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OFFICE OF THE ATTORNEY GENERAL OF TEXAS
AUSTIN

Eonoreble ¢, F, Lockhart, Chairman
Board of Insurence Commissioners
Augtin, Texas

Dear 3ir: Opinion Mo,
Fet Request for reapnsideiution or

8 4,727, Vernonls
- Stagutos, or Arti-
, g Annotated

;.znisoonnt Company by
iy Netional Life Insur-
RILY , Ilallﬂﬁ. Texas,

nsiderdtion apd aaplifica-

4 1d/aur vis@\rr a careful reading of
tigle 4727 ohd the faot that an article of this
né\is placed {n the alvil stetutes osvering the
ap ation of lpga) rezerve life insurance oompanies
the ar ¢ ip designed to provent officers
anﬂ dirsotqrs af an ingurance company from being
rersoually inoterested in investaent of tie come
panf's egaeté. Ino other words, we belleve that
the artiocle intends chat an offlicar or directar
of an insurance qompaay ahall be entirely divorced
from the investment of the company's acscis 50 far
a8 he is persgonally concerned, In the same way,
since this article is found 1n ths clvil slatutes
on insuraeroe crripsnies, we thlnk 1t 2 at lesst
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implied that insurance sompanies will not be cone
cerned in transaations of this kind.

*7a have read with interesat your alear state-
ment of how transnetions involviag offioers and
directors of corporations are treated genemlly
by the laws of this state, but nay we suggest that
the particular article in which we are interested,
Artiele 4727, refers to officers and directora of
insursnce companies specifioally and we think it
has a atricter applieation than is generally the
otss beoruse the funds of insuranoe companies are
largely trust funds, It ims reasonadle to aonelude
that the investment of such trust funds should de
made by impartial officers and direotors of the
company in charge of the funds.

"In thae inatent caase, the majority stock ia
the insursnse company is owned by a corporation,
the Texus Diecount Company, and the samse gorpore-
tion is owned almost entirely by the president of
the insureance company., The bullding which is proe
! posed to be 86ld to the insuranoce company is owned
‘ by thoe Texas Discount Company. It seemn that in
this tranasotion the Texsa Discount Company and
the president of the insuranoe oompany are for all
practieal purposes one and the same, In othar
words, in applying Artiaie 4727 t0 tho sale by the
Texas Discount Compeny of a bullding to the life
insurance eon s the president of the 1ife ine
surance oompany manifestly Iinterested in the
transaction. Can he be dlvorced frox the trans-
aetion when he owns almoat ths sntire stook of the
Texns Dipcount Soapany® If this reasoning is not
eorrect, then an officer of anm lnsursuce company,
who had property he wanted to ssl)l te ths lnsurance
conpany, oould simply form a corporation to own
the property ani then let the corporation nell it
to the insurance coupany.

*Referring specifically to your opinion, page
6, second paiagraph, it is stated that Article 4727
does nnt prohidit a tranmaction of this kind if the
director or offiocer 'hes no personal intercst in
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such transection', e shall appreolnte an amplifi-
cation of this raragraph. 1In other words, 1s it
your opinion thut & transection of the kind de~
soeribed 1s fordidden where the officer or director
does have g personal 4nteioest in the trancaction?

A related nuestion on which we desire your
opinion is: what 18 the position of an insurance
company in a transastion which 1s barred dy the
proviaionsa of Artiole 47277 In other worde, if the
directors of an insurance co.pany sathorize the
purchase af property from one of the officers or
direotors, ian violatlion of Article 4727, 13 the
jnvestment an 1llegal one from the atan&point of
the inmarance company? It has baen our view that
in suysh 8 transaoction the insurance ¢ompany through
its officers or directors is at least partieipating
in an 1llegal transaetion and, following established
examination praotioess, wo have noneadmitted as an
asset an investment o* this kimd. The foot thaet
Artiole 4727 is found in the oivil statutes has
been construed by us as prohibviting insurance com-
panies from being parties to such transaetions snd,
therefore, that investments of this type will not
be reougnlscﬂ."

We understand from the above quoted part of your
request that 1t 1s your gontentlion that, because the majJority
of the astock of the City lational 1ife insurunee Company 1is
owned by the Texns Diseount Compsny, the stoci of which 43
owned almost entirely by its president who is nlso president
of the City Hational 1Life Inpuranes Company, said president
would be interested in the purchass of a building fror the
Texas Disocount Company by the City Nationsl Life Insmrance
Company within the provisions of ssid Articles 4,727 and 577,
and that, therefore, sush insurance company l& prohibited
from making such purohans by ssid srtieles L7727 and 577. Ye
40 not so eonstrue sald Articles of the statutes und are of
the opinion that the rulea of luw set forth in our original
Upinien Fo, 0=5250, and the copinlons thersln relerred to,
oover this situsation.

The tranpaction unier consideration is betwoer two
corporztions, each of whioch 1s e distinet lesal entity separate
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ond apert from its stookholders, and the genersl character-
istios of ench as & dlatinot legal entity, rogardlaess of how
and by whom its stook i3 held, rmst be recognized under the
laws of Texnn, unless such entity should be disregarded under
other rules of law hereinafter referred to, i, t, Dutt Gro=
oery Co. ot al. v. Sheppard et al,, 137 <, . fz) 823, Arti-
clos 4727 and 577 do not apply to corporations an sueh, but
only o a dirsctor or officer of an insurance company who rew

csives eny swnasy Or valuadle thing for nsgotisting, procuring,

recoumending Or aiding in the purchase by such company of any
property, or who ia pequniarily intereated as prineipal, co-
prineipal :%ont or venefioclary in sush purchams, The penalty
for a violetion of such statutes ia not plzced upon said ine
surance eorporation, kut only upos suck director or offieer,
therefore, said atatutes oculd not bheave any aiplicatlon to

tlhe mstter here under soncideration., The fact that 2 director
or officer of an insurancse company owns stook in another oor=
poration from which seld insurance company 1a making e purahase
of property wuld nct, of itsaelf, affeol such purchase, in
fxet, evan Iir said diresotor or officer should recelve money,
or oiher valuable thinz, for negotiating said purehase, sawe
would 0ot be affected thereby, unlesa thers wes unfairness or
fraud therein, and this wonld bve goversmed by other rules of
law, fnatead of the provisions of safd /irticles 4727 snd 577.
Ssid statutes visit & penalty only upon the direotor or offi-
cer violating same, and the legality of the trmnasection, ine
sofay a3 the insurance eonpany is conserned, is determmined by
other welleknown rules of law. The facts here under oconsidere-
tion do not show that the president of the City Hatiomal Life
Insurance Company is to reseive sny money or valuable thing
for nsgotiatingg praouringt_rooommsnding or alding in the

purchase of peid bullding from the Texas Dlascount Campany,
or that he is pecuniarily interestel.as prinoipal, oo-prinoipal.
egent or beneficlary in such purchase, in fast it 1a not shown
that any of the provieions of said Arxrticles 4727 and 577 can

be applied to him, or to this transaction, the only thing oon-
neatine him therewith being his said ownership of stoek in ‘
the Texas Disoount Compeny endé belpg president of both of

saild companies, Tha only way ha oould bs psounierily intere
gsted in sudh purchase would be througzh the ownership of such
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forbid such sale on the grounds that a director or officer

of the ilnsurance company owns stodk, or is a direotar or ofw

ficer, in the ocompany from whieh ssid purchase is made, in
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fect sald statutes do not affeot such purahase at all and
only penslize a direator or officer who violates the provie
sions thercof, There is no law that forblds such purohase,
and the omly thing that oould be said in regard thereto is
that, sinoce ths presaident of the Texms Nisecunt Company is
also the president of the Uity Netional iirfe Insurance Come
pany and owns a majority of thae stoak of the Texss isoount
Company which owns a majority of the stgok of the City Ka-
tional Life Insurance Company, such purchase 1is subjest to
alose serutiny whon q,zuntl.one& as the preper time and eould
be sot aside upon the appeerantce of uafsirness or fraud,

There is nothing in Artiecle 4727 that prohibits an
insurance company from making & purchase of a bullding uader
the oircumstances here being considered, and there is nothing
in said Article that makes such a purchase ifllegal and, in
wmaking such purchase, sush ocompany would not be partio{pntiag
in an 1llega)l transeotion,

The most that ¢au be sald in regard to such trans-
aotion ig that, if a diredtor or officer of an insurance oom=
pany violates the provisions of said Article, ho can be pree
socuted therefor and made to pay a fine under Article 577 of
the Fenal Code, This, however, could not in any way affect
tha legality of the Stranssction by whioh eueh purchase was
made, as sald articles of the statutes 4o not plase my greater
duties or responsibilities upon directors and officers of ia-
suranse companies than are plaged upon direstors and officers
of other corporations, All seild articles do is to speocify
certain things that directors or officers of insurance Gon=
panies shall not 4o end penal ize then for violations thereof,
but the velidity of such acts, insofar as they arlfect the
corporations involved, must still be dstermined by the faire
ness or unfairness of the partisulsr transsction,

It is the rule that the legel flotion of corporate
entity mey be disregarded -here the fiotion is uned as a means
of perpetratin: fraud, or iz relied upon to Jjuatify wrong.

Hut this rule iIs an exveption to the seneral rule which forblds
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disrerarding corporate exlatence c¢r entlty and is not to be
applied unless it 1s nade to appear thet there is sueh unity
th«i the geparateneass of the corporation hag ceased and "the
facts are such thet an adherenos to the fletion of the sepe-
rate exlstauncs of the caorporation would, under the partioular
ciroumstargaa, sanction a frand or promeote injusties”, Tirst
¥ational Jank Lo Jenyon et al. v. Gemble, 132 . ¢, (2} 100,
fommisniun o) ippealal faelfic Amerlesn Gasoline Coupany of
Tex s @t al. v, Miller et al,, 76 3, ¥. {(2) 833, writ refused;
Continental Supply Company ¢t al, v. Forrest 7, Cilmore of
Texas et al., 55 3. ¥, (2] 622, writ dianissed. The rule
that the lesa) flation of corporate entity nmay bDe disregarded
is slco applicadbls where {1) = corporation 1e¢ orsanizad and
opereted a8 g mere tool or buslnesas oondult of anether cor-
poration; {2) where ths qorporate fiation 1z reasorted to as

a8 means 9f evading an existing legsl obiigation;y (3) where
the eorporate fiotion i3 employed to achieve or pervetrate
nonopoly; and (4) where the corporste fiotion is used to oire
eunvent 8 ptatute,

The authorities penerally are in complets ncoord in
deelaringy that = contract between & corporation and one or
all of 1ts offioers and directors 1s not vold per se, but
that 1t mey he avolded for unfairness or fraud, Zorn v,
Brooks et al., 33 3, W, {2) 949, Comaisslion of Appeals.

It has bean held that whers & gorporation is in
effect the alter ogo of an individual who wes ite presidaent
and was marely the vehiocle by whioh he carried on his per-
mnal snd individual business, our ecurts will, in order to
prevent injustice, look through the mere corporate form of
things to the reelity mand edjudioate the liabllity of the
parties acgording to the actual faots, NMerrell at ux v,
Timmons et al,, 140 &. W. {2) 480, affirmed by the Supreme
Court, 158 %, %, (2) 278.

Tha generel rule is that, where a corporsatiocs cwus
all of the stock of nnother oorporation, and uses the latter
a2 a "mere asonoy” or "mere 1natrnmentaiity“ for perpetrating
fraud, or for the purpose of evading the law, the gorporate
fietion w111 bve dlasregarded to prevent the aitaimment of eithsr
objeotive., Hamblen ¥, Horwitz-Teman Theabters Compuany, Ind.,
162 5He 7o (2) 454
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‘here a corporstion la orgaenized and controlled and
its affeire are conducted 80 as to make it merely an instrue-
nentality of tie sole cwner of such corporation, by whioh suoh
ouwner conducts o Trauadulent solhere or promstional venture, the
oorporate fletion of such oorporation nay ba disregarded
oircumyent fraud, Irish v, Sahner et al., 100 &, ©, (2) 1023,

The tletion of corporiate ontity will be disregarded
if it be shown that the corporation was virtually owned and
controlled by one person and was employed by hin as an inatrue-
ment in the aourse of tie perpetration of the fraud, DHush st
UX Ve Gameyg 82& ::-l' R (zf ?59.

But none of theze rules of law are appliocable to
the situation here under consideration, for the reason that
Artiolea L727 and 577 epily only Yo an individusl direotor
or offycer of an ipnaurande compsny, and not to the insurance
company itself, and thers are no facte whioh show that the
president of the Texas Discount Company and the City Xational
L4fe Insurance Company is subject te the rules of law above
laild down whereby the legal fletion of corporate entity may
be disregarded, in faot the faets heveln are ruch that the
aitustion rmust be dealt with as & transaction bdetween two cor-
peretions, end not otherwlse,

The rules of law that do have an application to thias
guestion are laid down in the caspe of City Netlional Bank of

235

Texarkana v, iHerchapts mnd Planters National Bank of Mt, Verson,

105 8. . 338, reforred to and guoted from in our orieinal
opinion Yo. O=5250, dut we willl pot quote that part of sald
opinion guoted by us in our sald original opinion eae seid opine
lon is hereby in &1l things approved. This opinion involved
an action by the Herohants and Planters Nationel Bank of Mt.
Yarnon srerinst the City Hational Bank of Texarikans to recover
interset on money deposited with the defandent, 0One T, H,
Leeves was a stockholder in the Texarkana bank, a menber of
its board of direetors and its preslident. Hs was glso a
stoekholder in the 4t, Vernon bank and one of 1ts vice pre~
sldents acd a menbey of 1tz board of ddirsotors. Plaintifs
resovered Judgment for the full amsunt sdod for, The appesl
was baged on two propositions, stated cs Tollows:

"rirst, ublic poliey will not permit effi-
¢ers of a corporation to contraet for said aorpora-
tise in mattors in whiol theéy are personally in=-
tarested.
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"Seooudl, “‘here it is shown that a contraet
is made by officers of & sorporution, sofe of
whon are lnterested in the dontrect adversely
to the stoockholders, end gcue ars not, the 00ne
traot will be held veld, or et lesst voldeble,
at the eluotion of the corporetion, unless 1t
be shown that it was concurred in by & aajority
of the disinterestec directors,.,”

The defence was based exclusively upon the theory that the
contreact sued on was veld, or at least voidable, at the elso-
tion of the defendant, and that this vice in the contraet

was dus Lo the partieipatian of leoves in 1ts wmaking, who

was at the tims financielly interested in ths pleintirff dank,
and was undertaking et the gaue time, es ¢cne of the offioera
of the defeadsnt, to binl it 4p a ocontrset to pay the former
interest on its daily delances for money depusited. In pess~
ing upon whether or not such contraoct waes voldeble, the cowmrt
made the following holding:

"« « o« Thore it stil) another olass which is
treated as voldadble, not et the mere optlon of one
or the other of the parties, but upon the proof
of freud or unfairness, It is sald that ecourts
will ¢logely sorutinize such contraots, and, upom
the disoovery of the slightest appearance of fraud
or unfairness, will set them aside, The nost free
quent transactions which fall within this oless are
those whare az officer, or oae of the direotors of
a corpormtion enters into e contract with the oore
poration for bis own donafis, or where two ocOrpora-
tions having the same or & najority of the direotors,
or oortrelling orfficers in ocomnen, deal with sach
pther through such directors, or managing officers,
To thies group or ¢lass we thiank the transactlion here
under considesration is more nearly referable, If

- thers s any element lacking to olearly place it
within this group, 1t arlsea froa the faot that
Bairier alone had sathority to make this contract,
independent of Lecves, oné thet lseves 1s not shown
to have mde any protense of aotllng for the appel-
lee in the negotiations, but ocontined his paerticfi-
pation 1n the proceedings solely o maklogz the
of for of the payment of 2 per cent, apon Gally
valances in behalfl of the appeliant, 7The absence

<36
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of thiz sleusnt takea from, rether than udds to,
the ciroumstances that oali for the watehiful seru-
tiny of the courts over such tranaectiona, and
tend to nske it a voldable agresment. If Leeves,
ag the oontracting officer for appellant, had

made a contrect between himsell and tre appsllant
whereby he was %0 receive 2 per cont, upon Ce-
rosits mmde by himself, it would hsve presented

a trangaction quite different from the onec now un=
der oconsideration,. lers we have two corporstions,
each distinot legal entitieaj eech capadls of make
ing contraots and of eulng end bveing sued thereoil
in its own name. The contract was probably for

- their mutual benefite-the retord indlcates nothing

to the contrarg. They had only one officer in come
mon, lLeeves., It is conceded that his eonourrence
was not even negeassry to thes authoritative cone
sunmation of the contrmoty thet Barrier, the ap=
pellant's ceshier, had full authority, ﬁy virtue

of his office, to make this 1denticsl ocontract
alone} and it 4s further shown beyond controversy
that he wae, at least, an equal faotor with Leeves
in ths consummation of the trade, That this cone
traot was not volid absolutely we think is perfeetly
olear, It was not in violation of nn{ provisions,
eithay of statute or of ocommon law, It was suoh a
contract ms the appellant and the appellee had a
perfect right to enter into Lthrough thelr managing
offioers in whom such authority was oonfided, and
therefore 4id not violate any rule of publis polley.
1id lLeeves! nere participation in 1t mmke it vicious?
e think not, It frequently oocura in thia country
thet two or more sorporations have the msne direetors
and managing offieers in common., é#re they for that
resson to be deprived of the privilese of making
advantageous agreements between thomselves? OLuch

e rule would seriously interfaere with another well-
sstabl ished policy of the law-«tp sllow freedom of
ocoriercs and trude, 39 highly is thiz freedonm
prized that 1t is contrary to puhblic pollcy to make
contracts in restraint of trede. “ould 4%, then

be conaimtent for ocourts to impose such reatrictiana
by refusing to enforee oontracts hetwsen corporae
tiong, unleas it be shown, upon inquiry, that a
wrons would be parpﬁtrate& in giving the requested

<37
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ralief? e think relief should not be withheld in
ougses likxe the one under cunsideration, unless 1t
be shown that & trust relation has dee. violated
in the moking of the oontruot, and that fraud, or
at lenst unTairness, has beer practiced toward the
party sought to be {mund tiwraby.

- L]
. & © @

It {s the opinion of this department, therefore,
that the purchese of said real estate from the Texzs I'is-
ocount Company by the City Katilonsl Life Insursnce Compeny
under the facts stuted would not come within the provisions
of Artioles 4727 or 577, eni ihat such tranasstion would bde
in all thinze legel,

Trustin: that this satisfactorily answers your ine
quiry, we are

Very truly yours
ATTORKEY GEMNERAL CF TEXAS

L | By é;Zaao. At Borose

FIERT ASSICTAN
STTCHRMEY GEHERXL Tas. wia§?:Z§§§

JuBsmp

APPREVED

OPINION

B




