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TR T EEE—— .4y 8, 1964
Gearge r. mhaney. eamj.nas.oner Insurance - .---- -
Jerm 9. ﬁa’bus, Ass!.stant ““:'httarnﬂy General

B:l.strwution of Dividends of a Domestic Mutuval Inaurance ean'pany

ERCIS3
A dmaa‘tm matual insurance company desires to aiiend its by-
laws at its apnual meeting by providing as followss

The d.'..ractora shall from time ta time w:lthin
their sole d.teuretion and judgment provide for
the decl.aratian and distributtﬂn of di.v!.dende,

sebject, however, to t.he following umi.tatioms

. 1. 'YNo dividends shall be payahle to po!.icy-
lmldera unless the terms of the policy with

respect to the payment of premiume shall have

been fully complied with, and it is expressly
‘'understood that payment following legal pro- )
ceedings for the c¢ollection of premium shall

not eonstituta such emuplj.ance.

2. If the d:l,recbors in t:he:h: aole discye-
tion shall so detemina. dividends may be paid
to a policyholder. nnly t0 the extent the divi-
dends exceed the loss, 4f any, paid to a poligy-
holder - dur:l.ng the same peried for vhich a divi-
dend is payable.

3. Dividends shall be deslared and paid on
an annmual basis only, and no dividend shall be
payable to a policyholder whose policy is ter—
minated during a pelicy year.

QUESTIONS
: May the domestic mutual insurance gompany so amend its by-laws
without being in devogatien of Btate Law?
ANSWER)
See opinion for answer.
CRINION:
The first proposed change makes payment of dividends conditioned

on prompt payment of premiume, It is clear that such an amendment may
be made to the by-laws. 44 C.J.8. 672, $114 states:
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“Conditions oy richt. The right to a divi~

dend may be e¢onditioned on the policyholder's
compliance with the terms of the polisy, such

as payment of the premiuwme due. A ptovieo that
payment of premium following legal proceedings
shall not constitute cempliznce with the terms
of the poliey as te payment is not invalid as
arbitrary if made applicable te all polieyhelders.
An unwarranted action for premiums by the company
against 2 polioyholder who is not in default dees
ndt depyive him of his right to dividends under
tueh & sondition,*

the segond proposed change would give directors authority teo
limit dividends to a policyhelder to the extent that dividends ex~—
geed & lvss. Such a change could vﬂ.el.at-.a {npurance rate regulation.
fhe pertinent provisisns of R. S, 1994, <. 60, § 317 reads as follows:

*%. Rates ghall be made in accordance wl.ﬂ: the
:Enllawinq provisiones

"Boo & of

“3., Rates shall not be excessive, inadequate
or unfalrly diseriminatoxyy

"¢, Due censideration ehall be given to . . .
aividends. . . .

AELe » -

*$31. Mothing in this section shall be taken %o
prohibit a8 unreasonable or unfairly discrimin-
atory the establishment of classifications or
modifications of claseifications of risks based
vpen size, expense, manadement, individual ex~
perience, purpose of insurance, location or dis~
persion of hazavd, o¥ any other reasenable con~
siderations, provided such classificatiens and
modifications apply to all risks under the same
or substantiaily similar circumstances er oondi-
tlons,"

It is clear that due consideration shall be given to dividends in
establighing a rate, A classification of dividends that might result
in an excessive, imadequate, oxr unfairly discriminatory rate would

be an illiegal classification.
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$ubgettion III of § 317 sets out the type of classifications
which are net considered unreasonable ox unfairly diseriminatory;
ALl of the elassifications allewed to be established are based on
facts which can be detexrmined at the time a visk iz placed op theé
books of the company. The proposed classification sete asm a
eriteria a prospective less. For this reason the insurance
eommissicner sould properly find that the estabiishment of such a
clagsification was unreasémable of wnfaixly d:l.sqﬂms.mtuw for pur-
poses of rake-—mk&.ng and vtos.at:iva af State L, s

The third propesal gives the ﬂirecms disovetion to create
a classificetion based on the amount of time a person is a mewber
of the company. At the timg a parson becomes a policybolder in a
mutual insurance eompany, it is not determinable whether his policy
will be terminated during the pﬂl.:l.ey year. 1% follows that the alass~
ification is one depending upon facts which ays not in existence at
the time the glassification ie made, and for that veason the insurance
conmissioner could £Aind that such & elassification would upset rate-
making, and therefore be violative of State law. .

There i¢ a forther and more basic reason why the second and
third propesales would not be valid, Directers of a domestia mubual’
insuyance company can create a policy for declaring and distributing
dividends to pélicyholders in theiy company, subjeet to the by-laws
and charter of the company and the general law of the State, Dirvectors
may establish classes of policyhelders and the dividends amdng the
policyholders in & claps may not be agbitvary or discriminatory.
A leading treatise on insurance ptites the genexral rule in regapd
to mtyal life insarance coxpates, and the same yule should apply
to mityal fire insurance companies,

*Under either imsurance statute ox geperal
pringipies of equity, a wutual life company
may not discriminate in its distribution to
its menbers, and an agreement by oue company
to pay a larger proportien of dividends to
ene policyholder than to aothers in the same
claes is illegal and woid.” 18 Appelman
Insurance Law and Fractice, page 136, §10060.

There is an asbsence of autherity regarding the legality of
proposals is the nature of the second and third suggested changes
in the by-laws, which, if they are to be legal, must satablish
proper classifications: In Pink v. Town Taxl Co., Inc. our Court
quotes from a leading authority (Richards on the Law of Insurance,
§548) and states the basi¢ coneept of what mtual insurance is
in facts
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"The prineiple which ljes at the foundation
of mutual insurance, and gives it its name, is
pmtualitys in other words the intervention of
each person. !.naured in the penagement of the
affairs of the company, and the participation
of each menber in the profits and losses of the
Business, in propertion tv his inteyests, . . .
He :l.s at mﬂe Anguxer and insuved.” Rink v,
e L JE 3. __,,L.f_ Im m. Ml\

This principle establishes basic characteristics of a mutual insurante
gompany. Any change in by-lawe of a mmtual insurance company that
does not conply with this basic convept is eonkrary to our general
~4aw unleas a specifi¢ statutory provision can be found to permit

.mmh a ¢hange in the coneépt.’' We have found ne such provision. ...
cm- Conirt has gaid that a mputual company ie somewhat in the: nature
6‘.! a8 partnership. In Pink v Town, supra, at page 52 in discopiing
‘the concept of mutual insurance, oux Court salds

® It i» that form of insurance in which eavh
person ingmyed beédomes a menbar of the Wnr.
and members reciprocally engage to indemmify
each othey agninst losses, any lods being met
by an assesement laid pm all members. . . .A
umtual company 1@ ene in vhich the membaexs are
‘both the insuwrers and the insuredy and the pre-
miums pald by them cometitute the fund which

i3 liable for the lessem and expenses, and
they shaye in the profits in proportion to
their interest, and contrdl and regulate the
affairw of the Gompany. » » « A mtual company
i= seméwhat of the mature of a pattmerships
insured becuines a menber of the corporation by
virtue of his policy, i» entitled to a share of
the profits, and is respomsible for the losses
to the extent of his premium paid ox agreed to
be paid. Yet an incorporated mutual cenpany is
pet a parinership in the strict legal senme of
the term.”

one of the reasons a mutual insurance company is not a part-
nership in a strict legal semse is that mambers of the company,
as long as they are members, must share with other mexbers in a
properly oomstituted class in the profits in proportion to theix
interest. Unless there is statutory authority, a classificatlon
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that erodes the principle of mutuality, which is the ‘concept that
1llas at the very foundation of mutwal insurante;, 1s an impropey
clagsification. A classification based ¢n the amcunt of time a
person ie 2 mégber of a ¢ompany is such a classification. If sueh
a ulassification were made, a mutual company would be she whose
-members would share in the prafits in proporticn to their interest
with gther members in a properly eomstituted elase--not as long as
they were members, but only if they were menbere. for & stated perisd
of time. This c¢hanges the basig eoncept of mutwality in a motual
insurapce company and 4s therefore in derogation of ouy law,

. A classification as concelved by the setond proposal would-
algo eat away at the pyinciple ¢f mutuality, ' 1¥ such'a claseifica-~
tion were made, & mutual company would be one in which the memberwm
nf the company mugt share in the profites in propertion to their
interest with gther members in a propprly constituted class—-not as
long as they were meibers, but a8 long as they were menbers who did
not suffer a loss during the same pericd for which a dividend was
payeble. For this reason the sevond préposal is alse in degdgaticn
»f State Law, ' B e

(Addendume It ehould be neted thak the language of the second
proposal, as it now reads, would allow the diredters in their sole
diseretion and judgment to eelect which of certain poticyholders
having issses in excess of dividends could be paid dividends.

Thiz oppertunity o select 15 ph its face arbitrary and discyimin-
atory and violative of State Law. It 1s regognized that the language
#ould be shanged to eliminate this gbjecticn. This opinion was
based gn the broader grounds as stated,) '

T Jerome S. MALuS
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