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Before the Marsh & McLennan Scandal and its Times

Michael Sean Quinn!
This article is the first of a four part series on the contingen! commission and price fixing scandals that bave
rocked the insurance industry over the past year. This article Places the current scandal in bisiorical context.

The second paper will concern the making and nature of MarskMac. The third will analyze the lmusuits brought
by New York Attorney General Elliot Spitzer The fourth baper examine the events following and more or less

caused by the filing of the Spitzer lawsuits.

The majority of people who can spell the word
“insurance” correctly nine times out of ten, who have
graduated from college, and who read newspapers
regularly are at least superficially aware of what is the
greatest scandal ever to strike the American insurance
brokerage industry and one of the great scandals ever
to strike the industry as a whole. Many are aware that
six people, mostly fairly minor players, have pleaded
guilry to felonies, as a result of this scandal, all this by
January 10, 2005. Some may even expect that the
number of convictions will run much higher, and that
higher level people may be convicted of various
crimes. Some may even plead not guilty and be tried.
Senior Broker and insurance executives have
resigned, as is widely reported. At the same time,
mzny of these same people who have. some
knowledge may understand few or none of the details
of what is happening, however, or its historical stagus.

The main focus of the scandal, of course, is to be
found in the state court lawsuit fully styled The People
of the State of New York by Elion Spitzer, Attorney
General of the State of New York v Marsh &
Mclennan Companies, Inc. and Marsh, Inc.® (the
“Suit” or the “Spitzer Suit™, The Suit’s Complaint is
a mere 31-pages Jong, but it has led to events, and will
continue to lead to events, that will substantially
change morzlity, judgment, and behavior in commer-

cial insurance markets ard that will be discussed in
some detail by journalists and business historians for
a considerable length of time. This topic will be taken
up in *Part Three” of this long article, which is to have
four parws. Similarly, the weekly newspzaper BUSINESS
INsURANGE has rated the Spitzer Suit as the most
important thing 1o happen in insurance and risk
management during 2004. Many people watching the
scandal unfold have the general impression that the
series of business scandals which started with Enron—
and of which this is one—are far from over.

Respect, even adoration, for Elliott Spitzer is
currently running high. The Sunday Business Section

-of the Sunday New YORK TIMES for January 2, 2005

awarded Spitzer 2 symbolic, at least a rhetorical,
“prize.” The Times called it “The Threepeat Award;
{whatever that might be] for finding corruption in
the third financial service industry in as tRany years.

There is a certain irony in this award, since other
winnersare Franklin D. Raines, and Michael D, Eisner,
as well as Michael . Ovitz. Also, the award is called
the “Augustus Melmotte Memorial Prize” and it is
named for the charlatan who parades through THE
Way WE Live NOW, a novel by Anthony Trollope, He
has announced that he will run for Governor of New
York in the 2006 election. Spirzer had already mised
a good deal of money by the end of 2004, On

1. THE Law FIRM OF MICHAEL, SEAN QUINN, 2630 Exposition Blvd,, Suite G-10, Austin, Texas 78703, Telephone (512) 542-9243; Fax
(512) 542-9249. Mr. Quinn practices in the areas of insurance law and attorney malpractice. He has cecasionally-some say often-

been an expert witness in some of these areas,
2. 2004 WL 2413318 (N.Y.Sp.Ct., Filed Octaber 14, 2004).

3. Grerchen Morgenson, The Envelopes, Please, NiEw YORK TiMES

January 2, 2005 at 1. Dave Lenckus, Spitzer Probe Dominaies List

of Year's Developmerits, BUSINESS INSURANCE 9-10 (January 3, 2005). The same issue of BUSINESS WEEK lists insurance newsmaicers,
Naturally, Spitzer is on the list of ten, 2s is Jeffrey Greenberg, who was the Chairman and CEQ of MarshMac, (“Last year wasn’t a
greaz one for the Greenberg family, but Jeffrey W, Greenberg had the worst of it. ... [1] It has been a tough year for Maurice R.
Greenberg, American International Group, Inc.’s Chairman and Chief Executive, tle has longbeen revered as zn icon in the industry,
but some are beginning to question how long he can hang on.”) Here is what the paper says about Spitzer: “Insurance brokers may
well join certain Wall Street professionals in wishing Elictt Spitzer the best of luck in his recengly announced pian to run for governor
of NewYork. Ifhe wins, he might leave them alone.” fd at 12-13. An Editorial in the same paper listed the “fzs" and “Ouets™ of 2005,

The first Iz on the list was “New broker compensation structures,”

ar 8.

while the first Ou# on the list was “Contingent commissions.” I,
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December 27, 2004, it was reported that Spitzer's
campaign had raised zbout $6.8 million.? He says
none of it is from insurance companies (or any other
type of entity) that his office is investigating. At the
same time, apparently, he took some money from
some insurance companies. “[M]ore than $1 million
has come from companies in the finance, insurance
or real estate industries... That said, his largest
conmibutors are family members who work in the
reab-estate business [.}"5 We will see presenty that
Spitzer's running for governor Is not exdactly a
historical unique eventr, given his recent activities.
Accuszdons in the Suit fall into two broad
categories. First, “MarshMac,” as the company is often
called, is accused of receiving much larger
commissions than it tells (and more or less promises)
its customers, i.e., commercigl insureds, it will. This
is done in a variety of ways. In general, MarshMac's
reach for larger fees discourages it from obtaining for
its customer the lowest price available from equally
Zood insurance companies. Often the first category
of charge is called bid rigging. Second, MarshMac is
accused of defrauding at least some of its customers
by having various insurers submit low-looking bids
which are phoneyed and fzked. They are deliberately
formulated way too high so that other bids which are
way t00 high will be accepted. This second category
is called price fixing. Obviously, the second of the
general accusations is far more serious than the first.

Indeed, the second category of accusation is probably
criminal, or-at least-more obviously and profoundly
criminal than the first,

Neither of the alternatives is ethical éither from 2
general business point of view or from the somewhar
natrower insurance marketing standpoint.  All
reputable insurance brokerage houses repudiate this
kind of conduet,® even if they secretly engage in it or
encourage it in subtle ways.” The last sentence
applies to MarshMac itself, of course. Interestingly,
the general facts surrounding ar least the first of the
two general accusations were not completely secret
before the Spitzer Suit was filed. They were not widely
or deeply known, but they were known to a
considerable degree amongst the well informed, as
we shall see later.

Over even these years, however, the insurance
industry has not been, for the most part, a target of
those who write sbout business scandals. It is
common for ten days to go by without any major
insurance compzny being discussed in THE WarL
STREET JOURNAL. In many issues of BARRONS there is
no or hardly any mention of events in the insurance
industry. Several weeks may go by without insurance
companies being discussed ar any length in ToE NEw
York Tmvgs. The opposite is true, of course, in the
weekly newspaper BUSINESS INSURANCE; it is, after all,
about the insurance business. Then again, it is almost
always brief and superficial when reporting empirical

4. The Ian McDonald, Spiizer Affirms Tough Tactics Are Here to Stay, Wall St.]. December 27,2004 at C3.

5.4,

6. “The contingent commission issue is a proxy for the underlying problem of unethical and petentially illegal behaviors, both of
which go to the issue of trust berween the broker and the tisk manager.” Christopher E. Mande!, Inddustry Problems Warrant Ag-
gressive Response, BUSINESS INSURANCE 10 {December 20, 2004). ‘The author is Assistant Vice President, Enterprise Risk Management,
at USAA In San Antonio, Texas, He is also the former President and the curremt Chief Risk Officer of RIMS. Mr. Mandel believes that
with the proper inquiries and investigadions from risk managers, contingent commissions might be permissible, so long as there is
no bid rigging or price fixing. One wonders how well this system would work.

7. Emie Csiszar, Restoring Integrity of Insurance Paramours

, BUSINESS INSURANCE 10 (December 20, 2004}, Csiszar is the President

Chief Executive Officer of the Property Casualty Insurer Association of America, which is located in Des Flaines, [linois. He endorses
the view that the insurance industry is a business based upon trust and that if the allegations in the Spitzer Suit were true, then the

industry needs reform. Nevertheless, Csiszar 80¢es on to argue that incentive compensation, ie. contingency fees, should be not

only permitied but honored. “[B]lanket prohibiticns on incentive compensation programs or atempts to regulate the terms and
conditions of such agreements is beyond the jurisdiction of regulatars and legislators.” Moreover, “/tj he claims by New York Attor-
ney General Ellion Spitzer of illegal bid rigging and price manipulation gave every insurer, broker and agent a black eye.” To be sure,

inating cutdated, unnecessary and ineffective price controls for

ers by increasing choice, trust and wansparency. This means elim-
personal and commercial lines in every state.... It also means that

we must give serious consideration to more LrANSpArency ir: insurance transactions, including the darification of representation by
an agent or broker and the disclosure of broker compensation.” In other words, incentive compensation, Le, fees of varying sizes
depending on contingencies, are perfectly okay and 2 good thing from the point of view of insurance customers, so long as they are

disclosed. One wonders.
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facts about the world, as opposed © reportng on
speeches or recording opinions. The same is true
with respect to the frequent magazine NATIONAL
UNDERWRITER and to z slightly less extent, the monthiy
BesTs REVIEW. Still, even the few journals thar discuss
dark events in insurance markets, twists In insurance
finance, and troubles in the area of insurznce
economics, rarely discuss insurance scandals. From
tme to time, this or that fellow is convicted of
something,® and that is reported briefly, or this or that
company is held liable for bad faith in adjustment
practices and hehavior,? fraud, ¥ or something of the
sort, ™ and court results are briefly reported or
discussed in some journals, Journalistic observations,
however, are not as frequent as they are with other
industries; they are not neary so demiled or
interesting; they are generally not filled with dishelief
shock, and/or outrage. (AsI shall suggest later om, the
financial press and the business press are insufficient-
ly attentive to insurance across the board, and not just

with scandals. Nevertheless, fascinating insurance
scandals are ignored.) Perhaps this is becayse an
insurance scandal is regarded merely as 2 “humdrum
scandal,"1? Probably not. Burrough defines a
bumdrum scandal as one where “[1]he are no ice
statutes urinating vodka, a la Tyco; no scent of insider
trading a la Michae] Milken or Martha Stewar; no
legians of unemployed Sun Belters, a la Enron.”3 we
shall see. Is the MarshMac scandal different? Is i non-
hum-drum? ¥ so, why?

Stll, the recent events leading up to and
surrounding the Spitzer Suit, as well as the events
which are already being generated as a result of the
Suit, need something in the nature of a background
discussion. The first background fact is that, unlike
some other industries, the history of insurance in
American business has neverbeen of one scandal after
another. There are a few major exceptions. Several
quite shocking ones are quite recent. Afterall, we live
in the "Enronian Age.” At the same time, the events

8. As we shall see, several people have already been convicted in connection with the MarshMac scandal. Some wili do time. Ithasn’t
happened too often before now, although it does happer: cecasionally. Fraud litigation often involves insurers against insured who

have been stealing from them (or such is alleged). The other way around isalso interesting. Some policyholders occasionaily accuse

insurers of defrauding them. The recent controversies involving UnumProvident,

Sometimes, the fraud involved is a purely busi-

ness affair. See, for example, Dullen Joan Pollock, ‘THE PRETENDER: HOW MARTIN FRANKEL FOOLED THE FINANGIAL WORLD AND LED THE .
FEDS ON ONE OF THE MOST PUBLICIZED MANHUNTS I¥ EiSTORY (2002) (insurance and securities fraud causing trouble alt over the coun-
try with a variety of insurers). Franke!has gone to jail. He 80t 17 years. Alison Leigh Cowan, Orne Time Fugtrive Gets 17 Years for
Luting Insurers, NEW YORK TIMES B3 (December 11, 2004). ("Capping a bizarre tale that stretched from Greenwich, Conn. to Ham-
buzg, Germany, Martin R. Frankel apologized in 2 courtroom on Friday for having looted $200 million from insurance companies he

owned and received a prison sentence of nearly 17 years,” id)

9. The literature on insurance bad fith is quite large. For z recent example, see Michael Sean Quinn, Insurance Bad Faith and

Insurance Expertise, 22 INSURANCE LITIGATION REPORTER 80 (February 15, 20

003, Ihave written on insurance bad faith 2 number of

othertimes, I founda fair number of cases I collected in my writings, as they are in the “case abstract” section of the Journat, My

insurance writings can be found at www.michaglseanquinn.com. It is updated from time to time,

10. “American International Group Inc.’s setlement of frand charges with federal regulators is a positive step. . ..” Glosia Gonzalez,
Despite AFG Settlement, Product Future Uncertain, BUSINESS INSURANCE 3 (December 6,2004). See Roberto Ceniceros, UnumProy-
ident’s Problems Not Solved With Settlement, BUSINESS INSURANCE (December 6, 2004). (“Despite UnumProvident Corp.’s 8127 mil-
lion multistate setlement of investigations of its claims practices, it still faces challenges that could hurt its group disability insurance
sales ... {Y] UnumProvident said November 18], 2004] that it will pay $15 million fine, change its dlaims-handling practices and
reassess potentially hundreds of thousands of claims diosed or denied since 1997, the sertlement stems from market conduct ex-
aminations in several states that allegedly uncovered a number of problems, inchuding inappropriate burden placed on claimants to
justify benefic eligibility, according to regulators.” Jd. 2t 1. UnumProvident has also been accused of “dient-steering kickback

[schemes] with benefit broker Universal Life Resources, Inc.”
in this paper. (Readers must remember the not so subtle, b

Id. at 25. This maver will be taken up later in this article, though not
ut not so orthedox, distinction, already made.) There are, of course,

other cases of systematic insurance fraud. Sometimes it originates with policyholders, “T'wo California Professional Employers As-
soclations must pay $14.6 million to the State Compensation Insuranee Fund for allegedly perpetuating a scheme to llegally reduce
their workers’ compensation premiums and payroll taxes, a state court has niled.” Roberte Cenicero, TPEOs Must Estate Fund in
Caltfornia Comp Fund Case, BUSINESS INSURANCE 4 January 3, 20053.

11. Sometimes, fraud and poer adjustment practices are combined. This has happened to the UNUM Provident Corporation recent-
ly. It settled a multi-state case recendy for $127 million arising out of disability insurance, and it agreed tc pay 2 $50 million fine. /4.

atl, 25, .

12. Brian Burrough, Board Game, N&w York TIMES BOOK REVIEW 13 (Janvary 2, 2003).
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of the last several years leading up to the Sult have
filied the insurance sky with a number of rather dark
clouds. One thesis of this multi-phased article is that
the clouds building over the iast few years heiped
create an atmosphere in which the shocking facts
alfeged in the Suit could oceur. Another thesis of the
article is that the shock created by the Suit is far from
over; it will bounce around and reverberate for several
years to come-maybe more.

There has been reference to the phrase “this
article.” The overall article itself will consist of several
temporally separate papers. The first paper of the
group—this one-will concern some events in the
twentieth century’s insurance economic history. The
second paper will concern the making and nature of
MarshMac. The third wiil analyze the Spitzer Suit itself
and another suit Eliott has filed. The fourth paper,
which will constitute a final component of this
diverse, corplex, and phased article will concern the
events following and mare or less caused by the filing
of the Suit and its relatives. Many of these are public
reactions, but not all of them.

One question to be contemplated by readers of
this article is whether MarshMac is genuinely likely to
survive in its present form. Almost everyone talking

in the press seems to think that it will. One wonders.
Tfall of the potentially wronged, injured, and damaged
insureds sue MarshMac with respect to its mischarg-
ing of premiums, one should not be surprised if the
company undergoes some fairly substantial changes,
if in fact it continues to exist as it is now known.
Consider the impact of numerous lawsuits all seeking
dzmages for outrageous dishonesty. Consider the
tmpact of multiple judgments involving punitive
damages. Consider the impact of a class action.
Considerits executives going to jail; loss of customers;
fleelng directors.

Insurance Scandals Before MarshMac: Some History

As indicated, this first paper will mostly discuss
business history. None of it will be ancient history. All
of it will keep in mind that most of the history of
American insurance companies is narrow  and
somewhat obscure. Of course, there are a few studies
of the history of this or that insurer.’® There are even
a few biographies of insurance “heavy-hitt:ers."16
Thete are even 2 few histories of various parts of the
insurance industry,t’ The insurance industry does
not figure much in general business histories.'® The

14. Consider the class action brought against Aon. Dandel v. Aon Corporation, No. 99 CA 11893 (In the Circuit Court of Cooke
County, Minois County Department-Chancellery Division). On November 7, 2004, the Honomble Juliz M. Nowicki caused o be is-
sued 2 “Notice of Class Action” in this case. The case jeself had another pizinff, Williamson Coungy Agriculture Association. Three
Aan entities were sued, along wich Affinity Insurance Services, and the K&K Insurance companies, one of which was doing business
as the K&K Insurance Agency, Inc. Section I of the Notice is entitled “What Is This Case About?” The text of that paragraph is as
follows: “Plaintiffs assert that Defendants receive or are eligible to receive bonus or profit-sharing comrmissions from insurers with-
out the insured’s knowledge and consent violating an alleged duty Defendants have towards the insureds. Plaintiffs request that the
amount of the bonus or profit-sharing commissions be placed in a constructive trust for the benefit of the insureds.” The Defen-
dants deny the claim. See 52 CLamMs 243 (December 2004) {A monthly adjustment and adjuster’s magazine). This Notice was appar-
ently issued on November 9, 2004, although the lawsult was brought substantially before the Spitzer Suit was brought.

15. See, for example, Edward B. Howell, INSURANCE BY DESIGN: EVOLUTION OF THE DESIGN PROFESSIONALS LIABILITY INSURANCE COMPANY—
AND IT5 UNIOQUE CONTRIBUTICN TO THE INSURANCE INDUSTRY (1996). Perhaps the most serious story in American insurance of all times
is Carlyle R, Buley. His two volume history of aspects of American life insurance is one of the more significant books ever written.
Carlyle R, Buléy, THE AMERICAN LIFE CONVENTION, 1906-1952 {1953). See also his THE EQUITABLE LIFE ASSURANCE SOCIETY OF THE UNITED
STATES (1959). Professor Buley was at Indiana University which was, at the time, entirely predictable. He did not write only about
insurance. In fact he won the Pulitzer Prize for a non-insurance book he wrote on the-evolution of the northwest part of the country.

16. One of the more recent is Seymor Shupin, THE MaN FRoM ENTERPRISE: THE STORY OF JOHN B. AMOS, FOUNDER OF AFLAC (15998).
A standlard favorite older book is called Karl Schriftgiesser, THE FARMER FROM MERNA: A BIOGRAPHY OF GECRGE J. MECHERLE AND THE
BISTORY OF THE STATE FARM INSURANCE COMPANTES OF BLOGMINGTON, TLIINCIS (1955).

17, See Martin Keller, THE LIFE INSURANCE ENTERPRISE, 1885-1910: A STAY IN THE LIMITS OF CORPORATE POWER (1963}. Seealso H, Robert
Grant, INSURANCE REFORM: CONSUMER ACTION 1N THE PROGRESSIVE ERa (1979). The Grant book is not really a general history, even of
the Progressive Era, It is an attempt to vindicaie 2 particular view of the Progressive Era, examining some aspects of regulaticn in
several states. Grant follows the view formulated by Gabrell Kolko neardy 50 years ago thas Progressive Era was not an historical
time when the government began regulating business. Instead, “it was business control over politics racher than political regulaton
of the econemy that is the significant phenomenon of the Progressive Era” See Gabriel Kolko, THE TRIUMPH OF CONSERVATISM: A
RERNTERPRETATION OF AMERICAN HISTORY, 1900-1916 3 (1963). According to Grant, “Kolka felt insurance leaders like ather business
men wanted to replace radical state control by federal supervision, which they thought would be more favorable to their interests.”

Grznt at . We shall see.
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fact that there is no mention of itat all is significant in
€conomic histories.1? Curously, it does not figure
substantially in general histories of the financial
section of American industry*® Itdoes noteven figure
closely in histories of the financiel agencies which
were, from tme to time, significantly involved in
varous aspects of the insurdnce industry. It s
certainly not regarded as important, even by the
aushors of these books. 2

The foregoing observations . are U about
authorship for most of the Twentieth Century. There
are a few minor exceptions. Here are two.

First, every once in a while, one of the very short,
minor exceptions turns out 1o be important. As wWe
shall see presently, the following remark is extremely

[RSTRNCE LITIGATIY

significant.

As in rhe case of banks, insurance companies
were administered [in the early 19th Cenmry}
by salaried managers, usually a president,
secretary and an inspector. These men came
to make important decisions even earlier than
did bank cashiers, for the setting of insurance
rates required specialized knowledge. To
help provide such information, New York
insurance firms in 1820 organized the first
Board of Underwriters in the United States,
which set rates for ships, cargos, and even
prospective late earnings between New York
and other ports throughout the world.

18. Probably the most famous of al in business histories is THE VISIBLE HAND: MANAGERIAL REVOLUTION IN AMERICAN BUSINESS witcen
by Alfred D. Chandler, Jr. and published in 1977. This book won both the Pulitzer Prize and the Bancroft Prize. Thereareinit four

very short references 10 insurance, and o
aryone worth listening 1o also agrees that Profes

ne which s nearly an entire page. Sveryone agrees, THE VISIBLE $1AND is a terrific book. Ev-
sor Chandler, the Isidor Steauss Professor of Business History, Emertius, at Harvard

Business School is the best business historian in all history. Nevertheless, not every one of his observations are-at least cbviously—
wrue. Consider this statement: wwell before 1900 the structure of the American Insurance Industry showed similavities to the agh-
cultural implement and re-packing trades . . . in the twentieth century. The structuze of the enterprise and the structure of the life
insurance business remained relatively unchanged.” 1d. at 471. Then again, some remarks are obviously true, even given the cb-
scuriry of the insurance industry. “Als in the case of the marieting companies in those industsials which were financed by high

cash flow, these enterprises [insurance companies} were controlled by the founders and

their families.” J4. This enath will curn cut

10 be significant, as we shail see presenily, Thergis no reference at all to insurance n the second of Professor Chandler’s significant
business history treatises, SCALE AND SroPE: ‘THE DYNAMICS OF INDUSTRIAL CAPTTALISM (1990). Then again, only about a third of this
book concerns the United States and insurance is not an industrial-but a financial-type of enterprise. Then again, insurance plays

3

a crucial role in the industrial economy- See also the recent book which created a fascinating television series, Howard Means, Mon-
EY & POWER: THE HISTORY OF BUSINESS (2001) {no discussion of insurance). ©One somewhat obscure, partial exception 10 this ohser-
vation is Iris Qrigo, THE MERCHANT OF PRATO: FRANCESCO DI MARCO DATINI - - - 1335-1410 (1957). (Qbviously, this book has nothing
directly to do with American ‘business or American historical times.

19, John Steele Gordon, A EMPIRE OF WeALTH: THE EPIC HISTORY OF AMERICAN Economic PoweR (2004). (One page of the book dis-
cusses heaith insurance, and that is all that is said about insurance. Id. at 360,) One of the most distinguished writers on insurance
has made the following remark; “Insurance is a virrually unknown industry to socil scientists. . . . {L}ittle research cavers the pelit-
ical economy of insurance.” KennethJ. Meier, THE POLITICAL ECONOMY OF REGULATION: THE CASE OF INSURANCE XV (1988). SeeCharles

P. Kindleberger, MANIAS, PANICS, AND (CRASHES: THE HISTORY OF

FINANCIAL CRisIS (4th Ed. 2000) {25 usual, no discussion of insurance).

20. Consider the following: “Insurance companies wers among the most important finandal instimtions in the 1900s (as indeed they

were in 2000). The biggest insurance company 4t the time,
largest bank, ‘National City Bank. , .. The insurance companies we!

mutual, had assets of 4326 million-more than wice the assets of the
re rich and powerful; and their business ethics was no higher than

those af rich and powerfu! institutions of the day.” Lawrence Friedman, AMERICAN Law I¥ THE TWENTIETH CENTURY, 69 (2002). (Pro-
fessor Friedman is the leading hisiorian of American law. He is currently the Marion of Rice, Professor of Law at Stanford University.)

Or consider the following language from the majority opinion in o
discussed later; “The modem insurance business hoids a comman

ne of the most famous insurance cases of all times, which shall be

ding position in the wrading commerce of our Nation. Built upon

the sale of contracts of indemnity, it tas become one of the largest and most important branches of commerxe.... Perhaps no mod-
em commercial enterptise directly affects so many people in all walks of Lz as does the insurance business. Insurance touches the
hames, the family, and the occupation of the business of zlmost every person in the Unites Sates.” United States v, Soutb-Easternt

Underwriters Assoc., 322 U.S. 533, 530-40 (1944). (Justice Hugo Black wrote the mazjority opinion.

Chief Justice Stone dissenzed

and was joined by Justice Frankfurter. Justice Jackson dissented some and concurred some. Justices Roberts and Reed tock no

part) We shall return £o this case preseny.

21. Consider, for exampie, the index 1o be found in Ron Chernow, THE HOUSE OF MORGAN: AN AMERICAN BANKING DYNASTY AND THE

RisE OF MODERN FINANCE (1994). This hook won the National Book Award. This business was involved in at least one report of in-

surance scandal. In {es index, the word “insurance” does not appear. At the same time, the name “Equitable Life Assurance Sodety”

does appear with exactly four references. The three of them inv
the name “New York Life Insurance Company" appears in the In

olve one page each, while the fourth involve two pages. Similarly,
dex. There are exactly four one-page only references to it in the

index. Each of them is less than one paragraph in the text. And so on.

Kia

—%—

—~le_

°[t-



|

—&| @

&

INSURAACELiTITIOX

E E TER 1 fm Page 10 Friday, January 28, 72005 10:28 AM

Insurers in other cities soon had their Boards
of Underwriters, In determining rates, these
boards concentrated orn obtaining . . . “the
fairest information possible, since that was
highly essential 10 the business.” With such
information, insurance executives were able
to considerthe age and condition of the ship,
the reputation of the masters, and other
facrors in seteing rates. Success in insurance
depended even more than it did in banking
on outside information rather than on

accurate and deailed internal accnuming.22

As we shall see, the idea of a Board of Underwritess
by she 1930s and 1405 was ot entrely scandal-free
idea.

Second, in 1948, one of Professor Chandler’s
predecessors in the Straus Professorship of Business
History at the Harvard Business Schoot published 2
rextbook entidled GUIDE TO BusINESS HISTORY. Iis text
exceeds 1000 pages. It contained two sections on
insurance. One wis 33, or 50, Dages, while the other
was 8 pages.23 In 1939, N. S. B. Gras was the Siraus
Professor of Business Fistory in the Graduate School
of Business Administration at Harvard University.
Professor Larson was then an assistant professor in
the same institution. Together they prepared a 750+
page Casg BOOK IN AMERICAN BUSINESS HISTORY 1939.
Three short sections pertain O insurance history.
One of them is an outline of the history of Lloyd's.
One of them concerns Thornas Willing, who was an
early marine underwriterin Philadelphia. Interesting-
Iy, several letrers are reprinted in the case book, 25 are
“Suggested Questions” for student readers which
appear all throughout the book, The third section is
entitled “The Philadelphia Contributorship for the
Tnsurance Houses from Loss by Fire,” 17521938 The
first of these sections i5 twelve pages long; the second
is ten pages; while the third is two 2nd cne-half
pages.24 As we shall see, thatis a substantial lack of
acrention began to change in the last decade of the
Twentieth Century, though not in book form—at least
not yet.

22. Chandler, THE VISTBLE HAND, stpra n.17ar42.

In order to develop the background for the
MarshMac scandal, several previous scandals will be
discussed here. The frst one arose in New York in
approximately 1905. The second one developed in
Missouri over 20 or S0 years, and came to a head in
the middle 1930s. The third one is connected ta the
Missourd scandal and came to @ public head iz the
middle 1940s. The next one evolved in the final
quarter of the Twentieth Century. And the last one
came toward the end of the last century and the
beginning of this one. There was also major scandal
soward the end of the Twentieth Century in Australia.
It is having some impact in America and will have
more. That major scandal will not be discussed here
in this paper.

Early Twentieth Century Scandal

The first majos insurance scandal in the United
States occurred in 1905-06.  Eventually, the
consequences of this scandal involved all kinds of
insurance companies. If began with life insurance
companies, hOWEVET, and for this reason it is
necessary to say a bit about eswblished, prevailing,
and then changing attitudes towards life insurance in
American society.

- Ofcourse, during a fair fraction of the Nineteenth
Century, life insurance was not highly regarded.
There appear to be two major theories why this was
so. One of the major theories is that there was a good
deal of economic chicanery in the life insurance
incustry:

Get-rich-quick schemers soiled the image of
the life insurance enterprise over its formative
years. Unscrupufous businessmen took
advantage of easily obtained state franchises
- and established supposedly «gtate-approved”
firms. Carriers  frequently considered
premium Paynmients their own and often
contested. or  wtally refused 10 pay
policyholders’ claims. Some promoters did
not even bother tO establish legal companies.
They simply adopted an office, printed policy

23, Henrietta N. Larson, (GUIDE TO BUSINESS HISTORY: MATERIATS FOR THE STUDY OF AMERICAN BUSINESS HISTORY AT SUGGESTIONS FOR
THEIR UsE (1964). (The 1964 editicn was a reprint of the 1948 edition.)
24.N. 5. B. Gras & Henrletiz A, Larson, Casg BOOK TN AMERICAN BusmEss History 137-161 (1939).
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forms, and wrote Insurance. Such
sngildcatters” hoped to make thelr Venures
profitable before the public discovered their

unsavory activities.

A significant second theory pertzins o social
values ro be found in society at the time. The industry
managed to grow untl after the Civil War by
overcoming socially established moral values which
tended to repudiate life insurance. Oneofthethemes
of puritanical Christian religiosity duriag the
Nineteenth Century was that insuring lives was
materialistic, disrespectful to the spiritual elements of
humar life, and possibly offeasive to the Divine.
These ideas are captured well in the short book just
cited by Professor Viviana Zelizer, which began as her
Ph.D. dissertation in sociology. That book is not only
creative but heavily researched.

At the same time, I offer a third theory, albeit one
which is extremely difficult eitherto confirm or refute.
Of course, all three of these theories could be true at
the same time. My suspicion is that one of the reasons
there was skepticism about life insurance in the
Nineteenth Century is that everyone knew that wives
live longer than husbands. Thus, most purchases of

25, Grant, supra a 16, at 3. According o one of Grant's footnote!

life insurance would be to support Wives. A great
many men, and not a few women were concerned
about permitting life insurance 1o be popular, because
they were afraid that it would encourage a good
number of wives to secretly kill their husbands e.g.,
poison them. Thereisa little evidence in Nincteenth
Century cases that this sort ofthing happened, at least
from time to time.2® Iam inclined to suspect that it
happened a good deal more often than known cases
shaw or even suggest. If the difficult-te-detect
murder of husbands by wives were to happen a good
deal more often, if some social or economic state of
affairs obtained, then that state of affairs should be
discouraged.

Over many years, people gradually began to
conclude that insuring husbands so that their wives
would have some money if they died was not only not
immorzal but was both prudent and highly moral
¢One wonders if this change cost lives.) Arguably, the
huge change in attitude grew as more and more
people began to live in cities, 50 that widows were not
automatically taken by the farms upon which they
lived, children—even growt ones—in residence,
neighbors, and s0 forth.*

As long as life insurance was despised, mistrusted,

5, in Texas alone, in the late 1880s, then AliCmEy General, James

s, Stephen Hogg, drove off some 40 wildcatters. Another problem having 10 do with crooked life insurance were the so-called “ton-
tine insurance” policies, which favored those who lived fong and were not lilce classical non-insurance tontines in Burope. There is
nothing necessarily wrong with “tontine” life insurance. See Buley THE EQUITABLE, Stprd n.14 at 27-29.

26, Viviarra A, Rotman Zelizer, MORALS & MARKETS: THE DEVELGPMENT OF LIFE INSURANCE IN THE UNITED STATES 42 (1983). (This book
was originally published by the Columhia Universicy Press in 1979. It was source-revised somewhat in 15833

27, Professor Zelizer, now of the facuity of Princeton University, where Spitzer went
School, is one of the most significant sociclogists writing wday

books, for example, is of particular concern 1o thos

Viviana A. Zelizer, PRICING THE PRICELESS CHILD: THE CHANGING

1o college before he went O Harvard law

whose waork is sometimes and should more frequenily be of interest
to insurance and litigating lawyers. Shels pamicularly interested in the truest potental implication of sociological ideas. One of her
= working on casesinvaolving the deaths of or substantial injuries 1o children. See

SOCIAL VALUE OF CHILDREN (1985). One of the chaprers of this book

explicitly concems insurance for children. A more recent book of hers concems sociolegical 2nd philcsophical ideas about howto
talk about damages. See Viviana A. Zelizer, THE SOCIAL MEANING OF MONEY (1994). Professor Zelizer 2rgues that money has different

social meanings depending upon how it is being use
for jury argument.

28, See THE OFFICIAL REPORT OF THE TRIAL OF SARAH JANE ROBINSON
itz, 2 criminal law professor at the Harvard Law School, recounts

at more orless the same time, “including her husb
apparently interested in collecring insurance benefi

Jin the social context in which itisbeing used. This can be extremely imporant

(1888). In his 1593 inroducdon to this volume, Alan M. Dershow-
the story very briefly. It seems that Sarah poisoned eight people
and, daughter, son, sister, 20d brotherin-law. The motive seems banal. She was
ts 10 satisfy her somewhat excessive tastes in furniture and clothing. Her means

were equally mundane: she administered arsenic to her ‘Joved ones' incups of tea and other beverages.” Id. at 1. Apparently, there
is a long history of intra-family poisonings. See Collin Evans, Murder 2: The Second Casebook of Forensic Detection
{2004). "Even armed with [scientific] knowledge [of some poisons], there was absolutely nothing anyone could do 1o
curb 2 resolute Renaissance poisoner. Poisons were, quite simply, undetectable . . . . Overwhelmingly, the poison of
choice of Arsenic. Nicknamed ‘inheritance powder' from the way in which it adjusted family fortunes, arsenic was readi-

ly available.” id. at 271.
29. Jd ar9192.
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and/or regarded as sacrilegious throughout the first
three quarters of the Nineteenth Cenmury, life
insurance agents were not only greeted skeptically
but were also thoroughly despised and possibly
regarded  as Saian's servanis. The growing
establishment of life insurance as acceptable
congngent financing did not cure negativistic sacial
problems for 1ife insurance agents. They were widely
regarded 25 dangerous, worthless, or at least low-life
characters until the Twentieth Century.

Professor Zelizer's nistorical and sociological
observations are neatly illustrated in a 1923 book
entitled LIFE UNDERWRITING AS & CAREER, written by
Edward A, Woods, one of the significant observers and
commentators on life nsurance in the first quarter, OT
50, of the Twentieth Century. “This book, which uses
the word “Underwriting” in its title ts in fact about
selling life insurance. \Woods argues that sales are d
crucial compoment of a healthy free economy, that
sales are “the art of influencing” people and are
“necessary in aimost every vocation[,]” that the
estatesrnan must sell his ideas of the value of his
services to his constituents],]” and that 2 “young man
proposing to 2 young woman is selling himse "

Even the lawyer or the physician must not
only know law or medicine, but must be able
to persuacle others that he does; he must sell
his services to his clients or patients. Allof us
know men of great techaical knowledge who
lack the abiliry to sell themselves orwhosuffer

all their lives because of t‘ms defect.5°

30, Edward A. Woods, LIFE {INDERWRITING AS A CAREER, 3940
lication, This has to be found elsewhere. Also interestingly,
"The series is entitled “Harper's Life Insurance Library.”

a1, Id at 40-41.

The social centrality of sales is crucial to Woods® point:

The value to saciety of selling depends to 2
considerable extent upon the service or
commodity sold. There is a difference in
public esteem berween selling food stuffs and
hootlegging. In noirreverent spirit ] we may
say that the early Christian fathers, even the
Apostles  themselves, sold the Christian
religion to the world.... I America to-day the
thousands of life underwriters [i.e. salesmen]
who have shown to more than half our
population the value of life insurance have
helped to insure the fumure happiness of
millions of families that now are enjoying or
later will enjoy the heriage of the

underwriters’ labor.3!

Woods, then argues that salesmanship has become 2
profession, and not simply a job, and that the ethical
rules applicable o salesmanship have increased as it

has become 2 profession.?

Why so much here about life insurance and life
agents? First, as we shall see, life insurance agents
were not the only ones who had poor reputations
towards the beginning of the Twentieth Century. AS
we shall see, this lasted into the 1920s 33 The current
MarshMac scandal, while it does not concern life
insurance COMpAnies, particularly, or life insurance
sales agents, it does concemm sales agents at its core.
Almost all insurance agents ot brokers who sell any
insurance also sell life insurance, Or have people in

(1923). (Cariously, the book itself does not announce its date of pub-
this bools is part of a series published by Harper & Brothers, Publishers.

32, Id. at 55, 57 and 61. At the same time, unquestionably, social artitudes towards lnsurance and insurance agents were changing

in the first quarter of the Twenteth Century. In 1928, Edward A Woods published another book, in the same series a3 the first,

entitled THE SOCIOLOGY OF LTFE [NSURANGE. itwas reallya textb
was virtuzlly 2 society improving force and for 2 variety of reasens
ucating people as to their health as they matured, praviding fun
st ife insurance furnishes one of the most immediate and practic

ook on the fole of insurance in social life. it argued that life insurance

including caring for older people, especially widowed wives, et

ds for college, as well as MOMZAZES, and so forth, Nor was that all:
able means for assurng 2 hvelihood to those women who are ur-

fired and untrained for work. Thousand of women are engaged in life underwriting, an appropriate vocation for them, since they

are the greatest beneficiaries of the institution they present t0 others. Scores of thousands o

£ pther women are Ffurnished with cler-

ical and other employment throughout the home and agency cffice of the many insurance companies, who employ at least 300,000

peogle, of whom approximately 173 are women," fd. at 74, Ino

ther words, women: Gl sell life insurance, work as secretaries, file

dierks, and perhaps in other ways. Interestingly, there is some historical evidence that there was {and perhaps still is) an nsurnce

agency that started in Pitsburgh which sold a good deal of insurance for Equitable Life, a company nare which will gure strongly
in one of the scandals to be discussed shortly, which carries the name Edward A. Woods.

33, See p. 20 below.
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their brokerage house who do. Second, some of the
pre-MarshMac scandals concern insurers who are
involved in the sale of life insurance. Third, 2s we shall
see, the first major insurance scandal of the Twentieth
Century, the 1905-06 New York scandal, did not pretty
much only concern agents and/or brokers, unlike
today’s MarshMac ccandal, but the relationship
between insurance companies and agents consttuted
a significant part of a scandal. The companies
obviously involved then were, 10 2 considerabie
extent, life insurers. Consequently, the changing
customs, morals, and ethics of selling life insurance
are significant to understanding  the historieal
background of insurance agency ethics.

(The ethics of insurance sales and insurance
adjustment are substantially underestimared as a
significant topic of interest to lawyers. In my
judgment, it is yirtually impossible to develop a bad
faith case without substantal atrention to insurance
ethics. The same is often true of cases against agents
and brokers. Ethics has been important ta the
insurance business from time, as it were, immemorial.
It was not a subject that was systematically weliten
about in any rationalistic, widespread, or elaborate
way until fairly recently, Part of the reason for that was
that Insurance was Not a source of formal study in
American universities—at least on 2 widespread
pasis—until after WW IL Indeed, even today, it is not
aspecial subjectin most MBA programs, especiallythe
prestigious ones. Nevertheless, it has long been 2
subject at, for example, Indiana University, which was
for years one of the leaders among educational
institutions in studying insurance as a business. Sune
of the first systematic, academic studies of insurance

IXSURAYB LITIGATION

ethics originated t.here.“) Professor Long was
chairman of the Insurance Department at Indiana
University and his book was part of “The Indiana
University Sesquicentennial Series on Insurance.”
Today, insurance ethics is even more broadly studied.
The study of ethics is 2 central part of the CPCU
course, and the American Institute for Chartered
property Casualty Underwriters has a mandatory
Cade of Professional Ethics.3® Books for insurance
professionals on ethical matters are becoming more
and more common.3® Articles on insurance ethicsare
also relatively common in insurance magazines and
journals, such as the CPCU News.S7 Insurance ethics
is still not part of significant treatises on business
ethics.’® Regulators who license insurance people
require some ethical study and knowledge.

The insurance scandal of a hundred years ago
began quietly in the early part of the 20th Century.
The Eguitable Life Assurance Society was worth 2
billion dollars, as then measured, by the turn of the
20th Century. It had been established by Henry
Baldwin Hyde in 1859, when he was 25-years old.
Henry died in 1899, after which his 23-year old son
James Hazen yde rose dramatically in the company.
Five years later, the son was 4 senior vice president
and a significant executive with the company. He was
alsobattling older, unrelated executive leaders. James
Hyde was a bright fellow and a handsome devil. He
“lgved” many womer, and lots of those many womerl
“|gved” him back. He was highiy cultured; he went to
Harvard; he spent a good deal of tme in Paris; he
partied with Marcel Proust, among others; he was
well-known and highly regarded in New York society
circles.

34, See John D. Long, ETHICS, MORALITY, AND INSURANCE: A LONG-RANGE QUTLOCK (1971).

35, The volume conmining the code has been revised throughout a number of yeass beginning in the 1980s.

36, Hedy Abromovitz and Les Abromavitz, INSURING QUALITY: HOW TO IMPROVE QUALITY, COMPLIANCE, CUSTOMER SERVICE, AND ETHICS
IN THE INSURANCE INDUSTRY (1998). See Todd Trubuy, (1) ETHICS FOR THE INSURANCE PROFESSIONAL (3¢ Ed. 2000), (2) ETHICS FOR THE
P/C INSURANCE PROFESSIONAL (1994), (3) MARKET CONDUCT FOR LIFE INSURANCE AGENTS (1999.

37. See Richard G. Rudolph, 4 Cuest for Etbics, 49 CPCU NEws 11, (Apiil 2601), for eample. Seealso Karen B. Viger, A Question of

[Ethics, 50 CPCU NEws 8, (March/April 2002). And so forth. See also Peter R. Kenisicld, Agerts, Eyei Ethics of Fees,

NATIONAL UNDERWIITER 33 (darch 11, 2002 There are also a number of insurance ethics articles published from time to time in the

JOURNAL OF FMNANCIAL SERVICE PROFESSIONALS.

38, Twa recent business rreatises on business ethics say nothin
ENOUGH: TooLs FOR CREATING SUCCESS IN YOUR WORK AND LIFE
BIND: A SOCIAL CONTRACTS APPROACH To BUSINESS ETEACS (1999).

& or next 1o nothing.
(2004) and Thomas Donaldson and Thomas W, Dunfae, TiEs THAT
The work of the brilliant professional academic philosopher Robert

Commissions, 106

See Laura Nash and Howard Stephenson, JUST

€. Solomon is no more devoted [0 insurance relared business ethics. See his A BETTER WAY TO THRNK ABGUT BUSINESS (1990) and his

more elaborate and pechaps deeper ETHICS AND EXCELLENCE:

COOPERATION AND INTEGRITY IN RUSINESS (1992). Not even the most

tamous sociclogy of business ethics of all times has the slightest thing 1o say sbout business praceices in the context of insurance.
See Robert Jackall, MORAL MAZES: THE WORLD OF CORPORATE MANAGERS (1988).
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In early 1905, James Hyde threwa lavish party that
cost $100,000 ir: the currency of the day®® It was a
coming-out party for his niece. (That amount would
be worth approximately $1.9 millien in 2004.) The
scandal sheets of the day loved reporting on such
functions. Senior executives at the company used the
party £o try to disgrace Hyde himself Business hell
broke loose, The senior executive badly wanted to
buy young Hyde's shares, as did 2 fair number of Wall
Street financiers, and they wanted to get rid of him so
they could thoroughly eake over the company and
‘hire their own sons.

The executive clash led to a virtual internal war at
Equitable Life. Participants in the-war on young Hyde
distzibuted a fair amount of information to pubiic
sources, such as newspapers, customers, agents, and
state governments. The whole point was to get rid of
Hyde and thereby advance themselves. After a
particularly nasty Board of Directors meeting in 1905,
the directors appointed a committee to study the
behavior of various participants in the war of the
executives. The head of that committee was a
member of the Board who had been largely inactive
but who was sophisticated in managerial marters,
executive controversy, money and clashes berween
companies and the public. The Board chose Henry
Clay Frick. Interestingly, Frick had already offered
Hyde $5 million in cash for all of his stock in the
company, or $2.5 million for half of it. Frick wanted
access to Equitable Life’s assets 5o that he could use
the money to finance various acquisitions in the
railroad industry. (Some quite wellknown lawyers
were marginally involved in the controversy itself, in
strategizing the conflict, in disguising tactics, in
dispensing “wisdom,™! and in investigating the
problems They were not crucial players, however.)

Interestingly, the committee established by the
Board of Directors of Equitable Life was referred to as
the “Frick Committee.” The committee opened its
investigations on April 6, 1905, lts main goal was to

study how managers handled the high finance of a
comparny. Obviously, a good deal of the inguiry and
research of the Frick Committee was devoted to
documents, such as accountng documents and
internal memos. Nawrally, there were also some
informal live interviews. (This was before the age of
pseudo-depositions, live sworn statements, and/or
videos.)

One of the serious issues to be studied, although
not the major one, was an allegation that the treasurer
of the company was making large unsecured loans to
insurance agents,* To a considerable degree, these
interestfree loans were easily describable as
“advances” of future commission eamnings to
successful agents.  This favors-forsome-agents
practice had been going on for some time. It had
aiready been criticized in 1894 ata point in time when
Equitable Life had made “advances” to agents of $2.8
million. Insurance commissioners in various states,
including New York and Massachusetts, refused to
permit Equitable Life to classify these advances as
assets. In other words, the insurance commissioners
were critical of balance sheet accounting of Equitahle
Life. The then head of the company, Henry Hyde,
avoided the problem by using trust companies (he
owned, the company owned, or which the two of
them more or less controlled) to buy the loans-and/
or-advances after they were arranged and executed.
Equitable would pledge whatever future commissions
it might owe the agents as securities which somehow
went with the sale. Some of these advances were
quite large. One of them was nearly $300,000, a sum
which equals approximately 15 annual renewals given
the history of the agent, while another was a shade
over $400,000, which-with respect to that agent—was
approximately equal to eleven annual renewais, In
today’s dollars, using the same equations as were
applied to the Hyde party, the $300,000 loan would
be worth approximately $5.7 million, while the
$400,000 transaction would be worth approximately

39. Parricia Beard, AFTER THE BALL: GILDED AGH SECRETS, BOARDROOM BETRAYALS AND A PARTY THAT IGNTTED THE GREAT WAIL STREET SCAN-
Dat OF 1905 (2003). (Apparently, James Hyde's son, who lived from 1915 to 1997 provided information for the writing of this book.)

40. This number comes from the Federal Reserve Calculator using 1913 as the start date; hup#woadrow. mpls.frb fed. us/Researchy

detafus/ealefindex.cim,

41. See Milton C. Regan, Jr., EAT WHAT YOU KIi: FALL OF THE WALL STREET LAWYER (2004). Professor Regan argues that in the early
part of the Twentieth Century, one of the main function of business lawyers was to provide “disinterested legal advise and general
wisdom.” /4. at 18. His book is in part an argument that the situation has changed dramarically over the last Century or sc.

42, fel. ar 239.
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$7.6 million. One must wonder what was really going
on here. (Qbviously, sums of money being advanced
or lent were substantially in excess of what could
possibly be needed by one sales agent or broker who
was trying to smooth out revenue.)

In effect, the various trust companies were hiding-
places for company liabilities.

By the end of 1904, the Equitable’s Annual
Report indicated that the company had 1.5
millicn in outstanding loans; but another §5.8
million were carried by the trust companies,
making the annual indebtedness $7.3 million.
The system accomplished its purpose; the
insurance commissioners remained oblivious
to the accounting procedures, which made
the Eguitable seem to have less financial

exposure than it really did. B

Obviously, this practice by Equitable is similar to some
of the practices Enron utilized, for example, the way
it dealt with barge ships located in Africa which it was
having difficulty selling.® In the history of American
insurance scandals, this is not the only one that has 2
resemblance to Enron.

Back to 1905 the Frick Committee was critical of
virtually all components of Equitable Life manage-
ment. Indeed, it described the conduct of various
officers of the company as inconsistent with the
“ethics of life insurance” and suffering from “a.sort of
moral obliqueness—a condition where personal gain
seems to be the parzmount ideal.]” Although
advances to agents were not the main focus of the
Frick Committes's Report, it was particulariy critical
of the companies paying “favored agents outrageous-

43, 1d. ar 247,

IXSURANE LITITION

Iy high advances,"”

The Board of Directors rejected the Report from
the Frick Committee on May 31, 1903. The reason it
was rejected was simple: the Report attacked both

. sides participating in the internal executive war. The

Report—or, at least, its contents—was probzbly
leaked to public sources. § 1n addition, within z very
short pedod of tme, the State of New York published
a report very similar to the Frick Report. On June 22,
1905, Francis Hendricks, the Insurance Commission-
er for New York published a public report which was
substantizly identical to the Frick Report. The
publication of the Hendricks Report, which was
lengthy, caused more hell to break loose once again
in the public press. President Theodore Roosevelt
concluded that the federal government should
probably take over the regulation of the insurance
industry.*’

OnJuly 20, 1905, at approximately the same time,
the New York legislative houses authorized an
investigation of insurance companies doing business
in New York. William W Armstrong was to head the
8-person committee. He was a state senator from
Rachester. Significantly, he was regarded as an ethical
“gatchdog™® in the legislature; a role which he
enjoyed. The committee held hearings in New York
City during September, October, November, and
December 1905. Senator Armstrong arranged (o
appoint Charles Evans Hughes, Chief Counsel for the
Commitree, and history regards him as having done
a first-rate job. Professor Grant, in his book INSURANCE
REFORM, which is 10 4 considerabie extent about the
influence of the Armstrong Committee says that “the
appointment of the briliiant and resourceful Charles
Evans Hughes ag general counsel further strength-

44, Michae! Sean Quinn, Envon & the Exguisite Temptations of the Byzantinely Clever, S0UTH TEXAS COLLEGE OF LAW, THE ENERGY
Law INSTITUTE FOR ATTORNEYS AND LANDMEN (August 21, 2003). (This prper was given at several other CLE functions. It ended
up being quite lengthy.}

45. Beard, supra n.38. : .
46. Grant, supra n. 16 at 34. Interestingly, agents played a significant role in the internal corporate politics of Equitable Life during
this period of time. To a considerable extent, they were led by Edward A. Woods of Piasburgh. Hyde tried to avoid speakingtoa
meeting they helel in New York in Apri! 1905, A group of them came to his house and gave him a leiter asking that he resign. He
suggested that it be marned over to the Frick Committee or to Superiniendent Hendricks' office, which was then conducting its in-
quiry. He ended up speaking 10 the meeting however, It locks like it was not exactly = hospitzble encounter. Hyde was greeted
with some hissing from the audience, Here is how he responded ““That's alright Mr. , You may hiss. You owe $50,000
to Tarbelll Only two animals hiss, a goose and a snake.’ When Tarbell showed threars of physical violence against Hyde(,] President
Alexander put out his arms and said—gentlemen, I beg of you!™ Buley, THE EQUITABLE, supret n. 14 at 116, (Tarbell was the senior
ofHficial at the company wha sided with those who were trying to get rid of Hyde. He was in charge of loans—or whatever—to agents;}

15

-

d
=




© |
-

%

.

@

Lfm Page 16 Friday, January 13, 2005 10:28 AM

ISR LITIRTIO

ened the committee.”®® Hughes has been described
as a “coldly brilliant Republican la.wyer."DD According
to Grant, “the choice of Charles Evans Hughes as
counsel was superb.>! Hughes himself apparently got
the point. He was offered the job and thought that,
4t would be the most tremendous job in the United
States.™? :

Hughes, incidentzlly, also served as governor of
New York for ewo terms quite scon after he finished
working for the Armstrong Commitice. Obviously,
any simiarity between the ambition of Hughes and
the ambition of Spitzer is quite interesting—indeed,
remarkable. Hughes ran for president in 1916. He
was an Associate Justice on the United States Supreme
Court from 1910 to 1916, and he was Chief Justice of
the same court from 1930 to 19415

The main focuses of the Armstrong Committee
were on large issues pertaining to how insurance
companies handle their assets and handle financing.
Nevertheless, advances-and/orloans to agents and
diversions of monies to general agencies which were
populated by relatives, €.g., 5005 of senjor officials of
insurance companies, was 2lso an issue. The most

dramatic diversion of money to a relative who was
involved with 2 general agency happened in
conjunction not with Equitable but with Mutual Life
Insurance Company, then one of the "Big Three,”
along with Equitable and New York Life.

One of the main conclusions of the Armstrong
Committes wzs that the business of the “Big Three”
had “grown beyond reasonable fimits.” Thus, said the
Committee, the insurers could no longer handle their
business or handle their assets in a rational way. Part
of the problem had to do with how agents were
rreated:

Exeravagant commissions have been paid and
these have been supplemented by lberal
bonuses and prices. Clubs have been formed,
conventions held, and maney lavishly
expended for the entertainment of agents to

excite them to their utmost endeavor. ™

The Big Three were not the only targets or the only
wargets wounded. “The Armstrong Commiteee
charged industrial companies like Prudential and

47. A number of historians said that the Hendricks Report was roughly the same zs the Frick report. One of the most Jearned experts
on the history of msurnce, as alrezdy mentioned, Carlyle Buley was one of the leading experts on insurance history in the Twentieth
Century. He describes the Hendricks' Report as s drastic condemnation of the men and measures responsible for the equitable
management. Hendricks placed upon Henry B. Hyde the responsibility of the introduction and perpetuation of the abuses which
had grown up. He gave far more atendon 10 the subsidiary and affiliated corporations than dig the Frick report and held that those
who had received legal profits should be compelled 1o return them; he referred this matter 1o the Attomey General for action.
Hendricks did not question the intention of those whe acquired stock consrol of the society but he did not helieve that the new set
up would go far towards restorieg the confidence of the policyhelders; the only thing that would do that would be the elimination
of the stock control and the elimination of Wall Street concrol. He held that 2ll of the surplus beyond the 7 percent dividends on
the stock belong to the policyholders. The report concluded: ‘o superficial measures will correct the existing evils of this Society.

A cancer cannot be cured by treating the symptoms.”

Buley,

THE EQUITABLE, supra n.14 at 123, Interestingly, ntone of the recent

biographies of President Theodors Raosevelt mention this fact. Historians and business historians do not generally regard insur-
ance as any big deal. I contrast, the United States Supreme Court opinion in the South-Eastern Underwriters case makes it per-
fectly clear that in the earfy 1900s, Theodore Roosevelt attempred 1o activate substantdal federal regulation of large scale insurance.
interestingly, it also mentions that some senior insurance executives backed Roosevelt. Soutb-Eastern Underivriters Association,
322 1.5, 533 (1944). The remark in question is to be found in the dissenting opinicn of Chief Justice Stone: *In 1904 and again in
1905 President Roosevelt urged ‘that the Congress carefully consider whether the power of the Burezu of Corporations cannot con-
stitutionally be extended to cover interstate transactions in insurance.” The American Rar Association, executives of leading insur-
ance companies, and others, joined in the request.” Ic. at 576. Gean, supra n. 16 at 3536,

48. Grant, supra n. 16 at 38.
49. Grant, supra n.16 at 38.
50, Bdmund Morris, THEODORE REX 465 (200D).
51. Grant, supra n. 16 at 38,

52, Mulo J. Pusey, CraRLES Evans HUGHES (Volume 11951 142). This chapter of Pusey's famous biography contains marvelous car-
toons and also an extensive aceount of Hughes” examination of various witnesses.

53, Kermit L. Hall, Editor-in-Chief, THE OXFORD COMPANION TO AMERICAN Law, 405 (2002). {Professor Hall wrote this short article on
Justice Hughes)) In another book edited by Kermit Hall, OXFORD COMPANION TO THE SUPREME COURT OF THE UNITED STATES (1992),
the author describes Hughes as an “independent Republican” who was also an “independent conservative reformer.” Id. at 413,

54. The Armstrong Committes Report 392-94 (1506).
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Metropolitan with encouraging policy lapsing and
condoning twisti;lg."s5 Here is ancther remark to be
found in Grant:

The Armstrong Commirteg also examined a
number of ‘the smaller lfe insurance ’
companies and “found most with similar
shortcomings-high  sales  costs, excessive
incomes for top officials, excessive use of
tontine policies, and poor auditing and
pookkeeping methods. The committee
further castigated the insurance department
for faiture to detect the ‘marking up’ of reak
estate holdings by these lesser firms so they
might report an annual surplus O the
superintendent and for its feenle efforts
compelthese companies o carry the reserved

funds required by staie statute."56

Notice how similar some of the critiques of the
Armstrong Commirtee are to other scandals in the
Twentieth Century and to ather scandals during the
“Age of Enron,” 5o far mostly outside the insurance
industry.

Obviously, although insurance comparies were
the focus of the investigatons of the Armstrong
Committee, agents and agerncies Were ajso being
examined. Ome scholar hes made the following
observation:

Disclosures of the Armstrong Committee
excited insurance agents and executives alike,
bur for reasons (uite different from those
motivating customers and the press. As daily
reports appeared, worted individuals began
o cancel policies, and agents found it
increasingly difficult to find new customers.
in fact, the volume of life insurance in force
when the Armstrong hearings began would

not be equated again until 19107

— e ——
55, Grant, Supra - 16 at 4L
36, Jd. at 42
87, Grant, supra n. 16 at 44

EXSURANCE LITIGATION
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Interestingly, there was 2 huge impact on both the
Equitzble Life Assurance Society and the agents it
used. The sales of the company dropped dramaticaliy,
from $207 million in 1904 to $73 miliion in 1907. The
sales force dropped from 10,000 to 2,800 before it
began climbing again. There Wwere still only 5,000
agents in 1909, and they sold only $100 million in

insurance.SB

Obviously, one of the themes of the Armstrong
Committee investigation and report wzs the conduct
of agents, the relationships between agemts and
insurers, though—to 2 considerably less exient—the
relationship berween agents and respective policy-
holders. Still, the concern of the scandal pertained to
how policyholders were treated. The New York
legistature outlawed advances o insurance agents or
prokers from insurers. The marker regulated by
statute was not restricted to life insurance. Irapplied
to all insurer-broker/agent markets.

So why should a hundred-yeascld insurance
scandal be mentioned in 0 article about the current
MarshMac scandal? Of course, one important
consideration is the fact that the Armstrong
Committee brought about €n0IMous changes in New
York insurance Jaw, much of it based upon statutes
drafted by Charles Evans Hughes>? Of course, s
indicated, New York changes influenced changes
elsewhere. Nevertheless, there are other reasons
linking the ArmSong scandal to the MarshMac
scandal.

First, the work of the Armstrong Committee was
regarded by those who are famitiar with the history of
insurance as the most significant insurance scandat
and investigation of all imes. That may or may not be
tcue. ‘Butit suggests tharover sime what happened in
New York will be studied 25 something of 2 model for
howto deal with the MarschMac scandal and others—
if any—like it. The Armstrong Commitiec, and its
work, is 80 sophisticated that commentators upon the
economic history of nsurance tave named mathe-
maticat concepts after its work, In particular, thereis

58, Bread, supra n38 at 346. Interestingly, PE- 348.5] provides 2 brief histary of Equitable Life during the Twentieth Century. Itis
drawn from Buley’s history of The Equitable as a centuzy ald firm. See n. 14, supré.
39, See Pusey, SUPTE .51 at 167, where there isa long paragraph summarizing the changes in New York law.

4%‘

17

@

&




T

&

F 1fin Page 18 Friday, January 282003 10:28 AM

INSURANCE LI!‘IQ\TION

the “Armstrong coefﬁcient".éo Here is one summary
of the significance of the nearly century old work of
the Armstrong Committee:

The Armstrong reforms addressed a wide
variety of insurance activities, including

company  investments, policy  forms,
management cxpenses, and reporting. Not all
of the recommended reforms  were
innovasive, nor where they adopted

universally by the states. For example, the
Armstrong Commiite2 affirmed the wisdom
of annual evaiuations of nsurance company
ligbilities, but that was a common feature of
srate insurance codes before 1905. On the
other hand, few state codes required board
approval of investment decisions and officer
salaries before Armstrong. (1] These reforms
and other changes in regulation may have
influenced orzanizational form choice and
thus may confound identification... [T1he
Armstrong reforms, taken as a whole, were
associated with the higher rates of mutual
formation. This can be seen clearly in the
specification that the use “Armstrong—2
varisble indicating whether the state had
adopted at least three of the named reforms
after 1905, It is also evident that the
specifications that break out in the individual
laws, where summing the estimated
coefficients for various Armstrong reforms

yields a positive number, . . 5t

Thus, an economics commentator in the 1990s
formally “recognizes” the historical significance ofithe
Armstrong Committee.

Second, there being a somewhat similar scandal
almost exactly a hundred years later is so temporally
elegant that it is tempting to infer conclusions based
uporl some sort of temporal symmetry idez. Third,
the MarshMac and the Armstrong-related scandals
(e.g- Equitable Life) have some similarities. Often
insurance scandals involve substantial social disap-

proval of insurance brokerage firms receiving
substantiai sums of money. Fourth, in both scandals,
insurance carriers are involved, although more
carriers may be involved in the MarshMac scandal
than were involved in the investigations concucted by
the Armstrong Commillee. Interestingly, the
Armstrong Commirtee demonstrated that insurers
were improperly involved in dealing with govera-
ment. Not only did they control legislation in many
states, but they made substantial political contribu-
tions which were probably improper, evell at that
time, suchas $48,000 to Theodore Roosevele.5% (Poor
fellow! Some agents got much more!)

Fifth, the Armstrong Committee, through the
examinations of Hughes, demonstrated that a good
number of government officials were not terribly
good at regulating insurance. Francis Hendricks, the
Superintendent of the New York State Insurance
Department, for example, had 2 stock answer (o most
of the questions put him. Tt was “I don't know.”
This was true even though

[flor six yeass he had been complacenty
examining insurance companies’ reports
without exposing any of the irregularities that
Hughes uncovered within a few months.
Ample authoriry was at his command, but he
t12d not used it. Companies were decetving
the department by “glaringly false returns,”
and the department did not even recognize
the fact. No atiempt had been made tO
ascertain that nature of the companies’
expenditures. One of the sinkholes into
which vast sums were being poured for
lobbying  and vote-buying had  been
uncovered. In short, the reports of the
superintendent of insurznce were nothing
more than misleading propaganda, “Most of
the evils which have been disclosed by the
investigation,” Hughes concluded, “would
have been impossible had there been a
vigorous enforcement of the duties already
laid upon the department.” Hendricks

60. George Zanjank, Regularion, Capital and the Evolution of Organizational Form in U5, Capital Life Insurance, (2004). Avail-

able from the author by Google at the New Yark Federal Reserve.

61, Id. at 21, 23-24.
62, Pusey, supra n. 51at 154 and 156,
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recogaized that his position was untenable

and retired.63

Of course, there are also differences. The events
and public reactions surrounding the Armsirong
Committee did not trigger very many lawsuits. One
group of policyholders brought a civil suit before the
Armstrong Commitiee started its sessions. This
lawsuit didn't get very far off the ground, according
o secondary sources, It looks like the Attorney
General of New York sued a aumiber of people who
were directors at some point of Equitable.
Information about this has only been findable in
secondary sources, as with the Buley private lawsuit,
Nor were there many criminal cases. At least one
significant indictment followed the Report of the
Armstrong Comrmittee in 1506, but the defendans
died before the case could be prosecuted in rrial.

The Missouri Insurance Scandal

The next major scandal involved pre-existing state

- regulation inaway the New York scandal did not. This
scandal had a long, controversy-otiented, even bitter,
history before scandal reallybegan, Thehistory began
in 1915, or so. For twenty years bhefore 1915, Missouri
had been a controversial state. There had been
legislative controversies over how to set rates. There
have been lots of lawsuits involving rates. There had
been an attack by 2 former congressman and
Superintendent of Insurance upon New York Life,
partizlly a5 _a CONSEQUENCE of the Armstrong
Committee.'ﬁ5 it started with 2 cONtroversy over the
State of Missouri regulating insurance rates for
property Insurance. T the “19-teens,” Missouri

INSRME LTIATION

insurance regulation was typical of the times. Some
of this may have arisen from the influence of the
Armstrong Committee. Changes in the New York
legislature had enormous, national significance. In
particular, it regulated the price of at least some
insurance policies, and, in some ways, it was then
similer 1o the way we still do things in 2004-05.

Here is § 6283 of the 1915 Missouri statutes. The
Superintendent of Insurance of the State of Missouri

is hereby empowered Lo investigate the
necessity for a recduction of rates, and if,
among such investigations, itappearsthatthe
result of the earning in this state of the stock
fre insurance companies for [the] five years
{immediately] proceeding such investigation
shows there has been an aggregate profit
therein in excess of what is reasonable, [the
Superintendent] shall order such reduction
of rates as shall be necessary to limit the
aggregate collections by insurance companies
inn this state to not more than a reasonable
profit. . . -

Pursuant to this starute, on january 5, 1922, the
Superintendent ordered 2 significant rate reduction.
The Superintendent found that 160 insurance
companies were, 25 a0 aggregate, receiving unreason-
ably large profits. The Commissioner’s Report made
a numper of findings. One of them was that the
insurers were undertaking some excessive exXpenses,

including” [clertain excessive and discriminating
commissions paid.”66 Furthermore, in computing the
reasonableness of the profits of the group of insurers,

&3, Pusey, stipra i 51 at 164-165 (the quotes within the quote are to be found in the HUGHES REFORT which was submitied to the

Armstrong Committee.

64.For the private lawsuit, 568 Beard, supra n.38 at 209-11. With
in Buley's history of Equitable Life: "Attorney Genera) Julius M. M
or former directors of Equitable in which he asked the court te o
replaced to Sociery any money which had been misappropriated,

respect tothe second lawsui, litde information af this can be found
ayer brought suit against 40.9 defendanis who were either directors
cder these directors to account for their management of funds and

1ost, or wasted by them. President Morton [of the company} put

in an answer to the complalnt in this suit and has asked the Society be joined in the prayer of the plaingf for relief. The answer

covered relasions with the Mercantite Safe Deposit Company,
1o the DePew [mprovernent Company-and the large deposits M
defense counsel wanted (o know how directors, who were require!

advances to agents, szlaries, certin loans-including the $2250.00 loan
ade by the Society in favored banks and rust companies . . . - The
d to attend only four meetings per year and listened 1o the reports

of officers, could be held responsible for all the details in the operation of the Society.” Buley, THE EQUITABLE supra n.14.123-24,

Sound familiar in the Enron Age?

65.Grant, supra n. 16at 146-50. The Grant Book, INSURANCE REE
1915, Many of the lawsuits which occurred in Missouri between

56. Aetna Ins. Co. v. Hyde, 285 5.3.2d 65, 66 (Mo. 1926).

-@,

ORM containg long sections bout Missouri insurance history before
the late 197 Century and World War I were not reported.
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the Superintendent focused upon to money that the
group made from investments, as well as the money
they made from premiums. The insurance companies
sued to preven: the enforcement of the order, The
parties to the lawsuit entered a stipulation whereby
the Superintendent would hold hearings, receive
evidence, issue findings of fact, and enter an order.
Insurers could then seek z trial de novo if necessary,
although they could not question the constitutional-
ity of § 6283 for example, among several other “agreed
may nots.”

The Superintendent entered an order declaring
that the rates charged by insurers were excessive and
produced unreasonable profits. The Superintendent
ordered a reduction of 10%. The order was to take
effect in late 1922, The insurance carriers sued. The
parties stipulated again. This time the case was
referred to a referee. He “tock volumes of evidence
in Chicago, New York and Missouri to zscertain
whether, during the fve-year test period under
exarmination, 1917 to 1921, the insurance companies
doing business in the state of Missour, affected by the
order, made more than a reasonable proﬁt”67 The
referee resolved the case against Missouri, and the
Superintendent appealed to the Supreme Court of
Missouri. It upheld the order of the Superintendent
in 1926, reversed the order of the referee, and
dismissed the case.®

The language of the majority opinion is both
dramatic and iateresung. It also, no doub,
introduced substantial bitterness into the insurance
pariies. Ar one point, the judge writing for the
majority, remarked that the reports of the insurers
were “shown to be entirely Lmtrusl‘.wortl'ly'.”69 In
another place, irhas remarked that the insurer parties
were shown to have “made enormous profits during
the period under investigation and paid large
dividends.””? More significantly; the majority opinion
found that income from investments, including

67. 1d. at 67.

68. Aema Ins. Co. v, Hyde, 285 8.W.2d 65 (Mo. 1526).
69.Id. at 67.

70. Id. at 68.

7L at72.

72.1d.

73.4d. at 74.

74.1d at 74

20

investments on unezamed premiums, could const-
tute profits, The court was particularly critical of the
accounting systems employed by the insurers. It
found thar they were

not only unsatisfactory;  {but] utterly
indefensible. Any method which makes an
asset a liability, turnsa profitineo a loss, shows
a profitable business to be 2 losing business,
and writes enormous gains for a fong period
off the books, cannot be correct on any

principle.”t

The court indicated that the accounting method
employed by the insurers was “supported by the
weight of expert skill in managing statistics, skill in
summoning phantoms, and in making realities
vanish.””* The court observed that the insurers were
doing no more than informing it of alleged facts by a

“bockkeeping fiction.””? The majority was particular-
ly critical of the insurers’ arguments with respect o
unearned premiums:

as the fund at’ the one end is wormn off by
arzition, it is increased at the other end by
accretion, so that the fund remains practically
intact, and contdnually eamns profit. Because
you cannot put your finger on the precise
dollar that eamns the interest, there is no
interest on the fund of which it is a pare,
though ezch dollar removed flom it is
replaced by another dollar just as good. It
would be just as logical to say that the United
States standing army could not fight because
its soldiers are gradually killed off or
discharged and replaced by efficient recruits,
50 that in a generation none of the original

soldiers remained.™
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The majority court had a sense of humor: “Taking all
respondents’ arguments on the subject, the ultimate
logical conclusion is this: There never can be any

underwriting profits.””?

The majority also was critical of the relationship
between the insurers and intermediaries. The court
supported the Superintendent’s finding that it was
experiencing excessive expenses in relationship to
some of its commissions. It seems that in St. Louis
there were not only agents but brokers. The agents
had to split their commissions with the brokers in
order to get business. The commissions paid the
agents were therefore higher than they were
anywhere else in the state, so that the brokers could
be paid. As a result, the court stated, “the people in
the rest of the smallest state must pay a higher rate
for their insurance in order that the insurance agents
in the city of St Louis may receive a higher
commission and pay the brokers a rake-off " The
court rejected this gambit

No excuse cor justification for so charging it
and thus affecting the rates is presented
anywhere. People in the state of Missouri
shouid notbe required to pay 2 higher rate for
their insurance in order that agents in St
Louis may have an easy time and divide their
commissions with brokers. People would
insure their property just the same as they do
in that city, even if agents did not get their
business from the brokers, nor compete with
each other for the favor of brokers.

Thus, agents were integrally invoived in the early days

of the coming scandal.”’

Aetna and the other insurers—there were 156 of
them—petitioned the United States Supreme Court
claiming that the Superintendent’s administration of
the statute was a violation of the Fourteenth
Amendment. It claimed that the Superintendent’s

75.2d. at 75.
6. 4d, at 77,

Findings of Fact were “erroneous, unreasonable, and -

unjust, that the prescribed rares [were] unreasonable,
inadequate, and confiscatory, and that the enforce-
ment of the {Superintendent’s] order would operate
to deprive the petitioners [as a group], and each of
them of their property without due process of law.”’®
Justice Butler, writing for 2 unanimous court, affirmed
the decision of the Supreme Court of Missouri. It did
5o on the grounds that there was no proof that all 156
petitioners suffered unconstitutional losses and that
this basic idea was highly imprcbable, given the
nature of economic competition.

In retrospect, one of the most interesting things
about this case is that in the United States Supreme
Court, Aetna and the 145 other petitioners were
represented by Charles Evans Hughes, Since his name
appears first in the list of counsel, presumably he
argued the insurers’ case to the Supreme Court,
where he had already served as an Associate Justice.
Another interesting historical feature of this case, this
time looking forward, is that another lawyer for Aetna
in the Supreme Court was Robert J. Folonie. He was
the artorney from Chicago for, roughly speaking, the
same group of carriers in the next legal controversy
they had with the State of Missouri.”” His Chicago
firm was listed first before the Missourl Supreme
Court.

In the later 1920's, the number of insurance
companies—139 to be exact (atleast some say)—ifled
a large number of lawsuits—337 to be exact (as most
agree)—seeking to enjoin the Missour Superinten-
dent of Insurance from preventing rate increases, The
suits were filed in the United States District Court for
the Western District of Missouri, Kansas City
Division 30 A probable reason for this filing is that it
is a sort of continuation of the earlier controversy. In
1923, the Missouri legislature amended the 1915
statute on rate regulation to provide that the
Superintendent could, and impliedly should, attend
to Investment profits when calculating reasonable
rates and reasonable profits. Thus, there was a new

77. As indicated, there wasa dissenﬁ.ng opinion. The decision was 4-2, with one judge not sitting,

78. Aetna Insurance Company u. Hyde, 275 U.S. 440, 445 (1928).

79. Rudolph . Hartmann, TrHE Kansas CITY INVESTIGATION: PENDERGAST'S DOWNEALL, 1938-7939 28 {1999). Fonolie is also in at least
one judicial opinion, listed as trustee of one of the insurance companies. O'Malley v. United States, 128 F.2d 676 (82 Cir. 1942),

rev'd Pendergast v. United Siates, 317 1.5, 412 (1983).
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statute to challenge and perhaps controvert. As
indicated, the insurers decided to try Federal Court.
The court issued temporary injunctions permitting
insurers to increase their rates and collect premiums
but requiring them to deposit the mate increases in a
bank account controlled by the court until the case is
resoived. The courtappointed W T. Kemper of Kansas
City as custodian of the impounded funds. Kemper
was Chairman of “the Commerce Trust Company and
the city’s most prominent banker."!  Fairly large
deposits—in the range of $10 + million-were made,
The relacionship berween 1933 dollars and 2004
dollacs is as foliows: $10 million in 1935 would be
$138.2 million in 2004.%?

The lawsuits, refated discussions, and what at
least appeared to he negotiations, dragged on for
many years. During this interval of time, the political
machine which ran Kansas City, Missouri became
more and more powerful, not only in Jackson: County,
Missour, where Kansas City is located, but on a
statewide basis. The first powerful Pendergast was
Jarnes Pendergast. He came o Kansas City in the
1880s. He bought a saloon with winnings from
gambling. He prospered, and went into politics. He
brought his brothers Mike and Tom into the business
and into politics. Jim died, and Tom took over the
business in 1911. Over time, Thomas J. Pendergast
took over running Kansas City85 and then Jackson
County and by the 1930s he had considerable power

across the seate. ™ He help sky-rocket Harry Truman,
for example, to political powerin more ways than one.

“afrer World War I Pendergast used sirong-armed
tactics that would have made Bass Tweed envious.
The [Pendergast] machine won the 1920 election due
to the vote of women and Negroes.” In the early
1930s, Guy Park (1872-1946) was elected governor of
Missouri. The election was a rather odd one. The
nominee was Francis Wilson. He died during the
election, rather unexpectedly. Park was then a small-
time judge, but Pendergast approved him as the
nominee, He served from 1933 to 1937
“Pendergast’s domination of Park’s administration
was such that the Governor's Mansion soon became
known as ‘Uncle Tom's cabin."8® Park was, in effect,
Boss Pendergast’s pocket-nominee. Park appointed
R. Emmett O’Malley as Superintendent of Insurance,
in 1933, no doubt at the—-perhaps indirect-behest of
Pendergast. Previously, O'Malley had been a cigar
manufacturer in Kansas City. O’Malley was 2 member
of the Pendergast machine.

in the middle 1930s, “Pendergast’s lust for money
became insatizble. "8 Pendergast’s gambling bills had
become enormous. Probably at Pendergast’s behest,
O'Malley set up a settlement for the 137 lawsuits
previously mentioned. In 1935, he went to St. Louis
to visit with A. L. McCormack who was then the
president of the Missouri Association of Insurance
Agents. O'Malley offered to settle the 137 cases in

80. Meier, szpra .18 at 64, There is some disagreement in historical sources about the precise mumber of insurers involved. Some
say it was not 139 buz 137, The Kansas City, Missouri federal court is quite clear thar there were 139 insumnce companies invelved
and 137 lawsuits, which were all combined. United States v. Pendergest, 39 F.Supp. 189, 190 (W.D. Mo. 1941, rev'd Pendergast v.
United Stares, 317 U.8, 412 (1943). One of the more recent historical sources says that it was 137 insurers who did business ouLside
Missouri. But that there were a number of insurers from inside Missouri - 75 or so,  See Harumann, supra n.78 at 27,

81, id at 27 and 176, (The Kemper family is still prominent in Kansas Ciy and various Iarge buildings are names after varicus mem-

bers of the family.)

82. This number comes from the Consumer Price Index utitized by the Federal Reserve, as have the other doliar inflarions set forth

in this aricle. See httpy/woodrow.mplsfrd.fed us/Research/daran 1s/calcdndex.cfm. (I am assuming thar 1935 is 2 good average

date.)

83. Lawrence H. Larsen and Nancy J. Hulston, PENDERGAST! {1997, (“Berween the two world wars, Tom's Town arguabiy ranked as
the most wild open city in the United States.... Prohibition did rot stop the carnival of vice. Hundreds of speakeasies operated with
impunity, popular ones around the dock. The end of the prohibition simply afforded legitimacy to 2 continuing process.”) Id. at

100.

84. Kenineth H. Winn, It Afl Adds Up: Reforsn and the Erasion of Representative Government in Missourd, 19002009 (January 4,

2005). hitp://woew, 305 mo.govarchives/pubs/artic es/aricle.asp

sourians, first in Kansas City,

“Tom Pendergast shaped the every day lives of thousands of Mis-
then across the entire seate. Indeed, the reworking of much of Missouri government came in the wake

of his fall from power.... The Pendergast Machine was, in fact, 2 much an economic machine as a political one.” Id. at 9.

85, The Pendergast Machine, worw. policememorial. com/history/Pendergase, & (December 20, 2004).

86, Wing, supra n.83 at 10.
87. Larsen and Hulston, syprat n. 82 at 119,
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favorof the insurance companies if McCormack could
arrange a payment for Pendergast. McCormack
contacted Charles Street of Chicago, who was a leader
of the Chicago {and Western United States) branch of
one of the litigant insurance companies at the time. %8
Street has been described in some detzil, as though
the sources of this “knowledge” are less than clear:

Street ... was chairman of the Subscribers
Actuaria! Committes, a committee which was
composed of the officers of the leading fire
insurance companies to govern activities of
the various companies, the rates charged, and
to take care of all matters which affected the
companies in common in the western
territory. Street was a strong personality and
a masterful leader in the fire insurance
business... [Hje wielded a tremendous
power over the actions of the fire insurance
companies and practically dominated al! their
affairs in the western territory... Street
virtually had dictatorid] powers over all of the
first insurance companies and decided who
the officers of the various companies would
be.... Street was anxious to settle the Missouri
rate case. Ile was getting old and it was his
chief hope he could settle those rate cases
before his death.... Street [,] on account of his
mannerisms and personality [,] had very few
friends. One of his close friends, however,
was Alphonsus Logouri McCormack of St
Louis. McCormack was an insurance man and
vice-president of the Fire Underwriters
Association and president of the Missouri

Association of Insurance Agents. %

McCormack was also a lawyer, who was admirtted to
the Missouri Bar in 1926.9

Within a few days of McCormack'’s visiting Streer,
a payment of $750,000 1o Pendergast was arranged.”!
In today’s dollars that would equal $14,936,000.00.92
Ultimately, Pendergast ended up with $440,000 of the
$750,000 (in 1935 dollars), while both O'Malley and
Street received payoffs, as well® The bribe was paid
by 134 stock fire insurance companies. There were
two especially interesting facts about this transaction.
First, Tom Pendergast himself met in Chicago with
various of the people who were in charge of paying
the bribe. Second, it is clear that McCormack
received, a sizable bribe. This is interesting that an
insurance agent played a key role in arranging the
bribe. .
The criminal arrangement between Street, the
insurers he influenced, Pendergast, O'Malley, McCor-
mack, and perhaps others, led to a settlement of the
federal case pending in Kansas Citys"i The settlement
of the $10 million (in 1935 dollars) was divided
berween the State of Missouri and the insurance
companies, The state got 20%; the insurance
companies got the rest. Many insurance companies
were permitted to charge a higher rate in the future
than they were permitted to charge in the past. The
settlement was approved by a three-judge court in
Kansas City on February 1, 1936. The court ordered
Kemper, the custodian of the funds, to distdbute the
impounded premiums as directed by the stipularion
amongst the partes. Of course, that stipulation
resulted from the bribe O'Malley arranged for
Pendergast and which Street had agreed to.

Some try to give a more charitable account of
Pendergast’s behavior than others. Kenneth Winn, for
example, the State Archivist of Missourd, has written
that no bribe was involved, only a fee, He said thar
shortly after Governor Stark turned on Pendergast as
a result of various acts of election fraud

it became known that Pendergast had

83. David McCuilough, TRUMAN 236 (1992). See also Hantmann, supra n. 78 at 28.

89 Jd at 29,
90. Hattrnann, supra n.78 at 29,

91. Sureet wraveled to Kansas City. O'Malley traveled to Chicago. Pendergast traveled to Chicago.

92. This number comes from hirp:/a

reh/idata/ysicaloin (December 22, 2004).

93. Fanklin . Elmore, Jr., How Insurarnce Becamne Commerce, H. Wayne Snider, READINGS IN PROFERTY AND CASUALTY INSURANCE,

479-522 (1959 (Elmore was Special Assistant to the United State

5 Atrorney General in 1943. He was also lezd counsel for the Uniced

States in: United States v. Sowib-Fastern Undenwriters Association, 51 F.Supp. 712 (N.D. Ga. 1943), rev'd 322 U.S. 533 (1944).

94 I a 31,
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brokered a corrupt deal between the siate’s
Director of Insurance and insurance
companies concerning a long-running rate
dispute involving the rights of shareholders.
While Pendiergast himself did nothing illegal
in fixing the deal, he neglected to report his
exorbitant fee on his income taxes, MOney

which he desperarely needed to pay off his

enormous gambling debrs.?

One wonders if it should not be remembered that
Winn, though an educated historian, is a state official
in Missouri. Under today’s conception of criminality,
Pendergast took a bribe.

Some of the prominent business citizens of
Missouri—including some who are stll famous—
including J. C. Nichols, for example, were delighted
with the serdement, and tolerated the bribe. Others
were outragec[.96 The next governor of Missouri after
Park was Lloyd Stark (1856-1972), a weaithy apple-
grower from Louisiana, Missourl, He served from
1937 to 1941, Stark fred O'Malley. The Intelligence
Unit of the Burezau of Internal Revenue of the federal
government began an investigation almost immedi-
ately. It ook them a while to investigate the entire
matrer and there was some substantial confusion 28
to who got whar. Eventually, McCormack confessed
virtually everything to the tax authorities. He had
received a shade more than $60,000. O'Malley had
received a shade more than $60,000, and Pendergast
himself, personally, received $440,000. Eventually,
Pendergast pleaded guilty, as did others, although
apparenty McCormack was not charged in that ¢ase.
Apparently, both O’'Malley and McCormack were
indicted in 1940. It is unclear what happened. At
around the same time, Pendergast was re-indicted in
Missour; state court. McCormack himself refused 1o
testify, so the indictment didn't go anywhere.97
Obviously, various forms of ltigaton played a

significant role in responding the “Missouri
Insurance Scandal.”

One of the next attorney generals of Missouri was
Roy McKittrick (1888-1961). He served from 1933 to
1945. He sued the insurance companies who were
involved in the bribe. “His cbjective was to prevent
those companies from doing business in Missouri on
the grounds that they had engaged in a conspiracy to
defraud policyholders in the State ofMissouri.® The
lawsuit eventually charged that these Insurance
companies “conspired to fix prices and limit
competition."99 The lawsuit was apparently brought
in state district courts in the Western District of
Missouri, and an order in the case lists the insurers
who were fined. This may have accurred as late as
1947, According to the Appendix in Professor
Rudolph Hartman’s account of the matter, some of
the significant well-known insurers who paid fairly
substantial fines were Aetna, Commercial Union,
Fireman’s Fund, Granite State, Great American,
Hartford, Home Insurance, which paid the largest
fine, National Union, New York Underwriters, North
River, Phoenix of London, FPhoenitx Insurance,
Pirrshurgh Underwriters, St. Faul, Sun, Tokio Marine,
Travelers, Westchester Fire, and, of course, athers.

. The total in fines paid for all the insureis, Professor

Hartmann reports, was $2,808,000.1%0

Significantly, insurance companies cooperated
with each other in trying to raise prices and in fixing
prices among themselves. Indeed, McKitrrick
eventually alleged that the insurance companies he
was attacking were conspiring to both fix prices and
limit competition amongst themselves. This conduct
was not limited to the State of Missourl. Indeed, at
the time, the substantial fractions of the insurance
industry divided themselves into separate rating
bureaus, and these included the South-Eastermn
Underwrirers Associations, the Eastern Underwriters
Association, the Wesrern Underwriters Assoclation,
and the Board of Fire Underwriters of the Pacific.

95, Wing, supra n. 83 at 11, Apparently, the United States arcorney prosecuting Pendergast (antamount o suggested that “under
fecieral law, Pendergast had probably not taken abribe. Rather, he had engaged in a rather classic form of insurance peddling.” Lars-

en and Hulstoq, supra n. 82 at 133,

96. “There were immediaie protests by 2ll of the newspapers in Missouri .]" Jd. at 31.

97. Larsen and Hulston, supra n. 82 at 172-173.
o8, Meier, supra n.18 at 65.

99. Id.

100. Hartmann, sipra . 78 at 167-171.
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These various underwriting associations of the
sort Chandier discussed—the ones which started in
1920--had become cartels, partly in order to service
reinsurance in the area of property insurance and
partly for reasons of profitability. As McKirtrick
realized that there were a few insurance cartels across
the country, he became convinced that there were
violations of federal anti-trust law. As a cOnsequence,
he approached the then United States Agtorney
General, Nicholas Biddle, and recruited him. (He
served from 1941 to 1945.)101‘ Interestingly, the
Justice Department was getting complaints from a
variety of sources, The Justice Department wis
looking into the matter and discovered that
frequently, state government was 1ot really abie to
deal with the networks of insurers. 1™ Biddle asked
Thurman W Arnold, who was then head of the Anti-
Trust Division of the Justice Department, (o
investigate the matter, and natdonal history was
made. 1% Apparently, Arnold asked Franklin Elmore
to look into the rnan:cr,104 and he pecformed a
detailed investigaion and recommended that
criminal charges be brought. Arnold agreed with
Elmore, and Biddle agreed with Arnold. McKittrick
was delighted.

Missouri history was also made. Eventually,
Pendergast was found guilty of federal tax evasion
from 1927 to 1937. ‘The insurance bribe tripgered the

IVSURAMEE LITIATI0

K

federal investigation and FDR authorized it. O'Malley
also went tc jail for tax evasion, no doubt pardy
because of his involvement in the bribe. 165
Pendergast’s political career and his machine came o
an end. Truman, however, already in Washington,
became Vice President, after defeating Lloyd Stark in
the 1940 United States Senate election, and he went
on from there, as everyone knows.

The federal courts, one of which had been
cheated into approving the Pendergast-O'Malley-
Street Settlement, were deeply offended. They were
outraged not only by the conduct of the criminals, but
also by the failure of the United States to bring
specifically setlement-refated criminal charges
against the perpetrators. Thus, they were offended
by the use of income tax evasion charges in place of
the fraud charges, bribery charges, and so forth.
Conseguently, they were accused of contempt of
court for lying 1o the court and presenting the
frandulent settlement. Not only did District Judge
Otis on behalf of himself and two other judges sitting
on the court denounce the arangement a5
“fraudulent,” 2 “fake setilement,” and a “conspiracy,”
he also said this on behalf of District Judge Reeves and
Circuit Judge Stone:

The deception practiced on the court was
vicious misbehavior, constituted or

10t. Francis Beverly Biddle (1836-1968) was a heavy hitier in the taw. Hewas a law clerk for Supreme Court Justice Oliver Wendell
Homes in 1911-12. Thereafter, he practiced law in Fhiladelphia. He was 2 federal prosecutor for 2 while. He was chairman of the

Nationz] Lsbor Relations Board for 2 while in the middle 1930,

and he was Council to a joint congressional commitcee which was

investigating the TBA in: the lzee 1930s. Hle wasa judge on the Third Federal Circuit in 1940; he was then the solicitor general of the
United States for while; before he became FDR's attorney general. Later he was substantiaily involved in the Nuremberg case. Under
no circumnstances should Attorney General Francis Biddle be coniused with Nicholas Biddle (1766-1844), who was - among other
things - not only 2 child genius but President of the Bank of the United States before President Andrew Jackson dissolved it. Nicholas
was 2 child genius, but not apparently a relation of Erancis. See Thomas Payne Govan NICHOLAS BIDOLE: NATIONALIST AND PUBLIC

BANKER 1786-1844 (1959).
102. Elmore, supra n.92 at 498.

103. Thurman Wesley Arnotd lived from 1891 1o 1969. He was an even heavier hitter than Biddle. He served as an appellate judge
on the United States Court of Appesls for the District of Columbia Circuit for & couple of years during the second world war starting
in March 1943. Before that he was Assistant United States Attomey General from 1938 to 1943, Before that, he served as a law pro-
fessor in a vadety of places, including the Yale Law School. He went into private practice in Washington in 1945, His Washington
law firm became quite famous, Before Amold went to the government, he wrate two books which can fairly be characterized as
complications of “Legal Realism.” The fist one is entitled THE SYMBOLS OF GOVERNMENT (1936) while the other is entitled THE FOLK-
LORE OF CAPITALISM (1937). Both of these books have gone through several editions and are still easily find able. Thurman Amold
was one of the great American legal thinkers of the Twentieth Century. As a result of his practice late in life, he died rich.

104.8ee note 91, above.

105. By this time, O'Malley was the director of the Kansas City Water Departnent. Various other people went to jail, Charles Street,
who was an official at the Great American Insurance Companies had already died. McCullough, szepra n.87 ac 239, 236, McCormack
was not even indicted, apparently; perhaps because he was the federal government's most significant snitch. His confession is un-

printed in Hartmann, supra n. 78 at 69-72. it's a doozy.
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consummated in the presence of the court
and its open court. It was intended and
calculated to mislead and deceive the court
znd to obtain fraudulent judgments and

decrees. The deception was a continuing
deception, was intended to exen its
deceiving, pernicious and  poisonous

infiuence indefinitely, and until 2nd unless
discovered by the court. The deception was

fortified and reinforced by affirmative

supplementary acts of decepiion . .. 106

Judge Otis also referred to the money Pendergast,
O'Malley and McCormick received as “stand[ing]} out

like Pike’s Peak.”1%

It is interesting to note that Justice William O.
Douglas, who many wished to impeach from the
court 20% years later wrote an opinion for the
majority of the court holding that the contempt
citations, which carried prison terms, were barred by
statute of Hmirations. Douglass wrote for & majority
of six justices. Justice Murphy did not tzke part.
Justice Jackson dissented. The majority refused to
decide the contempt issue but simply chserved that
if there was contempt, court prosecution was barred
bya statute of limitations. Justice Douglas would have
found contempt, and for that redson he found that
the behavior of individuals seeking writs of certiorari
were not barred by any statute of limitation. Justice
Douglas's description of the contempt were
memorable:

To use bribery and fraud on the Federal
District Court to obtain its order for
disbursement of nearly $10,000,000in trustin
its custodyis not only contempt but contemnpt
of the kind far more damaging to the Court’s
good name and more subtly obstructive of

justice than throwing an inkwell at 2 Judge or

disturbing the peaceina courtroom.1%®

Justice Franidurter agreed with both Justice
Douglas and Justice Jackson. He agreed with Justice
Jackson that the conduct was CONtempruous. He
agreed with Justice Douglas that a citation of
contempt was barred by the statute of limitations.
Now there is litigation.

The Price-Fixing Scandal of the Ceatury

As already indicated, the Attorney General of
Missourt, 2nd others, approached the Department of
Justice about taking a look at anti-trust violations by
insurers. He had found that many of the insurers
involved in the 137 cases in Missouri did business all
over the country. He wanted help. Of course, the
involvement of some of these insurers with the crook
Pendergast stimulated interest within the Justice
Department. It determined that many insurers were
involved in bid rigging, price fixing, and commission
figing. It determined that the heaviest economic
activity was in the eastern part of the United States.
Originally, it was intended for the United States to
bring its action in Missour}, indeed, in Kansas City. For
reasons which are not exactly clear, it was eventuaily
decided to bring the case in the south. The basic
reason was that the raing bureau there was
apparently “one of the mast flagrant offenders in
monogo]istic practices of the four regional bod-
ies”19 It elected to focus on insurance companies
selling fire insurance and allied insurance in the
smaller states of Alabama, Florida, Georgia, North
Carolina, South Carolina, and Virginia. Asa result, the
federal government sought an indictment from the
Federal Grand Jury in the Atlanta Division of the
Northern District of Georgia. On November 20, 1942
the Justice Department indicted 98 corporations and
27 individuals, charging them with two conspiracies.
The first one was to “fix and maintain arbitrary and
non-competitive rates on fire insurance” sold in the
aforementioned states § 1 of the Sherman Anti-Trust
Act, while the second charge was of a conspiracy 0
“monopelize trade and commerce in fire insurance”

106. United States v. Pendergast, 39 F.Supp. 189, 191 (W.D.Mo. 1941), affd O'Malley v. United States, 128 F.2d 576 (8% Cir. 1942),
rev'd on other grounds Pendergast v. United States, 317 U.S. 412 (1943).

107.Id. at 191-92 and 195.
108. Pendergast, 317 U5, at 422.
109. Elmore, supra n. 92 at 507.
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in the aforementioned states § 2 of the same act.110
The language of the statute hasn’t particularly
changed since then 111

Among other things, the indictment charged that
the member companies of South-Eastern Underwrit-
ers controlled 90% of the fire insurance and allied
lines sold by the stock insurance companies in the
aforementioned states. 2 According to the majority
opinion in the Supreme Court, not only were
premium rates fixed, the agent or brokerage
commissions were also fixed; brokers and agents who
did not cooperate were boycotted; uncooperative
insurers were cut off from reinsurance, “and their
services and facilities were disparaged; independent
sales zgencies who defiantly represented non-
5.E.U.A. companies were punished by 2 withdrawal of
the right to represent the members of S.E.U.A; and
persons needing insurance who purchased from non-
S.EU.A companies were threatened with boycotts
and withdrawal of all parronage.”™!? Interestingly,
some of the key allegations against the companies
that were part of South-Eastern Underwriters were
not, at least conceptually, terribly distinet from part of
the charges in the Spitzer Suit. Of course, the
accusations in South-Eastern Underwriters appear to
have been made against insurance companies, while
charges in MarshMac were against a brokerage house.
At the same time, as we shall see, it is clear that
insurance companies were also involved in the
MarshMac scandal.

[t is unclear from the opinions written by federal
district Judge Underwood in the trial court and by the
various justices in the Supreme Court exactly which
individuals were indicted, or what they did.
Apparently, virtually all of the member companies of
the South-Eastern. Underwriters Association were
indicted. The association and the individuals fled a
demurrer on January 13, 1943. The District Court
granted the moton on August 5, 1943.11%  This
entitled the loser to a direct appesi 1o the Supreme
Court of the United States, and the United States
sought relief. It gotit. The Supreme Court reversed
the dismissal of the indictment, and sent the case back
to tial.!® It is worth keeping in mind that the
Supreme Court of the United States decided another
significant insurance case on the same day it decided
South Eastern Underwriters. That case, Polish
National Alliance, had at least as much to do with
lzbor organizations ss it did with insurance, although
the court decided in that case that the business of
insurance could be both commerce and interstate
commerce. 16 (3t is also worth remembering that the
United States Supreme Court heard the Pendergest
case involving contempt citations just a year before it
decided South Eastern Underwriters.)

The South Eastern Underwriters defendants
argued various propositions in the district court, all of
them connected with the basic idea thart the business
of insurance was neither trade nor commerce and
hence not regulated by the Sherman Act.!¥ For its

110. See 15 U.S.C. §§ 17, 15 (2004). Sea United Siates v. South-Eastern Undenwriters Assm,, 51 F.Supp. 712, 713 (N.D. Ga. 1943),

rev’d 322 1.5, 533 (1944).

111. Fhere was alengthy history of insurance not being counted as commerce, The supreme court had decided a number of cases

under that strange doctrine, beginning with the famous Paul v.

Virginia, 75 1.8, 168 (1869). See Carrol! Fairman, RECONSTRUCTION

AND REUNION 1804-1888 (PART ONE) 1396-1302 (1971). (This volume is Volume VI of the History of the Supreme Court of United
States which is The Oliver Wendell Holmes Devise, Not ail of it has been either written or published).

112.322U.5. at 535. The Court siates in its 0.1 that the phrase “allied lines” is described in the indictment as “inland navigation and
transportation, inland marine, sprinker leakage, explosion, wind storm and tornzdo, extended coverage, use and occupancy, and

rigl and civil commaotion insurance.™

113. /. at 535-536.  The description of the indictment by Chief Justice Stone in note # 1 of his dissenting opinion is similar: the
Indictment “charges an agreement (2) to fix premium prices, (b) to fix commissions paid, (c) w adapy reclassifications of risks on

- the basis of which premium rates were fixed, (d} to adhere to standard terms, conditions, and clauses in the insurance contract, ()
to withhold reinsurance facilities from noa-members of the South-Eastern Underwriters' Assodation, (f) to withdraw from and
refuse to enter agencies representing non-members, (g} to boycon and withhold patronage from purchasers of insurance from non-
members, (h) o disparage the services and facilities of non-members, (©) t0 establish and maintain rating bureaus 1o poiice and
maintain these agreemenss, {and] () to establish and maintain boards and groups of agents for the same purpose.”

114. 1. at 715,
115. 322 U.8. 533.

116. Polish National Alliance of the United States of Novth America v. National Labor Relations Board, 322U.S8. 643 (1944). The
Seventh Circuit case which gave rise to this decision was decided shortly before the Adanta federal district court dismissed the in-
dictment in South Eastern Underwriiers. Curioush ,Judge Underwood ignered the Polish National decision,
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part, the District Court, recognizing that the United
States Supreme Court had said similar things
repeatedly, held itself to be bound by this view.
Consequently, the conspiracies alleged in the
indictment were not “conspiracies in restraint of or to
monopelize interstate trade or commerce, The
indictment, therefore, d[id] charge Federal offenses
and should be dismissed.”**® The Supreme Court
pivoted the other direction, and heid that the
Supreme Court had never ruled that congress lacked
the jurisdiction to classify the business of insurance
as interstate commerce. It concluded that the
Sherman Act did not, because of its silence as to
insurance, specifically fail to regulate insurance.
Congress certainly had the jurisdiction to do so. The
majority number was quite narrow, aithough virtually
thee entire Supreme Court agreed that the business of
insurance was in fact commerce—or, at {east, involved
commerce in various ways—and could be regulated
by congress, if it explicitly chose to do so.

The details of the South-Eastern Underwriters
decisions are not of interest hers. The allegations in
the indictment are. As nearly as one can make out
from available historica! literature, and from available
case citations, no one has ever denied that the facts
alleged in the indictment were pretty much true.
Apparently, the defendants were willing to stipulate to
all or most of the facts since they were not really at
issue. M If they were true, there was 2 first-class price
fixing scandal proceeding with wild abandon. Iris not
entirely clear what impact the case had. Most
significantly, it does not Jook like the case was ever
tried and consequently, it doesn’t look like anybody
ever wernt to jail. Second, shortly after the decision of
the United States Supreme Court, bills were
introduced in Congress to decide to exempt
insurance companies from anti-trust statutes., The

most significant was known as the Walter-Hancock
Bill, introduced at the request of the stock fire
insurance companies.”’®  There was a substantiai
lobbying effort by the insurance industry to get the
bill passed. Members of Congress received
substantial mail asking for support. “The uniformity

" of the leters suggested a well-organized carefully

inspired <:am}:>aign.”121

The House passed the Walter-Hancock Bill almost
immediately.** The Senate declined. Opposition
arose. The United States Attorney General oppased
the bill. He took the position that the Department of
Justice would not proceed immediately with regard
to the criminal wial anyway. Instead, the insurance
companies were to be given time to reorganize their
markets and their marketing behavior. Arorney
General Biddle's move “removed the pressure on the
Senate toactimmediately.” The Attorney General also
wanted to give the states time to come up with
statutes they could use to regulate insurers.

Eventually, the Walter-Hancock Bill came to 2 vote
in the Senate, After passing once, it was defeated,
however, on September 21, 1944. Apparently,
President Roosevelt—this time Franklin—had indi-
cated that he would vero the bill if it was passed.

Eventually, of course, Congress passed the
McCarran-Ferguson Act which restricted federal
involvement to some degree, but not exclusivelylzs
The most significant part of the Act is § 2(b) which
provides as follows:

No Act of Congress shall be construed to
invalidate, impair, or supersede any law
enacted by any State for the purpose of
regulating the business of insurance, or which
imposes a fee or tax upon such business,
unless such Act specifically relates to the

117. As Elmore points out i his fascinating essay, the motive argument changed considerably berween the district court and the

supreme court. That need not concemn us here.
118. id. at 715.

119. Elmore, supra n. 92 at 508.

120. Meder, supra 18 at 68.

121. 14, The public wasn't terribly interasted, for the most part.

122. There was, of course, previous legislative history during the pendency of the Sowth-Bastern Underwriters' case. One particu-
lasly interesting feature of the early legislative history 2nd legislative controversy was the reaction of a congressman who was also an
insurance agent: “Representative Walter C. Ploser was a stock insurance agent himself, being president of Ploser, Watts & Company,
2 St. Louls insurance firm. He was sharply critical of McKiurick's testimony.” fd. at 506,

123.15 US.C. § 1011 et seq. (2004),
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business of insurance, 124

In other words, Congress may specifically regulate the
business of insurance by specifically saying that that’s
what it's doing. Its acts may regulate insurance
markets and the behavior of insurance companies ¥
they do not “invalidate, knpair or supersede” state
laws passed for the purpose of regulating insurance.
These three quoted words have come to have critical
importance. They are, to some degree, derived from

Chief Justice Stone's opinion.lzs

This case suggests—if it does not entail—that the
actions of the Justice Department were focused upon
country-wide price fxing, attempts to monopolize,
and attempts to control brokerage. Three observa-
tions are appropriate. First, market habits of insurers
changed dramatically after the case was decided and
federal legislative authorities stumbled around for a
while. Second, the lack of passion and denial of the
facts alleged in the indictment was significant then,
just as it is now, as we shall see later in the article.
Third, some of the insurance brokers involved at the
time had to be substantially responsible for at least
some of the machinations and wrongful conduct
which the insurance industry laughingly claimed was
virtually and impliedly guaranteed by the Constitu-
tion. :

RICO Insurance Scandal

Recently, the United States Supreme Court held
that private lrgants could uuilize the Racketeer
Influence and Corrupt Organizations Act ("RICO"),ZZG
as 2 foundation of attack when seeking mulriple
damages from insurance companies, under at least
some circumstances. Aunanimous Courtin Humana

124, 15 U.S.C. § 1012(b).

TS

v. Forsyth heid that RICO does not invalidate, impair,
or supersede seare regulatory laws. Indeed, the court
held that “RICO can be agylied .+ . in harmony with
the State’s regulation."l Of course, ultimately,
whether RICG is being used in a way that is forbidden
by the McCarran-Ferguson Act will depend upon the
facts of the litgation, possibly the strategy of the
litigation, and perhaps other factors as well. This issue
is not terribly important to the topic of this essay.
What is important in reviewing Humana are the facts
alleged.

The plaintiffs brought a case in federal district
court against Humana, Inc. They were beneficiaries
of group health insurance policies issued by Humana
Insurance. For hospital charges, the specified co-pay
(after decuctible) was 20%; Humana was to pay 80%.
However, Humana set up an agreement with at least
one hospital whereby it, a5 an insurer, received a large
discount, which was not passed on to insureds.
According to the district court, the discounts Humana
received ranged between 40% and 96%.1% The
insureds were not informed of this secret arrange-
ment between the insurer and the hospitals. "As a
result, Humana Insurance paid significantly less than
80% of the hospital’s actual charges for the care that
the policy beneficiaries received, and thebeneficiaries
paid significantly more than 20%.%*  (The District
Court granted Humana a motion for summary
judgment based upon § 2(b) of the McCamran-
Ferguson Act (ie. 15 U.S. § 1012(b)). The Ninth
Circuit reversed. There was a division among the
various circuits with respect to the question “Does a
federal Jaw, which proscribes the same conduct as
state law, but provides marerially different remedies,
‘impair’ state law under the McCarran-Ferguson
Act130

125. Brigffor United Stares as Amicus Curiae supporting Respondents, Humana, Inc. v. Forsyth, 1998 WL 644651 (1998). Iruerest-
ingly, Senator McCarran is not primarily remembered for the famous McCarran-Ferguson act. He is primarily remembered for being
a passionate and powerful anti-communist. He is also described a3 both shrewd and vindictive, He is taday regarded as much more
politically interesting than Joe McCarthy, although McCarthy made a lor of noise. Michael J. Ybarra, WASHINGTON GONE CRAZY: SEN-
ATOR PAT MCCARRAN AND THE GREAT AMERICAN COMMUNIST HUNT {2004).

126. 18 U.S.C. § 196 e seq. (2004).

127. Humana, Inc. v. Forsyth, 525 U.5. 299 {1999). Por an interesting zccount of the RICO aspects of this czse, which also involved
anti-trust aspects, see Michael }. Mueller, Humana, Jnc. v. Forsyth: The Insurance Business is Now Subfect to RICO.... Is This the End

of the McCarran-Fergusan Defense for Insurers? 29 RICO Law REPORTER, 204 (February 1599).

128, Forsyth v. Humana, Inc., 827 F.Supp. 1498, 1503 (D.Nev. 1993), rev'd Hiomana v. Forsyih, 114 F.3d 1467 (9th Cir. 1997), affd
525 11.5. 299 (1999).

129, Humana, 525 U.S. at 303,
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After the Supreme Court decided the case,
Humanz announced its disappoinument, especially
because it was “one of the first companies in its
industry to have a corporate Code of Conduct and a
formalized corporate compliance program[.]” Be-
cause of these facts, perhaps among others, Humana
announced that it continued “to believe that its
business conduct ha[d] both legal and ethical.” Part
of its defense in the underlying court, and in its public
relations publications was that

it was not uncormmon for patients 1o pay as
co-insurance a percentage of the gross
hospital bill rather than a percentage of the
discounted charges negotiated between
hospitals and health plans. In fact, this is the
manner in which the federal government
settles  the claims of providers and
benefictaries who pareicipate in the Medicare
program, 131
In the district court proceeding, Humana also tried to
defear the co-payer plaintiffs by pointing cut that it
had disclosed what it was doing to Nevada regulatory
authorities. The evidence apparently was that
Humana did not make this disclosure to its insureds;
indeed, the insureds argued that Humana concealed
it from them.
This case eventually settled. On July 23, 1999,
there was published and distributed a “Notice of

Proposed Settlement of Class Action and Hearing.”

The hearing was to be held on November 30, 1999.
Humanaz denied it had done anyihing wrong. At the
same time, it “agreed to pay $28,800,000, which has
been deposited in escrow, to be used to pay the claims
of the Class Members and attorneys’ fees and
costs.”132

130, Humana, 525 U.5. at 305.

It would be very difficult to descdbe what
happened, at least allegedly, in the Humana case in
Nevada without describing it as a scandal, If the
allegations in the petition discussed in the various
courts were true, the insurer was profoundly
dishonest with its insureds. So farasIcan tell, agents
and brokers were not accused of wrongful conduct in
this case. If they knew, however, what Humana was
doing, and they failed to make sure that insureds also
knew, that would be scandalous dishonresty from the
point of view of the agents and brokers.

Receat AIG Scandals

At least in commercial circles, one of the best
group of insurers in the country is the Amercan
International Group, or AIG. It consists of 2 number
of insurers, as almost everyone in the industry well
knows. National Union Fire Insurance Company of
Fittsburgh, Pennsylvania, an AIG company, is perhaps
being the best known of the various insurers. AIG has
an interesting history!® It also has a complex
reputation. Many risk managers for insureds believe
that one should use AIG oniy if one has to, since
getting benefits is not always easy Many insureds
beiieve it to be uniformly difficult. Many policy holder
lawyers believe that insureds have to struggle with
AlG to get paid sufficiently Many lawyers who
represent AFG resent bitrerly the fact thar AIG is often
thought to be outrageously slow in paying its legal
bills. Many commentators tracking financial markets
are convinced that AIG looks after its own interests in
a5 many ways as it can find. Not only has it grown
substantizlly over the years, it has been quite
profitable most of the time. 134

In recent years, AIG has been implicared in three
or four very sophisticated financial scandals, or—at
least—quasi-scandals, one of which (and the one

131. News Release, Humana Statement Response to U.S. Supreme Court Decision, HUMANA: CORPORATE COMMUNICATIONS (January
21,1999).  Actually, what the district court had said regarding Medicare was that the public system and the private systemn were

somewhat similar. 8§27 F.Supp. 1517 at 8,

132, The “Class Counsel will petition the Court {1) finally approve attorneys’ fees in an amount no greater than $11,800,000, znd (2)
to finally approve costs in an amount no greater than $900,000. Defendants have agreed to pay attomeys’ fees and costs in this
amount from the Settlement Fund and will not oppose Class Counsel’s Petition. Forsyh v. Humana Inc., CV-5-89-00249-DWH LRL
(D.Nev. 1999). .

133, Not all of its history is in the United States. See Catherine R. Duffy, HELD CAPTIVE: A HISTORY OF INTERMATIONAL INSURANCE IN
BERMUDA (2004). Except for ACE and Lloyd's f London, AFG is probahly discussed in this book more than any other single insurance

group,
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which may not actually be scandalous but only
bothersome and litgation generative) involves
brokerage. To some degree, these eventis resemble
the financial historical times in which we live.
Unquestionably, AIG has been deeply invalved in
financial arrangements, while calling them insurance,
which the Security Exchange Commission (SEC) has
criticized sharply. In some of these cases, litigation,
pear litigarion, or governmental inguiries and
challenges like litigation have resulted.

Brightpoint

Brightpoint, Inc. is a distributor of mobile-phene
data services. Its main office is in Plainfield, Indiana.
In 1998, at least according to the SEC, Brightpoint
discovered that one of its European units lost twice as
much money as Brightpoint had publicly announced.
Asa result, Brightpoint wanted 1o hide $12 million (or
50) in losses. According to the SEC, it sought help
from AIG's National Union Fire Insurance Company
of Pittsburgh, Pennsylvania by means of Nadonal
Union's Loss Mitigation Unit.

Basically what happened was that the AIG
Company issued an insurance policy which would pay
for lasses that had already occurred. Sometimes, this
is calt 2 “retroactive policy.” In effect, it covered a
substantial fraction of Brightpoint's losses and
required Brightpoint to pay & substantially larger sum
over a three-year pedod. The numbers were
something like this. Brightpoint needed to hide a
$12+ million loss. The AIG company agreed to pay
$11.9 million in various installments. “Brightpoint
reported the money recetved from the AIG Company
as an insurance receipt. Brightpoint then paid AIG
monthly payments of $15 million over three years."135
Money thus fiowed back and forth.

The insurance policy itself contained two
significantly different sections. One of them, Limit B,
was 2 fidefity policy. The other one, Limit 4, was the
retro policy, although it was not referred o as such

[VSURANCE LITIGATION

eitherin the binder orin the policy itseif. The insuring
clause for both parts provided as follows:

The AIG Company shall indemnify the
Insured for Lost Assets unless otherwise
excluded by terms and conditions of this

pc>liu:y.13’6

This insudng agreement applied o twWo parts of the
poticy, Limit A and Limit B. The former of those two
had anaggregate limétof $15 million, while the: second
had a per loss limit of $15 million. At the same dme,
the second limit was subject to a large list of
exclusions, while the former had no exclusions at all.
Thus, as the SEC Order put it, “virtually every single
“Joss’ of ‘assers’ is covered under Limit A up to an
aggregate amount of $15 million. Limit B, on the
other hand, essentially provides prospective Gdelity
insurance coverage, which is severely circumscribed
by the exclusions.” i

According to an article in BUSINESS WEEK, “AIG's
own accountants have designed the policies 1o fool
auditors into believing they were traditional insurance
poiicies."157 According to the same article, AIG also
turned over 1o the SEC eventually

an internal white paper, writren in 1997 by an
AIG accountant and circulated widely among
AIG’s top insurance-unit managers. The
paper outlined a new type of ‘non-traditional’
insurance product. Its main attribute:
lincome  statement smoothing’  using
retroactive insurance that lets clients
recognize losses over several reporting
periods-exactly what AIG did for Bridgepoint.
The paper, says an SEC document, conceded
that accounring rules were designed to avoid
such a smoothing effect and outlined ways to
avoid such ‘unintended
accounting . . . conseguences.” AIG, the SEC

134.( have myself worked for AKG or for various AIG insurance companies at various tmes. Mostly, [ have worked as an expert wit-
ness in firly large scale cases. Frequently, these cases are quite complex. Sometimes, the claims are simpler than they have to be.
Sometimes, the claims can reasonably be interpreted to be overly aggressive, with a focus of unjust maximization. Conseguently, in
my personal opinion, some of the ardrudes of insureds and policyholder lawyers are less than perfectly valid, at least.)

135.Theo Francis and Christopher Oster, Hidden Loans May Be Rife Among Insurers, Wall STREET J. C1 (October 29, 2004).

136. “Order [of SEC] Instituting Cease and Desist Proceedings, Making Findings, and Imposing 2 Cease-and-Desist Order [Erc.] as

to Brightpoint, Inc.” (September 11, 2003). hupu/wrarw.seC.20v it

ion/adm, 284. .

137, Paula Dwyer and Diane Bradey, AIG: Why the Feds are Flaying Hardball, BUSINESS WEEK 4243 (Gctober 18, 2004).
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says, marketed their new products on a large

SCEL]E:.”BS

The article in BUSINESS WEEK describes the white paper
as a “smoking gun.” The SEC irself describes the “LMU
White Paper” in little detail, and it describes AIG's
marketing efforts to the same degree.’” According
to the SEC, the “White Paper” was distributed by an
LM founding member to more than 30 executives at
AIG companies. Some of them provided guidance on
how to deal with accounting znd regulatory issues.
The White Paper was used a5 4 general reference
document for structuring LMU transactions and to
provide information t@ assist AIG personnel when
addressing ‘general questions’ ‘posed by the
brokerage community and clients regarding LMU
deals.! The accounting discussion in the White Paper
was written by an AIG accountant who was employed
in AIG's conralier’s office towork on special projects.
MU made at least 46 power-point fype presentations
to AIG divisions around the United States. These
presentations were also marketed to third paries.
Significandy, “the LMU policy that AIG sold w0
Brightpoint precisely following the blueprint de-
scribed by the White Paper and in LMU marketing
materials.”

Fairly early in the Brightpoint investigation,
Brightpoint paid fines; Brightpoint officers paid fines;
and AIG paid $10 miilion in fines. Although AIG
marketed to brokerage firms, no broker or agent, was,
at least in appearance, involved in the Brightpoint
matter. However, a key person in the Brightpoint
rmatter was a professional risk manager who spent
most of his time working for Brightpoint, though he
was not its employee, He was, according to the SEC,
“keenly aware of the accounting issues.” (He was also
substantially involved in negotiating 4 deal). He was
a defendant in the civil action the SEC brought against
Brightpoint, AIG, and three individuals. All of the rest
settled except him. Why he did not setile is never
made clear in the SEC documents. Perhaps there was

138. Id. at 43.

a side deal. Perbaps he played something of an
informent role, a role we will be seeing again n
MarshMac.

The fundamental question here is whether the
transaction made to look like insurance is actual
insurance or whether it was reaily a loan:

At the heart of the issue is risk: normally, an
insurer is paid a specific amount of premiums
to take on the risk of uncertain size and
timing, With policies lile the Brightpointone,
and more-complex variations that insurance
companies themselves have bought for nearly
two decades, the dsk of loss is Hmited, and
sometimes even eliminated. That transforms
an “insurance” transaction intc one more
resembling financing [i.e., more resembling a
loan] 14

Sometimes, arrangements which look like insurance
policles but are in someways much more like loans or
other types of financing are called “finite-risk

insurance” or “financial reinsurance.” ™ The
reinsurance industry is deeply involved in smoothing
earnings, of course. Indeed, the function of
reinsurance is 1o protect insurers from slam-bang
losses. Still, reinsurance policies are not usually loans
in disguise.

Securities regulators have been concerned about
the use of insurance policies 1o “smooth  out
companies’ earnings hiccups” have been drawing the
attention of the SEC for several years. When the SEC
settled with AIG over the Brightpoint matter in
September 2003, the SEC characterized AIG’s ar-
rangement which looked like a “finjte insurance
policy” as something helping Brightpoint commit
fraud. The contract was noL an insurance policy, said
the SEC, but 2 loan. As already indicated,

For a policy [ie., contract for the insurance
company] to be considered true insurance, it

139. LMU in SEC documents refers ro National Union’s Loss Mitigation Unit. SEC “ordered ... Making Findings and Instituting Re-
medial Sanctions and 2 Cease-And-Desist Order ... as to American Insemational Group, inc. [in the Brighepoint matter|" {September

11, 2003). 1ttg-[[mw,iec.gow‘litigmg‘gnmdmmﬁﬁ' {7477 hun,
140, Id, at C3.
141. /4 ar C3.
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must involve a transfer of some risk to a party
receiving the premiums. . . . Finite insurance
has been around since the 1980's. It became
enormously popular in the late 1990's as COStS
related to ligigation in the United States
rockered and companies had an increasingly
difficult time accurately assessing  their
potential liabilities. In this environment of
unknowns, limiting exposure through finite
insurance took off in popularity. Adding to
the appeal was its effect of smoothing volatile
earnings, which corporations have come L0
dread because their stocks had declined
significantly ~ when earnings take an

unexpected hit.}4

Thus, some finite insurance policies really are
insuracce. Others are not. The ones that are not aré
made to look like insurance policies. This is true both
physically and verpally ~ Nevertheless, from a
conceptual point of view, the cONtracts are more jike
loans than they are more like loans than they are like
insurance and so they are—to 50ME extent—phoney
and possibly fraudulent.

Special Purpose Entities

One of the great scandalous events of the last
decade is a series of events surrounding Enron. A
great deal has Deen written about this enormous
catastrophe. Hugeamounts of money have beer: lost.

\SURANCE LITIGATION

People and at least one entity have been convicted of
crimes. An accountng frm has failed. It too hasbeen
convicted of a crime. That crime is presently on
appedl to the United States Supreme Court, and the
court has agreed to hear the cese ¥ As one might
expect, the Enron scandal has an insurance feature.
Directors and officers have been sued. Layer upon
layer of D&O coverage have been paying legal fees.
In 2004, the D&Q carrier started to settle on behalf of
the independent directors. Others involved in
various lawsuits tried to prevent it from happening. It
happened, although the directors themselves had 1o
put up some of the money because of some of the
attegations which were not covered.M¥  This also
happened in the case of WorldCom at around the
carme time. 145 One wonders how much cONtroversy
there will be over D&0O coverage in the case of
MarshMac.

To some degree, one of the AIG scandaious
shenanigans conceptually resembles some of the
events that occurred close to-Enron and/or as part of
thar set of scandals, although no similar financiai
disasters have resulted in the separate AlG case. In
order to understand how &t least one of these
arrangements worked, it is necessary to understand 2
general cONCepL. The concept is the special purpose
entity ("SPE”) or {(sometimes as) the special purpose
vebicle. Because SPEs came 1o the broad atrention to
the American public as a result of the Enron case, my
discussion of SPEs here will, toa considerable extent,
focus on the Enron matier My intention for

142, Gretchen Morgenson, $.EC Wants a Monitor o Examine ALG.'s Booles, NEW YORK TIMES, C1, C5 (November 3, 2004): The
derailed documents vailable from the SEC on the internet, discuss two restatemnents by Brightpoint, and perhaps AIG, of their busi-

ness arrangement. The SEC at least implies that these resta

tements make the arrangernents between Brightpoint and AIG even

worse than when they started, since they were warking hard to deceive and 1o avoid getting caugh.
143.The most Bmous boock fght now is that of Bethany McLean and Peter Blkind, THE SMARTEST Giys M THE RooM: THE AMAZING
RISE AND ScCANDALCUS FALL OF ENRON (2003). Bothof these people write for FORTUNE magazine. In my judgment, the best book is

Lauren Fox, ENRON: THE RISE AND FALL (2003).

144, Kurt Eichenwald, Ex-Directors of Enron to Chip on Settlem
145, Jonathan Wile and Shawn Young, WorldCom s Steep Price,
Apparendy,
the director of a substantal New York retitement pension fund.
the case of WorldCom, it was also the morality of one of the plaintiffs, See Editorial, Directors on

Com was not the same as the problem in Enren.

ent, NEW YORK TIMES €8 (January §, 2002).

WaLLST. ]., C1 (January 7, 2005). Ingerestingly, the problem in World-
the probiem in WorldCom was insisted upon by one of the plainiffs,
Thus, it was not simply the insurance company insisting, at least in

Norice, NEw YORK TIMES A30

(January 8, 2005)- (“The New York State Cormmon Retirement Fund has just done the cause of better corporate Zovemantces of ser-
vice as part of abroader $54 million settlement larpely engineered by the fund, 10 former directors of the telecommunications giant
worldCom have agreed to fork over #18 million of their own money 10 settie a class-action lawsuit brought by the fund and other
angry investors who tost hundreds of millions of dollars when the company collapsed in 2002, the Jargest bankruptcy in history.”
See also Gretchen Morgenson, {f Directors 51008, Now They Moy Lose, NEW YoR TIMES § 3.1 January 9, 2005). ¢'[T]he 10 direc-

1ors agreed to pay one-ffth of their aggregate net worth 10 make the matter go away.

[9] They did so because Mr. [Allen G.] Hevesi

[Compurotter New York State and trustee of its Common Revirement Fund)] insisted . . . . Insistence like this, however, is too unusu-

al”
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formulating the discussion in this way is S0 that
readers will be reminded of what they already know.
Here's how they work. In general, SPEs have been
“controlled” by FAS [Financial Accounting Standard]
148, at least in part. They are usually partnerships,
although they may take other forms; sometimes they
aretrusts. Sometimes they can be corporations. One
of their principal uses is to sponsor “off-balance sheet”
financing. When used rhis way, there is substantial
agreement that SPEs can seriously distort a
company's financial picture and destroy or impede
transparency. Sometimes, as they were to Enron, they
are used to make 2 lot of money for company
executives, e.g., CFOs. Thus, SPEs constinute a
promising foundation for sharehelder litigation.

One of the key issues involving SPEs concerns
when they should (or, in some sense, must) be versus
when they need notbe consolidated into the balance
sheet or other financial documents of the entity
sponsoring and using them 140 There is no generally
accepted precise and detailed rule about consolida-
tion. Nevertheless, there are a number of accepted
general principles. There is also a number-za crucial
one. '

There is z presumption that consolidated
statements are more meaningful than separaie
statements and that they are usually necessary for a
fair presentation when one of the companies in 2
group directly or indirectly has a comrolling
financial interest in the other companies.” 147 The
now famous POWERS REPORT easrly in the Enron fiasco
has described this as a “presumption in favor of
consolidation.”}4® That presumption is 2 cornerstone
of the REPORT and many critiques of Enron.'® The

creation of the Powers Commitee is not entirely
dissimilar from the creation of the Frick Commitiee
nearly 100 years earlier. The results in the end were
not the same.

This presumption can be overcoms only if two
conditons are met. First, independent owners of the
SPE must make @ meaningfil capital investment in
the SPE and that investment must involve meaningfil
rishs and rewards during the entire term of the
transaction. 1f there is only a nominal outside capital
investment the initial invesiment is withdrawn or
extinguished during life of the investment or if the
Hsks are really illusory, then the SPE should be
consolidated. The staff of the Securities Exchange
Commission has taken a position that 3% of the: total
capiral SPE is the absolute minimum acceptable
investment, The outside investment canol be less
than this, if an entity is actually tobe a SPE. Depending
upon the facts and circumstances of each SPE, it may
need to be more, “Investments are not at sk if
supported by 2 letter of credit or other form of
guaranty on the initial investment or guaranteed
return.”150  Why only 3%? Ofien much of the
remainder is borrowed by the majorty owner
sometimes from the 3%+ owner.

Second, one or more independent owners must
exercise control over an SPE to avoid consolida-
tion. B! This means that the sponsoring company
may nof have control. If the sponsoring company—
something like Enron—has control, the SPE must be
consolidated, and then placed in the balance sheet.
Whether an entity has control is governed by 2
subjective and pragmatic standard. Formalisms are
irrelevant, Legal ownership is not dispositive. The

146, Peter JeBrey, International Harmonization of Accounting Standards and the Question of Qf-Balance Sheet Treaiment, 12

DuUKE J. COME. & INT'L L. 341 (2002).

147. Accounting Research Bulleiin No. 51, promulgated by the Financial Accounting Standards Board (1959). (Emphasis added.)

148, (REFORT OF INVESTIGATION BY THE SPECIAL INVESTIGATIVE COMMITIEE OF THE BOARD OF DIRECTORS OF ENRON CORPORATION 39
(February 1,2002). William Powers was then and is now Dean of the School of Law at the University of Texas-Austin. “The theme
of the [POWERS R]EFORT remains consistent from deal-to-deal: Officers who should havebeen concerned with doing their Bduciary
duty 10 shareholders instead of cooked up Rube Geldberg-like structures (0 dircumvers already weak zccounting rules. Not only
did the venuures engage in transactions that viclated accounting rules, the report says, byt numerous transactions were done that
*served no apparens business purpose for Enron’ and appeared ginned up merely 1o generate fees for insiders.” Rebecea Smith and

Joha R. Emshwiller, Enron Internal Probe Finds Wide Abuses,

WALL ST. J. A3 (February 4, 2002). The same article observes that

there were ather abuses which the POWERS REPORT did not discuss. “[A]llegaiions have emerped concerning possible fraudulent
accounting schemes at several Enron urits inciuding Enron Energy Services and Enron Broadband Services.” The repost has been
criticized for being too narrow. Some have contended that the cordial relatioaship between Vinson &Elkins and the University of

Texas School of Law role in the report being more critical than

+ should have been, Ralph K. M. Haurwitz, Enron’s Fall Cast Shadow

on Law Firm with UT Ties, AUSTIN AMERICAN-STATESMAN A1 (March 12, 2002). Those who know any of the authors of the report are

inclined to doubt this critique.
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actual and concrete rights of investors are imporrant.
It is the right to control in reality which must be
observed and not simply paper rights. “Accountants
often look to accounting literature on partnership
contral rights for guidance in making this evalua-
tion.”1%* The ExAMINERS' REPORT Is extremely helpful
on the legal standards applicable to determining
whether something is or is not an independent SPE.
Some lawsuits are exploring these marters as well.
The Dresdner Bank was the lead lender on one of the
Enron SPE partnerships, and it has sued the
controversial partnership. Probably, by means of
lawsuits such as this, the nature of the Enron SPEs will
be elucidated as time passes and factual information
evolves. 153

As is now well-known, extensively documented,
and widely discussed, many of the key related-party
SPEs designed and sponsored by Enron did not meet
either of the requirements for non-consolidation.
Often, these SPEs were in fact controlled by Enron,

albeit indirectly-through its own employees who
owned part of the SPEs (or the entities controlling the
SPEs). Frequently, the outside investors did not have
any actual, reéal risk. Actions involving the SPEs were
frequently very complicated on paper  This
complexity was largely a fantasy. A lot of the
complications were designed to be difficult to
determine who has control and whether there is oris
not real risk. No consensus has emerged, as yet, as to
whether this conjecture is true. Whoever designed
these structures was trying to make it difficult to figure
them out, i.e., they were trying to hide and conceal.
Unquestionably, it was the respensibility of some
internal accountants and some members of the Enron
finance department to monitor the design of
sponsored SPEs. Customarily, this was also a function
of some members of the corporate legal staff. 154 g
was also a responsibility of cutside auditors. It may
also have been—as it often is—the function of outside
counsel. That would include both outside counsel for

149, The PowEzs REPORT was, of course, critical of Baron's Board of Directors. ‘The POWER'S REPORT is one of the few documents of
its kind ever reviewed in the literzry press, or anywhere else for that matter. See Jeff Madrick, Enron: Seduction and Berrayal, 49
NEW YORK REVIEW OF BOOKS 21 (March 14, 2002). The coverannouncement for this review was 72 Fe Charms of Enron, and the review
itself has a delicious picture of an innecent-locking, smiling Ken Lay with his left hand in Uncle Sam’s pocket. Sam looks surprised
and bewildered. There is a new report, even more recent than the POWERS REPORT, released on Sunday, July 7, 2002 by the Senate
Permanent Subcommittee on Investigations which “paints the [Enron] Beard i a harsher light,” than THE POWERS REPORT. -Richard
A Oppel, Jr., Senate Panel Says Enron’s Board Could Have Stopped High-Risk Practices, NEW YORK TiMES 15 Quly 7, 2002). (Among
the criticisms fced by the SENATE REFGRT are these: The Board was warned of Enron’s very risky accounting practices; the Board
received information that Fastow had 2 remaricable $2 billion in funds in six menths and failed 1o ask how; the Board granted Fastow
2 waiver 1o enrich himseif; but did not investigate other situations in which waivers were not giver; the Board “knowingly allowed
Enron to move at least $27 billion or almost 50 percent off balance sheet™™; the Board knew that the SPEs involved enormous risk,
which might result in the issue of tens of millions of new shares; and the Board allowed senior management to enrich itself. This
material is probably the same as is relied upon by the PowgRs REPORT with more colorful conclusions. Apparently, David Dunca,
Arthur Andersen’s Chief Auditor, told a board of directors meeting in February 1999 that “the accounting firm was ‘on board' with
the Enron transactions—'but many push limits' and other auditors might zke a ‘different view’ about the accaunting.” Michael
Schroeder, Erzron's Board Was Warned in ‘9% on Accouniing, WALL STREET JOURNAL A-Z (May 8, 2002). Apparently, Enron paid about
$681 million in cash and stock options to 140 senicr managers, including at least $67.4 million to former Chairman and Chief Exec-
utive Kenneth Lay in the year up to Dec. 2, 2001, when it fled for bankrupicy-court protection{.]” Kathryn Kranhold & Mitchell
Fachelle, Fnron Paid Top Managers $681 Million Even As Siccks Siid, WALL STREET JOURNAL B1 (June 17, 2002). Apparently, Enron
executive honuses were tied to the price of the stock. This provided 4n incentive to move pocrly performing assets to SPEs off the
balance sheet, thereby keeping the price of the stock high and “justifying” the bonuses.” Kurt Eichenwald, Enron Paid Huge Bo-
niuses in 01 Experts See a Motive for Cheating, Nw YORK TIMES Al (March 1, 2002). (Itshould be remembered that Arthur Ander-
sen was convicted of a crime in conjunction with Enron in Houston, Texas in 2002, That conviction was zffirmed by the Fifth Circuit.
On January 7, 2005, the United States Supreme Court agreed to undertake 2 review of the conviction, mastly on the basis of the fury
charge. The position of Arthur Andersen in seeking a review by the Supreme Court was supported by the National Association of
Criminal Defense Lawyers and by the United States Chamber of Commerce. Linda Greenhouse, Supreme Court World Review Corn-
viction of Arthur Anderser, NEW YORK TIMES B3 (January 8, 2005).

150. POWERS REFORT at 39,

151. /d.

152. 14, .

135 .Mitchell Pacelle, Lawsuit Reveals a Tangled Envon Web, THE WaLL STRzET ]. C1 (September 25, 2002}

154. It has been reported, for sxampie, that Lay defended the treatment of the SPEs pariy on the grounds that the corporate legal
staff had “signed off” on them. Jake Tapper, Secret Hires Warned Enron, January 20, 2002, (2002 WL 6444651).
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Enron and ourside counsel for the SPEs. Some of the
problems with SPEs crept into existence. SPEs were
first used as financing and securitization devices in
Enron’s gas trading operation. In that contex, their
use was perfectly acceptable and probably helpful in
many ways.!5

The Financial Accounting Standards Board has,
for some time, sought to tighten up on rules regarding
SPE disclosures. Enron opposed this move, So did
many other companies, including GE, GE Capital,
Bank o©f America, BankOne Corp., Capital One
Financial Corp., Citigroup, Inc., Household Interna-
tionzl, and MBNA Corp. More disclosure was
described as “disclosure overload.”

The beat goes on. In March 2002, at the Bond
Market Association’s New York Headquarters,
officials of the associations newly formed
American Securiiization Forum told reporters
that Enron’s troubles with SPEs shouldn't be
equated with those of other companies. Like
automobiles, said George Miller, the group's
general counsel, SPE’s are tools which can be
used properly ‘or negligently” [They are
helpful] if they are used properly, he said.196

Thus, according to some, the use of SPEs is not
inherenily dangerous but tempting. Thebeat does go
on:

The Bond Market Association, along with a
Chicago law firm Mayer, Brown, Rowe & Maw
[the product of a recent merger creating the
tenth largest law firm in Chicagol, formed the
core of the pro-SFE lobby. Mayer Brown's
clients include most of the nations big
accounting firms and mzany SPE users. The
firm has lobby policymakers regarding SPE's
on behalf of at least two finance-indusiry
clients—PNC Financial Services Group, Inc.
and Metris Cos.—that have recently restated
their earnings because of the way they

recounted for their securitizations, 15

155. Fox supra n.142 ar 63-64.

Jason H. B EKravitt, the leader of Mayer Brown's
securitization practice popularized the SPE as a
method of securitization, though cerainly not single-
handedly. He is the editor of the standard treatise on
the subject, 2 2000-page volume entitled SECURITIZA-
TION AND FiNancClaL Assers which describes the
lawyering involved in SPE construction as taking a lot
of “virtuosity” Apparently, Kravitt has been sued,
alang with his law firm, by at least some of the
bondholders of Commercial Financial Services, Inc.
According to the WALL STREET JOURNAL, Kraviet "helped
devise a structure that CFS sell investment-great
bonds on unsecured bad debt—ififteen bond issues in

all"3® The case is being ably defended. It is barely
off the ground, assuming it is not subject to early
termination by way of summary judgment, a
Rule 12(b)(6) motion, or something of the sort.

The Federal Reserve and the Office of the
Comprroller of the Currency, the Office of Thrift
Supervision, and the FDIC have all proposed
strengthening rules governing how banks deal with
risky securitizations. “Letters of objection poured in,
including a 25-page critique by Mr. Kravittand another
Mayor Brown lawyer on behalf of 14 U.S. and foreign
banks including PNC. The leuter accused regulators
of unfairly singling out securitization positions for
exception capital requirements.”

SPEs have led 1o financial problems before, for
example, at Greentree Financial and at Pacific Thrift
& Loan. Even with these problems, banks and other
businesses oppose the closer regulaton of SPEs and
other risky securitizations. They have also created
problems at GE and others, The GE story is far from
clear. It is poorly reported.

The AIG-PNC SPE Case

AIG hasbeen involved in another transaction only
somewhat like the Brightpoint arrangement. AIG's
customer was the PNC Financial Service Group, a
Pimsburgh, Pennsylvania Company which is closely
associated with the bank. A lot more money was
involved in the PNC arrangements than was ever
invoived in the Brightpoint arrangement. In

156. Glen R. Simpson, Deals that Took Enron Under Had Marry Supporters, WaLL STREET J. Al, A13 (April 10, 2002).

157. Id. at A13.

158. Mitchell Pacelle, As Firm Implodes, Lawyer's Adpice Is Pointed Contenttion, WALL ST. J. Al, A16 {October 20, 2602).
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connection with PNC, AIG arranged o keep some bad
loans off PNC's record books. The AIG company
involved was AIG Financial Products Corporation. >
AIGEPC is now part of the AIG Markets Division, 1

Reportedly, there were three significant AIG-PNC
transactions berween June of 2001 and November of
2001. Apparently, they surfaced for the SEC in 2002,
at least that is when PNC settled a suit with the SEC.
PNC apparently shifted $762 million of underper-
forming loans and problematic capital investments to
off balance sheet SPEs. It did this with the help of the
AIG unit. In June 2003, PNC actually paid its
serlement, $25 million as a fine to the federal
government, and $50 million as restitution in
shareholder litigation, At this point, PNC said that it
regretted what it had done. '

At some point along the way, the SEC turned its
attention to the help PNC got from AlG. The
sertement agreement berween the SEC and AIG
specifically compares the PNC-AIG arrangements to
Enron. The public controversy berween SEC and AIG
about SPEs and PNC surfaced “bigtime” after the
Spitzer Suit was filed and became news. The SEC-AIG
controversy of late 2004 will hence mostly be
discussed later.

What happened early may have been roughly this.
Most sigrificantly, it did not invoive actual contracts
of insurance. It worked somewhat differently. The
AIG financial product was named a Contzibuted
Guaranteed Alternatdive Investment Trust Security
(“C-GAITS™. In the press, these are often simply
called “GAITS.” PNC put money in a supposed SPE.
AIG did the same, The SPE would buy troubled loans
and other assets from PNC, thereby improving PNC’s
balance sheers. When PNC put money into the SPE,
50 did AIG. Remember, in order to be a valid PCE
under FAS 140, the amount AIG puts in must be at
least 3% of the amount PNC put in. That is pretty
much what happened. The money AIG put in the SPE
was used to buy assets from PNC. The SPE would

INSRAYCE LiTIGATIon

make periodic payments to AIG. These payments
would equal substantially more than the amount AIG
invested. For example, in one case, the amount paid
over five years was one-sixth in excess of the total
amount that AIG invested, 1

In the deals berween PNC and AIG, AIG was
apparently closely involved with the SPE. For some
reason, according to the SEC, the AIG-PNC
transaction failed the 3% test of FAS140. According to
the SEC, this was “in part because fees paid by PNC to
AIG to manage the entity effectively reduced AIG's
ownership which was [then] below the 3%{.]"162

There have been szid 10 be three SPE transactions
between AIG and PNC, as already indicated. They
involved funny-sounding names, which have so far
not been explained. In particular, the SPEs were
named “PAGIC", and—apparently—there were three
of them: PAGIC I, PAGIC If, and PAGIC III. It has not
been reported what "PAGIC” means. Ifind it amusing
that the acronym PAGIC is quite close to the word
magic. It is also interesting to note that the letrer “P”
goes with the acronym PNG; it is interesting to note
that the letters “AG” are closely connected to the
acronym AIG,; it is worth noting that the lerters “I1C"
could be translated as the phrase Insurance
Company. These remarks, are, of course, nothing
more than rank speculation.

Interestingly, at the times these deals were being
done, the accounting firm “Brnst & Young” apparently
approved the rransaction. Apparently, it also wrote a
letter concerning the transactions which AIG used 10
market its product’®®  Apparendy, AIG had
something to do with designing and creating the
“pAGICs.” Obviously, as with the SPEs that were
utilized by Enron, the SPE-PAGICs utilized by PNC
overstated its earnings.

It is not clear that any insurance policy was
involved in this process even though it was an
insurance giant and was a key designer and player.
One was tempted by the idea that the name, “AIG,”

159. Theo Francis and Michael Schrouder, AIG Faces & Sarniction on PNC Transaction; Shot Across the Bow,' WaLL STREET J. C1

(September 22, 2004).

160. Joseph P. Treaster, [1S. Regulator Threaiens Action Against ALG. On Price Releases C1, C12 (October 5, 2004).
161. These arrangements are described in some detail in three places, the SEC Order, PNC’s agreement with the Federal Reserve,
and in the SEC’s Complaine filed against AIG. All of these docurnents can easily be obtained from the SEC on the internet. See hitpy/

foawwe sec.goviitigation/admin/33-8 112 hemn

162. Theo Francis, What Were the Insurers Up to With Attitude Deals? WaLL STREET J. C3 (Qctober 7, 2004).

163. Francis and Schrouder, stipra n.158 at C7.
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the name “American International Group,” or either
of those names plus 2 description of what its
components generally do, might—if vdlized and
noticed—cause amareur-ish or ignorani, hurried
auditors to formulate the wrong conclusions.

AlG has admitted that at least some of the things
it did in the Brightpoint-PNC area were mistakes. At
the same time, “AIG has said that the company didn’t
participate in the other transactions using the same
structure that PNC did."%* One wonders what the
phrase “same structure” means.

AIG’s Insurer Related Scandals

For several years, AIG has been invelved in selling
praducts to other insurers which may have looked
like insurance but which were at the same time not
actually insurence ac 2l At ieast five such
arrangements have been reported in the public press.
Some of the entities were not insurance policies at alf,
but off-the-book entities—i.e., perhaps SPEs—which
assisted insurers with asset regulat:ion.165 Several of
AlG’s arrangements with other Insurers have been
dubbed “GAITS” in the press. One supposes that
these are the same, roughly speaking, as the C-GAITS
utilized in the PNC transaction. One cannot be sure,
of course, since the press reports are very skerchy.
Interestingly, AIG has not explained the meaning of
the “word” GAITS. Nor has it explained how GAITS
work, although it has asserted that they do not quite

play the same function as the PNC-AIG SPE did. 16
Theo Francis, a financial reporter for THE WALL
STREET Joumnal has suggested that AIG has been
helping insurers move assets off their books that
regulators might find too risky. At least one reader
believes that this “suggestion” may acrually constitute
(something near) knowledge. The Francis prose does
not sound speculative. State regulators, of course,
have regulatory rights with respect to insurers. State
regulators can require thar insurers avoid certain
kinds of risks and that they avoid certain amounts of
financial risks. If the insurer invests in 2 risky asse, it

164. 1.

165. Francis, sipra n.161 ar C3.

166. id.

167. 1d.

168. Francis and Oster, supra n.134 at C3.
169. id.

38

may have to set that capital aside to, as it were, insure
against risks. An insurer may wish to avoid having to
set that kind of capital aside, so it may wish 1o avoid a
state regulator realizing precisely in what it has
invested or how (i.e., the precise financial form of the
investment). Such knowledge (or belief) can lead to
complications. As a general rule, for example, state
regulators require more capital for stocks than bonds,
even blue-chip stocks, from a regulatory point of view,
bonds are regarded as safer than stocks. This system
gives insurers “a motivation for moving off the books
assets that many might regard s perfectly healthy."157
Furthermore, if an insured ¢an move assets to and
through #a SPE, it can move liabilities to the same
kind of entity. Moreover, loss reserves are ene type of
liability. If an insurer could figure out a way to move
loss reserves from its books to a SPE, it might have a
financial advantage. “Such a move could prove to be
particularly useful to insurers with exposure to
medical-malpractice, asbestos or environmental
liabilities, three kinds of claims that have forced
several large companies to increase reserves
dramarically in recent years.”'®

Of course, this could be done by means of
insurance policies. It could be done by means of
reinsurance policies. It could also be done by
documents which look like insurance policies.
Perhaps, Theo Francis silently implies, that is what is
going on with the AIG GAITS.

If this speculative suggestion is correct, any such
transaction is almast certainly the sort of thing which
an insurer would need to disclose to a regulator. This
might well be true even if that type of transaction has
stopped. "AIG says that the transactions with insurers
often [which may constitute a scandal] were scrapped
in 2003—not surprisingly, insurance executives say,
since the accounting—rule changes effectively end
the usefulness of such maneuvers.”1%

At least potentially, there may be some serious
scandal in the reinsurance industry and in its new
cousin. One function of reinsurance, of course, is the
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