for
effective competition in the long run .... The entry and with-
drawal of firms . . . is the basic mechanism of the market for
achieving its economic results.
Reasonable opportunity of outsiders with requisite skill to enter
the market may appear dispensable, for if there are sufficient
number of competitors and they compete vigorously, what pur-
pose would be served by additional numbers? But if energetic
and imaginative rivals cannot enter, the boldest and most re-
warding innovation may be excluded.

And

reasonable opportunity for entry is needed if there is to be as-
surance of a sufficient number of sellers to maintain effective
competition and thus prevent markets from evolving gradually
into a state of monopolistic stability.405

The bank "needs" test is premised on the concept that inadequate mar-
kets mean insufficient resources to underpin strong and efficiently oper-
ated institutions.0 6 This raises the question: Is the "needs" test a con-
dition precedent to the establishment of such institutions in the insur-
ance business or can this be achieved in a manner consistent with the
public policy of freedom of access to the market?

The "needs" test appears to suffer from two serious defects. First,
there is the practical problem of determining whether the community
actually needs a new company.407 Furthermore,

one would be reluctant to use a 'needs test,' both because of the
reluctance to concede to an official the power to decide on need,
and of the fear to leave to him the decision whether insurance
company X or Y should receive a license, if it is necessary to
make a choice between them.4"'

404See e.g., Phillips, Ctmpetition, Confusion and Commerdal Banking, 19 The
Journ. of Finance, March, 1964; 'and Alhadeff, A Reconsideration of Re-
strictions on Bank Entry, 76 Quarterly Journ. of Economics 246 (1962). See
also Motter and Carson, Bank Entry and the Public Interest, A Case Study,
1 NATIONAL BANKING REVIEW 469 (1964).

405 Report of the Attorney General's National Committee to Study the Antitrust
Laws, 326-27 (1955).

406 Alhadeff, supra note 404 at 247.
407 Id. at 261. Nevertheless, this approach appears to have worked satisfactorily

in Sweden. See Kimball, supra note 396 at 199-200..
408 Kimball, supra note 396 at 202.
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But, even if a means of objective measurement existed, the test is an
indiscriminate approach condemning good-as well as bad-prospective
insurance companies. Furthermore, if a "needs" test were adopted, those
marginal companies already in the market place might survive solely
because of the regulatory fiat limiting competition from possibly more
efficient would-be entries.

Since the aim of the needs test is to prevent public injury due to
failures, the underlying assumption must be that banks will fail be-
cause the market is incapable of absorbing them. While this may be
true in some situations, it seems more likely that most failures of new
life insurers result from inadequate capitalization, the absence of high
quality management, or both. At any rate, the fallibility of the needs
test is exposed when it is seen that the premise on which it rests is not
necessarily true in every case. The better alternative is to upgrade the
standards for entry rather than foreclosing entry to all.

We submit that there are more selective controls which can be em-
ployed to resolve problems attendant to the formation of new com-
panies. If these controls should prove to be effective, in addition to
being more consistent with the concept of freedom of access, the
"needs" test issue will become moot.

2. Capital and Surplus Requirements
One factor underlying the termination of many companies has been

an inadequate supply of capital and surplus. An insurance executive
commented that whereas a few years ago most actuaries felt that
$500,000 of capital and surplus would be sufficient for sound, steady
growth without refinancing, today the figure has jumped to $1,000,000.
And, it is not uncommon even for companies with this amount of
capitalization to resort to the market for additional financing almost
immediately.4 9 Eight of the fifteen domestic life companies organized
in New York between 1957 and 1963 have sought additional capital
and paid-in surplus through public stock offerings. Six of these did
so within the first year. One company found it necessary to make three
public stock offerings in its first four years, and three of the eight
companies increased their capitalization by four to six times the original
amounts.410 The capital and surplus requirements of the various states
are summarized as follows:411

409 See Partridge, The Search for Quality Among New Life Insurance Coln-
panies, Insurance, June 26, 1965, p. 24 at 25, and Insurance, June 26, 1965,
p. 8.

410 Address by Supt. Stern (N.Y.), the N.Y. Life Underwriters, Sales Congress,
March 11, 1965, p. 5.

411 The following is a list of minimum capital and surplus requirements for
new domestic stock life insurance companies at the writing of this article.
However, there has been substantial legislative activity in this area and
some figures may be in error at the time of publication. The figures are the
total capital and surplus required by statute in each state. While Connecticut,
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Minimum Capital and Surplus Requirements Number
for Domestic Life Insurance Companies of States

No Statutory Minimum 2
Zero to $200,000 15
$200,001-$300,000 18
$300,001-$600,000 10
More than $600,000 6

Michigan and Massachusetts set the highest minimum requirements,
$1.5 million and $1.2 million, respectively.

and Rhode Island have no express statutory mininium requirements, state
authorities must be satisfied that a company is adequately capitalized before
granting it a license. The requirements vary widely in some details. For
example, some states also require the company to deposit with the appropriate
state authority a certain minimum amount in securities, but for purposes of
simplicity, such details have been omitted. Requirements for foreign com-
panies sometimes differ from those applicable to domestic companies.

State Requirement Statute
Alabama $ 500,000 1965 (1)
Alaska 150,000 Ala. Stat. 21.10.090 (1963)
Arizona (a) 37,500(2) Ariz. Rev. Stat. Title 20-210 & 211

(1964)
Arizona (b) 150,000 Ariz. Rev. Stat. Title 20-210 & 211

(1964)
Arkansas 200,000 Ark. Stat. §§66-2207, 66-2208 (1960)
California 1,000,000 1965 (3)
Colorado 300,000 Colo. Rev. Stat. §72-1-36 (1963)
Connecticut Created by (4)

Legislature
Delaware 150,000 18 Del. Code §504 (1964)
D.C. 300,000 D.C. Code §§35-508, 35-601 (1964)
Florida 600,000 Fla. Stat. §§624.0206, .0207 (1963)
Georgia 400,000 Ga. Code §§56-306, -307 (1963)
Hawaii 300,000 Hawaii Ins. Law §181-88 (1963)
Idaho 300,000 Idaho Ins. Code §41-313 (1965)
Illinois 600,000 House Bill No. 631, approved by

Governor June 28, 1965
Indiana 450,000 Ind. Stat. Ann. §39-3614 (1965)
Iowa 750,000 Ia. Code. §508.5 as amended by House

Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan

Minnesota
Mississippi
Missouri
Montana
Nebraska

Nevada
New Hampshire
New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio

300,000
150,000
200,000
100,000
500,000

1,200,000
1,500,000

200,000
500,000
400,000
200,000
300,000

300,000
500,000
300,000
150,000
750,000
300,000
225,000

1,000,000

File Zl, 61st General Assembly
(1965)

Kan. Gen. Stat. §40-401 (1965)
Ky. Rev. Stat. §304.071, .075 (1963)
La. Ins. Code §71 (1960)
Me. Rev. Stat., c. 60 §68 (1963)
Md. Acts of 1965 c. 704 §48
Mass. Gen. Laws c. 175 §8, 51 (1962)
Mich. Act. No. 242 Public Acts of

1965
Minn. Stat. §60.29 (1963)
Miss. Code §5660 (1962)
Mo. Stat. Ann. §376.280 (1964)
Mont. Rev. Code §§40-2808 (1965)
Neb. Legis. Bill 730, approved May 28,

1965
Nev. Rev. Stat. §682.160 (1963)
(5)
N.J. Ins. Laws §25 (1958)
N.M. Stat. Ann. §58-18-24 (1963)
N.Y. Ins. Law §191
N.C. Ins. Laws §58-77 (1961)
N.D. Rev. Code §26.08-04 (1963)
Ohio Rev. Code §3907.05 (1965)
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One executive, in recommending that the Massachusetts minimum
capital and surplus requirements of $1.2 million be adopted by all
states, noted that

The minimum requirements of many states are totally inade-
quate for our type of business, and there is no doubt that many
companies which have considered it desirable to merge or re-
insure in recent years have had insufficient funds to finance
their development programs adequately.4 112

His opinion is not an isolated one. From actuarial projections, the
New York Department of Insurance estimates that an initial capital

and surplus of at least $3,000,000 is required by new companies in

New York if they are to avoid dependence upon early additional stock

offerings during their formative period.413 The Department recom-
mended to the legislature that the minimum capital and surplus re-
quirement be raised from $750,000 to $1.5 million, but the bill embody-
ing this recommendation failed to pass the legislature. 14 However,

State Requirement Statute
Oklahoma 150,000 Okla. Ins. Code §§610, 611 (1957)
Oregon 500,000 Ore. Rev. Stat. 736.205 (1964)
Pennsylvania 300,000 40 Pa. Stat. Ann. §386 (1964)
Rhode Island Created by

Legislature R.I. Gen. Laws §7-1-5 (1956)
South Carolina 200,000 S.C. Code §37-181 (1963)
South Dakota 200,000 S.D. Code §31.1510 (1959)
Tennessee 300,000 Tenn. Code Ann. §§56-303, 3.05 (1961)
Texas 200,000 Tex. Ins. Code Art. 3.02 (1963)
Utah 300,000 Utah Laws §31-11-1 (1963)
Vermont 100,000 8 Vt. Stat. Ann. §3303 (1959)
Virginia 300,000 Va. Ins. Laws §38.1-88 (1960)
Washington 300,000 Wash. Rev. Code §48.05.340 (1963)
West Virginia 300,000 W.Va. Code Ann. §3312 (1961)
Wisconsin 274,000 Wis. Ins. Code §201.11 (1963)
Wyoming 300,000 Wyo. Ins. Laws §26-19 (1965)
(1) Enacted during the recent session of the Ala. legislature; Letter from

Bill Armstrong, Ala. Deputy Superintendent of Insurance, to author,
Oct. 19, 1965.

(2) Domestic limited stock life and disability companies.
(.) nacted duing the recen' session of the Calif. legislature, letter from

Ernest Braun, Counsel, Calif. Dept. of Ins., to author, Oct. 20, 1965.
(4) The charter determines the capital and surplus requirements. Letter from

John B. Farley, Conn. Ins. Dept., to author, Oct. 13, 1965.
(5) Recently enacted by the N.H. legislature. Letter from Kinsley Batch-

elder, N.H. Ins. Dept. to author, Oct. 14, 1965.
41 Address by Leland J. Kalmbach, 58th Annual Meeting of the Life Insurance

Association of America, Dec. 9, 1964, p. 6.
413 106TH ANNUAL REPORT OF THE SUPERINTENDENT OF INSURANCE TO THE NEW

YORK LEGISLATURE COVERING 1964, p. 28. One executive of a newly formed
company said that a capital structure of $5 million was needed to sustain
his company's operations until they became profitable. Partridge, supra note
409 at 25. An actuary commented that $1.5 million is the minimum needed
for an exceptionally well run company, $3 million for an average new
company. Gold, An Actuary Examines the Rash of New Companies, Insur-
ance (Goldbook), Sept. 11, 1965, p. 130.

414 Address by Superintendent Stern (N.Y.), Conference for Young Life In-
surance Companies, Chicago, Sept. 1-2, 1965, p. 9. However, the Department
administratively requires nearly $3 million initial paid in capital and sur-
plus. Ibid.
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several legislatures have increased minimum requirements during the
1965 legislative session. To date, no consensus exists as to what con-
stitutes appropriate minimum levels of capital and surplus, but it is
quite evident that the standards in most states are too low.41

In order to encourage the organizers of a new company to face
realistically the operating losses and resulting drains on surplus in its
early years, the New York Department, in addition to enforcing the
minimum capital and surplus requirements, requires the submission of
a detailed plan of operation. This must be supported by actuarial pro-
jections meeting Department criteria. Such planning and projections re-
veal the likelihood of the need for additional financing in the near
future.

4 16

In addition to statutory minimums for initial capital and surplus,
many states require maintenance of capital and surplus at certain mini-
mum levels while the company is a going concern.4 17 A bill introduced
in the Arkansas legislature, had it passed, would have restricted the
insurer in its use of surplus. Only 50 per cent of the required minimum
initial surplus could have been used in the normal course of business.
If surplus were reduced below the 50 per cent level, the insurer's au-
thority to issue new policies would have been suspended, and if the
deficit were not restored within 90 days, the commissioner would have
had the power to revoke the company's certificate of authority.421 Such
a restriction on the use of surplus would tend to prevent writing new
business too rapidly, and curb the drain of surplus and the potential
threat of impaired capital.

Few, if any, claim that strengthened capital and surplus require-
415 Professor Kimball has distinguished between the primary role and secondary

role of capital. The initial capital and surplus requirements serve to afford
security to the policyholder in the company's initial phase. Thereafter, theo-
retically, the law of large numbers will keep the company solvent. Although
the primary function of the initial fund is then discharged, there remains
for the fund and/or reinsurance the function of cushioning a catastrophe
or years of bad experience. This fund and reinsurance should be related to
the size and other characteristics of the company's business. In this regard,
the inflexible minimum capital and surplus requirements serve little purpose.
Some European regulatory departments have attempted discretionary au-
thority in setting minimum capital requirements to provide a realistic rela-
tionship between the amount of capital and the size of the anticipated busi-
ness. See Kimball, supra note 396 at 203-204.

410N.y. Suir. ANN. REP., supra note 413 at 27-28. ILL. INSURANCE CODE
§155.04(1) provides that the Director of Insurance shall not approve the
organization of a company until it has submitted a sound plan of operation.
Senate Bill 222, approved Aug. 2, 1965.

417 E.g., IND. STAT. ANN. §39-3614(e) (1964); Mo. STAT. ANN. §376.280 (1964);
N. Y. INS. LAW §191.

41s This was Senate Bill 152 which in addition would have more than doubled
minimum capital and surplus requirements by raising each from $100,000 to
$250,000, and would have placed limitations on stock sales, required the state
securities commissioner's certification of compliance with the securities laws
before shares might be issued, and required promoters to deposit their stock
for three years in escrow with the securities commissioner. The bill, how-
ever, was defeated in its entirety. See Arkansas Gazette, Feb. 20, 1965, p. 6B.
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ments constitute a panacea for all of the problems generated by new
companies. The speculative climate in which stock promotions thrive
would remain. Nevertheless, it is essential to the best interests of the
policyholders, investors and general public that an insurer have a rea-
sonable opportunity to succeed and perform its contracts. Therefore,
such requirements should have a salutary effect. They would screen
out some of the small, unstable promoters, while at the same time,
they should prove no handicap for large scale promoters who can at-
tract substantial financial backing in organizing a soundly financed
company. 19 The additional funds would allow the company to operate
for a longer period of time without having to resort to the vagaries
of the market. This, in turn, should afford a better opportunity for the
company to survive. The long run effect would not be to stifle competi-
tion, but rather to stregnthen it, since fewer new companies would be ex-
posed to the risk of failure because of inadequate financing. Further-
more, the industry image of stability and permanence would be en-
hanced if there were fewer company terminations.

3. Review of Qualifications of Management
A prime problem associated with the formation of stock promotion

life companies has been the absence of competent insurance oriented
management.42 0 This problem received official recognition by a sub-
committee of the Laws and Legislation Committee of the NAIC as
early as 1959 when it recommended a list of minimum requirements
which must be met by any new company. Three of these requirements
pertained to the personal characteristics of those associated with the
new company.

The organizers, promoters, backers and incorporators of a new
insurance company or a holding company organized with one
or more of its purposes being for the sale of stock to finance
the organization or establishment of an insurance company shall
make a full disclosure of who are such organizers, promoters,
backers and incorporators, that a short biographical sketch of
these persons should be given to the regulatory authority in the

419 "Promoters of new life insurance companies appear to have no difficulty in
obtaining from the public the necessary capital funds. Perhaps the most
important reason is that in recent years life insurance shares have taken
on the aura of 'glamour' stocks. Investors in new life companies are at-
tracted by the long record of earnings and cash and capital stock dividends
of already established life insurance companies and are led to believe that
newly-organized companies have a potential for a similar record of earn-
ings." N.Y. SuPT?. ANN. REP., supra note 413 at 22-23. The National Under-
writer of March 27, 1965, p. 20 (editorial), noted that particularly in New
York City promoters have little difficulty in raising funds to float the initial
stock issues. New company issues tend to be over-subscribed. The proposed
increase in capital and surplus requirements to $1.5 million "is not going
to stop the baby boom dead in its tracks. Instead, it might be said that the
new minima will serve as sort of selective breeding program for the life
insurance business in New York."

420 See text, p. 246.
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particular state where the said company or companies were be-
ing organized. Included in this biographical sketch should be
detailed the business experience of these persons and any experi-
ence they may have had in the insurance business. (Emphasis
supplied)
The regulatory authority may require a proper hearing on the
application for a license to do an insurance business by such a
new company. At which time, it may inquire into the compe-
tency, fitness and reputation of all persons directly or indirectly
associated with the formation of such a company. The regulatory
authority shall have a right to review or deny an application upon
a showing that any such individual or individuals may be un-
worthy of public trust. (Emphasis supplied)
No insurance company is to be licensed until qualified persons
are employed full time to manage the business of said com-
pany.42 1 (Emphasis supplied)

The rationale underlying this approach is obvious. By exerting some
control over the quality of personnel who organize and manage new
companies in the formative years, the insurance departments may be
able to foreclose many promotional schemes in their incipiency. An
old regulatory axiom holds that initial prohibition is easier and more
effective than attempts at continued control and limitation thereafter.

This approach should not be difficult to implement. In addition to
the information required to be filed and the availability of a hearing,
an insurance department could utilize the services of investigating
credit bureaus to provide comprehensive background material on those
who propose to form and operate a new life insurance company. Fur-
thermore, either the state or federal securities regulators may have
background information. Similarly, state securities departments oper-
ating under the "fair, just and equitable" philosophy could implement
this approach. For example, they might read into this doctrine authori-
zation comparable to that found in the Iowa securities statute, namely,
the securities commissioner's authority to deny, suspend or revoke
registration of securities if the issuer "is of bad business repute. 4 2 2

The NAIC's suggestion that control over the quality of the insur-
er's personnel be exercised by the insurance departments has ample
precedent. For example, the New York Insurance Law provides that

The superintendent may refuse to issue or renew any such li-
cense if in his judgment such refusal will best promote the inter-
ests of the people of his state.42 3

4212 PROCEEDINGS OF THE NATIONAL AssoCIATIoN OF INSURANCE COiiMISSIONERS

511-12 (1959). One state which has followed through in this respect is Iowa.
Iowa Dept. of Ins. Ruling T6, Nov. 12, 1963, requires that the general plan
of organization shall include "proposed management personnel with bio-
graphical sketches, including state of residence and complete insurance ex-
perience of each."

4
2 2 IOWA CODE §502.10(5) (1962).

423 N. Y. INS. LAW §40(4). "New York carefully scrutinizes the officers and
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Furthermore, the Superintendent may refuse to license a corporation
if any of the proposed directors or incorporators has been convicted of
any crime involving fraud, dishonesty, or like moral turpitude, or is an
untrustworthy person." '42 4 Recently, the Illinois Insurance Code was
amended to provide that the Director of Insurance shall not approve
the organization of an insurer until he has found that the general char-
acter and experience of the insurer's incorporators, directors and
principal officers assures reasonable promise of a successful operation.
Furthermore, the law requires notification whenever a new director
or officer is elected or appointed. The Director is to remove such per-
sons who fail to meet the above standard.42 5 Kansas requires the sub-
mission of a biographical sketch on each officer and director.4 5a In his
1965 legislative program, the Michigan Commissioner sought a require-
ment that the commissioner be given notice of a major change in owner-
ship with the right to revoke the company's certificate of authority if the
management is deemed to be incompetent or untrustworthy.426

The adoption of this regulatory device is not peculiar to the insur-
ance industry. For example, the management of a state bank which
seeks the benefit of the Federal Deposit Insurance Corporation must
submit its qualifications to regulatory scrutiny.42 7 Under the Bank
Holding Company Act, in determining whether a merger should be ap-
proved, the "character of the management" is considered. 428

These examples support the NAIC's subcommittee proposal to exer-
cise control over the quality of an insurer's personnel. While this ap-
proach seems to have considerable merit, it has yet to be widely adopt-

directors of the new company. I understand they may fingerprint an im-
portant and well known business executive before he can become a director
of a new company." Address by A. H. McAulay, N. Y. State Association
of Life Underwriters, 22nd Annual General Agents and Managers Con-
ference, Saratoga Springs, N.Y., Feb. 12-13, 1965, p. 4.

424N. Y. INS. LAW, §48(8). Also the Superintendent may seek an order to
rehabilitate a company if an officer or director has been found to be dis-
honest or untrustworthy. N. Y. INS. LAW, §511(n).

425 Senate Bill 222, approved Aug. 2, 1965, ILL. INS. CODE, §155.04 (1965).
425a KAN. DEPr. OF INS. REG. 40-1-5 compiled Jan. 1, 1966. See note 421 supra.
426 As reported in The National Underwriter, March 6, 1965, p. 8. The bill is

still in committee.
42764 Stat. 873 (1950), 12 U.S.C. §1816 (1952) enumerates factors to be con-

sidered including "the general character of its (bank's) management." The
Comptroller of the Currency may remove officers or directors of banks where
they have "continued unsafe or unsound practices in conducting the business
of such bank .., after having been warned by the Comptroller .. ." 48 Stat.
193 (1933), 49 Stat. 704 (1935), 12 U.S.C. §77 (1958). Comptroller Saxon
in connection with recent bank failures felt that his office should have addi-
tional tools to bring pressure on banks having undesirable persons or en-
gaging in undesirable practices. New York Times, March 10, 1965, p. 55.

428 70 Stat. 134 (1956), 12 U.S.C. §1842(c) (1952). Comptroller of the Currency
James J. Saxon, has recently filed amendments to December, 1962 regulations
dealing with changes in control of national banks. One amendment would
provide that "within ten days following a transfer of control, the purchasing
group will be required to file complete biographical information with the
controller." As reported in New York Times, March 22, 1965, p. 49.
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ed by state legislatures or insurance departments. Of course, the effec-
tiveness of this type of regulation depends upon the forcefulness of its
administration by each individual department.

4. The Right to Vote
In mutual companies, the policyhlioders are the technical owners of

the company and they possess the right to vote for the board of direc-
tors. In stock companies the stockholders possess the right to vote to
the exclusion of the participating as well as the nonparticipating policy-
holders. Because of the divergence of interest between the policyholders
and stockholders, some might feel that the participating policyholders
of a stock company should be entitled to vote, while others may place
little faith in the concept of shareholder or policyholder democracy.

At least three jurisdictions permit participating policyholders of a
stock company to vote. Canada requires that at least one-third of the
directors be elected by the participating policyholders.4 29 Minnesota
gives each participating policyholder of a stock company one vote plus
an additional vote for each $1,000 of insurance in excess of the first
$1,000, but no policyholder is entitled to more than 100 votes. 430 On
the other hand, Missouri permits, but does not require, a company to
allow its policyholders to vote.431

5. Limitations on the Admission of Foreign Companies
A recent regulation promulgated by the Kansas Department of In-

surance demonstrated official cognizance of the instability of a new
life insurance company.

[T] o protect the insurance buying public from the inherent risks
associated with an insurance company newly organized... [n] o
foreign insurance company will be considered for admission to
Kansas unless it has been in operation at least two (2) years and
has been the subject of a state or convention examination other
than its organizational examination.4

3

This "seasoning" requirement affords some protection to the residents
of the state which a foreign company seeks to enter. The operation of a
new company for at least two years followed by an examination of it
furnishes some evidence as to the new company's stability. On the
other hand, this requirement does not apply to domestic companies.
Furthermore, a new company may survive two years primarily on the
429The Canadian and British Insurance Companies Act §6(5)(c), REv. STAT.

OF CAN., 1952, c. 31 as amended 1960-1961 c. 13.
430MINN. STAT. §61.04 (1963).
43 'Mo. REv. STAT. §§376.020, 376.150 (1949).
432Kans. Dept. of Ins. Reg. 48-1-13 (new), Sept. 1, 1964: In 1959, a subcom-

mittee of the Laws and Legislation Committee of the NAIC recognized this
type of regulation. "Any requirement as to the length of time that a com-
pany would have to have been in business prior to admission or certification
should be discretionary with the regulatory authorities, but under no condi-
tions should a requirement of more than three years' operation be made
necessary." NAIC, supra note 421 at 513.
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basis of refinancing through repeated stock offerings. When this
source of funds is depleted, its financial condition may be seriously
jeopardized. Thus, while the "seasoning" approach has merit, it does
not constitute a comprehensive solution to the new company problem.

6. Multiple Cla.sses of Stock
Recently both the California and the New York Departments of

Insurance reaffirmed their position against multiple classes of stock.133

In his report to the legislature, the New York Superintendent con-
cluded that "multiple classes of stock are prejudicial to policyholders"
after having considered several factors, including the following. 34

(1) Different classes of stock may confer preferential treatment
on insiders. This may be a deterrent in an attempt to raise
needed additional funds through a public offering.

(2) The purchase of a special class of stock at a preferntial price
by insiders may result in withholding of dividends from other
stockholders and participating policyholders in order to im-
prove the company's surplus position and give insiders the
special advantage of converting from the special class of
shares to regular common stock after the company has estab-
lished an earnings record and is on a sound basis. This situa-
tion poses a conflict of interest situation for the board of
directors.

(3) Multiple classes of stock may serve to facilitate speculation
and stock promotion and manipulation by insiders who, with a
minimal investment in a preferential class of stock, can exert
effective control directly or through a holding compnay. If
the operations prove to be unsuccessful the promoters may
move on, accepting the loss of their small investment.

(4) Preferential prices to the promoters may facilitate evasion of
the Department's control over organization expense and its
prohibition against promoter's fees.

(5) A preferential price to a holding company may provide the
subsidiary an unfair competitive advantage over other life
insurers since the holding company can offer stock options to
officers, employees and agents in circumvention of New
York's expense limitation law and statutory requirements for
stock option plans for officers and employees of insurers.

C. CONTROL OF PRACTICES SUBSEQUENT TO FORMATION

1. Specialty Policy Regulation
The so-called specialty policies, such as the profit sharing, charter

433 "Complex security structures involving more than one class of stock are
disfavored." Memorandum, Calif. Dept. of Ins., Nov. 25, 1964, as amended
Jan. 15, 1965. See N. Y. SuPT. ANN. REP., supra note 413 at 25-26.

434 N. Y. SuIT. ANN. REP., supra note 413 at 25-26.
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and coupon policies, have been employed as one means of rapidly in-
creasing the insurance in force account. Over thirty states have passed
or have pending rules or legislation regulating specialty policies in some
way. Some of these rules prohibit such policies, some attempt to regu-
late the type of sales representations, and some require a separate dis-
closure of the premium charged for coupons or pure endowments.435

The recently promulgated limitations on specialty policies, those now
pending, and the strengthening of original rules, have significantly
affected the sales of specialty policies. 436 In turn, they mitigate the use-
fulness of this technique as a means of increasing the insurance in
force account to enhance the value of the stock.

2. Control of the Stock-Option-to-Agents Technique
a. Conflict of Interest as Between Companies

The conflict of interest situation was discussed previously in some
detail. The stock option to agent mode of operation raises two conflict
of interest situations. Some agents retain a contract with their original
company and place business in the stock-option company. The original
company may have two "after the fact" remedies as a means of pro-
tecting their investment in field force development. (a) If the agent's
contract is exclusive, the company may sue for breach of it. (b) The
company may also sue for breach of the agent-principal relationship.437

Such remedial action could deter similar conduct by other agents. How-
ever, these remedies may be cumbersome and impractical. Moreover,
the competition for agents is quite intense. Few, if any, life insurance
companies would care to face the adverse criticism which would be
generated by litigation with its own agents.

Several older companies have issued rules or statements of policy
in an attempt to counteract the stock option technique. For example,
one company stated that it would not enter into a full time agent's con-
ract with an individual who is a full time agent of another life insur-
ance company, an officer or director of such company, a major stock-
holder of such company, or under contract with any life insurance com-
pany that offers him stock options in lieu of or in addition to commis-
sions. Those agents who already had a full time contract were given

435 See National Association of Life Underwriters Committee on Field Prac-
tices, "Special" Life Insurance Policies: Applicable Statutes and Regulations,
Sept. 1964. Kimball and Hanson, The Regulation of Specialty Policies in Life
Insurance, 62 MicH. L. REv. 167.

436 It was reported that speakers at a meeting of the National Association of
Life Companies "believe(d) the day of the special policy is ending." The
National Underwriter, July 25, 1964, p. 15. See Burridge, Switch from
Founders Policies to Non-Par Life and Mutual Fund Works for Ill. Insurer,
The National Underwriter, Oct. 24, 1964, p. 20.

437 See note 343 supra. "(A) principal whose agent has violated or threatened
to violate his duties has an appropriate action or remedy." Id. §329.
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six months to divest themselves of any of the enumerated conflicting
interests, under penalty of termination.438

The effectiveness of this approach has been questioned.43 9 The prin-
cipal company possesses no systematic means by which offenders
among its agency force may be detected. Such directives will have a
salutary effect only to the extent that the agents feel the value of the
stock options to be insufficient to warrant assuming the risk of detec-
tion and the consequences thereof.

It has been suggested that the insurance departments could afford a
systematic means of detection by requiring companies to file periodic
statements as to the current ownership of their stock and lists of re-
cipients of their stock options. 440 The stockholder list could be made
available to other life insurance companies who would then be in a posi-
tion to ascertain whether or not their agents violate the companies' rules
on conflict of interest. However, the magnitude of the task of checking
the stockholder list against a list of the company's own agents may
prove to be impractical in some situations. If this method is mechanically
feasible, it could constitute a significant deterrance against agents trans-
gressing their obligations to a parent company.

But, is this a desirable remedial approach? Is it appropriate for a
state regulatory body to intervene in a matter which is primarily a re-
cruiting battle between insurance companies? The authors think not.
The competition between companies for new agents does not raise
questions of public interest. (Regulatory intervention of some kind
might be required, however, if competition for new agents were
to reach the extremes of, for example, the early 1900's.) The ag-
grieved insurer has recourse to the courts and to company conflict of
interest rules which may be partially effective.

Even if state intervention is found to be appropriate, the stock-
holder list method suffers from serious defects. For example, the stock-
holder list of a company primarily owned by agents would in effect be
an agent list, as would the list of option recipients. The public availa-
bility of this information could subject the company to raiding of its
agency force by other companies. Furthermore, mutual companies
might receive a competitive advantage: Whereas they could use the
lists of stock companies in recruiting, they themselves would have no
such list which could be used by stock companies. SEC proxy rules
require management, if it intends to solicit proxies, to utilize corporate
438 See The National Underwriter, Oct. 17, 1964, p. 6. For statements made by

several of the established companies, see Insurance, Nov. 28, 1964, p. 3.
4 Probe, Nov. 30, 1964. "To be effective, the directives alone presuppose that

full-time agents and agency heads will be dissuaded from investments that
promise windfall profits, and that those who have already gotten in on the
ground floor will voluntarily confess that they have been bad boys. Such
a supposition is utterly unrealistic." Ibid.

440 See Ibid.
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facilities to mail out communications from dissident shareholders to
other shareholders if the corporation is unwilling to furnish a share-
holder's list containing names and addresses."' The adoption of this
approach by a disclosure-minded regulatory agency such as the SEC
suggests that there is potential for abuse in the publication of stock-
holder lists. Thus, we doubt whether the requirement of periodic
stockholder lists would be an appropriate solution to this particular
phase of the conflict of interest problem.

b. Conflict of Interest as Between the Agent and the Policyholder
We have suggested above that an agent who writes business in

both stock option and non-stock option companies subjects himself to
serious conflict of interest pressures to the detriment of both the in-
dustry and his policyholder. Other groups claiming professional status
have acquiesced in the concept that disclosure of conflict of interest
situations constitutes a minimum standard for the protection of their
clients. Various organizations and individual agents are seeking to up-
grade the quality of agents and thereby enhance their professional
standing. Such standing calls for increased responsibility on the part of
the agents. As agents become increasingly involved in the financial plans
of their clients, their roles as fiduciaries assume increased importance.
The Knox and Hardt cases indicate judicial awareness of this trend.442

The parallel developments pertaining to broker-dealers and investment
advisers in the securities field may hasten the day when legal liability
is imposed on insurance agents who write business in both stock option
and non-stock option companies, and who fail to disclose to prospective
insurance clients potential conflict of interest situations. At the very
least, a policyholder is entitled to this information so that he is in a
position to better evaluate the credibility of the agent's recommenda-
tion. Such disclosure may even enhance the status of the agent in the
eyes of the prospective policyholder.

There is no necessity, however, to await judicial imposition of
liability. The state insurance departments can promulgate rulings re-
quiring such disclosure by an agent. This requirement and refinements
thereof also could be incorporated in a regulatory code of ethics com-
parable to that governing lawyers and accountants. Perhaps this
could be done through the auspices of the National Association of Life
Underwriters and other responsible agency associations. Of course,
the mechanics of enforcement would be difficult. An enfoicing body
possesses no systematic means to determine whether affirmative dis-
closure has been made. However, the ultimate sanction of license
revocation should constitute some deterrence to willful violations. Fur-

441 See SEC Reg. §240.14a-7 (1956), 2 CCH 1965 FED. SEC. LAW RF-. 24,011.
442 See discussion text, pp. 264-265.
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thermore, companies could be made responsible for the conduct of
their agents, at least when a pattern of violations indicates that a
company sanctions or condones such action.44 2 a

New York's approach to this problem is more stringent than most
states. Stock options to agents are not permitted in any form. This pro-
hibition is premised on the New York expense limitation law rather than
upon conflict of interest considerations. Solely from a conflict of interest
viewpoint, this prohibition may go too far, since it applies to agents
who act as full time agents with the stock option company as well as to
agents who split their business between stock option and non-stock
option companies. However, a strong case can be made for prohibiting
an agent from acting in such dual capacity and for prohibiting a com-
pany from knowingly accepting business from such an agent. This
conclusion is supported by the existence of potential conflict of interest
between the agent and the policyholder, the evolving standards of re-
sponsibility among professional groups, the mechanical limitations in
the enforcement of disclosure requirements and the intentional violation
of the agent's duty to his principal.

On the other hand, it may be argued that such a prohibition unduly
limits an agent's freedom to act both in his own and in his client's best
interest. Furthermore, prohibition is a drastic remedy. Finally, it may
be argued that the relationship between the agent and his principal
company does not involve matters of concern to the insurance depart-
ment. If the prohibitory approach is rejected, and perhaps it should be
until less stringent means of control have been attempted, minimum
disclosure requirements would seem to be in order.

c. Nomadic Agent
One of the by-products of the stock option technique has been the

nomadic agent who moves from company to company. This tends to
reduce the quality of service rendered to his policyholders and to
diminish the ability of the company to build the stable agency force so
essential to sound development.

Reliance on stock options to develop and maintain an agency force
may pose some serious temptations to the company's management. The
agents receiving options as part of their compensation have a continuing
interest in the market price of the stock. If the market declines, or if
the market for the stock in another option company is more favorable,
the management may be tempted to stimulate artificially (i.e., manipu-
442aNew York Superintendent of Insurance Stern has said that management

has a responsibility to take the initiative in assuring that its representatives
comply with the law. See address to New York Midtown Managers' Associ-
ation, Oct. 20, 1965, p. 3. The SEC has recently held senior officers of a large
brokerage firm responsible for not stopping wrongful activities of other
members in the firm in an action described as a "developing campaign to
hold senior managements . . . responsible for any wrongdoing to investors
by anyone, anywhere, in the firm." See Economist, Nov. 20, 1965, p. 845.
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late) demand for its stock in order to retain its agents. Or, the man-
agement may feel compelled to adopt some course of action highly
favorable to the stockholders and unfavorable to the policyholders
which it may not otherwise take, such as funding increased stockholder
dividends from participating surplus.

The California Department of Insurance has countered the no-
madic tendencies of stock option agents in its guiding principles used
in passing upon applications for securities permits. 443 Among other
things, stock options may not become fully vested unless the policy
persists for at least five years. If the agent fails to render adequate
service, the policyholder may allow his policy to lapse, thereby depriv-
ing the agent of his stock options. Furthermore, the option price must
closely approximate the market price at the time the option is granted.
By prohibiting an immediate widespread price differential between
the option price and market price, the incentive for immediate exer-
cise of the option followed by a quick resale is eliminated.

To the extent that new companies take remedial action, the prob-
lem of the nomadic agent may be self-correcting. Some new company
managements have taken specific steps to (a) retain their field force,
(b) prevent their agents from "dumping" significant amounts of stock
on the market thereby depressing the value of managements' own
shares, and (c) avoid losing existing business through replacement by
former agents who have joined a new company. 44 On their own voli-
tion, these companies condition the receipt of options on a minimum
persistency of the insurance sold. They also impose some restraints, for
a specified period of time, on the alienability of stock acquired via the
option route.

d. Summary
We have seen that in both the securities and insurance areas, stock

options may be subject to abuse. On this basis some observers have
concluded that their use should be completely prohibited. To this view
the authors cannot subscribe, at least with respect to options given to
bona fide full time agents of a stock option company. Stock options
have been widely accepted as an appropriate means of incentive com-
pensation. This acceptance is highlighted by the fact that Congress has
accorded certain stock options favorable tax treatment. The appeal of
the options may help attract new agents to the life insurance business
(as distinguished from proselyting agents from other companies). They
may, in some cases, result in lower acquisition cost to the policyholders.
If the abuses to which their use is subject can be controlled by means
other than prohibiti6n, and we think they can, complete prohibition
would be an unnecessary restraint.
443 California M\emorandum, supra note 433.
4 See note 358 supra.
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3. Remedies Pertaining to Management Contracts and
Holding Companies

At the time of this writing, we are unaware of any published com-
prehensive study of management contracts and holding companies in
the life insurance business. Undoubtedly, some abuses and excesses
have occurred in this area. Although a detailed study of remedial
action is beyond the scope of this article, perhaps some brief remarks
are in order.

a. Management Contract Regulation
A remedial approach was suggested by a subcommittee of the Laws

and Legislation Committee of the NAIC, in 1959.

The regulatory authorities should have the right to review any
management contract or exclusive agency contract that may have
been made between the new insurance company and some indi-
vidual, partnership, or corporation. The regulatory authority
should have the right to approve or disapprove such management
or exclusive agency contract. Certain definite standards should
be set up by which to judge any such contract.44

Recently, the Illinois Insurance Department unsuccessfully sought
statutory authority to have all management contracts submitted to the
Director for his approval or disapproval in accordance with specified
standards. 446 Nevertheless, the Department has proceeded to deal with
the problem on a voluntary basis. Companies are requested to submit
their management contracts to the Department for review. If they are
found to be illegal or so unfair as to border upon illegality, the com-
panies are advised to abrogate them. When so advised, most companies
have cooperated and terminated the contracts. A similar program has
been conducted by the Wisconsin Insurance Department.447 Michigan
has recently amended its insurance laws to prohibit unreasonable com-
pensation to management and to prohibit compensation on the basis of
a percentage of premiums."8s

b. Holding Company Regulation
A parallel may be drawn between the adaptation of the holding

company technique to the life insurance industry and the use of holding
companies in the public utility field prior to the enactment of the
Public Utility Holding Company Act of 1935. Professor Loss in re-
viewing some of the factors which ultimately led to Congresional action
during the 1930's included the following:

44 NAIC, supra note 421 at 512.
446 See The National Underwriter, March 13, 1965, p. 23.
447 Milwaukee Journal, May 28, 1965, p. 1. Eleven companies voluntarily ter-

minated management contracts after discussions with the Wisconsin Insur-
ance Department. Perhaps such informal action is all that is needed in this
area.

44s Mich. Act 243 of Public Acts 1965.
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inflationary write-ups on the books of operating companies . . .
the financing of expansion by issuing excessive amounts of sen-
ior securities and insuffcient common stock capital, which re-
sulted in the abuses of excessive 'leverage' and inequitable dis-
tribution of voting power; unduly favorable treatment to invest-
ment bankers . . . preoccupation of management with financial
maneuvering rather than efficient production and distribution

extraction of excessive dividends to maintain top heavy
holding company structures coupled with exorbitant 'service
charges' and -leading frequently to improper accounting prac-
tices . . .49 (Emphasis supplied)

He went on to point out that:

This technique afforded a maximum of economic control with
a minimum of investment. It also resulted in the highly specula-
tive quality of holding company securities known as 'leverage'.
As a result of this leverage, small increases in earnings of the
underlying operating companies were magnified into large
changes in the earnings applicable to the holding company se-
curities.

450

Several of these elements have been shown to exist in the new life
insurance company phenomenon. For example, one of the attractions
of the industry for the promoter is the high degree of "leverage." Also
some managements appear to be more concerned with "financial ma-
neuvering" rather than operating an efficient, well run insurance com-
pany. Furthermore, management service charges may be excessive.

Although it would be premature for us to suggest a comprehensive
scheme of control, some early efforts have been made which bear men-
tioning. For example, if the situation in the life insurance industry is
analogous to the public utility situation three decades ago, the Public
Utility Holding Company Act of 19354'1 may afford one possible
approach.

Holding companies having subsidiaries engaged in the electric
utility business or in the retail distribution of natural gas must register
with the SEC. A geographical integration requirement would limit the
operation of a holding company system to a single integrated public
utility system in a single area or region. A corporate simplification pro-
vision is aimed at the elimination of undue and unnecesary corporate
complexities and the redistribution of voting power on a fair and
equitable basis as between the security holders of the entire holding
company structure. In addition, there are a number of regulations per-
taining to the issuance of securities, filing of reports, solicitation of
proxies, and insider trading.452

449 1 Loss, SECURITIEs REGULATION, 132 (2d ed. 1961).
4501d. at 134.
45149 Stat. 838 (1935), 15 U.S.C. §79 (1958).
452 For a more complete discussion, see 1 Loss, supra note 449 at 131-43.
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The New York Department of Insurance, being concerned over the
use of the holding company device to avoid the jurisdiction of New
York law, now requires that one-third of the board of directors of a
domestic life insurer controlled by a holding company have no associa-
tion (direct or indirect) with the holding company. Furthermore, the
Department is currently preparing legislative recommendations to pre-
vent holding companies from doing for their subsidiary insurers what
they could not themselves do under New York law. For example, the
holding company would be prevented from selling or optioning stock in
the subsidiary in a manner not permitted to the subsidiary itself.45 3

The Iowa Legislature has vested the Insurance Commissioner with
broad discretion in this area. The securities of a holding company,
whose purposes include the intent to organize, purchase or acquire
control of an insurance company, may not be sold or solicited until
the promoters have secured from the comissioner a certificate of
compliance. Before the commissioner issues this certificate, "he shall

11454first be satisfied with the general plan of such organization . . .
Thus, the comissioner is in a position whereby he can disapprove a
holding company scheme which may work adversely to either the in-
terest of the policyholder or the general investor.

A re-examination of the appropriateness of the management con-
tract and the holding company in the quasi-public business of life
insurance may lead to some form of limitation on their use. The sev-
eral limitations discussed above represent neither an exhaustive list of
alternatives nor a final recommendation. Rather, they represent initial
or tentative ideas suggested by those who have addressed themselves to
the problems of management contracts and holding companies in the
life insurance industry.

4. Merger Procedure
One of the dominant characteristics of the new company phenome-

non has been the extraordinary number of mergers. One company has
even established a department solely for the purpose of acquisition of
companies through merger or direct purchase. Some mergers serve a
valuable function by combining the strengths of two companies and
thereby eliminating some, if not all, of the weaknesses of each. How-
ever, a merger possesses no inherent qualities which compel automatic
acceptance of its desirability and worth. Some mergers may be moti-
vated solely for the purpose of enhancing the value of the stock with
little regard for its impact upon the policyholders' interest. For exam-
ple, it is not unheard of for an influential member of the board or man-
agement of the merged company to receive extra value for his stock

453 N. Y. Superintendent Annual Report, supra note 413 at 24-25.
454 IOWA CODE §§506.2, 506.3 (1962), as amended by Ch. 299 by the 60th General

Assembly (1963).
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unbeknown to other persons in the company. Because of the "under
the table incentive" he persuades his colleagues of the desirability of
merging on the terms suggested by the surviving company.45 5 In
these cases, little thought is given to the policyholders' welfare.

Generally, state laws require that a comprehensive plan or agree-
ment to merge be prepared and submitted first to the board of direc-
tors of each company for approval and then to the stockholders of
each company for ratification. Approval by the insurance commissioner
of the domiciliary state is usually required, sometimes with and
sometimes without a public hearing on the proposed merger plan.
Subsequent to approval by the necessary parties the so-called "articles
of merger" are filed with the appropriate state officer and the merger
is legally consummated. Typically, the statute permits the commissioner
to approve the merger plan only if he finds it to be fair, equitable and
free from reasonable objection.456

Nevertheless, the federal government has questioned the effective-
ness of state insurance department scrutiny of proposed merger plans.
A study by the Senate Subcommittee on Antitrust and Monopoly re-
ported that of 187 mergers between insurance companies from 1953
to 1957,

not in one case did the State insurance departments refuse per-
mission to merge or institute proceedings to prohibit a merger.
Also, several states indicated that the merger question was not
considered at all by the department, either with respect to ap-
proval or denial of permission to merge.4 7

In view of the number of mergers, the relationship between mergers
and the new company and stock promotion phenomenon, and the report
of the Senate Subcommittee, a study in depth is warranted as to the

455 Conversations with members of the industry. See allegations made by the
SEC which resulted in its obtaining a temporary restraining order from an
Arizona district court to block a merger between two Arizona life insur-
ance companies, as reported in The National Underwriter, April 10, 1965,
p. 18. The ruling was reversed on appeal by an Arizona superior court, as re-
ported in The National Underwriter, July 17, 1965, p. 1. Litigation is currently
pending in the federal district court. The National Underwriter, Sept. 25,
1965, p. 25. See SEC Litigation Release No. 3180, March 30, 1965.

456 For a discussion of the merger procedure, see address by Robert D. Wil-
liams, Chicago Conference on Acquisitions and Mergers, Oct. 28-29, 1964,
pp. 17-20. For an example of the statutory procedure described, see N. Y.
INS. LAW, §§480-504.

457 Senate Report, supra note 400 at 216. The Wis. STAT., §201.03(8) authorizes
a merger between mutual companies if such a merger is "fair and equitable
to the policyholders." Recently the Wisconsin Department has been involved
in a controversy as to whether a particular merger between two casualty
companies meets this requirement. Without going into the merits of this
case, it is quite evident that this department was quite vigorous in contrast
to what the Senate subcommittee described as the typical situation. See
Cream City Mut. Ins. Co. v. Northwestern Mut. Ins. Co., Order Upon Re-
hearing, Merger Commission, Jan. 27, 1964; Opinion by Commissioner (act-
ing) DuRose; Memorandum Decision, Case No. 115 262, Wis. Circuit Court
(Dane County), Jan. 13, 1965.
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impact of a merger on the policyholders' interest (safety, cost, and
service), and the merger statutes and their enforcement.

5. Surprise Audits
The president of one company advocated surprise audits of insur-

ance companies by the insurance departments, comparable to those
experienced by banks. 45 Such a practice would encourage manage-
ment to exercise continuous care in its management function. Further-
more, an examination could assist the departments in diagnosing fi-
nancial instability in the incipient stage thereby affording an oportu-
nity for remedial action before the point of no return has been reached.
This suggestion possesses considerable merit, yet it has its limitations.
Most insurance departments tend to be underbudgeted and under-
staffed. Consequently, frequent surprise audits, in addition to periodic
examinations, would impose a heavy burden on the department staffs.
The possibility of a surprise audit might deter at least some question-
able practices. However, because of its sporadic nature the remedial
impact would probably be limited.

6. Limitation on Profits
As mentioned earlier, a few states and Canada have imposed either

statutory or regulatory limitations on the profits generated by partici-
pating policyholders which may be allocated to the stockholders' benefit.
Most of these limitations require that at least a certain percentage of
the participating profits (ranging from 90 per cent to 100 per cent)
must inure to the benefit of the participating policyholders. Although
not enacted for this specific purpose, such limitations may have had a
deterrent effect on speculation in new life insurance company stocks.

Some easily understood limitations on profit making that distin-
guished between the policyholder's and the stockholder's interest
would do much to demonstrate that the life insurance business
was not the bonanza that present speculative market conditions
would suggest.

459

Such limitations decrease the value of the stockholder's equity. Simi-
larly, the calculation of the present value of future profits accruing to
the stockholders' benefit is affected. That such a limitation on stock-
holders' profits is a deterrent to speculation is indicated by the cautions
offered by some investment analysts to investors contemplating invest-

458 Address by John A. Lloyd, Zone 2 Meeting of the NAIC, as reported in
The National Underwriter, May 1, 1965, p. 2.

459Address by Bruce E. Shepherd, 22d General Agents and Managers Con-
ference, Saratoga Springs, N.Y., Feb. 12-13, 1965, p. 5. Mr. Shepherd was
talking in terms of developing some accepted criteria for measuring the
value and the earning power of a company. This effect would be assisted
if there were easily distinguished limitations on the profit available to stock-
holders. Ibid. This is not to say that Mr. Shepherd is advocating the im-
position of statutory profit limitations.
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ment in companies doing business in these states.4 60 This limitation
constitutes an "important consideration in evaluating the stock of a
company.Y

4
6
1

The regulatory authorities of Canada felt that a limitation on the
stockholders' charge was appropriate to ensure equitable treatment of
participating policyholders. 462 This, in turn, would mitigate the possi-
bility of undue speculation in life insurance stocks. In 1951, the Cana-
dian law was amended to reflect the principle of gradation. The pro-
portion of participating profits which may be allocated for the benefit
of stockholders declines as the participating branch of the company
grows larger.46 3 The sliding scale is based upon the recognition that:

As a company grows, the ratio of its capital stock to its total
assets rapidly decreases, and the share of such profits necessary
to pay a reasonable dividend to shareholders likewise de-
creases.

4
6
4

Similarly, in the United States, one executive of a stock life insurance
company said:

since the higher premium received on participating business
furnishes a cushion against adverse experience which practically
removes all stockholders' risk on such contracts, a limit on
profits . . . seems entirely proper. 46 5

460 Lehman Brothers, The Life Insurance Industry, Nov. 1964, p. 18 (invest-
ment analysis). See also Equity Research Associates, The Hazards and Re-
wards of Investing in. Smal Life Insurance Companies, Oct. 15, 1964, p .12
(investment analysis). Also, "participating insurance in force, where re-
stricted by charter limitation or state law, is valued at 50% of nonpar
business." Id. at 13.4 6 1 
BELTH, PARTICIPATING LIFE INSURANCE SOLD By STocK COMPANIES 141 (1965).

4- REPoRT OF THE SUPERINTENDENT OF INSURANCE FOR CANADA FOR THE YEAR

ENDED DECEMBER 31, 1951, (Ottawa, 1953), Vol. II, p. xviii.
463 See Canadian and British Insurance Companies Act, §84(2), REv. CAN.

STAT. 1952, c. 31 which provides the following:
Participating Fund Stockholder's Charge Limitation

Less than $250 million 10 %
$250-$500 million 7Y9
$500 million to $1 billion 5 %
In Excess of $1 billion 2%%

464 REP. OF SUPT. OF INS. FOR CAN., supra note 462 at xviii.
"The capital stock of a relatively mature life insurance company is usually
quite small in comparison with the total funds of the company and its total
liabilities. The capital serves a most important purpose in launching a com-
pany and in providing protection to the policyholders during the early years.
However, as a company grows, the capital becomes less and less important
so far as protection to the policyholders is concerned. That is not to say,
of course, that the shareholders are not entitled to the profits resulting from
the development of a successful enterprise, or to minimize the value of a
proprietary interest in most businesses. In the field of life insurance, both
mutual companies and stock companies have their advantages and their
disadvantages. Nevertheless, the diminishing role of the capital must be
mentioned to point up the fact that the principal strength of a well-estab-
lished life insurance company lies in the funds accumulated from the
premiums paid by its policyholders, especially the participating policyholders,
rather than in the capital stock. House of Commons Debates (Canada)
1810-11 (Dec. 3, 1957) (remarks by Donald M. Fleming, Minister of Finance).

465 Remarks by Howard C. Reeder, Meeting of the New York Society of
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Some companies, cognizant of the appropriateness of a limitation on
participating profits have voluntarily imposed such a limit on them-
selves via the company's charter or by a binding resolution of the
board of directors.

466

Widespread adoption of a stockholder's charge limitation in some
form has been advocated.46

7 In addition to the five states and Canada
which already have statutory or regulatory limitations, Zone IV of the
NAIC passed a resolution requesting the NAIC to develop model
legislation which would limit, in terms of a percentage, the amount of
profit on participating business which a stock company could retain
for its stockholders.

46 8

In summary, proponents of the adoption of some form of stock-
holder's charge limitation on participating profits justify their position
on at least three grounds. (1) As a company grows and matures, the

Security Analysts, June 29, 1962, as reported in the Eastern Underwriter,
July 7, 1962, p. 1. The founder of modern life insurance, Elizur Wright,
made a similar observation about a century ago:

In the experimental stage of a company, which surely ought not
to last many years, while the net receipts from interest are little or
nothing, it is of course necessary to expend a considerable portion
of the receipts from premiums in establishing the means of future
business, and securing an attractive nucleus of policyholders. Hence
the importance of a guarantee capital at this stage, which may
quell every apprehension of a possible want of means to pay losses
on the policies. But after this stage is passed, and it probably will be
in two or three years, if ever, the guarantee capital becomes per-
fectly unnecessary, and every cent which it costs more than the
earnings of its investment is a bootless extravagance and waste of
the policyholders' money.

Massachusetts Reports on Life Insurance 1859-1865, p. 63, as reproduced by
AMiERICAN CONSERVATION Co, THE BIBLE OF LIFE INSURANCE (1932).
"In all successful life insurance companies the capital stock soon comes to
bear an insignificant relation to the resources of the company provided by
its policyholders." Report of the Joint Committee of the Senate and Assembly
of New York Appointed to Investigate the Affairs of Life Insurance Com-
panies (1906), p. 359.

466 BELTH, supra note 461 at 140. In Sweden there is also a willingness to limit
life insurance profits to a percentage of the stockholders' original invest-
ment. Kimball, The Purpose of Insurance Regulation: A Preliminary In-
quiry in the Theory of Insurance Law, 45 MINN. L. REv. 471 at 506 (1961).

467 "Because of the fundamental nature of participating life insurance, it is the
author's opinion that stock companies selling participating life insurance
should be required to observe strict limitations on the extent to which the
stockholders may benefit from participating operations." BELTH, supra note
461 at 141. In his book, Professor Belth discussed possible procedures and
theories upon which the ascertainment of the appropriate amount of the
stockholders' charge limitation could be based. Id. at 125-134.

468 1 PROCEEDINGS OF THE NATIONAL AssOcIATION OF INSURANCE COMMISSIONERS
149-50 (1965). An NAIC subcommittee studying this question recommended
that its membership be expanded to continue the study. The Laws and Legis-
lation Committee did not adopt this report, in effect, removing this question
from the agenda. American Life Convention and Life Insurance Association
of America Joint General Bull. No. 1185, June 17, 1965, p. 3. This was a
setback, at least temporarily, for the proponents of such limitations. On
the other hand, Michigan Senate Bill No. 375 (1965), if enacted, would
require that "no profits on participating policies and contracts in excess of
10% shall inure to the benefit of the stockholders."
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capital furnished by the stockholders is subject to little risk. Conse-
quently, there should be a reasonable limitation on the profits which
can accrue to them. (2) Equitable treatment demands that most of
the unneeded margins generated by the participating policyholders
should be applied for their benefit. (3) A dearly delineated limitation
on profits from participating business might contribute to curbing
widespread speculation in life insurance stocks.

On the other hand, profit regulation interjects political considera-
tions. Regulators are selected by the political process and their regula-
tion must meet with the general approval of the consuming public.
Profit regulation means, in effect, that the conduct of an important
phase of management has been turned over to an outsider. It is a
drastic remedy. Historically, it has been imposed on management only
after management has demonstrated a lack of public responsibility.
Other remedies which impose less onerous burdens on the industry
would be more appropriate and, perhaps, even more effective.

To date, only participating profits or surplus are subject to profit
limitations. The insurance and investment literature is replete with
statements as to how profitable nonparticipating business is to the
stockholder."69 For example, one commentator pointed out:

Stock companies have still another built-in profit-maker. Their
mutual rivals, by definition, write only so-called participating
policies. This means they are under a certain obligation to
share at least some of whatever operating gains they may
achieve with their policyholders in the form of dividends. Stock
companies, on the other hand, can issue nonparticipating policies,
which they almost always do. Thus, when mortality rates are
down, expenses are down and investment yields are up--as has
generally been true since World War II-the stockholders are
the sole beneficiaries.470

Because of the continuous nature of the insurance transaction, it is
argued that some form of profit limitation should be imposed on non-
participating business as well. Such a possibility is not without legis-
lative or regulatory precedents. The history of the insurance business
reveals numerous instances of legislative intervention where, in the

69 Several investment houses and research groups have made this point. E.g.,
"Participating Insurance--Ideally, [investment in] this type of insurance
should approach zero, from the viewpoint of the stockholder since policy-
holders share in the earnings .... As a general rule: [potential purchasers
of stock should] question any stock company with more than 5%-to-10%
of total policies in nonsegregated participating insurance-this may be a
threat to the stockholders' claims on earnings." American Research Council,
Life Insurance Stocks 1965, ANNUAL IiNmDUSY STUDY AND INVESTMENT
FoREcAsr, p. 25. "Generally, non-participating business is more profitable
and therefore more desirable than participating business." Maynard, Behind
the Scenes with Newcomers in the Life Insurance Business, Magazine of
Wall Street, Jan. 9, 1965, p. 401.

470 Forbes, April 15, 1964, p. 21 at 22.
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opinion of the solons, the relationship between the premiums charged
to the policyholders and profits accruing to the stockholders becomes
unbalanced.

Mortality Tables. Between the adoption of the American Experience
Mortality Table in the nineteenth century and the 1941 Commissioners'
Standard Ordinary Mortality Table by the various states, the life in-
surance business was subjected to adverse, publicity. Many came to
believe that the old table did not reflect improved longevity of life and
that built-in excessive mortality charges were siphoned off by the com-
panies. In many respects this claim was inaccurate. Dividends paid by
stock and mutual companies on participating policies reflected current
mortality. The nonparticipating companies reduced their gross premium
rates on new contracts. (On the older contracts mortality gains were
achieved but these were in part offset by the long decline in interest
rates between 1923 and 1947.) Nevertheless, this experience indicates
that the life insurance business is not immune to pricing criticism.

Credit Life Insurance. A number of states, either through legis-
lation or regulation, restrict the premium which may be charged to
the borrower.

4 7 1

Accident and Health. In some states, pricing restrictions are im-
posed on accident and health insurance. The Wisconsin Insurance
Laws, for example, provide that the commissioner may disapprove an
accident and health form "if the benefits provided therein are un-
reasonable in relation to the premium charged. '472

Group Life. In New York the Superintendent of Insurance, after
consulting with the insurer, may prescribe the minimum group life
insurance premium to be charged for the first year of insurance, based
on the insurer's experience and reasonable assumptions as to inter-
est, mortality and expense.4 7 3 The effect of this is to establish a price
"floor" rather than a "ceiling."

Expenses. The New York expense limitation law provides an elabo-
rate machinery for limiting costs of life insurance companies, includ-
ing commissions.4 7 4 Its enactment was a direct result of public criticism
of the pricing practice of the business.

Stockholders' Charges on Participating Profits. Several states and
Canada now have a limitation on the profits generated by the participat-
ing business which may be allocated to the benefit of the stockholders.

Whether a limitation should be extended to the profits on nonpar-

471 See e.g., N. Y. Dept. of Ins. Reg. No. 27-A, Sept. 27, 1963. Credit life in-
surance is defined as insurance on the life of a debtor in connection with a
loan or credit transaction to provide payment to the creditor in the event of
the debtor's death. Ibid. See Wis. STAT. §201.04(3c) (1963).

472 WIS. STAT. §204.31(3) (g) (3) (1963).
4 N. Y. INS. LAW §204(2).
474 N. Y. INS. LAW §213.
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ticipating business is a much more difficult and controversial ques-
tion than is the question of limitations on profits of participating busi-
ness. The life insurance business has traditionally taken the position
that life insurance premiums should be determined by competition.
The stock companies contend that they are in active price competition
with mutuals, which have no profit loading. This, in turn, renders
price controls unnecessary. Furthermore, the interjection of political
considerations into the rate making structure may not be good for
either the life insurance industry or the policyholders. The general
feeling of the business seems to be that any form of profit limitation
beyond that now in effect would be unduly burdensome. Such a drastic
remedy should be considered only after other proposed solutions have
failed.

Furthermore, assuming it can be determined when stockholder
profits are so excessive as to warrant placing restrictions on them
(this is no small assumption), there remains the question: To whom
should the profits accrue? The nonparticipating policyholder obtained
his coverage at a guaranteed cost. If the company's mortality or in-
terest experience is unfavorable, the company could not increase his
premium rate as an offset. If the company's experience is favorable,
there seems to be little justification in requiring the gain to be allocated
to his benefit since he assumed no risk as to his cost. The participating
policyholders, if any, have no justifiable claim to "excess" profits on
nonparticipating business. They do not contribute to such profits. In
fact, it can be argued that the nonparticipating policyholders who do
contribute to the excess profits have a more equitable claim to them
than the participating policyholders.

Because of the difficulty in ascertaining whether the nonparticipat-
ing business generates "excess" profits, the assumption of no risk as
to cost by the nonparticipating policyholders, the pressure of competi-
tion to prevent unconscionable profits, and impingement upon man-
agement's function by political intervention, the wisdom of governmen-
tal restrictions on stockholder profits on nonparticipating business
seems questionable.

D. DIsCLOSURE
In the federal securities laws, Congress adopted primarily a dis-

closure, rather than a direct regulatory approach. Although it is not a
panacea for all problems, the disclosure philosophy has proven to be
quite valuable in providing investor protection. Disclosure is generally
considered to be a milder remedy and tends to reduce the need for
stronger regulation in other areas. Thus, disclosure is the next subject
of our inquiry.

The disclosure concept seems to lend itself particularly well to the
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correction of some of the problems discussed above. If full disclosure
of operating results to stockholders has proven to be an effective remedy
in protecting investors, full disclosure of operating results of new life
insurance companies may prove equally effective in protecting the in-
terests of the policyholders. It should be noted moreover that this
remedy (as well as other remedies discussed) lends itself to application
to all life insurance companies, new and old, stock and mutual. All
policyholders and all stockholders have a vital stake in how their com-
pany is performing regardless of its age, size or corporate structure.
In the following sections, therefore, the authors have discussed the
problems and remedies in general terms, with the thought that this is
an area where the practices of not only new companies but the in-
dustry as a whole might be reviewed and, where necessary, improved.

1. Separation of Accounts
When there is no separation of accounts, showing separately the

gains and losses from the participating and nonparticipating branches
and the distribution of gains between policyholders and stockholders,
the concept of the stockholders' charge is inapplicable since the results
of participating and nonparticipating operations are automatically
merged.4 7 5 Implicit in the adoption of a limitation on participating
profits is a corresponding requirement for maintenance of separate
accounts. However, the latter requirement may stand alone as a pos-
sible remedial course of action.

The proposal for separate gain and loss statements appear to be
founded at least in part on the theory that the income received by a
life insurance company possesses many of the attributes of trust
funds.4 7 6 The life insurer handles other people's money. The law re-
quires that part of this income must be set aside as reserves for future
benefit payments. A portion of the income is added to the surplus to
guard against future contingencies. The law in most states mandates
an equitable refund of unused margins to participating policyholders.4 7 7

Since a life insurer's income has some of the aspects of a trust fund,
many feel that an accounting for these funds should include a full
disclosure of pertinent facts to enable policyholders and stockholders
to satisfy themselves that the company is being efficiently operated in
their best interests. For example, a policyholder in a stock company
issuing only nonparticipating business would be primarily interested
in safety margins provided by surplus. A participating policyholder
need be less concerned about the size of the surplus because the higher

475 BELTH, supra note 461 at 121.
476 See e.g., McCahan, Introduction, INVESTMENT OF LIFE INSURANCE FUNDS 5

(MeCahan ed. 1953).
4 See BELTH, supra note 461 at 151-153, for a summary of laws relating to

the frequency of surplus distribution.
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gross premium provides an extra cushion in case of adverse experi-
ence. Instead, he would be more concerned about the size of dividends
which lower his net cost. He has a very real interest in earnings and
in the surplus account for both have a direct effect on his cost. If his
dividends are reduced so as to increase the surplus for the benefit of
the stockholders, he ought to be able to determine this. But whatever
the reason for his interest, safety, dividends, etc., a policyholder ought
to be afforded the opportunity to make an intelligent determination of
the disposition of the premium dollars paid by him from information
readily available. And, if these questions are of common interest to
policyholders of companies which write only participating or nonpar-
ticipating business, they should be of equal interest to policyholders of
a company writing both lines.

The Armstrong Committee went beyond the proposal for a sepa-
rate gain and loss exhibit for each line of business. It recommended
that the writing of both lines of business by the same company be
prohibited. The New York legislature adopted this recommendation
with respect to domestic companies; out-of-state companies were per-
mitted to issue both lines on the condition that separate accounts would
be filed. However, in 1955, the New York law was amended so that
both domestic and foreign companies can issue participating and non-
participating business if they file separate accounts.4 78

Other states were not as inclined as New York to actually prohibit
dual line operations. Nevertheless, many of them require a separation
of accounts. 479 Perhaps it was felt that competition with companies
writing participating policies would compel nonparticipating companies
to pare their margins. The requirement of separate disclosure of gains
and losses on the two lines of business may have been premised on the
idea of enabling the competitive system to function more effectively.
In addition to those states which already impose this requirement, it
is reported that legislation to require separate profit and loss statements
for participating and nonparticipating business is being sponsored by
the Washington and Michigan insurance departments.480 Such accounts
would also be of value to the private investor. This is evidenced by
the Financial Analysts Federation recommendation that there be a

47s For a discussion of the evolvement of the New York law, see BETrH, supra
note 461 at 74-87.

479 See id. at 158-175 for a summary of laws and regulations relating to par-
ticipating life insurance sold by stock companies.

48o See Life Insurance Association of America Monthly Report, Jan. 1965, p. 7,
and the National Underwriter, March 6, 1965, p. 8. See Michigan Senate
Bill No. 375 (1965). The Life Insurance Association of America subcom-
mittee on Participating and Nonparticipating Insurance opposed statutory
proposals to require filing of separate accounts. LIAA Monthly Report, June
1965, p. 1.
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"segregation of policyholders' and stockholders' surplus" in the balance
sheet.481 Furthermore, if a life insurance company is subject to the
federal securities laws, the form and content of the financial state-
ments which must be filed with the SEC are governed by Regulation
S-X as amended October 6, 1964. Among other things, the balance sheet
must show "the amount of surplus required to be allocated to par-
ticipating policies and not available for dividends to stockholders" and
the profit and loss statement must show "the amount of net income
allocated to participating policies. ' ' 48 2

Professor Belth summarizes the problem in this manner. When a
company issues a participating policy, it establishes the premium at a
level which management believes to contain an overcharge. The parties
to the contract contemplate that periodic reasonable refunds of the
overcharge will be made. In handling this money the management of
the company acts as a fiduciary. Whether the management's action
pertaining to the participating policyholders and stockholders is reason-
able must initially be resolved by the management itself, but in the
final analysis it is resolved by the informed judgment of outsiders.
The preferable manner of apprising outsiders of management's actions
is full disclosure of operating results and the disposition of funds. Ade-
quate disclosure requires a separation of accounts.

At the same time, it would seem that a stock company acting
with the utmost good faith toward its stockholders and par-
ticipating policyholders would have no reason to conceal its
actions from public view. Rather, it would seem that such a
company would be willing to display its results publicly and de-
fend its actions against any and all criticism.
The experience of companies that currently file a complete
separation of accounts [because of the requirements of a few
states] seems relevant. These companies have been living with
the requirement for many years and have not only survived but
have prospered. It would appear that any stock company acting
with the utmost good faith toward its stockholders and par-
ticipating policyholders could do the same. And if any companies
are acting with something less than the utmost good faith, it is
imperative that the questionable practices of such companies
be corrected at the earliest possible date, lest such practices
achieve a magnitude that would bring discredit upon the en-
tire institution of life insurance. 48 3

481The Financial Analysts Federation, 16th Annual Report of the Corporate
Information Committee (1963-1964), p. 22.

482 SEC Reg. §210.7a-03 (1964), 3 CCH 1965 FED. SEC. LAW REP. 69,342 and
SEC Reg. §210.7a-04 (1964), ibid. at f69,343.

483 BELTH, supra note 461 at 138-139. For some arguments which have been raised
in opposition to separate accounts, see id. at 180-185, and for answers to
these arguments, see id. at 192-195.
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2. Annual Report to the Policyholders
a. 1964 Amendments to Securities Exchange Act of 1934

The activity in the stock of life insurance companies has led more
and more security analysts to examine balance sheets and operating
statements of such companies. As a result of this exposure the analysts
have become openly critical of life insurance financial reports. In 1960,
the Corporate Information Committee of the National Federation of
Financial Analysts Societies issued a statement in which it said:

It is our conclusion that the annual reports [to stockholdersl
of the life insurance industry are the poorest of any major
industry in the United States.4 4

In 1963, the Securities and Exchange Commission in a special study
reported that a number of companies failed to furnish profit and loss
or surplus statements, and in other cases failed to give statements in
adequate detail, including the necessary financial notes. Some of the
companies failed to send any financial reports to their stockholders.48 5

In 1964, Congress amended the Securities and Exchange Act of
1934 to extend registration, proxy and insider trading requirements
to over-the-counter securities. 4s6 In the absence of an exemption, this
amendment would have brought most stock insurance companies under
the sway of the SEC. In exchange for an exemption, the National Asso-
ciation of Insurance Commissioners evolved comparable requirements
to be administered by the states. For stock insurers to be exempt from
SEC jurisdiction, three conditions must be met :487

(1) An annual statement which conforms to the statement pre-
scribed by the NAIC must be filed with the insurance com-
missioner of the domiciliary state;

(2) The insurer's domiciliary state must regulate proxies in respect
to the insurer's securities in conformity with regulations pre-
scribed by the NAIC;

(3) After July 1, 1966, the purchase and sale of the insurer's
securities by insiders must be subject to regulation by the
domiciliary state substantially in the manner provided by
Section 16 of the Securities Exchange Act of 1934.

To meet the first condition, the NAIC developed the Stockholders
Information Supplement (SIS) which is attached to the annual state-
484 The National Federation of Financial Analysts Societies, 12th Annual Report

of the Corporate Information Committee (1960), p. 12.
485 SEC, Report of Special Study of the Securities Markets, H. Doc. No. 95,

Pt. 3, 88th Cong. 1st Sess., p. 41 (1963). There has been an improvement in
annual reports as contrasted to prior years, but there is still room for sub-
stantial improvement. The Financial Analysts Federation, 16th Annual Report
of the Corporate Information Committee, pp. 21-23 (1963-1964).

486 Securities Exchange Act of 1934, §§12(g), 14, 16, 2 CCH 1965 FED. SEC.
LAw REP. 120,315, 20,341-43, 20,421-23.

487Securities Exchange Act of 1934, §12(g) (2) (G), 2 CCH 1965 FED. SEC
LAW REP. 20,316.
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ment filed with the insurance departments.4ss Stock insurance com-
panies are required to answer certain interrogatories in the Supple-
ment. The questions are designed to elicit information as to whether
the company had distributed financial reports to its stockholders prior
to the company's annual meeting, and whether the report included (a)
a statement of assets, liabilities, surplus and other funds, (b) a sum-
mary of operations, and (c) a surplus account. Furthermore, informa-
tion covering management and directors is required. This includes
name, principal occupation, length of service, remuneration and re-
tirement benefits. The SIS also requires data bearing on conflicts of
interest and stock options, and inquires whether the data has been
furnished to stockholders in proxy statements. Additional information
pertaining to beneficial ownership of securities in the company and
their disposition by certain key officers, directors and owners must
be given.4 s9

To meet the second condition for exemption from the 1964 amend-
ment, an NAIC subcommittee recommended proxy regulation which
closely parallels that of the SEC.4 90 In effect, the NAIC proposal re-
quires the insurer to send to its stockholders each year (1) a state-
of assets, liabilities, surplus and other funds, (2) a summary of opera-
tions, and (3) a surplus account. The insurer must also send a proxy
statement which includes information on the personal interests of
management; the nominees for directors (including principal occupa-
tions in the last five years, stock owned by them, etc.) ; remuneration
and other transactions with management; bonus arrangements; and
stock options. If there is a contested election, the policyholder must
be furnished additional information on the participants, not just the
nominees, in the election. 491

To meet the third condition, the NAIC subcommittee recommended
the adoption of a model insider trading act. Its provisions are quite
comparable to those of Section 16 of the Securities Exchange Act.492

4882 PROCEEDINGS OF THE NATIONAL AssOcIATIoN OF INSURANCE COMMISSIONERS
515 (1964).

489 A copy of the SIS may be found in 1 PROCEEDINGS OF THE NATIONAL Asso-
CIATION OF INSURANCE COM ,MISSIONERS 175-78 (1965). The SIS was adopted
by the NAIC, Dec. 1963, 1 PROCEEDINGS OF THE NAIC 204-09 (1964) and
by the Blanks Committee, April 1964, 2 PROEEDINGS OF THE NAIC 313, 315
(1964).

490 A copy of the proposed proxy rules may be found in the 1 PROCEEDINGS OF

THE NAIC, 155-170 (1965). The SEC Proxy Regulation, promulgated under
§14 of the Securities Exchange Act, may be found in SEC Reg. §240.14a-1
to §240.14a-12, 2 CCH 1965 FED. SEC. LAW REP. 124,005-24,016.

491NAIC proposed proxy regulation, §§5(1), (2), (11) and Schedules A and
B. If proxies are not solicited "substantially equivalent information must be
sent." Id. at §3.

4
92 Copy of the NAIC model legislation on insider trading may be found in 1

PROCEEDINGS OF THE NATIONAL AsSOCIATION OF INSURANCE COMMISSIONERS
171-173 (1965). Most states have enacted the Model Insider Trading Statute
and have authorized or promulgated proxy regulation. Review of 1965 Legis-
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b. The Anomaly
An anomaly now exists. As a result of the 1964 securities legisla-

tion, most insurance companies will be required to furnish their stock-
holders with a gain and loss exhibit, a balance sheet, and a surplus
reconciliation account. These same companies are under no compulsion
to treat similarly their policyholders. This anomaly can be highlighted
by the following illustration.

Two individuals have $2,500. The first decides to buy 2,500 shares
in a life insurance company at $1 per share. The second decides to
buy a single premium life insurance policy with a premium of
$2,500 from the same company. Under the federal securities law, the
investor is entitled, among other things, to be warned in writing (via
the prospectus) that the venture is speculative, there is no assurance
that it will succeed, and that if the company does survive it is likely
to show substantial operating losses in its early years. Furthermore,
each time his vote is solicited in corporate elections (typically on an
annual basis), the investor will receive a financial statement which ade-
quately reflects the financial position and operations of the issuer.4 93

Both the pluses and the minuses in the company's operations are re-
vealed. The policyholder, although expending the same number of
dollars (perhaps at less risk) receives no warning that the new com-
pany may not make the grade. On the contrary, the policyholder is
given to understand that since the new company has met the minimum
state licensing requirements it is entitled to public confidence. The law
does not require the company to communicate to him either the pluses
or the minuses in the company's operating results. In fact, a competing
agent who calls attention to the minuses runs the risk of prosecution
for disparaging the company.494

Of course, the policyholder (prospective or otherwise) has not been
left unprotected. One tenet upon which the insurance laws are based
is that the commissioner and his staff, being experts, are in a better

lation pp. 3-4 attached to Life Insurance Association of America Monthly
Report, Aug. 1965.

493 SEC Reg. §240.14a-3 (1965), 2 CCH 1965 FED. SEC. LAW REP. 24,007 (1965).
494If the individual agent obtains a copy of BEsT's and points out the thin

financial margins of some new company or its dubious operating record,
he may be accused of disparaging the financial condition of the company.
In many states this may violate the insurance law. A typical statute reads
as follows: "Unfair methods of competition and unfair or deceptive acts or
practices defined. (1) The following are hereby defined as unfair methods
of competition and unfair and deceptive acts or practices in the business of
insurance: ... (c) Defamation. Making, publishing, disseminating or circulat-
ing, directly or indirectly, or aiding, abetting or encouraging the making, pub-
lishing, disseminating or circulating of any oral or written statement or any
pamphlet, circular, article or literature which is false, or maliciously critical
of or derogatory to the financial condition of an insurer, and which is cal-
culated to injure any person engaged in the business of insurance." Wis.
STAT. §207.04(1) (c) (1963).
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position to protect the policyholder's interest than the policyholder
himself. Thus, the information is filed with the insurance commissioner
rather than furnished to the policyholder. But this does not mean that the
policyholder should not be entitled to information comparable to that
furnished to a securities holder. The proposition that an individual
must rely solely on a government regulatory body without the oppor-
tunity to act on his own behalf has received little, if any, acceptance.

If it were otherwise, an individual would have no recourse if the
regulator's competence is less than adequate, or if the regulator is over-
burdened with work and has little time for or interest in the indi-
vidual's problem. Furthermore, the regulator can protect the policy-
holder only to the extent of the minimum standards set out in the
statute. Thus, few would argue that a policyholder should not be entitled
to seek information upon which he can make an informed decision.
If he is so entitled, then it is incumbent upon someone to make such
information available.494

a

c. Need and Propriety of Annual Accounting
With respect to participating mutual insurance it can be said that

the policyholder is an insurer as well as an insured. This point may
be illustrated by the following hypothetical example: In 1964, the
policyholders in Company XYZ paid $200 million in premiums. They
received back in dividends $75 million. At year end the company's sur-
plus, built up by policyholder contributions over the years, stood at
$120 million. This means that during 1964, the company's safety mar-
gins, over and above the policy reserves, totaled $195 million, or roughly
the equivalent of one full year's premiums. These figures highlight the
dual status of the participating policyholder as both an insurer and an
insured. They make plain the obligation of the company to render him
an annual report showing the sources and dispositions of the funds
which he has entrusted to the company. If this is true of a mutual
company writing participating insurance, it should be equally true of a
stock company writing participating insurance.

It can be argued with some justification that a nonparticipating
policyholder has less need for information in an annual report than

494aWith respect to private employee retirement plans, a Presidential Com-
mittee said:

Full disclosure of relevant facts is a prerequisite for self help and
for the enforcenhent of statutory measures for the protection of the
individual's rights. No one can enforce his rights if he is unaware
his rights have been injured. Nor can employers, trustees, or fund
administrators be held to standards of fiducial responsibility unless
there is adequate disclosure of their financial and investment ac-
tivities. Other public interests also require knowledge of the facts.

President's Committee on Corporate Pension Funds and Other Private Re-
tirement and Welfare Programs, Public Policy and Private Pension Pro-
grams, A Report to the President on Private Employee Retirement Plans,
Jan. 1965, p .77.
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does his participating counterpart. His annual cost is fixed. It is not

dependent upon the yearly earning results of the company. Therefore,

it may be asked, why raise questions in his mind if the information

serves no useful purpose? Even in a stock company writing nonpar-

ticipating insurance, where the relationship between the company and

the policyholder is contractual and the legal title to the surplus rests in

the company as the alter ego of the stockholders, the dividends, addi-

tions to surplus, and the surplus itself may have been largely con-

tributed by the policyholders. Since the surplus funds are held for the

protection of the nonparticipating policyholders, they, too, are entitled

to a comparable accounting on this basis alone. Furthermore, if the

policyholder is insurable, he may wish to acquire coverage elsewhere,
either in lieu of or in addition to that written by the original company,
if he is dissatisfied with its performance. However, for him to judge
this performance, he must have the relevant information on its oper-
ating results.

d. Disclosure: Filing vs. Dissemination
The famous Armstrong Committee 6fficially recognized the im-

portance of disclosure of information when it said:

Of all the reforms suggested by the Committee nothing, it is
believed, is more imperatively demanded than that the com-
panies should be compelled to exhibit the results of their man-
agement by annual accounting. If details of management are
to be left, as they should be, to the discretion of the directors,
they should be compelled each year to state the results of their
administration and to come under definite liabilities to the policy-
holders for the amounts to which the latter are entitled.495

Disclosure may assume one or both of two forms: (1) filing the re-
quired information with an official body where it is available for public
inspection, and (2) delivering the information directly to the policy-
holders. The drafters of the federal securities law were also cog-
nizant of the importance of both forms of disclosure. They required
both (i.e., registration statement and prospectus). The Report of Spe-
cial Study of Securities Markets of the Securities and Exchange
Commission emphasized the latter when it said:

If disclosure of information is fundamental.., the widest pos-
sible dissemination and use of filed information will obviously
best serve the purposes of disclosure. In light of modern tech-
niques for duplicating and communicating the printed word,
it would seem that dissemination and not mere filing should be
required in many instances.49

495 Report to the N. Y. Legislature, supra note 465 at 425.
496 Special Study of the Securities Markets, supra note 485 at 64.
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Similarly, it would appear that the direct receipt of information is a
highly desirable and necessary element in the regulatory structure for
policyholder protection.

e. Recommendation
The insurance departments possess a wealth of information on in-

dividual companies licensed to do business in their states. However,
they have no organized machinery for disseminating such information
directly to the individual policyholders, and it is difficult to conceive
of a practical means for them to do so. Thus, the responsibility, if any,
for distributing such information must rest with the individual com-
panies.

To date, although many companies, stock and mutual, send annual
reports to their policyholders, some companies have evinced little in-
terest in assuming this responsibility. In this connection, notice should
be taken of the complaints of the securities analysts and the SEC that
many companies, anxious to play down (and in some cases even to
conceal) adverse factors in their operating results, resorted to issuing
financial statements which contained a balance sheet but no operating
or surplus statement. In some cases the companies did not even send
abbreviated statements to their stockholders. The 1964 securities amend-
ments may be expected to cause a fundamental change in reports to life
insurance securities holders. If companies were disinclined to present
the whole story to their stockholders, despite outside pressure and
criticism, they would have been less inclined to do so to their policy-
holders.

A life insurance company serves three primary functions: (1) it
provides risk protection, (2) it operates as a savings medium, and (3)
it functions as a trustee in distributing the proceeds. Manifestly, in-
surance companies act as fiduciaries. Since they deal with trust money,
those who have entrusted their money to them have the right to expect
the kind of reports that trustees would issue to their beneficiaries,
particularly in light of the congressional mandate in the securities area.
Therefore, the authors suggest that a comparable realignment of think-
ing should occur with respect to the policyholders. Each life insurance
company, stock or mutual, new or old, should be required by law (a) to
send an annual report to each of its policyholders, as well as its stock-
holders, and (b) to deliver its most recent annual report to a prospective
policyholder, preferably before the sale is consummated (akin to the
federal prospectus requirement), but not later than the time of delivery
of the policy.

The annual report should include the following information:
Operating Results. The annual report should include (a) a bal-

ance sheet, (b) an operating statement (gain and loss statement),
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(c) a surplus statement, (d) appropriate notes where required, (e)
biographical data on its chief officers and directors. The current report
should also contain results of the previous year so as to facilitate
comparisons.

Statistical Data. The report should contain appropriate data, sta-
tistics and ratios such as (a) the net yield on investments, (b)
character and quality of the investments, (c) lapse rate, (d) mortality
experience, (e) expense information and other relevant data. This in-
formation should be provided on a basis designed to facilitate com-
parison with the results of other companies. However, such informa-
tion should be presented in a manner which does not facilitate mislead-
ing comparisons. For example, a new company should have proportion-
ately fewer death claims than an established company since its in-
sureds generally (a) tend to be of lower age, and (b) have been sub-
ject to more recent underwriting including, possibly, a medical examina-
tion. To avoid misleading mortality comparisons, mortality figures
should be related to the distribution of business by plan, age, etc. By
the same token an explanation of the higher lapse rates generally ex-
pected on new business might be included.

Separate Gain and Loss Exhibit. Where the company writes both par-
ticipating and nonparticipating business, the report should contain a sep-
arate gain and loss exhibit for each branch. In the case of participating
insurance the statement should plainly show the dollar split of the
earnings between stockholders and policyholders. A supplemental break-
down might show the split both as a percentage of earnings and as an
average per thousand of insurance in force. This would provide a
ready comparison as to how the split compared with the various state
laws which limit the amount of participating profits allocable to the
stockholders. Companies which operate in states requiring such a break-
down may already provide much of this data to their stockholders.

Reinsurance Information. Most, if not all companies (whether
new or old) reinsure a portion of their business. Most new companies
reinsure a substantial proportion of their business. The Financial Ana-
lyst Federation suggested that the annual report to the stockholder
show the amount reinsured.49 7 This is required in the annual state-
ment filed with the state insurance departments.498 The investor is in-
terested in the amount reinsured for at least two reasons: (a) the re-
insurer siphons off some of the profits on reinsured business, and (b)
if the investor uses the rule of thumb-adjusted earnings technique
(e.g., $20 per $1,000 of permanent insurance in force) in valuing a
company, a downward adjustment should be made on the reinsured

497 Financial Analysts Report, supra note 485 at 22.
49s Annual Statement, Schedule S Pt. 3 (Data on Reinsurance Ceded).
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business. A more realistic evaluation of a new company's profit poten-
tial should contribute to a lessening of the speculative environment
for life insurance stocks.

The policyholder is interested in the amount of reinsurance be-
cause of policyholder safety and policyholder cost.

Furthermore, the type of reinsurance should be disclosed and the
basic limitations highlighted. For example, under a yearly renewable
term contract, the reinsurer reinsures the company only to the extent
of a portion of the net amount at risk on each policy. Since the re-
insurer assumes no obligation as to policy reserves, as it would do if
co-insurance were employed, the policyholder must look solely to the
writing company for the adequacy and safety of the policy reserves
underlying his contract. Very few investors or policyholders under-
stand this distinction. Mandatory discussion of this point in the annual
report would obviate criticism for failing to disclose this pertinent
in formation.

Stockholders. Stock companies should also provide (a) a list
of key stockholders and their holdings, similar to the data which
appears in prospectuses and proxy statements, and (b) a summary of
significant insider trading in the stock of the company for an appro-
priate period. The policyholder is entitled to know with whom he is
doing business and the continuity of the company's ownership. It can
be argued that the policyholder should be entitled to receive, not only
the information set out above, but also any other information sub-
mitted to investors. This would tend to prevent the company from
having the best of two worlds, namely, proclaiming to the investors
the gold mine to be had, while at the same time congratulating the
policyholders on the good bargain they have purchased. Once informa-
tion is fairly and timely conveyed to both policyholders and stock-
holders, each group is in the position to make an informed evaluation
of the company's operations.

Every life insurance company is in direct contact with its new
policyholders when it receives the application, collects the first premium
and delivers the policy. Thereafter it is in touch with its policyholders
at least annually, and commonly more often, when it sends out pre-
mium notices. Virtually all companies have elaborate mailing facilities.
The enclosing of "advertising stuffers" along with the premium notice
as a means of conveying information to policyholders is common.
It is possible that the necessary information can be compiled in a
condensed form enabling it to be sent with or in lieu of such stuffers
at little extra expense. If the dissemination of the annual reports neces-
sitates an expansion of mailing facilities, the cost should not be as
great as might otherwise be expected since the basic facilities already
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exist. Furthermore, a mandatory disclosure requirement might exempt
the company from mailing a report to holders of small policies except
upon request.

f. Objections
There has always been genuine disagreement in the life insurance

business about the value of sending annual reports to stockholders and
policyholders. First, there is the question of expense; the cost of mass
mailings may run into sizable amounts. However, if this is handled in
conjunction with the mailings of premium notices, the additional cost
should be minimized. With the advent of time and cost saving mechani-
cal processes, this task does not pose the difficulties of a manual op-
eration.

Second, a sizable percentage of the recipients of such reports may
not read them or many of those who do may not fully under-
stand them. Similar arguments were raised by people in the securities
business when the federal securities acts were under consideration.
For example, Mr. Justice Douglas, who was then a professor at Yale
Law School, wrote a monograph dealing with the efficacy, or lack of
efficacy, of proposals to give adequate warning to prospective securities
purchasers.4 9 9 He questioned the ability of the average investor to
understand and assimilate information required to be disclosed. In
spite of these arguments, Congress adopted the disclosure technique
and passed the Securities Act of 1933 and the Securities Exchange
Act of 1934. Its actions were, in part, based upon the belief that the
disclosure would benefit the investor in two ways: (a) disclosure, it-
self, would deter those practices which could not withstand the light
of publicity, and (b) the judgment of those who did understand would
be reflected in the market price of the stock and thus, indirectly, benefit
the less sophisticated investor °00 At least (a) is applicable to an annual
report to policyholders.

Furthermore, the argument that stockholders and policyholders
would not read financial statements, or if they did they would be too
poorly informed to understand them, has lost some of its force. There
has been a substantial upgrading in the education of our populace over
the past thirty years, and a substantial increase in its financial alert-
ness. The editor of a financial magazine predicted that even mutual
insurance companies would feel policyholder pressure in respect to

499 Douglas, Protecting the Investor, 23 YAI.E REv. (N.S.) 521 (1934).
500 See 1 Loss, Securities Regulation 125, 2d ed. (1961) and Special Study of

Securities Markets, supra note 485 at 9-10. Years after the passage of the
federal acts many of the persons in the securities business, who had opposed
the disclosure concept for reasons similar to those set out above, came for-
ward to say that the disclosure provision had a salutary effect. 1 Loss at
n. 17, pp. 127-128.
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their reporting procedures. Many policyholders are buying securities
as well as life insurance.

Americans are becoming more and more sophisticated regarding
their investment and savings programs. In the past decade
twelve million persons purchased common stocks for the first
time.501

As a consequence, many persons have not only been exposed to peri-
odic corporate reports, they are coming to expect such reports.

There may be some reservations about the wide distribution of
operating statements of insurance companies. For example, agents
might use differences in financial reports unfairly or improperly for
sales purposes in competitive cases, or policyholders might misinter-
pret the information given to them. One aspect of new life insurance
company financial reporting is said to be particulary vulnerable, that
is, the requirement that the first year costs of selling new business be
charged off in the year of sale. As a consequence, the company may
show an operating loss for several years, even though it is capably
managed and has a sound future.

The argument that disclosure should not be required because agents
may misuse or policyholders may misinterpret financial information
disclosed to them is subject to several flaws.

First, a new company's operating losses and the severe drain on
capital and surplus may stem solely from the accounting requirements.
But, as one professor noted:

The undercapitalized companies also use the argument . . . that
their business growth has been so rapid that they are subject
to extremely heavy drains on surplus. But, in many cases, this
line of argument may be misleading in that while the company
may be writing a large volume of business, it also has a high
lapse ratio, or overly generous commission schedules or exces-
sive salaries for key employees. The capital shortage may be
due then to inept management and too fast living by the capital
deficient company... 502 (Emphasis supplied)

Second, much of this information has already been disseminated
to stockholders by security houses and analysts. Furthermore, govern-
mental pressure is causing even wider dissemination of such informa-
tion to stockholders. Thus, such information is becoming a matter of
public knowledge.

501 Plenty, Tenth Annual Report Contest, Spectator, June 1963, p. 26. "Policy
owners today have a continuing interest in their life insurance. They -want
to know what happens to the premiums they pay; they want advice; they
want assurance that the policies they own will do what they want them to
do and to be able to meet varying conditions as they arise" Slater, Shaping
t'e Work'ng Teamn For Change and Acton, Insurance (Goldbook) Sept. 11,
1965, p. 32.

502 Address by Professor Richard M. Heins, Chicago Conference on Acquisitions
and Mergers, Oct. 28-29, 1964, pp. 9-10.
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Third, company reports to stockholders often stress the success of
the management in generating earnings, the source of dividends to
stockholders and of additions to stockholders' surplus. But the princi-
pal source of a company's earnings is the premiums paid by policy-
holders and the interest on their policy reserves. It seems anomalous
that management should be required to give data on the distribution
of earnings to stockholders without providing the policyholders with
corresponding data as to the impact of these distributions on their
interests. Management must give substantial data to the stockholders
through a proxy statement when it seeks their votes. Why should it not
give comparable data to the policyholders when it is seeking their
premium money? Is the policyholder, who gives the company stability,
by paying his premium year after year, entitled to less information
than the stockholders, many of whom are in the venture for capital
gains on a short term basis?

Fourth, the amount of operating losses and surplus shrinkage are
the direct result of management decisions. If management prefers the
kind of a statement that will inspire greater confidence on the part of
the policyholders, it could, for example, slow down the rate of growth
somewhat. This would improve the image of the company as well as
that of the industry. The venture might have less attraction for specu-
lators, but that can hardly be said to be a shortcoming.

Fifth, the company could include in its policyholder statement an
explanation, similar to that now embodied in stock prospectuses, as to
why new companies often show operating losses. After all, this is
the truth and truth has a place in statements designed for the informa-
tion of people who have entrusted their savings to the company. In
this connection, it is significant to note the view of the SEC:

The brochure on . . . Life, while commenting favorably on the
company's performance in the writing of new insurance and
its future prospects, failed to disclose the fact that it had sus-
tained operating losses in its four years of operation . . . It
was stipulated that it is usual for new insurance companies to
show an operating loss for the first few years in view of the
fact that the cost of writing new insurance is greater than the
income derived therefrom during the first year after it is writ-
ten. This fact did not however relieve registrant [broker-dealer]
of the obligation to disclose the losses in view of registrant's
recommendation of the company.0 3 (Emphasis supplied)

Although this case involved a broker-dealer revocation proceeding be-
fore the SEC, the obligation to disclose here is quite analogous to the
obligation of an insurer to its policyholders (prospective or otherwise).

503 1n the Matter of G. J. Mitchell, Jr., Co., Exch. Act Rel. No. 6433, Dec. 13,
1960, CCH 1957-1961 FED. SEC. LAw REP. 76,735.
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g. Agent's Liability: Need for Meaningful Disclosure
A number of insurance departments have imposed certain duties on

brokers who place fire and casualty risks with unauthorized alien in-
surers when coverage is not available in the domestic market. 5 4 For
one thing, the broker must ascertain the financial stability of such in-
surers. Failure to place the business with a responsible insurer may
expose the broker to liability for damages. It seems inconsistent that
in establishing standards to protect the public, the law has imposed
sanctions in an area where there have been relatively few company
failure;, and yet has failed to impose such sanctions in the authorized
domestic market where there have been numerous retirements of life
companies. The anomaly is compounded by the fact that most of the
unauthorized insurance transactions (fire and casualty business) are
relatively short time coverages, whereas in the life insurance field the
coverage may extend for decades and the policyholder may be locked
into the transaction because of health considerations or surrender de-
ductions.

If an agent informs the prospective policyholder that the new com-
pany is on a par with the finest of the established firms, the buyer has
the right to rely on such representations. But the agent's liability
might be extended even beyond a case of affirmative misrepresentation.
The Kiwx v. Anderson case5 ° 5 involving "suitability" of a recommenda-
tion made by an agent, has opened new vistas of potential liability for
an agent. More recently the SEC has required that an agent selling an
"equity funding" program must deliver to the buyer a written statement
as to its "suitability" in view of the buyer's circumstances. °soa Thus it
is not beyond the realm of probability that the "suitability" standard
could apply to the financial soundness of the insurer.50 6

The report on the claims handled under the professional and asso-
ciation liability coverage developed for agents indicates a disposition
on the part of policyholders to hold the agent responsible when things
do not turn out as anticipated. For example, a company which had
replaced group life coverage denied a claim on the grounds that the

504 E.g., see N. Y. Dept. of Ins. Reg. 41, Aug. 1, 1962.
505 297 F. 2d 702 (9th Cir. 1961), cert. denied 370 U.S. 915 (1962).
5o5a SEC Reg. §240.15c2-5 (1962), 2 CCH 1965 FED. SEc. LAW REP. 26,919. See

SEC Reg. §231.4491 (1962), 1 CCH 1965 FED. SEC. LAW REP. 1043. A typical
case of "equity funding" involves the sale of securities, particularly mutual
funds, to customers and loans collateralized by the securities are used to pay
premiums on a life insurance policy sold at approximately the same time.
Ibid. See also The National Underwriter (editorial), July 28, 1962.

506 See Annot. 29 ALR 2d 171 (1953) and supplements (dealing with the duties
of an insurance broker or agent). Where agent procures policy in company
known by him to be insolvent, agent is liable for resulting loss. Hancock v.
Wilson, 173 S.W. 1171 (Tex. Civ. App. 1915). See Eastham v. Stumbo, 212
Ky. 685, 279 S.W. 1109 (1926); Gerald V. Universal Agency, Inc., 56 N.J.
Super 362, 153 A2d 359 (1959).
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decedent was ineligible. The beneficiaries filed a suit against the agent
on the ground that the decedent had been assured that the coverage
would continue without lapse. In commenting on this claim, one edi-
torial noted:

It seems like a small jump from that sort of situation to holding
an agent liable for the stability and general soundness of the
company he recommends-especially if he concealed anything
at all unfavorable about the company.50 7

This prognostication is reinforced by the developments in the unau-
thorized alien insurer area referred to above, the Knox case, and the
increasing need for professional liability coverage,

if agents are to be held responsible for the quality of the com-
panies they recommend to buyers, the agents are going to be in
a tough spot unless they have some better basis for judgment
than now exists.508

Thus, it becomes important to make meaningful financial information
readily available not only to the policyholders but also to the agents.

h. Implementation
If the proposal requiring an annual report to policyholders has

merit, the next question is, how may it be implemented? The prefer-
able approach would be to act through the NAIC. It might adopt a
Model Bill, leaving its enactment to the individual states. A simpler
approach might be to require an annual report to policyholders, con-
taining the specified information, to be filed as part of the annual
statement. 0 9 However, attempts to reach a consensus on this con-
troversial issue may prove to be very time consuming. An alternative
(taken concurrently with efforts to work through the NAIC) would
be the adoption of this requirement by commissioners of individual
states through the exercise of their discretionary rule making power.
If several key states made annual reports to all policyholders manda-
tory for both the domestic and foreign companies operating in the
state, most companies would probably fall within the scope of this re-
quirement. 510 Public relations and competitve considerations may sub-

507 The National Underwriter, Jan. 30, 1965, p. 16.
508 Ibid.
509 There could also be a question in the interrogatories, inquiring whether a

copy of the annual report had been mailed to all policyholders and stock-
holders. Precedent for this requirement may be found in the use of the
Stockholders Information Supplement, and the interrogatory regarding con-
flict of interest. This approach would not require additional legislation on the
part of individual state legislatures.

510 Enforcing this rule to a foreign company's out of state business may raise
extra-territorial questions. N.Y. INs. LAW §42(5) provides that no foreign
insurer shall be authorized to do business in New York "if it fails to comply
substantially" with New York law. New York Superintendent Stern said in
another connection, that "[a] dequate insurance regulation by the leading states
is no dependable shield for state supervision. Advocates of federal regulation
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sequently compel the remaining companies to voluntarily issue such
reports.

CONCLUSION
Few persons, either within or without the industry, would claim

that the life insurance needs of the general public have been fully met.
It is believed that most persons are either uninsured or underinsured.
In the absence of a convincing demonstration that existing insurance
facilities meet this need, soundly managed and insurance oriented new
companies hold the promise of being able to contribute significantly to
the economic well-being of this nation's expanding population. Con-
demnation of the new company phenomenon in its entirety overlooks
this fundamental fact.

There are two primary forms of insurance company organization,
stock and mutual. The proponents of the mutual form of organization
contend that the policyholders receive their insurance coverage at
cost, and that all other things being equal, insurance costs more in a
stock company because the stockholders share in the company's earn-
ings. The proponents of the stock form of organization point to the
safety provided by guaranty capital and, in the case of nonparticipating
insurance, to the guaranteed cost feature. In this article we do not
intend to debate the advantages and disadvantages of mutual versus
stock companies. It is enough to recognize that (a) there is little in-
centive for a promoter to organize and develop a mutual company, and
(b) the laws of some states render it impractical, if not nearly im-
possible, to do so.51 '

Keeping all these considerations in mind, the important role of stock
life insurance companies becomes quite evident. However, inherent in
the stock form of organization is a degree of conflict between the in-
terests of the stockholders and those of the policyholders. In resolving
this conflict a reasonable balance must be maintained if the company
is to become and remain a viable institution. If promoters and investors
are inadequately rewarded the company may be unable to attract suf-
ficient capital (initially or thereafter) and competent management.
Conversely, inadequate attention to the policyholders' concerns (safety,
cost and service) reduces the likelihood of attracting and retaining
the number of policyholders essential to a successful operation.

Most of the older and established companies have apparently solved
the problem of appropriately balancing the interests of the stockholders
and policyholders. On the other hand, many of the problems of new
companies seem to stem from overemphasis on the interests of the

look to the weak spots. Address to the N.Y. Society of Security Analysts,
N.Y. City, Nov. 23, 1965, p. 7.

511 See e.g., N. Y. INs. LAW §196.
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stockholders to the detriment of the policyholders. The "hit and run"
or transient stock promoters provide the clearest example. Not far
behind are those persons who retain their connection with the insur-
ance company and utilize it in a manner devoted to enhancing the value
of the securities holdings of the insiders. Further down the line are
those new companies which have achieved reasonable balance between
the interests of the various groups concerned. These are the companies
which hold the most promise of joining the distinguished roster of fine
insurance companies.

The authors have attempted to shed some additional light in an area
which has been the subject of some "heated" discussion. A variety of
sources have been drawn upon in an attempt to present a balanced
picture of the new company phenomenon. However, the authors are
under no illusion that this discussion will receive enthusiastic response
from all segments of the business and appreciate that several readers
will be able to point to some ideas with which they strongly disagree.

As time goes on new abuses will be uncovered, new remedies and
new ideas will be brought forward. It is likely that there will be other
papers on this general subject. The authors will be satisfied if this paper
is regarded as a starting point for discussion and if it stimulates in-
dustry and regulatory people to give further thought to the industry's
problems and their possible solutions. It is also hoped that this dis-
cussion will serve as a primer for those who may have limited exposure
to this subject but may have to make policy decisions in this area.

Because of the length of this paper it may help the reader to have
a brief summary of the problems which have been discussed. In broad
categories they include: failure to register with the SEC; unorthodox
distribution of securities; misleading statements in the sale of insur-
ance securities; manipulation; state to state movement of promoters;
defects in the stock option to agent technique; issuance of cheap stock
to promoters; low initial public offering price of insurance securities;
the absence of meaningful information from both the policyholders'
and investors' viewpoints; a speculative investment climate for in-
surance securities; the high mortality rate of new companies as re-
lated to policyholder safety; policyholder cost; the relationship between
stock options to agents and service rendered to the policyholder; con-
flicts of interest; and the impact of management contracts, holding
companies and mergers on the policyholder.

Many remedies have been proposed. Some may be impractical, in-
effective or impolitic. Others may possess considerable merit and pro-
vide workable solutions to some of the problems. Only time will tell
in which category the following suggestions ought to be placed. At
this juncture we would divide the proposed remedies into three broad

1965]
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categories; those deemed inappropriate, those whose anticipated ef-
fectiveness is limited, and those which may provide effective workable
solutions.

A few remedies seem to be either inappropriate or too stringent in
view of other feasible alternatives. These include:

(1) pressure on the reinsurer,
(2) prohibition of stock options to full time agents of stock option

companies,
(3) publication of stockholder lists,
(4) limitations on stockholder profits on nonparticipating business,
(5) the "needs" test.
Other suggestions, possessing some merit, but promising either lim-

ited or questionable effect, include:
(1) granting participating policyholders in a stock life insurance

company the right to vote,
(2) a "seasoning" period before a foreign company can be ad-

mitted to the state,
(3) surprise audits.

The proposed solutions which may significantly contribute to the
solution of one or more problems include:

(1) notification to the SEC by state insurance and securities de-
partments as to those new insurers which do not appear entitled
to claim an exemption from the federal securities registration
requirements;

(2) classification of promoters and agents as "underwriters" un-
der the federal securities laws when they, rather than pro-
fessional underwriters, handle the distribution of the securi-
ties;

(3) state prohibition of "captive" underwriters;
(4) limitation of promotional expenses in the organization of new

companies;
(5) scrutiny of and prohibition against those aspects of a securi-

ties distribution which lend themselves to fraudulent or
manipulative practices;

(6) vigorous enforcement of the antifraud and antimanipulative
provisions at both the state and federal levels;

(7) exercise of the private right of action for violation of the
federal securities laws;

(8) requirement that promoters invest in a substantial portion of
a new company's stock offering and limitation on options
to them;

(9) limitation on alienability of promoters' stock for a specified
period of time;
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(10) review of the quality and integrity of the promoters, board
of directors and management of a new insurance company;

(11) imposition of a residence requirement for the chief executive
officer;

(12) disclosure in the prospectus of information pertaining to the
experience of management, the financial condition of com-
panies with which the promoters and management were for-
merly affiliated, previous attempts to register the stock, po-
tential conflict of interest situations, potential dilution in
equity when stock options are granted, probable tax conse-
quences to agent recipients of stock options;

(13) requirement that actuarial and financial projections of new
companies be approved in advance;

(14) SEC prohibition against an insurance agent inducing the pur-
chase of his company's stock;

(15) limitations on the issuance of "cheap" stock to promoters;
(16) requirement that initial offering price of insurance stocks

exceed stated minimum;

(17) limitations on the use of the adjusted earnings-rule of thumb
approach;

(18) publication of information necessary to make a gross premium
valuation calculation;

(19) better education of investors and policyholders;
(20) increased minimum capital and surplus requirements;
(21) restriction on complex securities structures;
(22) prohibition against agents writing non surplus business in

both stock option and nonstock option companies, or, in the
alternative, requiring affirmative disclosure to the policyholder
of potential conflicts of interest;

(23) limitation on the alienability of stock acquired under stock
options to agents for a specified period of time;

(24) tying stock options to agents to the persistency of the business;
(25) requirement that the stock option price be substantially equiv"

alent to the market price at the time the option is given;
(26) limitation on amount of stock subject to options;
(27) regulation of or prohibition against management contracts;
(28) regulation of or prohibition against the use of holding com-

panies;
(29) study of possible changes in merger statutes;
(30) limitation on stockholder profits on participating business;
(31) requirement that separate gain and loss exhibits for both par-

ticipating and nonparticipating business be provided;

151 of 156

1969 LR life insurance companies their promotion and regulation 156p bonknote.pdf



MARQUETTE LAW REVIEW

(32) requirement that an annual report be distributed to each
policyholder and to each prospective policyholder, either prior
to the time of sale or at the time the policy is delivered.

In attempting to find solutions to the numerous and varied prob-
lems generated by new life insurance companies, certain fundamentals
should be kept in mind.

(1) The majority of life insurance companies, including new
companies, are operated by persons of integrity and competence. Many
of the practices described in this article are attributable to a small
minority. Nevrtheless, some form of regulatory intervention seems
necessary if the interests of policyholders, investors and the life insur-
ance industry as a whole are to be adequately safeguarded. Thus, the
ultimate goal is to deal effectively with the irresponsible minority
without imposing onerous and excessive burdens on the responsible
majority.

(2) A concerted attack on misleading, deceptive and manipulative
practices in the securities market at both the state and federal level
would be consistent with this goal. Such an approach directly affects
only those companies engaged in questionable activities. Being selec-
tive, rather than indiscriminate in its application, the reputable com-
panies would not be impeded in their operations. However, inherent
in most "after the fact". remedies are certain defects including
ascertaining the existence of an abuse (many are never discovered),
and obtaining enforcement capabilities (in terms of number and quality
of regulatory personnel and in terms of the adequacy of the regulatory
budget). Few would claim that this approach alone provide a com-
prehensive remedy. Nevertheless, vigorous action in this area would
remedy some abuses and should deter others.

(3) In this article full and accurate disclosure has been discussed
in various contexts as a solution to specific and general problems. It
is difficult to argue against the assertion that the public interest re-
quires full disclosure. The antiquated doctrine of caveat emptor has
given away to an emerging national pattern of full disclosure.

The adoption of the disclosure technique possesses several advan-
tages over other forms of remedial action.

(a) It affords policyholders and investors the opportunity to make
an informed choice. Those companies whose practices cannot withstand
close scrutiny are screened out of the market by virtue of purchaser
choice rather than by legislative or regulatory fiat.

(b) Adequate disclosure enables investors to invest their money in
more worthy investment situations. This redounds not only to their
benefit but also to the benefit of the economy as a whole.
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(c) Both new and established companies ought to welcome the op-
portunity to convey information to their policyholders and stockholders
about their operating results. Only those whose performance compares
unfavorably with the industry may be reluctant to do so. Yet, these
are probably the cases where disclosure is the most important.

(d) Full disclosure should inspire greater confidence in the in-
vesting community which has long been accustomed to it in other lines
of business. If disclosure eliminates competition for capital funds
from less worthy enterprises, those companies which are worthy of
confidence should find it easier to obtain funds.

(e) A legal requirement of full disclosure to stockholders and
policyholders would eliminate any competitive disadvantages which
might otherwise result if some companies voluntarily disclosed their
operating results to both groups while others did not.

(f) Mandatory disclosure would not impinge upon management's
decision making functions (except indirectly in those cases where
disclosure is an inhibiting factor with respect to some course of con-
duct.)

(g) A life insurance company in handling other people's money
assumes a fiduciary character which becomes particularly important in
view of the complexity of the product which it sells. This, coupled with
the fact that the life insurance business is "affected with the public
interest"'5 may lead to the suggestion that the business should be sub-
ject either to rate regulation or to a statutory ceiling on profits as an
appropriate means of control. An analogy could be drawn to rate regu-
lation of public utilities and railroads. But in these areas rate regula-
tion may be essential because of the monopolistic nature of the enter-
prise. Since life insurance companies compete with each other by the
hundreds, it should be possible to maintain policyholder costs at a
reasonable level by simply increasing the effectiveness of competition,
rather than by direct governmental intervention. Full disclosure to
policyholders (prospective and otherwise) might serve as a mechan-
ism to bring about effective competition. Thus, full disclosure may
render less necessary more stringent and onerous remedial actions.

(h) As the House Committee on Interstate and Foreign Commerce
stated in 1934:

There cannot be honest markets without honest publicity.
Manipulation and dishonest practices of the marketplace thrive
upon mystery and secrecy. The disclosure of information ma-
terially important to investors may not instantaneously be re-
flected in market value, but despite the intricacies of security

512 E.g., Smith v. Penn Mut. Life Ins. Co., 244 Ala. 610, 14 So. 2d 690, 693
(1943); McWilliam v. Central States Life Ins. Co., 137 S.W. 2d 641, 646
(Mo. App. 1940).
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values truth does find relatively quick acceptance in the market....
Delayed, inaccurate, and misleading reports are the tools of the
unconscionable market operator and the recreant corporate of-
ficial who speculates on inside information. 513

We belive that a comprehensive approach to the problems generated
by the new company phenomenon should be built upon the foundation
of full and accurate disclosure. Where this, in itself, is insufficient to
meet a particular problem, specific additional remedies may be required.

A profound change has taken place in the regulation of the life
insurance business. Until recently, the province of the state insurance
departments was generally conceived to be limited mainly to the pro-
tection of the policyholders. The federal and state securities acts were
considered adequate to protect the public against abuses by those
issuing and selling life insurance securities. But the enactment of the
1964 amendments to the Securities Exchange Act of 1934 has over-
turned previous conceptions as to the sharp demarcation between se-
curities and insurance regulation. State insurance departments are now
charged with the responsibility of reviewing annual reports to the
stockholders and administering both the proxy rules and the insider
trading requirements. Functions heretofore considered to be within the
primary domain of the securities regulators have been transferred
to the state insurance departments.

The vesting of this jurisdiction in the state insurance departments
should not be viewed solely as the result of a successful attempt to
stave off federal regulation. Rather, it should be viewed as an op-
portunity for the states to adapt gome securities regulatory techniques
to the solution of problems affecting the life insurance industry. Fur-
thermore, it has become apparent that excesses in the issuance and
sale of securities can adversely affect a company's policyholders.
Therefore, joint and cooperative efforts between the SEC and state
insurance and securities regulatory officials assume increasing relevance
and importance in the continuing effort to effectively regulate the life
insurance industry.5

14

513 H. REP. No. 1383, 73d Cong., 2d Sess., p. 11 (1934).
514 In late October 1965, the General Agents Management Conference released

its report on new life insurance company formations. This report suggested
minimum statutory or regulatory requirements which the NAIC might want
to consider. Among the suggested requirements are the following: (1) in-
vestigate background of promoters, management and directors of a new
company, (2) impose an experience requirement, (3) $1 million minimum
capital and surplus requirement, (4) prohibit low price per share, (5) pro-
hibit more than one class of stock, (6) require promoters to purchase a
substantial portion of the original issue and prohibit its sale for ten years,
(7) plans to issue stock options should need both the commissioner's and
the stockholders' approval, (8) promoters should receive no more than 10%
of the original issue as compensation for their efforts, (9) original option
should not be exercisable for two years, and (10) option price should be
no less than 95% of market value at time of issuance.
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