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Certain Commission Sharing Practices Deemed to Be Illegal

1989 Opinion Letter Still Significant as Courts Consider Issue 

(2002-4) — An opinion letter prepared in 1989 by the prestigious Washington D.C.-based law firm of LeBoeuf, Lamb, Leiby & MacRae and sent to the National Structured Settlements Trade Association (NSSTA), warned that certain commission sharing practices practiced by structured settlement brokers violated anti-rebating laws. The analysis of the anti-rebating laws of New York, Illinois, Connecticut and Texas covered three factual scenarios and one variation. It is still significant because it provides a baseline, at a time when the widespread practice of rebating is being scrutinized by the courts, of what occurred in the industry’s earlier days.

The 19-page opinion letter with its 2-page executive summary, dated May 3, 1989, was addressed to Randy Dyer, NSSTA’s executive vice president. The opinion letter concluded that commission-sharing generally is illegal, particularly if the sharing is with a subsidiary of the defendant or defendant’s liability insurer.

According to Dyer, the report was initiated “to seek a legal opinion on the application of a selection of [state] laws to the chosen scenarios.” LeBoeuf Lamb was selected, according to Dyer, “because of their long and distinguished record as counsel to the insurance industry.”

The NSSTA membership is comprised largely of life insurance companies, liability insurance companies (frequently referred to as “casualty insurers”), and about 500 structured settlement brokers who belong to brokerage groups. Most brokerages and their affiliated brokers work with liability insurers, including property and casualty insurance companies. In 1989, plaintiff brokerage was virtually nonexistent. The opinion letter noted: “For purposes of our analysis, we understand that a structured settlement broker, a duly licensed life agent or broker, is usually retained by a casualty insurer to obtain an annuity to fund a structured settlement.” The analysis observed that, “in some instances, the defendant or his broker will retain the structured settlement broker.” Today, a growing number of brokers work primarily or exclusively with plaintiffs and their attorneys, although that number still is probably fewer than 50. However, there is strong argument being made today that the plaintiff should have the exclusive right to select the structured settlement broker and the annuity issuer, and this has spurred the growth in the number of plaintiff brokers.

It should be noted that the term “broker” in the context of structured settlements usually refers to a life insurance agent of the company that appoints him or her. Most people who handle structured settlement transactions are not brokers, even though the industry commonly refers to them as brokers; they are agents. In the usual context of this term, brokers do not receive company appointments as they operate as agents of insureds, not agents of companies, in accepting applications for insurance. Agents, in contrast, must be appointed by the companies to take applications for that company’s products (including annuities). The opinion letter differentiates between these terms.

     Claims departments of the liability insurers originated structured settlements in the 1970s. Annuity brokerages teamed up with liability insurance companies, and this was found to be an efficient way of marketing structured settlements. Claimants were precluded from engaging their own agents or brokers and were told routinely the canard that even knowledge of the annuity’s cost would cause them to be in constructive receipt of the annuity premium and that they would lose their benefits of tax-free growth. Life insurance companies supported the brokerage system and restricted their appointments to agents of brokerages or general agencies that worked only with the defense. 

Competition between brokerages became fierce, and the introduction of the practice of rebating was the result. Rebating arrangements, both direct and indirect, are meant to establish business ties between the liability insurers and brokerages. Such arrangements result in the brokerage or individual broker being placed on the liability insurer’s “approved list,” which is intended to exclude any other broker from receiving commissions for the transaction, especially a broker engaged by a plaintiff or claimant.

Besides the advent of the plaintiff broker, another concept described in the opinion letter that has become somewhat outdated is the purchase of the annuity by the liability insurer. Under the old practice, the liability insurer owned the annuity until the periodic payment liability created in the settlement agreement was assigned to a third-party under the provisions of section 130 of the Internal Revenue Code, which became effective in 1983. The report observed that the liability insurer, in those cases, is considered to be the client of the structured settlement broker. Sometimes the defendant or policyholder was considered the purchaser, when the broker was engaged directly by that party, the opinion letter said. Today, the predominant practice is for the liability insurer or the self-insured defendant to pay a cash sum directly to the assignee as consideration for assuming the periodic payment obligation, and it is the assignee that actually purchases the annuity. The third-party “assignee” typically is related to the life insurance company that issues the annuity policy. Even though the liability insurer or self-insured defendant never owns the annuity, most liability insurers and defendants take the position that they are still “buying” the annuity and that they are the client of the broker.

Lack of Enforcement Due To Subtlety of Transaction

The LeBoeuf, Lamb, Leiby & MacRae letter also noted: “There has been little State enforcement of anti-rebating laws and many insurance departments’ failure to apply the anti-rebating laws to ‘indirect’ rebates may be due more to the subtlety of the transaction and the lack of specific guidance from the courts or State attorneys general on what constitutes an ‘indirect’ rebate, than any conscious policy to permit the practice.

“We believe that a program to alert State regulators to the practice could be devised that would result in greater scrutiny of these practices which appear to contravene statutes. However, any such collective activity to enforce these anti-rebating laws raises a number of sensitive issues, not addressed in this memorandum, and we would welcome the opportunity to discuss these with your group.” 

Instead of acting in 1989 on this suggestion to alert state regulators as a way to curb rebating within the structured settlement industry, NSSTA “uncovered all the information that pertained to the matter at hand; it had the information professionally analyzed; and it presented both the raw information and the findings to the membership so they could make informed decisions within their own company on the matter at hand,” according to Dyer. The result today is a proliferation of rebating throughout the country.

The federal McCarran-Ferguson Act, 15 U.S.C. § 1011, et seq., guarantees the individual states the right generally to regulate and tax the business of insurance within their borders, except when a federal statute specifically relates to the business of insurance. While there are attempts at uniformity through the adoption of “model acts,” the laws vary among the states.

When this analysis was conducted in 1989, there was a growing conflict between those brokerages who advocated commission rebating to liability insurance companies and those who did not like the idea, but were in danger of losing their liability insurance clients to those who offered rebates. 

Another significant event happened a year earlier. NSSTA adopted a resolution called Business Practice and Standards at its 1988 annual meeting in San Diego, mandating that plaintiff brokers could receive only fees for service from their plaintiff clients, not from annuity sales commissions. A floor amendment was added that postponed the effective date until NSSTA's counsel could determine that such a measure did not violate antitrust restraint of trade rules. Evidently, NSSTA’s counsel determined such an infringement existed because the measure never became effective. Defense brokers were fighting a battle to keep plaintiff brokers out of the structured settlements market, and this resolution was intended to erect yet another barrier.

Plaintiff brokers already were being refused appointments by the life insurance companies to sell structured settlement annuities. About the time of the Business Practice and Standards resolution, some plaintiff brokers sued several life insurance companies and NSSTA, alleging antitrust violations. Most defendants settled in lieu of trial, resulting in the prevention by those product providers from blackballing plaintiff brokers by refusing to offer them appointments. A few defendants did not settle, and the appellate court decision in that case ironically upheld summary judgment for the defendants. See Weil Ins. Agency v. Mfrs. Life Ins. Co., 815 F.Supp. 1320 (N.D. Cal. 1992), aff’d sub nom, and Legal Econ. Evaluations, Inc. v. Metro. Life Ins. Co., 39 F.3d 951 (9th Cir. 1994). Nevertheless, the compromise settlements with life markets opened the door for plaintiff brokers to sell structured settlement annuities, and this is viewed as the milestone for the formal recognition of plaintiff brokers as legitimate players in this business. But, the battle for control continues today.

More Current Analysis Needed To Determine What is Illegal

It is significant to note that what LeBoeuf Lamb determined to be illegal in 1989 may not be true today in view of the passage of the Financial Services Modernization Act of 2000, commonly called the Gramm-Leach-Bliley Act. While the LeBoeuf Lamb letter defines a portion of the commission sharing analytic framework that might have been true in 1989, some things have changed since then that impact on commission sharing. For example, Gramm-Leach-Bliley provides U.S. banks, securities firms, insurance companies and investment management firms the option of engaging in a broad range of financial and related activities by opting to become a "financial holding company." Gramm-Leach-Bliley puts an overlay on the McCarran-Ferguson Act by imposing some federal regulation in areas that used to be the exclusive domain of the states.     

Obviously, more current analysis is required to determine what is illegal today. That analysis is already being conducted in the courts, where compliance with the outcome will be mandatory, rather than by a trade association, where the results can be ignored. Current litigation issues include rebating and alleged violations of state unfair trade practices and consumer protection statutes. The Connecticut Supreme Court released an opinion (SC 16647) on September 3, 2002, in Macomber v. Travelers that gave validity to the plaintiffs’ claims of damages, alleging, among other causes, violation of the Connecticut Unfair Trade Practices Act. Undisclosed rebating was a key issue. This case is pending certification by the trial court as a class action.

Two other cases have been filed as class actions in Texas, alleging similar injury to the Macomber claims, including rebating, plus violations of state antitrust laws. They are Coppedge-Link v. State Farm, 53rd Judicial Dist., Travis Co., Cause No. GN-200735, and Stafford v. Allstate, 172nd Judicial Dist., Jefferson Co., Cause No. E-166795. ■
The 1989 opinion to NSSTA said, in part:


    “We conclude that anti-rebating laws in the four States examined do appear to apply to structured settlement annuity purchases. Our conclusions on whether specific practices are lawful or unlawful are rendered on a State-by-State basis. Generally speaking, commission-sharing is permissible between agents if the agents are properly licensed and the commission is paid for services actually rendered by each. If either condition fails, the commission-sharing may be unlawful, particularly with a subsidiary of the purchaser. Some States will require that both agents be appointed by the life insurer issuing the annuity contract. Some require the agent to write a certain amount of business on risks of others than those of the agent or those affiliated with the agent. However, there is a tension between the licensing/commission-sharing statutes, which permit sharing, and the anti-rebating statutes, which would prohibit sharing where it amounts to a direct or indirect rebate to the purchaser.”
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