
CHAMBERS OF 

JUSTICE WILLIAM 0. DOUGLAS March 14, 1959 

Dear B i l l :  

I e n c l o s e  a r e c i r c u l a t i o n  i n  t h e  V a r i a b l e  Annui ty  c a s e .  
These changes mere ly  p i c k  up l o o s e  ends and make minor c o r r e c -  
t i o n s .  T h i s  c i r c u l a t i o n  does  n o t  r e f l e c t  any  o f  t h e  i d e a s  
t h a t  you have  p u t  i n  your  memorandum i n  t h e s e  c a s e s .  

I have  p u z z l e d  l o n g  and h a r d  o v e r  your  s u g g e s t i o n ,  
t h a t  I i n c o r p o r a t e  t h e  g i s t  o f  your  memorandum i n  t h i s  
o p i n i o n .  I have  t r i e d  t o  work i t  o u t  by p u t t i n g  a l o t  o f  i t  
i n  f o o t n o t e s  b u t  t h a t  j u s t  does  n o t  j e l l .  The o n l y  f e a s i b l e  
a l t e r n a t i v e  is t o  p u t  i n  a second p a r t .  

I have gone th rough  your  memorandum and have  bo i Jed  
i t  down and d i g e s t e d  it i n t o  r e l a t i v e l y  few pages .  I 
a t t a c h  a t y p e w r i t t e n  copy which I am n o t  showing t o  any  
o f  t h e  o t h e r  B r e t h r e n .  I wanted f i r s t  t o  g e t  your  r e a c t i o n .  
I cou ld  p o s s i b l y  p u t  i t  i n  t h i s  form i n  my o p i n i o n  as P a r t  
11. I s t i l l  t h i n k  i t  would be p r e f e r a b l e  for you t o  f i l e  
your  o p i n i o n  as a s e p a r a t e  c o n c u r r i n g  one. It d e v e l o p e s  
t h e  i dea  i n  g r e a t e r  d e t a i l .  But i f  you s t i l l  t h i n k  t h a t  I 
s h o u l d  p u t  i n  a P a r t  11, t h e n  l o o k  t h i s  proposed  R i d e r  o f  
mine o v e r  and g i v e  me your  s u g g e s t i o n s .  

I suppose my b a s i c  d i f f i c u l t y  i s  t h a t  I do n o t  know 
which f o r  a p r a c t i c a l  m a t t e r  i s  b e t t e r  form o f  r e g u l a t i o n .  
I have  s e e n  t h e  S.E.C. d e t e r i o r a t e  so far and so f a s t  s i n c e  
my d a y s  t h e r e  t h a t  I o f t e n  wonder whether  some S t a t e  I n s u r a n c e  
Commissions migh t  n o t  i n  f a c t  be b e t t e r  watchdogs t h a n  t h e  
F e d e r a l  Agency. Moreover, t h e r e  i s  i n  t h e  back o f  my mind 
t h e  t h o u g h t  t h a t  i f  t hese  bunn ies  have  found a h o l e  i n  t h e  
f e n c e  t h e y  shou ld  be a l lowed  t o  u s e  i t  even though it  may 
seem t o  beaga ins t  p u b l i c  p o l i c y  t o  l e t  them t h r o u g h .  

I p e r s o n a l l y  t h i n k  t h a t  t h e y  have  n o t  found a h o l e  i n  
t h e  f e n c e ;  t h e y  a re  n o t  w r i t i n g  i n s u r a n c e ;  t h e s e  are  
i n v e s t m e n t  c o n t r a c t s .  So I a m  whol ly  c o n t e n t  t o  r e s t  on 
what I have  w r i t t e n ,  l e a v i n g  t o  you t h e  f u l l e r  exp lana tbon  
o f  what you deem t o  be t h e  p r a c t i c a l  consequences of  t h e  problem. 

I w i l l  be away f o r  a day  o r  two, b u t  I w i l l  be back on 
Wednesday, t h e  1 8 t h .  Pe rhaps  we can have a t a l k  t h e n .  

M r .  J u s t i c e  Brennan 
Wil l ia  %uglaB 
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We r e a c h  t h e  same r e s u l t  i f  we a n a l y z e  t h e  V a r i a b l e  

Annui ty  C o n t r a c t  i n  t e rms  of t h e  r e l e v a n c y  t o  i t  o f  s t a t e  and 

f e d e r a l  r e g u l a t i o n .  

S e c u r i t i e s  Act (sometimes known as t h e  T r u t h - I n - S e c u r i t i e s  

A c t )  i s  f u l l  d i s c l o s u r e .  

The avowed ph i losophy  of  t h e  1933 

I t s  r e q u i r e m e n t s  f o r  d e t a i l e d  

d e s c r i p t i o n  i n  a p r o s p e c t u s  o f  a s e c u r i t y  o f f e r e d  t o  t h e  p u b l i c  

i s  premised  on t h e  b e l i e f  t h a t  a p r o s p e c t i v e  i n v e s t o r  ought  t o  

know where h i s  money i s  go ing  b e f o r e  he commits i t  t o  t h e  u s e  

of o t h e r  p e o p l e .  

The Inves tmen t  Company Act o f  1940 goes  beyond t h e  " f u l l  

d i s c l o s u r e "  p h i l o s o p h y .  I ts  p r o v i s i o n s  c a l l  for r e g i s t r a t i o n  

of  i n v e s t m e n t  companies and r e c i t a l  o f  i nves tmen t  p o l i c i e s  

and o p e r a t i n g  p r a c t i c e s ,  f o r  r e g u l a t i n g  t h e  managers o f  t h e  

companies,  t r a d i n g  p r a c t i c e s ,  c a p i t a l  s t r u c t u r e ,  and i n v e s t m e n t  

p o l i c y ,  as w e l l  as d e t a i l e d  r e p o r t s  t o  i n v e s t o r s .  True,  t h e s e  

p r o v i s i o n s  a p p l y  t o  "face-amount c e r t i f i c a t e  companies" which 

i s s u e  f i x e d - d o l l a r  o b l i g a t i o n s ,  and c e r t a i n  bonds of  a s t a t e d  

v a l u e .  None the le s s ,  t h e  r e g u l a t o r y  scheme i s  des igned  f o r  t h e  

t y p e  o f  t r a n s a c t i o n  where t h e  i n v e s t o r  commits h i s  money t o  

o t h e r s  on a n  e q u i t y  basis f o r  i nves tmen t  on h i s  b e h a l f .  

T k a d i t i o n a l  s t a t e  i n s u r a n c e  r e g u l a t i o n ,  an  t h e  o t h e r  

hand, p r o c e e d s  on a d i f f e r e n t  p h i l o s o p h y .  The S t a t e s  c o n t r o l  

t h e  p r o v i s i o n s  i n  p o l i c i e s ;  r e s e r v e  r e q u i r e m e n t s  a r e  imposed 

t o  i n s u r e  so lvency ;  and t h e  scope of  p e r m i s s i b l e  i n v e s t m e n t s  

is l i m i t e d  t o  p r e v e n t  d i s s i p a t i o n  of  t h e  p o l i c y h o l d e r s '  s e c u r i t y .  
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The whole d i r e c t i o n  o f  s t a t e  r e g u l a t i o n  i s  t o  g u a r a n t e e  t h e  p e r -  

p e t u a t i o n  of t h e  i n s u r a n c e  company so t h a t  i t  w i l l  honor  i t s  

o b l i g a t i o n s  t o  i t s  i n v e s t o r s .  Thus t h e  company is shrouded 

w i t h  s a f e g u a r d s  des igned  t o  minimize t h e  r i s k  o f  e r r a n t  i n v e s t -  

ments ,  which would o t h e r w i s e  unde rcu t  t h e  i n v e s t o r ' s  s e c u r i t y .  

While t h e  v a r i a b l e  a n n u i t y  c o n t a i n s  some i n s u r a n c e  

t h e  c l o s e h t  ana logy  i s  t o  t h e  c e r t i f i c a t e  of an f e a t u r e s ,  /16 

i nves tmen t  t r u s t  c a l l i n g  f o r  p e r i o d i c  payments by t h e  h o l d e r .  

The i n t e r e s t  o f  a h o l d e r  o f  a v a r i a b l e  a n n u i t y  c o n t r a c t  is 

r e p r e s e n t e d  by "accumula t ion  u n i t s , "  f l u c t u a t i n g  r e p o r t i n g  

d e v i c e s  r e p r e s e n t i n g  s h a r e s  of t h e  e n t i r e  i n v e s t e d  fund .  The 

v a l u e  of t h e  u n i t  is recomputed monthly,  t a k i n g  i n t o  accoun t  

d i v i d e n d s  and i n t e r e s t  r e c e i v e d ,  r e a l i z e d  and u n r e a l i z e d  c a p i t a l  

g a i n s  and l o s s e s ,  and c e r t a i n  t a x e s .  When each p e r i o d i c  payment 

i s  made by an  i n v e s t o r  he  r e c e i v e s  as many new u n i t s  as h i s  

payment w i l l  buy, based on t h e  newly computed v a l u e .  I n v e s t o r s  

who borrow a g a i n s t  t h e i r  accumulated u n i t s  do so a t  t h e i r  v a l u e  

a t  t h e  t i m e  o f  t h e  l o a n ,  and on repayment t h e  i n v e s t o r  r e g a i n s  

t h e  number of u n i t s  t h a t  t h e  repayment would t h e n  pu rchase .  

A cha rge  of  1.8 p e r  c e n t  of t h e  a s s e t  v a l u e  o f  t h e  fund per  

annum is made by t h e  company th roughou t  t h e  pay - in  and pay-out  

p e r i o d s ,  which i s  t o  cover  company expenses ,  t h e  risk of s u p e r -  

a n n u a t i o n ,  and p r o v i d e s  f o r  cont ingency  r e s e r v e s  and a d d i t i o n s  

t o  s u r p l u s .  A p o r t i o n  of each premium i s  a l s o  deduc ted  f o r  

t h e s e  " l o a d i n g  cha rges  ." 
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A s  t h e  i n v e s t o r ' s  r e a s o n  f o r  i n v e s t i n g  i n  t h e  company i s  

t h e  hope t h a t  p r u d e n t  management w i l l  e n l a r g e  h i s  i n v e s t e d  r e -  

t u r n ,  t h e  p r e c i s e  s i t u a t i o n  f o r  which t h e  f u l l  d i sc losuGe  

p h i l o s o p h y  of  t h e  S e c u r i t i e s  Act ,  and t h e  s t r i c t  r e g u l a t o r y  

p r o v i s i o n s  of  t h e  Inves tment  Company Act were des igned ,  i s  

p r e s e n t e d .  

A n a l y s i s  o f  t h e  b e n e f i t  payment method a l s o  s u p p o r t s  

Once t h e  pay-ou t s  beg in  t h e  i n v e s t o r  canno t  
/17 

t h i s  c o n c l u s i o n .  

wi thdraw h i s  c a p i t a l  i nves tmen t  - -  he i s  " locked  i n "  and w i l l  

r e a l i z e  on h i s  i nves tmen t  o n l y  t o  t h e  e x t e n t  t h a t  h i s  managers 

have  unde r t aken  w i s e  placement  of h i s  money. Accord ingly ,  

whi le  t h e s e  c o n t r a c t s  c o n t a i n  i n s u r a n c e  f e a t u r e s ,  t h e y  c o n t a i n  

t o  a v e r y  s u b s t a n t i a l  d e g r e e  e l emen t s  of  i nves tmen t  c o n t r a c t s  

a s  a d m i n i s t e r e d  by i n v e s t m e n t  t r u s t s .  We do n o t  mean t o  s a y ,  

o f  c o u r s e ,  t h a t  because  f e d e r a l  r e g u l a t i o n  would be more 

d e s i r a b l e  t h a n  s t a t e  c o n t r o l ,  i t  i s  t h e r e f o r e  , : a c ~ a m g l i s h e d .  

But t h i s  a n a l y s i s  of  t h h u r p o s e  o f  t h e  exemptions from t h e  

f e d e r a l  a c t s  g i v e s  a g u i d e  t o  t h e i r  s cope .  Congress i n t e n d e d  

a b road  coverage  i n  bo th  t h e  1933 and t h e  1940 Acts ,  and s i n c e  

t h e s e  c o n t r a c t s  p r e s e n t  r e g u l a t o r y  problems o f  t h e  v e r y  s o r t  

t h a t  Congress was a t t e m p t i n g  t o  s o l v e ,  we a r e  f o r t i f i e d  i n  

o u r  c o n c l u s i o n  t h a t  r e s p o n d e n t s ,  and t h e i r  v a r i a b l e  a n n u i t y  

which d i f f e r s  i n  k i n d  from t h e  u s u a l  a n n u i t y ,  a r e  n o t  w i t h i n  

t h e  " i n s u r a n c e "  exemptions o f  t h o s e  A c t s .  


