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OFFICE OF THE ATTORNEY GENERAL OF TEXAS
AUSTIN -

GamALD C. MANN
ATTOUNEY GENERAL

Ron. Falter C. Woodward, Chairman
Board of Insurance ccmulssionarl
Austin, Te x = 8

Dear Eirs
Opinion No. 0-1889
Re: Construetion af Artivle \4727,-
Revised Clvil Btztutds Texcs,
1525, and Art 579 renal Code
of Texas,; 192 .
%9 £re in recsipt of an Opina-

”t**a

quirsd under the
rirct, shouly've &

e Board of
any ie identi-

drporation and the
dacond, should such se-
{nsuruncs ccrgora~

zoing cguestione iavolve e further
etion of Artiele 4727, Rovised Civil

"is 8 concerete illuetration of the ques-
tion wrieh confronta us, the following is
typioal:
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"The controlling stook of Insurance Corpora-
tion A 1s owned by B,C, end D, »ho canatitute
its Board of Directors. The ocontrolling stook
of corporation B, s fineance corporation, is
owned by B,C, and D, thay belng the identical
persons who own the ceatrolling stock in Ine

surancs Company A.

*The finance corporation R sells to Insurancs
Corporation A certain sscurities owned by it.,
The question which confzoate me is whether or
not, under zsuch circunstances and in view of

irticle 4727, notwithstending said Article is
g prohlbition esgainst acts of the directors,

orfialals, azents, ste., skould the Board of

Insurance Cormissioners recognize the seouri-
ties 20 purchesed as adnissidle ssasetay

*In propounding the foregoing gyuestions,
I sm laboring under the impression that the
menbsrs of the 3osrd of the felling Corpora-~
tion ® have a pecuniary intsrest in the sescur-
Ities s0ld to Insuresnce Corporetion A, the Di-
reetors of which are sither ldentical with the
Dirsetors of the Gelling Corporation or own
and control the majority stock.

»Ysu will note that in my letter to you
of October 178k, I rTequested that you consider
whather or aot & dlgtinction can or should be
mede where the officers and diraetors of the
two corporations are identlcel, and whether or
not the officers and dlirectors sre not identi«
cal, and to consider if there 1a a dlstinction
to be adrawn baetween instances where the officer
oYy director of both corporationsg dSwns the ¢cone-
trolling intexeet 1n both coryorations, or owns
the dontrolling intereat in the borrawfng ooy =
porstion.

.¥**c.

Reference is mnde to Artlcle 47327, Revised
Civil Statutes, 1925, %e have glven most careful con=-
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siderstion and analysis to this civil statute, It is
our studled 2>inion that the prohidition ocontained
thereln does not s.ply to the oircumstances you have
described. See in this connecticn Conference Cpinion
¥o. 3097 of thie departrent.

Antinla ANDOT and Awbiala RoY Domnael Mol 1aax
ETihed  Shika P& Pt
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have as their coxhined objective the prohibition and
penalizing of & director and officer or directors and
officers of corcorations in respest to certala person~
al acts, Both the prohidition and the penelty apply
to individuals, They 4o not smbrace the corporationa
1tself s8¢ an entity. The language is clear, unambigu-
ous and aot sudject to contruotion.

The insertion of the provisions concerning
policy loans was undoudtedly for the .urpose of enabl-
ing directors and officers of insursnce compexies to
take advantage of &his well=recognlzed class af loans,
It cannot be concluded that it indlcstes a legislative
intent that insursnce coapanies, #s wmell as their in-
dividual directors and orficers, were within the atate-
utory inhidbitlon,

Articles 3597, supra, expressly atates that "en
erson violatinz any provision of this erticle aha )
glﬂea not lees than thres hundired aor nore than one
thousand dollers®, (Undsrscoring curs).

The faat that artlcle 4727 and Article 577 are
not a;plicadble does not meen that the Board of Imnsurance
Caxmissionsrs 18 powerless to condrol the admissidbility
of assets of 1ife lnsurance co.panies acquired under
the ¢ircumstances outlined in your letter.,

¥here an insurence o«:pany rurchsases gecurities
from a c¢orporation whoee Board of Directors has a member-
ship identicel with that of the purchesing insurance
Gompany, the Board of Insurance Commissioners i entitled
to be guided by certaln fundamental rules of law in de-~
teraining the admiseibility of such sesurities as assets
of the insurance ca peny,

It is too w2ll established to require citatlon
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of authority thot officers and especislly directors

of oorsorations are fiduciaries, CSee, Lovever, 3
TICEPS0T O CCRUCRATIONS, Ch. 49, p. 777 "Duties and
Towers of Directors us ¥iduclerles™; &8 COUCH G IN-
SURANCE 1451, 8 S509a on "Directors™; 26 NARVARD LAW
REVIEW 427 3Intarloekin¢ Directorates, The Problem
and 1ts Solutlon®; TRINITY-UNIVIRSAL INSURANCZ COMTANY
=T AL v. HAXRZILL =T AL 101 S.W. (24) 607,

The fasct that a part or all of the directors
of ons ooniracting corporation are directors of the
other contruocting corporation affords s ground for sub-
Jecting the coatreet into whioh they entasr to the strict-
est scrutiany by courts of quity. 2 THOLFSON ¥ COR:OR=~
ATIONS 841; 106 TxX. JUR. 959,

The true rule in Texas with respect to con-
tracts between corporations having interlocking 4irsct-
orates or officers ia common generally may be found
eaunclated in CITY NATIOHAL HANK vwa., HaRCLNTSY AND
FLANTHRSY NaTT0. 2L BANK, 105 S.W. 338 (C3A 1907), to
the sffect that:

"It is no% inherently wrong for two core
porations, having all or a part of their con-
trolling officers in cousion, %o contract with
each other, Xven where & majority or all of
the contracting officers of two corporatlions
are common to both, that fast alone does not
make s oontract betwesan the two corporstions,
sntered into by such contractiag officers,
abgsclutely v2id snd incapable of ratification.
THe current of modern suthority holda thet

the most that oan be asld azalnst such aon-
tracte 1£ GLhut Lhey wiLll e suﬁiacfaa $o olose
udicisl scrutiny when guestioned st the proper

ime, snd wl s sot aslde u-on the a .pearantce
¥ arfalrners. Sut IF It should &np8sr, UpOn
inveatigation, thet the contract ls falr end
there has been no abuse of the trust relatlion,
the contr=ct will bes permittad to 6%and « » &
The extent %o which the courts w (- o

3.cwn by the sdjudioented cases, de ends in a
Srent Besgure unon | =

Vg I Y i

X v
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lay case. .0 inflexlblie rule haes b.en estab-
lished.”

T2e rule wss stetod with remarkable clarity
by ¥r. Justice Clsrk, epeaking for the United States
Suprexe Court 1n GiD JES ¥v8. ANACTEDA CCI:lR YINING COE-
BANY, 254 U.C. 890, 599, 41 3. Ct. 209, 65 L. 24. 4293,
when he said:

"The rela=tlion of directors to cor:crations
i8 of such a fiduciary nature that trcnsasctions
betvesn boards having aonmon members are rocard-
ed as jealously by the lsw a8 erc¢ :eresonal desl-
ings between a direoctor sand his corporetion,
end whers thes fairness of such transsctions is
challenged ths burden is upon those wko would
maintalin them to show thelr antire falrness and
where a2 sele is Iinvolved the full sdeguecy of
the considerstion. Lspecially is thls tiue
vhere & cormon director is dominetiaz in 1afiu-
ence or in character. Ti:is court has bzen con-
sistently emphatic in the «pplication of this
rule, whieh, it has deolsrad, is founded in
soundest morality, and we now add in the sound-
est btusiness poliey.”

In commenting on this rule, the United Statss
Suprene Court in TWIN-LICK CIL CCL:4iXY vs, ILIBURY, 91
U.5. 887, 23 L. E4. 328, salqd,

« » » when the lender 15 a dirsctor,
charsed with others, with the control and men-
agoment of the alffalrs of the corzoration, rep-
resenting, In this regard, the aggrogete interest
of all the stockholders, his obiigstion, 1f he
beccrieg a psrty to = ocntract with the eo pary,
to candor and alr dealing, 1c ilncreared in
the precise desree thct Lls representative
character has glven him power snd contrsl de-
rived frorn the cofidence repnsed in him by the
stockholders who appcinted him thelir acent.”

In Bngland, the rule is that ecsrporations
having directore in corrion may not contrect. .ee 2 Thompe
son Corporstions 846. G I ¥. UNITID Zte. HAILAQE CC.,

e
N
e

G

-
.



Ton, Talter £, Foodwerd, Chalrzan, sags 6

L.IR. 40 Che Do 10D LXYEST ve. NICHCLIG, € M, L. Cas,
4Cl.

The fundaxental princiyle thut comtrrots be-
teeen coryors tions hsving laterlocking or identical
directorstes aimald be subjected 1o tlhe atrictest seruti-
ay is espaslally ajplicsble where one of the co-traot-
fng e¢axporztions 18 aa Llasursnce oa:pany.

Insursncs coerenies are iz the nature of jublie
utilities =ad are s:blect Lo more sevele governmeantal
regulaglon thea are ordinary ecomranies, GQEREAR ALLIANCE
IUURANTE O FAYY va, ISWI8, 2383 T.45, 3393 OYIGRITAN va,.
ITOURAECL TC., 298 .0, 351. 51 S Cts 130+ 3Booauss
8l the trazendous asmount of money they muct hold apd
{nyast for polloy holders sad the propertionately in-
arsaned danger of fraud and dece; tlon thers lp aoed fora
mors savsre ruie with rvepect to tils trie of SOrpoTae-
tion.

T8 gucto the languege employed by the zutuor
of "Interiveking Tlreotoratvs, The Fradiem and 1t¢s Zolu-
tioa* in 26 EHarvard Law Review at puge 4703

s he importent life insurence comjanies
doing dusinexe la this omntry aimally TIe-
asive £road Loelr pollieykoliers perhars ~are
thaft two thousand =illioa dolluare, 4 vary
large part of these funds muet de, and are,
inveated b7 the Llisurcnse cocpanies » « »

It Tollows shut finsurancs eaxmpanies or financizl
inatitutlons having funds o zut sut for ine
vastment, through thelr represgentstives vio

2t the sSace time ore directors of the sellling
cozyany, rind opportunity f2r investient 1M~
madintely st huznd,

-.‘¥.
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abuse and violate the flduolary relatlon
rast o atlon o reognars, Soe treat~
atroy the

ggualit;_ot oportunity to all entitled there-~
0
an

ment must be found to curs or:
avil, :

A8 stated another way in BARYES ¥s, 3RO¥K, 80
NY 537, 555 (1380):

*It 18 against pudblis policy to asllow

rsons ocougg;ng’flduoiary Telatlions to be

giconl In such pos{tions as thaet there will

aonatant aanger of & betrayal of trust D

the iigprous operatlon of eeI%iaH MOLIVEeN .
Y¥ie take the liberty to quots again from the

srtiocle in 39 H.L.R. (this time at p. <74), which 18 a
ooncise statement of our ositions

*The truszt releationship existing, there
should be no doudt of the rule that a director
shiould -ot deal with Iis corporsilon in any
WA MOr I wrion ue 18 lnterested, 4lroobiy oF
IndIrectl ﬁt&IﬂuwihihfmmuHm
InEIvIEuaf or that of anovher corparatIon n

which sush dlTector is interestad, elther a8
offlger, SLOCKNHCIGBY, OF diTeChLor.

*hough the great welght of sutiority
gupports the conclusion thst contracts made
by corporations, in which ita directors are
interested, either individually, or tarouzh
their arfiliations with other corporations,
are not void ab Injitio, but merely voldakle,
yot the rule of law in this rempect is such
that all prazcticul purposes, if the contract
or trunsaction be sttacked, it will be avolded
alrxost as a mattsr of course, becasuse the
question of the integrlty or the good fzith
of the trensaction will -0t be in uired into.
The sourtes will not consider whether or not
the transsction has tesn injurlous. Indeed,
they have gone 80 far as to hold thet even
whaste it could be affimetively etiown that
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the transaciion wazs bDeneflsisx]l to tlLe caurpcra-
tion, yot, the faot of the relatlcaship a;;ears
ing, the transactlon will be sat aside &3 oon-~
trarr to pudlie polioy and good zorals, The
decisions in this reszpeot are uaiform, and the
languasze is strong sod unmuistakadls,.®

The 3Bosrd 2f Insurance Co-misslicners {s :iven
authority to exazine insursnce so:panies. irtiole
4890, Rovised Clvil Ctatutes, 19268, Its power Of eXe~
smiration extends to the insurence 6o pany's "fisanecial
condition and ite ability to =eet Sty lisdilities, an
woll as its oomplianne with the lews of Texss sffoQb~
ing the gonduct of its busiress; ete.*

Airticls 4690 provides:

*Ss {ths Chalr=zan of the Borrd of Insure
aace Coxmlzsiloncrs) 3ay rsvoke or acdify any
gortificete of nutl&rity freuad Dy bhinm or by
any predecesecr !a offlce wbksn any condition
or regquirenent presoribsd by law for zrasting
It 20 loager exista, s zhsall sive such ocom-
pany at least tsn days writtcn rotice of his
Intsnticn to revoke or zodify such certifiaoste
af authority stating specificully the ressoss
for the actlon Y proposes to teke.”

Tnder the yrinciplea of luw above sot ocut, the
auttorities juoted, and lts statutory ezaxzinliag power
the Boerd of Insarence Commissioners has tha &ut ority
to subject to the styictest sorutiany s contract of jur-
chs=e Jf zsouritles Letuegn a purchaslisng lasurance come
pany and s pelline corporetion whare the IJoards of Ji-
ractars of the two corparstions bave 1dentiepl memb.rs
or un {seatical enatrolling nejority membsrs:ip.

: The test is the fairnesa of the oastruot of
purchase to the stockholders and polieynslders and tie
lack of violation of the trust or fiduelary relatione
sx:lp of the directors.

“hore the transacticn fux.ls %o mset the taat
azd to ocnrorm to the standards of scundect noralit
the Bosrd of Izcursnoce Co-zlesioners unier the aran
of exazining sutizpity confered in srticle 4690, sunras
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may refuse adnlssibillity as assets of the insurance
eo. pany seocurities obtalned by purchase from a corpor-
ation having an identicel Board of Directors.

The same reasoning spplies iIn those cases where
the 3osrd of Directors of the jurchasing insursnce con-
pany and the selling corporation have an identicz]l ma-
Jority ocontrolling element..

The refusal of the Boerd of Insursnce Carmis-
sioners to adzit certsin securities as assets of the
ingurance coaxpany might or night not amount to an im-
palrmant of the capital stock of an insursncs coapany
under Airticle 4748, Revised Cilvil Statutes, 1323,
Whether impalrment is brought about or not by this aso-
$ion, ths authority of the Board of Insurance Commip-
sioners 1s the ssms where the transaction dDetween the
ingurance co:peny and the corporation haviag common
directors does not meet the teat of falrneeés or is a
vlolation of the trust relationship.

In this opinion we are not peesing upon the
Qquestion of whather or not the individual dirsctorsin
the situation desoribed are guilty of violating Articles
472Y and 597, supra.

. Trusting that we have setisfactorily answered
your inquiry, we are

Yours very truly
ATTCRNEY GIMERAL OF TEXLS

By ' :>~ NG ;Eft;ﬁASK
EEek 3toud

DStod Aegistang
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