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1 Historically, insurance intermediaries did not disclose their compensation to their customers.  The insurance
intermediaries saw no problem with this lack of disclosure because they received their compensation from the
insurers.  Perilously, the insurance intermediary assumed there was no requirement to disclose the amount or
nature of the compensation. Recent developments have spurred regulations requiring disclosure to the
customer of all compensation an insurance intermediary may receive. 2

Should an insurance intermediary disclose to the insurance consumer all potential compensation?  Yes.  The
need to disclose potential compensation precedes the current regulatory mood and is rooted in the insurance
intermediaries’ common law duties to his or her clients.  The statutes and regulations enacted across the nation
following former New York Attorney General Eliot Spitzer’s investigation of the insurance industry
potentially subjects the insurance intermediary to regulatory penalties, such as fines.  The real threat to the
insurance intermediaries, though, is the potential civil liability from the codification of these duties as well as
violations of the existing common law duties.

I.    INSURANCE INTERMEDIARIES

This discussion first requires an overview of insurance intermediaries.  An insurance intermediary is an
individual or business firm that stands between the consumer and the seller of insurance.3 Generally speaking,
there are three types of insurance intermediaries - brokers, exclusive agents and independent insurance
agents.4 Brokers are insurance intermediaries who solely represent the consumer.5 Exclusive agents are
employed by and represent only one insurer.  Independent agents represent multiple insurers.6 Independent
agents place the bulk of the property-casualty policies in the United States.7

The distinction between brokers and independent agents is subtle, as no absolute dichotomy exists between
them.8  Textbooks state that insurance agents are, in the legal sense, agents of the insurer, while brokers are
agents of the customer. 9 The textbook definition is far too simplistic for the real world insurance market
because independent agents and brokers perform many of the same functions and services, including acting as
advocates for the insured and providing services for claims management.10 In addition, many “brokers”
operate under documents functionally indistinguishable from the “agency appointment” contracts that the
independent agents enter into.11  Even if acting in a “dual agency” role, the independent producer may be the
agent of the insured, not the insurer.12 The primary distinction between independent agents and brokers
relates more to the size, range, and depth of services provided.13 Independent agents tend to be smaller and
provide services to relatively small businesses and consumers in a localized market.  In contrast, the broker’s
service area tends to be larger and involve more complicated business insurance needs.  Therefore, while the
labels “agent” and “broker” have a disarming simplicity, the economic reality is much more complex.

The structure of the market also complicates the distinction between insurance intermediaries.  Insurance
intermediaries act as gatekeepers between the insurance consumers and the insurance providers thereby
creating confusion for the intermediaries as to who is actually the “customer.”  Is the “customer” the one to
whom it is providing the good risks (the insurer) or the end user of the insurance policy (the consumer).14
The difficulty in distinguishing between agents and brokers in the marketplace is aptly illustrated in
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confusion between a broker and an agent with its definition of broker: “A broker will usually have the words
‘insurance agency,’ ‘insurance brokers,’ ‘insurance brokerage,’ or ‘insurance services’ in its business
name.”15 Because of the difficulty in distinguishing between agents and brokers, the National Association of
Insurance Commissioners (NAIC) Model Rules16 and the laws of many states 17 classify all insurance
intermediaries as “producers."

Under whatever name it operates, an independent insurance producer, whether a broker or independent agent,
helps consumers identify their coverage and risk management needs, matches consumers with appropriate
insurers by scanning the market, and helps the consumer select from competing offers. Those independent
producers who have a relationship with their customers arguably owe their customers a fiduciary duty.  The
custom and practice of insurance producers, along with the prior regulatory climate, however, made insurance
producers unable to fully comprehend that the failure to disclose conflicts of interest was problematic.

II.    INSURANCE PRODUCERS' CUSTOMS AND PRACTICES

In the past, transparency was not the objective standard in the insurance industry.  “The problem that we’ve
had up till now is that there had been no disclosure. Had disclosure been in place all these years, would you
see all of these knee-jerk reactions?”18

Unlike law or accounting, insurance lacks an established written set of objective laws governing business
practices.19 Training of new insurance producers is typically done by more senior producers.20 The training
occurs without examination of the ethical considerations of the already existing business practices.21

Insurance regulators were also complicit in the lack of transparency.  The predominate means of regulating
the industry historically was through mandatory requirements and prohibitions by the state regulators, rather
than voluntary disclosures.22 Prior to Spitzer’s investigation, insurance regulators reportedly did not receive
many complaints from the public about broker disclosure.23  Clearly, because consumers were kept in the
dark they were unable to even recognize whether there was a problem.  Since Spitzer, everything has changed
and what was once acceptable is no longer acceptable.

III.    THE NEED FOR DISCLOSURE

The profile of undisclosed compensation rose sharply when New York Attorney General Eliot Spitzer turned
his attention to the insurance industry.  Spitzer’s investigation revealed that some of the largest brokers in the
insurance industry were engaged in inflating bids to steer business to preferred insurers and other activity of
questionable propriety. Spitzer’s investigations involved commercial lines insurance, not personal lines.  The
brokers involved in the New York investigation were dealing with sophisticated purchasers, such as
Washington Mutual and Costco, and significant amounts of money per client.24

Following Spitzer’s example, other state attorneys general turned their attention to insurance producers. 
There is ongoing litigation in Connecticut against Marsh.25 In Massachusetts, a $4 million complaint and
consent judgment was filed against William Gallagher Associates Insurance Brokers for double-billing
customers by charging brokerage fees and receiving undisclosed standard commissions.26 Florida settled with
Brown & Brown over disclosure of the relationship between Brown’s retail and wholesale brokerage.27

Spitzer focused the debate on contingent commissions and the widespread reexamination of the way insurance
brokers do business.  28  Long before Spitzer galvanized public opinion regarding the opacity in brokers fees,
a movement was afoot by the insurance industry itself to introduce transparency into the broker-customer
relationship.  Previously, those states that required disclosure only required disclosure of compensation when
the producer was paid by both the insurer and the customer.29 This changed in 1999 when the Risk and
Insurance Management Society (RIMS) urged disclosure of all broker compensation arrangements beforeFULL DISCLOSURE OF PRODUCER COMPENSATION: THE CHEAPEST E&O INSURANCE2



insurance was purchased,30and the New York State Department of Insurance formally reminded the industry
that insurance customers should be informed of all compensation arrangements between insurer and broker so
that the customer could “understand the costs of coverage and the motivation of their broker.”31

In 2001, the NAIC began examining the effectiveness of disclosures in informing and protecting insurance
consumers.32 This was done because one of the foundations and assumptions of a working market is that the
consumers are informed about what is occurring in the market.  In 2005, the NAIC completed its review of
different forms of disclosures.  The NAIC determined: (1) Consumers had limited understanding of the
insurance disclosures they received; (2) Consumers look to insurance disclosures to empower themselves with
information about the options available to them and to make them feel better about their insurance purchases;
(3) The more specific the information in disclosures, the more positively the consumers respond to it; (4)
Consumers assume that they will receive any disclosures before purchasing a policy; and (5) Consumers want
the disclosures explained to them, usually by their agent/broker.33

Recent regulations enacted in several states expose compensation schemes and clarify the role of independent
producers. For these disclosures to work and allow an efficient market response, the consumers must have a
basic understanding of the underlying services they are receiving and the prices those services should cost.34
Without the ability to assess the quality of various insurance options, even those customers who are aware of
what is happening in the insurance markets are susceptible to being steered to insurers that are inappropriate
for that customer.35

State action, or inaction, post-Spitzer can be organized in four categories.  The first category would be states,
such as New York, that have chosen not to regulate disclosure of fixed commissions.  On January 30, 2008 the
New York State Insurance Department issued an opinion concerning broker disclosure of fixed commissions
and other compensation, stating that as “a general matter, there is no legal requirement that a broker disclose
to its clients the fixed commission that it earns on the policies that it places.”36 This resulted from a New
York appeals court decision that not only found that contingent commission agreements were legal but held
that, without a special relationship, an insurance agent or broker had no duty to disclose the existence of the
contingent commission agreement.37

The second category is states, such as California, that have decided to mandate disclosures and impose civil
penalties for the failure to disclose. California’s disclosure regulations38 were placed in effect in November
2000 and make it an unfair trade practice to fail to provide the consumer with the Standard Broker Fee
Disclosure form.39 California’s position is that producers deemed to be acting as agents rather than brokers
cannot charge brokers fees.  In Krumme v. Mercury Ins. Co., wherein the Plaintiff sought retroactive
disgorgement of all brokers fees, the San Francisco Superior Court ruled that brokers for Mercury Insurance
acted as de facto agents of Mercury and could not charge broker fees.40

In this same vein, the two agencies that create model insurance laws, the NAIC and the National Counsel of
Insurance Legislators (NCOIL), have also promulgated producer disclosure legislation.  Several states,
including Rhode Island41 Arkansas42 Connecticut43 and Texas44 have enacted the NAIC broker disclosure
law in part or in whole.45 The NAIC model rule prohibits a producer who "receives any compensation from
the customer" or "represents the customer" in an insurance placement from receiving undisclosed
compensation.46 Section (1)(b) of the NAIC rule contains a generic disclosure provision, which states the
producer is to disclose “...the amount of compensation from the insurer or other third party for that placement.
If the amount of compensation is not known at the time of disclosure, the producer shall disclose the specific
method for calculating the compensation and, if possible, a reasonable estimate of the amount.”47

The NCOIL rule is less stringent.  Adopted in March 2005, the NCOIL Model law does not contain a generic
disclosure provision and requires disclosure only where the producer was to be paid by both parties to the
transaction.  NCOIL made significant departures from the NAIC law, including limiting disclosure to only theFULL DISCLOSURE OF PRODUCER COMPENSATION: THE CHEAPEST E&O INSURANCE3



initial placement of insurance; the means of disclosure of compensation; eliminating the definition of a
customer; and, problematically, eliminating the necessity to have written acknowledgment of the disclosure.   

The third category are states, such as Nevada, that have chosen to codify the existing common law
requirements.  In 2006, Nevada adopted Nevada Administrative Code (NAC) §683A.716, which, according to
a Nevada Division of Insurance Formal Opinion, codifies the common law duties of loyalty and obedience of
an agent to its principal.48 The independent producer owes a duty to the client; therefore, the independent
producer should disclose anything that might affect the fulfillment of that duty.49 In summary, NAC
§683A.716 states that the producer shall not unreasonably place his own interest above the interest of the
client, and that at or before the time of the purchase of insurance, disclosure of the producer’s compensation
structure with the various insurers, including sources of compensation, and written documentation of this
disclosure.50 In codifying the common law, Nevada has not substantively changed how producers should deal
with their clients, but clarifies how the relationship is to operate.  If the Nevada Division of Insurance enforces
a violation of this regulation, then a regulatory violation occurs.  As this is a codification of the common law,
individual insureds who bring cases against their producer for violation of fiduciary duty may be awarded
damages for such a violation.

The last category is states, such as Illinois, that require disclosures but eliminate penalties and civil liability,
except for certain actions. Illinois codified that a producer must disclose fees, while eliminating civil liability
for a breach of the producer’s fiduciary duty to the consumer, except for misappropriation.51  A recent Illinois
Appeals decision affirmed and clarified the statute.52  Before the implementation of this statute, there was
clearly a fiduciary duty from the independent producer to the customer.53 In 2003, Missouri rescinded a
regulation 54stating that the broker had a fiduciary duty that ran to the insured.55

IV.     THE OVERLOOKED COMMON LAW FIDUCIARY DUTY.

Overshadowed by recent regulatory developments is that independent producers have always been subject to a
lawsuit in some states based upon their failure to uphold their common-law fiduciary duty to their customer. 
A fiduciary duty is usually defined as some variation of placing the beneficiary’s (i.e. the customer’s) interest
ahead of, or equal to, the fiduciary’s (i.e. the broker's) interest because of the right to expect trust and
confidence in the fidelity and integrity of another.56  The independent producer is the agent of the insured
who has a fiduciary duty to the customer.57 An independent producer’s fiduciary duty to the customer
is recognized in a number of states.58

The independent producer has a fiduciary duty to the customer because, regardless of how well the customer
understands the potential conflicts of interest that exist for the producer, customers are vulnerable to being
steered to coverages that do not optimally meet their coverage needs.59 Customers may be sold more (or less)
coverage than needed to increase their producer’s compensation.  Insurance products are inherently complex,
and such complexity makes it difficult for customers to fully understand both the coverage they need and to
evaluate the service and claims paying capability of various insurers.60 Like almost everyone else, insurance
producers respond to the incentives provided to them, and the problems in the insurance industry may be
traced directly to ill-conceived and hidden compensation structures.61    In an example of civil litigation
resulting from the failure to disclose these hidden compensation schemes, a lawsuit alleged that the broker for
an engineering firm steered it away from an admitted carrier and into a surplus lines carrier, despite the fact
that the coverages provided by the admitted carrier and the surplus lines carrier were exactly the same. 
Further allegations stated the producer’s advice was tainted by its receipt of 22.5% in commissions and fees;
whereas, the producer would have only received a 7.5% commission from the admitted carrier.  Another
lawsuit asserted that a small trucking company was steered from a superior policy into an inferior policy for
the same price because the commissions on the lower coverage policy were higher.  The lawsuit was triggered
by a loss not covered by the inferior policy.FULL DISCLOSURE OF PRODUCER COMPENSATION: THE CHEAPEST E&O INSURANCE4



In both cases, it was argued that the producer did not recommend the best coverage, but rather recommended
the product that provided the most compensation to the producer in violation of the producer’s fiduciary duty. 
Avoidance of a lawsuit against a producer for breach of fiduciary duty is a more compelling reason for full
disclosure of all compensation than a regulatory fine.

V.  OTHER CLAIMS AVAILABLE TO CONSUMERS AGAINST INDEPENDENT PRODUCERS

The failure to disclose compensation to a customer subjects producers to other forms of legal recovery in
addition to breach of fiduciary duty.  For example, Nevada has a deceptive trade practice, which is defined as
a person failing to disclose a material fact in connection with the sale of goods or services and/or violating a
state or federal regulation relating to the sale of goods and services.62 The statutes and regulations enacted
post-Spitzer may support a deceptive trade practice action against the insurance producer; if the producer fails
to disclose material facts in connection with the sale of his insurance services, such as the amount of
compensation the producer stands to receive, the producer may be subject to a lawsuit and damages.

Another potential claim for relief against an independent producer is negligence per se.  While negligence per
se varies from jurisdiction to jurisdiction, most follow a version of the statement that a violation of statute
establishes the duty and breach elements of negligence if the injured party belongs to the class of persons that
the statute was intended to protect and the injury is of the type against which the statute was intended to
protect.63  By codifying the already existing common law duties, a claim of negligence per se may be brought
against a broker in addition to the common law breach of fiduciary duty claim if the broker has failed to
perform disclosures as required by Nevada's statute.  The law is unsettled if a violation of regulation can
support a claim of negligence per se.64 In many jurisdictions, unless there is an underlying loss, it is unlikely
that a negligence claim stemming from a failure to disclose fees would be supported due to the economic loss
doctrine.  While the definition of economic loss varies from jurisdiction to jurisdiction, it follows the general
principle that a plaintiff can not sue for purely economic loss unless there is some underlying injury.65

For those producers who sign a contract to receive a fee paid by the insured and receive a commission on top
of the fee without disclosing such a commission to the insured, a breach of the duty of good faith and fair
dealing may be found.  This is because in some states, the duty of good faith and fair dealing exists in every
contract.  66

VI.    CONCLUSION

All insurance producers wherever they do business should follow the practice of total disclosure. As the CEO
of one of the largest brokers recently stated: “Disclosure has been good for the industry. It’s expensive. It’s
painful. But I think it’s a good procedure.”67

Much like the unfair trade practices act, the disclosure statutes are a good starting point because both arguably
set the minimum standards. Much like the recent fall of the credit swap defaults, the damage caused by failing
to disclose compensation can rapidly spiral out of control. Insurance exists so that people may be protected
from future contingencies.  Between the regulatory penalties and civil damages, the producer could be
substantially harmed by a lack of disclosure.  The least expensive E&O insurance, and the best risk prevention
technique, an independent producer can obtain is disclosure of compensation, acknowledged in writing by the
customer.
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